PEI‘SI]EGtiVES

Why Is India Shining?

An Aristotelian Approach

Itislikely that India’s accelerating growth and productivity
isthe result not of one but many efficient causes. Economic
development is often overdetermined. A more promotional
government stance, better infrastructure, previous investments
in human capital and technology, trade and internal
liberalisation and expansive fiscal policy may have all played

some rolein the acceleration.

THomAs TIMBERG

helndian economy, asawhole, has

been doing well for thelast several

years. Inthelast national elections,
BJPincumbentstook astheir slogan, ‘ India
is shining’ and most people agreed that
it was. But opinions differ on how and
why India is shining. Much of the con-
troversy appearsto be connected with the
fact that peopl e aretalking about different
levels and types of causation.

Causes and Causes

Aristotlesayseverything hasfour causes:
a materia cause (the stuff out of which
it is made), a formal cause (the form in
whichitisclothed), an efficient cause (the
impulse which is moving it), and a final
cause (the goa toward which it is mov-
ing). In the context of our current discus-
sion, the formal cause requires some
explanation. To quote a handy source:

The formal cause (Greek ‘Eidos') is the
patternor essenceinconformity withwhich
...materials are assembled. Thus, the
forma cause of [a] house would be the
sort of thing that is represented by ablue-
print of itsdesign... The materials [for an
economy — labour, technology, capital,
natural resources, location and history]
wouldbeonly apileof rubble (or adifferent
house) if they were not put together inthis
way (Seehttp:/mww.phil osophypages.com/
hy/2n.htm).

The formal cause of the economy isits
socio-economic system — both its struc-
turesand policiesandtheideasuponwhich
they arebased. Theseideasareitsideology
in Karl Mannheim’ s sense. Theideology,
inturn, isto some extent autonomous and
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changes to reflect the spirit of the times,
the ‘zeitgeist’. If the zeitgeist of Indian
economicpolicy of the1950swasdirigiste
and anti-business, that from the 1970s
onwas more liberal and pro-business.
Of course,individual policy decisions(e g,
reducing tariffs, permitting new enter-
prisesto start, reducing onerous pro-
cedural requirements) resulting from the
new zeitgeist may themselves be con-
sidered ‘ efficient causes . Thismeansthat
any discussion of the ‘formal’ causation
of economic change is likely to ‘double
count’ a change in terms of ‘efficient’
causation.

Economic prosperity involves al four
kindsof causes. Thus, India s* shine' of the
last two decades emerged from its natural
and human resources and geographic
circumstances (more or less a material
cause), its policy and socio-economic
system (more or less a forma cause),
and entrepreneurial opportunities and
opportunism that impel an economy
forward (the efficient cause). We refrain
from discussing here the question of
national destiny (the final cause, ‘telos
in Greek).

When and How Did India Sart
Shining?

Thecurrent debate of when and why the
Indian economy started shining seems a
particularly confused one. Several years
long, this debate seems to have reached
afever pitch over thelast year, especialy
after the displacement of the BJP govern-
ment, which claimed credit for the
shining. Now the Congress government
is headed by a prime minister who claims
to having started the shine when he was

finance minister in 1991. The debate
has been reviewed severa times in the
Economic and Political Weekly, most
notably in K B L Mathur’'s (2004) ‘The
Growth Rate Mystery’. Onegroup claims
that everything was shining before the
current prime minister began forming
economic policy. Mathur cites three
authors but we focus here on only two.
Arvind Panagariya' s (2004) contribution
in the June 26 issue of Economic and
Political Weekly, for example, cites
papersin an as-yet unpublished volume
edited by Dani Rodrik.! The most com-
prehensive piece on the other side seems
to be a working paper by Rodrik and
Subramanian (2004). We aso find two
other papersin volumesedited by Rodrik.
One apparently isthe basis for the Rodrik
and Subramanianarticle.2 Intheother, the
secret of Indian poverty is reported to be
amysterious formal cause, astandard but
informal ‘employment contract’ in which
Indian factory employees agree to be
inefficient [Clark and Wolcott 2003].
These are all concerned with economy-
wide factors that might explain the in-
creasein growth, but aswe shall seethere
isanother approachthat startsat thebottom,
with factors that explain sectoral growth.

Many Causes and Types
of Causation

Some of the discussion of the causes of
Indiangrowthcanbeclarifiedby analysing
themintermsof Aristotle€' scauses. Human
and capital resources had to be present in
Indiato permit growth-giventhecountry’s
low levels of immigration and foreign
investment policy had to be permissive,
de facto or de jure, and technologies had
to be feasible. And specific dynamic
impulses and policy changes had to come
into play as well. Human and capital
resources are amaterial cause, policy and
technology are formal ones, and dynamic
impulses and policy changes are efficient
causes. Some of the causes of growth are
undoubtedly India s volume and quality
of technical manpower anditscommercial
institutions. Other factorsmay includethe
Indian diasporaand its networksin south-
east Asia and the west Asia. A recent
speech by theexecutivedirector of theUS-
India Business Council cites the strength
of Indian public administration, the so-
called ‘iron frame, as akey advantage.3
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Some hypotheses about Indid s growth
have to be deduced from explanations of
India’ slack of growth. Theseexplanations
often begin by examining why particular
industrial sectors grow or lag. The
McKinsey report, ‘India: The Growth
Imperative’, explains India’ s status in the
global economy by way of the effects of
specific policies, some of them sectoral,
on sectors. The report focuses on policies
that affect retailing, electric power, tele-
communications, and house construction:

India s gross domestic product isgrowing
by an impressive 6 per cent ayear...Three
barriers are preventing [it] from growing
even faster: myriad regulations governing
products and markets, distortions in the
market for land, and widespread govern-
ment ownership of business (http://
www.mckinsey.com/knowledge/mgi/
reports/CSProductivity/India.asp.).

All of theseare formal causes but mani-
festthemsel vesin specificefficient causes:
“Thirteen policy measures could remove
these barriers alowing the economy to
grow by 10 per cent annualy” (http://
www.mckinsey.com/knowledge/mgi/re-
ports/CSProductivity/India.asp.). Therel-
evant hypothesisisthat growth in specific
sectors(eg, software, automobiles) results
whenspecificbarriersareremovedinthose
sectors.

Once a sector was selected, McKinsey
investigators went to the shop floor and
determined the gaps between labour pro-
ductivity in that sector and ‘international
best practice’ and then recommended how
the gaps could be closed. The particular
recommendations may not be correct,
however, because the link between the
reported shortcomings and proposed rem-
ediesoften seemsloose. Gordonand Gupta
(2003) apply a particularly sophisticated
version of the McKinsey approach to the
services sector drawing on classic
Denisonian growth accounting. After
accounting for income elasticity of de-
mand, for ‘splintering’ (increased use of
servicesby other sectors), and for exports,
they proposethat the unexplained residual
in economic growth may be attributed to
factors such as deregulation.

This is not the place to get into the
broader argument but much of itisframed
by the general argument about competi-
tiveness, about what makes nations pros-
perous. Now that Michael Porter (2004)
has defined competitiveness as productiv-
ity rather than market share, it soundsvery
much as if growth — or more specifically
growth in income — can be the result of
growth either ininputs or in productivity.
Indian growth is mostly the latter.

The causes of Indiashining are various,
multiple, and can be described through
severa paradigms at once. Just as the
discussants deal with different kinds of
causation in the Aristotelian sense, they
deal with different paradigms about how
those causes act. Some of the argument is
syllogisticortautological, somestatistical,
some systemic or metaphysical. Syllogis-
tically, industrial capacity as it is more
fully used will amost certainly increase
production for given levels of invest-
ment; if foreign or domestic demand for
products that Indian firms produce is
strong, the firms can respond to that
demand. Statistically, we can observe the
correlation of public investment with
increased production, perhaps controlling
for some other variables, and say that the
change in public investment explains
some portion of the change in income.
Simply observing the correlation is not
sufficient, if we can ‘identify’ aplausible
causal connection the statistics may help
us explain it. Both of these are in the
realm of efficient causation. Systemically
or metaphysically, we can allege that the
increaseof external orinternal liberalisation
or ‘pro-business orientation’ explains the
increase in production, moving into the
realm of formal causation. Of course, if
we identify these changes with specific
changes in policy we may move them
into the realm of efficient causation and
evenstatistically ‘ verify’ their explanatory
power.

Why Statistics May Not Decide

Most debaters would not dispute the
following facts regarding what happened
to growth and to productivity, or when
changes in causes occurred.

What Happened to Growth

After three decades of slow if percep-
tible progress (2 per cent GDP growth per
year), India sgrowth rate accel erated to 5-
6 per cent in the late 1970s, and has
apparently stayed there—though the hope-
ful think it hasleaped to 7-8 per cent. The
detailed history isabit morecomplex. The
table shows periods of thrust and retreat,
and reflects the uncertain nature of the
weather (Keynes described the Indian
economy as a ‘wager on the monsoon'’.)
The 1951-56 period shows the impact of
the Korean war boom, the later 1960s that
of the‘ greenrevolution’. Also perceptible
are the crises connected with the bad
harvests of the late 1950s, the financial
crisis of 1991, and, less apparently, the
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reallocation of resources from develop-
ment to defencein the early 1960s, as part
of thereaction to the 1962 war with China.
Exactly where the break in trend comesis
a technical question. Panagariya cites
Jessica Wallach (2003), who plumps for
1980. Longarguesfor ‘around 1985’ [Long
2003:195].

What Happened to Productivity

Theincreasing productionwasconnected
with “rising productivity, just as the pre-
vious period was connected with falling
productivity as measured by ICORs (in-
cremental capital output ratios)”. Thisis
the case no matter what kind of measures
of productivity are used and the points of
inflection are roughly the same as that of
production [Rodrik 2003:31].

Wallach’s complaint that growth in the
1980swasdueto* achanging composition
of GDP, as resources moved away from
slow-growing toward faster-growing ar-
eas of the economy, more than improve-
mentsin actual growthrates’ is, of course,
just what structural adjustment through
liberalisation is intended to achieve
[Wallach2003:4312-15]. Thoughwhat she
describes are only macro-shifts, with the
statement that shifts between sub-areas of
manufacturing, agriculture, and services
were not observablein the 1980s. A more
scholastic objection is that productivity
increases in the post-1991 period are less
than those in the decade before—but Long
(2003) handles that with the theory of
declining productivity of reforms as
mentioned further.

When Changes in Causes Occurred

Since the 1970s India has been steadily
liberalisingitseconomy. Thisisevidenced
by greater freedom to invest; more liberal

Table: Growth in Annual Percentage
Terms in Constant Prices

Y ear National Per Agri-  Industrial
Income  Capita cultural Produc-

National  Produc- tion

Income tion
1951-56 3.7 1.8 4.2 7.5
1956-61 4.1 2.1 4.3 6.6
1961-66 24 2 -1.1 9.0
1966-69 3.7 15 6.3 1.6
1969-74 3.3 1.0 3.0 4.5
1974-79 5.0 2.7 4.3 5.9
1979-80 -6.0 -8.2 -155 1.1
1980-85 5.4 3.2 6.0 6.4
1985-90 5.7 3.6 4.2 8.5
1990-92 2.6 6 A 4.4
1992-97 5.8 4.1 3.0 6.8
2002-03 4.2 2.4 -12.6 5.7
Source: Ray et a (eds) (2004).
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access to foreign exchange; greater
opennessto foreign competition and
investment, particularly after thefinancial
crisis of 1991; and perhaps a greater
willingness of the government to work
with someprivatesector firmsafter thelate
1970s (although the government worked
with some business groups in the 1950s
and 1960s.)

Like Rodrik and Subramanian (2004),
Long (2003) asserts that Rajiv Gandhi’s
government in the early 1980s introduced
a series of reforms that spurred growth,
thoughnot ‘ rapidstructura reform'’ (p 197).
Healso assertsthat ‘ growth theory’ would
have predicted an ebbing in growth if it
had not been sustained by reforms that
came later under Narasimha Rao,
Manmohan Singh and the BJP. He con-
cludes, however, that these later reforms
had less powerful effects (pp 198-201).
With impressive specificity he says that
theeffectsof thereformsintheearly 1990s
were between two-thirds and five-sixths
as strong, even though Gandhi’s policy
transformations seem much less radical.
He does not venture a calculation of the
BJP simpact, sayingitispremature. Long
does not state the obvious, but perhaps
reform, like many other inputs, has
decreasing returns.

Panagariya (2004) documents early
changes in the direction of liberalisation
in some detail, but grants that most of
the changeshecatal oguescameafter 1985.
He connects these changes with an
acceleration of the GDP growth rate in
the 1988-91 period, stopped only by the
1991 crisis. In fact, GDP rates them
wereinthe 7-8 per cent range, rates
towhich people now aspire and which
will probably be achieved this year.
Panagariya’ s opponents see this same
acceleration as a result of changes in the
climate for business that occurred in the
late 1970s and early 1980s.

What This Tells Us about
the Causes of India Shining

A formal cause may not act as rapidly
as an efficient cause. The effects of a
systemic changesuch as‘liberalisation’ or
‘pro-businessorientation’ oftentakelonger
to manifest than the effects of a single
policy measure. These formal causes can
beevaluated only asthey work themselves
out over years and decades. Thus, no
statistical test is likely to resolve the con-
troversy. Inboth cases, wearedealingwith
bothformal and efficient causes, intimately
entangled with one another. To assess the
effects of liberalisation or pro-business
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orientation we havetolook at decades. For
aparticular decision, suchasthat tolicense
new capacity for televisions, we haveonly
to wait until the licensed televisions can
be manufactured.

In terms of impact on the structure of
thelndianeconomy, theimmediatechange
due to external liberalisation was limited.
Here | draw on Panagariya s (2004) data.
From1970-90, non-petroleumexportsgrew
from 3.3t0 5.5 per cent of GDP. They were
above 5 per cent in the late 1970s, fell to
3.7 per cent in 1975-81 and recovered
throughout the late 1980s. Non-petroleum
imports climbed from 3.3 to 6 per cent;
1990 was a turning point. Total export as
a percentage of GDP, doubled between
1990 and 2000 and imports rose from 9.9
to 16.6 per cent (pp 2591, 2587). Not
surprisingly, the export climb really starts
in 1990-91. These changes are probably
amore meaningful indicator of the exter-
nal liberalisation in the economy than the
detailed listing of individual policy
changes. However, as compared with
China, Indiaisstill aclosed economy [Ray
et al 2004].5

The debate about the reasons for ‘India
shining’ relate to what happened to
growth, what happened to productivity,
and when changes in causes occurred,
asreviewed above. One side thinks that
the primary thrust came from liberais-
ation without which growth could not
have been sustained, especially after
1991 [Panagariya: 2581-94], the other
that the general fostering attitude of
government continues to be a major
factor, and that liberalisation played only
a supporting role.

Neither argument is very strong. Evi-
dencesuggeststhat liberalisationasawhole
has a positive effect on growth but with
great variancebetween countries. Many do
not havetheflexibleeconomiesand labour
markets necessary to take advantage of
liberalisation [McMillan 2003]. Whatever
the world pattern, few countries are as
large and complex as India. Even the
arguments made against various compet-
ing hypothesesfor why growthaccelerated
grant that they collectively may explain a
great deal . Depending ontheapproach, the
increase in productivity might be 1.5t0 3
per cent, but Rodrik and Subramanian
(2004) concede that 1 per cent might be
explained by the fall in idle capacity, 0.2
t0 0.3 per cent by improved infrastructure.
How much of the changeisdueto detailed
shifts from less to more productive indus-
tries is an open question, especially be-
cause this shift may well be between
segments of the same industry. In fact,
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because of the overlapping effects of the
causes India s shining — like many major
economic phenomena — may be
overdetermined.

Tip O'Neill, a prominent American
politician, used to say that al politics is
local, so perhaps al growth is sectoral.
Why did India' s sectors grow and do the
reasons for that growth correlate with the
macroeconomic factors cited by some
commentators?

India's growth was, naturally, concen-
trated in certain sectors. Since the mid-
1990s the information technology sector
has experienced explosive growth; sales
have increased twelvefold since 1995-96
[Ray et a:72]. This growth has had an
impact, but IT accounts for less than 3
per cent of national income [Ray et al:1].
Thus it might explain 0.2-0.3 per cent of
the annual growth. Growth in consumer
durables consumption and production
has been disproportionate [Ray et al:54,
56]. Automobile sales are up 12 times,
scooters six times, and commercial
vehicle sales have doubled since 1981.
Even bicycle sales have more than
doubled. Middle class housing has ex-
panded significantly, though figures on
the housing construction sector are not
readily available. Interestingly, per capita
availability of cotton cloth stagnated
while the availability of man-made fibre
doubled. The bulk of the growth has been
in industries producing for the domestic
market, though exports have remained
buoyant. Nonetheless, logic tells us that
if exports now account for four times as
great a proportion of national income as
previously, there has been a shift into
exporting activities.

Expanding domestic consumption reg-
istersthearrival of thelndianmiddleclass,
and the decisions made in the 1970s and
1980s to permit production for them. The
new capacity for autos and the accelerated
provision of land for middleclasshousing,
enabled by growingincomefor theprivate
sector helped. Though the increase in
‘organised sector’ employment was late
and limited, rises in income and wealth
have obviously been adequate to fuel
demand.

The causes for growth in each sector
vary. IT growth is driven by US demand,
responding to India s advantages in edu-
cated manpower. The increases in con-
sumer durables partly reflect a policy
decision to permit new capacity in indus-
tries serving the urban middle class. The
increasein export industries, which seems
broadly spread among traditional export
categories at least at the most general

level, reflects a greater competitiveness
of exporters.

Many Causes

Though difficult to parse, itislikely that
India's accelerating growth and pro-
ductivity is the result not of one but of
many efficient causes. Economic devel op-
ment isfrequently over-determined. A more
promotional governmental stance, mani-
festinter aliain thelicencesfor consumer
durable production, better infrastructure,
previousinvestmentsin human capital and
technology, trade liberalisation, interna
liberalisation, and expansive fiscal policy
may all play somerole. Itislikely aswell
that the ‘dog that did not bark’, the dis-
asters that did not occur may be a factor.
And crises that did occur were managed
without a radical battening down of the
hatches, asin the late 1950s or |ate 1960s.

Note that we now have several efficient
causes lined up, which more than several
timesexplainIndia sproductivity increase
and itsnational income growth asfollows:
For growthinproductivity, which hasbeen
increasing at arate of 1.5-3 per cent ayear
depending on definition the following are
relevant [Rodrik 2003, p 31, Table 1]:
(2) Rising capacity utilisation fromincreas-
ing demand andfinancial pressurefor effici-
ency. One paper estimates that this could
account for 1 per cent of the increased
productivity growth [Rodrik et a 2003].6
(2) Improved supporting infrastructure
from public investment. The same authors
estimate an impact of 0.2-0.3 per cent
[Rodrik 2003:13].

(3) Either relaxation of government regu-
lations or their administration in a more
growth friendly manner. It is clear that
relaxations in licensing restrictions are
partially responsible for the increased
production of consumer durables that has
had adisproportionateroleingrowth. These
relaxations began in the 1980s and were
connected with a more permissive, even
promotional, role for the public sector in
alowingaccesstofunds, etc. Theease with
which the new production was taken up
indicates repressed demand in the system.
The disproportionate rise in agricultural
prices may have helped with the farmers
part in this demand [Ray et a: 226].
(4) Especidly since 1991, there has been
liberaisationfor external transactions. This
would be expected to have some effect on
efficiency, throughcompetition, and greater
flexibility in accessing need inputs.

It would be expected that some of these
changes, and those listed below, would
ater thetypesof activitiesengagedin and,
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perhaps, favour activities with higher
rather than lower productivity, though
empirical work that demonstrates this is
limited. Other factorsthat explain income
growth and perhapsaffect productivity are
mentioned below.

(5) A particularly attractive development
hasbeen the growth of the T sector, based
on external US demand (the bulk of total
sales.)

(6) Foreign transactions were not radicaly
cut off in response to crises as had been the
case previoudly (e g, after the crop failures
in the late 1950s or devauation in 1966).
(7) Further considerations may affect the
important gem and apparels sector, both
of which involve, however, amuch higher
gross than net international flow.

The Future

Assuming stable policies, how these
macroeconomic and sectoral ‘ growth fac-
tors’ will play out in the next few years
ishardtosay. Sustaining I T’ sgrowthrates
will be hard, but asits proportion to GDP
increases, smaller growth has greater
impact. Absent a fiscal crisis, consumer
demand should continue to fuel consumer
durable and housing development. The
end of the Multifibre Agreement — under
which internationa textile and apparel
trading has been governed for decades by
country quotas — should cause some con-
cern among garment exporters, but may
ultimately have little positive effect on
India.” A buoyant international economy
will obviously help. How much further
reformor ‘ de-reform’ will occur and what
its productiveimpact will beishard to say
as well — though the McKinsey report is
certainly confident on that score. It pro-
misesus a4 to 5 per cent jump in the rate
of economic growth — or at least a one-
time 8 per cent growth in labour produc-
tivity — if 13 easy reforms are adopted.
They are confident that the new invest-
ment will occur and that other factorswill
not causedecreasingreturns.® The ultimate
challenge, not for forecasters of the future
but for Indian entrepreneurs is to identify
growth sectorsof thenext period—perhaps
agriculture, biotechnology, more IT,
tourism, or education and health. @l

Address for correspondence:
THOT @Nathaninc.com

Notes

1 The Rodrik volume will be entitled Modern
Economic Growth: Analytical Country
Sudies.

2 Thisclearly underliesRodrik and Subramanian.
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3 ‘Indid’s ingtitutional apparatus and focus on
institutional development are almost unique
in the developing and transition worlds, are
vital to determining objectives, processes and
outcomes — and are critical for any economic
actors making judgments about prospects for
policy change'.

4 There is dispute here. Pulapre Balakrishnan
et a (2000) alege that there is no trend in
productivity at all. But Rodrik and
Subramanian (2004), pp 5-6, cite a Reserve
Bank of India study from its Annual Report
on Currency and Finance, 2002-2003 using
Balakrishnan's recommended methodology
which shows total factor productivity growth
of 3.9 per cent in the 1980s and 2.1 per cent
inthe 1990s. Wecould alsorefer tothevarious
papers in the symposium published in EPW,
June 31, 2004, which also raise questions
about an increase in productivity.

5 For a particular year in which exports and
imports both accounted for roughly 10-11 per
cent of India’'s GDP, they accounted for 26
and 24 per cent respectively of China's.

6 Though the authors think this may be an
overestimate.

7 What will happen is actualy the subject of
debate. Itisclear that Indiawith asophisticated
industry and cheap cotton textiles has some
opportunities but it will have to meet strong
Chinese competition. Two quick citations,
thefirst more pessimistic and the latter
more optimistic are http://www.ieport.com/

daily-news/20040507104841.html and http://
www.indiainforline.com/bisc/post.html.

8 Thereport assertsthat the 13 reformswill lead
toanincreasein productivity in certain sectors
of industry. All this works in comparative
static terms, but with such an increase in
productivity and production, presumably many
other things in the economy will change
dynamically for good or bad. A 10 per cent
sustained rate of economic growth would
certainly qualify asanunprecedented economic
miracle.
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