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4 NOTES )

The following figures/units are used in the Economic Survey:

BCM billion cubic metres ke kilogram

BU billion units ha hectare

MT million tonnes - .

lakh 1.00.000 Bbl billion barrels per litre

million 10 lakh billion 1,000 million/100 crore
\_ crore 10 million trillion 1,000 billion/100,000 crore Y.
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PREFACE

Last year, to its dismay, the Economic Division of the Ministry of Finance — the authors of this Economic
Survey — discovered that there is indeed a higher form of flattery than imitation: brazen pirating, and that
too on the most globally public of platforms, Amazon. The anguish suffered by this violation of our intellectual
property rights was more than offset by the gratitude we felt in achieving wide circulation for the Swruey.
We strive to do better this year, risking that the Swrvey might be consigned to the ranks of popular fiction.

This yeat's Survey comes in the wake of a set of tumultuous international developments — Brexit, political
¥ oy P > P
changes in advanced economies-and two radical domestic policy actions: the GST and demonetisation.

Clearly, the Survey needs to do full justice to all these short term developments, or else it risks being
Hamlet without the Prince of Denmark. To deify or demonise demonetisation that is the difficult question
the world is asking, to which the Survey tries to respond. The Survey atfords an opportunity to work through
the complexities of the analytics, empirics, and potential impacts of demonetisation.

History, however, offers little guide for assessment and prognostication, given the unprecedented nature
of this action. And economic models are notoriously unreliable in the face of structural breaks of the sort
occasioned by demonetisation. Regardless of our assessments, at least the rich and complex process of arriving
at them is shared fully and transparently with the reader. What we can definitely say is that there have been
short-term costs but there are also potential long term benefits which we discuss in detail. Appropriate action
can help minimize the former while maximizing the latter.

But these proximate developments — vital as they are — cannot allow a neglect of medium term economic
issues. Balancing the jealous, demanding gods of demonetisationand other short-term challenges such as over-
indebted balance sheets, on the one hand, and India's medium term economic future on the other, is the
special challenge for this Survey.

Structurally, therefore, the Swrvey is divided into three sections: The Perspective, The Proximate, and
The Persistent. And to entice the reader, we have a section called "Eight Interesting Facts About India".
In Section I, the introductory chapter provides a broad overview of recent developments and a near-term
outlook. The following chapter takes a long-term perspective to analyze where India stands on the underlying
economic vision, arguing that overcoming some meta-challenges will require broader societal shifts in ideas.
Economic reforms are not, or not just, about overcoming vested interests, they are increasingly about shared
narratives and vision on problems and solutions.

Section II deals with four pressing near-term issues: demonetisation, the festering twin balance sheet
challenge and ways to address it, fiscal policy of the center and states, and labour-intensive employment
creation. It also includes a review of sectoral developments in the first half of the year.

Section IIT deals with more medium term issues. There are perhaps two broad themes to this section:
the states (and cities) and Big Data. "Cooperative and competitive federalism" is not a glib mantra, it is India's
unavoidable future. That requires shining the spotlight on the states and on India as a union of them.

Accordingly, we discuss themes of convergence of income and health outcomes across states, state
finances, and mobility of goods and people across states. We also provide analytical narratives of the
petformance of those states-the "Other Indias," remote, rich in natural resources and more reliant than others
on redistributive transfers-that tend to be crowded out as worthy objects of research and analysis by the
successful Peninsular states. The chapter on cities points clearly to broadening the dynamism-laden dynamic
of competition between states to encompass the cities: India needs not just competitive federalism but
competitive sub-federalism as well.

For the first time, the Ecomomic Survey has embraced Big Data. We mine this data to shed new light
on the flow of goods and people within India. With some immodesty, we claim that this Survey produces
the first estimate of the flow of goods across states within India, based on analyzing transactions level data
provided by the Goods and Services Tax Network (GSTN). We also claim that this Swrey furnishes exciting
new evidence on the flows of migrants within India, based on detailed origin-destination passenger data
provided by the Ministry of Railways and on a new methodology for analyzing the Census data.

(vii)



The striking findings are that India's internal integration is strong, and substantially stronger than
conventional wisdom believes. For example, we estimate that 8-9 million Indians migrate for work every year,
almost twice as big as current estimates. Similarly, India's internal trade is as extensive as that in other large
countries.

But these results point to a central paradox: there is ostensibly free flow of goods, people, and capital
across India and yet income and health outcomes are not converging. Across international borders we see
strong evidence of convergence, with poorer, less healthy countries catching up and becoming less poor and
more healthy. So the Indian paradox is doubly confounding: thicker international borders that are more
impervious to the equalizing flows of factors of production lead to convergence but the supposedly porous
borders within India perpetuate spatial inequality.

The Swurvey produces new estimates of the effectiveness of targeting of major current programs,
contrasting the wedge between the number of poor in a district and the amount of funding it receives. This
leads naturally to a discussion of providing a Universal Basic Income (UBI) that has emerged as a raging
new idea both in advanced economies and in India. We discuss this idea as a conversation that the Mahatma
might have had with himself, concluding that it merits serious public deliberation.

Last yeat's Survey said that it is ideas for India and for bettering India that matter, not their provenance
or paternity. That is more true this year because we have drawn upon an even more diverse set of authors,
within India and abroad, from public and private sectors, from academia, private sector, and civil society.
It is also an honor that this yeat's Survey has a contribution from the Honorable Minister of Finance. And
this year, we have no fear in the Survey being judged by its cover, which breaks ground with its creative

design.

This yeat's Survey is different in coming in just one volume. The detailed review of the year gone by
that was covered by the companion volume will now appear later in the year as a standalone document.

There has been a lot of recent discussion on the role and contents of the Economic Survey. What should
the Survey aspire to? And here the answer is clear, offered by arguably the greatest economist, John Maynard
Keynes. What he described as the essential ingredients for the master-economist easily extend to those for
the master-Survey.

So, paraphrasing Keynes: "It must possess a rare combination of gifts .... It must draw upon mathematics,
history, statesmanship, and philosophy-in some degree. It must understand symbols and speak in words. It
must contemplate the particular, in terms of the general, and touch abstract and concrete in the same flight
of thought. It must study the present in the light of the past for the purposes of the future. No part of
man's nature or his institutions must be entirely outside its regard. It must be purposeful and disinterested
in a simultaneous mood, its authors as aloof and incorruptible as artists, yet sometimes as near to earth as
politicians."

Over three years, the Survey has probably fallen short of those lofty standards. But they have been—
and must be — the aspiration for this and all Swrveys to come.

Arvind Subramanian
Chief Economic Adviser
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Eight Interesting Facts About India

o Indians on The Move

New estimates based on railway passenger traffic data reveal annual work-related migration
of about 9 million people, almost double what the 2011 Census suggests.

Annual New Migrants (in millions)
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® Biases in Perception

China’s credit rating was upgraded from A+ to AA- in December 2010 while India’s has re-
mained unchanged at BBB-. From 2009 to 2015, China’s credit-to-GDP soared from about
142 percent to 205 percent and its growth decelerated. The contrast with India’s indicators

is striking,
Poor Standards: Ratings Agencies - China and India

210 China 11 210 India n

190 10 190 10

170 170

AA- 9 AA-_ 9
R CHNR PITTPITTTRPRR CEPPIITSY AETrPITREPPRPE R ; .
: 1 — 7.
150 1150 redit /
v o ! ==——GDP growth®HS) | ¢
Vi |
:A+ 130 Rating upgrade by : 130
i S&P in )
: December 2010 7 : 7
1 110 from A+ to AA- ! 110
| i
1 ! 6
[ e C it /G 6 S===00) | amsmsssssssus iffinnnnnnnnnnan s
BBB?O Credit /GDP BEB.
e GDP growth(RHS)
70 5 70 5
2009 2010 2011 2012 2013 2014 2015 2016 2009 2010 2011 2012 2013 2014 2015 2016




X1 Economic Survey 2016-17

e New Evidence on Weak Targeting of Social Programs

Welfare spending in India suffers from misallocation: as the pair of charts show, the districts
with the most poor (in red on the left) are the ones that suffer from the greatest shortfall
of funds (in red on the right) in social programs. The districts accounting for the poorest
40% receive 29% of the total funding,

Share of Poor by District Shortfall in Allocation to Poor by District

e Political Democracy but Fiscal Democracy?

India has 7 taxpayers for every 100 voters ranking us 13th amongst 18 of our democratic
G-20 peers.
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Eight Interesting Facts About India xiii

India's Distinctive Demographic Dividend

India’s share of working age to non-working age population will peak later and at a lower
level than that for other countries but last longer. The peak of the growth boost due to
the demographic dividend is fast approaching, with peninsular states peaking soon and the
hinterland states peaking much later.

Demographic Dividend in Indian States and Other Emerging Economies

A: India and EMs B: India and the States
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India Trades More Than China and a Lot Within Itself

As of 2011, India’s openness - measured as the ratio of trade in goods and services to GDP
has far overtaken China’s, a country famed for using trade as an engine of growth. India’s
internal trade to GDP is also comparable to that of other large countries and very different

from the caricature of a barrier-riddled economy.
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e Divergence within India, Big Time

Spatial dispersion in income is still rising in India in the last decade (2004-14), unlike the
rest of the world and even China. That is, despite more porous borders within India than
between countries internationally, the forces of “convergence” have been elusive.

Unconditional Convergence in GDP per capita
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e Property Tax Potential Unexploited

Evidence from satellite data indicates that Bengaluru and Jaipur collect only between 5% to
20% of their potential property taxes.

Spatial Urban Built-Up Extent : Bengaluru

Spatial Urban Built-up: Bengaluru

LANDSAT 8: Extracted Urban Features [30m]
[ Non Built-up (roads,green barren,water)
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Economic Outlook and Policy

Challenges

01

CHAPTER

Against the backdrop of robust macro-economic stability, the year was marked by two
major domestic policy developments, the passage of the Constitutional amendment,
paving the way for implementing the transformational Goods and Services Tax (GST),
and the action to demonetise the two highest denomination notes. The GS'T will create a
common Indian marfket, improve tax compliance and governance, and boost investment
and growth; it is also a bold new experiment in the governance of India’s cooperative
federalism. Demonetisation has had short-term costs but holds the potential for long-
term benefits. Follow-up actions to minimizge the costs and maximise the benefits
include: fast, demand-driven, remonetisation; further tax reforms, including bringing
land and real estate into the GS'I, reducing tax rates and stamp duties; and acting
to allay anxieties about over-zealous tax administration. These actions would allow
growth to return to trend in 2017-18, following a temporary decline in 2016-17.
Looking further abead, societal shifts in ideas and narratives will be needed to overcome
three long-standing meta-challenges: inefficient redistribution, ambivalence about the
private sector and property rights, and improving but still-challenged state capacity. In
the aftermath of demonetisation, and at a time of gathering gloom abont globalisation,
articulating and embracing those ideational shifts will be critical to ensuring that India’s

sweet spot is enduring not evanescent.

I. INTRODUCTION

1.1 The Economic Survey of 2014-15
spoke about the sweet spot for the Indian
economy that could launch India onto a
trajectory of sustained growth of 8-10
percent. Last year’s Survey assessed that “for
now, but not indefinitely, that sweet spot is
still beckoningly there.” This yeat’s stock-
taking suggests that shifts in the underlying
vision will be needed to overcome the major
challenges ahead, thereby accelerating growth,
expanding employment opportunities, and

achieving social justice (Chapter 2 in this
Survey). In the aftermath of demonetisation,
and because cyclical developments will make
economic management harder, articulating
and embracing those shifts will be critical to
ensuring that that sweet spot is enduring not
evanescent.

1.2 This year has been marked by several
historic economic policy developments. On
the domestic side, a constitutional amendment
paved the way for the long-awaited and
transformational goods and services tax
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(GST) while demonetisation of the large
currency notes signaled a regime shift to
punitively raise the costs of illicit activities.
On the international front, Brexit and the
US eclections may herald a tectonic shift,
forebodingly laden with darker possibilities
for the global, and even the Indian, economy.

1.3 Start first with demonetisation. A radical
governance-cum-social engineering measure
was enacted on November 8, 2016. The two
largest denomination notes, Rs 500 and Rs
1000—together comprising 86 percent of all
the cash in circulation—were “demonetised”
with immediate effect, ceasing to be legal
tender except for a few specified purposes.'
These notes were to be deposited in the banks
by December 30, while restrictions were
placed on cash withdrawals. In other words,
restrictions were placed on the convertibility
of domestic money and bank deposits.

1.4 The aim of the action was fourfold:
to curb corruption, counterfeiting, the use
of high denomination notes for terrorist
activities, and especially the accumulation of
“black money”, generated by income that
has not been declared to the tax authorities.
The action followed a series of eatlier efforts
to curb such illicit activities, including the
creation of the Special Investigation Team
(SIT) in the 2014 budget, the Black Money
Act, 2015; the Benami Transactions Act of
2016; the information exchange agreement
with Switzerland, changes in the tax treaties
with Mauritius and Cyprus, and the Income
Disclosure Scheme.

1.5 Demonetisation was aimed at signaling a
regime change, emphasizing the government’s
determination to penalize illicit activities and
the associated wealth. In effect, the tax on
illicit activities as well as on legal activities
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that were not disclosed to the tax authorities
was sought to be permanently and punitively
increased.

1.6 The public debate on demonetisation
has raised three questions. First, broader
aspects of management, as reflected in the
design and implementation of the initiative.
Second, its economic impact in the short and
long run. And, third, its implications for the
broader vision underlying the future conduct
of economic policy. This Survey is not the
forum to discuss the first question.

1.7 Chapter 3 addresses in detail the second
question. The broad conclusion is that
demonetisation will create short-term costs
and provide the basis for long run benefits.

1.8 Short-term costs have taken the form of
inconvenience and hardship, especially those
in the informal and cash-intensive sectors
of the economy who have lost income and
employment. These costs are transitory, and
may be minimised in recorded GDP because
the national income accounts estimate
informal activity on the basis of formal sector
indicators, which have not suffered to the same
extent. But the costs have nonetheless been
real and significant. The benefits of lower
interest rates and dampened price pressure
may have cushioned the short-term macro-

economic impact.

1.9 At the same time, demonetisation has
the potential to generate long-term benefits
in terms of reduced corruption, greater
digitalization of the economy, increased flows
of financial savings, and greater formalization
of the economy, all of which could eventually
lead to higher GDP growth, better tax
compliance and greater tax revenues.

1.10 The magnitudes of short-term costs
remain uncertain, as do the timing and extent

Strictly speaking, these notes were deprived of their legal tender status, except for specified activities (such as

paying utility bills). Nevertheless, “demonetisation” has entered the public lexicon as the term for the November 8

announcement.



of long-term benefits. (Chapter 3 identifies
certain markers to assess the latter.) These
magnitudes will depend importantly on how
policyrespondstothe currentsituation. Needed
actions include: remonetizing the economy
expeditiously by supplying as much cash as
necessary, especially in lower denomination
notes; and complementing demonetisation
with more incentive-compatible actions such
as bringing land and real estate into the GST,
reducing taxes and stamp duties, and ensuring
that the follow-up to demonetisation does not
lead to over-zealous tax administration.

1.11 The third question on the broader
vision will also be critical to shaping the
medium term trajectory of the economy.
Here the government has taken important
steps over the past year. The highlight was,
of course, the transformational GST bill,
which will create 2 common Indian market,
improve tax compliance, boost investment
and growth — and improve governance; the
GST is also a bold new experiment in the
governance of cooperative federalism. In
addition, the government:

e Overhauled the bankruptcy laws so
that the “exit” problem that pervades
the Indian economy--with deleterious
consequences highlighted in last year’s
Survey--can be addressed effectively and
expeditiously;

e Codified the institutional arrangements
on monetary policy with the Reserve
Bank of India (RBI), to consolidate the
gains from macroeconomic stability by
ensuring that inflation control will be less
susceptible to the whims of individuals
and the caprice of governments; and

e Solidified the legal basis for Aadhaar, to
realise the long-term gains from the JAM
trifecta (Jan Dhan-Aadhaar-Mobile), as
quantified in last year’s Survey.

1.12 Had the government announced such
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an agenda early in 2016, its ambition would
have elicited skepticism, probably deserved.
Yet a year on this agenda has been achieved,
and in nearly all cases through legislative action
that commanded near-political unanimity.

1.13 Beyond these headline reforms were
other less-heralded but nonetheless important
actions. The government enacted a package
of measures to assist the clothing sector that
by virtue of being export-oriented and labor-
intensive could provide aboost to employment,
especially female employment. The National
Payments Corporation of India (NPCI)
successfully finalized the Unified Payments
Interface (UPI) platform. By facilitating
inter-operability it will unleash the power of
mobile phones in achieving digitalization of
payments and financial inclusion, and making
the “M” an integral part of the government's
flagship “JAM”-Jan Dhan, Aadhaar, Mobile--
initiative. Further FDI reform measures were
implemented, allowing India to become one
of the world’s largest recipients of foreign
direct investment.

1.14 These India’s
reputation as one of the few bright spots in

measures cemented
an otherwise grim global economy. India is
not only among the world’s fastest growing
major economies, underpinned by a stable
macro-economy with declining inflation and
improving fiscal and external balances. It
was also one of the few economies enacting
major structural reforms. Yet there is a gap
between this reality of macro-economic
stability and rapid growth, on the one hand,
and the perception of the ratings agencies on
the other. Why so? Box 1 elaborates on the
possible reasons.

1.15 But much more needs to be done.
Especially after 1991, India has progressively
distanced itself from statism and made
considerable strides in improving the
management of the economy. Yet a broader

stock-taking (discussed in Chapter 2) suggests
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thatIndiahas to traversea considerable distance and social justice. Broader societal shifts are
to realize its ambitions on growth, employment required in ideas and narratives to address

Box 1. Poor Standards? The Rating Agencies, China & India

In recent years, the role of ratings agencies has increasingly come into question. In the US financial crisis, questions
were raised about their role in certifying as AAA bundles of mortgage-backed securities that had toxic underlying
assets (described in Michael Lewis” The Big Shors). Similarly, their value has been questioned in light of their failure
to provide warnings in advance of financial crises—often ratings downgrades have occurred post facto, a case of
closing the stable doots after the hotses have bolted (IMF, 2010; Krugman, Septembet, 2015%).

Butitis also worth assessing their role in more normal situations. In the case of India, Standard & Poor’s in November
2016 ruled out the scope for a ratings upgrade for some considerable period, mainly on the grounds of its low per
capita GDP and relatively high fiscal deficit. The actual methodology to arrive at this rating was clearly more complex.
Even so, it is worth asking: are these variables the right key for assessing India’s risk of default?

Consider first per capita GDP. It is a very slow moving variable. Lower middle income countries experienced an
average growth of 2.45 percent of GDP per capita (constant 2010 dollars) between 1970 and 2015. At this rate, the
poorest of the lower middle income countries would take about 57 years to reach upper middle income status. So if
this variable is really key to ratings, poorer countries might be provoked into saying, “Please don’t bother this year,
come back to assess us after half a century.”

Consider next fiscal variables. The practice of ratings agencies is to combine a group of countries and then assess
comparatively their fiscal outcomes. So, India is deemed an outlier because its general government fiscal deficit ratio
of 6.6 percent (2014) and debt of 67.1 percent are out of line with its emerging market “peers” (See Table 1 in
Chapter 5).

But India could be very different from the comparators used by the ratings agencies. After all, many emerging markets
are struggling. But India has a strong growth trajectory, which coupled with its commitment to fiscal discipline
exhibited over the last three years suggests that its deficit and debt ratios are likely to decline significantly over the
coming years. Even if this scenario does not materialise, India might still be able to carry much more debt than other
countries because it has an exceptionally high “willingness to pay”, as demonstrated by its history of not defaulting
on its obligations (Reinhart, Rogoff and Savastano, 2003).

Figure. Credit/ GDP ratio and GDP growth for China and India and respective S&P rating
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Source: WDI and S&P; for 2016, India’s credit data are from RBI and Credit Suisse; for 2016, China’s credit
number is obtained by adding flows of total social financing (TSF) from the Bank for International Settlements
(BIS) to the 2015 stock obtained from the WDI.
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India also compares favourably to other countries on other metrics known to be closely related to the risk of default.
Consider the contrast with China. In 2009, China launched an historic credit expansion, which has so far seen the
credit-GDP ratio rise by an unprecedented about 63 percentage points of GDP, much larger than the stock of India’s
credit-GDP (Figure ). At the same time, Chinese growth has slowed from over 10 percent to 6.5 percent.

How did Standard and Poor’s react to this ominous scissors pattern, which has universally been acknowledged as
posing serious risks to China and indeed the world? In December 2010, it increased China’s rating from A+ to AA-
and it has never adjusted it since, even as the credit boom has unfolded and growth has experienced a secular decline.

In contrast, India’s ratings have remained stuck at the much lower level of BBB-, despite the country’s dramatic
improvement in growth and macro-economic stability since 2014.

These contrasting experiences raise a question: can they really be explained by an economically sound methodology?

three major challenges: reducing “inefficient
redistribution,” strengthening state capacity
in delivering essential services and regulating
markets, and dispelling the ambivalence about
protecting property rights and embracing the
private sector. In other words, addressing
these challenges is not just about the political
will to overcome vested interests.

1.16 These structural challenges have their
Chapter

extensive efforts at

proximate  policy
9 discusses India’s

redistribution. The central government alone

counterparts.

runs about 950 central sector and centrally
sponsored schemes and sub-schemes which
cost about 5 percent of GDP. Clearly, there
are rationales for many of them. But there
may be intrinsic limitations in terms of the
effectiveness of targeting.

1.17 The government has made great
progress in improving redistributive efficiency
over the last few years, most notably by passing
the Aadhaar law, a vital component toward
realizing its vision of JAM. (The pilots for
Direct Benefit Transfers in fertilizer represent
a very important new direction in this regard.)
At the same time, prices facing consumers in
many sectors are yet to move closer toward
market levels. Even on the GST, concerns
about ensuring low tax rates for essentials,
risks creating an unduly complicated structure
with multiple and excessively high peak rates,
thereby foregoing large services efficiency

gains.

1.18 On state capacity, delivery of essential
services such as health and education, which
are predominantly the preserve of state
governments, remains impaired. Regulatory
institutions are still finding their way. The
deepest puzzle here is the following: while
competitive federalism has been a powerful
agent of change in relation to attracting
investment and talent, it has been less in
evidence in relation to essential service
delivery. There have, of course, beenimportant
exceptions, such as the improvement of
the public distribution system (PDS) in
Chbhattisgarh, the incentivization of agriculture
in Madhya Pradesh, reforms in the power
sector in Gujarat which improved delivery
and cost recovery, the efficiency of social
programs in Tamil Nadu, and the recent use of
technology to help make Haryana kerosene-
free. But on health and education there are
insufficient instances of good models that can
travel widely within India and that are seen as
attractive political opportunities. Competitive
populism needs a counterpart in competitive
service delivery.

1.19 Equally, signs of a political dynamic
that would banish the ambivalence toward
the private sector and property rights have
not been strongly evident for decades. This
ambivalence is manifested in: the difficulties
in advancing strategic disinvestment; the
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the twin balance sheet
problem—over-indebtedness in the corporate
and banking sectors—which requires difficult
decisions about burden-sharing and perhaps
even forgiving some burden on the private

persistence of

sector; the legacy issues of retroactive
taxation, which remain mired in litigation
even though the government has made clear
its intentions for the future; agriculture, where
the protection of intellectual property rights,
for example in seeds, remains a challenge;
reform in the civil aviation sector, which has
been animated as much by an interventionist
as liberalizing spirit; in the fertilizer sector,
where it is proving easier to rehabilitate
unviable plants in the public sector rather than
facilitate the exit of egregiously inefficient
ones; frequent recourse to stock limits and
controls on trade in agriculture, which draws
upon the antiquated Essential Commodities
Act, and creates uncertainty for farmers.

1.20 In each of these examples, there may
be valid reasons for the status quo but overall
they indicate that the embrace of markets—
even in the modest sense of avoiding intrusive
protecting  property  rights,
disposing of unviable public sector assets
and exiting from areas of comparative non-

intervention,

advantage, and allowing economic agents
to face market prices—remains a work-in-
progress.

1.21 Even as the domestic agenda remains
far from complete, the international order is
changing, posing new challenges. The impact
of Brexit and the US elections, though still
unleashing  paradigmatic
shifts in the direction of isolationism and

uncertain, risk

nativism. The post war consensus in favour
of globalisation of goods, services and labor
in particular, and market-based economic
organization more broadly, is under threat
across the advanced economies.

1.22 For India that is a late “converger”—
that is an economy whose standards of living

are well below counttries at the frontier—these
events have immense consequences. Given
that India’s growth ambitions of 8-10 percent
require export growth of about 15-20 percent,
any serious retreat from openness on the part
of India’s trading partners would jeopardize
those ambitions (see Box 2).

1.23 To these
external developments must be added the

structural domestic and

proximate macro-economic challenges. Since
the decline in oil prices from their peak in June
2014 there has been a lift to incomes which
combined with government actions imparted
dynamism by increasing private consumption
and facilitating public investment, shoring up
an economy buffeted by the headwinds of
weak external demand and poor agricultural
production. This year that important source
of short-term dynamism may be taken away
as international oil prices are now on the rise.
Moreover, private investment remains weak
because of the twin balance sheet problem
that has been the economy’s festering wound
for several years now (Chapter 4). Re-
establishing private investment and exports
as the predominant and durable sources of
growth is the proximate macro-economic
challenge.

124 In sum, the
structural reforms made in the last few

years needs to be rapidly built upon, and the

steady progress on

unfinished agenda completed. Especially after
demonetisation and given the ever-present
late-term  challenges, anxieties about the
vision underlying economic policy and about
the forgoing of opportunities created by the
sweet spot need to be decisively dispelled.

II. GuroBAL CONTEXT

1.25 For India, three external developments
are of significant consequence. In the short-
run, the change in the outlook for global
interest rates as a result of the US elections
and the implied change in expectations of



US fiscal and monetary policy will impact

on Indias capital flows and exchange
rates. Markets are factoring in a regime
change in advanced countries, especially US
macroeconomic policy, with high expectations
of fiscal stimulus and unwavering exit from
unconventional monetary policies. The end of
the 20-year bond rally and end to the corset
of deflation and deflationary expectations are

within sight.

1.26 Second,
outlook for globalisation and in particular

the medium-term political

for the world’s “political carrying capacity for
globalisation” may have changed in the wake
of recent developments. In the short run a
strong dollar and declining competitiveness
might exacerbate the lure of protectionist
policies. These follow on ongoing trends—
documented widely—about stagnant or
declining trade at the global level (figure in

Box 2). This changed outlook will affect
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India’s export and growth prospects described
in Box 2.

1.27 Third, developmentsin the US, especially
the rise of the dollar, will have implications for
China’s currency and currency policy. If China
is able to successfully re-balance its economy,
the spillover effects on India and the rest
of the world will be positive. On, the other
hand, further declines in the yuan, even if
dollar-induced, could interact with underlying
vulnerabilities to create disruptions in China
that could have negative spillovers for India
(these are discussed in detail in Section VL.B).
For China, there are at least two difficult
balancing acts with respect to the currency.
Domestically, a declining currency (and credit
expansion) prop up the economy in the short
run but delay rebalancing while also adding to
the medium term challenges. Internationally,
allowing the currency to weaken in response
to capital flight risks creating trade frictions

Box 2. Political Carrying Capacity of the West for Openness and Impact on India

If as T'S. Eliot said that humankind cannot bear too much reality, recent events suggest that the world cannot bear
too much globalisation either. What does this mean for India’s exports?

The first figure plots the trade-GDP ratio for the world since 1870 and highlights four phases. There were two phases
of globalisation (1870-1914, 1945-1985), one phase of hyperglobalisation (Subramanian and Kessler, 2014) between
1985-2008, and one phase of deglobalisation in the inter-wat period. The question today is what is likely to happen
going forwatd represented by the three arrows: further globalisation, deglobalisation, ot stagnation? These will have
potentially important consequences for Indian exports and growth.

Figure: Globalisation and the World (1870 to present)
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During the boom years between 2003-2011 India’s real GDP growth averaged 8.2 percent, and exports grew at an
annual rate of between 20 and 25 percent (in real dollar terms, for goods and services). So, assume conservatively
that India aims to grow at 8 percent for the next decade and that that requires growth in exports of goods and
services of 15 percent, respectively.

Next, assume that the world will continue to grow at 3 percent growing forward. Define the political carrying capacity
of the wotld for globalisation as the world’s export-to-GDP ratio. The latest figure for that is about 21 percent;
assume that it remains stable. (Note that if world trade continues to grow more slowly than overall GDP, as it has
done in recent years, the equilibrium carrying capacity—the world’s export-GDP ratio—would actually fall.)

Political Carrying Capacity of the World for Openness (Current and Future)

Today Change in 10 years
World | India | China | World | India | China RoW
(Fixed) (Notional)
Exports of goods/wotld GDP 21.10% | 0.40% | 2.90% | 0.00% | 0.80% | 1.40% -2.10%
Expotts of services/wotld GDP 6.10% | 0.30% | 0.40% | 0.00% | 0.50% | 0.20% -0.70%
Exports of goods and setvices/wotld GDP | 27.30% | 0.60% | 3.30% | 0.00% | 1.30% | 1.50% -2.80%

Assumptions on GDP growth: World (3%), India (8%0), China (5%)
Assumptions on export growth: World (3%), India (15%), China (7%)

Source: Survey Calculation.

In these circumstances, the problem is the following, India’s GDP and export growth alone will imply an increase in
the world’s export-to-GDP ratio of about 1.3 percentage points. If China’s export growth continues at the pace of
the last 6 years (7 percent in real terms), that will lead to a further increase in the world’s export-GDP ratio of another
1.4 percentage points. In other words, India’s export growth will run up against the world’s carrying capacity for
globalisation. The squeeze will get worse if the world’s trade-GDP ratio declines, and considerably worse if China’s
export juggernaut continues.

From India’s perspective, the political carrying capacity for globalisation is relevant not just for goods but also
services. The world’s service exports-GDP ratio is about 6.1 percent. If India grows rapidly on the back of dynamic
services exports, the world’s service exports-GDP ratio will increase by 0.5 percentage points—which would be
a considerable proportion of global exports. Put differently, India’s services exports growth will test the world’s
globalisation carrying capacity in services. Responses could take not just the form of restrictions on labor mobility
but also restrictions in advanced countries on outsourcing.

It is possible that the world’s carrying capacity will actually be much greater for India’s services than it was for China’s
goods. After all, China’s export expansion over the past two decades was imbalanced in several ways: the country
exported far more than it imported; it exported manufactured goods to advanced countries, displacing production
there, but imported goods (raw materials) from developing countries; and when it did import from advanced
economies, it often imported setvices tather than goods.” As a result, China’s development created relatively few
export-oriented jobs in advanced countries, insufficient to compensate for the jobs lost in manufacturing — and
where it did create jobs, these were in advanced services (such as finance), which wetre not possible for displaced
manufacturing workers to obtain.

In contrast, India’s expansion may well prove much more balanced. India has tended to run a current account deficit,
rather than a surplus; and while its service exports might also displace workers in advanced countries, their skill set
will make relocation to other service activities easier; indeed, they may well simply move on to complementary tasks,
such as more advanced computer programming in the IT sector itself. On the other hand, since skilled labout in
advanced economies will be exposed to Indian competition, their ability to mobilize political opinion might also be
greater.

In sum, the political backlash against globalisation in advanced countries, and China’s difficulties in rebalancing its
economy, could have major implications for India’s economic prospects .They will need to be watched in the year —
and decade — ahead.

> Though capital goods is a major exception.



but imposing capital controls discourages FDI
and undermines China’s ambitions to establish
the yuan as a reserve currency. China with its
underlying vulnerabilities remains the country
to watch for its potential to unsettle the global
economy.

ITII. ReviEw oF DEVELOPMENTS IN
2016-17

A. GDP and Inflation

1.28 Since the
eleven months ago, the Indian economy has
continued to consolidate the gains achieved in
restoring macroeconomic stability.

1.29 Real GDP growth in the first half of
the year was 7.2 percent, on the weaker side
of the 7.0-7.75 per cent projection in the
Economic Survey 2015-16 and somewhat
lower than the 7.6 percent rate recorded in
the second half of 2015-16 (Figure 1a). The
main problem was fixed investment, which
declined sharply as stressed balance sheets
in the corporate sector continued to take a
toll on firms’ spending plans. On the positive

Survey was presented

side, the economy was buoyed by government
consumption, as the 7th Pay Commission
salary recommendations were implemented,

Figure 1a. GVA and GDP Growth
(Constant Prices)
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and by the long-awaited start of an export
recovery as demand in advanced countries
began to accelerate. Nominal GDP growth
recovered to respectable levels, reversing the
sharp and worrisome dip that had occurred
in the first half of 2015-16 (Figure 1b).*

1.30 The major highlights of the sectoral
growth outcome of the first half of 2016-17
were: (i) moderation in industrial and non-
government service sectors; (i) the modest
pick-up in agricultural growth on the back of
improved monsoon; and (iii) strong growth in
public administration and defence services—
dampeners on and catalysts to growth almost
balancing each other and producing a real
Gross Value Addition (GVA) growth (7.2 per
cent), quite similar to the one (7.1 per cent) in
H2 2015-16 (Figure 1a).

1.31 Inflationthisyearhasbeencharacterized
by two distinctive features (Figure 2). The
Consumer Price Index (CPI)-New Series
inflation, which averaged 4.9 per cent during
April-December 2016, has displayed a
downward trend since July when it became
apparent that kharif agricultural production
in general, and pulses in particular would be
bountiful. The decline in pulses prices has

Figure 1b. GVA and GDP Growth
(Current Prices)
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In normal times, nominal GDP growth would not be of particular policy interest. But at a time when the GDP

deflator has been subject to unusual measurement uncertainity, nominal growth conveys additional information

about real activity.
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Figure 2. WPI and CPI Inflation
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contributed substantially to the decline in election and demonetisation. The current
CPI inflation which reached 3.4 percent at account deficit has declined to reach about 0.3
end-December. percent of GDP in the first half of FY2017.
1.32 The second distinctive feature has been Forcign e)?change I?SCIVES are at co;nfortable
the reversal of WPI inflation, from a trough levels, having have risen from around US$350

of (-)5.1 percent in August 2015 to 3.4 percent billion at end-January 2016 to US$ 360 billion
at end-December 2016 (Figure 2), on the back at end-December 2016 and are well above

of rising international oil prices. The wedge standard norms for reserve adequacy. In part,
between CPI and WPI inflation. which had surging net FDI inflows, which grew from 1.7
serious implications for the measurement of ~ Pereent of GDP in FY2016 to 3.2 percent

GDP discussed in MYEA (Box 3, Chapter 1 of GDP in the second quarter of FY2017,
MYEA 2015-16), has narrowed considerably. helped the balance-of-payments (Figures 3a to
Core inflation has, however, been more stable, 3d).

hovering around 4.5 percent to 5 percent for 1.35 Thetradedeficitdeclined by 23.5 per cent
the year so far. in April-December 2016 over corresponding

1.33 "The outlook for the year as a whole is period of previous year. During the first half
for CPI inflation to be below the RBIs target of the fiscal year, the main factor was the

of 5 percent, a trend likely to be assisted by contraction in imports, which was far steeper
demonetisation. than the fall in exports. But during October-
December, both exports and imports started
B. External Sector ~ ~

a long-awaited recovery, growing at an average
1.34 Similarly, the external position appears rate of more than 5 per cent (Figure 4a). The
robust having successfully weathered the improvement in exports appears to be linked
sizeable redemption of Foreign Currency to improvements in the world economy, led
Non-Resident (FCNR) deposits in late 2016, by better growth in the US and Germany. On

and the volatility associated with the US the import side, the advantage on account of



Figure 3a. Current Account Balance
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Figure 3b. Foreign Exchange Reserve
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Figure 3c. Trends in Major Components of
Capital Inflows (US$ billion)*

Figure 3d. Index of NEER, REER and US
dollar exchange rate (2010=100)
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benign international oil prices has receded and
is likely to exercise upward pressure on the
import bill in the short to medium term.

1.36 Meanwhile, the net services surplus
declined in the first half, as software service
exports slowed and financial service exports

Figure 4a. Growth of imports & export volume
(non-oil, non-gold) index (%) (3 months MA)

declined (Figure 4b). Net private remittances
declined by $4.5 bn in the first half of 2016-
17 compared to the same period of 2015-16,
weighed down by the lagged effects of the
oil price decline, which affected inflows from
the Gulf region (Figure 5).

Figure 4b. Growth of Export of Non-Factor
Services (%)
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Figure 5. Private Remittances
(USS$ billion)
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C. Fiscal

1.37 Trends in the fiscal sector in the first
half have been unexceptional and the central
government is committed to achieving its
fiscal deficit target of 3.5 percent of GDP
this year (Figure 6a). Excise duties and
services taxes have benefitted from the
additional revenue measures introduced last
year. The most notable feature has been the
over-performance (even relative to budget
estimates) of excise duties in turn based
on buoyant petroleum consumption: real
consumption of petroleum products (petrol)
increased by 11.2 percent during April-
December 2016 compared to same period
in the previous year. Indirect taxes, especially
petroleum excises, have held up even after

Figure 6a. Fiscal Deficit of Center (% of GDP)
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demonetisation in part due to the exemption
of petroleum products from its scope.
More broadly, tax collections have held up
to a greater extent than expected possibly
because of payment of dues in demonetised
notes was permitted. Non-tax revenues
have been challenged owing to shortfall in
spectrum and disinvestment receipts but also
to forecast optimism; the stress in public
sector enterprises has also reduced dividend
payments.

1.38 State government finances are under
stress (Figure 6b). The consolidated deficit
of the states has increased steadily in recent
years, rising from 2.5 percent of GDP in
2014-15 to 3.6 percent of GDP in 2015-16,
in part because of the UDAY scheme. The
budgeted numbers suggest there will be an
improvement this year. However, markets are
anticipating some slippage, on account of the
expected growth slowdown, reduced revenues
from stamp duties, and implementation
of their own Pay Commissions. For these
reasons, the spread on state bonds over
government securities jumped to 75 basis
points in the January 2017 auction from 45
basis points in October 2016.

1.39 For the general government as a whole,
there is an improvement in the fiscal deficit
with and without UDAY scheme (Figure 6c¢).

Figure 6b. Fiscal Deficit of States (% of GDP)
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Figure 6c¢: Fiscal deficit of the General
Government (% of GDP)
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IV. OutLOOK FOR 2016-17

1.40 This year’s outlook must be evaluated
in the wake of the November 8 action to
demonetize the high denomination notes.
But it is first important to understand the
analytics of the demonetisation shock in the
short run (the long run benefits are addressed
in Chapter 3).

1.41 Demonetisation affects the economy
through three different channels. It is
potentially:

e an aggregate demand shock because
it reduces the supply of money and
affects private wealth, especially of those
holding unaccounted money;

e an aggregate supply shock to the extent
that economic activity relies on cash
as an input (for example, agricultural
production might be affected since
sowing requires the use of labour
traditionally paid in cash); and

e an wncertainty shock because economic
agents face imponderables related to
the magnitude and duration of the
cash shortage and the policy responses
(perhaps causing consumers to deferor
reduce discretionary consumption and
firms to scale back investments).

A. Impactonsupply of cash and money
and interest rates

1.42° Demonetisation is also very unusual in
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its monetary consequences. It has reduced
sharply, the supply of one type of money—
cash—while increasing almost to the same
extent another type of money—demand
deposits. This is because the demonetized cash
was required to be deposited in the banking
system. The striking divergence between the
red and green lines in Figure 7 captures this
effect. In the third quarter of FY2017 (when
demonetisation was introduced), cash declined
by 9.4 percent, demand deposits increased by
43 percent, and growth in the sum of the two
by 11.3 percent (the corresponding figures in
Q3 of the previous year were 12.5, 10.5, and
11.7 percent).

1.43 The price counterparts of this unusual
aspect of demonetisation are the surge in the
price of cash (inferred largely through queues
and restrictions), on the one hand; and the
decline in interest rates on the lending rate
(based on the marginal cost of funds) by 90
basis points since November 9; on deposits
(by about 25 basis points); and on g-secs
on the other (by about 32 basis points) as
indicated in Figure 8.

1.44 There is yet another dimension of
demonetisation that must be kept in mind.
By definition, all these quantity and price
impacts will self-correct by amounts that will
depend on the pace at which the economy
is remonetized and policy restrictions eased.
As this occurs, consumers will run down
their bank deposits and increase their cash
holdings. Of course, it is possible, even likely
that the self-correction will not be complete
because in the new equilibrium, aggregate
cash holdings (as a share of banking deposits
and GDP) are likely to be lower than before.

1.45 It is too early and difficult to quantify
all the demand, supply and uncertainty
effects but it is possible to quantify the
impact on liquidity/cash. Figures 9a and
9b plot, respectively, the headline numbers
of cash in circulation and our estimates of
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Figure 7. Cash and demand deposit growth (%)
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Figure 8. Movement of Repo Rate, Base Rate & Term Deposit Rate
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the effective cash in circulation measured in
absolute terms and as a share of transactions
demand.’

1.46 Three important findings flow from
the Figures. First, the liquidity crunch
(measured by the effective cash in circulation)
was smaller than the
indicate. The suggest
that the currency decline after November 8
amounted to 62 percent by end-November,
narrowing to 41 percent by end-December.

headline numbers
headline numbers

5

Our comparable numbers are 25 percent and
35 percent, respectively. In other words, the
true extent of the cash reduction was much

smaller than commonly perceived.

1.47 Second, the true peak of the currency
— as opposed to the psychological —
shock occurred in December, rather than
November. In the first few weeks following
the announcement, effective currency was

sustained because most of the demonetized

The headline numbers are based on taking out all the demonetised notes and adding the new notes. The Survey's

estimates take account of other factors (detailed in Chapter 3).




Figure 9a. Effective Currency in Circulation
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Figure 9b. Effective Currency in Circulation as a
proportion of Estimated Transactions Demand
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notes still served de facto and de jure as tender
(for some purposes). But in December most
of these notes were deposited in the banks,
while the new Rs. 2000 notes that replaced
them were not as liquid as the demonetized
currency.

1.48 Finally, the numbers also show that
the shortfall is now narrowing rapidly. At
end-December 2016, effective currency was
about 65 percent of estimated demand, but
this is likely to rise to around 86 percent of
demand by end-February.

1.49 With these basic facts in mind, we turn
next to the macro-economic consequences
of demonetisation thus fat.

1.50 Figures 10 — 12, plot the interest rate,
exchange rate, and stock market effects post
demonetisation. Demonetisation coincided
with the announcement of the US election
results which also heralded a regime economic
shift in the US. Hence, the impacts on India
are compared with comparable emerging
market countries to isolate, albeit imperfectly,
the demonetisation effect.

1.51 The most dramatic effect relates to
interest rates (Figure 10). In almost all major
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countries, bond yields rose sharply after
November 8, in the US by as much as 58
basis points as of January 19. In India, they
had moved in the opposite direction by 32
basis points, a comparative swing of 90 basis
points. Similarly, India’s stock market had
declined by 0.93 percent (Figure 11).

1.52 The decline in interest rates and the
outlook triggered a large outflow of foreign
portfolio investment, amounting to US$9.8
billion in November and December, with
60 percent of the decline accounted for by
debt outflows (Figure 3c). Curiously, though,
the impact on the exchange rate has been
relatively modest (Figure 12), perhaps because
of intervention by the RBI to stabilize the
rupee.

B. Impact on GDP

1.53 Anecdotal and other survey data abound
on the impact of demonetisation. But we are
interested in a macro-assessment and hence
focus on five broad indicators:
e Agricultural (rabi) sowing;
* Indirect tax revenue, as a broad gauge of

production and sales;

* Auto sales, as a measure of discretionary
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Figure 10. Yields on Government Bonds (%)
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Figure 11. Equity Prices (November 7th = 100)
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consumer spending and two-wheelers, as
the best indicator of both rural and less
affluent demand;

*  Real credit growth; and
e Real estate prices

1.54 Contrary to eatly fears, as of January 15,
2017 aggregate sowing of the two major rabi
crops—wheat and pulses (gram)--exceeded
last year’s planting by 7.1 percent and 10.7

percent, respectively (Figure 13). Favourable
weather and moisture conditions presage
an increase in production. To what extent
these favourable factors will be attenuated
will depend on whether farmers’ access to
inputs—fertilizer, credit, and labour—was
affected by the cash shortage.

1.55 The other high frequency indicators

present a somewhat mixed picture (Figures
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Figure 12. Exchange Rates (Change vis a vis November 7th)
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14-17). Passenger car sales and excise taxes
bearlittleimprint of demonetisation; property
markets in the major cities and sales of two-
wheelers show a marked decline; credit was
already looking weak before demonetisation,
and that pre-existing trend was reinforced®.
Indirect tax performance stripped of the
effects of additional policy changes in 2016-
17 look less robust than the headline number.
Their growth has also been slowing but not
markedly so after November 8. The balance
of evidence leads to a conclusion that real
GDP and economic activity has been affected
adversely, but temporarily by demonetisation.
The question is: how much?

1.56 To estimate a demonetisation effect,
one needs to start with the counterfactual.
Our best estimate of growth in the absence
of demonetisation is 11%/4 percent in nominal
terms (slightly higher than last year’s Survey
forecast because of the faster rebound in WPI
inflation, but lower than the CSO’s advance

6

estimate of 11.9 percent) and 7 percent in
real terms (in line with both projections).

1.57 To assess growth after demonetisation,
a simply model relating money to GDP
is employed. Then, making assumptions
about the use of cash in the economy and
the magnitude of the shift toward digital
payments methods, we compute the impact
on nominal and real GDP growth for
FY2017. Given the uncertainty, we provide a
range: a /4 percentage point to 1 percentage
point reduction in nominal GDP growth
relative to the baseline of 11Y4 percent; and
a ' percentage point to /2 percentage point
reduction in real GDP growth relative to
the baseline of estimate of about 7 percent.
Over the medium run, the implementation
of the GST, follow-up to demonetisation,
and enacting other structural reforms should
take the economy towards its potential real
GDP growth of 8 percent to 10 percent.
For reasons -- good and self-serving -- the

Weak credit growth was offset to a small extent by increase in other forms of private sector borrowing such as

bonds, External Commercial Borrowings (ECBs), and commercial paper.
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Figures 13. Rabi Sowing for Wheat and Gram (in million hectares)
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Figure 14. Growth in Indirect Taxes
(seasonally adjusted, per cent)

Source: Ministry of Agriculture & Farmers Welfare

Figure 15. Growth in Automobile Sales

(seasonally adjusted, per cent)
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Figure 16. Real Credit Growth
(seasonally adjusted, per cent)

Source: SIAM and survey calculations

Figure 17. Real Estate Prices
(seasonally adjusted, per cent)’
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Source: Knight Frank data and survey calculations

The quarterly data on real estate prices is on a calendar year basis.




projections for 2016-17 will be compared
to those of others. The appropriate and
not-so-appropriate ways of making these
comparisons are discussed in Box 3.

1.58 Recorded GDP growth in the second
half of FY2017 will understate the overall
impact because the most affected parts of
the economy—informal and cash-based—
are either not captured in the national
income accounts or to the extent they are,
their measurement is based on formal
sector indicators. For example, informal
manufacturing is proxied by the Index of
Industrial Production, which includes mostly
large establishments. So, on the production
or supply side, the effect on economic activity
will be underestimated. The impact on the
informal sector will, however, be captured
insofar as lower incomes affect demand
tor formal sector output, for example, two-
wheelers (Box 3).

1.59 These estimates are based almost

Economic Outlook and Policy Challenges 19

entirely on the

liquidity

demonetisation rather than on the wealth,

impact  of

aggregate supply and uncertainty effects.
These effects are difficult to assess, even in
qualitative terms. It is likely, for example, that
uncertainty caused consumers to postpone
purchases and firms to put off investments
in the third quarter. But as the economy is
remonetised and conditions normalise, the
uncertainty should dissipate and spending
might well rebound toward the end of the
fiscal year. Similarly, there was likely a wealth
shock in the initial months, as cash assets
were turned into the banks (from where they
were difficult to withdraw), but as restrictions
are lifted this effect should disappear as well.
Indeed, to the extent that some of this wealth
has been transferred to those with higher
propensity to spend, including the government,
demand could eventually increase.

1.60 Butthisrelativelybenign outcomewould
materialise if, and only if, remonetisation is

Box 3. Clarifying in Advance Possible Misinterpretations in GDP-Demonetisation Effects

The GDP growth estimates of the CSO and the Survey, and especially the demonetisation impact, could potentially
give rise to a number of misinterpretations which must be anticipated and clarified.

For example, many commentators will be tempted to compare this year’s real GDP growth estimate with last yeat’s
outturn of 7.6 percent. But this would be inappropriate, because many other factors have influenced this yeat’s
performance, quite apart from demonetisation. For example, international oil prices have stopped falling, providing
less of an updraft to the economy. So growth would have inevitably differed, even without demonetisation.

Consequently, the appropriate benchmark would be an estimate of what real GDP growth would have been in the
absence of demonetisation. A reasonable counterfactual to use would be the CSO’s advance estimate of real GDP
growth of 7.1 percent, which is close to the Survey’s counterfactual, as well.

An even better counterfactual for comparison would be the level of nominal rather than real GDP growth. After all,
demonetisation is mostly a nominal demand shock, so its effect in the first instance will be on nominal magnitudes.
Moreover, as noted in the Mid-Year Economic Analysis (2015), the large wedge between CPI and WPI inflation has
created difficulties in measuring the GDP deflator, which is used to converted nominal magnitudes into real GDP.
While the wedge has converged to zero this year as per December 2016 data, nominal magnitudes remain a better
basis for identifying the demonetisation effect until the wedge closes durably.

Therefore, the most appropriate gauge of demonetisation would be to compare actual nominal GDP growth -- or
the Survey’s estimate of it -- with the counterfactual nominal GDP growth without demonetisation. According to the
CSO this counterfactual is 11.9 percent, while the Survey’s estimate is around 11%4 percent.

Finally, commentators will be tempted to compare the Survey's real GDP growth estimates with those of other
institutions such as the World Bank and International Monetary Fund. But their baseline growth for 2016-17 (pre-
demonetisation) was much higher than CSO's Advance Estimates and the S#rvey’s. Therefore the more appropriate
comparision would be based on the ¢hange in the forecast, rather than its level.
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effected expeditiously (Figure 9b shows that
nearly 90 percent of transactions demand
can be met before the end of the year), and
decisive policy actions taken to clear away
the uncertainty and dispel fears of over-
zealous tax administration. Only then could
the effects of demonetisation prove non-
permanent in nature.

1.61 Finally,
an interesting natural experiment on the
substitutability between cash and other
forms of money. Demonetisation has driven

demonetisation will afford

a sharp and dramatic wedge in the supply
of these two: if cash and other forms are
substitutable, the impact will be relatively
muted; if, on the other hand, cash is not
substitutable the impact will be greater.

V. OuTLOOK FOR 2017-18
A. Real GDP

1.62 Turning to the outlook for 2017-18, we
need to examine each of the components of
aggregate demand: exports, consumption,
private investment and government.

1.63 As discussed earlier, India’s exports
appear to be recovering, based on an uptick in
global economic activity. This is expected to
continue in the aftermath of the US elections
and expectations of a fiscal stimulus. The
IMP’s January update of its World Economic
Outlook forecast is projecting an increase in
global growth from 3.1 percent in 2016 to
3.4 percent in 2017, with a corresponding
increase in growth for advanced economies
from 1.6 percent to 1.9 percent. Given the
high elasticity of Indian real export growth
to global GDP, exports could contribute to
higher growth next year, by as much as 1
percentage point.

1.64 The outlook for private consumption
is less clear. International oil prices are
expected to be about 10-15 percent higher in
2017 compared to 2016, which would create

a drag of about 0.5 percentage points. On
the other hand, consumption is expected to
receive a boost from two sources: catch-up
after the demonetisation-induced reduction
in the last two quarters of 2016-17; and
cheaper borrowing costs, which are likely to
be lower in 2017 than 2016 by as much as
75 to 100 basis points. As a result, spending
on housing and consumer durables and semi-
durables could rise smartly. It is too early to
predict prospects for the monsoon in 2017
and hence agricultural production. But the
higher is agricultural growth this year, the
less likely that there would be an extra boost
to GDP growth next year.

1.65 Since no clear progress is yet visible
in tackling the twin balance sheet problem,
private investment is unlikely to recover
significantly from the levels of FY2017. Some
of this weakness could be offset through
higher public investment, but that would
depend on the stance of fiscal policy next
year, which has to balance the short-term
requirements of an economy recovering from
demonetisation against the medium-term
necessity of adhering to fiscal discipline—and
the need to be seen as doing so.

1.66 Putting these factors together, we
expect real GDP growth to be in the 6% to
7' percent range in FY2018. Even under
this forecast, India would remain the fastest
growing major economy in the world.

1.67 There are three main downside risks
to the forecast. First, the extent to which the
effects of demonetisation could linger into
next year, especially if uncertainty remains
on the policy response. Currency shortages
also affect supplies of certain agricultural
products, especially milk (where procurement
has been low), sugar (where cane availability
and drought in the southern states will
restrict production), and potatoes and onions
(where sowings have been low). Vigilance
is essential to prevent other agricultural



products becoming in 2017-18 what pulses
was in 2015-16.

1.68 Second, geopolitics could take oil prices
up further than forecast. The ability of shale
oil production to respond quickly should
contain the risks of a sharp increase, but
even if prices rose merely to $60-65/barrel
the Indian economy would nonetheless be
affected by way of reduced consumption;
less room for public investment; and lower
corporate margins, further denting private
investment. The scope for monetary easing
might also narrow;, if higher oil prices stoked
inflationary pressure.

1.69 Third, there are risks from the possible
eruption of trade tensions amongst the
major countries, triggered by geo-politics
or currency movements. This could reduce
global growth and trigger capital flight from
emerging markets.

1.70 The one significant upside possibility
is a strong rebound in global demand and
hence in India’s exports. There are some
nascent signs of that in the last two quarters.
A strong export recovery would have broader
spillover effects to investment.

B. Fiscal outlook

1.71 The fiscal outlook for the central
government for next year will be marked
by three factors. First, the increase in the
tax to GDP ratio of about 0.5 percentage
points in each of the last two years, owing
to the oil windfall will disappear. In fact,
excise-related taxes will decline by about 0.1
percentage point of GDP, a swing of about
0.6 percentage points relative to FY2017.

1.72 Second, there will be a fiscal windfall
both from the high denomination notes
that are not returned to the RBI and from
higher tax collections as a result of increased

disclosure under the Pradhan Mantra Garib
Kalyan Yojana (PMGKY). Both of these are
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likely to be one-off in nature, and in both
cases the magnitudes are uncertain.

1.73 A third factor will be the
implementation of the GST. It appears that
the GST will probably be implemented later
in the fiscal year. The transition to the GST
is so complicated from an administrative
and technology perspective that revenue
collection will take some time to reach full
potential. Combined with the government’s
commitment to compensating the states for
any shortfall in their own GST collections
(relative to a baseline of 14 percent increase),
the outlook must be cautious with respect
to revenue collections. The fiscal gains from
implementing the GST and demonetisation,
while almost certain to occur, will probably
take time to be fully realized.

1.74 In addition, muted non-tax revenues
and allowances granted under the 7th Pay
Commission could add to pressures on the
deficit.

C. The macroeconomic policy stance
for 2017-18

1.75 An
demonetisation will need policy support.
On the assumption that the equilibrium
cash-GDP ratio will be lower than before
November 8, the banking system will benefit
from a higher level of deposits. Thus, market

economy  recovering  from

interest rates—deposits, lending, and yields
on g-secs—should be lower in 2017-18 than
2016-17. This will provide a boost to the
economy (provided, of course, liquidity is no
longer a binding constraint). A corollary is
that policy rates can be lower not necessarily
to lead and nudge market rates but to validate
them. Of course, any sharp uptick in oil
prices and those of agricultural products,
would limit the scope for monetary easing.

1.76 Fiscal policy is another potential source
of policy support. This year the arguments
may be slightly different from those of last



22 Economic Survey 2016-17

year in two respects. Unlike last year, there
is more cyclical weakness on account of
demonetisation. Moreover, the government
has acquired more credibility because of
posting steady and consistent improvements
in the fiscal situation for three consecutive
years, the central government fiscal deficit
declining from 4.5 percent of GDP in 2013-
14 to 4.1 percent, 3.9 percent, and 3.5 percent
in the following three years. But fiscal policy
needs to balance the cyclical imperatives with
medium term issues relating to prudence and
credibility.

1.77 One key question will be the use of the
fiscal windfall (comprising the unreturned
cash and additional receipts under the
PMGKY) which is still uncertain. Since the
windfall to the public sector is both one-
off and a wealth gain not an income gain,
it should be deployed to strengthening the
government’s balance sheet rather than
being used for government consumption,
especially in the form of programs that
create permanent entitlements. In this light,
the best use of the windfall would be to
create a public sector asset reconstruction
company (discussed in Chapter 4) so that the
twin balance sheet problem can be addressed,
facilitating credit and investment revival; or
toward the compensation fund for the GST
that would allow the rates to be lowered and
simplified; or toward debt reduction. The
windfall should not influence decisions about
the conduct of fiscal policy going forward.

1.78 Perhaps the most important reforms to
boost growth will be structural. In addition
to those spelt out in Section 1--strategic
subsidy
rationalization—it is imperative to address
directly the twin balance sheet problem. As

disinvestment,  tax  reform,

Chapter 4 makes clear, the problem is large,
persistent and difficult, will not correct
itself even if growth picks up and interest
rates decline, and current attempts have

proved grossly inadequate. It may be time to
consider something like a public sector asset
reconstruction company.

1.79 Another area of reform relates to
labour. Given the difficulty of reforming
labor laws per se, the thrust could be to move
towards affording greater choice to workers
which would foster competition amongst
service providers. Choices would relate
to: whether they want to make their own
contribution to the Employees’ Provident
Fund Organisation (EPFO); whether the
employers’ contribution should go to the
EPFO or the National Pension Scheme; and
whether to contribute to the Employee State
Insurance (ESI) or an alternative medical
insurance program. At the same time, there
could be a gradual move to ensure that at
least compliance with the central labour laws
is made paperless, presenceless, and cashless.

1.80 On the expenditure side, the results
in Chapter 9 make clear that existing
government programs suffer from poor
targeting. One radical idea to consider is
the provision of a universal basic income
discussed later. But another more modest
proposal worth embracing is procedural: a
standstill on new government programs, a
commitment to assess every new program
only if it can be shown to demonstrably
address the limitations of an existing one
that is similar to the proposed one; and a
commitment to evaluate and phase down
existing programs that are not serving their
purpose.

VI. OTHER ISSUES

A. Redistribution: Universal Basic

Income (UBI) as a radical new vision

1.81 Chapter 9 discusses India’s extensive
efforts at redistribution. The
government alone runs about 950 central

central

sector and centrally sponsored sub-schemes
which cost about 5 percent of GDP. Cleatly,



there are rationales for many of them. But
there may be intrinsic limitations in terms
of the effectiveness of targeting. Figure 18
below provides evidence of misallocation: for
six of the largest programmes, it contrasts
the share of poor in India's districts (Figure
18a) with the shortfall in allocation of funds
to them. (Figure 18b shows this shortfall
defined as the difference in the share of fund
allocation and the share of the poor.) What
the two charts starkly convey is that often the
very districts that house the most number of
poor are the ones facing the greatest shortfall
in the allocation of funds (these districts are
consistently red across both charts). This
misallocation has consequences: it results in
exclusion of the deserving poor from access
to government welfare benefits, leakages
to non-poor and benefits to corrupt local
actors. One of the key problems with many
programs is that the take-up and effectiveness
of targeting will be correlated with a state’s
institutional and implementation capacity.
States such as Tamil Nadu and Andhra
Pradesh, which do not necessarily have the
largest number or proportion of poor avail
themselves of the program to a greater extent
than say Bihar which has many more poor
people and a higher poverty rate. This is not
an unusual phenomenon but almost intrinsic
to anti-poverty and social programs. In such

Figure 18a. Share of Overall Poor

Economic Outlook and Policy Challenges 23

cases, the risks of making “exclusion errors”
-- that is leaving out the really deserving and
needy -- are high.

1.82 For this
Survey (in Chapter 9) argues that serious

and other reasons, the

consideration be given to the new idea of a
universal basic income as a more effective way
of achieving Mahatma Gandhi’s objectives of
“wiping every tear from every eye.” A UBI
has the merit that it will not necessarily be
driven by take-up capability from below but
given from above to all the deserving. In that
sense, it is less likely to be prone to exclusion
errors. And by directly transferring money to
bank accounts, and circumventing multiple
layers of bureaucracy, the scope for out-of-
system leakages (a feature of PDS schemes)
is low. Of course, there are considerable
implementation challenges which will have
to be debated and addressed. Chapter 9 lays
out a number of possible ways forward, each
with its own challenges. But the support for
this idea from all ends of the ideological
spectrum suggests that this idea should enter
the realm of active policy discourse.

B. Exchange rate policy: Vigilance
and new ways of monitoring

1.83 In the aftermath of the Global
Financial Crisis, the eurozone crisis, and
the China scare of 2015, international

Figure 18b. Shortfall in Allocation to Poor

Source: NSS 2011-12.

Source: GOI and NSS 2011-12.
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trading opportunities are becoming scarcer.
As discussed in Box 2, the world export-
GDP ratio has declined since 2011, and
going forward a sharp rise in the dollar is
expected with a corresponding decline in the
currencies of India’s competitors, notably
China and Vietnam. Already, since July 2015,
the yuan has depreciated about 11.6 percent
(December 2016 over July 2015) against the
dollar and as a consequence the rupee has
appreciated by 6 percent against the yuan
(Figure 19); the compulsions of delaying its
rebalancing strategy might lead to a weak
currency policy going forward, especially if
there are continuous pressures for capital
outflows (see Economic Survey, 2016, Box

1).
1.84 Given India’s need for exports to

sustain a healthy growth rate, it is important
to track India’s competitiveness.

1.85 A second reason to review India’s
competitiveness is the rise of countries such
as Vietnam, Bangladesh, and the Philippines
that compete with India across a range of
manufacturing and services.

1.86 Has India maintained exchange rate
competitiveness and what should it do going
forward?

Figure 19. Yuan-Dollar and Rupee-Yuan
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1.87 A simple look at the indices of real
effective exchange rates suggests that since the
crisis of 2013, India’s rupee has appreciated
by 19.4 percent (October 2016 over Jan 2014)
according to the IMI’s measure, and 12.0
percent according to the RBI’s measure. Both
these indices could be potentially misleading,
The RBI’s measure for example assigns an
unusually high weight to the United Arab
Emirates as it is a major source of India’s
oil imports, and a transshipment point for
India’s exports. But little of this trade has
to do with competitiveness. More generally,
both the RBI and the IMF look at overall
trade rather than just trade in manufactures,
or even more appropriately for some policy
purposes, labor-intensive manufacturing. As
a result, heavy weight is given to the euro,
even though it is really Asian countries, not
Europe, that are India’s main competitors.

1.88 Accordingly, we construct a new real
exchange rate index that focusses on India’s
manufacturing competitors. Essentially, we
give a higher weight to those countries thathave
become highly competitive in manufacturing
since the Global Financial Crisis, measured
by their change in global export market share.
The details of the index construction are
provided in Appendix 1 but here we highlight
the findings. Figure 20 shows the IMF and

Figure 20. Real Effective Exchange Rate
Comparsions (2014=100)
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RBI (36-currency) indices against two others
that we have constructed. In one (REER-
ASIA-M) we given moderately high weight,
and in a second (REER-ASIA-H) significantly
greater weight, to India’s competitors (China,
Vietnam, the Philippines) that have gained
market share since 2010.

1.89 The surprising finding is that the
IMF and RBI indices overstate the rupee’s
appreciation since 2014, largely because they
give such a large weight to the euro, which
has been exceptionally weak. When the rupee
is compared mainly to the comparatively
stronger Asian currencies both REER-
ASIA-M and REER-ASIA-H show the loss
of competitiveness has been much less,
8.3 percent and 10.4 percent respectively
(October 2016 over January 2014).

1.90 In other words, India has managed

to  maintain  export  competitiveness
despite capital inflows and inflation that
has been greater than in trading partners.
Reflecting this, India’s global market share
in manufacturing exports has risen between

2010 and 2015.

1.91 Going forward, however, the headline
IMF measure could provide a misleading
picture but in the opposite direction. For
example, if the yuan (and the currencies of
other Asian countries) depreciates against
the dollar, while other rates, especially the
euro-dollar rate do not move significantly
(possible given the euro is close to all-time
lows), then the IMF index which under-
weights the Asian currencies will suggest that
the rupee is maintaining competitiveness
whereas in fact it may be losing it. The policy
implication is that if India is concerned about
competitiveness and the rise of exporters
in Asia, it should monitor an exchange rate
index that gives more weight to the currencies
of these countries.
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C. Trade Policy

1.92 The environment for global trade
policy has probably undergone a paradigm
shift in the aftermath of Brexit and the US
elections. These are likely to be exacerbated
by macro-economic developments in the
United States, and in particular the sharp rise
in the dollar that is already under way: since
November 8, 2016 the dollar has appreciated
by 5.3 percent by end December before
recovering to 3.1 percent in January 2017 in
nominal terms against an index of partner
countries. The history of US trade policy is
clear that the most protectionist phase (mid
to late 1980s) coincided with the sharp rise
in the dollar in the wake of the tightening
of monetary and relaxation of fiscal policy
in that period.

1.93 At a time of a possible resurgence

of protectionist pressures and India’s
need for open markets abroad to underpin
rapid economic growth domestically, it
is increasingly clear that India and other
emerging market economies must play a
more proactive role in ensuring open global
markets. A vacuum in international trade
leadership is being created which must be
filled with voices and influences such as
India’s that favor open markets. This will,
of course, require that India also be more
willing to liberalize its own markets, a greater

“openness to its own openness.”

1.94 Two specific opportunities arise. First,
given the discussion in Chapter 7 on the need to
promote labor-intensive exports, India could
more proactively seek to negotiate free trade
agreements with the UK and Europe. The
potential gains for export and employment
growth are substantial. Based on work initiated
in last year’s Survey, we calculate additional $3
billion in the apparel and leather and footwear
sectors and additional employment of 1.5

lakhs (Table 1).
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Table 1. Potential additional exports and jobs of FTAs with EU and UK FTA

Apparels Leather Goods Footwear
Incremental Gain in Incremental Gain in Incremental Gain in
Exports Employment  Exports  Employment  Exports  Employment
($Mn) (number) ($Mn) (number) ($Mn) (number)
EU 1483.6 76853 416.9 18542 216.9 9966
UK 603.3 31176 103.8 4615 95.3 4381
Total 2086.9 108029 520.7 23156 312.2 14347

Source: Survey Calculations.

1.95 At the same time, with the likely
US retreat from regional initiatives such
as the Trans-Pacific Partnership (TPP)
in Asia and the Trans-Atlantic Trade and
Investment Partnership (TTIP) with the EU,
it is possible that the relevance of the World
Trade Organization might increase. As a
major stateholder and given the geo-political
shifts under way, reviving the WTO and
multilateralism more broadly could be pro-
actively pursued by India.

D. Climate Change and India
1.96 The

change in December 2015 has been one of

Paris Agreement on climate

the shining recent examples of successful

international cooperation. The focus will now
shift to implementing the agreements. There is
universal agreement (Stern, 2006, Weitzman,
2007 and Nordhaus) that a key component to
tackling climate change will be to price carbon.
How has India fared on this score? This is an
important question given the major setback
to the cause of climate change created by the

large decline in petroleum prices since June
2014.

1.97 Table 2 and Figure 21 provide some
answers. Since June 2014, when international
oil prices started declining, India has increased
its excise duties from Rs 15.5 per litre to Rs
22.7 per litre as of December 2016 for branded
petrol and from Rs 5.8 per litre to Rs. 19.7

Figure 21. Implicit Carbon Tax (US$/tCO2)
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Table 2. Domestic petroleum tax in major countries (dollars per litre)

Diesel Petrol
Jun-14 Jan-16 Nov-16 % change  Jun-14 Jan-16 Nov-16 % change
S.No Countty (Nov 2016 (Nov 2016
over June over June
2014) 2014)
1 India 0.00 0.38 0.38 large no 0.21 0.54 0.53 152.3
2 USA 0.13 0.14 0.14 5.4 0.11 0.12 0.12 6.3
3 China* 0.30 0.28 0.28 -6.7 0.32 0.34 0.34 6.3
4 Japan 0.39 0.34 0.35 -9.7 0.63 0.55 0.57 -8.9
5 Canada 0.29 0.21 0.23 -21.2 0.37 0.27 0.29 -21.2
6 France 0.60 0.74 0.75 25.1 1.18 0.93 0.92 -22.0
7 Germany 0.64 0.68 0.69 8.0 1.24 0.93 0.92 -25.5
8 Italy 0.84 0.91 0.91 8.0 1.42 1.07 1.05 -26.2
9 Spain 0.50 0.58 0.59 17.0 0.97 0.71 0.71 -26.9
10 UK 0.98 1.08 0.97 -1.1 1.35 1.08 0.96 -28.8

Source: For G7 countries International Energy Agency (http://www.iea.org/statistics/topics/pricesandtaxes/)

otherwise, Ministry of Finance estimates

per litre for branded diesel. Table 2 quantifies
the climate change effort undertaken by the
major G-20 countries and India. The results
are striking.

1.98 The increase in petrol tax has been
over 150 percent in India. In contrast, the
governments of mostadvanced countries have
simply passed on the benefits to consumers,
setting back the cause of curbing climate
change. As a result, India now outperforms all
the countries except those in Europe in terms
of tax on petroleum and diesel.

1.99 Figure 22 shows the implied carbon
tax resulting from India’s actions. Having
decisively moved from a regime of carbon
subsidies, it is now de facto imposing a carbon
tax on petroleum products at about US$150
per ton, which is about 6 times greater than
the level recommended by the Stern Review
on Climate Change.

1.100
fuel use from longer term perspective. How

Finally, it is worth seeing India’s fossil

is India faring relative to other countries at
comparable stages of economic development
in terms of the share of fossil fuel use in

overall energy consumption? Figure 25 plots
this share against a country’s per capita GDP
in purchasing power terms. So far, and for
the conceivable future, India’s reliance on
fossil fuels remains well below China (the
most relevant comparator) but also below the
US, UK and Europe at comparable stages of
development (this echoes the commitment
made by India at Heiliengdamm that it
would never exceed the per capita emission
of advanced countries). Going forward, of
course, India needs to bend the curve to ensutre
that its reliance on fossil fuels declines and
keeping it below the level of other countries
so that its good global citizenship on climate
change can continue.

E. ENSURING WOMEN’S PRIVACY

1.101
the Economic Survey has focused on a

In each of the last two years,

dimension of concern to women. In FY2015,
it highlighted the violence against women
related to coercive family planning methods.
In FY2016, the Survey featured a chapter
on “Mother and Child,” emphasizing the
importance of government interventions to



28 Economic Survey 2016-17

Figure 22. Fossil Fuel as a share of Energy Consumption/Demand and GDP
per capita (1971 - 2040)
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ensure long term well-being of women and
children.

1.102  While the relationship between
sanitation practices and health outcomes
has been well documented in the literature
(Spears and Cummings (2013)), this section
illustrates the disproportionate burden that
falls on women and girls due to deficiencies
in sanitation facilities.

1.103
several forms: threat to life and safety while

This burden on women can take

going out for open defecation, reduction in
food and water intake practices to minimize
the need to exit the home to use toilets,
polluted water leading to women and children
dying from childbirth-related infections, and

a host of other impacts.

1.104  Women’s personal
therefore important not just for better health

hygiene  is

outcomes but also for the intrinsic value in
conferring freedom that comes from having
control over their bodies, a kind of basic right
to physical privacy. Put differently, impeded
access may well be creating “gender-based
sanitation insecurity.”

1.105
widespread and well-documented. In 2011,

TLack of access to sanitation is

the Census reported that more than half of
the country’s population defecated in the
open. More recent data shows that about
60 percent of rural households (Ministry
of Drinking Water and Sanitation- 2017

8 Paul Watrde (2007), Energy Consumption in England and Wales: 1500-2000 published by Consiglio Nazionale delle
Ricetche (CNR), Istituto di Studi sulle Societa del Mediterraneo (ISSM)

9

Source: Swachh Bhatrat Mission website: http://www.sbm.gov.in (accessed on January 21, 20106)



up from 45% NSS 2015) and 89 per cent of
urban households (NSSO 2016)" have access
to toilets - a considerably greater coverage
than reported by the Census 2011".

1.106
what additional challenges do women face?
A rapid study conducted in 2016 by WASH

Institute and Sambodhi'? for this Economic

Given this general lack of access,

Survey provides some insight. The details of
the survey design are in Appendix 2. Note
that the facts listed here do not imply a causal
relationship — this will be separately addressed
in research studies currently underway".

The Disproportionate Burden on Women

*  Households without toilets: For the majority
of households without toilets, the Rapid
Survey suggests some worrisome trends
(Figure 23): 76 percent of women had
to travel a considerable distance!* to use

29

these facilities. 33 percent of the women
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have reported facing privacy concerns
and assault while going out in the open.
In the face of these considerable risks,
the number of women who have reduced
consumption of food and water are
33 percent and 28 percent respectively
of the sample. Apart from illnesses,
disruptions and deficiencies in the short
-term, reduced food and water intake
also causes severe long-term debilitating
impacts on health, and impedes in
cognitive development of girls and
infants. Many studies (Singh et. al 2008;
Curtis and Minjas 1985) have similarly
emphasized that women and men going
out into the open have to cope also with
exposure to natural elements, snake-
bites, etc.

Household with toilets: In households with

Figure 23. Potential Consequences of Not Having Toilets for Women

Sexual Assault

Travelling long distances

B Rural MUtban ™ Total
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Witholding food

Witholding water

Source: Rapid Survey (2016).

of toilet provision under the Swachh Bharat Mission

Swachhata Status Report, National Sample Survey Organisation, 2016

The differences between Census-2011 and more recent data sources are in large part due to the rapid acceleration

The Rapid Survey on Gender Norms and Sanitation and Hygiene, and Implications by life-stage (adolescent gitls,

pregnant women, and mothers of children under 5), covered 10 states with different levels of sanitation coverage

across 5 geographical zones.

All proportions cited in this section are conditional means after controlling for other confounding factors including

caste, religion, Above Poverty Level or Below Poverty Level status, rural/urban, gendet, and Individual Household
Latrine I1HHL) availability. All numbers cited are statistically significant at 95% confidence interval.

The rapid survey captured long distances as the respondent’s self-reported variable.
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toilets, women report far greater use
of these in-home facilities than men,
suggesting that there may be a greater
demand amongst women. Coffey et
al (2016) found a revealed preference
for households to defecate in the open
because of a variety of factors (caste
and soak pit latrines, especially). But it
appears from the Rapid Survey that for
households that do have a toilet, patterns
of toilet usage are better for women
than men. This fact is also independently
confirmed in the NSSO Survey (2016).
Figure 24 shows that, of the women
in households with toilets, 62 percent
reported use of the toilet “always” (only
52 percent men reported exclusive usage
in such households). In rural households,
the proportion of regular use by women
was 56 percent (men, 43 percent); and
in urban households, 75 percent of
women reported exclusive usage (men,
72 percent). What this pattern of usage
suggests is that women and girl-children
could take a key leadership role to play
in Swachh Bharat’s objective of creating
defecation free communities, by nudging
men and boys of the household to
change their own defecation behaviors.

1.107  The first step to tackling this issue
is to acknowledge the problem. This means
generating more information on a topic that is

Figure 24. Usage of Toilets by Women
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socially considered taboo or ignored. Second,
recognizing the positive behavioral patterns
that women demonstrate upon obtaining
access to sanitation services is critical. Equally,
when these services are denied, they face
considerable insecurity and nutritional risks.
For this reason, ensuring safe and adequate
sanitation, water security and hygiene—the
objectives of Swachh Bharat—as part of
a broader fundamental right to privacy is

becoming a serious policy issue.
F. InNDIA’S SOON-TO-RECEDE
DEeEMOGRAPHIC DIVIDEND

1.108
demographic trends. It was the first time

2016 was a turning point in global

since 1950 that the combined working age
(WA) population (15-59) of the advanced
countries declined (Ip(2015)). Over the next
three decades, the United Nations (UN)
projects that China and Russia will each see
their WA populations fall by over 20 percent.
India, however, seems to be in a demographic
sweet spot with its working-age population
projected to grow by a third over the same
period; always remembering that demography
provides potential and is not destiny.

1.109
two decades has suggested that the growth

Economic research in the last
surges in East Asia may have been driven by
demographic changes (Bloom et al. (2003)).
In particular, countries with large working age
populations relative to the overall population
appear to benefit from greater economic
dynamism. Younger populations are more
(adding to productivity
growth); tend to save more, which may also

entrepreneurial

lead to favourable competitiveness effects
(Prasad, Rajan and Subramanian (2007),
Wei and Zhang (2011)); and have a larger
fiscal base because of economic growth and
because there are fewer dependents (children
and elderly) for the economy and government
to support (Bloom et al. (2010)).



1.110
variable driving the demographic dividend is

Theory suggests that the specific

the ratio of the working age to non-working
age (NWA) population-- an intuitive number,
because a magnitude of 1 essentially means
that there are as many potential workers as
dependents. Both the level and the growth of
the WA/NWA ratio have a positive impact
on economic activity (Bloom and Canning
(2004)).

Distinctive Indian Demography

1.111  Figure 25 compares the evolution of
the WA/NWA ratio between 1970 and 2050
(based on the medium variant population
projections by the UN) for India, Brazil,
Korea, and China. It illustrates three distinct
features about the Indian demographic profile
that have key implications for the growth
outlook of India and the Indian states.

1.112  First, India’s demographic cycle
is about 10-30 years behind that of the
other countries, indicating that the next few
decades present an opportunity for India to
catch up to their per capita income levels.

1.113 In addition, India’s WA to NWA
ratio is likely to peak at 1.7, a much lower
level than Brazil and China, both of which
sustained a ratio greater than 1.7 for at least
25 years. Finally, India will remain close to
its peak for a much longer period than other
counttries.

1.114  This distinctive pattern has a cause
and consequence. The cause is shown in
Figure 26A, which plots the total fertility rate
(TFR) for comparable countries and groups
of countries. The figure illustrates that all
these countries started the post-World War
IT era with roughly the same very high TFR
rates. In China and Korea, TFR then declined
rapidly to below-replacement levels (less than
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2 children per female), causing the share of
working age population to rise until the early
2000s, then to fall as ageing began to set in.
In India, however, the decline in TFR has
been much more gradual.

1.115
tfollowing. Unlike the East Asian successes,

The growth consequence is the

India should not expect to see growth surges
or growth decelerations of the magnitudes
experienced by the East Asian countries, at
least not on account of the demographic
dividend. This does not rule out accelerations
for other reasons, related to reforms and
strength of domestic institutions. At the
same time, India might be able to sustain
high levels of growth (on account of the
demographic dividend) for a longer time.

1.116 A final
India is the large heterogeneity among the

distinctive  feature in
states in their demographic profile and
evolution. Figure 25B shows the evolution
in the working age population for ten Indian
states, which should be viewed against the
comparable evolution for the other emerging
market countries (shown in Figure 25A)."

1.117  There is a clear divide between
peninsular India (West Bengal, Kerala,
Karnataka, Tamil Nadu and Andhra Pradesh)
and the hinterland states (Madhya Pradesh,
Rajasthan, Uttar Pradesh, and Bihar). The
peninsular states exhibit a pattern that is
closer to China and Korea, with sharp rises
and declines in the working age population.
The difference, of course, is that the working
age ratio of most of the peninsular states will
peak at levels lower than seen in East Asia
(West Bengal comes closest to Korea’s peak
because of its very low TFR). In contrast,
the hinterland states will remain relatively
young and dynamic, characterized by a rising
working age population for some time,

5 New demographic projections for the states from 2011-2051, based on the latest fertility and mortality indicators,
have been done by Professor S Irudaya Rajan and Dr S Sunitha at the Center for Development Studies, Kerala.
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Figure 25. Ratio of Working Age to Non-Working Age Population
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Figure 26. India's Gradual TFR Decline: A Double-Edged Sword
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plateauing out towards the middle of the
century.

1.118 'This divide in the WA/NWA ratio
of the peninsular and the hinterland states
can be traced to the difference in their levels
of TFR (see Fig. 26B, which is the fertility
counterpart of Fig. 25B). Demographically
speaking, therefore, there are two Indias,
with different policy concerns: a soon-to-
begin-ageing India where the elderly and
their needs will require greater attention; and
a young India where providing education,

skills, and employment opportunities must
be the focus. Of course, heterogeneity within
India offers the advantage of addressing
some of these concerns via greater labour
mobility, which would in effect reduce this

demographic imbalance.
Growth Consequences

1.119
two important growth consequences. First,
it seems that the peak of the demographic
dividend is approaching fast for India. Figure

This demographic pattern will have



28A shows that this peak will be reached in
the early 2020s for India as a whole; Figure
28B shows that peninsular India will peak
around 2020 while hinterland India will peak
later (around 2040).

1.120  Table 3, based on the methodology
in Mody and Aiyar (2011), calculates the
estimated demographic dividend for India
(the additional growth due to demographic
factors alone) for the previous decade and
for the next four. The magnitudes peak in
2011-20 at 2.6 percentage points and start
declining thereafter. The incremental growth
boost in the 2020s, for example, is estimated
to be about 1.8 percentage points. In other
words, India will approach, within four years,
the peak of its demographic dividend. (Note:
this does not mean that the demographic
dividend will turn negative; rather, the
positive impact will slow down.)

Table 3. Projected Demographic

Dividend for India
Decade Additional average WA/NWA
annual PCI (WA /Total
growth due to Population)
the demographic at the start of
dividend (DD) decade
2001-10 1.44 1.33 (57.1)
2011-20 2.62 1.53 (60.5)
2021-30 1.81 1.81 (64.4)
2031-40 1.92 1.72 (63.2)
2041-50 1.37 1.72 (63.3)

Source: Survey Calculations.

1.121
relates to the distributional impacts across

The second growth consequence

India. One way of assessing this is to
compare the demographic dividend for the
different states in terms of extra growth
against their current level of per capita GDP.

16

Economic Outlook and Policy Challenges 33

Figure 27. Per Capita Income in 2011 and the
Demographic Dividend (2011-31)'
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Figure 27 plots these two variables. The good
news is that there is a negative relationship,
which means that on average the poorer
states today have more of a growth dividend
ahead of them. This means the demographic
dividend could help income levels across
states converge.

1.122
masks some interesting outliers. Bihar, Jammu
and Kashmir, Haryana, and Maharashtra
are positive outliers in that they can expect
a greater demographic dividend over the

The encouraging overall pattern

coming years than would be suggested by
their current level of income. This extra
dividend will help Bihar converge, while
already rich Haryana and Maharashtra will
pull further away from the average level of
income per capita in India. On the other
hand, Kerala, Madhya Pradesh, Chhatisgarh,
and West Bengal are negative outliers: their
future dividend is relatively low for their level
of income. This will make the poorer states

Itis assumed that every state earns the same growth dividend from an increase in the WA/NWA ratio as the all-India

average. This is a critical assumption, and one that may not be true, since the actual dividend will depend on the

governance, the policy framework in place at the state level, and also on internal migration between states.
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fall back, unless offset by robust reforms
and growth, while the relatively rich Kerala
will probably converge to the average as its
growth momentum declines rapidly.

1.123  The growth boost from the
demographic dividend is likely to peak
within the next five years, as India's share of
working age population plateaus. However,
India may not see the sharp growth
decelerations experienced by the East Asian
countries because its working age ratio
will fall much more gradually than those
in other countries. In addition, the sharp
demographic differences between peninsular
India and hinterland India will generate wide
differences in the timing of the peak, as well
as opportunities to attenuate demographic
imbalances via greater labour mobility (see
Chapter 12). Even so, the urgency of reforms
to maximise this soon-to-recede dividend
cannot be overstated.

REFERENCES

1. Aiyar, Shekhar, and AshokaMody. "The
Demographic Dividend: Evidence from
the Indian States." India Policy Forum.
No. Volume 9. National Council of
Applied Economic Research, 2013.

2. Bloom, David E., David Canning,
and Jaypee Sevilla. "The demographic
dividend: A new perspective on the
economic consequences of population
change. Rand Corporation, 2003.

2. Bloom, David E., and David Canning;
"Global Change:
Dimensions and Economic Significance."
Population and Development Review 34
(2008): 17-51.

3. Bloom, David E., David Canning,
and Ginther Fink. "Implications of

Demographic

10.

11.

population ageing for economic growth."
Oxford review of economic policy 26.4
(2010): 583-612.

Coffey Diane, Gupta Aashish, Hathi
Payal, Spears, D., Srivastav Nikhil, Vyas
Sangita (2016). Understanding Open
Defecation in Rural India, EPW

Curtis C. and Minjas ] (1985). Expanded

Polysterene  for mosquito  control.

Parasitology Today 1, 36.

Ip, Greg. “How Demographics Rule the
Global Economy.” Wall Street Journal.
Nov. 22, 2015 [http://www.wsj.com/
articles/how-demographics-rule-the-
global-economy-1448203724, accessed:
11:08 am, January 23, 2016]

National Sample Survey Organization
(NSSO). 2016. Swachhata Status Report.
Ministry of Statistics and Programme
Implementation, Govt of India.

Prasad, Eswar S., Raghuram G. Rajan, and
Arvind Subramanian. "Foreign Capital
and Economic Growth." Brookings
Papers on Economic Activity 1.2007-1
(2007): 153-230.

Singh, ], Bhoi S, Gupta V, Goel A (2008).
Clinical Profile of Venomous Snake
Bites in a North Indian Military Hospital.
Journal of Emergencies, Trauma, and

Shock 1, 78-80.

Spears,D.,  Ghosh,A.,, Cumming,O.
(2013). Open Defecation and Childhood
Stunting in India: An Ecological Analysis
of New Data from 112 District

Wei, Shang-Jin, and Xiaobo Zhang. "The
competitive saving motive: Evidence
from rising sex ratios and savings rates
in China." Journal of political Economy
119.3 (2011): 511-564.



Economic Outlook and Policy Challenges 35

APPENDIX 1. CURRENCY WEIGHTS FOR ALTERNATIVE EXCHANGE RATE INDEXES

IMF RBI Asia-H Asia-M

25 countries 36 currencies 30 countries 30 countries
1 United States 17.82 8.80 7.86 11.44
2 China 12.47 10.84 43.51 31.12
3 Germany 9.08 3.36 5.04
4 Japan 6.13 2.72 2.10 3.15
5 United Kingdom 5.58 2.36 2.60 3.52
6 France 4.63 1.61 1.96
7 Belgium 4.53 2.064 3.95
8 Ttaly 4.33 1.39 2.09
9 Korea, 4.26 2.65 2.26 3.39
10 Singapore 3.53 3.37 2.30 3.45
11 United Arab Emirates 2.84 11.44
12 Australia 2.47 2.36
13 Netherlands 2.39 0.94 1.41
14 Canada 2.20 0.69
15 Spain 2.12
16 Taiwan 1.96 1.18 0.83 1.24
17 Malaysia 1.90 2.07 1.12 1.68
18 Russian Federation 1.85 0.97 1.12 1.46
19 Thailand 1.70 1.28 1.18 1.77
20  Indonesia 1.51 3.02 0.71 1.06
21 Switzetland 1.42 4.80 0.70 0.94
22 Brazil 1.41 1.51
23 Sweden 1.34 0.40
24 Israel 1.28 0.95 0.77 1.16
25  Turkey 1.26 0.69 0.96 1.01
26 Saudi Arabia 5.51 1.93 1.94
27  Hong Kong 3.41 4.01 5.63
28  Kuwait 2.52
29 Nigeria 2.49
30 Iran 2.38 0.55 0.82
31  South Aftica 2.08 0.57 0.86
32 Qatar 1.89
33 Vietnam 0.81 5.80 3.36
34 Egypt 0.75
35  SriLanka 0.74 0.56 0.85
36  Bangladesh 0.73 1.21 1.09
37  Mexico 0.58 4.45 2.57
38  Kenya 0.45
39 Pakistan 0.36
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Argentina

Philippines

Poland

Czech Republic

Euro Area 27.08
Total weight 100.01
Top 20 currencies 93.30

0.25
0.24

12.69
99.98
88.91

1.36 0.88
0.90 0.04
0.71 0.51
11.56 15.62
100.00 100.00
92.76 91.33

ASTA-H (ASIA-M) refers to the notional basket where Asian countries are given considerably
(moderately) more weight than the other 2 indices. The top 3 currencies under each of the

weighting schemes are shown in bold.

How are these weights determined? For each trading partner, we take two weights: the first is
based on its actual share in India’s manufacturing imports (say W1); the second is computed by
focusing on those countries that have increased their global manufacturing export sharebetween
2010 and 2015 based on UNCTAD data. For each such country, we calculate the ratio of its
increase to the sum of the increase of all countries (W2). So, for example, if ten countries
increased their collective share by say 10 percentage points, including a 4 percentage point
increase by China, China’s share will be 0.4, and similarly for other countries. In ASIA-H,
we assign equal weights to W1 and W2. In ASIA-M, we assign weights of 0.75 and 0.25,
respectively for W1 and W2.
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APPENDIX 2: DETAILS OF SURVEY ON SANITATION

Sample Size: The sample used for the rapid study consisted of respondent categories spread
across lifecycle:

. adolescent girls (10-19 years of age);
*  pregnant women;
*  women with children of age 0-60 (completed) months.

Men from a sub-sample of households were also covered under the study for a comparative
insight.

For this purpose, the country was divided into 5 geographic zones- Highest IHHL coverage,
High IHHL coverage, Medium IHHL coverage, Low IHHL coverage and Lowest IHHL
coverage and 2 states were selected from each zone (1 low performing and 1 high performing
state with respect to IHHL construction). Two districts each from the states, 12 PSUs from
each district and 18 households from each PSUs resulted in a sample frame of 4320 households,
with 5705 individuals (4255 women and 1450 men).

State and districts were selected based on IHHL coverage. One High performing and one
low performing state was selected from each zone Similarly one high performing and one low
performing district was selected from each state. Also, sample of 18 respondents was randomly
selected from the sampling frame, equally divided among the three respondent categories. A
limitation of this study is that it is not a nationally representative sample.
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Precocious, Cleavaged India
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CHAPTER

“I'T]he ideas of economists and political philosophers, both when they are right and
when they are wrong, are more powerful than is commonly understood. Indeed the world

is ruled by little else.”
— John Maynard Keynes

Since abont 1980, India’s growth performance has been robust, especially for a democracy.

This has been backed up by policy reforms that have made India more open to flows of
goods and capital and have reduced the size of the public sector, both in micro-efficiency
and macro-fiscal terms. Yet, there are serious challenges that might impede further rapid
progress which emanate in part from the fact that India started out as a poor democracy
with deep social fissures (a "precocious, cleavaged" democracy). These long - standing
challenges can be classified as an ambivalence about property rights and the private sector,

deficiencies in State capacity, especially in delivering essential services, and inefficient
redistribution. Meeting these challenges is not just a matter of overcoming vested interests;

it may also require broader societal shifts in ideas and narratives.

1. INTRODUCTION

2.1 Painting with a broad-brush, the
economic vision animating Indian policy
can be divided into two phases. First came
nearly half a century of socialism, where
the guiding principles were economic
nationalism and protectionism. During
those years, the public sector occupied the
commanding heights and the government
intruded into even the most micro-decisions
of private firms: their investing, producing,
and trading. This framework was rejected
after 1991 (Bhagwati and Panagariya, 2013).

But even now it remains unclear as to what
has replaced it. One might ask: what exactly

! Excluding, of course China, which is a special case.

has been repudiated, to what extent, and
how? In short, what is the vision? This is
a question not for any one government or
party but for the broader Indian ecosphere
of ideas.

2.2 At one level, the answer to this
question might seem obvious. India has
replaced its erstwhile socialist vision with
something resembling the “Washington
Consensus™: open trade, open capital, and
reliance on the private sector - essentially
the same development model that has
been tried and proven successful in most
countries of Eastern Asia'. Reforms along

these lines have been adopted by every
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Indian government over the past quarter
century. For example, in the last two years,
the current government has institutionalized
a commitment to low inflation in the new
monetary policy framework
(Parussini 2016). There has also been a great
effort to reduce the costs of doing business

agre ement

and create an environment friendly to
investment, both domestic and foreign. And
in the last six months (as detailed in Chapter
1), the government has secured passage
of major measures such as the Aadhaar
Bill, the Bankruptcy Code, and the GST

constitutional amendment.

2.3 The result of all these reforms over
the past 25 years has been a remarkable
transformation of India from a largely
closed and listless economy to the open and
thriving economy that we see today. The
country’s progress is not only qualitative. It
is also measurable. Consider, for example,
four standard measures: openness to trade;
openness to foreign capital; the extent to
which public sector enterprises dominate
commercial activities; and the share of
government expenditure in overall spending,

2.4 Start with the standard measure of
openness, the trade-to-GDP ratio (exports

plus imports expressed as a share of gross
domestic product). A fundamental truth
of geography is that large countries tend
to trade less than small countries. Being
large makes the benefits of trading with the
outside world very low relative to trading
within the country. The opposite is true for
small countries: lacking an internal market,
their benefits of trading with the world are
relatively large and hence they tend to have
higher trade-to-GDP ratios.

2.5 TFigure 1(a) plots, for several countries,
their overall trade-to-GDP ratio (on the
vertical axis) against their size (measured
in terms of the log of population on the
horizontal axis). The line shows the average
relationship between trade outcomes and
country size. That line is downward-sloping,
confirming the geography-based intuition
that large countries trade less. For example,
the large countries such as China, India,
Brazil, the United States, and Japan are all in
the lower right-hand corner with low trade
(below 50-55 per cent) ratios. But India is
“above the line”, meaning that it trades far
more than would be expected for a country
of its size — a stark turnaround from the
pre-1991 situation when India was an under-
trader.

Figure 1. Trade (of Goods and Services) to GDP Ratio

Figure 1(a). Trade (of Goods and Services)
to GDP ratio.
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2.6 One can see India’s transformation
starkly by comparing the
evolution of its trade-GDP ratio with that of
China over the past three decades (see figure
1(b)). India’s ratio has been rising sharply,
particularly over the decade to 2012, when
it doubled to 53 per cent; the recovery from
the global financial crisis in 2008 was also
swift. As a result, India’s ratio now surpasses
China which is remarkable®.

éven more

2.7 The next two figures plot India’s
foreign capital flows as a share of GDP.
Figure 2 (a) reveals that despite significant
capital controls, India’s net inflows are, in
fact, quite normal compared with other
emerging economies. Figure 2(b) shows that
India’s FDI has risen sharply over time. In
fact, in the most recent year, FDI is running
at an annual rate of $75 billion, which is not
far short of the amounts that China was
receiving at the height of its growth boom in
the mid-2000s.

2.8  Consider next the size of public sector
enterprises. In popular perception, when

compared to other countries, India’s public
sector undertakings (PSU) are exceptionally
large. That may have been true in the past.
However, Figure 3 shows India is now
squarely in the middle of the emerging
market pack. This is partly because India has
allowed the private sector entry into, amongst
others, civil aviation, telecommunications,
and financial services. These have all served
to reduce the share of the public sector even
if there has not been much exit of the PSU
enterprises themselves.

2.9  Finally,
government. India is often accused of having

consider the size of

a bloated government sector. But when
the size of government expenditure for a
group of countries is plotted against their
per capita GDP, India sits on the regression
line, indicating that it spends as much as can
be expected given its level of development
(Figure 4).

2.10 In sum, the standard measures suggest
that India is now a “normal” emerging
market, pursuing the standard Asian

Figure 2. Openness to Capital
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2

There is, of course, a difference between gross trade and trade that reflects value addition. China’s value addition in

exports has been rising recently. But, value addition in Indian trade is also high: services tend to be labour intensive

and Indian manufacturing trade also has high value added because of being less connected to global value chains.
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Figure 3. Size of Government (Micro) - PSU spending as a share of GNI
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development path. It is open to foreign trade
and foreign capital, where the government
is not overbearing, either in a micro,
entrepreneurship sense or in a macro, fiscal

sensec.

2.11 And India is normal in one final,
critical way. As in other emerging markets,
the pursuit of the standard development
path has paid off in terms of growth. Taking
a long view, and recognizing that India’s
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reforms actually started around 1980 (Rodrik
and Subramanian, 2004), the first order factis
that India has grown at about 4.5 percent per
capita for thirty seven years, an impressive
achievement.

2.12 This

remarkable because it has been achieved

achievement is particularly
under a fully democratic political system.’
The Indian model of being a perennial
democracy after acquiring independence
is rare in post-war economic history — and
successes are rarely democracies. Figure 5
plots on the y-axis average annual per capita
GDP growth during country’s boom periods
(from Rodrik, 2014), with India’s defined
since 1979. The x-axis represents the percent
of years during the boom period that the
country was democratic. The only other
countries that have grown as rapidly and been
democratic for a comparable proportion of
the boom are Italy, Japan, Israel, and Ireland.
Other countries that have grown faster for
as long have tended to be oil exporters, East
Asian countries, and some that recovered

after World War II.

II. THE RoaDp To BE TRAVERSED

2.13 In view of all this evidence, it seems
curmudgeonly then to question India’s
reformist and market oriented credentials.
Yet, there remains a niggling sense that India
is not quite what it appears to be - that,
despite all the data, it is not yet following the
standard development model.

2.14 In what ways is India different? Three
lingering features capture the doubt that it has
not yet traversed the distance toward some
vague and unspecifiable end-point that could
be described as desirable or optimal. First,
there has been a hesitancy to embrace the
private sector and to unambiguously protect
property rights, combined with continued
reliance on the state to undertake activities
that are more appropriately left to the private
sector (Kochhar et al. 2006). Second, state
capacity has remained weak (Pritchett 2009),
as can be seen from poor delivery of essential
services (Rice and Patrick 2008). And third,
redistribution has been simultaneously
extensive and inefficient (Kohli 2012).

Figure 5. Performance of a Precocious Democracy
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> A country is defined as democratic if it scotes higher than 7 on the Polity IV index. Rodtik (2013) defines a boom
period as that period lasting at least 30 years for which a country grew sustainedly at an annual rate of 4.5% per capita.
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A. Ambivalence about private sector
and property rights

2.15 All states,
ambivalence toward the private sector. After

all societies, have some
all, the basic objective of private enterprises
— maximizing profits — does not always
coincide with broader social concerns, such
as the public’s sense of fairness. But the
ambivalence in India seems greater than
elsewhere. Figure 6 ranks countries on the
attitude of the people toward the private
sector in a select group of countries.* It
appears that that India has distinctly anti-

market beliefs
compared to peers with similarly low initial
GDP per capita levels.

relative to others, even

2.16 The symptoms of this ambivalence
toward the private sector manifest in multiple
ways. The most well-known example is the
difficulty of privatizing public enterprises,
even for firms where economists have
made strong arguments that they belong
in the private sector. Consider the civil
aviation sector. Defying history, there is still
the commitment to make the perennially

unprofitable public sector airline “world

Figure 6. Global attitudes to the private sector
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Figure 6 is based on the World Value Survey that spanned 2010-2012. The survey asked people around the world to
give a number between 1 and 10 depending on how much they agree with the statements on the following scales:

“Incomes should be made more equal” (1) vs. (10) “We need larger income differences as incentives for individual
effort;”

“Private ownership of business and industry should be increased” (1) vs. (10) “Government ownership of
business and industry should be increased;”

“Government should take more responsibility to ensure that everyone is provided for” (1) vs. (10) “People
should take more responsibility to provide for themselves;”

“Competition is good. It stimulates people to work hard and develop new ideas” (1) vs (10) “Competition is
harmful. It brings out the worst in people;”

“In the long run, hard work usually brings a better life” (1) vs. (10) “Hard work doesn’t generally bring success—

it’s more a matter of luck and connections;” and

“People can only get rich at the expense of others” (1) vs. (10) “Wealth can grow so there’s enough for everyone.”
The scores are averaged across questions and across people to get an average country ranking, Higher score
indicates more pro-market beliefs in that country. There are 60 countries in the sample.
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class.” Recently, airport privatization has
taken the form of awarding management
contracts rather than change in ownership.
Moreover, policy reform in the sector has
been animated as much by an interventionist
as liberalizing spirit, reflected for example in
restrictions on pricing.

2.17 A similar spirit pervades the policy
approach to the banking sector. Discussion
of disinvesting the government’s majority
stake in the public sector banks is often
difficult in part because of the view that they
are legitimate instruments for the state to
allocate and redirect resources.

2.18 Meanwhile, in the fertilizer sector, rife
with distortions, public policy finds it easier
to rehabilitate public sector plants than to
facilitate the exit of egregiously inefficient
ones.

2.19 Beyond a reluctance to privatize, the
ambivalence towards the private sector
is manifest in many other ways. The
agriculture sector is entwined in regulation,
a living legacy of the era of socialism. While
progress has been made in the last two years,
producers in many states are still required
by the Agricultural Produce Marketing
Act to sell only to specified middlemen in
authorized markets (mandis). And when this
system nonetheless generates price increases
deemed to be excessive, the Essential
Commodities Act is invoked to impose
stock limits and controls on trade that are
typically procyclical, thereby exacerbating
the problem.

220 A
circumscribes

similar legacy from the past
property Initially
the right to property was inscribed as a
“fundamental right” in the Constitution. But

rights.

during the socialist era the 44th Amendment
removed Articles 19 (1) (f) and Article 31

5

and replaced them with Article 300-A,
thereby downgrading property to that of
a “legal right”. The ramifications of this
decision continue to be felt to this day, in
such issues as retrospective taxation. The
government has made clear its commitment
not to act retroactively on tax and other
issues. But the legacy issues of retroactive
taxation remain mired in litigation, with
uncertain prospects for early resolution.
Evidently, it seems politically difficult to
uphold a widely shared—and judicially
endorsed—principle against expropriation
and retroactivity because of the fear of
being seen as favouring the private sector,
especially the foreign private sector. This is
true in a number of recent cases, including
Vodafone and Monsanto.

2.21 The wariness does not just extend to
the foreign private sector. The twin balance
sheet problem—in the
banking sectors (as detailed in Chapter 4)

--remains a millstone around the economy’s

corporate and

neck, casting a pall over private investment
and hence aggregate growth. One important
reason this problem has not been resolved
in the many years since it emerged in 2010
is the political difficulty in being seen as
favoring the private sector, a problem which
will necessarily arise in cases where some
private sector debts have to be forgiven.

2.22 In each of the examples above, there
may be valid reason for status quo but the
overall pattern that emerges is unmistakable.

B. State capacity

2.23 A second distinctive feature of the
Indian economic model is the weakness of
state capacity, especially in delivering essential
services such as health and education
(Mangla 2015; Deaton 2013). Of course,
nearly all emerging markets started off with

See the Subramanian Committee Report (2016) on incentivising pulses production.
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weak state capacity at independence. But as
their economies developed and prospered,
state capacity improved, often at an even
faster rate than the overall economy. In India,
by contrast, this process has not occurred.
Fukuyama (2013) argues that the Indian
state has low capacity, with high levels of
corruption, clientelism, rules and red tape.

2.24 The
following: while competitive federalism has

deepest puzzle here is the

been a powerful agent of change in relation
to attracting investment and talent (the Tata
Nano car being the best example) it has
been less evident in relation to essential
service delivery. There have, of course,
been important exceptions such as the
improvement of the PDS in Chhattisgarh
and Bihar, the incentivizing of agriculture
in Madhya Pradesh, the kerosene-free drive
in Haryana, power sector reforms in Gujarat
which improved delivery and cost-recovery
and the efficiency of social programs in Tamil
Nadu. However, on health and education in
particular, there are insufficient instances of
good models that can travel widely within
India and are seen as attractive political
opportunities. To the contrary, at the level
of the states, competitive populism (with
few goods and services deemed unworthy of
being handed out free) is more in evidence
than competitive service delivery.

2.25 Aside from inhibiting service delivery,
the weakness of state capacity has created
another problem. Policy-making in certain
areas has been heavily constrained, as a way
of ensuring that decisions do not favour
particular interests. The result is twofold.

2.26 First, there is now adherence to strict
rules—for example auctions of all public
assets—that may not necessarily be optimal
public

the judicially imposed requirement for

telecommunications,

policy. In

transparency and auctioning, while responding

importantly and appropriately to the previous
experience of corruption, has created a
public policy dilemma. In some cases, it may
be socially optimal to sell spectrum at lower-
than-auction prices because of the sizable
externalities stemming from increased spread
of telecommunications services. But the
understandable distrust of discretion means
that methods other than auctions could be
perceived as favouring particular parties.

2.27 Second, there is abundant caution
which
favours the status quo. In the case of the

in bureaucratic decision-making,
twin balance sheet problem mentioned
above, it is well-known that senior managers
in public sector banks are reluctant to take
decisions to write down loans for fear of
being seen as favouring corporate interests
and hence becoming the target of the referee
institutions, the so-called “4 Cs”: courts,
CVC (Central Vigilance Commission), CBI
(Central Bureau of Investigation) and CAG
(Comptroller and Auditor General). This
encourages ever-greening of loans, thereby
postponing a resolution of the problem.

C. Inefficient redistribution

2.28 Related to this is the third distinctive
aspect of the Indian development model. All
countries redistribute and must do so. The
question is how effective this is and must be.

2.29 Redistribution by the government
is far from efficient in targeting the poor.
Chapter 9 evaluates the effectiveness of
existing programs to help the poor, through
subsidies and through government programs
such as MGNREGS (Mahatma Gandhi
Rural Employment Guarantee Scheme),
SSA  (Sarva Shiksha Abhiyaan), ICDS
(Integrated Child Development Scheme),
etc. It finds that welfare spending suffers
from considerable misallocation: as the pair
of charts in Figure 7 show, the districts with
the most poor (shaded in red in Figure 7 (a))
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Figure 7. Misallocation: Poorer districts get lower share of
spending/allocation on schemes

7a. Share of Overall Poor

Source: NSS 2011-12, GOI, Survey Calculations

suffer from the greatest shortfall of funds
(also shaded in red in Figure 7 (a)). This leads
to: exclusion errors (the deserving poor not
receiving benefits), inclusion errors (the non-
poor receiving a large share of benefits) and
leakages (with benefits being siphoned off
due to corruption and inefficiency).

230 Over the past two
government has made considerable progress

years, the

toward reducing subsidies, especially related
to petroleum products. As Chapter 1 shows,
not only have subsidies been eliminated in
two out of four products, there is effectively
a carbon tax, which is amongst the highest in
the world.

2.31 However,evenonsubsidy reform, while
technology has been the main instrument
for addressing the leakage problem (and the
pilots for direct benefit transfer in fertilizer
represent a very important new direction in
this regard), prices facing consumers in many
sectors remain largely unchanged.

2.32 While
of redistribution, even the design of the
Goods and Services Tax (GST) reveals
the underlying tensions. On the GST,

strictly not an instrument

the political pressures from the states to

7b. Shortfall in Allocation to Poor

keep rates low and simple—resulting in an
efficient and effective GST—were minimal.
Apart from the general desire to ensure
that the future structure of rates would
mimic the complicated status quo, much
of the focus was on ensuring that rates on
essentials were kept low and on luxuries kept
sufficiently high with insufficient concern for
the implied consequences for efficiency and
simplification. The lack of such pressures
especially from the states was surprising since
they were guaranteed compensation by the
Centre. Evidently, even a dream combination
of being able to trumpet low taxes without
suffering revenue losses was not considered
politically attractive.

ITI. PossiBLE EXPLANATIONS

2.33 What explains these three distinctive
teatures of the Indian development model?
Central to understanding India’s economic
vision is the fact that it has followed a unique
pathway to economic success, what might be
called “Precocious, Cleavaged India”.

2.34 Historically, economic success has
followed one of two pathways. Today’s
advanced economies achieved their current
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status over two centuries in which economic
and political  development
slowly but steadily. They did not begin with
universal franchise. Voting rights, narrow
and restricted to begin with, expanded slowly
over time, a process that helped fiscal and
economic development by limiting the initial
demands on the state during the period
when its capacity was weak (Acemoglu and
Robinson, 2013; North and Weingast 1989;
Saint-Paul and Verdier 1993).6

2.35 The second set of
economic successes mostly in East Asia
began authoritarian, explicitly (Korea, China)
or de facto (Singapore, Thailand, Taiwan),
and gave way to political transformation
only after a degree of economic success was

progressed

accelerated

achieved. Explicit authoritarianism came in
three flavours: military (Korea), party (China),
or individual dictatorship (Indonesia).

2.36 India, on the other hand, has attempted
economic development while also granting
universal franchise from the very beginning,
Figure 8, which plots on the x-axis the fraction
of years since independence that a country
has been democratic and the income level
at independence on the y-axis, reveals how
rare India’s experience is. India is amongst a
handful of countries—Botswana, Mauritius,
Jamaica, Trinidad and Tobago, and Costa
Rica—which are perennial
(those on the right hand side).

democracies

2.37 Even rarer, India, at independence,
was a very poor democracy.” In the figure,
India is close to the bottom, indicating that
it was the poorest democracy — in fact, one
of the poorest nations, regardless of political
system, with a per capita GDP of just $617
measured in purchasing power parity prices
(PPP -1990 prices, Maddison).

Figure 8. Precocious Democracy
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¢ For example, propetty taxes could be levied to finance infrastructure because the benefits in terms of higher land
values could be appropriated by the limited set of taxpayers and voters.

7 Basu (2006) discusses the challenges of being a poot democtacy at length: “Since most developing countries are
not democracies, they did not face the problem, but India did. Once people’s opinion had been shaped (and Nehru
was instrumental in this), there was no way that policies could be easily dictated to them. Opinion would have to
be molded before major policy shifts were possible. Or at least policymakers had to catch people in a moment of

doubt or vacillation to usher in changes.”
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2.38 At the same time, India was also a
highly cleavaged society. Historians have
remarked how it has many more axes of
cleavage than other countries: language
and scripts, religion, region, caste, gender,
and class (Guha 2016). Measured by ethno
—linguistic  fractionalization India
is similar to other countries (Easterly and
Levine, 1997).° But if caste is also taken into
account (based on Banerjee and Somanathan,
2007), India stands out. In Figure 9, India is
a clear outlier in the northwest corner of the

alone,

plot, indicating both high levels of poverty
and deep social fissures.

2.39 A precocious, cleavaged democracy
that starts out poor will almost certainly
distrust the private sector. Reinforcing this
notion was the prevailing intellectual zeitgeist
of socialism. The founders of India wanted
to “build the country” by developing industry
that would make India economically, as
well as politically, independent. The private
sector had conspicuously failed to do this

under colonial rule, not only in India but in
every other newly independent nation, giving
rise to severe doubts as to whether it could
ever do so. In contrast, the example of the
Soviet Union, which had transformed itself
from an agricultural nation to an industrial
powerhouse in a few short decades, suggested
that rapid development was indeed possible,
if the state would only take control of the
commanding heights of the economy and
direct resources into priority areas.

240 Of while
planning and a large role for the state

course, India adopted
sector, it never abolished the private sector
unlike the Soviet Union. Instead, it tried to
control private businesses through licensing
and permits. Paradoxically, however, this
only further discredited the private sector,
because the more the state imposed controls,
the more the private sector incumbents were
seen as thriving because of the controls,
earning society’s opprobrium in the process.

Figure 9. Precocious and Cleavaged India
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8

The measure of ethnolinguistic fractionalization captures the probability that any two individuals drawn randomly

from the population will not have the same social identity. Identity can be defined on the basis of religion, language

or ethnicity.
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2.41 Another important implication of
India’s precocious, cleavaged democracy
is that India had to redistribute early in the
development process, when its state capacity
was particularly weak. Figure 10 conveys a
sense of how challenged Indian state capacity
was in a comparative sense. It compares the
income levels of different countries that had
to spend what India does today, in percent of
GDP. Typically, this occurred fairly late in the
development process, when these countries
had built up state capacity. For example,
South Korea spent at a per capita GDP level
of close to $20,000 what India spends today
at a per capita GDP level of $5,000. Finally,
given the pressing need to redistribute, India
did not invest sufficiently in human capital
— for instance, public spending on health
was an un unusually low 0.22 per cent of the
GDP in 1950-51 (MoHFW, Government of
India, 2005). This has risen to a little over
1 per cent today, but well below the world
average of 5.99 per cent (World Bank, 2014).

242 A poor country with weak state
capacity like India when confronted with
the pressure to redistribute had necessarily
to redistribute inefficiently, using blunt and
leaky instruments. The luxury of effectively

49

targeted programs was not an option in 1950
or 1960 or even 1990.

2.43 All this explains why such policy
interventions began. But this cannot fully
explain why such inefficient redistribution
persists because, after all, other countries
have graduated toward less inefficient forms
of redistribution. A partial explanation is the
difficulty of exit. Exit is difficult everywhere
but it can be especially difficult in a poor,
cleavaged democracy dominated by vested
interests, weak institutions and an ideology
that favours redistribution over investments
(discussed in detail in Chapter 2 of the
Economic Survey 2015-16, Volume I).

2.44 Another pathology results from this.
The history of Europe and the US suggests
that  typically, provide
services (physical security, health, education,
infrastructure, etc.) first before they take on
their redistribution role. That sequencing
is not accidental. Unless the middle class

states essential

in society perceives that it derives some
benefits from the state, it will be unwilling
to finance redistribution. In other wotrds, the
legitimacy to redistribute is earned through
a demonstrated record of effectiveness in
delivering essential services.

Figure 10. Early Redistribution
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2.45 A corollary is that if the state's role is
predominantly redistribution, the middle class
will seek—in Professor Albert Hirschman's
famous terminology—to exit from the
state (Hirschman 1978). So, a precocious
cleavaged democracy is almost destined
to succumb to this pathology. One sign of
exit is fewer taxpayers. This is abundantly

evident in India. Figure 11 shows how few
India’s income taxpayers number relative to
the voting age population, especially when
compared to other countries, and how slowly
this ratio has risen over time.

2.46 By reducing the pressure on the state,
middle class exit will shrivel it, eroding its
legitimacy further, leading to more exit and

Figure 11. India’s low tax base’
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New Definition: Tax filer plus tax deducted but not file the returns. Old Definition: Tax filers only. Source: World
Wealth and Income Database (WID.wotld), http://wwwincometaxindia.gov.in/Pages/Direct-Taxes-Data.aspx,

Election Commission of India, OCED database.
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so on. A state that is forced into inefficient
redistribution, risks being trapped in a self-
sustaining spiral of inefficient redistribution,
reduced legitimacy, reduced resources, poor
human capital investments, weak capacity
and so on.

IV. ConNcLusioN

2.47 India has come a long way in terms
of economic performance and reforms.
But there is still a journey ahead to achieve
both dynamism and social justice. One
tentative conclusion is that completing this
journey will require a further evolution in
the underlying economic vision across the
political spectrum.

2.48 The
demonetization is

thus  far, of
instructive. In one

experience,

perspective, demonetization has been a
redistributive device to transfer illicit wealth
from the rich to the rest, via the government.
In the short run at least, the costs are being
borne to a great extent by those in the
informal/cash-intensive sectors that tend
to be less well-off than the rich. In one
sense, this could be thought of as inefficient
redistribution. So, if, subsidies have been an
inefficient way of redistributing toward the
poor, demonetization could be seen as an
inefficient way of redistributing away from
the rich.

249 Yet, at least so far, demonetization
has commanded popular support, including
and especially from those—the relatively
less well affluent—who have borne much
of the short term costs.!” The resonance of
demonetization stems from the sense that
there is not a level playing field and that
some—the rich—gain from, and game, the
system in ways that are perceived to be unfair
and illegitimate.

2.50 There are lessons here for inefficient
redistribution, and the legitimacy of the
private sector and the state that may prove
crucial as India moves along on the next
stage of its economic journey. One such is
that further reforms are not just a matter of
overcoming vested interests that obstruct
them. Broader societal shifts in underlying
ideas and vision will be critical.

2.51 Ideas rule.
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Demonetisation: To Deify or

Demonize?

03

CHAPTER

“Taka mati, mati taka (Money is mud, mud is money).”

— Ramakrishna Paramabamsa

Among all forms of mistake, prophecy is the most gratuitons.”

— George Eliot, Middlemarch

Demonetisation has been a radical, unprecedented step with short term costs and long

term benefits. The liquidity squeeze was less severe than suggested by the headlines

and has been easing since end-December 2016. A number of follow-up actions wonld

minimize the costs and maximise the benefits of demonetisation. These include: fast,

demand-driven, remonetisation; further tax reforms, including bringing land and real

estate into the GS'T, reducing tax rates and stamp duties; and acting to allay anxieties

about over-zealous tax administration. These actions wonld allow growth to return to

trend in 2017-18, following a temporary decline in 2016-17.

I. INTRODUCTION

3.1 OnNovember 8,2016, the government
announced a historic measure, with profound
implications for the economy. The two
largest denomination notes, Rs 500 and Rs
1000, were “demonetized” with immediate
effect, ceasing to be legal tender except for a
few specified purposes.! At one fell stroke,
86 percent of the cash in circulation was
thereby rendered invalid.*> These notes wete
to be deposited in the banks by December
30, 2016, while restrictions were placed on

1

cash withdrawals. In other words, restrictions
were placed on the convertibility of domestic
money and bank deposits.’

3.2 'The aim of the action was fourfold:
to curb corruption; counterfeiting; the use
of high denomination notes for terrorist
activities; and especially the accumulation
of “black money”, generated by income that
has not been declared to the tax authorities.

3.3 It followed a series of earlier efforts
to curb such illicit activities, including the
creation of the Special Investigative Team

Strictly speaking, these notes were deprived of their legal tender status, except for specified activities (such as paying
utility bills). Nevertheless, as “demonetisation” has entered the public lexicon as the term for the November 8
announcement, we shall use this term.

2«

Throughout this chapter, the terms “cash,” “currency,” “currency/cash with public” will be used interchangeably.

Converting cash into deposits was rendered difficult but was only legally restricted on December 30, 2016 under the
Specified Banknotes (Cessation of Liabilities) Ordinance.
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(SIT) in the 2014 budget; the Black Money
and Imposition of Tax Act 2015; Benami
Transactions Act 2016; the information
exchange with  Switzerland;
changes in the tax treaties with Mauritius,
Cyprus and Singapore; and the Income
Scheme.

agreement

Disclosure Demonetisation
was aimed at signalling a regime change,
emphasizing the government’s determination
to penalize illicit activities and the associated
wealth. In effect, the tax on all illicit activities,
as well as legal activities that were not
disclosed to the tax authorities, was sought

to be permanently and punitively increased.

34 India’s demonetisation is
unprecedented in international economic
history, in that it combined secrecy and
amidst economic
and political conditions. All other sudden
demonetisations have occurted in the
context of hyperinflation, wars, political
upheavals, or other extreme circumstances.
But the Indian economy had been growing
at the fastest clip in the world on the back
of stable macroeconomics and an impressive
set of reforms (Chapter 1). In such normal
circumstances, demonetisations—such as

suddenness normal

the one announced recently in Europe—
tend to be phased in gradually (See Appendix
1 for alist of cross-country episodes of both
gradual and sudden demonetisations.)

3.5 India’s action is not unprecedented
in its own economic history: there were
two previous instances of demonetisation,
in 1946 and 1978, the latter not having
any significant effect on cash as Figure 1
shows.! But the recent action had large,
albeit temporary, currency consequences.
Figure 1 shows annual percentage changes

in currency since 1953. For 2016-17, this

4

Figure 1. Growth in average currency with
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change is expected to be only 1.2 percent
year-on-year, more than 2 percentage points
lower than four previous troughs, which
averaged about 3.3 percent.’

3.6 In the wake of the Global Financial
Crisis (GFC), advanced economies have
used monetary policy to stimulate growth,
stretching its use to domains heretofore
considered heretical such as negative interest
rate policies and “helicopter drops” of money.
In fact,India has givena whole new expression
to unconventional monetary policy, with the
difference that whereas advanced economies
have focused on expanding the money
supply, India’s demonetisation has reduced
it. This policy could be considered a “reverse
helicopter drop”, or perhaps more accurately
a “helicopter hoover”.

3.7 'The public debate on demonetisation
has raised three sets of questions. First,
broader aspects of management, as reflected
in the design and implementation of the
initiative. Second, its economic impact in
the short and medium run. And, third,
its implications for the broader vision
underlying the future conduct of economic
policy. This Survey is not the forum to discuss

In 1970, a Committee headed by former Chief Justice K.N. Wanchoo, in its interim report, recommended

demonetisation of the 10, 100, and higher denomination notes to combat the scourge of black money. These

denominations accounted for 86.6 percent of the then money stock.

The average nominal GDP growth in those four previous troughs was 3.5 percent.



the first question, and the third is discussed
in Chapter 1. This chapter focuses on the
second question.

3.8 What are the background facts? What
are the analytics? What are the long-term
benefits and short-term costs? And what
policy responses going forward would
maximise benefits and minimizes costs? This
section attempts to answer these questions.
The Survey does not discuss the broader
welfare and other non-economic dimensions
(Rai, 2016). There have been reports of
job losses, declines in farm incomes, and
social disruption, especially in the informal,
cash-intensive parts of the economy but a
systematic analysis cannot be included here
due to paucity of macro-economic data.

39 A

India’s demonetisation is unprecedented,

cautionary word is in order.
representing a structural break from the
past. This means that forecasting its impact
is hazardous. The discussion that follows,
especially the attempts at quantification,
must consequently be seen as tentative and
far from definitive. History’s verdict, when
it arrives through the “foggy ruins of time,”
could surprise today’s prognostications.

II. BAckGroOUND FAcTS

3.10 To dispel confusion and sharpen
understanding of the issues, key distinctions
must be made at the outset. Cash can be
along two dimensions: its
function and its nature/origins. In terms of

understood

Demonetisation: To Deify or Demonize? 55

function, cash can be used as a medium of
exchange (for transactions) or as a store of
value like other forms of wealth such as gold
and real estate. In terms of nature, cash can
be illicit or not.

3.11 Function and nature are quite distinct
(Table 1). For example, cash used as a store
of value could be white (the savings that all
households keep for an emergency), while
cash used for transactions could be black (if
it was earned through tax evasion and/or
corruption). Moreover, categories are fluid.
Cash held as black money can be converted
to white through laundering and other
means, or by declaring it to the authorities
and paying the associated tax/penalty.

3.12 A few facts are relevant to, and have
motivated, demonetisation.

3.13 First, India’s currency to GDP ratio
has evolved in two broad phases. It declined
fairly steadily for the first decade and a half
after Independence, falling from around
12 percent in 1952-53 to about 9 percent
in 1967-68. Thereafter, the ratio appears
to have responded to the growth of the
economy. It began its upward trend in the
late 1970s when growth increased, and then
accelerated further during the growth boom
of the 2000s. This ratio declined during the
period of high inflation in the late 2000s and
early 2010s but it rebounded after 2014-15
to 12 percent when inflation declined again.
The value of high denomination notes (INR

Table 1. Dual Dimensions of Cash

Origin/nature
White Black
Function
Transactions Company pays employee salary in cash;  Small enterprise pays for input in cash;

payment and receipt are declared to tax

authorities

Store of value
emergencies

Household keeps savings in cash for

neither declares the transaction to tax
authorities

Businessman hoards undeclared cash, with
a view to distributing it to his candidate
during elections
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500 and INR 1000) relative to GDP has also
increased in line with rising living standards
(green line in the second chart of Figure 2).
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3.14 Second, India’s economy is relatively
cash-dependent, even taking account of
the fact that it is a relatively poor country.
Figure 1 plots the cash to GDP ratio against

country per capita GDP, showing that on
average the use of cash does indeed decline
with development (yellow line). India’s level
is somewhat higher than other countries in
its income group (central panel).

3.15 This might seem to suggest that some
of the cash holdings were not being used

Figure 2. Currency in Circulation, High Denomination Notes and Real GDP Growth
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for legitimate transactions, but perhaps for
other activities such as corruption.’ This
presumption is especially strong because
across the globe there is a link between
cash and nefarious activities: the higher the
amount of cash in circulation, the greater
the amount of corruption, as measured by
Transparency International (Figure 4).

3.16 In this sense, attempts to reduce the
cash in an economy could have important
long-term benefits in terms of reducing
levels of corruption. Yet India is “off the
line”, meaning that its cash in circulation is
relatively high for its level of corruption.
This suggests two possibilities. Perhaps
India’s level of corruption (or other related
pathologies) is much worse than the index
shows, so that the orange dot should really
be placed to the right. Or cash is being used
for other, presumably legitimate purposes.
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3.17 But even if high levels of cash are
needed this doesn’t mean high denominations
are needed. It is usually the case that high
value notes are associated with corruption
because they are easier to store and carry,
compared to smaller denominations or other
stores of value such as gold (Sands, 2016;
Henry, 1980; Summers, 2016; Rogoff, 2016).

3.18 How high were India’s high
denomination notes in terms of their use
for transactions relative to store of value?
Figures 5-6 shed some light. In particular,
it is useful to look at the size of the notes
relative to nominal per capita income. The
higher a note is relative to income, the less
likely it is to be used purely for transactions
purposes. In India’s case, the denomination/
income ratio has fallen sharply over the past
quarter century because incomes have been
growing rapidly relative to the prevailing

Figure 4. Cash-to-GDP Ratio and Corruption
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It is worth underscoring that although income from corruption is by definition black money, most black money

is earned through perfectly legal activities. In most cases, income becomes black solely because it has not been
declared to the tax authorities. An NIPFP report (1985) authored by Shankar Acharya and Associates discusses

these issues in greater detail.
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highest denomination notes (Figure 5).
This suggests that the high denomination
notes have become increasingly useful for
transactions over time.

3.19 This impression is confirmed by cross
country data, which show that the Rs 1,000
note was in the middle of the pack compared

to other currencies, especially those of
its peer group of lower middle-income
economies (Figure 6).

3.20 Perhaps the most conclusive evidence
on the extent to which Rs 500 and Rs 1000
notes are used for transactions comes from
data on “soil rates,” that is the rate at which

Figure 5. Highest Denomination/Income Ratio (Percent of GDP per capita)
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notes are considered to be too damaged to
use and have been returned to the central
bank. RBI data show that in India low
denomination notes have a soil rate of 33
percent per year. In contrast, the soil rate for
the Rs 500 note is 22 percent, and the Rs
1000 just 11 percent. One way to estimate
black money is to assume that all these notes
should soil at the same rate, if they were really
being used for transactions. This would yield
an estimate of money that is not used for
transactions at Rs. 7.3 lakh crores.

3.21 But this
extreme since the lower soil rates for the

assumption would be
high denomination notes could arise if
they are used in the same way, but just less
trequently because there are fewer high value
transactions.

3.22 There is a way, albeit not perfect,
to differentiate  between these two
hypotheses, by comparing Indian data to
soil rates in other countries. In principle, if
a rupee-denomination note and a foreign-
denomination note fulfill a similar transaction
function, then their soil rates should be
similar (all else equal). If the Indian soil rate is
instead lower, this suggests that a fraction of
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the notes are not being used for transactions,
but rather for storing black money.

3.23 Using relative soil rates for the US
$50 and $20 notes and applying them to
comparable Indian high denomination notes,
yields an estimate of the amount not used
for transactions, and hence potentially black,
of about Rs. 3 lakh crore. This is substantial,
as it represents about 2 percent of GDP.

ITI. ANALYTICS

3.24 Understanding the benefits and costs
of demonetisation requires spelling out the
analytics of demonetisation, which are rich
and complicated. Broadly, there will be a
number of effects, which are sketched out
schematically in Table 2 below.

3.25 Analytically, demonetisation should be
seen as comprising the following:

e a money supply contraction but only of
one type of “money”’—cash;

* a tax on unaccounted private wealth
maintained in the form of cash — black
money; and

* a tax on savings outside the formal
financial system.

Table 2. Impact of Demonetisation

Sector

Impact

Effect through end-December

Money/ interest rates Cash declined sharply

Bank deposits increased shatply

Likely longer-term effect

Cash will recover but settle at a lower
level

Deposits will decline, but probably
settle at a slightly higher level

RBUI’s balance sheet will shrink,

Financial System Savings

Corruption (underlying illicit
activities)

RBI’s balance sheet largely unchanged: return
of currency reduced the central bank’s cash
liabilities but increased its deposit liabilities to
commercial banks

Interest rates on deposits, loans, and
government securities declined; implicit rate
on cash increased

Increased

after the deadline for redeeming
outstanding notes

Loan rates could fall further, if much
of the deposit increase proves durable

Increase, to the extent that the cash-
deposit ratio falls permanently
Could decline, if incentives for
compliance improve
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Unaccounted income/ black
money (underlying activity
may or may not be illicit)

Private Wealth

Public Sector Wealth

Formalization/
digitilisation

Real estate

Broader economy

GDP

Tax collection

Uncertainty/
Credibility

Stock of black money fell, as some holders
came into the tax net

Private sector wealth declined, since some
high denomination notes were not returned
and real estate prices fell

No effect.

Digital transactions amongst new users
(RuPay/ AEPS) increased sharply; existing
users’ transactions increased in line with
historical trend

Prices declined, as wealth fell while cash
shortages impeded transactions

Job losses, decline in farm incomes, social

disruption, especially in cash-intensive sectors

Growth slowed, as demonetisation reduced

demand (cash, private wealth), supply (reduced

liquidity and working capital, and disrupted
supply chains), and increased uncertainty

Cash-intensive sectors (agriculture, real estate,

jewellery) were affected more

Recorded GDP will understate impact
on informal sector because informal

manufacturing is estimated using formal sector

indicators (Index of Industrial Production).
But over time as the economy becomes more
formalized the underestimation will decline.

Recorded GDP will also be overstated because

banking sector value added is based (inter alia)
on deposits which have surged temporarily

Income taxes rose because of increased
disclosure

Payments to local bodies and discoms
increased because demonetised notes
remained legal tender for tax payments/
clearances of arrears

Uncertainty increased, as firms and
households were unsure of the economic
impact and implications for future policy

Investment decisions and durable goods
purchases postponed

Formalization should reduce the flow
of unaccounted income

Wealth could fall further, if real estate
prices continue to decline

Government/RBI’s wealth will
increase when unreturned cash is
extinguished, reducing liabilities

Some return to cash as supply
normalises, but the now-launched
digital revolution will continue

Prices could fall further as investing
undeclared income in real estate
becomes more difficult; but tax
component could rise, especially if
GST imposed on real estate

Should gradually stabilize as the
economy is remonetized

Could be beneficial in the long
run if formalization increases and
corruption falls

Informal output could decline but
recorded GDP would increase as the
economy becomes more formalized

Indirect and corporate taxes could
decline, to the extent growth slows

Over long run, taxes should increase
as formalization expands and
compliance improves

Credibility will be strengthened if
demonetisation is accompanied by
complementary measures. Early and
full remonetisation essential. Tax
arbitrariness and harassment could
attenuate credibility



3.26 The money supply contraction effects
are discussed later as these are likely to be
transitional in nature, focusing first on the
benefits.

IV. BENEFITS
a.  Tax on black money

3.27 Perhaps the most important way to
view demonetisation is as a tax administration
measure, one designed to tax holdings of
black money. Of course, demonetisation
of large denomination notes is not exactly
the same as demonetisation of black money.
Some cash holdings were perfectly “white”,
the fruit of income upon which taxes had
either been paid or had not been applicable
in the first place (agricultural income, for
example).

3.28 Accordingly, the scheme included a
screening mechanism, aimed

“white” income from “black”. Cash holdings

separating

arising from income that had been declared
could readily be deposited at banks and
ultimately exchanged for new notes. But
those with black money faced three difficult
choices. They could:

e declare their unaccounted wealth and
pay taxes at a penalty rate;

e continue to hide it, not converting their
old notes and thereby suffering a tax rate
of 100 percent; or

* launder their black money, paying a cost
for converting the money into white.

3.29 Anecdotal evidence suggests there

was, indeed, active laundering. One
laundering mechanism seems to have been
to “re-time” the accrual of income, by
constructing receipts that made it seem as
if the black money had just been earned in

the period immediately before November

8
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8th, 2016. Such schemes might have allowed
black money to have been deposited in
bank accounts -- but only if the income was
reported and taxes paid on it. In this way,
demonetisation would have brought black
money into the tax net.

3.30 Other schemes would have required
black money holders to pay a percentage
to private intermediaries as a price for
converting it into white. For example, some
holders reportedly paid individuals to queue
up at banks to exchange or deposit money
for them. It was also widely reported that
Jan Dhan accounts witnessed a surge in
deposits during the 50-day window between
November 8 and December 30 — though the
amount of this increase was relatively small,
around Rs 42,000 crore.®

3.31 In all these cases, black money holders
still suffered a substantial loss, in taxes or
“conversion fees”. Moreover, bank accounts
are still being screened for suspicious
transactions, which means that those who
engaged in laundering run the risk of punitive
taxes and prosecution, in addition to the fees
or taxes already paid.

3.32 Meanwhile,
unreturned high denomination notes.
The December 30, 2016 Otdinance has
declared the unreturned notes as no longer

some amount of

constituting legal tender. When the grace
period expires, the RBI could declare that
these unreturned notes are no longer valid
in any way, either as legal tender or as assets
that can be exchanged for new currency.
When this occurs, the associated liability will
be extinguished, and the RBI’s net worth will
increase. In this sense, demonetisation has
effected a transfer of wealth from holders
of illicit black money to the public sector,
which can then be redeployed in various

Figure refers to increase between November 10 and December 23, 2016. See http://wwwhindustantimes.

com/india-news/jan-dhan-accounts-deposits-double-to-rs-87-000-crore-i-t-dissects-data/story-

Nf4iM7X8bynNglVo8okVaN.html
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productive ways — to retire government debt,
recapitalize banks, or even redistribute back
to the private sector.

3.33 More to the point, the amount of
unreturned high denomination notes is not
the proper measure of the amount of black
money that has been “taxed” away from
holders of illicit wealth. In addition, one
needs to add the taxes collected on money
declared under disclosure scheme (Pradhan
Mantri Garib Kalyan Yojana, PMGKY), as
well as the “taxes” paid to intermediaries
who laundered money.

b.  Tax compliance

3.34 Demonetisation  can  also  be
interpreted as a regime shift on the part of
the government. It is a demonstration of the
state’s resolve to crack down on black money,
showing that tax evasion will no longer be
tolerated or accepted as an inevitable part of
life. Since this action has commanded support
amongst the population, demonetisation
shows that black money will no longer be
tolerated by the wider public, either.

3.35 These two sanctions — financial penalty
and social condemnation — could have a
powerful and long-lasting effect on behavior,
especially if they were combined with other
incentive-compatible measures, described in
Section X. In this case, evaders might decide
in the years to come that it would be better
to pay a moderate regular tax, rather than risk
having to pay a sudden penal tax. Corruption
and compliance could be permanently

affected.

3.36 Demonetisation could also aid tax
administration in another way, by shifting
transactions out of the cash economy and
into the formal payments system. With
large denominations eliminated, households
and firms have begun to shift from cash to
electronic payment technologies.

3.37 As a result, the tax-GDP ratio, as well
as the size of the formal economy, could be
permanently higher.

C. Tax on informal savings
3.38 Beyond reducing tax  evasion,
demonetisation could have other far-

reaching effects. For example, it will channel
savings into the formal financial system.
Without doubt, much of the cash that has
been deposited in the banking system will be
taken out again, as the cash withdrawal limits
are eased and the note supply improves. But
some of the new deposits will surely remain
in the banks, where they will provide a base
for banks to provide more loans, at lower

interest rates.

3.39 In the longer-term, if demonetisation
is successful, it will reduce the equilibrium
cash-GDP and cash-deposits ratio in the
economy. This will increase financial savings
which could have a positive impact on long
run growth.

V. EARLY EVIDENCE FOR POTENTIAL
LONG-TERM BENEFITS

3.40 By definition, it is too early to quantify
the direction and magnitude of long term
changes. It will take several years to see
the impact of demonetisation on illicit
transactions, on black money, and on
financial savings. But there are some signs
pointing to change.

a.  Digitalisation

3.41 One

demonetisation is to create a less-cash

intermediate  objective  of
or cash-lite economy, as this is key to
channeling more saving channeled through
the formal financial system and improving
tax compliance. Currently, India is far away
from this objective: the Watal Committee
has recently estimated that cash accounts for



about 78 petcent of all consumer payments.’
According to Pricewaterhouse Coopers
(2015) India has a very high predominance
of consumer transactions carried out in
cash relative to other countries (accounting
for 68 percent of total transactions by value
and 98 percent by volume; Figure 7). And
there are many reasons for this situation.
Cash has many advantages: it is convenient,
accepted everywhere, and its use is costless
for ordinary people, though not of course
for society at large. Cash transactions are
also anonymous, helping to preserve privacy,
which is a virtue as long as the transactions
are not illicit or designed to evade taxation.

3.42 In contrast, digital transactions face
significant impediments. They require
special equipment, cellphones for customers
and Point-Of-Sale (POS) machines for
merchants, which will only work if there is
internet connectivity. They are also costly to
users, since e-payment firms need to recoup
their costs by imposing charges on customers,
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merchants, or both. At the same time, these
disadvantages are counterbalanced by two
cardinal virtues. Digital transactions help
bring people into the modern “wired” era.
And they bring people into the formal
economy, thereby increasing financial saving,
reducing tax evasion, and leveling the playing
field between tax-compliant and tax-evading
firms (and individuals).

3.43 Digitalisation can broadly impact
three sections of society: the poor, who
are largely outside the digital economy; the
less affluent, who are becoming part of the
digital economy having acquired Jan Dhan
accounts and RuPay cards; and the affluent,
who are fully digitally integrated via credit
cards. One simple measure that illustrates
the size of these three categories is cell
phone ownership. There are approximately
350 million people without cellphones (the
digitally excluded); 350 million with regular
“feature” phones, and 250 million with
smartphones.

Figure 7. Consumer Transactions Carried Out in Cash (%, 2015)
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3.44 In the wake of the demonetisation, the
government has taken a number of steps to
facilitate and incentivize the move to a digital
economy. These include:

e Launch of the BHIM (Bharat Interface
For Money) app for smartphones. This
is based on the new Unified Payments

(UPI) which has

inter-operability of digital transactions.

As of January 10, there had been 10

million downloads, and over 1 million

transactions had been conducted. The

250 million digital-haves can use their

smartphone to make simple and quick

Interface created

payments.'’

* Launch of BHIM USSD 2.0, a product
that allows the 350 million feature phone
users to take advantage of the UPL

e Launch of Aadhaar Merchant Pay, aimed
at the 350 million who do not have
phones. This enables anyone with just
an Aadhaar number and a bank account
to make a merchant payment using
his Aadhar
Merchant Pay will soon be integrated
into BHIM and the necessary POS
devices will soon be rolled out.

biometric identification.

* Reductions in fees (Merchant Discount
Rate) paid on digital transactions and
transactions that use the UPL There have
also been relaxations of limits on the use
of payment wallets. Tax benefits have
also been provided for to incentivize
digital transactions.

* Encouraging the adoption of POS
devices beyond the current 1.5 million,
through tariff reductions.

3.45 So far, facilities such as RuPay and
payment wallets still make up only a tiny
proportion of digital transactions, much less
overall financial transaction. For example,
RBI survey data indicates that during
December 2016 digital wallets accounted
for just Rs 95 billion in transactions and
UPI only Rs 7 billion, compared to Rs 314
billion for debit (excluding RuPay and ATM
transactions) and Rs 270 billion for credit
cards. Still, they are growing rapidly.

3.46 The impact on the digitally excluded
category can be gleaned via transactions in the
Aadhaar-Enabled Payments System (AEPS).
We find that total AEPS transactions have
been steadily rising before November 8, 2016
but have accelerated thereafter (Figure 8a).

Figure 8a. Digital Transactions (Rs crores) of Digitally Excluded

SR - I R I
¥ 8 £ 8 &8 2

—— Apperreed Tranzactons  —— Total Tansactian

/

2 ¥ 2 = 9
5 4 %8 3

Source: NPCI
Note: AEPS — Aadhaar Enabled Payment System

10" Tt has used standard interoperable UPI QR codes for metchants.



3.47 The impact on the middle category
of digitally connected can be gleaned via
Rupay transactions. Here data from the
National Payments Corporation of India
(NPCI) show that RuPay-based electronic
transactions increased by about Rs. 13,000
crore in case of POS transactions and about
Rs. 2,000 crore in e-commerce, an increase

of over 300-400 percent (Figure 8b).

3.48 The impact on the digital-haves can
be discerned from credit card and debit card
transactions excluding for RuPay cards and
ATMs that were affected by cash shortages
(Figure 8c). There appears to have been
a sharp increase of about 21 percent after
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November 8, 2016 and it remains to be
seen whether this will be sustained even as
remonetisation accelerates. Unique Payment
Interface (UPI) transactions have also soared
but from negligible initial levels.

3.49 As people have started to use such
e-payment systems, they have discovered
that it is more convenient to conduct
financial
they are finding that such transactions

activities  electronically.  And
are feasible in many more places, because
demonetisation is creating network effects:
as first movers embrace e-payments, others
find it worthwhile joining them; and as
more households participate, more firms are

Figure 8b. Daily Digital Transactions (Rs crore) of Less Affluent Consumers
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Figure 8c. Monthly Digital Transactions —
Affluent Consumers

Source: NPCI

Figure 8d. Daily Digital Transactions Using
Unified Payments Interface
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Box 1. Preventing Banks from Thwarting Inter-Operability

The success of digitalization will depend considerably on the inter-operability of the payments system. The Unified
Payments Interface (UPI) created by the NPCI is the technology platform that will be the basis for ensuring inter-
operability. But to ensure this, individual banks should facilitate not thwart inter-operability.

One way of quantifying the degree of inter-operability is to contrast the decline rate of transactions that involve the
same issuing and remitting bank (On-US transactions), on the one hand, and transactions that involve different banks
(Off-US). Based on detailed data provided by NPCI, the decline rates were calculated for Aadhar-enabled payments
(Figure 9) as of mid- Jan 2016.

Figure 9. Decline Rates for Aadhar Enabled Payments
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The figure above shows that the decline rate for Off-US transactions was nearly 56 percent, almost double that for
On-US transactions.

One plausible hypothesis for this differential is that the larger banks are declining transactions involving smaller
remitting banks while ensuring that transactions involving themselves are honored. There could be valid reasons for
this. But such problems will need to be addressed, since payments banks, telecommunications companies, and small
banks are in the vanguard of financial inclusion. So their access to the UPI platform will be critical for advancing

digitalization, especially for the poor.

participating as well. That said, the security
features of these e-payment systems will
need to inspire trust, to ensure this trend

continues.
b. Real estate

3.50 Demonetisation could have
particularly profound impact on the real
estate sector. In the past, much of the black
money accumulated was ultimately used to
evade taxes on property sales. To the extent
that black money is reduced and financial
transactions increasingly take place through
electronic means, this type of tax evasion
will also diminish. While too early to assess

whether there will be permanent effects,

Figure 10 shows that the weighted average
price of real estate in eight major cities, which
was already on a declining trend fell further
after November 8, 2016. An equilibrium
reduction in real estate prices is desirable
as it will lead to affordable housing for the
middle class, and facilitate labour mobility
across India currently impeded by high and
unaffordable rents.

VI. SHORT-TERM IMPACT

3.51 Notwithstanding its
potential, demonetisation will impose short-

long-term

term costs on the economy. Assessing the
extent of these costs remains difficult, as
sectoral data has only recently begun to



Figure 10. Real Estate Prices
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filter in. Moreover, the overall economy is so
large and diverse that extrapolating from a
few indicators is an exceptionally hazardous
venture. And above all demonetisation
represents a large structural shock so that
underlying behavioral parameters of the
past will be imperfect indicators of future
behavior and hence outcomes. Nevertheless,
an analytical framework to assess the situation
remains indispensable.

3.52 We first quantify the cash impact,
which then serves as the basis for estimating
the GDP impact.

a.  Impact on cash/money

3.53 To estimate the impact on GDP, it
is first necessary to establish the impact of
demonetisation on the supply of cash. Even to
estimate the impact that has already occurred
is not easy because the effective level of cash
in circulation during November 9-December
30, 2016 depended on the extent to which:

a) old notes were still being used for
transactions;

b) the new Rs 2000 notes were actually
liquid, in the sense that individuals
and firms could actually use them for
transactions;

¢) cash, old or new, was not returned.
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3.54 To calculate the effective cash in
circulation, we need further assumptions on

(a)-(b) above.

¢ On (a), it was assumed that 75 percent of
outstanding Rs 500 and Rs 1000 rupee
denominations continued to serve de
facto as legal tender.

e On (b), it was assumed that only 75
percent of the Rs 2000 notes were liquid
in November, improving to 85 percent
in December and 100 percent from
January onwards, as new Rs 500 notes
came increasingly into circulation."

3.55 Projecting beyond end-December is
much more straightforward, since the old
notes are no longer circulating. Instead,
the critical variable is the pace at which
new notes and their denominations can be
supplied (“remonetisation”).

3.56 Alltheseassumptions and inputslead to
estimates of effective currency in circulation
between November 8, 2016 and the end of
April, 2017. These estimates are expressed
in absolute terms as well as a percentage
of likely transactions demand. The latter is
based on underlying nominal GDP growth
as well as an assumed increase in the extent
of digitalization and equilibrium reduction in
the cash-deposits ratio, which will reduce the
transactions demand for cash going forward.
Since the transactions demand is an estimate,
we show the confidence bands around our
central estimates (Figure 11b).

3.57 The resulting figures for effective
currency in circulation are markedly different
from market perception based headline
numbers (Figure 11a).

3.58 These headline numbers suggest that
the currency decline after November 8, 2016
amounted to 62 percent by end-November,

"' Based on the nature of replenishments, Rs 2000 notes accounted for about 14 per cent, 35 pet cent and 47 pet cent

of the value of all cash in circulation 