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It is a great honour for me to participate in today's Convocation.
This institution —IIM at Ahmedabad—Is one of the outstanding
academic institutions of our country, and | am grateful to have
been invited to deliver this address. Some of the most
distinguished and eminent persons from different walks of life have
heen Chairmen of the Board of Governors, | am particularly happy

{hat today I-have an opportunity to talk to you in the presence of -

Mr. Narayana Murthy, who has distinguished himself not only as
an outstanding cotporate leader, but also as a visionary with
unbounded confidence in our country's future. Thank you, Mr.
Narayana Murthy, for inviting me. ' ¢

The subject of my -talk today .is "Eccnomics, Puliﬁ_cé and

Govemance.” In my previous positions in government and the .
Reserve Bank of India, | had the opportunity to participate, in

" different capacities, in the process of economic policy making and

administration. More recently, | have - had the privilege of
witnessing the political process, at close quarters in Parliament.
On this occasion, when many of the future leaders of our country .
are leaving the IIM, | would like fo share some thoughts with you
on the inter-relationships among three important elements of

economics, politics, and governance in our national life.

Ever since independence, India has been fortunate in having a
string of top economists to advise the government in the process
of planning and economic policy formulation—among them are
well- known names like Prof. Mahalanobis, Pitambar Pant,
Professor Lakdawala, Prof. Sukhamoy Chakravarty, Dr. 1.G.Patel,
Prof. Raj Krishna, Dr. Manmohan Singh and several others. On

 the political side, we can rightfully take pride in our vibrant and

functioning demoacracy. India was ruled by a single party with
repeated mandates from the people for neary 50 years after
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independence with some brief interruptions. During this period,
these were a number of short-lived governments with varying
mandates, but which nevertheless did their best to serve the
country under difficult circumstances. Now, we have a multi-party
coalition government, with vast differences in ideology and poiitical
beliefs among its constituents, which has been in power for six
years. In respect of governance, the administrative structure' of
India, with the so-called "steel-frame” of g permanent bureaucracy,
has besn the envy of the post-colonial developing world. Even
afier allowing for 2 considerable rusting and weakening of the
frame, the govemance structure at the Centre, siates, districts,
and panchayats still remains iargely intact.

Thus, we have had a fine combination of good economists, an
operational governance structure, and = functioning democracy—
all working together. Yet, the results on the ground in terms of
social or economic devefopment over ihe long period since
independence—Ileaving aside the most recent period—were rather
disappointing. For the first fifty vears after Independence, India
lurched from one crisis to another. We also had low growth, low
literacy, and an abundance of poverty. The vision outlined in 1958,
at the beginning of the Second Plan, of a poverty-free India with
full employment in 25 years, i.e. by 1981, still eludes us.

The question which puzzles me is why ‘this combination of
economics, palitics, and civil service did not lead to the kind of
results that the people of our country could have: legitimately
expected. This is what | propose to discuss with you today.

My feeling is that, while on the surface, three elements were
working together, in @ more fundamental sense the reality was *
vastly different. Despite appearances to the Contrary, there was in
fact a substantial gap between what was considered to be
economically sound and what was found to be politically feasible.
Economic strategy seldom reflecied our political or social realities
or. if you will, real political considerations. Similarly, the
administrative implications of policies, launched with great
conviction, were seldom considered ar, when considered, these
implications did not affect, the actual evolution of economic
policies or programmes on the ground.
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To illustrate the point, let me begin by referring to the
Mahalanobis-Nehru development straiegy, which dominated our
post-independence economic policies for close fo 40 years.
Several of these policies have undergone & drastic change after
1991, However, it is sitriking that despite many problems and
tribulations, the basic framework of economic policies introduced
soon after independence remained intact for as long as four
:h:iecadas and more,

The basic elements of the post-independence sconomic strategy
are too well known to need repefition. The Indian nationalist
movemeant during the colonial period, you will recall, had given
very high priority to making India ecenomically independent—in
addition to political independence—through aggressive import
‘substitution and reduction in India's dependence on forsign trade
and fﬂfElgﬂ investment. Also, based on the Soviet experience, it
was believed that economic independence and high domestic
savings could be achieved only if the "“commanding heights” of the
gconomy were In the hands of the public sector. It was assumed
that if the means of production were owned by the State, ali the
-value-added in production will-flow to the people. Further, if
consumption was discouraged, public savings would automatically
increase. These savings could then be used for further investment
and growth, and India could soon catch up with the developed

" world.

This was a most heart-wammg economic vigion, supported Dy
leading economists of the day and widely respected academic
models of savings, investmant, and growth. Unfortunately, it paid
scant regard to the political and administrative implications of the
favoured strategy. The poliical assumption was that the
representatives of the people, freely elected to power, will
selflessly promote the greatest good of the greatest number. In
public enterprises, In the absence of private capitalists, labour and
management were expected to work together in harmony without
political interference, in line with national priorities as laid down by
the planners. Another important assumption was that India was
one, and as was the case during the siruggle for politicai
independence, all Indian citizens will work selflessly without
sectional interests to achieve the country’s economic objectives.
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The reality has proved io be vastly different. The political decision-
making on economic issues in our country, as indeed in maost
democracies, is often driven by special interests rather than the
comman interests of the general public. These special interests
are giso more diverse in India than in other more develeped and
mature economies. Thus, thefe are special regional interests, not
only among staies, but also within states, depending on the
electoral strength of the party in power in different parts of the
state. Economic policy making at the political level is further
affected by occupational divide (e.g. farm vs. non-farm), the size of
enterprise {e.g. large vs. small), caste, religion, political affiliations
of trade unions, or asset class of power-wielders, and a host of -
other divisive factors. As a result, most of the economic benefits of
specific government decisions are likely 1o flow fo a special
interest  group or, in Mancur Olson's famous phrase, to
“distributional coalitions® These coalitions are always more
interested in influencing the distribution of weatth and income in
their favour, rather than in the generation of addifional output
which has to be shared with the rest of society.

Also, the delivery of government benefits o special groups has
given rise to a whole process of bargaining and conflict resolution
among various interests. As a resulf, a large number of middlemen
have emerged across the political spectrum. Further, as elections
have become more expensive and more frequent with uncertain
fime period during which funds can be collected in different states,
there is a greater tolerance of political corruption as an
unavoidabie feature of the electoral process.

Thus, contrary to what was envisaged by the founding fathers of
our republic, and contrary to the vision of our planners, the -
political-economic balance, in actual practice, has tumed out to be
self-centric, narrow, and wasteful. An interesting question is: how
did the stranglehold of special interests last so long? Where were
the majority of the peopie who did nat gain sufficiently from the
economic bargaining process? The answer is not difficult to find.
The simple fact is that the so-called majority is fractured into a

~ /arge number of sub-groups of individuals who are divided among

themselves by several factors (such as caste, religion, location or

occupation), while special interests are united in protecting their

share of the economic output. This is really why the so-called
4
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*haves™ are 50 much more powerful than the "have-nots" in our
society. 1t is, for example, the trade union of employed persons {or,
the “haves”) which is likely to go on stnke when their economic
interests are threatenad, rather than the vast majority of the
unemployed (or, the *have-nots") across the country.

At this point, | must make it clear that what | have said so far about
the power of special interests in determining political economy
outcomes is not an argument In favour of unfettered free markets,
or the need for an economy without government regulations and
laws. The issue here is not "markets vs. government”. It is that the
political priorities are distinct from prionrties laid down by
economists and experts. Thus, the problem with the Indian
economy is nof that its market is less or more free, but that its

freedom is in the wrong domains. it is.common knowledge that in
-most parts of India, government permissions, regulatory approvals,

ar licences can be purchased at & price. In these domains, the
problem is that of excessive marketization. On the other hand, in
other areas where the market ought'to be more free (for example,
the labour market or international trade), India is strapped in
bureaucratic red tape. o

Two more caveats are necessary in considering the power of
dominant coalitions in determining economic policy oulcomes in
our couniry. The point is not that these coalitions always emerge
as winners in determining the direction of public policy, or that all
politicians pander only 1o special interesis. There are honourable
exceptions, and there certainly are leaders who give primacy to
the general public interests. But they are likely o be exceptions
rather than the rule. They are aiso likely to face considerable
hurdles in successfully pursuing economic policies that adversely
affect the special interests of the organized groups. Similany, there

are situations (such as war, a natural catastrophe, or religious.
conflict) when a unity of purpose emerges among all sections of

the peaple to promote the common gaod.

Another important assumption in the choice of post-independence

development strategy was that public sector enterprises wouid

generate public savings, which could be used for higher and

higher levels of investment. However, instead of generating

savings, the public sector soon became a drain on public savings.
5 .
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Despite commanding the ‘commanding heights,” public sector
savings are now negative by as much as 4 per cent of GDP.
These negative savings have led to fast accumulation of internal
public debt and lower investment than would have been the case
otherwise. In the annals of development history, it is hard to find
another example of 5 perfectly sensible idea—the need for higher
public investment for greater public good—leading to sxactly the
opposite result, i.e. higher public consumption with diminishing
retums for the public! :

Let me now move to the third aspect, namely, the governance
structure for the delivery of public services to the people. As
mentioned above, eminent economists have advised us, fram time
to time, on what should ideally be the country's development
priorities, and elected politica] leaders have taken their own policy
decisions on various. economic issues according to ‘their political
perceptions. These policy and other decisions, once taken, have to
be implemented through the muiti-lavel administrative structure at
the Centre, states, districts, and villages. The basic premise of
India’s plans, as well as the early development literature, was that
the required administrative respanse would be forthcoming in
abundant measure. The system of administration at different levels
Was expected to work in complete harmony, delivering savings
and investments as postulated, and implementing programmes as
scheduled.

It must be said to the credit of our planners that the Second Plan
did ask itself the question whether the civil service would prove
equal to the tasks assigned to it by the Plan. The Third Plan, too,
explicilfy recognized that the administrative machinery had
become strained and the avaiiable personnel to implement the
plan were not adequate in quality and number. The subsequent
Plans, particularly the Seventh Plan. soundad a note of
desperation about widespread administrative inefficiencies and
bottlenacks that were slowing down the economy. However, this
desperation was not reflected in actual planning. We went on
adding newer, larger and more comprehensive schemes to tackle
national problems in virtually every walk of life, calling for greater
and greater administrative involvement,
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in fact, as perceived needs and requirements of the sconomy
became greater and resources shrank, the administrative process
became even maore complex, requiring more people to perform the
same task. As a result, there are more people employed by
government in what staiisticians euphemistically cali “community
and personal services” than in the public sector manufacturing
enterprises or the private organized sector! To bring about this sort
of result, some kind of an “invisible” deminant coalition has
certainly been at work. One has to recall the functioning of the
exchange control system in the past to appreciate how far
removed policy planning was from administrative realities. Cr, take
the urban celling laws, which were supposed to free excess or
surplus land for public housing and other uses. Even after 30
years, hardly anything has been acquired and these laws, instead
of increasing the supply of affordable housing, have simpiy frozen

the avallabiiity. ke

It is not that the problems were not understood or that people who
ran the system were ill-motivated. It is an unfortunate fact of
administrative and political Iife that systems and programmes,
once introduced, acquire a momentum of their own because of the
benefits and patronage that they provide to some sections of the
pecple, including those who administer the programmes. When
implementation problems occur, inefficiencies are identified, or
misuses are detected, the response normaily is'to add one more
Step or one mare level to the administrative chain.

fore than 40 years ago, a well-known economist AH. Hanson, a
sympathetic observer of the Indian scene, felt compelled to ask
this question: “Men are able, the organization is adequate, the
procedures are intelligently devised. Why then have the Plans
since 1956 so persistently run into crisis?” This question was
asked in 1963. Many of us are probably asking still the same
question. Hanson's answer to his own question is also of some
interest. In his view, the real problem was not with the theory of
planning or the people who were making the plans, but with the
unrealistic assumptions about the way people and societies were
likely to respcnd. Toe many of the government's assumptiong
about economic behaviour were simply unrealistic and differed _
from the way in which people acted in their own or ir their groups’
interests, Fi )
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\With the Chairperson’s permission, if t may digress a litle, the HiM
fee issue, also, vividly illustrates the interplay of these three
elemenis—economics, politics and governance. From a purely
economic point of view, the critical issue is not the fees that the 1IM
charges, but the eniry policy and the cost per student. If the eniry
is competitive and a particular level of cost, after due scrutiny, is
found to be justified, then any teaching institution—through pricing,
andowment, subsidy or 8 combination of these—has 10 recover
the cost. Otherwise, it will either go out of business or the quality of
its autput will deteriorate, Now, let us assume that the government,

in its wisdom, decides to further subsidise and reduce the fees that

a particular institufion charges to cover its costs. Then the
economic issue from the public policy point of view is: why this
larger subsidy from public funds, and for whose benefit?

This is where political considerations come in. [ is always 2
popular move to say that no one, imespective of income, should
have to pay for use of water, electricity, food, education, including
higher education. However, no government in.the world has the
ability to - subsidise everyone and everything. Therefore, the
political leadership has to choose among varous kinds of
subsidies -and target groups. if the government decides to
subsidise specialised technical or management education by more
than what is necessary, from the public interest point of view, it is
legitimate for the public to ask:-why should the govemment
increase subsidy even for those who can pay? In the partance of
public choice theory, an across-the-board subsidy of this kind,
irrespective of the need for it, leads to "perverse equity # instead of

making government expenditure more equitable for society as a.
whole, an-across-the-board subsidy of this type makes the system

more ineguitable and less progressive.

The economics and politics of the decision are linked also to the
governance aspects. Who should govern the liMs—their own
managements or the government of the day? How this complex
interplay of economics, politics, and governance will affect the liMs
is not yet clear. However, in the light of our past experiences in s0
many other spheres of our national fife, | would be surprised if the
outcome of the present controversy turmed out fo be beneficial,
either for students or for the people. Persanally, | feel sad at the
3
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cenfrontation among different constituents, particularly at the level
to which this debate has deteriorated because of excessive
intervention. The guestion is not only whether governmental
intervention on an issue of this type is right or wrong. But the
whole tone and tenor of the official position i= a matter of concemn
for the future Kealth of cur polity. -

To return. to my main theme, looking at our ‘development
experiences, it is established—beyond reasonable doubt—that cur
past economic strategy seldom reflected political reslities.
Similarly, governance or administrative  implications  of
development or public expenditure policies were seldom taken into
account in framing these policies. This is about the past. What
about the present and the future? Isn't India shining? It has one of
the highest rates of growth, highest foreign exchange reserves,
relatively moderate inflation, and commanding heights in IT and
some other seclors. All this is undoubtedly true. The process of
liberalization and economic reforms, launched in 1981, and
pursued actively in recent years, has vyielded positive results,
removed. some of the structural rigidities, and created potential for
higher growth. At the same time, it will be a mistake to be

compiacent about our recent successes. These gains can _
disappear very quickly unless a stronger programme is launched =~

in the next few years to further improve our economic decision-
making processes, remove scope for political discretion, reduce
unproductive expenditure, and improve the quality of governance
at all levels. The system must be made to work in the interests of
the public in general, rather than the few, including those who are
supposed to serve the public, namely, government servants and
elected representatives.

To achieve the above ohjective, we need to move on a number of
fronts. Let me conclude by mentioning some of them. In the area
of econamic policy, we need fo avoid “ideclogical certainty.” As
pointed out by Albert Hirschman in a highly perceptive £858y on
the experiences of Latin American countries, the blame for
economic disaslers in several of these countries lay not in the use
of policies considered by economic thaorists to be wrong but in the
blind pursult of policies considered by theorists to be righi—of the
structuralist variety in the 1860s and of the neo-classical

g
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persuasion in the 1970s and 1980s.” Development sconomists
tended to take ideclogical positions (both left and the right) on
such matters as planning, the mariket mechanism, forsign
investment, inflation, the rule of the State, and so an. Atthough, in
India, in view.of our democratic tradition, public policymakers may
not have gone to the same exiremes as in Latin America, there is
little doubt that, as mentioned above, for & very long time after
independence there was a strong tendency among our economic
thinkers to ignore political and administrative realities. Of late,
fortunately, there has been a shift fram ideclogical certainty to a
maore questioning and pragmatic aftitude. This has yielded
favourable results, for example, in India's external sector
management. For the first time, after 50 ysars of independence,

- the balance of payments constraint or fear of periodic crises is no

longer a factor in determining our economic policy. In the making
of economic policy in other areas also, we must adopt similar
pragmatic and flexible approaches which take into account
contemporary reaiities

Final decisions on policy matters must continue to be made by
political authorities, who are accountsble to the people through
Parliament and legislatures. However, there should be a clear
digtinction between decisions on policy and their implementation.
Once policy decisions have been made, the lalter has to be left to
professional administrators without political interference but with
dus accountability. To make such a division of responsibility work,
it is essential to avoid governmental micro-management, and
remove procedural bottlenecks and case-by-case considerations
of applications by individuals and organizations. *Simplifying
policies and procedures is an absolute priority. The scope for .-
pulmcal or administrative discretion must be eliminated for all, but -,
the very few large cases which have economy-wide implications.
The detailed case-by-case approach fo policy implementation is an
important hurdle in the country's economic life. In the last decade,
some progress has been made in simplifying procedures, but not

- enough. Similarly, in the interest of transperency, there should be
full disclosures of financial decisions made by multifarious

agencies on a d'aiiy basis rather than annually in aggregate form.

A.C. me:hm&u._, “The Political Economy of Latin American Dl:‘l.n:hpmmi Seven
Exercises in Retrospection,” in Larin American Research Review, Vol. 22 No.3, 1987
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There is-no reason why, except in matters of national security, al
decisions made at the ministerlal or secretary level cannot be put
on a notice board in the ministry concerned on daily basis.

It is ironical that higher and higher deficits over time have not

resulted in increasing the governmeant's ability to spend where
higher expenditure is reguired, for example, in the maintenance or
expansion of public services. Most of the government expenditure
is now committed to servicing past debt or meeting salary and
other past commitments. We now have & high fiscal deficit without
fiscal empowerment. A wholesale change in the gavemment's
fiscal policy and making it more 'responsive to changing
requirements are now essential. This is a most difficult task in view
of the dead weight of the past, but it can no ionger be avoided.

For the administration to work with accountability, we urgentiy
need legal reforms to focus sharpiy on the interasts of the oublic,
and not only those of the public servant in the functioning of the
governmental and public delivery systems. Clear mechanisms for
estabiishing accountability for performance are essential, and al|
forms of speciat protection for persons working in government or
public sector agencies (except for the armed forces or agencies
engaged in the maintenance of law and order) deserve to be
eliminated. .

Many of our public institutions—including academic institutions
and non-govemmentai organizations (NGOs)}—have to necessarily
depend on the government for annual grants to meet part of their

essential  expenditure. As they wuse public funds, their -.

accountability for performance is essential, However, as .the
present unsavoury controversy affecting the iIMs has vividiy
llustrated, it has to be ensured that there ic arm's length
relationship between government and - sutonomous public
institutions of national imporiance. Damage inflicted by
unwarranted political or bureaucratic. interference can cause

~ permanent damage to an institution within a very short period, and

has to be avoided In public Interest. The best way of enforcing
accourdability for performance is to set up appropriate annual audit
mechanisms by outside professionals and pericdic reviews, of
academic performance, say, every five years, by a review
committee of experts or peer groups.
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In taxation and other financial areas, administrative discretion or
reliance on inspectors and searches has to be eliminated except
under well-defined circumstances involving high crimes such as
treason, terrorism, and smuggling or money laundering on a scale
which aifects national security or economic stability. There is clear
and irrefutable evidence from our past experence that
administrative discretion has not led to an improvement in fiscal
receipts or better compliance with laws. On the other hand, such
powers, and the impunity with which they can be used, have
become serious sources of corruption in society,

There is a great deal to be done in all these areas, and | could go
on indefinitely even at this hour! However, let me stop here on a
somewhat more cheetrful note. Notwithstanding our past
performance, | am sanguine about India's economic potential and
our ability to achieve high growth with financial stability. The
reason for this confidence is that, despite problems in govemance,
the innate ability of our people is immense and has been
demonstrated beyond reasonable doubt, The open, participative
and democratic system ensures that a change, where necessary,
can be delayed, but it cannot be avoided altogether. if we act now,
and if we are able to realize our full potential in the next 20 years,

India’s poverty would become a distant memory.

The young of our country, and those who are passing out today
from this great institution, have a lot to contribute in economics,
politics, and governance.

[ wish you well.

Thank you.




