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ABSTRACT

‘soft’ nature of the economic
veral welcome rewards from

Within the constraints of democratic politics and the relatiye
reforms implemented since 1991, the Indian economy h

its reforms. These have strengthened the convictio Jirection of the reforms is
right and, in that sense, made the reform process irre ible. r, India needs to launch a
‘second generation’ of economic reforms, wi ) it is to reap their full

potential. Politicians and administrators n: i ca , e designing and

implementing future economic reform conomy in
the world by market exchange rates a ing power of the people.
India was under socialist-based policies i i 950s until the 1980s.

The economy was characterised by extensiv on, protectionism

d public ownership,
leading to pervasive corrug ‘ . imuing economic liberalization

India's large se country's GDP while the industrial and
agricultural secto i Al ely. Agriculture is the predominant
occupatien in India, i 1t 60% of employment. The service sector makes up a

further i 12%. The labor force totals half a billion workers.
Major agr ice eat, oilseed, cotton, jute, tea, sugarcane, potatoes,
and fish. Major industries include textiles, chemicals,
food processing, n equipment, cement, mining, petroleum, machinery,
information technolo es and software.

India's per capita incom 016, ranked 142nd in the world, while it's per capita purchasing
power of the people is US$2762, ranked 129th. Previously a closed economy, India's trade has
grown fast. India currently accounts for 1.5% of World trade as of 2007 according to the WTO.
According to the World Trade Statistics of the WTO in 2006, India's total merchandise trade
(counting exports and imports) was valued at $294 billion and India's services trade inclusive of
export and import was $143 billion. Thus, India's global economic engagement in 2006 covering
both merchandise and services trade was of the order of $437 billion, up by a record 72% from a
level of $253 billion in 2004. India's trade has reached a still relatively moderate share 24% of
GDP in 2006, up from 6% in 1985.
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India ranks second worldwide in farm output. Agriculture and allied sectors like forestry, logging
and fishing accounted for 16.6% of the GDP in 2007, employed 60% of the total workforce and
despite a steady decline of its share in the GDP, is still the largest economic sector and plays a
significant role in the overall socio-economic development of India. Yields per unit area of all
crops have grown since 1950, due to the special emphasis placed on agriculture in the five-year
plans and steady improvements in irrigation, technology, application of modern agricultural
practices and provision of agricultural credit and subsidies since Green revolution in India.
However, international comparisons reveal that the average yield in India is generally 30% to
50% of the highest average yield in the world.

India is fifteenth in services output. It provides emp C o of work force, and it is

as largely and intentionally isolated from the world
ieve self-reliance. Foreign trade was subject to import

by upper-limi 1 ici estriCtions on technology transfer, export obligations and
government appr. s were needed for nearly 60% of new FDI in the industrial
sector. The restrictio I averaged only around US$200 million annually between
1985 and 1991; a large ntage of the capital flows consisted of foreign aid, commercial
borrowing and deposits of Won-resident Indians. India's exports were stagnant for the first 15
years after independence, due to the predominance of tea, jute and cotton manufactures, demand
for which was generally inelastic. Imports in the same period consisted predominantly of
machinery, equipment and raw materials, due to nascent industrialization.

Since liberalization, the value of India's international trade has become more broad-based and
has risen to Rs. 63080109 crores in 2003—04 from Rs.1250 crores in 1950-51. India's major
trading partners are China, the US, the UAE, the UK, Japan and the EU. The exports during
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April 2007 were $12.31 billion up by 16% and import were $17.68 billion with an increase of
18.06% over the previous year.

Cumulative Current Account Balance 1980-2008 based on the IMF data since independence,
India's balance of payments on its current account has been negative. Since liberalisation in the
1990s (precipitated by a balance of payment crisis), India's exports have been consistently rising,
covering 80.3% of its imports in 2002—03, up from 66.2% in 1990-91. India's growing oil import
bill is seen as the main driver behind the large current account deficit. In 2007-08, India imported
120.1 million tonnes of crude oil, more than 3/4th of the domestic demand, at a cost of $61.72
billion.

Although India is still a net importer, since 1996 rall balance of payments (i.e.,
including the capital account balance), has been posi ount of increased foreign
direct investment and deposits from non-resi i il this e overall balance was

result, India's foreign currency reserve d at $285 billionin 2 ich™e be used in
used effectively.

39.2% respectively in June arper compared to the
decline in exports, India' dia's reliance on external
assistance and commercial b , and since 2002-03, it has

India's debt se i . 1X ommercial Borrowings (ECBs) are
being permitted additional source of funds to Indian
corporate.

vented India from sustaining higher growth rates. This has
y open up infrastructure to the private sector allowing
foreign investment whi helped in a sustained growth rate of close to 9% for the past six
quarters. Some 600 millio ians have no mains electricity at all. While 80% of Indian villages
have at least an electricity line, just 44% of rural households have access to electricity.
According to a sample of 97,882 households in 2002, electricity was the main source of lighting
for 53% of rural households compared to 36% in 1993. Some half of the electricity is stolen,
compared with 3% in China. The stolen electricity amounts to 1.5% of GDP. Almost all of the
electricity in India is produced by the public sector. Power outages are common. Many buy their
own power generators to ensure electricity supply. As of 2005 the electricity production was at
661.6 billion kWh with oil production standing at 785,000 bbl/day. In 2007, electricity demand
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exceeded supply by 15%.Multi Commodity Exchange has tried to get a permit to offer electricity
future markets.

Internet use is rare; there were only 2.1 million broadband lines in India in January 2007. Most
urban cities have good water supply water 24 hours a day, while some smaller cities face water
shortages in summer season. A World Bank report says it is an institutional problem in water
agencies, or "how the agency is embedded in the relationships between politics and the citizens
who are the consumers."

One of the critical problems facing India's economy is the s
among India's different states and territories in terms o
of infrastructure and socio-economic develop
Chhattisgarh, Jharkhand, Madhya Pradesh, Orissa,
more than half of India's population. Betwee

arp and growing regional variations
income, poverty, availability
income states - Bihar,
ar Pradesh - are home to

alized growth rates for
ar (5.1%), Uttar

to exit poverty. In orde port this, the (RBI imposed a license rule in 1977 which stated that
for each branch opened in"@Banked location (typically urban), commercial banks had to open
four branches in un banked location (typically rural). This rule was removed in 1990 and branch
building in rural areas came to a halt. This seems to be one of the reasons for this drop in
credit/investment in the agriculture sector. The number of bank branches in the rural areas has
declined from 57% in 1990-91 to 41% in 2007-08. This has also resulted in rise in urban and
metropolitan regions from 24% to 37% in the same period (see graph below). This shows that the
banking operations appear to have shifted from rural to urban regions.

The impact of ten years of economic reforms in India presents a mixed picture. The industrial
and trade policy reforms have gone far, though they need to be supplemented by labor market
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reforms, which are a critical missing link. The logic of liberalization also needs to be extended to
agriculture, where numerous restrictions remain in place. Reforms aimed at encouraging private
investment in infrastructure have worked in some areas, but not in others. The complexity of the
problems in this area was underestimated, especially in the power sector. This has now been
recognized, and policies are being reshaped accordingly. Progress has been made in several areas
of financial sector reforms, though some of the critical issues relating to government ownership
of the banks remain to be addressed. However, the outcome in the fiscal area shows a worse
situation at the end of ten years than at the start. Critics often blame the delays in implementation
and failure to act in certain areas to the choice of gradualisnagas,a strategy. However, gradualism
implies a clear definition of the goal and a deliberate ch ading the time taken to reach

unstated to minimize opposition—and possi if necessary. This
reduced politically divisive controversy ] e, but it also
meant that the consensus at each poi i ferested groups

realization on the part of all_concerned of th d, thereby permitting
more purposeful impleme it 1 ether this approach would
indeed have yielded better i gridlock in India’s highly

pluralist democracy.

It has been ar as fragile and volatile. There was a jump
in the growth rat ¥ 1979-80, a jump again in 1980-82, a
return tg the Hindu i S except 1983—-84, a climb up again in 1988-91, and a

powth pattern itself raises doubts about the sustainability
of aSp long haul. The 1991 crisis only confirmed the
fundamental i es ex post. In contrast, growth during the 1990s has
been more robu ibiti volatility. Whereas in the late 1980s, many observers of
India were betting isi e, there are few takers of such a bet today. Despite well-
known vulnerabilities r i fiscal deficits that are as large today as in the late 1980s and
slow pace of banking refo few pundits are predicting an external crisis today. The external-
debt-to-GDP ratio has been declining and foreign-exchange reserves at more than $100 billion
exceed the currency in circulation.

The acceleration of growth during the 1980s relative to that in the preceding decades was not
achieved without important policy changes. In contrast to the isolated ad hoc policy measures
taken to release immediate pressures prior to the 1980s, the measures in the last half of the
1980s, taken as a whole, constituted a significant change and an activist reform program. For
example, by 1990, approximately 20 percent of the tariff lines and 30 percent of the imports had
come under OGL with significant exemptions on tariffs accruing to the OGL products. Import
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licensing on many other products was also considerably eased up.19 As regards industrial
licensing, 31 sectors had already been freed from it by 1988 with 27 sectors remaining subject to
it. By 1988, significant liberalizing steps had also been taken toward freeing up the large-sized
firms by raising the asset limit defining the MRTP firms fivefold and opening a number of
avenues for the license-free entry of MRTP firms in many sectors. The increase in the asset limit
freed 90 out of 180 large firms from the MRTP restrictions altogether. The 1980s’ reforms and
their success provided crucial first-hand evidence to policy makers that gradual liberalization can
deliver faster growth without causing disruption. In turn, this evidence gave policy makers
confidence in undertaking the bolder and more far-reachinggeferms in the 1990s.

period essentially catered to the needs of planned
mework where the Government sector had a predominant

moved from fiscal ne ity to fiscal activism (Reddy 2000). Such activism meant large
developmental expenditur uch of it to finance long-gestation projects requiring long-term
finance. The sovereign was also expected to raise funds at fine rates, and understandably at
below the market rates for private sector. In order to facilitate the large borrowing requirements
of the Government, interest rates on Government securities were artificially pegged at low levels,
which were unrelated to market conditions. The government securities market, as a result, lost its
depth as the concessional rates of interest and maturity period of securities essentially reflected
the needs of the issuer (Government) rather than the perception of the market. The provision of
fiscal accommodation through ad hoc treasury bills (issued on tap at 4.6 per cent) led to high
levels of monetisation of fiscal deficit during the major part of the eighties. In order to check the
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monetary effects of such large-scale monetisation, the cash reserve ratio (CRR) was increased
frequently to control liquidity.

The environment in the financial sector in these years was thus characterised by segmented and
underdeveloped financial markets coupled with paucity of instruments. The existence of a
complex structure of interest rates arising from economic and social concerns of providing
concessional credit to certain sectors resulted in “cross subsidisation” which implied that higher
rates were charged from non-concessional borrowers.

Competition

Steps have also been initiated to infuse competition i ial system. The RBI issued
private sector. Likewise,

foreign banks have been given more liberal entry. Ree for entry of new private

foreign banking segment, permitted
objectives, to choose to operate either
domestic companies. This is expected to 1
them with a level-playing field vis-a-vis their

banks, depending ategies and
nches offftheir overseasiparent, or, corporatize as
perations and provide

Regulation and Supervisi@

A second major element o
measures aime

has been a set of prudential
as well as ensuring safety and

Capital adequacy no ne with the Basel Committee standards and from the
as been raised to 9 per cent. While the objective has

been to certain cases, fine-tuning has occurred keeping in
view the uni i es. For instance, risk weights have been prescribed
for investment t securities on considerations of interest rate risk. Also,
while there is a de , there is an intensification beyond the 'best practices' in
several instances in re i n example being exposure norms stipulated for the banking

sector in respect of inves The supervisory strategy of the Board for Financial Supervision
(BES) constituted as part of reform consists of a four-pronged approach, including restructuring
system of inspection, setting up of off-site surveillance, enhancing the role of external auditors,
and strengthening corporate governance, internal controls and audit procedures. The BFS, in
effect, integrates within the Reserve Bank the supervision of banks, NBFCs and financial

institutions.
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Fiscal Policy and Financial Sector

There are several channels that link the fiscal and financial sectors and in the Indian context five
of them appear significant. These relate to (a) governments’ borrowing programme; (b)
guarantees extended by governments; (c¢) mechanisms such as ‘direct debits’; and (d)
governments’ investments in financial sector.

The market borrowing programme of the central government continued to be relatively large,
both in gross and net terms. Since a large part of the borrowing programme has to be completed
in the first half of the fiscal year, in view of seasonality for demand for credit on private account,
the monthly average borrowing by centre is around thrg a percent of GDP in recent
years. Further, there has been an upward revision ing programme of central
government during the course of every year, usually, ers of a percent of GDP.
It has been possible for RBI as debt mana jing programme while

pursuing its interest rate objectives witho ourse to several
initiatives in terms of institution, inst ime, it has
been able for RBI to reduce statutory o the prescribed minimum
of 25% of their net liabilities. The ban count for about three
quarters of activity, holds majority of the ent securities, and
currently their holdings i r in excess of the annual
borrowing programme of any case, a large part of
outstanding government sed owned financial institutions,
especially in banki i i en able to successfully reconcile
the interests of banks as regulator and supervisor. In this
regard, recognizin ning interest rate risks and widening the participant

profil Fluctuation Reserve for banks and is pursuing retailing
of gov ities? i ogical, institutional and procedural bottlenecks for

sheets of banks and o institutions which take an exposure on them. For example,
“oil bonds” to settle gov nt’s dues to public sector oil companies and “power bonds” to
settle dues from State Electricity Boards to national level power utilities fall in this category.
Banks exposure to food credit, which is in the nature of funding of buffer stock operations is also
relatively large at over 2.0% of GDP. RBI had been advocating that a law be passed imposing a
ceiling on government borrowings as enabled by the Constitution, but more recently, a Bill is
under contemplation for fiscal responsibility at the centre and several states.

Financial intermediaries, especially banks, take exposures with a great degree of comfort when
there is a sovereign guarantee. Such guarantees are often formally extended and notified as such
to the legislative bodies and financial markets. RBI has encouraged governments to pass a

Copyright © 2012 Published by IJAER. All rights reserved. 833



IJAER/Dec-Jan 2014/Volume-3/Issue-1/Article No-15/826-836 ISSN: 2278-9677

legislation prescribing a ceiling on such guarantees and also charge a fee without exception to
ensure credibility to guarantees and comfort to subscribers. Several State Governments have
passed such legislations, though some are less stringent than others. In view of the magnitudes of
such guarantees by many States, banks have been advised to exercise due diligence in
subscribing to them. Apart from explicit guarantees, recourse is occasionally made by
governments to letters of comfort which have a similar effect, and RBI has been dissuading such
relatively non-transparent practices.

There are, in addition, what may be termed as “implicit-guarantees” which have maximum
linkage between fiscal and financial sectors. A predomu int of financial intermediation
i reform is undertaken by
publicly owned or government backed financial itutions. e, public tend to repose
confidence with a corresponding implicit dire igat of government to protect
the interests of depositors or investors. Suc ¢ ' aly justified on the

obligations discharged in the past by t eral cases; some of them at
the instance of regulator concerned.

present reckoni i gk rability appear to be manageable

scope for money financing of budgets vis-a-vis bond
ince there are elements of open capital account, the
to monetize government’s deficit is severely
des of such flows. Keeping these considerations in
reed upon freedom to RBI to determine the extent of

monetization of go nsistent with macro-economic stability.

SUGGESTIONS

Despite robust economic gfowth, India continues to face several major problems. The recent
economic development has widened the economic inequality across the country. Despite
sustained high economic growth rate, approximately 80% of its population lives on less than $2 a
day (PPP), more than double the same poverty rate in China. Even though the arrival of Green
Revolution brought end to famines in India, 40% of children under the age of three are
underweight and a third of all men and women suffer from chronic energy deficiency While the
credit rating of India was hit by its nuclear tests in 1998, it has been raised to investment level in
2007 by S&P and Moody's. In 2003, Goldman Sachs predicted that India's GDP in current prices
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will overtake France and Italy by 2020, Germany, UK and Russia by 2025 and Japan by 2035.
By 2035, it is projected to be the third largest economy of the world, behind US and China.

The Government has to decide what it wants to do with its ownership of public sector financial
institutions. Lack of funds will force its to divest its stake over a period, but this may mean only
a slow death for the institutions involved. The political and bureaucratic establishment has to be
convinced that they are doing more harm than good by interfering in the management of these
institutions. Otherwise even after reduction of its equity stake to 33 per cent, the public sector
character of banks will remain unchanged! Offices such as Department of Banking need to be
wound up, with regulators taking control. Senior level pents have to be made by the
respective boards of directors by accessing the marke < ing market related salaries
ould renew senior level

appointments. The institutions should have thg right rCi gtire_existing non-performing
employees, and new staff should be recruit : eci gmployment. Even
the threat of action will improve perfo nd productivity
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