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CHAPTER

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

sweet spot is enduring not evanescent.

INTRODUCTION

achieving social justice (Chapter 2 in this

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

expanding employment opportunities, and

Survey). In the aftermath of demonetisation,
and because cyclical developments will make
economic management harder, articulating
and embracing those shifts will be critical to
ensuring that that sweet spot is enduring not

evanescent.

1.2 This vear has been marked by several
historic economic policy developments. On
the domestic side, a constitutional amendment
paved the way for the long-awaited and
transformational goods and services tax
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while demonetisation of the large
cy notes signaled a regime shift to
ely raise the costs of illicit activitics.
e international front, Brexit and the
cctions may herald a tectonic shift,
dingly laden with darker possibilities
- global, and even the Indian, ecconomy.

Start first with demonetisation. A radical
1ance-cum-social engineering measure
1acted on November 8, 2016. The two

- denomination notes, Rs 500 and Rs
—together comprising 86 percent of all
ish in circulation—were “demonetsed”
immediate effect, ceasing to be legal
r except for a few specified purposes.!
¢ notes were to be deposited in the banks
December 30, while restricions were
ed on cash withdrawals. In other words,
1ctons were placed on the convertbility
lomestc money and bank deposits.

The aim of the acton was fourfold:
curb corruption, counterfeiting, the use
high denomination notes for terrorist
vities, and especially the accumulation of
ack money”, generated by income that
- not been declared to the tax authorites.
¢ action tollowed a series of earlier efforts
curb such illicit acuvities, including the
aton of the Special Investugation Team
T) in the 2014 budget, the Black Money
t, 2015; the Benami Transactions Act of
16: the nformation exchange agreement
th Switzerland, changes in the tax treaties
th Maurinus and Cyprus, and the Income

sclosure Scheme.

Demonetisation was aimed at signaling a
ame change, emphasizing the government’s
fermination to penalize illicit activities and
associated wealth. In effect, the tax on

actvities as well as on legal activides
penctly speakin

OndAncoInen:.

that were not disclosed to the tax authorit
was sought to be permanently and punitively -
increased.

1.6 The public debate on demonetisation
has raised three questions. First, broader
aspects of management, as reflected in the
design and implementation of the initiative.

Second, its economic impact in the short and
long run. And, third, its implications for the
broader vision underlying the future conduct
of economic policy. This Survey is not the
forum to discuss the first question.

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

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

income

may have cushioned the short-term macro-
cconomic impact,

1.9 At the same nme, demonetisation has
the potential 1o generate long-term benefits
in terms of reduced corruption, greater
digitalization of the economy, increased flows
of financial savings, and greater formalization
of the economy, all of which could eventually
lead to higher GDP growth, better tax
compliance and greater tax revenues.

1.10 The magnitudes of short-term cOSts
remain uncertain, as do the uming and extent

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

mying unbey bills), Nevertheless, “demonctisation” has entered the public lexicon as the term for the November 8



of long-term benefits. (Chapter 3 identifies
certain markers to assess the latter) These
magnitudes will depend importantly on how
policyrespondstothe currentsituation. Needed

actions include: remonetizing the economy

expeditiously by supplying as much cash as
necessary, especially in lower denomination
notes; and complementing demonetisation
with more incentive-compatible actions such
as bringing land and real estate into the GST,
reducing taxes and stamp duties, and ensuring
that the follow-up to demonetisation does not
lead to over-zealous tax administration.

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

* Overhauled the bankruptcy laws so
that the “exit” problem that pervades
the Indian cconomy--with deleterious
consequences highlighted in last vear’s
Survey--can be addressed effectively and

expeditiously;

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

« Solidified the legal basis for Aadbaar, to
realise the long-term gains from the JAM
trifecta (Jan Dhan-Aadhaar-Mobile), as

qu;mtiﬁcd in last vear’s Survey.

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

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

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

measures

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

possible reasons.

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

stock-taking (discussed in Chapter 2) suggests
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1dia has to traverse a considerable distance and social justice. Broader societal shifts are
‘ . A : i
lize its ambitions on growth, employment required in ideas and narratives to address

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

ent years, the role of ratings agencies has increasingly come into question. In the US financial crisis, quesﬁd ns
aised about their role in cernifying as AAA bundles of mortgage-backed securities that had toxic underlying |
{described in Michael Lewis® The Big Shorf). Similarly, their value has been questioned in light of their failure
vide warnings in advance of financial crises—often ratings downgrades have occurred post facto, a case of
2 the stable doors after the horses have bolied (IME, 2010; Krugman, September, 20157,

1s also worth assessing their role in more normal situations. In the case of India, Standard & Poor’s in November
ruled out the scope for a ratings upgrade for some considerable period, mainly on the grounds of its low per
GDP and relatively high fiscal deficit. The actual methodology to arrive at this rating was clearly more complex.
sa, it 1s worth asking;: are these variables the right key for assessing India’s risk of defaule?

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

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

Cndia could be very different from the comparators used by the ratings agencies. After all, many emerging markets
struggling, But India has a strong growth trajectory, which coupled with its commitment to fiscal discipline

ubited over the last three years suggests that its deficit and debt ratios are likely to decline significantly over the

uing years. Fven if this scenario does not materialise, India might still be able to carry much more debt than other

untrics because it has an exceptionally high “willingness to pay”, as demonstrated by its history of not defaulting
1ts obligations (Reinhart, Rogoff and Savastano, 2003).

Figure. Credit/GDP ratio and GDP growth for China and India and respective S&P rating
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India also compares favourably to other countries on other metrics known to be closely related to the risk of default.
Consider the contrast with China. In 2009, China launched an historic credit expansion, which has so far seen the
credit-GDP ratio rise by an unprecedented about 63 percentage points of GDP, much larger than the stock of India’s
credit-GDP (Figure ). At the same time, Chinese growth has slowed from over 10 percent to 6.5 percent.

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

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

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

three major challenges: reducing “inefficient
redistribution,” strengthening state capacity
in delivering essential services and regulating
markets, and dispelling the ambivalence about
protecting property rights and embracing the
private sector. In other words, addressing
these challenges 1s not just about the political

will to overcome vested interests.

.16 These structural challenges have their

proximate policy counterparts.  Chapter
9 discusses India’s extensive efforts at
redistribution. The central government alone
runs about 950 central sector and centrally
sponsored schemes and sub-schemes which
cost about 5 percent of GDP. Clearly, there
are rationales for many of them. But there
may be intrinsic limitatons in terms of the

effectiveness of targeting,

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

thereby foregoing large services efficiency

gains.

1.18 On state capacity, delivery of essential
services such as health and education, which
are predominantly the preserve of state
governments, remains impaired. Regulatory
institutions are still finding their way. The
deepest puzzle here is the following: while
competitive federalism has been a powerful
agent of change in relation to attracting
investment and talent, it has been less in
evidence 1n relation to essential service
delivery. There have, of course, been important
exceptions, such as the improvement of
the public distribution system (PDS) in
Chhattisgarh, the incentivization of agriculture
in Madhya Pradesh, reforms in the power
sector in Gujarat which improved delivery
and cost recovery, the efficiency of social
programs in Tamil Nadu, and the recent use of
technology to help make Haryana kerosene-
free. But on health and education there are
insufficient instances of good models that can
travel widely within India and that are scen as
artractive political opportunities. Competitive
populism needs a counterpart in competitive
service delivery.

1.19 Equally, signs of a political dynamic
that would banish the ambivalence toward
the private sector and property rights have
not been strongly evident for decades. This
ambivalence is manifested in: the difficulties
in advancing strategic disinvestment; the
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tence of the twin balance sheet
erm—over-indebtedness in the corporate
anking sectors—uwhich requires difficult
ons about burden-sharing and perhaps
forgiving some burden on the private
;; the legacy retroactive
on, which remain mired in litigaton
though the government has made clear
entions for the future; agriculture, where
rotection of intellectual property rights,
xample in sceds, remains a challenge;
m in the civil aviation sector, which has

issues of

- animated as much by an interventonist
beralizing spirit; in the fertilizer scctor,
re it is proving easier to rehabilitate
iable plants in the public sector rather than
litate the exit of egregiously inefficient
sy frequent recourse to stock limits and
itrols on trade in agriculture, which draws
on the antiquated Essential Commodities
t, and creates uncertainty for farmers.

20 In cach of these examples, there may
valid reasons for the status quo but overall
ey indicate that the embrace of markets—
en in the modest sense of avoiding intrusive
tervention, protecting  property  rights,
sposing of unviable public sector assets
id exiting from areas of comparative non-
lvantage, and allowing economic agents
» face market prices—remains a work-in-
COETCSS.

21 Even as the domestic agenda remains
r from complete, the internatonal order is
anging, posing new challenges. The impact
' Brexit and the US eleetions, though sall
ncertain,  risk  unleashing  paradigmatic
ifts in the directon of isolatonism and
ativism. The post war consensus in favour
f globalisation of goods, services and labor
2 partcular, and market-based economic
rpanization more broadly, 18 under threat
~ross the advanced economies.

22 Yor India that is a late “converger’—
at is an cconomy whose standards of living

are well below countries at the frontuer—the
events have immense consequences. Given

thar India’s growth ambitions of 8-10 percent
require export growth of about 15-20 percent,
any serious retreat from openness on the part 3
of India’s trading partners would jeopardize
those ambitions (see Box 2).

123 To domestic and
external developments must be added the
proximate macro-economic challenges. Since
the decline in oil prices from their peak in June
2014 there has been a lift to incomes which
combined with government actions imparted

these structural

dynamism by increasing private consumption
and facilitating public investment, shoring up
an cconomy buffeted by the headwinds of
weak external demand and poor agricultural
production. This year that important source
of short-term dynamism may be taken away
as international oil prices are now on the rise.
Moreover, private investment remains weak
because of the twin balance sheet problem
that has been the economy’s festering wound
for several years now (Chapter 4). Re-
establishing private investment and exports
as the predominant and durable sources of
growth is the proximate macro-economic
challenge.

1.24 In
structural

sum, the steady progress on
in the last few
vears needs to be rapidly built upon, and the

unfinished agenda completed. Especially after

reforms made

demonetsation and given the ever-present
late-term  challenges, anxieties about the =
vision underlving economic policy and about
the forgoing of opportunities created by the
sweet spot need to be decisively dispelled.

II. GroBAL CONTEXT

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



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

1.26 Second, the medium-term political
outlook for globalisation and in particular
for the world’s “political carrying capacity for
globalisation” may have changed in the wake
of recent developments. In the short run a
strong dollar and declining competitiveness
might exacerbate the lure of protectionist
policies. These follow on ongoing trends—
documented widely—about  stagnant or
declining trade at the global level (figure in
Box 2). This changed outlook will affect
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India’s export and growth prospects described
in Box 2.

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

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

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

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

Figure: Globalisation and the World (1870 to present)
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