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Preface

The epic treatise of modern economics, written by Adam Smith in 1776, was interestingly titled “An Inquiry into the
Nature and Causes of the Wealth of Nations”. With India having become the fifth largest economy in the world in
2019 and aspiring to be the third largest by 2025, it is only befitting to go back to one of the foundational questions
posed by Smith, “What causes wealth and prosperity of nations?”” The Economic Survey 2019-20 makes a humble
attempt to craft a framework of policies that can foster wealth creation in India. This inquiry is particularly critical
at this stage as India aspires to become a $5 trillion economy by 2025 — an ambitious vision that should create, as

Smith observed, “universal opulence which extends itself to the lowest ranks of the people.”

Hon’ble Prime Minister highlighted in India’s 73rd Independence Day Speech on 15" August 2019 that only when
wealth is created will wealth be distributed. Therefore, a feeling of suspicion and disrespect towards India’s wealth-
creators is ill advised. Given India’s “tryst” with Socialism, skepticism about the benefits of wealth creation is not
an accident. In this context, Team@ZEcoSurvey 2019-20 attempts to put to rest any skepticism about the benefits

accruing from a market economy, both in economic thinking and policy-making.

The Survey documents that ideas of wealth creation are rooted in India’s old and rich tradition ranging from
Kautilya’s Arthashastra to Thiruvalluvar’s Thirukural, which emphasizes ethical wealth creation as a noble human
pursuit. The Survey uses the ancient literature and contemporary evidence and to show that India’s dalliance with
Socialism — a few decades is after all ephemeral in a history of millennia — is an exception with belief in the
invisible hand of markets being the norm. Maddison (2007) provides the historical evidence that India has been
the dominant economic power globally for more than three-fourths of known economic history. Such dominance
manifests by design; not happenstance. The Survey draws on literature describing the ancient system to show that
the invisible hand of the market supported by the hand of trust led to such dominance. The growth performance of
the Indian economy and various sectors after India returned back to its roots post economic liberalisation in 1991
provides the contemporary evidence. Events from the Global Financial Crisis and the problems with the Indian
financial sector provide evidence of the need for the hand of trust to support the invisible hand. Introducing the
idea of “trust as a public good that gets enhanced with greater use”, the Survey also makes some suggestions for
enhancing this public good. The Survey’s conceptualisation of wealth creation, thus, presents a synthesis of the old
and the new, be it in the combination of ancient Indian tradition with contemporary evidence or in suggesting the
use of FinTech for our Public Sector Banks. The survey cover conveys synthesis as well, with the lavender of the

new “X 100 note” coming together with the one of older currency notes — that of Rs. 100.

The Survey identifies several levers for furthering wealth creation: entrepreneurship at the grassroots as reflected
in new firm creation in India’s districts; promote “pro-business” policies that unleash the power of competitive
markets to generate wealth as against “pro-crony” policies that may favour incumbent private interests. The Survey
makes the case that the churn created by a healthy pro-business system generates greater wealth than a static pro-
crony system. Note that the Survey contrasts two systems; the arguments are not directed at any individual or
entity. Instead, it argues for eliminating policies that undermine markets through government intervention even
where it is not necessary; integrate “Assemble in India” into “Make In India” to focus on labour-intensive exports
and thereby create jobs at large scale; efficiently scale up the banking sector to be proportionate to the size of the
Indian economy and track the health of the shadow banking sector; use privatisation to foster efficiency. Consistent
with the hand of trust supporting the invisible hand, the Survey provides careful evidence that India’s GDP growth
estimates can be trusted.

vii



Continuing the modest endeavour of Economic Survey 2018-19 to use principles of behavioural economics as
instruments of economic policy and as an easy prism to have insights about human behaviour, the Economic Survey
2019-20 presents “Thalinomics”- an attempt to relate economics to the common person using something that he or

she encounters every day — a plate of food i.e. a Thali.

We chose to continue with the popular tradition of presenting the Survey in two volumes. Volume I, which
attempts to capture ideas that encapsulate “economic freedom and wealth creation”, provides evidence based
economic analyses of recent economic developments to enable informed policymaking. Volume II reviews recent
developments in the major sectors of the economy and is supported by relevant statistical tables and data. This

would serve as the ready reckoner for the existing status and policies in a sector.

The Economic Survey attributes its existence and popularity to the collaborative effort of all Ministries and
Departments of Government of India, the prodigious resource base of the Indian Economic Service officers, valuable
inputs of researchers, consultants and think tanks both within and outside the government and the consistent support
of all officials of the Economic Division, Department of Economic Affairs. The Survey has made a sincere effort
to live up to the expectation of being an indispensable guide for following, understanding and thinking about the
Indian economy. Needless to say, the personal gratification Team@EcoSurvey gets in thinking deeply about what
is best for the Indian economy represents our ultimate reward. We hope readers share the sense of optimism with
which we present this year’s Survey.
Krishnamurthy V. Subramanian
Chief Economic Adviser

Ministry of Finance
Government of India
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Wealth Creation: The Invisible
Hand Supported by the Hand of O 1
Trust CHAPTER

QuTpQeneTsmId QUMLILIT eT&H&D @) (heTmI&HE@LD
ereuennl CHUWISHGIF Q& 6oTm)
“Wealth, the lamp unfailing, speeds to every land,
Dispersing darkness at its lord's command.”
— Thirukural, Chapter 76, verse 753.

Q&s QUM QFMIBIT CQF (5HHMIHGLD
61-.58M Falfl Slev
“Make money — there is no weapon sharper than it

to sever the pride of your foes.”
— Thirukural, Chapter 76, verse 759.

For more than three-fourths of known economic history, India has been the
dominant economic power globally. Such dominance manifested by design.
During much of India’s economic dominance, the economy relied on the invisible
hand of the market for wealth creation with the support of the hand of trust.
Specifically, the invisible hand of markets, as reflected in openness in economic
transactions, was combined with the hand of trust by appealing to ethical and
philosophical dimensions.

The Survey shows that contemporary evidence following the liberalization of
the Indian economy support the economic model advocated in our traditional
thinking. The exponential rise in Indias GDP and GDP per capita post
liberalisation coincides with wealth generation in the stock market. Similarly, the
evidence across various sectors of the economy illustrates the enormous benefits
that accrue from enabling the invisible hand of the market. Indeed, the Survey
shows clearly that sectors that were liberalized grew significantly faster than
those that remain closed. The events in the financial sector during 2011-13 and
the consequences that followed from the same illustrate the second pillar - the
need for the hand of trust to support the invisible hand.

The Survey posits that India s aspiration to become a 85 trillion economy depends
critically on strengthening the invisible hand of markets together with the hand
of trust that can support markets. The invisible hand needs to be strengthened
by promoting pro-business policies to (i) provide equal opportunities for
new entrants, enable fair competition and ease doing business, (ii) eliminate
policies that undermine markets through government intervention even where
it is not necessary, (iii) enable trade for job creation, and (iv) efficiently scale
up the banking sector to be proportionate to the size of the Indian economy.
Introducing the idea of “trust as a public good that gets enhanced with greater
use”, the Survey suggests that policies must empower transparency and effective
enforcement using data and technology to enhance this public good.
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IMPORTANCE OF WEALTH
CREATION

1.1 For more than three-fourths of known
economic history, India has been the dominant

economic power globally (Maddison, 2007).
The country has historically been a major
wealth creator and a significant contributor to

world’s GDP as shown in Figure 1.

Figure 1: Global contribution to world’s GDP by major economies from 1 AD to 2003 AD
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Source: Maddison A (2007). Note: X-axis of graph has non-linear scale, especially for 1-1500 AD, which

underestimates the dominance of India.

1.2 Economic dominance over such
long periods manifests by design, and not
by mere chance. In this context, the Survey
notes that our age-old traditions have always
commended wealth creation. While Kautilya s
Arthashastra is given as a canonical example,
wealth creation as a worthy human pursuit is
recognised by other traditional literature as
well. The Thirukural, a treatise on enriching
human life written in the form of couplets by
Tamil saint and philosopher Thiruvalluvar,
asserts in verses 753 of Chapter 76: “Wealth,
the lamp unfailing, speeds to every land;
Dispersing darkness at its lord’s command.”
In verse 759 of the same chapter, which
forms the second part of the Thirukural
called Porul Paal or the essence of material
wealth, Thiruvalluvar, declares: “Make
money — there is no weapon sharper than it
to sever the pride of your foes.” Needless to
say, Thirukural advocates wealth creation
through ethical means — an aspect that is
discussed later in this chapter. Verse 754 in

the same chapter avows: “(Wealth) yields
righteousness and joy, the wealth acquired
capably without causing any harm.”

1.3 Despite such a “rich” tradition of
emphasizing wealth creation, India deviated
from this model for several decades after
independence. However, India returned back
to these roots post economic liberalisation in
1991. The exponential rise in India’s GDP
and GDP (Figure 2a) per capita (Figure 2b)
post liberalisation coincides with wealth
generation in the stock market (Figure 3).
Sensex has not only grown after 1991, but
has grown at an accelerating pace. Whereas
crossing the first incremental 5000 points
took over 13 years from its inception in 1986,
the time taken to achieve each incremental
milestone has substantially reduced over
the years. Note that the acceleration in the
Sensex was not due to the base effect. In fact,
the higher acceleration stemmed from higher
cumulative annual growth rate (CAGR).
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Figure 2a: India’s GDP (current USS$ tn)
(1960-2018)

Figure 2b: India’s GDP per capita
(current USS) (1960-2018)
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Figure 3: Incremental months taken for Sensex to cross each 5000-point milestone
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Note: Time to cross each milestone is defined as the time elapsed between the first time the Sensex closed at the
previous milestone and the first time it closed at the present milestone. Note that milestones are based on closing
prices. Time elapsed is recorded as number of calendar days and converted to months assuming 30 days a month.

1.4  Yet, given India’s “tryst” with the entrepreneur’s wealth over a decade (31-

socialism, it is essential to emphasise its
benefits in today’s milieu. To understand
the benefits from wealth creation, we collate
the companies created by top 100 wealthy
entrepreneurs in the country as estimated
by Forbes in March 2019. After excluding
those with tainted wealth by applying
several filters, we correlate the increase in

Mar-2009 to 31-Mar-2019) with the benefits
that accrued to several other stakeholders
including employees, suppliers, government,
etc. Figure 4 shows that the wealth created
by an entrepreneur correlates strongly with
benefits that accrue to the employees working
with the entrepreneur’s firms.
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Figure 4: Wealth Creation and Salaries paid to Employees
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Source: Forbes, CMIE, Capitaline, Bloomberg and Survey calculations.

1.5 Figure 5 shows that the wealth created
by an entrepreneur correlates strongly with raw
materials procured by the entrepreneur’s firms,
which proxies the benefits that suppliers reap by
supplying raw materials to the entrepreneur’s
firms. Similarly, Figure 6 shows that the

wealth created by an entrepreneur correlates
strongly with the capital expenditures made
by the entrepreneur’s firms, which proxies
the benefits that manufacturers of capital
equipment reap by supplying such equipment
to the entrepreneur’s firms.

Figure 5: Wealth Creation and Benefits reaped by Suppliers
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Source: Forbes, CMIE, Capitaline, Bloomberg and Survey calculations.

Figure 6: Wealth Creation and Capital Expenditures
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1.6  Revenues earned in foreign exchange
enable macroeconomic stability by enabling
the country to pay for its imports and keeping
the current account deficit at manageable

levels. Figure 7 shows that the wealth creation
by entrepreneurs correlates strongly with the
foreign exchange revenues earned by the
entrepreneurs’ firms.

Figure 7: Wealth Creation and Foreign Exchange Revenues
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Source: Forbes, CMIE, Capitaline, Bloomberg and Survey calculations.

1.7 Finally, Figure 8 shows that the
wealth created by an entrepreneur helps the
country’s common citizens. Tax revenues
enable Government spending on creating
public goods and providing welfare benefits
to the citizens. We correlate the wealth
created by the entrepreneur with the direct
taxes paid. Clearly, direct taxes underestimate
the benefits accruing to the Government
because it does not include the indirect taxes

paid by the entrepreneur’s firms, the direct
taxes paid by the employees or the suppliers.
Yet, as a proxy for the benefits accruing to
the citizens through spending of tax revenues
by the Government, this figure captures the
benefits accruing to the country’s common
citizens. Therefore, the strong correlation of
wealth creation by entrepreneurs to the taxes
paid represents another important benefit to
society from wealth creation.

Figure 8: Wealth Creation and Direct Tax Inflows
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WEALTH CREATION THROUGH

THE INVISIBLE HAND OF
MARKETS
1.8  Wealth creation happens in an

economy when the right policy choices are
pursued. For instance, wealth creation and
economic development in several advanced
economies has been guided by Adam Smith’s
philosophy of the invisible hand. Despite the
dalliance with socialism — four decades is but
an ephemeral period in a history of millennia
— India has embraced the market model that
represents our traditional legacy. However,
scepticism about the benefits accruing from
a market economy still persists. This is not
an accident as our tryst with socialism for
several decades’ makes most Indians believe
that Indian economic thought conflicts with
an economic model relying on the invisible
hand of the market economy. However, this
belief is far from the truth.

1.9 In fact, our traditional economic
thinking has always emphasized enabling
markets and eliminating obstacles to
economic activity. As far as half-a-century
back, Spengler (1971) wrote that Kautilya
postulated the role of prices in an economy.
Kautilya (p. 149) averred, “The root of wealth
is economic activity and lack of it brings
material distress. In the absence of fruitful
economic activity, both current prosperity and
future growth are in danger of destruction.
A king can achieve the desired objectives
and abundance of riches by undertaking
productive  economic activity (1.19)”.
Kautilya advocates economic freedom by
asking the King to “remove all obstructions
to economic activity” (Sihag, 2016).

1.10 A key contributor to ancient India’s
prosperity was internal and external trade.
Two major highways Uttarapatha (the
Northern Road) and Dakshinapatha (the
Southern Road) and its subsidiary roads
connected the sub-continent. Meanwhile,

ports along India’s long coastline traded with
Egypt, Rome, Greece, Persia and the Arabs
to the west, and with China, Japan and South
East Asia to the east (Sanyal, 2016). Much of
this trade was carried out by large corporatized
guilds akin to today’s multinationals and were
funded by temple-banks. Thus, commerce
and the pursuit of prosperity is an intrinsic
part of Indian civilizational ethos.

1.11  Much before the time period that
Maddison (2007) analyses, a stakeholders-
model existed in India as is discernible
in  Arthashastra in which entrepreneurs,
workers and consumers share prosperity
(Deodhar, 2018). Arthashastra as a treatise
on economic policy was deeply influential
in the functioning of the economy until the
12th century (Olivelle, 2013). During much
of India’s economic dominance, the economy
relied on the invisible hand of the market.

1.12  Aswealth creation happens by design,
the overarching theme of Economic survey
2019-20 is wealth creation and the policy
choices that enable the same. At its core,
policies seek to maximize social welfare
under a set of resource constraints. Resource
constraints force policymakers to focus on
efficiency, which more output to be produced
from given resources such as land, human
resources and capital, or, the same output for
less resource use.

1.13  The evidence since 1991 shows
that enabling the invisible hand of markets,
i.e., increasing economic openness, has a
huge impact in enhancing wealth both in
the aggregate and within sectors. Indeed,
the evidence presented below shows clearly
that sectors that were liberalized grew
significantly faster than those that remain
closed. This is not surprising as the market
economy is based on the principle that
optimal allocation of resources occurs when
citizens are able to exercise free choice in
the products or services they want. Figure
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9 shows how credit in the banking sector
expanded at much higher rates after the
sector was opened for competition through
licenses granted to private sector banks. As
competition expanded the banking choices
available to citizens, the sector experienced
strong growth. Figure 10 shows a similar
effect in the mutual funds sector following
its opening up to competition in 2003. In
Figures 11-14, we examine growth in an open
sector, which is defined as one where citizens
can choose among many different producers,
vis-a-vis a closed sector, where the citizen
cannot exercise this choice. Figure 11 shows

the growth in the cargo volumes in an open
sector (small ports) versus a closed sector
(large ports). Figure 12 shows the same
for open sectors such as cement and steel
versus a closed sector such as coal. Figures
13 and 14 show the growth in freight and
passenger traffic in an open sector (roads)
when compared to a closed sector (railways).
Across Figures 11-14, we see that growth has
been significantly greater in the open sector
than in the closed sector. Figures 9-14 thus
highlight the positive impact of enabling
economic choice for citizens in the economy.

Figure 9: Increase in domestic credit to GDP after entry of private sector banks
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Source: World Bank WDI and Survey calculations.

Figure 10: Growth in mutual funds sector after opening up in 2003
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Figure 11: Growth in the ports sector: open (minor ports) versus closed (major ports)
Cumulative Annual Growth rates
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Figure 12: Annual growth rates in open sectors (steel and cement) versus closed sector (coal)
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Figure 13: Growth in freight traffic across open sector (roads) and closed sector
(railways)
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Figure 14: Growth in passenger traffic across open sector (roads) and closed sector (railways)
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THE INSTRUMENTS
WEALTH CREATION

FOR

1.14  Asarguedabove, enhancing efficiency
is crucial for wealth creation. A key dimension
of efficiency pertains to opportunity. Equal
opportunity for new entrants is important

because, as the survey shows in Chapter 2
(Entrepreneurship and Wealth Creation at
the grassroots), a 10 per cent increase in new
firms in a district yields a 1.8 per cent increase
in Gross Domestic District Product (GDDP).
This effect manifests consistently both across
districts as shown in Figure 15a and across
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regions as shown in Figure 16. This impact
of new firm creation on district-level GDP
demonstrates that grassroots entrepreneurship
is not just driven by necessity. Figure 15b, in
fact, clearly demonstrates that, though the
peninsular states dominate entry of new firms,
enterpreneurship is dispersed across India
and is not restricted just to a few metropolitan
cities. The chapter shows using data from
World Bank's enterpreneurship data that new

Figure 15a: Estimation of the Impact of
Entrepreneurial Activity on GDDP

firm creation has gone up dramatically since
2014. While the number of new firms grew
at a cumulative annual growth rate of 3.8 per
cent from 2006-2014, the growth rate from
2014 to 2018 has been 12.2 per cent. As a
result, from about 70,000 new firms created
in 2014, the number has grown by about
80 per cent to about 1,24,000 new firms in
2018. Equal opportunity for new entrants in
entrepreneurship enables efficient resource

Figure 15b: Distribution of New Firms
across Districts
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Figure 16: Impact across regions of new firm creation on District level GDP after 3 years
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allocation and utilization, facilitates job
growth, promotes trade growth and consumer
surplus through greater product variety, and
increases the overall boundaries of economic
activity.

1.15 A key dimension of opportunity
pertains to that between new entrants and
incumbents. While incumbents are likely to be
powerful, influential, and have a voice that is
heard in the corridors of power, new entrants
are unlikely to possess these advantages. Yet,
new entrants bring path-breaking ideas and
innovation that not only help the economy
directly but also indirectly by keeping the
incumbents on their toes. Therefore, the
vibrancy of economic opportunities is defined
by the extent to which the economy enables
fair competition, which corresponds to a
“pro-business” economy. This is in contrast
to the influence of incumbents in extracting
rents from their incumbency and proximity
to the corridors of power, which corresponds
to “pro-crony” economy. It is crucial in this
taxonomy to relate the term “pro-business” to
correspond to an economy that enables fair
competition for every economic participant.
Given this backdrop, do new entrants have
equal opportunity of wealth creation as
the incumbents? Chapter 3 (Pro-business
versus pro-crony) presents evidence on how
efficient the Indian economy has been in
terms of opportunity for new entrants against
established players for wealth -creation.
Economic events since 1991 provide
powerful evidence that supports providing
equal opportunity for new entrants to
unleash the power of competitive markets to
generate wealth. India’s aspiration to become
a $5 trillion economy depends critically on
promoting pro-business policies that provide
equal opportunities for new entrants. The
Survey makes the case that the churn create
by a healthy pro-business system generates
greater wealth than a static pro-crony system.
Note that the Survey contrasts two systems;

the arguments are not directed at any
individual or entity.

1.16  Greater wealth creation in a market
economy enhances welfare for all citizens.
Chapter 3 of the Survey presents evidence
of wealth creation in the economy post-
liberalisation. For instance, the Sensex
reached the 5,000 mark for the first time in
1999 from its base of 100 points in 1978.
It was less than 1,000 points in early 1991
when India moved to a market economy
from a command economy. Since then, the
market capitalization based index has seen
unprecedented growth as shown in Figure 3.
This unprecedented growth after 1999 can be
divided into three phases. Phase I from 1999
to 2007 saw acceleration in the growth of
the Sensex, with each successive 5000-point
mark taking lesser and lesser time to achieve.
Phase II from 2007 to 2014 saw a slowdown
in the index’s growth. Phase I1I began in 2014
and saw a revival in response to structural
reforms. Strikingly, in this phase, the Sensex
jumped from the 30,000 mark to the 40,000
mark in just two years. As the CAGR shown in
Figure 3 depict clearly, the acceleration in the
Sensex was not due to the base effect. In fact,
the higher acceleration stemmed from higher
CAGR. Thus, there has been unprecedented
wealth creation in the economy since 1991.

1.17 The freedom to choose is best
expressed in an economy through the market
where buyers and sellers come together and
strike a bargain via a price mechanism. Where
scarcity prevails and choice between one
use of scarce resources and another must be
made, the market offers the best mechanism
to resolve the choice among competing
opportunities. This principle is fundamental
to a market economy. The command and
control approach contends that the price of
a good should be regulated. Our economy
still has some of the regulatory relics of the
pre-liberalisation era. The survey provides
evidence in Chapter 4 (Undermining
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Markets: When Government Intervention
Hurts More Than It Helps) that government
intervention hurts more than it helps in the
efficient functioning of markets. For instance,
in the pharmaceutical industry, government
regulated formulation prices increase more
than unregulated formulations. Moreover,
the supply of unregulated formulations is
more than that of regulated formulations.
Government interventions often times
lead to unintended consequences such as
price increases, when compared to markets
that are unregulated. Unlike in command
economies where prices are determined by
the government, in a market economy, price
of a good is determined by the interaction of
the forces of supply and demand. The survey
finds that unshackling the economic freedom
for markets augments wealth creation.

1.18  Yet another dimension of efficiency
concerns allocation of resources to ensure
their optimal use. Since resources are limited,
a nation has to make choices. For example,
given its demographic dividend, should
India focus on labour-intensive industries
or on capital intensive industries? Chapter 5
(Creating Jobs and Growth by Specializing
to Exports in Network Products) answers this
question to lay out a clear-headed strategy
for creating crores of jobs through our export
policies. The survey finds that by integrating
“Assemble in India for the world” into Make
in India, India can create 4 crore well-paid
jobs by 2025 and 8 crore by 2030. Our trade
policy must be an enabler because growth in
exports provides a much-needed pathway for
job creation in India.

1.19  Asdiscussed in Chapter 6 (Improving
Ease of Doing Business in India), the ease of
doing business has increased substantially in
the last five years from reforms that provided
greater economic freedom. India made a
substantial leap forward in The World Bank’s
Doing Business rankings from 142 in 2014
to 63 in 2019. The Doing Business 2020

report has recognized India as one of the ten
economies that have improved the most.

1.20  Yet, the pace of reforms in enabling
ease of doing business need to be enhanced
so that India can be ranked within the top 50
economies on this metric. India continues to
trail in parameters such as Ease of Starting
Business, Registering Property, Paying
Taxes, and Enforcing Contracts. Chapter 6
identifies the most crucial issues plaguing
India’s performance beyond the approach
taken by the World Bank’s surveys. It also
demonstrates the specific points in the supply-
chain of exports and imports that experience
inordinate delays and blockages. Although,
the Authorized Economic Operators Scheme
has smoothed the process for registered
electronics exporters/importers, much more
needs to be done. A holistic assessment and
a sustained effort to ease business regulations
and provide an environment for businesses to
flourish would be a key structural reform that
would enable India to grow at a sustained rate
of 8-10 per cent per annum. This requires a
nuts-and-bolts approach of feedback loops,
monitoring and continuous adjustment.

1.21 An efficient financial sector is
extremely crucial for enhancing efficiency in
the economy. Historically, in the last 50 years,
the top-five economies have always been ably
supported by their banks. The support of the
U.S. Banking system in making the U.S. an
economic superpower is well documented.
Similarly, in the eighties during the heydays
of the Japanese economy, Japan had 15
of the top 25 largest banks then. In recent
times, as China has emerged as an economic
superpower, it has been ably supported by its
banks—the top four largest banks globally
are all Chinese banks. The largest bank in the
world—Industrial and Commercial Bank of
China—is nearly two times as big as the 5th
or 6th largest bank, which are Japanese and
American banks respectively.
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1.22  Chapter 7 (Golden Jubilee of Bank
Nationalisation: Taking Stock) shows that
India’s banking sector is disproportionately
under-developed given the size of its
economy. For instance, India has only one
bank in the global top 100 — same as countries
that are a fraction of its size: Finland (about
1/11th), Denmark (1/8th), Norway (1/7th),
Austria (about 1/7th), and Belgium (about
1/6th). Countries like Sweden (1/6th) and
Singapore (1/8th) have thrice the number
of global banks as India. A large economy
needs an efficient banking sector to support
its growth. As PSBs account for 70 per cent
of the market share in Indian banking, the
onus of supporting the Indian economy and
fostering its economic development falls on
them. Yet, on every performance parameter,
PSBs are inefficient compared to their peer
groups. The chapter suggests some solutions
that can make PSBs more efficient so that
they are able to adeptly support the nation
in creating wealth commensurate with a $5
trillion economy.

1.23  The shadow banking sector, which
has grown significantly in India, accounts
for a significant proportion of financial
intermediation especially in those segments
where the traditional banking sector is unable
to penetrate. Chapter 8 (Financial Fragility

13

in the NBFC Sector) constructs a diagnostic
to track the health of the shadow banking
sector and thereby monitor systemic risk in
the financial sector.

1.24  Chapter 9 (Privatization and Wealth
Creation) uses the change in performance of
Central Public Sector Enterprises (CPSEs)
after privatization to show the significant
efficiency gains that are obtained when the
private sector runs businesses instead of the
government. Figure 17 provides a compelling
illustration using the announcement of
the privatisation of Bharat Petroleum
Corporation Limited (BPCL) by comparing
to its peer Hindustan Petroleum Corporation
Limited (HPCL). We focus on the difference
in BPCL and HPCL prices from September
2019 onwards when the first news of BPCL’s
privatization appeared.! The comparison of
BPCL with HPCL ensures that the effect of
any broad movements in the stock market or
in the oil industry is netted out. We note in
Figure 17 that the stock prices of HPCL and
BPCL moved synchronously till September.
However, the divergence in their stock prices
started post the announcement of BPCL’s
disinvestment. The increase in the stock price
of BPCL when compared to the change in the
price of HPCL over the same period translates
into an increase in the value of shareholders’

Figure 17: Comparison of Stock Prices of BPCL and HPCL
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equity of BPCL of around X 33,000 crore. As
there was no reported change in the values
of other stakeholders, including employees
and lenders, during this time, the ¥ 33,000
crore increase translates into an unambiguous
increase in the BPCL’s overall firm value,
and thereby an increase in national wealth by
the same amount.

1.25 The analysis in this chapter reveals
that key financial indicators such as net worth,
net profit and return on assets of the privatized
CPSEs, on an average, have increased
significantly in the post-privatization period
compared to the peer firms. This improved
performance holds true for each CPSE taken
individually as well.

1.26  The ultimate measure of wealth in a
country is the GDP of the country. As investors
deciding to invest in an economy care for the
country’s GDP growth, uncertainty about its
magnitude can affect investment. Therefore,
the recent debate about India’s GDP growth
rates following the revision in India’s GDP
estimation methodology in 2011 assumes
significance, especially given the recent
slowdown in the growth rate. Using careful
statistical and econometric analysis that
does justice to the importance of this issue,
Chapter 10 (Is Indias GDP Growth Rate
Overstated? No!) finds no evidence of mis-
estimation of India’s GDP growth. Consistent
with the hand of trust supporting the invisible
hand, the Survey provides careful evidence
that India’s GDP growth estimates can be
trusted.

1.27  Wealth creation in the economy must
ultimately enhance the livelihood of the
common person by providing him/her greater
purchasing power to buy goods and services.
A plate of nutritious food for the common
man — a Thali — is a basic item that every
person encounters every day. Therefore,
there cannot be a better way to communicate

whether or not economic policies make the
common man better off than quantifying
what he/she pays for a Thali every day.
Chapter 11 (Thalinomics: The Economics of
a Plate of Food in India) constructs an index
of Thali prices across around 80 centres in 25
States/UTs in India from April 2006 to March
2019. The survey presents evidence in using
an elementary indicator of price stability—a
Thali— that a nourishing plate of food has
become more affordable for a common man
now.

1.28  This chapter aims to relate economics
to the common person. Through the chapter
on the “Behavioural Economics of Nudge”,
the Economic Survey 2018-19 made a
humble attempt to understand humans as
humans, not self-interested automatons,
so that the common person can relate to
his/her idiosyncrasies and use that easy
prism to understand behavioural change
as an instrument of economic policy. The
Economic Survey 2019-20 continue this
modest endeavour of relating economics to
the common person using something that he
or she encounters every day — a plate of food.

THE BREAKDOWN OF TRUST
IN THE EARLY YEARS OF THIS
MILLENNIUM

1.29 In a market economy too, there
is need for state to ensure a moral hand
to support the invisible hand. As Sandel
(2012) argues, markets are liable to debase
ethics in the pursuit of profits at all cost.
Trust contributes positively to access of
both formal and informal financing (Guiso
et al., 2004). Ancient philosophers consider
trust as an important element in a society
and postulated® that trust can be furthered
by appealing to ethical and philosophical
dimensions. Along these lines, the Survey
introduces “trust as a public good that gets
enhanced with greater use” (see Box 1). As

2 See Gneezy Rustichini (2000a, 2000b), Gneezy, Meier, and Rey-Biel (2011), Meier (2000a, 2000b) for economic research on intrinsic

motivation.
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Box 1 explains, philosophers such as Aristotle
and Confucius (implicitly) viewed trust as a
public good by explaining that “good laws
make good citizens.”

1.30  Inthe contemporary context, Zingales
(2011) and Sapienza and Zingales (2012)
highlight that the Global Financial Crisis
represented a glaring instance of the failure of
trust in a market economy. Closer home, the
events around 2011 paint a similar picture.

1.31 The corruption perception index,
which Transparency International tracks
across countries, shows India at its lowest
point in recent years in 2011. Since 2013,
India has improved significantly on this
index (Figure 18). The phenomenon of

15

trust deficit that developed in India during
this period is also reflected in many other
measures. As the survey shows in Chapter 4,
prior to 2011, cronyism paid a firm and its
shareholders. The index of “connected” firms
- as defined and constructed by Ambit Capital
consistently outperformed the BSE 500 index
as shown in Figure 19. “Connected” firms
however have consistantly underperformed
the BSE 500 index post 2011. Chapter 4 also
demonstrates how the discretionary allocation
of natural resources before 2014 led to rent
seeking by beneficiaries. In contrast, the
competitive auction of natural resources after
2014 eliminated opportunities for such rent
seeking.

Figure 18: Corruption Perceptions Index for India (low score = higher perceived corruption)
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Figure 19: Investor wealth generated by "connected' firms before and after 2011
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Box 1: Trust as a public good: Aristotle and Kautilya vs. Machiavelli

The Survey introduces the idea of “trust as a public good that gets enhanced with greater use”.
Trust can be conceptualized as a public good with the characteristics of non-excludability i.e., the
citizens can enjoy its benefits at no explicit financial cost. Trust also has the characteristics of non-
rival consumption i.e., the marginal cost of supplying this public good to an extra citizen is zero. It
is also non-rejectable i.e., collective supply for all citizens means that it cannot be rejected. Unlike
other public goods, trust grows with repeated use and therefore takes time to build (Gambetta, 1998).
Lack of trust represents an externality where decision makers are not responsible for some of the
consequences of their actions.

Given the importance of trust in an economy, one might reasonably expect economic theory to address
it, especially in the literature on transaction cost economics or incomplete contracts. However, this is
not the case. Nobel laureate Oliver Williamson who specializes in transaction cost economics plainly
states that there is no such thing as trust within economic activity: ‘It is redundant at best and can be
misleading to use the term “trust” to describe commercial exchange for which cost-effective safeguards
have been devised in support of more efficient exchange. Calculative trust is a contradiction in terms’
(Williamson, 1993, p. 463). Williamson does concede that there is a role of calculative co-operation
based on incentives and governance structures: ‘Machiavellian grabbing is not implied if economic
agents have a more far-sighted understanding of the economic relations of which they are a part than
myopic Machiavellianism ascribes to them’ (Williamson, 1993, p. 474). He argues that calculative co-
operation is more likely when agents have longer time horizons, which is also true for trust.

Equally, one would expect trust to be addressed in the incomplete contracts literature. The incomplete
contracting paradigm was pioneered by Nobel laureate Oliver Hart with his co-authors Sanford
Grossman, and John Moore. They argue that contracts cannot specify what is to be done in every
possible contingency. So, it is reasonable to expect trust as a concept to be addressed in such a
paradigm because economic agents will only risk entering into incomplete contracts if they trust their
counterparts to adapt to unexpected outcomes in a manner that respects a fair division of economic
returns. However, while the incomplete contracting literature analyses self-enforcing implicit contracts
where myopic behaviour, i.e. opportunism, is restricted by concern for calculative, yet long-term,
interest of either party (Baker et al. 1998).

In contrast to the transaction cost or incomplete contracting paradigm, individuals not only have
material needs but also needs of self-esteem and self-actualization (Maslow, 1943). This view of
humans relates directly to Benabou and Tirole (2006)’s schema, where people take actions to signal
to themselves who they are. People’s self-esteem needs could inter alia stem from their intrinsic
motivation to be “trustworthy.”

This contrast between modern economic theory’s view of people as “knaves” derives from the view
of humans that Machiavelli and Hume present. Hume (1964) for instance posits: “Every man ought
to be supposed to be a knave and to have no other end, in all his actions, then in his private interest.
By this interest we must govern him, and, by means of it, make him, notwithstanding his insatiable
avarice and ambition, cooperate to public good.” Economic policy today largely proceeds according
to Hume’s maxim.

Yet, Aristotle’s view is in stark contrast to that of Hume or Machiavelli. Aristotle holds that “good
laws make good citizens,” by inculcating habits and social virtue. Confucius advices government that
“Guide them with government orders, regulate them with penalties, and the people will seek to evade
the law and be without shame. Guide them with virtue, regulate them with ritual, and they will have a
sense of shame and become upright.” People become “upright” when guided by “virtue” and regulated
by “ritual” rather than by orders and penalties.
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Kautilya is often presented as the Machiavelli of India. This is derived from a partial reading of
the Arthashastra based on selectively quoting sections on spies and internal/external security. The
Arthashastra literally means “The Treatise on Wealth” and it extensively discusses issues ranging from
urban governance to tax administration and commerce. The book explicitly presents its intellectual
framework right in the beginning by stating that good governance is based on the following branches
of knowledge: Varta (economic policy), Dandaneeti (law and enforcement), Anvikshiki (philosophical
and ethical framework) and Trayi (cultural context). The importance of Anvikshiki in Kautilya’s
writings is often ignored but is critical to understanding his worldview. Interestingly this mirrors
Adam Smith who did not just advocate the “invisible hand” but equally the importance of “mutual
sympathy” (i.e. trust). The same idea is reflected in the writings of Friedrich Hayek, who advocated
not only economic freedom but also a set of general rules and social norms that applies evenly to
everyone.

Aristotle’s, Confucius’ and Kautilya’s notions may seem quaint in a 21st century worshipping
self-interested greed. Yet, the events leading to and following the Global Financial Crisis clearly
demonstrate that the intrinsic motivation to be “trustworthy” can generate trust as a public good while
the intrinsic motivation of uninhibited greed can debase the same public good of trust. For instance,
see Zingales (2011) and Sapienza and Zingales (2012) for the view that the Global Financial Crisis
represented a glaring instance of the failure of trust in a market economy.

Figure 20: Proportion of Corporate Loan in Indian Non-Food Credit
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Loan defaults

1.32 The Survey presents evidence in
Chapter 4 of large corporations wilfully
defaulting on their loans; further, such
wilful defaults correlated with the use of
related party transactions and the lack of
disclosure on the same. This phenomenon of
credit boom and bust manifested during the
unprecedented and disproportionate growth
in corporate credit between September 2007
and September 2013 as shown in Figure 20

and the subsequent decline following 2013.
Figure 21 shows that the rates of default
were the highest with larger loans (above
%100 crores).

Audit failures

1.33  Just as farmers burning the stubble
create negative externalities for all citizens
through the contaminated air, when a
corporate intentionally misreports financial
information, it harms investors by creating
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Figure 21: Non-Performing Asset (NPA) Rate by Size of the Loan

19.0% "
06 | e

15.0%
13.0%
11.0%

9.0%

7.0%

Jun'17 Sep'l7 Dec'17 Mar'18 Jun'18 Sep'18 Dec'18 Mar'19 Jun'19
@ MICRO ( Less The INR 1 cr) == = SME(INR 1-25 cr)
>« MID(INR 25-100 cr) ~ eeeee LARGE(INR 100 cr Plus)

Source: TransUnion Cibil-Sidbi

a negative externality of low trust for all
domestic and international investors in
the financials of firms in the economy.
Lenders including other financial system
intermediaries and economy at large suffer
the negative externality created by the
malpractices of a few.

1.34  Relatedly, when a corporate wilfully
defaults on its loans, it harms its bank and
creates negative externality to all other
corporates as they get lesser supply of
credit because of lack of trust. As can be

seen from Figure 20, the proportion of
corporate loans in non-food credit has
fallen since September 2013 after showing a
disproportionate increase for six years from
September 2007. As discussed in the section
on wilful defaulters in Chapter 4 of the
Survey, due to the opportunistic behaviour
of a few unscrupulous promoters, all other
firms bear the cost through a higher credit
spread stemming from the greater risk. The
free-rider problem resulting in higher credit
spread incentivises even more corporates to
wilfully default on their loan obligations.

Figure 22: Accounting quality scores of large defaulters
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Figure 23: Leading and Lagging Indicators disclosed in financial
statements by large defaulters
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1.35 The common thread of opportunistic
behaviour of a few unscrupulous promoters
runs across both financial misreporting and
wilful defaults. In June 2017, the Reserve
Bank of India (RBI) identified twelve
companies constituting 25 per cent of
India’s total Non-Performing Assets (NPAs).
As shown in Figure 22, the accounting
quality of the large listed NPAs and a few
wilful defaulters is much below the median
accounting quality of other similar listed
corporates in 2012, 2013 and 2014. Chapter
6 provides evidence that Public Sector Banks
have a much greater proportion of NPAs as
compared to New Private Sector Banks. In
effect, wilful defaulters have siphoned off
tax-payers money.

1.36  Similarly, there has been a market
failure in the trust that auditors examine the
accounting numbers of their clients reliably.
The survey analysed the annual reports of
the large listed NPAs and wilful defaulters
to check if the auditors had purposely
obfuscated material disclosures that are

leading or lagging indicators of stress or
impending default. These indicators should
have been ideally flagged by the auditors.
The leading indicators are shown in Table 1
and the lagging indicators in Table 2.

1.37 As can be seen from Figure 23,
out of the twelve large defaulters, one of
them had just one indicator disclosed with
most others having three to four indicators
disclosed of the eight leading and lagging
indicators. Thus, a market failure of trust
happened around 2011-13 due to a few
large unscrupulous promoters. This created
large Non-Performing Assets (NPAs) in
the banking system, especially for Public
Sector Banks (PSBs). The market failure of
trust percolated to a couple of major Non-
Banking Financial Companies (NBFCs). As
investors in Liquid Debt Mutual Funds ran
collectively to redeem their investments, it
triggered panic across the entire gamut of
NBFC-financiers, thereby causing a crisis
in the NBFC sector. As mentioned above,
Chapter 7 describes this phenomenon.



20 | Economic Survey 2019-20  Volume 1

Table 1: Leading indicators of stress or impending default

Leading Indicator Description

® Severe pressure on company’s operational cash flow.
® Decline in turnover and operating margin.

® Non adherence to contractual obligation.

® Non-reconciled/mismatch in bank accounts.

Issues in performance of business

® Material weakness in internal controls.
Weakness in internal controls ® No internal audit department.
® Manual intervention in operations.

® [ssues raised under secretarial audit relating to non-

Non-compliance of provisions of compliance of provision of Companies Act (2013), Rules,

Companies Act . s
P Regulations and Guidelines.
® Qualified opinion in the audit report.
Qualified/Disclaimer of audit ® Disclaimer of opinion due to inability to obtain sufficient
opinion appropriate audit evidence to provide a basis for an audit

opinion.

® Default in repayment of loans (principal and interest) to banks,
Excess managerial remuneration  financial institutions and debenture holders.
® Loans classified as NPA by the lenders.

Table 2: Lagging indicators of stress or impending default

Lagging Indicator Description

® Default in repayment of loans (principal and interest) to banks,

Default in repayment of .
4 pay financial institutions and debenture holders.

borrowings .
£ ® Loans classified as NPA by the lenders.
No/insufficient provisioning for:
® Recoverability of loans/ corporate guarantee extended to
Insufficient provisioning/ related parties.
impairment loss ® Recoverability of investments made in related parties.

® [ ack of balance confirmation from debtors.
¢ [ong outstanding loans and advances.

® Accumulated losses resulting in erosion of net worth.
® Current liabilities in excess of current assets.
Going concern issue ® Recurring losses/Cash losses.
® Negative net worth.
® Suspension of primary business activity.
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Enabling Trust: Avoiding policies that
crowd out intrinsic motivation

1.38 As in the case of the Global
Financial Crisis, the events of 2011-13
and the consequences that have followed
have created a trust deficit in the economy.
This needs to be set right, even while
acknowledging that trust takes time to
rebuild. Our tradition celebrates wealth
creators as auspicious elements of the
economy. But, as Thiruvalluvar mentions
clearly, it can happen only if wealth is made
ethically.

Q&FLILILD 2 6mL_LI6U6TT 4&55Eh SFlemgeailsrm
61685 5M CHMLL 2 ML &&I.

“The just man's wealth unwasting
shall endure,
And to his race a lasting joy ensure.”
— Thirukural, Chapter 12, verse 112.

1.39  Trustis the glue that has traditionally
bound our economy and is an important
ingredient in our recipe of economic
well-being. Trust is a vital ingredient in
the functioning of banking and financial
markets as well. If there is high trust,
economic activity can flourish despite
the increased potential for opportunism.
However, just because trust is functionally
useful to an economy does not mean that it
will necessarily arise. We need to identify
the factors that underlie opportunistic
behaviour and consider processes that
facilitate trust creation since there has been
a market failure of this public good around
2011-13 and the consequences that followed
these events.

1.40 As Sandel (2012) postulates, good
behaviour that stems purely from intrinsic
motivation represents a crucial complement
to the effective functioning of the market
economy. In other words, the invisible hand
of the market needs the supporting hand of
trust. In this context, policy makers need to

recognise that under-provisioning of public
goods such as trust is often the result of lack
of reward and recognition for good behaviour
stemming purely from intrinsic motivation.
When banks recognise corporates who pay
their interest and principal in time in non-
monetary ways, this enables the intrinsic
motivation to get strengthened. Such gestures
should not be accompanied by economic
incentives such as greater credit limits or
reduction in interest for award winners,
otherwise the award-winning behaviour in the
short-term may be perceived as ingratiation
for better future credit availability i.e., future
economic gains.

Reducing Information Asymmetry

1.41 Animportantfactorthatincreasesthe
potential for opportunism in any economic
exchange is information asymmetry. Such
opportunism can be remedied increasingly
through standardising enforcement systems
and public databases. For instance, in the
case of wilful defaults pre-2014, inability
to access relevant borrower data was a
key driver of information asymmetry.
This aspect of access of credit information
for corporate borrowers has improved
considerably in the last five years. It can
be argued that if the Indian economy had
the data infrastructure such as CRILC
(Central Repository of Information on large
Corporates) during the in pre-2014 credit
boom, the extent of systemic NPAs may
have been lower. This information would
have alerted lenders to limit exposures to
corporates who have been tagged as NPA
by another bank or NBFC. This information
availability would have reduced NPAs in
the entire banking system considerably
because when a borrower defaults with
one lender, other lenders can contractually
tag their loan too as a default and therefore
recall the loan. This is possible because
all corporate loan documents have cross-
default clauses. This would have limited
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incremental exposure of other banks who
were not aware that at least one other
financial institution had tagged a loan as
an NPA. Such public databases remove
information asymmetry considerably.

1.42  Figure 24 shows that the information
sharing among lenders on NPAs was minimal
as of 2014. While this information sharing
was better among PSBs than NPBs, about
a quarter of accounts that were declared
as NPAs by other banks were classified as
NPA in the bank’s account. This proportion
has increased dramatically to reach 95 per
cent in just a few years. This has decreased
the potential for opportunism and should
enable greater trust in lending activities of
financial institutions.

1.43 A related issue is the tagging of
default as wilful or genuine. In the banking
sector, informational availability issues
has been solved by shared databases and
attribution problems between distressed
defaulters and wilful defaulters have
been solved by making the list of wilful
defaulters public. Such naming and
shaming of wilful defaulters has made such
offenders subject to economic sanction in
the form of downright unavailability of
credit from the banking sector.

Enhancing quality of supervision

1.44 The government needs to support
the hand of trust by being a good referece
of the economy. The referee’s job is to not
just report but also detect opportunistic
behaviour if people are not playing by the
rules. Like wilful defaults, malpractices
such as financial mis-reporting and
market manipulation needs to be detected
early because these are termites that eat
away investor’s faith in financial markets,
diminishes portfolio investments and
crowd-out important national investments.

It scares away scrupulous and law-abiding
market participants. It is a scourge that
drives away investments and therefore
jobs in the economy. To fittingly celebrate
wealth creators who make wealth ethically,
itis of utmost importance that our financial
markets are fair and transparent. In this,
the state’s role as a competent referee
cannot be overemphasized.

1.45 The U.S. Federal Trade
Commission has one employee for every
two listed firms, while the Competition
Commission of India has one employee
for every 38 listed firms. Securities and
Exchange Commission (SEC) has almost
one employee for each listed company. In
contrast, SEBI has one employee for six
listed companies. In fact, in key divisions
such as Corporate Finance, SEC has more
than fifteen times as many employees as
SEBI. This resource deficit needs to be
reduced to strengthen government’s role
as a referee to ensure fair-play for all
wealth creators.

1.46 SEC and FTC extensively use
Artificial Intelligence and Machine Learning
to track and flag market malpractices while
none of our regulators do so. As a result
of the limited resources at the regulators’
disposal, supervision of the market
economy suffers badly thereby encouraging
market malpractices. The economy cannot
achieve the ambitious $5 trillion mark as
long as it is plagued by market malpractices
and suboptimal supervision. Therefore,
significant enhancement in the quantity and
quality of manpower in our regulators (CCI,
RBI, SEBI, IBBI) together with significant
investments in technology and analytics
needs to be made. This would enhance
the effectiveness of the hand of trust in
supporting the invisible hand for greater
wealth creation.
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Figure 24: Proportion of Lenders Tagging an already tagged NPA (by Another Bank) as
NPA in their books
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CHAPTER AT A GLANCE

»  For more than three-fourths of known economic history, India has been the dominant
economic power globally. Such dominance manifests by design; not happenstance.
During much of India’s economic dominance, the economy relied on the invisible hand
of the market for wealth creation with the support of the hand of trust. Specifically,
the invisible hand of markets, as reflected in openness in economic transactions, was
combined with the hand of trust that fostered intrinsic motivation by appealing to ethical
and philosophical dimensions. As far as half-a-century back, Spengler (1971) reflected

this fact by asserting that Kautilya’s Arthashastra postulates the role of prices in an
economy.

»  The Survey shows that contemporary evidence following the liberalization of the Indian
economy supports both pillars of the economic model advocated in our traditional
thinking. The exponential rise in India’s GDP and GDP per capita post liberalisation
coincides with wealth generation in the stock market. Similarly, the evidence across
various sectors of the economy illustrates the enormous benefits that accrue from
enabling the invisible hand of the market. Indeed, the Survey shows clearly that sectors
that were liberalized grew significantly faster than those that remain closed. The events
in the financial sector during 2011-13 and the consequences that followed from the same
illustrate the second pillar - the need for the hand of trust to support the invisible hand.
In fact, following the Global Financial Crisis, an emerging branch of the economics
literature now recognises the need for the hand of trust to complement the invisible hand.
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» The survey posits that India’s aspiration to become a $5 trillion economy depends
critically on strengthening the invisible hand of markets and supporting it with the hand
of trust. The invisible hand needs to be strengthened by promoting pro-business policies
to (i) provide equal opportunities for new entrants, enable fair competition and ease
doing business, (ii) eliminate policies that unnecessarily undermine markets through
government intervention, (iii) enable trade for job creation, and (iv) efficiently scale up
the banking sector to be proportionate to the size of the Indian economy. Introducing
the idea of “trust as a public good that gets enhanced with greater use”, the Survey
suggests that policies must empower transparency and effective enforcement using data
and technology to enhance this public good.
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Entrepreneurship and Wealth 02
Creation at the Grassroots CHAPTER

S(HeTlenr6ot QuiedTL 2 emGeuT & (I eTWLIT65T
&reuld SIMNIHG! C1&uieor.

— Thirukural, Chapter 76, verse 753.

Contextual translation: “The one who utilizes all resources and opportunities
at hand is an efficient (entrepreneur) and nothing is impossible for him to
achieve.”

The “Startup India” campaign of the Government of India recognizes
entrepreneurship as an increasingly important strategy to fuel productivity growth
and wealth creation in India. Given this initative, this chapter examines the content
and drivers of entrepreneurial activity at the bottom of the administrative pyramid
— over 500 districts in India. The analysis employs comprehensive data on new
firm creation in the formal sector across all these districts from the Ministry of
Corporate Affairs (MCA)-21 database. First, using the World Bank's Data on
Entrepreneurship, this chapter confirms that India ranks third in number of new
firms created. The same data shows that new firm creation has gone up dramatically
in India since 2014. While the number of new firms in the formal sector grew at
a compounded annual growth rate of 3.8 per cent from 2006-2014, the growth
rate from 2014 to 2018 has been 12.2 per cent. As a result, from about 70,000
new firms created in 2014, the number has grown by about 80 per cent to about
1,24,000 new firms in 2018. Second, reflecting India’s new economic structure,
i.e. comparative advantage in the Services sector, new firm creation in services
is significantly higher than that in manufacturing, infrastructure or agriculture.
Third, grassroots entrepreneurship is not just driven by necessity as a 10 percent
increase in registration of new firms in a district yields a 1.8 percent increase in
GDDP. Thus, entrepreneurship at the bottom of the administrative pyramid — a
district — has a significant impact on wealth creation at the grassroot level. This
impact of entrepreneurial activity on GDDP is maximal for the manufacturing and
services sectors. Fourth, birth of new firms is very heterogeneous across Indian
districts and across sectors. Moreover, it is dispersed across India and is not
restricted to just a few cities. Fifth, literacy and education in the district foster
local entrepreneurship significantly. For instance, the eastern part of India has the
lowest literacy rate of about 59.6 per cent according to the census of 2011. This
is also the region in which new firm formation is the lowest. In fact, the impact of
literacy on entrepreneurship is most pronounced when it is above 70 per cent. Sixth,
the level of local education and the quality of physical infrastructure in the district
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influence new firm creation significantly. Finally, policies that enable ease of doing
business and flexible labour regulation enable new firm creation, especially in
the manufacturing sector. As the manufacturing sector has the greatest potential
to create jobs for our youth, enhancing ease of doing business and implementing
flexible labour laws can create the maximum jobs in districts and thereby in the
states. Literacy, education and physical infrastructure are the other policy levers
that district and state administrations must focus on foster entrepreneurship and

thereby job creation and wealth creation.

2.1 Entrepreneurship
key focus area for many policy makers
given its role in economic development
and subsequent growth.
Entrepreneurs are seen as agents of change
that accelerate innovation in the economy.
Figure 1 uses the World Bank’s EODB
Entrepreneurship data together with that
from the U.S. Census Bureau to compare
total number of new firms in India with that
in a diverse cross-section of countries in

represents  a

employment

Asia, Europe and North America. The chart
clearly establishes that India has the 3rd
largest entrepreneurship ecosystem in the
world. Also, while the number of new firms
in the formal sector grew at a cumulative
annual growth rate of 3.8 per cent from
2006-2014, the growth rate from 2014 to
2018 has been 12.2 per cent. As a result,
from about 70,000 new firms created in
2014, the number has grown by about 80 per
cent to about 1,24,000 new firms in 2018.

Figure 1: Comparison of entrepreneurial activity (new firms) across countries
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Box 1: Data and Methodolody

The sample is constructed at the intersection of three data sources. First, data is obtained on district-level
GDP at current prices from the CEIC India Premium database. This data spans financial years ending 2000
through 2018. Therefore, there are 5,591 district-year observations comprising district-level GDP of 504
districts across 22 states in India.

Entrepreneurship is measured as the count of new firms in the Ministry of Corporate Affairs (MCA) - 21
database, a public dataset that provides a one-time snapshot of all active firms registered with the Ministry
of Corporate Affairs (MCA) between 1990 and 2018. Each firm is then matched to a district using the
registered office address of the firm in MCA-21.The implications of using these data are twofold. First, the
measure of entrepreneurship is restricted to the private corporate sector in the formal economy and does
not include establishments that are expansions by existing companies. Second, since this data is only a one-
time snapshot of active firms registered with the MCA, at least one limitation imposed is that the firms that
did not survive until 2018 cannot be tracked. This survivor bias in our data also implies that the estimates
of the impact of entrepreneurship might be biased upward.

Third, data relating to the physical and social infrastructure of a district is accumulated from the
Socioeconomic High-resolution Rural-Urban Geographic Dataset on India (SHRUG, available at http://
www.devdatalab.org/shrug_download/) which comprises of a set of variables that describe the extent of
socio-economic development in India. Among other things, SHRUG contains variables that describe the
demographic, socioeconomic, firm and political infrastructure of every district between 19902018 that it
cumulates from a variety of data sources. These sources comprise data from the Census of India relating
to the years 1991, 2001 and 2011, Socio-Economic Caste Census of 2012, and Pradhan Mantri Gram
Sadak Yojana (PMGSY) public data to construct a variety of indices that describe the social and physical
infrastructure of every district in India.

For cross-country comparison, we use the Entrepreneurship World Bank’s EODB Entrepreneurship
Data for all countries except the U.S. and the Business Formation Statistics of the U.S. Census Bureau
for the U.S.

2.2 On a per-capita basis, India has
low rates of entrepreneurship in the formal
economy. Between 2006 and 2016, the mean
(median) number of new firms registered per
year per 1000 workers was 0.10 (0.11). In
contrast, the mean (median) entrepreneurial
intensity for the United Kingdom and
the United States was 12.22 (11.84) and
12.12 (11.81) respectively. In general, the
entrepreneurial intensity is significantly
higher for the developed economies. It is
also growing across all countries except
Brazil, which has seen a significant decline
from 2010 to 2018. It is important to note
that in contrast to the other countries, a large
number of India’s enterprises operate in the
informal economy which is not captured in
these data. Notwithstanding the relatively

lower rates of entrepreneurial intensity,
Figure 2a emphasizes significant growth in
the birth of new firms over time. New firm
creation has gone up dramatically since 2014
as discussed above. Figure 2b shows that
this growth is particularly pronounced for
the services sector. This fact reflects India’s
new economic structure, i.e. comparative
advantage in the Services sector.

ENTREPRENEURSHIP AND GDP

23 The entrepreneurial activity is related
to economic growth. See Box 2 for details on
estimation of this relationship.

2.4 Figure 3a presents the scatter plot and
trend line for the regression of the natural log
of Gross Domestic District Product (GDDP)
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Figure 2a: Growth in new firms over time in India
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Figure 2b: Growth in new firms over time in India
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Box 2: Estimating the relationship between Entreprneeureship and GDP

To explore how district-level GDP varies by the number of new firms in the district, we implemented
an OLS specification that regresses the district GDP (at current prices in natural log) on the number
of new firms (once again in natural log) as the primary independent variable. Given our premise that
infrastructural and environmental differences mainly vary by state, we also use 21 state fixed effects
are used in addition to including 17 time dummies. To minimize the possibility that the number of
new firms might be endogenous to district-level GDP, the number of new firms in a district is lagged
by three years. In sum, we the following is estimated

In (District GDP,)=a + 8 (new firms,, ) +X,+1,+¢, (1)

In (1) above, subscripts 7 and #, indexes a district and year respectively, X, denotes state fixed effects
and 7, denotes year fixed effects. To ensure that the standard errors are not inflated we cluster our the
errors at the district-level
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on the natural log of new firms established
in the focal district 3 years back. It is clear
that entrepreneurial activity has a significant
positive impact on GDDP. Specifically, a
10 per cent increase in registration of new
firms per district-year yields a 1.8 per cent
increase in GDDP. The results emphasize the
importance of entrepreneurship as an engine

Figure 3a: Estimation of the Impact of
Entrepreneurial Activity on GDDP

of economic growth and change in India. They
further mute the view that entrepreneurial
activity in emerging economies like India
is largely necessity driven and typically
borne from a lack of alternative employment
options. Rather, the findings highlight the
incidence of productive and growth-focused
entrepreneurial activity in the formal sector in

Figure 3b: Distribution of New Firms across
Districts
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India. Figure 3b represents spatial dispersion
in entrepreneurial activity as defined by
establishment of new firms. We find that,
though the peninsular states dominate entry
of new firms, entrepreneurship is dispersed
across India and is not restricted just to a few
metropolitan cities.

Spatial Heterogeneity in
Entrepreneurial Activity

2.5 Figure 4a, which shows the
coefficient plot for the estimation of impact
of entrepreneurial activity by sector,
highlights that the impact of new firm
entry is greatest in the Manufacturing and
Services sectors. The findings emphasize
the fundamental role that entrepreneurship
can play in India’s economic growth in the

decades ahead. Movement of labour from
other unproductive sectors and subsistence
entrepreneurship into entrepreneurship
in formal manufacturing and services
can help close India’s productivity gaps.
To the extent that the manufacturing
and services sectors are underdeveloped
relative to economies of similar size,
greater entrepreneurial activity will help
close such gaps.

2.6 Figure 4b below presents the growth
in entrepreneurial activity over time for
each of the four regions in India. All regions
demonstrate strong growth in entrepreneurial
activity over time with the exception of
the eastern states. Irrespective of the level
of entrepreneurial activity, all regions
demonstrate a strong relationship between
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Figure 4a: Differences in the Impact of En-
trepreneurial Activity by Region

Figure 4b: Growth in new firms across
regions over time
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Figure 5a: Relative entrepreneurial
capability of districts in Agriculture

Figure Sb: Relative entrepreneurial
capability of districts in Manufacturing
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entreprenurship and GDDP signifying the
pervasive benefits of entrepreneurship.

2.7  Next, an index of entrepreneurial
activity for each district-sector is constructed
to throws light on how the entrepreneurial
capabilities for that sector are distributed

across districts. For any specific sector, this
index is estimated as a district's share of new
firms in that sector, divided by that district's
share of all new firms across all sectors. For
example, a district responsible for 20 per cent
of new firms in the agricultural sector, but
only 10 per cent of all new firms, scores 2 on
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Figure 5c: Relative entrepreneurial
capability of districts in Services

Figure 5d: Relative entrepreneurial
capability of districts in Infrastructure
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an index of relative entrepreneurial activity
in agriculture, suggesting relative strength in
that sector. Figures 5a to 5d show the relative
distribution of the index across districts for
agriculture, manufacturing, services and
infrastructure respectively.

2.8 Figure 5a suggests that relative to
entrepreneurial capabilities in Manufacturing,
Services and Infrastructure, entrepreneurial
capabilities in the Agriculture sector are
not geographically localized and seem to
be distributed evenly across most districts
in India. States in the highest quintile of
relative entrepreneurial activity in the
Agriculture sector are Manipur, Meghalaya,
Madhya Pradesh, Assam, Tripura and
Orissa. Establishments in the North East
are more likely to be private enterprises in
the food business such as organic produce
farms and tea plantations while a majority
of the establishments in Madhya Pradesh
and Orissa are farmer producer companies,
designed as hybrids between cooperative
societies and private limited companies that

organize farmers into a collective to improve
their bargaining strength in markets.

2.9 Figure 5b suggests thatentrepreneurial
activity in the Manufacturing sector is
highest in the regions of Gujarat, Meghalaya,
Puducherry, Punjab and Rajasthan. Within
Gujarat, the most entrepreneurially active
districts in the Manufacturing sector are
Surendranagar, Rajkot, Bhavnagar and Surat.
Establishments in these regions are focused
on textiles, chemicals, metals, plastics, and
pharmaceuticals manufacturing. The nature of
establishments in each of these regions attests
to agglomeration economies documented by
prior research in the Indian manufacturing
sector (Ghani et al. 2011). That is, incumbent
industrial structures for input and output
markets and specialized labour in a region
are strongly linked to higher entrepreneurial
activity in that industry-region.

2.10 Spatial  heterogeneity in  the
Manufacturing sector emphasizes the need
for policy reforms that improve the ease
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of doing business, which is discussed in
chapter 6 of the survey. It is noteworthy that
three of the regions in the highest quintile
of entrepreneurial activity in this sector
— GQGujarat, Punjab and Rajasthan — were
classified in a prior economic survey as states
with flexible labour laws. Further, states
classified in the Economic survey 2018-19
as states with inflexible labour laws such as
West Bengal, Assam, Jharkhand, Kerala and
Bihar were classified in the lowest quintiles
of entrepreneurial activity. While Gujarat’s
labour reforms are viewed as pro-worker, the
state has also passed other regulations that
improve ease of doing business, including
reduction in compliance burden, transparent
and timely processing of approval and
renewal of applications, and reduction in
stipulated timelines for granting and renewal

Figure 6a: Effect of Labour Laws on
New Firm Formation

of manufacturing sale licences, amongst
others. Rajasthan too has introduced several
reforms that are viewed as pro-employer.
For example, to reduce the influence of trade
unions, the state has increased the costs of
union formation by increasing the minimum
membership requirement to form a union
to 30 per cent of the total workforce at an
establishment, up from 15 per cent earlier.
Similarly, the state has said that no prior
approval is required for retrenchment or
shutting down units in companies employing
up to 300 people, up from the earlier limit
of 100 workers. A worker can also object to
wrongful termination only within a period of
three years. Differences in the mean number
of new firms per year and the mean number
of new manufacturing firms per year between
the states with flexible labour laws and those

Figure 6b: Effect of Labour Loss on New
Manufacturing Firms
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with inflexible laws are presented in Figures
6a and 6b respectively.

2.11  Given the relatively higher economic
contribution of entrepreneurial activity in the
Manufacturing sector, it is important for states

to consider these policy levers that enable
transition of labour and resources from less
productive sectors and subsistence activity in
the informal sector to these relatively more
productive establishments.
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2.12  Figure Sc suggests that
entrepreneurial activity in the Services sector
is highest in the regions of Delhi, Mizoram,
Uttar Pradesh, Kerala, Andaman and Nicobar,
and Haryana. Consistent with observations of
prior research (Ghani et al. 2011), the nature of
establishments in these regions is not reflective
of agglomeration economies and spans diverse
industries such as trading, financial services,
tourism and hospitality services, retailing, and
even religious leagues and missions.

2.13  Figure 5d suggests that
entrepreneurial activity in the Infrastructure
sector is highest in the states of Jharkand,
Arunachal Pradesh, Himachal Pradesh,
Mizoram, Jammu and Kashmir and
Bihar, some of which are characterized
by poor levels of extant infrastructure.
Not surprisingly, new firms in these states
are largely engaged in construction,
logistics and transport, utilities generation,
transmission and distribution, alternative
energy distribution, and Infratech.

2.14  The nature of entrepreneurial activity
in a district is significantly correlated with
unemployment in the district, as measured
by the Periodic Labour Force Survey
(PLFS) data. Entrepreneurial activity in
the agriculture and manufacturing sectors
shares a negative spatial correlation of
(-0.26) and (-0.29) respectively with
the unemployment rate across states. In
contrast, entrepreneurial activity in the
services and infrastructure sectors shares
a positive spatial correlation of 0.36 and
0.09 respectively with unemployment rate
across states. These estimates are especially
salient as the number of active one-person
new firms in the services sector (14,475)
is over five times that in all the other three
sectors combined (2,785). The contribution
of this class of entrepreneurial activity to
GDP is also insignificant. The correlations
between overall entrepreneurial activity
and entrepreneurship in manufacturing with
unemployment rates are presented in Figure
7 below.

Figure 7: Correlation of entrepreneurial activity in overall and manufacturing with
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DETERMINANTS OF
ENTREPRENEURIAL ACTIVITY

2.15 A natural question that follows from
the documentation of significant spatial
heterogeneity in entrepreneurial activity
is what are the factors that drive such
heterogeneity. The conclusions of research
are summarized thus far (see Box 3) in this
context, and subsequently, drivers of new
firm entry in India are examined. While
prior research implicates local population
characteristics, district-level conditions, and
agglomeration economies in the birth of new
firms, these analyses are limited to district
level conditions that represent important
policy levers for the government.

2.16 The focus is on two key sets of
district-level attributes that drive the level of
entrepreneurial activity in the district — social
and physical infrastructure. While these
attributes do not constitute an exhaustive list
of district-level conditions, they are widely
featured in prior research on entrepreneurship
and economic development in India. These
measures of social infrastructure in a district
largely relate to the general education levels
in the district. Higher education levels in a
district enable the development of better
human capital that relates to increased supply
of ideas and entrepreneurs. Higher education
also increases the supply of talent available

to entrepreneurs for managing and growing
their companies. Therefore, it is expected
that districts with better education levels
will have higher entrepreneurial activity. The
number of colleges in the district and the
proportion of the population that is literate in
a district are used to measure the education
infrastructure in the district.

2.17 The measures of  physical
infrastructure include access to Dbasic
physical infrastructure in the district as well
as physical connectivity that captures across-
district infrastructure in most cases. The
access to physical infrastructure in a district is
measured using the proportion of villages in
a district that is connected by tar roads. This
measure is expected to correlate with access
to other public goods like electricity, water/
sanitation facilities, and telecom services that
is fundamental to all businesses. Physical
connectivity 1is measured as the mean
distance from a population centre that has
at least 500,000 people. Proximity to large
population centers likely allows the startup
to expand markets and scale operations.
Therefore, it is expected that both these
measures would correlate positively with
entrepreneurial activity. Box 4 summarizes
the methodology for estimation of the impact
of physical and social infrastructure in a
district on entrepreneurial activity in that
district.

Box 3: Summary of Research on the Drivers of Entrepreneurial Activity

This study focuses on district-level conditions, notably, social and physical infrastructure that promote
entrepreneurial activity. However, a rich body of prior work also emphasizes the role of other spatial
and industrial factors in driving heterogeneity in entrepreneurial activity. These include population
attributes, other district-level conditions, regulatory framework, and agglomeration economies.
These factors influence opportunities, skills and resources available to entrepreneurs, driving firm
creation and growth (Mittelstadt and Cerri 2008).

The role of local population characteristics such as population size and density is especially salient
to new firms, where local markets are assumed the firm’s primary product market and where most
entrepreneurs are assumed to start their business in their area of residence (Dahl and Sorenson 2007).
In such case, the size of the region reflects local market size and to some degree, the potential supply
of entrepreneurs and managers. Population density also impacts other operating parameters such




36 | Economic Survey 2019-20  Volume 1

as competition for local resources and higher resource costs (for example wages and land rents)
(Ghani et al. 2011). Some studies (Carlino et al. 2007; Arzaghi and Henderson 2008) also link
density to stronger knowledge flows, rendering its impact on entrepreneurial activity an empirical
question. Researchers (Evans and Leighton 1989; Bonte et al. 2009; Glaeser and Kerr 2009) have
also demonstrated an inverted-U relationship between regional age structure and entreprenurship
rates that underlies India’s “demographic dividend”, establishing this variable as an important driver
of entrepreneurship.

While the district-level investments in physical infrastructure and education are considered, other
attributes such as digital literacy and ease of access of entrepreneurs to technology and finance are
also salient to fostering entrepreneurship and increasing productivity and competitiveness of new
ventures (see Mittelstddt and Cerri 2008 and Ghani et al. 2011 for a review of this literature and case
studies). Barriers to finance, especially difficulty in accessing risk capital (versus growth capital),
often disproportionately impact small and micro firms (Meki 2019).

Entrepreneurial activity can also be impeded by the regulatory framework in the region that hinder
entry and exit, limit competition and increase costs of compliance and administration (see the
study, Fostering Entrepreneurship by the OECD (1998) for a review). Key parameters that have
been implicated by prior research in this context include regulatory barriers to entry, competition
policy, bankruptcy legislation, tax burdens, administrative and compliance costs, and protection of
intellectual property rights.

In addition to district-level conditions that homogenously impact all industries, there exist interactions
between these conditions and specific industries as explicated in agglomeration theories (Marshall
1920; Glaeser and Kerr 2009). In the Indian context, Ghani et al. (2011) find strong evidence of
agglomeration economies in manufacturing that emphasizes the input-output relationships amongst
firms.

All of these factors represent key ways in which policy makers can influence spatial distribution of
entrepreneurial activity.

Box 4: Estimation of Drivers of Entrepreneurship

To explore the drivers of entrepreneurship in a district, once again using an OLS specification, the
number of new firms in district i in year t are regressed on the proportion of villages in that district
connected by tar roads (proportion connected), the proportion of population in the district that is
literate (proportion literate), the mean distance of the district from the nearest population centre that
has at least 500,000 people (mean distance in natural log) and the total number of colleges in the
district (colleges in natural log).

All our regressors are based on the most recent census and control for population density in the district,
again as per the most recent census (population density in natural log). The specification in Equation
(2) below is used to estimate the effect of different aspects of social and physical infrastructure on the
number of new firms:

In (newfirms, ) = o+ f,In(roads,)
+ B, In(colleges, )+ B, proportionliterate,
: ) : : 2
+ B, proportionconnected,, + X, +2 ; In( population density, )
+ 2, +e,
In equation (2), subscript i denotes a district and t denotes a census year. A, denotes census year
dummies and standard errors are clustered at the level of a district.
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2.18 As expected, an increase in the
proportion of literate population in a district
increases entrepreneurial activity as measured
by the number of new firms in the district.
Figure 8a shows that the number of new firms
formed increases with an increase in the
literacy in the distric. The largest increases
appear when literacy rises above 72 per cent.
This suggests that small increases in literacy
levels matter less. Instead, the largest payoffs
to increasing literacy occur when literacy

Figure 8a: Literacy and entrepreneurship

levels are already high, specifically above 72
per cent.

2.19  Similar patterns are visible with the
number of colleges as well, albeit with a few
differences. In contrast with the proportion of
the literate population, the largest increases
appear when the number of colleges in a
district increase above 26. In sum, the results
offigures 8a and 8b suggest that higher literacy
levels and better education infrastructure are
associated with greater entrepreneurship.

Figure 8b: Number of Colleges and
entrepreneurship
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Box 5 — Box plot explained

independent variable within a given category.

The boxplot divides independent variable of interest into five categories based on how it is distributed
— the lowest quintile, 20" — 40™ percentile, 40 — 60™ percentile, 60" — 80™ percentile, and the highest
quintile. Within each category it then explores the value of the dependent variable, in this case,
the number of new firms foreach of the following values : (a) the minimum denoted by the lowest
horizontal line, (b) first quartile denoted by the bottom line of the rectangle (¢) median denoted by the
blue line inside the rectangle of a category, (d) third quartile denoted by the top line of the recantagle
of a category, and (e) the maximum denoted by the top most horizintal line. The box plots show how
moving from one category to another changes the number of new firms for different values of the

2.20 Figures 9a and 9b suggest that
superior access to markets is also associated
with higher entrepreneurial activity. Figure
9a shows the effect of the proportion of

villages that are connected by tar roads in
a district, hereafter labelled “connectivity.”
The Figure shows that till connectivity
increases to 91 per cent, i.e., 91 per cent of
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the villages in the district are connected by
tar roads, the number of new firms increases
monotonically. However, after this threshold,
the number of new firms decreases. These
results are symptomatic of diminishing
returns from physical connectivity — when
the access to local markets increases beyond

Figure 9a: Market Access and
Entrepreneurship

a point, competition levels might increase and
possibly discourage entrepreneurial activity.
On similar lines, beyond a point, increased
levels of infrastructure development might
also open up potential entrepreneurs to other
opportunities and consequently, decrease the
incentives to become entrepreneurs.

Figure 9b: Distance from large centres and
Entrepreneurship
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2.21  Similar patterns are visible in Figure
9b as well. Figure 9b shows the effect of
proximity to markets as captured by districts
that are the closest to a centre that has a
population of least 5 lakhs. As the proximity
to markets increases, the number of new
firms increases monotonically. The greatest
improvement is seen when the distance to
a market centre decreases below 42 kms.
In sum, Figures 9a and 9b suggest superior
physical infrastructure will likely promote
entrepreneurial activity. However, there
may be limits to how much its improvement
may aid entrepreneurship. Beyond a point,
increased access to local markets may
create hyper-competition and discourage
entrepreneurship. On the contrary, no such
diminishing returns are apparent with
increases in literacy or improving education
infrastructure. Increasing literacy levels or the
formation of new colleges appear to increase
the number of new firms monotonically.

POLICY IMPLICATIONS
FOR FAST-TRACKING
ENTREPRENEURSHIP AND
WEALTH CREATION

2.22  Clear patterns emerge from the
analysis. Despite being the 3rd largest
ecosystem for entrepreneurship in the world,
India appears to have lower rates of formal
entrepreneurship on a per-capita basis when
compared to other countries. Consistent
with the prevailing wisdom, a significant
association between the count of new firms
born in a district and the GDDP of that district
is found —a 10 per cent increase in registration
of new firms is associated with a 1.8 per
cent increase in GDDP. This contribution
of entrepreneurial activity to GDDP is
strongest for the Manufacturing and Services
sectors. Further, significant heterogeneity
in entrepreneurial activity across districts
demonstrates the critical role played by social
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and physical infrastructure in determining
such heterogeneity. For instance, the eastern
part of India has the lowest literacy rate of
about 59.6 per cent according to the census of
2011. This is also the region in which formal
entrepreneurial activity is the lowest. The
analysis in this chapter, therefore, suggests
the following policy implications.

2.23 First, measures to increase the
literacy levels rapidly through the institution
of more schools and colleges will spur
entrepreneurship and consequently local
wealth creation. Following the successful
contribution of privatization of engineering
colleges to India’s software exports (Arora
et.al., 2011), governments could also
explore the privatization of education to
augment education capacity at all levels of
education.

improve access to local markets and
improve entrepreneurial activity.
However, in terms of prioritization, this
may not be as crucial as investments in
education. Moreover, increasingtheaccess
to local markets might create other types
of opportunities which might discourage
entrepreneurship. Hence investments in
infrastructure especially those undertaken
to increase entrepreneurial activity
should be weighed against how improved
infrastructure creates other kinds of
opportunities that might be consequential
to a district’s GDDP.

2.25 Third, policies that foster ease of doing
business and flexible labour regulation foster
entrepreneurial activity, especially in the
manufacturing sector. As the manufacturing
sector has the potential to create the maximum

jobs, states must focus on enabling ease of
doing business and flexible labour regulation
to foster job creation.

CHAPTER AT A GLANCE

»  This chapter examines the content and drivers of entrepreneurial activity at the bottom
of the administrative pyramid — over 500 districts in India. The analysis employs
comprehensive data on new firm creation in the formal sector across all these districts
from the Ministry of Corporate Affairs (MCA)-21 database.

2.24 Second, better connectivity of
villages through tar roads will likely

»  First, using the World Bank’s Data on Entrepreneurship, this chapter confirms that India
ranks third in number of new firms created. The same data shows that new firm creation
has gone up dramatically in India since 2014. While the number of new firms in the
formal sector grew at a cumulative annual growth rate of 3.8 per cent from 2006-2014,
the growth rate from 2014 to 2018 has been 12.2 per cent. As a result, from about 70,000
new firms created in 2014, the number has grown by about 80 per cent to about 1,24,000
new firms in 2018.

» Second, reflecting India’s new economic structure, i.e. comparative advantage in
the Services sector, new firm creation in services is significantly higher than that in
manufacturing, infrastructure or agriculture.

»  Third, grassroots entrepreneurship is not just driven by necessity as a 10 percent increase
in registration of new firms in a district yields a 1.8 percent increase in GDDP. Thus,
entrepreneurship at the bottom of the administrative pyramid — a district — has a significant
impact on wealth creation at the grassroot level. This impact of entrepreneurial activity
on GDDP is maximal for the manufacturing and services sectors.
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Fourth, birth of new firms is very heterogeneous across Indian districts and across
sectors. Moreover, it is dispersed across India and is not restricted to just a few cities.

Fifth, literacy and education in the district foster local entrepreneurship significantly.
For instance, the eastern part of India has the lowest literacy rate of about 59.6 per cent
according to the census of 2011. This is also the region in which new firm formation is
the lowest. In fact, the impact of literacy on entrepreneurship is most pronounced when
it is above 70 per cent.

Sixth, the level of local education and the quality of physical infrastructure in the district
influence new firm creation significantly.

Finally, policies that enable ease of doing business and flexible labour regulation enable
new firm creation, especially in the manufacturing sector. As the manufacturing sector
has the greatest potential to create jobs for our youth, enhancing ease of doing business
and implementing flexible labour laws can create the maximum jobs in districts and
thereby in the states.

Literacy, education and physical infrastructure are the other policy levers that district

and state administrations must focus on foster entrepreneurship
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APPENDIX

Table A1: OLS regressions of natural log of GDDP on natural log of new firms.

VARIABLES
Log of New Firms Formed 3 years back ULN
& Y (0.01)
Log of New Firms Formed in Agriculture 3 years 0.03""
back (0.00)
Log of New Firms Formed in Manufacturing 3 years 0.07""
back (0.00)
. . . 0.07"
Log of New Firms Formed in Services 3 years back (0.00)
Log of New Firms Formed in Infrastructure 3 years 0.05™
back (0.00)
Log of New Firms Formed in Other Sectors 3 years 0.04™
back (0.01)
. 10.96™
South India (0.05)
. -0.39™
North India (0.06)
. -0.68"
East India (0.07)
. -0.24™
West India (0.06)
. . 0.22™
South India x Log of New Firms Formed 3 years back (0.02)
: . -0.06™
North India x Log of New Firms Formed 3 years back (0.02)
. . 0.03
East India x Log of New Firms Formed 3 years back (0.02)
. . 0.02
West India x Log of New Firms Formed 3 years back (0.03)
10.66™" .21
Constant (0.02) (0.04)
Observations 5,591 5,591 5,591
R-squared 0.85 0.87 0.77
State Fixed Effects Yes Yes No
Year Fixed Effects Yes Yes Yes
Errors Clustered at District Level Yes Yes Yes

%p<0.10, **p<0.05, ***p<0.01
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Table A2: OLS regressions of natural log of new firms on measures of physical and social

infrastructure
(1) ) ©)) “4)
Natural Log OI;I;tzileIi‘r(;ng Natural Log of New o?iﬁlelzleIidr?rgls
VARIABLES of New Firms Firms Formed -
Formed - . Formed -
Formed . Manufacturing ;
Agriculture Services

Natural Log of Population 0.18™ 0.09" 0.16™" 0.24™
Density per last Census (0.04) (0.03) (0.04) (0.04)
Natural Log of Total 0.74™ 0.45™ 0.69"" 0.72"
Colleges per last Census (0.09) (0.08) (0.10) (0.09)
Percentage of Population 0.07"" 0.03" 0.06"" 0.08"
Literate per last Census (0.01) (0.01) (0.01) (0.01)
Ei)rr(l:r?:ftlegg l:?;ﬂ"ll:aa%elioads per 0.02" 0.01° 0.02° 0.02°
last Census (0.00) (0.00) (0.01) (0.00)
Census (0.00) (0.00) (0.00) (0.00)
g?:gij;i;f;\ggﬁn 0.15" 0.16™ 018" 0.16™
Population Centre (0.05) (0.03) (0.05) (0.05)
Constant -6.11™ -5.96™" -147 -7.92%

(0.67) (0.51) (0.72) (0.67)
Observations 5,337 5,337 5,337 5,337
R-squared 0.53 0.44 0.43 0.56
State Fixed Effects Yes Yes Yes Yes
Census Fixed Effects Yes Yes Yes Yes
Errors Clustered at District Yes Yes Yes Yes
Level

*p<0.10, **p<0.05, ***p<0.01
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PRO-BUSINESS,
DESTRUCTION AND WEALTH

India’s aspiration to become a $5 trillion economy depends critically on
promoting “pro-business” policy that unleashes the power of competitive markets
to generate wealth, on the one hand, and weaning away from “pro-crony” policy
that may favour specific private interests, especially powerful incumbents, on the
other hand. Economic events since 1991 provide powerful evidence supporting
this crucial distinction. Viewed from the lens of the Stock market, which captures
the pulse of any economy, creative destruction has increased significantly after
reform. Before liberalization, a Sensex firm expected to stay in it for 60 years,
which decreased to only 12 years after liberalization. Every five years, one-third
of Sensex firms are churned out, reflecting the continuous influx of new firms,
products and technologies into the economy. Despite impressive progress in
enabling competitive markets, pro-crony has destroyed value in the economy.
For example, an equity index of connected firms significantly outperformed
the market by 7 per cent a year from 2007 to 2010, reflecting abnormal profits
extracted at common citizens’ expense. In contrast, the index underperforms
the market by 7.5 per cent from 2011, reflecting the inefficiency and value
destruction inherent in such firms. Pro-crony policies as reflected in discretionary
allocation of natural resources till 2011 led to rent-seeking by beneficiaries
while competitive allocation of the same resources post 2014 have put an end to
such rent extraction. Similarly crony lending that led to wilful default, wherein
promoters have collectively siphoned off wealth from banks, led to losses that
dwarf subsidies directed towards rural development.

CREATIVE

CHAPTER

we can clearly see an increase in market
dynamism in the pro-business India of the

CREATION

3.1 The liberalization of the Indian
economy in 1991 unleashed competitive
markets. It enabled the forces of creative
destruction, generating benefits that we still
witness today. Using the lens of Indian equity
markets as captured in the S&P BSE Sensex,

post-liberalization period. Figure 1 reveals
that after the market reforms of 1991, Sensex
has not only grown, but has grown at an
accelerating pace. Whereas crossing the first
incremental 5000 points took over 13 years
and was achieved in 1999, the time taken
to achieve each incremental milestone has
substantially reduced over the years.
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3.2 Broadly, the growth of the Sensex as
seen in the Figure 1 can be divided into three
phases after 1999. Phase I from 1999 to 2007
saw an acceleration in the growth of the Sensex,
with each successive 5000-point mark taking
lesser and lesser time to achieve. Phase II from
2007 to 2014 saw a slowdown in the index’s
growth. This phase coincides with the global
slowdown in 2008 among other unfavourable
events. Phase III began in 2014 and saw a

revival in response to structural reforms and
improvement in global liquidity. Strikingly, in
this phase, the Sensex jumped from the 30,000
mark to the 40,000 mark in just two years.
As the Cumulative Abnormal Growth Rates
(CAGR) shown in the chart depict clearly,
the acceleration in the Sensex was not due to
the base effect. In fact, the higher acceleration
stemmed from higher CAGR.

Figure 1: Sensex- Incremental months taken to cross each 5000-point milestone
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Note: Time to cross each milestone is defined as the time elapsed between the first time the Sensex
closed at the previous milestone and the first time it closed at the present milestone. CAGR
is computed over the period from the previous milestone to the current one. Time elapsed is
recorded as number of calendar days and converted to months assuming 30 days a month.

33  The relationship between pro-
business policy and creative destruction is
mirrored in the composition of the Sensex
over the years.' For the first ten years since
the Sensex’s inception in 1986, the firms
that constituted the index barely changed. As
Figure 2 shows, of the firms that constituted

1

the index during its inception in 1986, nearly
all the firms were retained for the majority
of the next decade. On the other hand, the
constituents of the Sensex of 1997 were
steadily churned out over the next decade, so
that the Sensex of 2006 had barely half the
firms from the Sensex of 1997.

Data gathered from BSE and Bloomberg. Full market capitalization is used rather than free-float capitalization

for comparability over time, as free-float methodology was initiated only in 2003. Sensex constituents and
market capitalization data were obtained from BSE for 1985-2000. Data is available from BSE on the following
dates of observation: Dec ‘91, Jun 92, Jun ‘93, Nov ‘94, Mar ‘95, Mar ‘96, Mar ‘97, Jun ‘98, Mar ‘99, Mar
00. Data for subsequent years obtained from Bloomberg with Sept of each corresponding year as the month of
observation, basis the latest available data as of this writing (data for 2019 is as of 3 Sept 2019).
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Figure 2: Percentage of Sensex constituents retained over next decade
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Source: Bloomberg, BSE

Note: Due to slight discrepancy in the month of observation before and after 2001 (due to distinct data
sources), consider individual annual churn rates for 2000-02 as approximate; however the aggregated churn

over these years is accurate.

34  The lack of dynamism in the
constitution of the index in its initial years
was largely representative of the lack
of dynamism in the Indian economy in
general. However, the years following 1991
liberalization saw the rapid emergence of new
firms, new ideas, new technologies and new
operating processes, causing a steep revision
of the Sensex in 1996. In 1996, half of the
constituents of the index were replaced. After
1996, the Sensex underwent more frequent
revisions, owing to the more dynamic nature
of the now substantially more competitive
Indian market.

3.5  Figure 3 shows the number of firms
that exited the Sensex in each five-year period
following 1986. Pro-business policy, i.e.,
liberalization caused a spike in the number of
firms churned in the years that immediately
followed it, but the churn rate did not decline
to pre-liberalization levels in later years.

Ten firms were churned out in the five years
from 2006 to 2010, eight in 2011-15 and ten
in 2016-19. Put differently, every five years,
roughly one-third of the firms in the index are
replaced.

3.6 The figure also indicates the average
duration a Sensex constituent remains on
the index. Given that only 5 firms exited the
index in the ten-year period 1986-95, had
liberalization not occurred, a firm that entered
the index in 1986 could have expected to stay
on the index for the next sixty years! Following
the 1991 reforms, the average duration a
firm spent on the index declined drastically.
Currently, a firm is expected to remain on
the index for only 12 years — one-fifth of the
expected duration prior to the reforms.

3.7 A pertinent question that arises at
this stage is whether the churn illustrated
above was beneficial to the Indian economy.
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Figure 3: Increasing churn in the Sensex
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Source: Bloomberg, BSE

Note: Average time spent on Sensex is calculated as the reciprocal of the churn rate in that period.
Because of the very low churn in the first two periods, the total churn rate during 1986-95 is used to

infer the time spent on the Sensex for these two periods.

A monopolist taking the place of another
identical monopolist is hardly beneficial.
However, in the Indian case, the Sensex does
represent a process of creative destruction
rather than spurious dynamism. The firms

that displaced the incumbents on the Sensex
brought with them new ideas, technologies
and processes. For an illustration, consider
Table 1 that depicts the major Sensex
revision of 1996 following market reforms.

Table 1: Revision of the constituents of the Sensex index in 1996

Replacement

Industry (new in bold)

Industry

Ballarpur Industries Materials

Bharat Forge Materials

GSFC Materials

Indian Organic Materials

Mukand Iron Materials
Bombay Dyeing Consurr:;nglables &
Gtiviny Tailies Consumer Durables &

Apparel

Consumer Durables &

Arvind Mills Al

Bajaj Auto Automobiles & Components
Ambuja

Cements Materials
ICICI Diversified Financials
MTNL Telecommunication Services
BHEL Capital Goods
Coleate Household & Personal
g Products



Indian Rayon Consumer Durables &

Apparel
Phillips Consumer Durables &
Apparel
Consumer Durables &
Voltas
Apparel
Automobiles &
Ceat
Components
Hindustan Motors Automobiles &
Components
Premier Auto Automobiles &
Components
Kirloskar Cummins Capital Goods
. Pharma, Biotech & Life
Siemens .
Sciences
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IDBI Diversified Financials
Ranbaxy Labs Pharma, B.lotech & Life
Sciences
faa Materials
Chemicals
BSES Utilities
HPCL Energy
SBI Banks
IPCL Materials
SAIL Materials

Source: BSE, Bloomberg.

Note: Highlighted cells represent new sectors that entered the index for the first time.

New sectors like banks and financials entered
the index for the first time, eroding the
predominance of the manufacturing sector on
the index, placing the services sector on the
map for the first time, and reflecting the far-
reaching changes that the Indian economy

was witnessing in the wake of liberalization.

3.8  Figure 4 depicts the size of various
sectors in the Sensex by market capitalization
over time. Financials and information
technology, which were virtually non-
existent in the Sensex of the early 1990s,

Figure 4: New sectors emerged in the Sensex following liberalization
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are responsible for more than 50 per cent of
the market share of the Sensex today. It is
therefore incontrovertible that the churn in
the Sensex represents a very real process of
creative destruction that brought altogether
new technologies, products and services to
consumers.

3.9  The diversity of sectors in the Sensex
steadily increased over time following
market reforms, as shown in Figure 5 below.

The initial Sensex of 1986 was dominated by
the Materials and Consumer Discretionary
sectors, accounting for two-thirds of the
firms on the Sensex. Sectors like financials,
telecommunications and information
technology were non-existent in the index
then. With the entry of these new sectors,
today’s Sensex is far less concentrated than
the Sensex of the 1980s and 1990s, and
mirrors the far lower sectoral concentration
of the Indian economy as a whole.

Figure 5: Sectoral concentration of the Sensex decreased post-liberalization
as new sectors emerged
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3.10 India has followed an idiosyncratic
growth pattern, wherein the prime mover
of the economy has shifted from agriculture
to services. Almost 60 per cent of Indian
GDP is attributable to the services sector. As
shown by Figure 6, the number of Sensex
firms in manufacturing has reduced while
those in services has increased between 1988
and 2019. Thus, over the years, the share
of services sector in the total number of
companies on the Sensex has changed from
being negligible in the 1980s to the dominant

status today.

3.11  Today’s Sensex is not only composed
of a larger number of sectors, but is also
far more democratic in terms of the size of
companies. In 1991, the largest firm on the
index was roughly 100 times the smallest
in terms of market capitalization. Ten years
later, the ratio declined to roughly 75. In
2018, the ratio was only 12. The benefit of
liberalizing markets does not end with a one-
time drop in the ratio and continues to be felt



even today, as indicated by the decreasing
trend in the ratio in Figure 7. Similarly, while
the largest firm of 1991 constituted around 20
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per cent of the market capitalization of the
Sensex, the largest firm of 2019 contributed
only 13 per cent.

Figure 6: The rise of services in the Sensex
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Figure 7: Decreasing size concentration of firms in the Sensex
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Note: See earlier footnote about the dates on which market capitalization for each corresponding year is

observed. Data for 2019 is as of 3 Sep 2019

3.12  The forces of creative destruction
following liberalization in the Indian
economy have led to the rise of new
sectors such as financials and information
technology. Virtually non-existent in the
Sensex of the early 1990s, the share of these
sectors in the total market capitalization has
increased over the years, so much so that
these sectors dominate the Sensex today
(Figure 8). At first glance, this trend indicates

a cause for concern: a potential case of
more concentration or a reversal in creative
destruction in the economy. However, a
closer look reveals otherwise.

3.13  Firstly, the rising share in market
capitalization has been accomplished by a
rise in number of companies rather than a
rise in size of incumbents, suggesting greater
competition within these sectors (Figure 9).
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Figure 8: Increasing Share of IT and Financials Sector in Total Market
Capitalization of Sensex
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Source: Bloomberg, BSE

Figure 9: Increasing Share of IT and Financials Sector (By Count)
in the Sensex
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3.14  Secondly, using the Herfindahl Index
to analyse degree of competition within the
two sectors reveals an overall decline in
concentration in both sectors. However, the
IT sector has recently begun to show a slight
increasing trend in the Herfindahl index,
indicating that there is room to increase
competition in the sector (Figure 10).

3.15 Three key insights emerge from
the analysis above. First, we can expect
today’s dominant firms to remain dominant
for only one-fifth of the time that their pre-
liberalization counterparts did. Second,
sectors once considered mainstays of the
Indian economy are being displaced by new
sectors bringing with them new technologies
and products. The competitive advantage of

entrenched firms is being rapidly challenged
by new, smaller and more agile firms; every
five years, roughly one in three firms in the
Indian economy can expect to be challenged
in a massive way by the forces of creative
destruction. Finally, the difference between
the sizes of the largest and smallest firms
are rapidly shrinking, and consequently
monopoly power in the economy is declining
and making way for more competitive
markets. Consumers benefit from an increased
variety of goods and services, lower prices
and incessant improvement in the quality of
existing products.

3.16 “There is a common misconception
that people who are in favour of a free market
are also in favour of everything that big
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Figure 10: Herfindahl Index of Financials and IT sectors
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business does. Nothing could be further from
the truth,” wrote Milton Friedman (Friedman
1999). Pro-crony policy supports incumbent
firms but does not necessarily foster
competitive markets (Figure 11). On the other
hand, policy that fosters competitive markets
(hereafter pro-business policy) creates a level
playing field for businesses to compete. It
unleashes the powerful forces of creative
destruction, which create wealth. Austrian
economist and creator of the term, Joseph
Schumpeter, described creative destruction

as a “process of industrial mutation that
incessantly revolutionizes the economic
structure from within, incessantly destroying
the old one, incessantly creating a new one.”

3.17 Creative destruction brings
innovations into the market that serve
people better than the old technologies they
displace. It brings new firms into the markets,
which compete with existing firms and lower
prices for consumers. It brings dynamism
to the marketplace that keeps firms on their

ncw

Figure 11: Difference between pro-business and pro-crony policy

efficient

Pro-business

eFirms compete on a level playing field
eResource allocation in the economy is

¢Citizens' welfare is maximized

Pro-crony

eSome incumbent firms may receive
preferential treatment

eResource allocation in the economy may
not be efficient

eCitizens' welfare may not be maximized
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toes, always on the lookout for the next big
way to serve consumers. It has only one pre-
requisite — a pro-business policy stance that
fosters competitive, unfettered markets.

3.18 When creative destruction is fostered,
sectors as a whole will always outperform
individual companies within the sector in
creating wealth and maximizing welfare.
Therein lies the motivation for India to pursue
pro-business, rather than pro-crony, growth.

PRO-CRONY AND WEALTH
DESTRUCTION

3.19  Pro-crony policies, in contrast to pro-
business ones, erode wealth in the economy as
cronyism fosters inefficiencies by inhibiting
the process of creative destruction. Raghuram
Rajan and Luigi Zingales stressed the need
for “saving capitalism from the capitalists”
in their eponymous book, referring to the
dangers of regulatory capture by private
interests (Rajan and Zingales 2003).

3.20 Ambit Pvt Ltd, a brokerage, publishes
a stock market index of 75 Indian firms that
they define as “connected”. For our purposes,
they proxy firms that may benefit from pro-
crony policies. Figure 12 compares the
performance of this index to the BSE 500
index over time.

3.21 Prior to 2010, it clearly paid a firm
and its shareholders if the firm’s promoters
had “connections”. The index of “connected”
firms consistently outperformed the BSE
500 index as these firms systematically
made more profits than would have been
possible in a more competitive economy.
The market priced the current and future
abnormal profits of these firms. In late 2010,
the Comptroller and Auditor General’s audit
report on the 2G spectrum allocation named a
list of private companies that benefitted from
alleged collusions in the allocation of the 2G
spectrum. The timing of the report’s release
is demarcated on the chart with a vertical
line.

Figure 12: Investor wealth generated by connected firms before and
after CAG report on the 2G scam
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3.22  The CAG report on the 2G allocations
appears to have reversed the fortunes for
“connected” firms. The ‘“connected” index
started to underperform the market starting
2011. In fact, the gap for the investor wealth
destroyed by “connected” firms is widening
over time, which reflects the inability of
such firms to systematically create value
for their investors from extracting rents

based on their political connections (Kishore
2016).

3.23 Had an investor invested ¥ 100 in
these “connected” firms at the start 2007, her
investment would have grown to I 190 by
the start of 2010. On the other hand, had she
invested T 100 in the BSE500, the investment
would have grown to X 150. The “connected”
index yielded an average return of 17.5 per
cent per annum during this period, whereas
the BSE 500 index yielded an average return
of 10.5 per cent per annum. “Connected”
firms thus outperformed the broad index
of the stock market by 7 percentage points
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a year on average till 2010. Put differently,
from 2007 to 2010, “connected” firms
realized 7 percentage points higher returns
than they would have in a more competitive
market.

324 This pre-2010 outperformance of
“connected” firms indicates the possible
extent of rents extracted by these firms at
society’s expense. In contrast, the significant
post-2010 underperformance — following
the release of the CAG report — illustrates
the fact that such “connected” firms were
likely to have been inefficient ones. Between
2007 and 2016, “connected” firms have
earned, on average, 7.5 percentage points
lower returns than the BSE 500 index per
annum. This phenomenon of rent-seeking
by inefficient, “connected” firms, though
unhealthy to the economy, is not unique to
India. In fact, several global studies reinforce
the relationship between such connections
and rent-seeking activities when institutional
checks and balances are weak (Box 1).

Box 1: Global evidence that political connections lead to rent extraction

Several studies from around the globe find that political connections lead to rent extraction.

Faccio (2006) examines politically connected firms in 47 countries and finds that around the time
that a firm announces that managers or large shareholders are entering politics, there is a positive
impact on stock price. The result is consistent with the theory that markets anticipate additional
sources of profit for the now politically connected firm despite no change in firm fundamentals.
Faccio et al. (2006) study financial distress in politically connected firms in 35 countries and find
that distressed politically connected firms are significantly more likely to be bailed out by the
government than their non-connected counterparts. Claessens et al. (2008) show that Brazilian
firms that provided contributions to (elected) federal deputies experienced higher stock returns than
firms that did not make such contributions around the 1998 and 2002 elections. Further, contributing
firms substantially increased their bank financing relative to a control group after each election,
indicating that access to bank finance is an important channel through which political connections
operate. They estimate the economic costs of this rent seeking over the two election cycles to be at
least 0.2 per cent of gross domestic product per annum.

A recent World Bank study of cronyism in Ukraine finds that the country would grow 1 to 2 per cent
faster if all political connections were eliminated (Kahkonen 2018)! Politically connected firms in
Ukraine account for over 20 per cent of the total turnover of all Ukrainian companies. The study
finds that these politically connected firms (i) are larger than non-connected peers, (ii) pay lower
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effective tax rates, (iii) are less productive in terms of total factor productivity (TFP), (iv) are less
profitable, and (v) grow slower (World Bank 2018).

Evidence from Asia
China

Firth et al. (2009) find that political connections play a role in the allocation of bank loans to
Chinese firms. They find that having the state as a minority owner helps firms obtain bank credit.
Political connections especially benefit firms located in areas with a less developed banking sector.
Deng, Zeng & Zhu (2019) provide evidence that firms in China actively build political connections
to alleviate the cost of market frictions. Firms facing severe market frictions are not as financially
constrained as they would be expected to be; the key reason is that they possess strong political
connections which alleviate these costs. Chan ef al. (2012) find that politically connected firms in
China display much lesser financing constraints compared to firms without such connections. Chen
et al. (2017) find that politically connected underwriters increase the likelihood of clients’ IPO
applications being approved by the Chinese Securities Regulatory Commission. Further, consistent
with the rent-seeking argument, they document the post-IPO underperformance of such firms,
indicating that minority shareholders’ interests may be compromised.

Thailand

Bunkanwanicha & Wiwattanakantang (2009) find in Thailand that when business owners come to
political power, the market valuation of their firms increases dramatically. Business owners in top
offices use their policy-decision powers to implement regulations and public policies favorable to
their firms. Civilize et al. (2015) undertake a longitudinal study of firms in Thailand and conclude that
higher realized stock returns are systematically associated with political connectedness. Consistent
with the view that such a relationship provides economic rents, this finding is particularly prominent
in more regulated industries. The politically connected premium is higher for higher level political
connections and when the political bodies hold an equity stake in the firm.

Indonesia

Fisman (2001) estimates the value of political connections in Indonesia by looking at how stock
prices of firms with differing degrees of political exposure moved when former President Suharto’s
health was reported to change. Adverse health reports led politically connected firms to realize
lower returns than less dependent firms.

Malaysia

Johnson & Mitton (2003) find that the imposition of capital controls in Malaysia in 1998 primarily
benefitted firms with strong ties to the President, suggesting that capital controls provided a screen
behind which firms with political ties leveraged their connections for favours. A study of Malaysian
politically connected firms finds that such firms are perceived as being higher risk by the market,
audit firms and lenders. Such firms have higher likelihoods of reporting a loss, having negative
equity, and being charged higher interest rates by lenders (Bliss and Gul 2012).

Vietnam

Rand (2017) examines over 2000 Vietnamese SMEs over a 10-year period and finds that political
connections decrease the likelihood of a firm being credit-constrained by 4 percentage points.
Further, politically connected firms accessing credit face lower cost-of-capital than non-connected
SMEs not excluded from formal financial markets.

These studies unanimously document a myriad of benefits enjoyed by politically connected firms.
These benefits represent direct and indirect forms of rent unduly enjoyed by the connected firm’s
shareholders at the expense of unconnected firms and society at large.




3.25 Pro-crony, when compared to pro-
business, policies can create various indirect
costs as well. When opportunities for crony
rent-seeking exist, firms shift their focus
away from growth through competition
and innovation towards building political
relationships, thusunderminingtheeconomy’s
capacity for wealth creation (see Box 2).
Further, the rents sought by cronies are paid
for by genuine businesses and citizens who
are not receiving any preferential treatment.
Such a transfer of wealth exacerbates income
inequality in the economy, as crony firms
leverage their connections to extract a larger
share of existing wealth instead of expanding
the available wealth.
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DISCRETIONARY ALLOCATION
OF NATURAL RESOURCES
VIS-A-VIS ALLOCATION VIA
AUCTIONS

3.26 In this section, we consider a case
study from the natural resource allocation
process in India. India has the fifth largest
coal reserves in the world behind USA,
Russia, China, and Australia. Coal is the
most important indigenous source of energy
for India; it meets more than half of India’s
energy requirements. Therefore, allocation of
such an important natural resource provides
us a nice case study to contrast pro-business
and pro-crony policies.

Box 2: Political clout and preferential allocation of contracts (2001-13):

A case study of road construction in India

Many businesses in India use their political clout to obtain preferential allocation of projects and
resources from the government. Lehne, Shapiro & Eynde (2016) examine bidding data on more than
88,000 rural roads built under the Pradhan Mantri Gram Sadak Yojana (PMGSY) and juxtapose this
data with election results. Using a large sample spanning 8116 candidates in 4058 elections from
2001 to 2013 and employing a regression discontinuity design, the study finds that after close election
victories, contractors affiliated to the winning politician are more likely to be awarded road projects.
Figure below depicts this result graphically, plotting the change in the share of contractors who have
the same name as the winning politician against the politician’s margin of victory in the election.

After close election victories, the share of road construction contractors
who appear affiliated to the winning politician increases
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Further, the authors use Census 2011 data at the village level to check whether roads listed as
completed in the PMGSY monitoring data are also captured in the Census data. Several roads
recorded as complete in PMGSY monitoring data are missing from the Census, suggesting
that these roads were never actually built or completed. Around 26 per cent of roads listed
as completed prior to the census in PMGSY data are missing from the 2011 Census data.
Preferential allocation of roads increases the likelihood of such “missing” roads by as much
as 86 per cent. The figure below depicts this dramatic effect.

After close election victories, the share of missing all-weather roads increases when the
contractor appears affiliated to the winning politician
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The authors find that preferential allocation accounts for an additional 497 missing all-
weather roads that would have served roughly 860,000 people. Clearly, PMGSY contracts

that seem to have been politically influenced lead to suboptimal economic outcomes.

3.27 Prior to 1993, no specific criteria
for the allocation of captive mines existed.
Amendments introduced to the Coal Mines
(Nationalisation) Act 1973 in June 1993
allowed private companies to carry out
coal mining for captive use. In July 1992,
a screening committee was set up under
the chairmanship of the Secretary of Coal
to consider applications made by various
companies interested in captive mining and
to allocate coal blocks for development.
In August 2012, the CAG report on coal
block allocations examined the effectiveness

2 The report can be found here:

of the processes adopted in allocation of
coal blocks.? On 24 September 2014, the
Supreme Court of India cancelled 214 of the
218 allocations made by the Government
of India over a span of 15 years.? The Coal
Mines (Special Provisions) Bill, 2014, and its
subsequent rules, were passed in December
2014, and the Coal Mines (Special Provisions)
Act, 2015, was included in the Indian mining
legislative framework. The Act ensured that
any future allocation of coal blocks would
solely be through competitive auctions.

https://www.cag.gov.in/sites/default/files/audit_report files/Union Performance Commercial Allocation Coal Blocks and Production

Ministry_Coal 7 2012.pdf.

3 Manohar Lal Sharma vs. The Principal Secretary & Ors., Writ Petition No. 120 of 1012. A copy of the order can be accessed here: http:/

www.prsindia.org/uploads/media/Coal%20Mines/SC%20order.pdf.



Use of Related Party Transactions in
Discretionary Allotment of Natural
Resources

3.28 Abraham, Chopra, Subramanian &
Tantri (2018) find evidence that the form of
coal block allocation has an impact on the
value of Related Party Transactions (RPTs)
engaged in by firms that are beneficiaries of
the coal block allocation. Comparing the RPTs
in the 3-year period post the allotment against
the 3-year period prior to the allotment, they
find significant differences between the rupee
value of RPTs undertaken by beneficiaries
of the committee-based allotment versus
the beneficiaries of the competition-based
allotment.

3.29 Figure 13 graphically depicts the
comparison for RPTs under three heads. First,
RPTs used for purchasing capital goods/
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equipment from related parties are classified
as “Capital Purchases”. Capital purchases
offer an ideal mechanism to transfer wealth
because they are large one-time non-recurring
cash outflows that can serve as an opportune
mask to hide transactions from regulators.
Second, operational expenses paid to related
parties are classified as “Revenue expenses.”
Third, operational income from related
parties are classified as “Revenue income.”
These three RPTs show a marked increase in
the three-year period following the receipt
of a coal block through the committee-based
allocation as compared to the preceding three
years. No such increase is seen in the case
of auction-based allotment. The other three
main types of RPTs — Capital Sales, Loans
and advances given and taken do not show
any particular increase in the case of the
committee-based allocation.

Figure 13: Impact of coal block allocations on Related Party Transactions
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RPTs to unlisted/foreign entities and
tax havens

3.30 Figure 14 shows RPTs with unlisted/
foreign entities and related parties that are
based out of internationally recognised tax
havens. Unlisted/foreign entities are either
individuals or unlisted domestic enterprises
or enterprises incorporated in a foreign
jurisdiction. As such entities are harder for
the domestic enforcement authorities to
track, RPTs with such entities are likely to
manifest for purposes of opacity. Similarly,
tax havens are charaterised by opaque
disclosure regulations and hence serve as an
ideal sink to tunnel corporate wealth away

from other stakeholders. As the figure shows,

firm behaviour is nearly identical to the earlier
figures, with capital purchases, revenue
expenses and revenue income showing a
remarkable increase post the receipt of the
coal block in the committee-based allotment
process, while no such increase is seen

following competitive auctions.

Director compensation and consulting
expenses

3.31 The authors also find evidence
that one-time payments to directors like
commissions, perquisites and consulting
expenses increase following the discretionary
allocation. Director commissions increase
by 12 per cent, director perquisites by 5.7

per cent and other consulting expenses by

Figure 14 : RPTs to Unlisted/Foreign counterparties and tax havens
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7.6 per cent. We find no increase in the case
of salary expenses for normal employees
suggesting that only the directors benefit post
the discretionary allocation. In the case of
auctions, we see no such increases. In fact,
we find that director salaries decrease post

the auction-based allotment.
Firm productivity and performance

3.32  Figure 15 shows the evolution of the
average market share of firms that received
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the committee-based allocation from 1993
to 2011. There has been a steady decline in
the market share of these firms despite them
getting a windfall gain from the discretionary
allocation. The gain of an almost free resource
should have aided firm productivity and
business fundamentals. Instead the market
share has fallen over the years - suggesting
a case of Dutch disease — firms that got the
free resource diverted efforts towards the
tunnelling of the windfall gain instead of
towards productive business activity.

Figure 15: Market share of allottee firms (committee-based allocation)
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3.33 Indeed, the authors find that total
income declines by 54.9 per cent over a
3-year period from the date of allocation as
compared to firms that did not receive an
allocation, total expenses reduce by 58.7
per cent and PAT by 37.8 per cent. There
also seems to be a loss of productive assets
- total assets reduce by 76.2 per cent and
Land and Building reduces by 48.2 per cent

and Plant and Machinery reduces by 51.1 per
cent. They find no such decline in the case of
competitive auctions.

3.34 Opverall, the evidence suggests that
discretionary allocation of natural resources
by a committee provides avenues for rent-
seeking. Subsequently, firm owners divert
their focus towards tunnelling away these
rents rather than furthering productive
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economic activities. A shift to market-based
allocation of resources takes these avenues
away, encourages productive economic
activity and generates more wealth.

Riskless Returns: The Case of Wilful
Default

3.35 Although the primary tenet of any
investment is that high expected rewards
come with high risk, many Indian firms have
found a peculiar way to reap rewards without
commensurate risk. Many firms enjoy profits
in good times but often rely on the state
or their financiers to bail them out in bad
times. A particularly egregious form of such
riskless return is the phenomenon of wilful
default — a classic case of a one-way gamble
in which “heads, the promoter wins; tails,
the lender loses”. Wilful default occurs when
firms take loans, divert the proceeds out of
the firm for the personal benefit of owners,
default on loans and declare bankruptcy,
thereby expropriating a range of stakeholders
— lenders, minority shareholders, employees,

regulators and state coffers.

3.36 The RBI defines wilful defaulter
as a firm that has defaulted in meeting its
repayment obligations even though it has the
capacity to honour these obligations. A firm
could also be branded a wilful defaulter if it
uses the funds for purposes other than what is
sanctioned by the lender, siphons the money
out to related parties or removes the assets
used to secure the loan.

3.37 Every rupee lent to a wilful defaulter
constitutes an erosion of wealth. Money lent
to a genuine business creates assets, which
generate profit and employment. On the
other hand, money lent to a firm that has no
intention of investing the proceeds in ex-ante
profitable projects is money wasted. Besides
making cronies rich, it contributes nothing to
the economy.

3.38 Figure 16 and Figure 17 show the
wealth that wilful defaulters have taken out
of the Indian economy. As of 2018, wilful

Figure 16: Aggregate outstanding amount owed by wilful defaulters (Z crores)
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defaulters owed their respective lenders
nearly I1.4 lakh crores. The number has
been steadily rising since the early part of
the current decade. The defaulters are spread

across several sectors, with manufacturing
firms constituting the largest share.

3.39 To put in perspective the quantum of
wealth eroded by wilful defaulters, consider

61

Pro-Business versus Pro-Crony |

Figure 18, which compares the amount owed
by wilful defaulters in 2018 with the Union
budget allocations towards citizen welfare in
the same year. Had the money siphoned away
by wilful defaulters stayed in the economy,
the resulting wealth would have been
equivalent in value to that needed to double
the allocation towards health, education

Figure 17: Split of aggregate outstanding amounts of wilful defaulters by sector
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Figure 18: Wealth destroyed by wilful defaulters in comparison to Union Budget Allocations
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and social protection, double the allocation
towards rural development, or triple the
allocation towards MGNREGA.

3.40  Figure 19 depicts three distinguishing
characteristics of wilful defaulters in India.
First, wilful defaulters tend to be more
opaque than both non-defaulters and firms
that default out of genuine distress (hereafter
distress defaulters). Whereas roughly 60 per
cent of non-defaulters and distress-defaulters
provide related party disclosures in their

annual report as legally required in India,
barely 40 per cent of wilful defaulters do.

341 Second, promoters at the helm of
wilfully defaulting firms pledge, on average,
almost 50 per cent of their shareholding to
lenders. In contrast, the corresponding figures
for distress defaulters and non-defaulters
are 30 per cent and 11 per cent respectively.
While the pledging of shares prevails in
advanced economies also, it has taken a
peculiar form in India. Promoters, especially

Figure 19: Wilful defaulters tend to be opaque about their RPTs, pledge substantial
proportions of promoter shares, and advance large loans to related parties
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Note: A firm is said to have made an RPT disclosure if its annual filing contains an RPT section (even if the
firm states it had no transactions that year). Net outstanding loans refers to the total balance of loans given by
firms to their related parties, net of loans taken from them. It is expressed as a percentage of the firm’s total
assets. Wilful defaulters are those classified as such in the CIBIL Suits Filed database, while distress defaulters
are those with a default credit rating at least once in the sample period but those who have not been classified
as ‘wilful defaulters’. Non-defaulters are all other firms. Data spans 2002-18



those of wilful defaulter firms, pledge shares
to obtain financing not for external ventures
or personal endeavours but for the firm’s
own projects. Such a practice is suboptimal
for lenders as the value of collateral used to
secure loans should not correlate with the
value of the project being funded. When
a firm is in distress, the value of pledged
shares falls. Precisely when it is required to,
the collateral stops serving its purpose. As
promoters have no personal liability beyond
their pledged shares, they care little when the
pledged shares fall in value as any reduction
in their wealth is offset by rents they have
already extracted. In many cases, promoters
are unconcerned about losing control of the
company as they may have already siphoned
out the extracted rents before the share price
collapse.

3.42 Third, wilful defaulters make large
loans to related parties. The outstanding
balance of loans given to related parties
for distress defaulters and non-defaulters is
negative, meaning that the average firm in the
sample is a net recipient of loans from related
parties. Wilful defaulters, on the other hand,
are net givers of loans. Peculiarly, they are net
recipients of external loans and defaulters on
these loans at the same time that they are net
givers of loans to their related parties. This is
consistent with a theory of issuing debt only
to siphon the proceeds out of the firm for the
personal benefit of owners and their cronies.

3.43 The cost of such wilful default is
borne by the common man. Public sector
banks get their equity from taxes paid by
the common man. They get their debt from
deposits made by the common man. When
unscrupulous firms willfully default, it is the
common man who loses. While most policy
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initiatives aim to redistribute wealth from the
rich to the poor, wilful default achieves the
opposite. Rich businesses that want to get
richer use wilful default as an instrument to
redistribute wealth away from the poor.

3.44 Not only that, wilful default if
unchecked would increase the cost of
borrowing for everyone else, including
genuine businesses with profitable investment
opportunities before them. In fact, at high
enough credit spreads, adverse selection may
force genuine borrowers to exit the market
altogether, leaving only cronies in the market
and resulting in a market failure that slows
economic growth, employment and wealth
creation capacity.

CONCLUSION

3.45 While pro-business policies increase
competition, correct market failures, or
enforce business accountability, pro-crony
policies hurt markets. Such policies may
promote narrow business interests and may
hurt social welfare because what crony
businesses may want may be at odds with the
same. For example, crony businesses may
lobby the government to limit competition in
their industry, restrict imports of competing
goods or reduce regulatory oversight. These
initiatives enhance the lobbying group’s
income but undermine markets and reduce
aggregate welfare. Thus, pro-crony policy
can inadvertently end up being hurtful to
businesses in general.

3.46 Pro-business policies, for example,
those that make it easy to start a business,
register property, enforce contracts, obtain
credit, bid for natural resources, get permits,
and resolve insolvency help firms to function
effectively and thereby enable competitive
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markets. Making it easy to do business in
a jurisdiction furthers the eventual goal of
maximizing social welfare. Reforms aimed
in this direction must continue. However,
catering to the needs of crony businesses

alone without regard for other businesses and
the remaining stakeholders in the economy
may end up benefitting the preferentially
treated firms at the expense of other firms,
market efficiency and social welfare.

CHAPTER AT A GLANCE

>

India’s aspiration to become a $5 trillion economy depends critically on promoting “pro-
business” policy that unleashes the power of competitive markets to generate wealth,
on the one hand, and weaning away from “pro-crony” policy that may favour specific
private interests, especially powerful incumbents, on the other hand. Economic events
since 1991 provide powerful evidence supporting this crucial distinction.

Viewed from the lens of the Stock market, which captures the pulse of any economy,
creative destruction has increased significantly after reform. Before liberalisation, a
Sensex firm expected to stay in it for 60 years, which decreased to only 12 years after
liberalisation. Every five years, one-third of Sensex firms are churned out, reflecting the
continuous influx of new firms, products and technologies into the economy.

Despite impressive progress in enabling competitive markets, pro-crony policies
has destroyed value in the economy. For example, an equity index of connected
firms significantly outperformed the market by 7 per cent a year from 2007 to 2010,
reflecting abnormal profits extracted at common citizens’ expense. In contrast, the index
underperforms the market by 7.5 per cent from 2011, reflecting the inefficiency and
value destruction inherent in such firms.

Pro-crony policies as reflected in discretionary allocation of natural resources till 2011
led to rent-seeking by beneficiaries while competitive allocation of the same resources
post 2014 have put an end to such rent extraction. Similarly crony lending that led to
wilful default, wherein promoters have collectively siphoned off wealth from banks, led
to losses that dwarf subsidies directed towards rural development.
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Undermining Markets: When
Government Intervention Hurts 04
More Than It Helps CHAPTER
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Every moment one should learn, from every bit one should earn. If you waste a
second you can’t get knowledge and if you waste a bit u can’t get money.

Government intervention, sometimes though well intended, often ends up undermining
the ability of the markets to support wealth creation and leads to outcomes opposite
to those intended. This chapter analyses four examples of anachronistic government
interventions, though many more abound.

First, frequent and unpredictable imposition of blanket stock limits on commodities
under Essential Commodities Act (ECA) neither brings down prices nor reduces price
volatility. However, such intervention does enable opportunities for rent-seeking and
harassment. For instance, imposition of stock limits on dal in 2006-03, sugar in 2009-
Q1 and onions in September 2019 spiked up the volatility of the wholesale and retail
prices instead of smoothening them — in contrast to its objective of easing pressure
on prices. Around 76000 raids under ECA were conducted during 2019. Assuming a
minimum of 5 persons involved in a raid, considerable administrative effort goes into
enforcement of ECA. As the conviction rate, however, is abysmally low and raids have no
impact on prices, the ECA only seems to enable rent-seeking and harassment. The Act is
anachronistic as it was passed in 1955 in an India worried about famines and shortages,
it is irrelevant in today's India and must be jettisoned.

Second, the regulation of prices of drugs through the DPCO 2013, has led to increase in
the price of a regulated pharmaceutical drug vis-a-vis that of a similar drug whose price
is not regulated. Our analysis shows that the increase in prices was witnessed for more
expensive formulations than for cheaper ones and those sold in hospitals rather than
retail shops, reinforcing that the outcome is opposite to what DPCO aims to do - making
drugs affordable. The evidence across different commodities (pulses, sugar, onions and
drugs) - not just onions or sugar where cartelisation is often suspected - and episodes
spanning different time periods (2006-19) suggests that the ineffectiveness of ECA stems
from unnecessary government intervention that undermines markets.

Third, government policies in the foodgrain markets has led to the emergence of
Government as the largest procurer and hoarder of foodgrains — adversely affecting
competition in these markets. This has led to overflowing of buffer stocks with FCI,
burgeoning food subsidy burden, divergence between demand and supply of cereals and
acted as a disincentive towards crop diversification.

Fourth, analysis of debt waivers given by States/Centre shows that full waiver
beneficiaries consume less, save less, invest less and are less productive after the waiver
when compared to the partial beneficiaries. The share of formal credit decreases for full
beneficiaries when compared to partial beneficiaries, thereby defeating the very purpose
of the debt waiver provided to farmers.



68 | Economic Survey 2019-20  Volume 1

The chapter makes the case that each department and ministry in the Government
must systematically examine areas where the Government needlessly intervenes and
undermines markets. Note that the chapter does not argue that there should be no
Government intervention. Instead, interventions that were apt in a different economic
setting may have lost their relevance in a transformed economy. Eliminating such
instances of needless Government intervention will enable competitive markets and
thereby spur investments and economic growth.

4.1 Though India has made significant
progress in enhancing economic freedom for
firms and its citizens, it still counts among
the shackled economies in the world. In
the global indices of economic freedom,

India ranks in the bottom half. The Index
of Economic Freedom, which is brought
out by the Heritage Foundation, and the
Global Economic Freedom Index, which is
brought out by the Fraser Institute, measure

Figure 1: Relative Economic Freedom in India
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Source: Index of Economic Freedom, 2019 accessed at https://www.heritage.

org/index/

economic freedom as the freedom of choice
enjoyed by individuals in acquiring and
using economic goods and resources. In the
Index of Economic Freedom, India was
categorized as ‘mostly unfree’ with a score
of 55.2 in 2019 ranking the Indian economy
129th among 186 countries, i.e., in the
bottom 30 per cent of countries (Figure 1).
In the component pertaining to “investment
freedom”, which measures the ease of flow of
investment capital both internally and across
the country’s borders, India scores a low
40.0 on a scale of 0-100 (repressed) against
the world average of 58.5. In the Index of
Global Economic Freedom too, India ranks
79" among 162 countries with 108™ rank in
business regulation.

4.2 Economic freedom enhances wealth
creation by enabling efficient allocation
of entrepreneurial resources and energy to
productive activities, thereby promoting
economic dynamism. This is manifested in
the close correlation of the ranks in the two
referred indices of economic freedom with
per capita GDP of the countries (Figure 2).
The low rank in economic freedom makes
it evident that India chains opportunities
for wealth creation by shackling economic
freedom for its citizens. Figures 3-6 show
the cross-country correlation of the index
of economic freedom with the density
of registration of new business, the ease
of doing business indicators, number of
patents applied in a country, the number of
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Figure 2: Correlation of Indices of Economic Freedom with Per Capita GDP
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Figure 3: Correlation of IEF with density of new business registration
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Note: The new business entry density is defined as the number of
newly registered corporations per 1,000 working-age people (those
ages 15-64). Units of measurement are private, formal sector
companies with limited liability.
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Figure 4: Correlation of Economic Freedom with Ease of Doing Business
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Figure 5: Correlation of Indices of Economic Freedom with Patents Applied and
Patents Granted
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Figure 6: Correlation of Indices of Economic Freedom with Index of Innovation
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patents granted in a country and the index of
innovation respectively. Thus, it is clear that
economic freedom affects several aspects of
wealth creation significantly.

4.3  While there is a case for Government
intervention when markets do not function
properly, excessive intervention, especially
when markets can do the job of enhancing
citizens’ welfare perfectly well, stifles
economic freedom. Government can affect
markets either through direct participation
(as a market maker or as a buyer or supplier
of goods and services), or through indirect
participation in private markets (for example,
through regulation, taxation, subsidy or other
influence). Any Government intervention of
the first kind, however, affects the dynamic
interaction of supply and demand in markets
and thereby determination of ‘equilibrium’
market prices. When the price is too high,
there is an excessive amount of the product
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for sale compared to what people want. When
the price is too low, it causes consumers to
want more of the product than producers
have available. In both cases, serious welfare
loss results because not enough of the good
is sold. The wasted chance to create both
producer and consumer welfare from such
sales leads to ‘deadweight loss’ - income
that is lost forever. In addition to creating
deadweight loss, an artificially high price
transfers profits from consumers to producers
and creates opportunities for rent seeking
and an artificially low price leads to transfer
of profits from producers to consumers and
leads to low incentive to invest further and
aggravates the scarcity of the product.

4.4 As we illustrate in this chapter, the
Indian economy is replete with examples
where Government intervenes even if there is
no risk of market failure, and in fact, in some
instances its intervention has created market

Box 1: Essential Commodities Act, 1955

Essential Commodities Act (ECA), 1955 was enacted to control the production, supply and distribution
of, and trade and commerce in, certain goods considered as essential commodities. The Act itself does
not lay out Rules and Regulations but allows the States to issue Control Orders related to dealer
licensing, regulate stock limits, restrict movement of goods and requirements of compulsory purchases
under the system of levy. The Act also provides for action to confiscate the stock seized; to suspend/
cancel licences, if any and impose punishments like imprisonment. The Act also gives the power to fix
price limits, and selling the particular commodities above the limit will attract penalties. Most of the
powers under the Act have been delegated by the Central Government to the State Governments with
the direction that they shall exercise these powers. Food and civil supply authorities in States execute
the provisions of the Act.

The major commodity groups included in the Act are

(i) Petroleum and its products, including petrol, diesel, kerosene, Naphtha, solvents etc

(i1)) Food stuff, including edible oil and seeds, vanaspati, pulses, sugarcane and its products like,
khandsari and sugar, rice paddy

(iii)) Raw Jute and jute textiles

(iv) Drugs- prices of essential drugs are still controlled by the DPCO

(v) Fertilisers- the Fertiliser Control Order prescribes restrictions on transfer and stock of fertilizers
apart from prices

(vi) Onion and Potato

(vii) Seeds of food crops, fruits and vegetables, cattle fodder, Jute seeds and Cotton seeds
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failures. This may be partly due to the legacy
of post-independence economic policies
which the country followed. However, as the
role of markets has been recognized globally,
it is only natural that markets are allowed
to work to enable quick wealth creation and
thereby economic growth.

ESSENTIAL  COMMODITIES
ACT (ECA), 1955

4.5 The Essential Commodities Act (ECA),
1955 controls the production, supply and
distribution of, and trade and commerce in,
certain goods such as vegetables, pulses,
edible oils, sugar etc., which are treated as
essential commodities. Under the Act, the
powers to implement the provisions of the Act
are delegated to the States. When the price of
any of these essential commodities rises, the
regulator can impose stockholding limits on
the commodity, restrict movement of goods,
and mandate compulsory purchases under the
system of levy. Consequently, all wholesalers,
distributors, and retailers dealing in the product
must reduce their inventories to comply with the

holding limit. The purported aim of this Act is
to ensure affordability of essential commodities
for the poor by restricting hoarding. It is an
overarching legislation regulating agricultural
marketing and production.

4.6 The ECA, however, affects the efficient
development of agricultural markets by
creating market distortions (Figure 7).
As agriculture is a seasonal activity, it is
essential to store produce for the off-season
to ensure smoothened availaibility of a
product at stable prices throughout the year.
Therefore, producers face an inherent trade-
off between building an inventory in the
harvest season and drawing down inventory
in the lean season. ECA interferes with this
mechanism by disincentivising investments
in warehousing and storage facilities due
to frequent and unpredictable imposition of
stock limits. As stockholding limits apply to
the entire agriculture supply chain, including
wholesalers, food processing industries and
retail food chains, the Act does not distinguish
between firms that genuinely need to hold

Figure 7: Agricultural Market distortions due to ECA
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stocks owing to the nature of their operations,
and firms that might speculatively hoard
stocks. Further, this reduces the effectiveness
of free trade and flow of commodities from
surplus areas to markets with higher demand.
ECA also affects the commodity derivative
markets as traders may not be able to deliver
on the exchange platform the promised
quantity, owing to stock limits. The Act
distorts markets by increasing uncertainty and
discouraging the entry of large private sector
players into agricultural-marketing. These
market distortions further aggravate the price
volatility in agricultural commodities- the

Figure 8a: Volatility in Retail prices of
Dal even after stock limits under
ECA were imposed in 2006 - Q3
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opposite of what it is intended for.

4.7 This market distortionary impact is
clearly evident from several experiences. The
ineffectiveness of stock limits in controlling
price volatility, as described above, is not
restricted to a specific commodity or a specific
time period. The figure below indicates the
standard deviation of prices of pulses and
sugar, on which stock limits were notifioed
in 2006-Q3 and 2009-Q1 respectively. These
limits had limited success in containing the
volatility of prices, even two to three years
after the imposition (see Figure 8a and 8b).

Figure 8b: Volatility in Retail prices of
Sugar even after stock limits under
ECA were imposed in 2009 - Q1
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4.8 Therecent experience with rise in onion
prices illustrate the same phenomenon. There
are three harvesting seasons in India for the
onion crop viz., Kharif (October-December),
Late Kharif (January-March) & Rabi (March-
May). There is a period from around May to
September in the year wherein the demand
for onions has to be met by the stocks kept by
the traders/wholesalers. Due to heavy rains
in August-September, 2019, the kharif crop
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of onions was adversely affected leading to
lower market arrivals and upward pressure
on onion prices. This kharif crop usually
caters to the demand during the period from
October to December till fresh produce from
late kharif crop comes in the market. In view
of a sustained increase in onion prices, stock
limits under the ECA were imposed across
the country on September 29, 2019 (the limits
equaled 100 quintals on retail traders and 500
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quintals on wholesale traders which were
subsequently reduced to 20 quintals and 250
quintals respectively). The stock limits were
imposed to control the price rise of onions
by facilitating the release of stocks in the
market and preventing hoarding by traders
to enhance supply in the market. However,
the imposition of stock limits has had no

effect on the volatility of the wholesale and
retail prices for onions after September, 2019
(Figure 8c). The lower stock limits must have
led the traders and wholesalers to offload
most of the kharif crop in October itself which
led to a sharp increase in the volatility from
November, 2019 onwards. The volatility in
retal prices mirrors that in wholesale prices.

Figure 8c: Volatility in Retail and Wholesale prices of
Onion in 2019 even after stock limits were imposed under ECA
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4.9 This effect of the imposition of stock
limits is also evident in the trend of the
wedge between the wholesale and retail
prices of pulses and onion (Figure 9a and 9b).
In the case of onions, the wedge has shown
a sharp increasing trend from November,
2019 onwards as most of the kharif crop,
which itself was lower, would have had to
be offloaded in the market in October itself.
Absent government intervention through
ECA, traders would store a part of their
produce to ensure smooth availaibility of a
product at stable prices throughout the year.

The increasing wedge between wholesale
and retail prices reinforces that ECA reduces
welfare of consumers. In the long term, the
Act disincentivizes development of storage
infrastructure thereby leading to increased
volatility in prices following production/
consumption shocks — the opposite of what it
is intended for. The evidence across different
commodities and different time periods - not
justonions or sugar where cartelisation is often
suspected - suggests that the ineffectiveness
of ECA stems from unnecessary government
intervention that undermines markets.
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Figure 9a: Increasing wedge between Retail and Wholesale prices of gram dal (pulse)
even after ECA is imposed
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Note: Both rise and pulses are covered under ECA, and stock limits were imposed on pulses on
28" August, 2006. Stock limits were imposed on rice also in 2008, at the end of the period
considered in this chart.

Figure 9b: Increasing wedge between Retail and Wholesale prices of Onion in 2019 even

after ECA is imposed
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Figure 10a: Correlation of raids conducted under ECA with wedge between retail
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and wholesale onion prices
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Figure 10b: Correlation of raids conducted under ECA with volatility of retail and

wholesale onion prices
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4.10 Under the ECA, states are required to
enforce the adherence to any stock limits
specified under the Act. Given that around
76000 raids were conducted during 2019
and assuming that a minimum of 5 persons
are involved in a raid, a considerable
administrative effort is utilized for the
enforcement of the Act. Our analysis shows

that such raids conducted by States have had

no impact on both the wedge between retail
and wholesale onion prices and volatility in
these prices in consumer or producer states,
thereby raising concerns on their effectiveness
(Figure 10).

4.11 Our analysis shows that in states that are
primarily consumer of essential commodities,
there is a negative relationship between the
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Figure 11: Correlation of Prosecution with wedge between retail and wholesale prices of
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probability of being caught (reflected by
the ratio of prosecution to raids) and wedge
between retail and wholesale prices. This
shows that ECA is only effective when it is
executed properly (Figure 11). As per the
reports received from the State Governments/
UT Administrations, the conviction rate
under the Act is abysmally low at 2-4 per
cent on an average. As on 16.12.2019 which
is the latest available from DCA, total raids
conducted in 2019 under ECA were 76,033
but number of persons convicted were only
2941, which equals only 3.8 per cent of the
total raids conducted. This indicates that
the raids under ECA may be only leading
to harassment of traders, thereby adversely
affecting the role of trade in the marketing of
the given commodity.

4.12 A beginning was made by setting up
of the Price Stabilization Fund (PSF) in
2014-15 to help regulate the price volatility
of important agri-horticultural commodities
like onion, potatoes and pulses. It provides

for maintaining a strategic buffer of
aforementioned commodities for subsequent
calibrated release to moderate price volatility
and discourage hoarding and unscrupulous
speculation. This needs to be strengthened
further as it supplements the market forces
rather than substitute them which the ECA
does.

4.13 The ECA was enacted at a time when
speculative hoarding and black marketing
was a threat as agricultural markets were
fragmented and transport infrastructure
was poorly developed. But the Act, while
penalising speculative hoarding, also ends up
penalising the much desirable consumption-
smoothing that storage provides. With the
agricultural markets in India increasingly
becoming more integrated and competitive,
the utility of the Act is dubious and is
incompatible with development of an
integrated competitive national market for
food. The anti-hoarding provisions of ECA
discourage open reporting of stock holdings,
storage capacities, trading and carry forward
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positions. There is no aggregated data of the
total private storage capacity available in the
country, which would enable policymakers to
assess the impact of any production shocks on
the prices. Besides discouraging investment
in modern methods of storage and in market
intelligence, the lack of information on
trades makes it harder for market participants
to make accurate forecasts for the future.
Supporting development of commodity
futures markets would help efficient discovery
of market expected future prices, which can
provide a better basis for private storage
decisions and avoid ‘peaks’ and ‘troughs’ in
prices. Development of effective forecasting
mechanisms, stable trade policies, and
increasing integration of agricultural markets
can serve the purpose of stabilising prices
of agricultural markets more efficiently than
government fiat imposed through ECA.

DRUG PRICE CONTROLS
UNDER ECA

4.14 Given the important task of ensuring
access to essential lifesaving drugs and to
avoid poor households from falling into
poverty, Governments often resort to price
controls for drugs. In India, the Government
has historically relied on price controls
to regulate the prices of pharmaceutical
drugs through the National Pharmaceutical
Pricing Authority (NPPA) and Drug (Prices
Control) Order (DPCO). The National List
of Essential Medicines (NLEM), prepared
by Ministry of Health and Family Welfare, is
a list of medicines considered essential and
high priority for India’s health needs. It is
based on aspects like prevalence of disease
in the population, safety and efficacy of the
medicine, and current affordability. DPCOs
are issued by the Government, in exercise of
the powers conferred under section 3 of the
ECA to ensure that the medicines listed under
NELM are available at a reasonable price to
the general public.

4.15 To examine carefully the impact of
the DPCO order on the price and quantity of
essential drugs, we undertake the following
comparison. Consider Glycomet (Metformin)
and Glimiprex-MF (Glimepiride+Metformin)
both of which are used for controlling high
blood sugar. Glycomet came under price
control in DPCO, 2013 while Glimiprex-
MF did not. Therefore, a comparison of the
before-after change in price and quantity
consumed for Glycomet vis-a-vis that for
Glimiprex-MF controls for the effect of all
other confounding factors such as demand
and supply of drugs in this category. This
comparison, therefore, estimates the pure
effect of the DPCO order. Figure 12 shows
that the price of Glycomet actually increased
more than that for Glimiprex-MF after
DPCO, 2013. It, however, had no effect on
the quantity consumed, which is consistent
with pharmaceutical drugs being an essential
commodity for which the demand is inelastic,
or insensitive, to the changes in price.

4.16 Our estimates also show that the
prices of drugs that came under DPCO,
2013 increased on average by ¥ 71 per mg
of the active ingredient. For drugs that
were unaffected by DPCO, 2013, the prices
increased by I 13 per mg of the active
ingredient. The difference-in-difference
estimate in prices was 58 per mg of the active
ingredient, which was statistically significant
at 5 per cent (Figure 13). The difference-
in-difference in quantities was statistically
indistinguishable from zero.

4.17 To parse out the effect of the DPCO
order, we separate formulations by those
that are sold primarily through retail outlets
and those that are primarily sold through
hospitals. The prices of formulations that
came under DPCO, 2013 and that were
mostly sold at hospitals increased by 399
per mg. In the case of formulations mostly
sold in hospitals that were unaffected by
DPCO, 2013, the prices increased by only
25 per mg (Figure 14). Thus, the difference-
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Figure 12: Effect of DPCQO, 2013 on Prices of Glycomet (regulated)
vs Glimiprex-MF (unregulated)
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Box 2: Drugs Prices Control Order (DPCO)

The Drugs Prices Control Order (DPCO) is an order issued under Sec. 3 of Essential Commodities
Act (ECA), 1955 that seeks to regulate the prices of pharmaceutical drugs. The DPCO, among other
things, specifies the list of drugs that come under the price ceiling and the formula for calculating the
ceiling price. The National List of Essential Medicines (NLEM) lists the pharmaceutical drugs that
fall under price control. The DPCO, 2013 for instance, contains 680 scheduled drug formulations
spread across 27 therapeutic groups whose prices are regulated.

National Pharmaceutical Pricing Authority (NPPA) is responsible for fixing and revising the prices
of pharmaceutical products as well as the enforcement of the DPCO. The Government of India has
amended the DPCO several times and most recently in 2013. Until 2013, DPCO specified the price
ceiling using the cost-based pricing method in which the ceiling price was calculated as a multiple
of the cost that it took producers to promote and distribute a pharmaceutical drug. This multiple
referred to as the Maximum Allowable Post-manufacturing Expenses (MAPE) was set at 50 per cent
for formulations imported into India and at 100 per cent for indigenously manufactured formulations.

In 2013, for the first time, India transitioned from cost-based pricing to market-based pricing. Under
the market-based pricing method, the Government determines the ceiling prices as the maximum
mark-up that a retailer can charge over the reference price, which is the simple average of the prices
of the all the brands with market share of greater than or equal to 1 per cent based on market data
provided by IMS Health, a market research firm. The order capped the maximum mark-up to 16 per
cent for all formulations specified in the NLEM.
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Box 3: Methodology of Difference-in-differences - Explained

Difference-in-differences (DiD) is a statistical technique used to estimate the effect of a specific
intervention or treatment (such as a passage of law, enactment of policy, or large-scale program
implementation). The technique compares the changes in outcomes over time between a population
that is affected by the specific intervention (the treatment group) and a population that is not (the
control group). DiD is typically used to mitigate the possibility of any extraneous factors affecting
the estimated impact of an intervention. This is accomplished by differencing the estimated impact of
the treatment on the outcome in the treatment group and the estimated impact of the treatment on the
control group.
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Figure 13: Effect of DPCQO, 2013 on Prices and Quantities consumed of regulated drugs
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in-difference estimate for formulations sold
primarily through hospitals was ¥74 per mg.
In contrast, the prices of drugs that came under
DPCO, 2013 and primarily sold through

retail outlets increased by a meagre I0.23 per
mg during the same period. However, in the
case of formulations unaffected by DPCO,
2013 and mostly sold by retail chemists,
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Figure 14: Effect of DPCO, 2013 on Prices and Quantities consumed of formulations sold
at hospitals vs retail outlets
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the prices increased by about I1.72 per mg.
Thus, the difference-in difference estimate
for formulations primarily sold through retail
outlets was (-)1.49 per mg. This shows that
the DPCO, 2013 appears to have increased
the prices of drugs mostly sold through
hospitals but decreased it mildly in the
case of drugs sold through the retail chemists.
This effect of price controls on drugs is
expected because the enforcement of the
DPCO orders would be easier in the case of
retail outlets when compared to hospitals.

4.18 Our estimates also show that the DPCO,
2013 order increased prices by about 21 per cent
for the cheaper formulations (i.e, those that were
in the 25" percentile of the price distribution).
However, in the case of costly formulations
(i.e., those that were in the 99" percentile),
the increase was about 2.4 times (Figure 15).
The effect of DPCO, 2013 in increasing prices
was, therefore, more potent for more expensive
formulations than for cheaper ones —reinforcing
the effect opposite to what it was instituted for
1.e., making drugs affordable.

Figure 15: The effect of DPCO 2013 on prices by percentile (of prices)
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4.19 Our analysis of the ECA clearly shows
that stock limits and price controls under
the Act lead to sub-optimal outcomes which
are actually opposite to what the Act is
mandated to achieve. The Act interferes with
the functioning of the markets and provides
incentives which are detrimental to wealth
creation thereby adversely affecting both
social welfare and economic development.
ECA needs to be repealed and replaced by
market freiendly interventions like price
stabilization funds, Direct Benefit Transfers
(DBT) of support to consumers, incentives
to innovations, increasing market integration
and smooth flow of goods and services.

GOVERNMENT INTERVENTION
IN GRAIN MARKETS

4.20 Inthe grain markets in India, Government
has sought to achieve food security while
ensuring remunerative prices to producers
and safeguarding the interest of consumers
by making supplies available at affordable
prices. In trying to achieve this, the state
controls input prices such as those of fertilizer,
water, and electricity, sets output prices,
undertakes storage and procurement through
an administrative machinery, and distributes
cereals across the country through the PDS.

421 The Food Corporation of India
(FCI) was set up in 1965 under the Food
Corporations Act, 1964 with the primary duty
to purchase, store, move/transport, distribute
and sell foodgrains and other foodstuffs. The
main objectives of FCI are (a) procurement
of foodgrains from farmers at Minimum
Support Prices (MSP) announced by the
Government; (b) distribution of foodgrains
to consumers through PDS, particularly the
vulnerable sections of society at affordable
prices; and (c¢) maintenance of buffer stock
of foodgrains for food security and price
stability. Thus, it is mandated to serve the

interests of producers and consumers alike.

422 Subsequent to this mandate, the
Government has emerged as the single
largest procurer and hoarder of foodgrains.
Government procures around 40-50 per cent
of the total markets surplus of rice and wheat
emerging as the dominant buyer of these grains
(Figure 16). In some States like Punjab and
Haryana, this share of purchase by Government
reaches as high as 80-90 per cent (Figure 12).
A record procurement of 44.4 million tonnes of
rice and 34 million tonnes of wheat was done
in 2018-19. Thus the government, as the single
largest buyer of rice and wheat, is virtually a
monopsonistinthedomesticgrainmarketandisa
dominantplayer crowdingoutprivatetrade. This
disincetivizes the private sector to undertake
long-term investments in procurement, storage
and processing of these commodities.

4.23 These procurement operations largely
support the MSPs that are designed to
be indicative prices for producers at the
beginning of the sowing season and floor
prices as an insurance mechanism for farmers
from any fall in prices. However, the secular
increasing trend in these prices have served
to give a signal to farmers to opt for the crops
which have an assured procurement system.
Figure 17 clearly shows that an increase in
MSP translates into farmers offering their
produce for the open-ended procurement
by the Government. This also indicates that
market prices do not offer remunerative
options for the farmers and MSPs have, in
effect, become the maximum prices rather
than the floor price — the opposite of the aim
it is intended for.

4.24 Given the obligations under the
Targeted Public Distribution System (TPDS)
earlier and now under the National Food
Security Act (NFSA), 2013 that covers upto
75 per cent of the rural population and 50
per cent of the urban population to receive
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Figure 16: Government — Single Largest Procurer of Rice and Wheat
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Figure 17: Increasing MSPs leading to Higher Procurements
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subsidized foodgrains, Government has also
emerged as the single largest hoarder of rice
and wheat. As against the buffer stock norm
of 41.1 million tonnes of rice & wheat (as on
1 July of each year), total Central Pool stocks
were at 74.3 million tonnes on 1 July, 2019

(Figure 18). The current peak comprises 45.8
million tonnes of wheat (against a buffer
norm of 27.58 million tonnes) and 28.4
million tonnes of rice (against a buffer norm
of 13.5 million tonnes).

Figure 18: Trend in Buffer Stocks with FCI
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4.25 Accounting for the fact that the
economic cost of FCI for acquiring, storing
and distributing foodgrains is about 40
per cent more than the procurement price,
the current mix of policies of assured
procurement (at MSPs), storage (through
a monopolist administrative government
organistion) and distribution under TPDS
have contributed to building up of a high
cost foodgrain economy. Figure 19 shows
that the inefficiency of FCI (estimated by
the wedge between Economic Cost excl
Distribution Cost and average wholesale
prices) increases with the increasing level of
stocks. It is evident that if foodgrain markets
are opened for active participation of private
players with Government as an equal player
(and not as a monopsonist in procurement
and monopolist in storage and distribution),
competition would lead to more efficiency in

the operations and development of adequate
infrastructure in storage and warehousing.

4.26 These policies have led to burgeoning
burden of food subsidy which largely covers
the procurement cost of FCI (difference
between the MSP and the Central issue
prices (CIP) of foodgrains under PDS)
and distribution and carrying costs of FCI.
Given fiscal constraints, there is always a
trade-off between allocating money through
subsidies and increasing investments. Figure
20 clearly shows that the growth in public
investments in agriculture is negatively
correlated to increases in food subsidy
outlay. As investments are the crucial input
to increase in productivity, the increasing
focus on subsidies is harming the growth
of agricultural sector in the long-run. This
imbalance between subsidies and investments
needs to be urgently corrected for sustainable
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Figure 19: Increasing Inefficiency of FCI with Stocks (for Wheat)
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Figure 20: Inverse correlation between Change in outlays of food subsidy and
Public Investments in Agriculture
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growth in Indian agriculture and overall
inclusive growth.

4.27 Above trends need to be juxtaposed
with the trends in consumer expenditure and
thereby demand of cereals. NSS 73 round on
consumer expenditure shows that the share
of cereals in Monthly Per Capita Expenditure
(MPCE) has fallen by about 33 per cent in
rural India and about 28 per cent in urban India

from 2004-05 to 2011-12 (latest estimates
available). Further, the share of cereals
declines steadily as MPCE level increases,
from about 19 per cent for the bottom decile
class of rural India to about 5-6 per cent for
the top decile class, and from 15 per cent for
the bottom decile class of urban India to under
3 per cent for the top decile class. This is in
line with decreasing consumption of food and
increasing expenditure on non-food items as
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incomes rise. Figure 21 shows the declining
share of cereals in cosumer expenditure while
the production of rice and wheat has reached
new records. This trend of decreasing demand
for cereals and increasing supply of cereals
shows that the production pattern is not
synchronized with the demand patterns. The

farmers are deriving their signals, not from the
demand patterns (reflected in the actual market
prices) but from the Government policies
of procurement and distribution policies for
grains. Thus, the intervention of Government
has led to a disconnect between demand and
supply of grains in foodgrain markets.

Figure 21: Trends in Consumption and Production of Cereals in India
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4.28 Ttisevident from the analysis above that
there hasbeen aparadigm shift on food (cereal)
front between the time when FCI was created
and today. India has moved from being a
food scarce country to a food surplus country
with a substantial increase in production and
has emerged as a net exporter of cereals. The
Government policies of assured procurement
and distribution gave the right incentives to
increase production at that time. The current
foodgrain economy is, however, riddled with
various economic inefficiencies described
above. These policies, therefore, need to
move on now to incentivize diversification
and environmentally sustainable production.

4.29 The farmers need to be be empowered
through direct investment subsidies and cash
transfers, which are crop neutral and do not
interefere with the cropping decisions of the
farmer. The coverage of NFSA needs to be
restricted to the bottom 20 per cent and the
issue prices for others could be linked to the
procurement prices. A better alternative would
be giving income transfers to consumers
through Direct Benefit Transfers (DBT). It
may be noted here that internationally, there
is a move towards conditional cash transfers
(CCTs), aimed at tackling problems of food
insecurity and poverty and for nudging people
towards improved health and education levels



(Box 4). Therefore, the foodgrains policy
needs to be dynamic and allow switching
from physical handling and distribution of
foodgrains to cash transfers/food coupons/
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agricultural marketing, trade (both domestic
and foreign) and distribution policies need to
be aligned so that farmers receive the correct
signals for diversification into remunerative

smart cards.

At the macro level,

the

and sustainable production.

Box 4: Examples of Successful Conditional Cash Transfer Schemes

Country Year

Brazil:
Bolsa
Famil-
ia

2003

Mexico:
Opor-
tuni
dades

1997

Philip-
pines:
Pantawid
Pamilyang
Pilipino
Program

2007

Modalities

Covers 25 per cent of total population

Eligible beneficiaries below income
level of

$60 and further identified through house-

hold surveys

Size of transfer — R$15-95

Access payments through banks, lottery
offices, retail stores using debit card
Conditions — Minimum 85 per cent at-
tendance and compulsory attending of
health checkups for women and chil-
dren

Cost of scheme — 0.5 per cent of GDP

Focus on geographically poor regions.
Households identified in these regions
using marginal index

Covers 20 per cent of total Population
Cost of scheme — 0.4 per cent of GDP
Size of transfer — 235 pesos (average)
Payments made bimonthly

Benefits can be withdrawn from

bank branches and authorized
non-financial agencies

Conditions — Minimum attendance re-
quirement and mandatory health check
ups

Covers 20 per cent of total popu-
lation

Beneficiaries identified through
Household surveys

Cost of scheme — 0.5 per cent of
GDP

Conditions- Minimum atten-
dance requirement and mandato-
ry health check -ups, participate
in monthly community-based
Family Development Sessions.

Source: World Bank FAQ (2017), ICRIER(2017)

L]

Impact

80 per cent of benefits went
to identified beneficiaries
Decline in households that are
food inadequate

Decrease in  number of
children malnourished
Increase in food consumption
Over 60 per cent transactions
made through non-bank agen-
cies

60 per cent of benefits went to
poorest 20 per cent of the pop-
ulation

12 per cent decrease in inci-
dence of illnesses

Increase in enrollment of chil-
dren into schools and reduc-
tion in dropout rates

Increase in likelihood of
women deciding on how ben-
efits to be spent

20 million Filipinos benefited
Program has led to a poverty
reduction of 1.4 percentage
points per year

10.18 million children cur-
rently benefit from CCT
Drastic decrease in alcoholism
in 4Ps households (spending
on vices was lower by 39 per
cent)
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DEBT WAIVERS

4.30 Government intervention in credit
markets, in the form of full or partial,
conditional or unconditional, debt relief has
become increasingly common at the state
level in India. The phenomenon of granting
debt waivers to farmers just before or after an
election, which was to fulfill the promise
made in the election manifesto, had died
down in the early nineties. However, this
phenomenon has become widespread after
the large-scale farm debt waiver announced
by the union government in 2008. This was
followed by announcement of waivers in states
such as Andhra Pradesh, Telangana, Uttar
Pradesh, Madhya Pradesh, Rajasthan, Punjab,
Maharashtra, and others. Figure 22 shows
the scale of these waivers as a proportion of
state/central budgets. Given the prevalence
of government intervention in the form of
farm debt relief in India, it is important to
understand its consequences on both the
beneficiaries and the credit marketin general.

431 The consequences of government
intervention in credit markets in India have
been examined by several carefully crafted
research studies (Kanz (2016), Giré and Kanz
(2017), Mukherjee, Subramanian, and Tantri
(2018), Tantri (2018)). Unlike simple pre- and
post- event comparisons or opinions largely
based on anecdotes, these studies compare the
actual outcomes with carefully constructed
representation of the counter-factual. In other
words, the attempt is to compare what actually
transpired after a government intervention
with what would have happened had there
been no such intervention, which represents
the counter-factual. Therefore, causal claims
made by these studies are reliable for policy
purposes.

4.32 When arguing the benefits of debt
waivers on farmers, proponents postulate
that borrowers suffer from the problem of
“debt overhang”. This refers to a situation
where all current income gets used up in

Figure 22: Loan Waiver Allocation as a per cent of State/Central Budget
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repaying the accumulated debt, leaving
little incentives to invest either in physical
or human capital. The incentives become
muted because any incremental benefit of
such investment in physical or human capital
is likely to go to the lenders in the form of
repayment of existing obligations and not
the farmer. Such borrowers are unlikely to
receive new funding, either equity or debt, as
the ability of the borrower to repay additional
loans or grow his/her business/farm is in
question. Debt overhang, therefore, leads to
abandonment of beneficial investment and
hence reduces social welfare. Given this
situation, proponents of debt relief argue that
a debt waiver helps the borrowers to come out
of the debt trap as it cleans their balance sheet
and reduces the burden of debt servicing.
This clean-up of borrowers’ balance sheet is
likely to lead to both new investments as well
as fresh fund rising as borrowers’ repayment
capacity increases even if there is no change
in income.

4.33 Kanz (2016) examines the 2008 debt
waiver offered by Government of India and
tests whether any of these effects actually
play out. He uses the fact that farmers having
less than 2 hectares of land received full
relief while those with less than 2 hectares
of land received only partial relief. A farmer
having 1.98 hectares of land is not different
from another farmer having 2.02 hectares
of land. However, the farmer having 1.98
hectares of land receives the full relief while
the farmer having 2.02 hectares of land
receives only partial relief. If debt relief
indeed benefits the farmers, then the former
set of farmers should be definitely better off
than the latter set. The results, however, are
quite the opposite of what proponents of
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debt waivers believe. Neither agricultural
investment nor productivity increased after
the waiver. Consequently, there was little
impact on consumption as well. In other
words, a stimulus worth close to 2 per cent
of the GDP did not have any meaningful real
impact on the lives of the farmers.

4.34 Figure 23 summarizes these results,
where each panel shows the impact of
the debt waiver on a key outcome on the
y-axis. The horizontal axis denotes distance
from the two hectare cut-off in terms of
landholding. Borrowers having positive
distance received a partial waiver as they
have landholding more than two hectares.
In contrast, borrowers having negative
distance have landholdings less than two
hectaresand therefore received full waiver. It
is clear from the figure that the waiver did
not benefit the full beneficiaries more than
the partial beneficiaries. In fact, full waiver
beneficiaries consume less, save less, invest
less and are less productive after the waiver
when compared to the partial beneficiaries.
The effects for agricultural investment and
productivity are statistically significant.
As well, the disconcerting evidence is that
the share of formal credit decreases while
the share of formal credit decreases for
full beneficiaries when compared to partial
beneficiaries, thereby defeating the very
purpose of the debt waiver provided to

farmers.

4.35 Debt waivers impact credit markets
negatively as well. Bolton and Rosenthal
(2002) argue that debt relief can help as
long as they are awarded under exceptional
circumstances and remain unanticipated.
In such situations, a debt relief can prevent
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farmers going out of farming and the
consequent reduction of output. However,
they also note that an anticipated waiver
may lead to moral hazard and destroy the
credit culture. Given the nature of the 2008
waiver, the later consequences seem to have
prevailed. Gine and Kanz (2017) find that
the waiver led to increased loan defaults on
future loans and no improvement in wages,
productivity, or consumption. They compare
districts based on their exposure to the 2008
debt waiver provided by Government of
India. A one percentage increase in exposure
to the debt waiver increased the amount of
non-performing assets by about 7 per cent.
Most worryingly, they find that the loan
performance deteriorated the most in areas
that were headed for election, indicating
strategic default in anticipation of waiver.
Ironically, flow of bank credit to waiver
beneficiaries declined after the waiver. A one
standard deviation increase in the exposure
of a district to the waiver led to a 4-6 per cent
decline in the number of new loans and a
14-16 per cent decline in the amount of post-
program lending.

4.36 Tantri (2018) finds that the Andhra
Pradesh government’s 2010 intervention in
micro-financeloanshadacontagiousimpacton
other segments of credit markets such as bank
loans. In October, 2010, the government of
Andhra Pradesh issued an ordinance virtually
banning almost all loan recovery practices
of micro-finance lenders. However, the loan
delinquency rates in the micro-finance went
up significantly following this intervention.
The intervention had a contagious impact
on bank loans as well. Rate of defaults and
the rate of non-performing assets rose on bank
loans increased by 12.4 per cent and 24.5 per
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cent respectively following this intervention.
Finally, as the flow of new credit reduced by
half, government intervention that intended
to help micro-finance borrowers ended up
hurting borrowers by depriving them of
credit.

437 Mukherjee, Subramanian, and Tantri
(2018), who also examine the 2008 waiver
provided by the Government of India, make
a much more nuanced point. They study the
impact of the waiver on distressed and non-
distressed borrowers separately by using crop
insurance claims and weather conditions to
identify economic distress of the borrowers.
They find that loan performance of genuinely
distressed borrowers improved by about 9 per
cent due to the loan waiver. However, the loan
performance of non-distressed beneficiaries
deteriorated by about 23 per cent after the
waiver. They use the waiver eligibility cut-off
date of December 31,2007 to carefully construct
a regression discontinuity based identification
strategy. It is crucial to note that the cut-off
date for deciding beneficiaries was February
29, 2008 and hence borrowers were not aware
about the cut-off date as on December 31.

438 Consider two distressed farmers, A
and B who defaulted on their crop loans on
December 30" 2007 and January 1% 2008,
respectively. Due to the December 31% cut-
off date for being eligible for the waiver,
borrower A gets his/her loan waived whereas
Otherwise, both the
borrowers are comparable. The study shows

borrower B does not.

that loan performance of distressed borrower
A improves after the waiver. Now consider
two non-distressed farmers, C and D who
defaulted on their crop loans on December
30" 2007 and January 1% 2008, respectively.
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Figure 24: Impact of Debt Waiver On

Distressed And Non- Distressed Borrowers
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Borrower C gets his/her loan waived whereas
borrower D does not. Otherwise, both
the borrowers are comparable. The study
shows that loan performance of borrower D
worsens after the waiver. In other words, a
waiver helps only when the beneficiaries are

genuinely distressed but fuels even greater
default when relief is not made conditional
on genuine distress.

4.39 Figure 24 shows the main results of
this study. The horizontal axis denotes the
distance, in terms of days, from the waiver



eligibility cut-off. The vertical axis denotes
the default rate. Panel A (B) present the
results for distressed (non-distressed)
borrowers. Those who are on the left (right)
of the cut-off are waiver beneficiaries (non-
beneficiaries). It is clear from the figure
that among the distressed (non-distressed)
borrowers the waiver beneficiaries default
less (more) when compared to comparable
non-beneficiaries after the waiver. The
horizontal axis denotes the distance, in terms
of days, from the waiver eligibility cut-off.
The vertical axis denotes the default rate on
agricultural crop loans. Figure A indicates
that distressed waiver beneficiaries default
9 per cent less than comparable distressed
non-beneficiaries. Figure B shows that non-
distressed beneficiaries default 23 per cent
more than comparable non-distressed non-
beneficiaries.

4.40 Ttis clear from the above studies that an
unconditional and blanket debt waiver is a bad
idea. It does not achieve any meaningful real
outcomes for the intended beneficiaries while
the costs to the exchequer are significant.
Most importantly, debt waivers disrupt the
credit culture and end up reducing the formal
credit flow to the very same farmers it intends
to help. Asnoted by Mukherjee, Subramanian,
and Tantri (2018) and Bolton and Rosenthal
(2002), there is a case for a limited relief
only when distress can be identified credibly.
In other words, a waiver can at best be an
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emergency medicine to be given in rare cases
after a thorough diagnosis and identification
ofillness and notastaplediet. In mostcases, its
side effects, the unintended consequences, far
outweigh any plausible short term benefits.

LEGISLATIVE CHANGES
REQUIRED TO REDUCE
GOVERNMENT
INTERVENTIONS

4.41 The analysis above highlights clearly
that India is still stuck with several forms
of Government intervention that are
anchronistice with today’s economy. In
several spheres of the economy, India has
traversed the transition from a command
and control economy to a market-driven
economy. Table 1 illustrates this across
several areas. Specifically industrial
deregulation, privatizations of several state-
owned enterprises, reduced controls on
international trade and investment stand out

in this context.

4.42 However, as highlighted in previous
sections, several areas of unnecessary and
inefficient government intervention still
remain. Table 2 summarizes some key Acts,
as low-hanging fruits to begin with, which
have outlived their use and need to be repealed
by one ‘stroke-of-the-pen’ as was done post-
1990s or amended to enable functioning of
competitive markets.
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Table 1: Traversing the ‘Full Circle’ — From ‘Control’ to ‘Market’

Market Distortion created

Transformation towards Developing a Market

Economy

Capital Issues
(Control) Act, 1947

Oil and Natural
Gas Commission
(ONGC) Act, 1959

Banking Companies
(Acquisition and
Transfer of Un-
dertakings) Act of
1970 & State Bank
of India Act, 1955

Monopolies and
Restrictive Trade
Practices (MRTP)
Act, 1969

The Coking
Coal Mines
(Nationalisation)
Act, 1972 and
Coal Mines
(Nationalization)
Act, 1973

Nationalisation

of Life Insurance,
1956 and General
Insurance Business
(Nationalisation)
Act, 1972

The Government decided which
company could raise how much
capital - Control over the amount
as well as pricing of shares led to
ineffective valuation of capital

ONGC was created with the
mandate to plan, promote,
organize and implement
programmes for the development
of petroleum resources — created
a Government monopoly in this
sector

To provide for the acquisition
and transfer of the undertakings
of certain banking companies
created — created 27 nationalized
banks — Private sector banks were
allowed only after 1994

MRTPC was constituted to
prevent concentration of economic
power, control of monopolies,
prohibition  of  monopolistic
practices, prohibition of restrictive
and unfair trade practices. This
restricted companies to grow and
achieve a global scale and led to
proliferation of small companies.

Government took over the
management of coking and non-
coking coal mines as energy
sector became a crucial sector

Acquisition and transfer of shares
of Indian insurance companies
and undertakings of other existing
insurers to create LIC and GIC
— led to cheap mobilisation of
resources for investment in sectors
decided by Government

Repealed and replaced by The Securities and
Exchange Board of India (SEBI) Act, 1992 as a
regulator of the capital markets. SEBI has steered
the capital markets to ensure price discovery,
governance of securities, allowing efficient
mobilisation and allocation of capital, protecting
the interest of investors in mind enabling enormous
wealth creation (as detailed in chapter 1)

On 4 September 1993, the Act was repealed
and ONGC was converted into a company. The
evolution of hydrocarbons policy has been from state
monopoly in 1948, to the beginning of deregulation
in 1991 through nomination, to competitive bidding
and profit sharing under New Exploration Licensing
Policy (NELP), 1997, to gas pricing guidelines
in 2014, to discovered small field policy in 2015
and, finally, to a uniform licence for exploration
and production of all forms of hydrocarbon and
revenue sharing under Hydrocarbon Exploration
and Licensing Policy (HELP) in 2016.

Merger of banks announced which will reduce
public sector banks from 27 to 12. Further, attempts
to create a level playing field between private sector
banks and public sector banks are in place.

Repealed to give way to the Competition Act in
2002. The Competition Act aims to “promote and
sustain competition in markets, protect interests
of consumers, ensure freedom of trade carried on
by other participants in markets and prohibition of
abuse of dominant position”. The focus has shifted
from ‘prevention of dominance’ to ‘regulating
abuse of dominance’

Repealed in 2018. Private firms have been permitted
to enter the commercial coal mining industry.
The mines will be auctioned to the firm offering
the highest per tonne price. The move broke the
monopoly of Coal India Limited over commercial
mining.

Amended various times Insurance Regulatory
Development Authority of India (IRDAI) Act,
1999 enacted to open the insurance sector. This
was a journey from nationalisation to creation of
a monopoly to opening up to private competition.
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Transformation towards Developing a Market

Foreign Exchange
Regulation Act,
1973

Maruti Limited
(Acquisition

and Transfer of
Undertakings) Act,
1980

Air Corporations
Act of 1953

Urban Land Ceiling
and Regulation Act,
1976

Sick Industrial
Companies Act
(SICA), 1985

Imposed restriction on foreign
equity in companies to 40 percent
and permission was needed
from RBI to operate, if their
shareholding was higher. This
restricted access to foreign capital
and technology

The purpose was to modernise
the automobile industry and
ensure higher production of motor
vehicles

Nationalise nine airlines to form
Air India and Indian Airlines
— intended to provide safe,
efficient, adequate, economical
and properly coordinated air
transport  services,  whether
internal or international or both. A
market-driven, services-oriented,

consumer-centric business was
nationalised.
Imposition of a ceiling on

acquisition of vacant land in urban
agglomerations for the acquisition
to prevent the concentration of
urban land in the hands of the
few and bring equity to subserve
the common good. This led to
distortion of land markets in
urban areas, rise in slums, creation
of artificial land scarcity and
skyrocketing land prices.

Timely detection of sick and

potentially  sick  companies
and speedy determination
of preventive, ameliorative,

remedial and other measures by
Board of Industrial and Financial
Reconstruction (BIFR). It put in
place a debtor-friendly regime, in
which defaulting borrowers could
delay resolution for long periods
of time and strip assets of value

Economy

Repealed and replaced by Foreign Exchange
ManagementAct(FEMA), 1999 to facilitate external
trade and payments. Under FERA, everything
was prohibited unless special permissions were
received, while under FEMA, everything was
permitted unless specifically restricted or regulated
to enable development of forex market.

On 14 May 2007, the government exited the
company through a two-stage process: a rights
issue of Rs. 400 crore followed by the sale of its
existing shares through a public issue

Replaced by Air Corporations (Transfer of
Undertaking and Repeal) Act, 1994 wherein
Private operators were allowed to provide air
transport services. The Airports Authority of
India (Amendment) Act of 2003 introduced the
term “private airport” and authorised Airports
Authority of India (AAI) to transfer operations
and management of its existing airports by way
of long-term lease to private players. The Airports
Economic Regulatory Authority (AERA) of India
Act, 2008 was enacted to regulate tariff and other
charges and to monitor performance standards

Repealed in 1999.

The Act was repealed on 1 January 2004, and BIFR
was dissolved on 1 December 2016 to give way to
the Insolvency and Bankruptcy Code (IBC), 2016.
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Table 2: Need to complete the Transformation : Acts which need to be Repealed/

Act
Factories Act, 1948

Essential
Commodities Act
(ECA), 1955 and
Prevention of Black
marketing and
Maintenance of
Supplies of Essential
Commodities Act,
1980

Food Corporation of
India (FCI), 1965

Sick Textile
Undertakings
(Nationalisation) Act,
1974

Recovery of Debts
due to Banks and
Financial Institutions
Act, 1993

Amended

Market Distortion created

Regulates occupational safety and health in
factories and docks. Gives prosecutor powers
to a ‘chief inspector’ — Raises cost of such
entitlements and may nudge capital away from
labour. This may be merged with

Enables the Government to regulate the
production, supply and distribution of ‘essential’
commodities such as drugs, oils, kerosene,
coal, iron, steel and pulses. It imposes stock
limits which discourages large-scale private
investments in agricultural markets

FCI was created for purchase, storage, transport,
distribution and sale of food grains and other
foodstuff to safeguard the interests of farmers,
maintain buffer stocks for food security and
make grains accessible at reasonable prices to
the weaker and vulnerable through the public
distribution system (PDS).

To acquire sick textile units,

reorganize and rehabilitate them. 103 sick textile
mills were nationalised and transferred to the
National Textile Corporation (NTC). The Act
was amended in 1995 to allow NTC to transfer,
mortgage or dispose of land, plant, machinery
or other assets for the better management,
modernization, restructuring or revival of a sick
textile undertaking.

Led to establishment of Debt Recovery
Tribunals (DRTs) for “expeditious adjudication
and recovery of debts due to banks and
financial institutions”. However, there are huge
delays due to insufficient number of presiding
officers, recoveries taking two years instead of
the recommended statutory six months, lack
of sufficient judicial experience by recovery
officers, and inconsistency of the decision-
making process between tribunals

Need for repeal/amendment

It is proposed to be subsumed by
the Occupational Safety, Health and
Working Conditions Code, 2019
which is in the Parliament.

These Acts owe their origin in times
of shortage and inefficient linking of
markets. With enhanced production
and integration of markets, these
Acts have become an instrument
of coercion and inhibit proper
functioning of markets of these
essential commodities.

With a comfortable production
scenario of foodgrains, the role of
FCI, with a total storage capacity of
more than 80 million tonnes, must be
re-examined. Procurement operations
of wheat, paddy and rice need to be
given to states. FCI should primarily
focus on creating competition in
every segment of foodgrain supply
chain, from procurement to stocking
to movement and finally distribution
in TPDS. Thi