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‘L Road-Map 5.4

= Institutions in the cross-section (the
legacy)

s Institutions over time?



Economic Functions of State/Institutions

Market-creating (rule of law, protection of property rights, sanctity
of contracts)

Market-substituting (provision of education/health)

Market-legitimizing (democracy, social protection, insurance, and
redistribution)

Market-regulating (regulatory agencies in telecommunications,
transport, and financial services

Market-stabilizing (central banks, budget rules)



Institutional Experiments: ,
‘L India as Crucible %

= The “idea of India” was an institutional experiment

= Democracy and the harnessing of the state for
various ends

= In the original, Nehruvian, conception of state (circa
1980/90) prominent functions were /market-
substituting soccup commanding heights) and

market-regulating (size and trade), and of course,
democracy



TR
‘-L India as Crucible: Successful?

= Survival

= Extreme economic outcomes
= Economic instability

= Economic growth

= Essential Services (health, education,
etc.)




i Survival

= Diversity: India ranks in the top decile
on diversity measures ethnic and or
linguistic) fractionalization (Fearon,
Alesina et. al.)

= Comparable post-war experiments:
Soviet Union, Yugoslavia, Sudan,
Nigeria, Indonesia, and India



‘L Extreme outcomes

x Famines




i Economic instability

For the period 1960-2000, output volatility amongst
the most stable (14t out of 76)

For the period 1980-2000, output volatility the most
stable

On measures of nominal instability (inflation) too,
India’s performance respectable

The role of political institutions is given insufficient
credit for these stable outcomes (recent debt and
fiscal experience)



Economic growth

Why did growth take-off in the 1980s?

Two views
= Reforms after 1991

=« Small trigger (pro-business orientation) during early 1980s
Key point is that: in either case, both triggers elicited a big response

Essentially, fundamentals (institutions) already in place (the Nehruvian
Legacy): compare “reforms” and response in Latin America and Africa to
India’s and growth outcomes

India underperforming: notion of the institutional possibility frontier

Compare with China



Big Bang for Small Buck

Table 10. How Far Below is India from Its Steady State Level of Income?

Pe 1980 1999 1980 1999 1980 1999 1980 1999
Geography 0.4 -0.07 0.03 -0.01 0.02 0.00 0.01 0.03
5.19 -1.51 2.74 -0.93 1.72 0.21 1.23 4.55
Openness 0.27 -0.89 043 -0.54 -0.10 054 -0.04 0.01
1.07 -1.18 0.66 -2.03 -0.28 -0.71 -0.17 0.03
Economic institutions 0.51 2.60 1.53 1.47
4.32 3.05 1.36 6.80
Political institutions 0.38 0.65 0.46 0.45
3.24 2.90 5.39 5.92
India dunmmy -1.36 -1.40 -1.06 -1.33 261 -2.34 -2.61 -1.69
-4.61 -2.36 -1.28 -4.92 -4.59 -3.27 -6.82 -5.95
Instrument for institutions Settler mortality EURFRAC, ENGFRAC Settler mortality EURFRAC, ENGFRAC

No. of observations 48 66 76 114 58 58 91 o1




India and the Institutional Possibility Frontier
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coef = 1.8337841, (robust) se = .32389433,t = 5.66



Lnstitutions: what 1S Happening
Over Time?

= Are institutions improving or worsening?

Anecdotally, worsening

= Backlog of cases: On the judiciary: “To describe the Indian civil justice system,
especially at the level below the Supreme Court, as being in a perpetual state
of crisis would be an understatement.” (Pratap Mehta, 2005)

= Conviction rates for rape and murder: 20 percent in 1960; 2 percent in 2004
= Decline in attractiveness of civil services: allocation of talent

= Naxalite activity (1/4 of districts)

= But at the core, the quality of politics and politicians and the state of (decline
in) accountability: Core accountability and core institution of politics? (from democracy
as episodic to continuous accountability): 23 percent of parliamentarians have criminal
cases against them



What is Happening Over Time? (contd.)

On the other hand: Far from uniform picture

There are still functioning institutions and some may have improved:
Supreme Court (less politicized in 1990s than before)

Election Commission (compare Kashmir pre-1990 to 1990s)

Central UPSC

TRAI, SEBI

Panchayati Raj and decentralization

Right to Information Act

Even on accountability, more on Godhra than on the 1984 riots

Also functioning for whom? Elites? Post-1980s---greater demands made
by non-elites

Besides ..



i Besides..

= 25 years of 6 % growth
= Better policy and therefore fewer rents

= Demonstration effect (competition
between states)

= Active civil society
= Seismic shifts in transparency




i But are they improving?

= Demand for institutions is a
normal/superior good

= And Reforms must help



Institutions circa 1960 (admeffeciency )

India’s Institutions Over time: Cross-
Country Comparison
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Institutions over Time: Three
i Illustrative Examples

= Primary education: Effect of Growth and
Income

= Law and Order:The Effect of Income
= Customs: The Impact of Reforms



Endogenous reduction in state: The Growth Dynamic
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Endogenous reduction in state: The

i Growth Dynamic

= Inevitable (constrained adaptation)
= Growth creates private demand (raised expectations)
= Demand met by private sector rather than public supply

= Basic education
= Private technical institutions

= Health is following (ratio of private sector to public
expenditure on health about 6:1; in US about 1:1)

= Recall market-substituting function of institutions
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Customs: The Impact of Reforms?

Average Evasion Gap
log (1+export value) - log (1+ log import value)
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= Source: Mishra, Subramanian, and Topalova (2006)



The Two Institutional
i Paradoxes in India

= Paradox 1

= Why has growth accelerated as
institutions are declining?

s Easier to answer

= Key distinction between scope of the state versus effectiveness of
state

= Desirable reduction in scope (reforms)
= Institutional legacy--slack




i Paradox 2

= The exact opposite of the first: Why
aren’t institutions improving with rise in
income and reforms?



i Concluding remarks

= Perhaps they are and they are not?
There is both rot and regeneration?
Perhaps the rot is necessary for the
regeneration



What is Happening Over Time?
Quantitative evidence (contd.)

= India is slipping

= Costs of doing business (measure of
legal system), India is close to the
bottom. Cost of enforcing a contract-
144t out of 166 countries



Scope of State—Post 1980/90

+

= Active and intended reduction in scope.:
traditional “reforms”

= But reduction in scope can also be
endogenous, reflecting passive failure
rather than active success, reflecting the
new growth dynamic
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Real Instability and Political Institutions

Output Volatility 1960-2000
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Nominal Instability and Political
Institutions
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i Paradox?

= But growth is accelerating as institutions are declining/stagnant

= Is this obscuring possible worsening of key/core functions of
state

= There is still institutional slack (still inside the institutional
possibility frontier) but for how long?



Growth dynamic and Effectiveness of
Core Functions

What is growth doing to core functions of state and to core
accountability? That is to quality of politics and service delivery

Negative
= hollowing out of public sector;
= skilled labor mobility/inequality (exit);
= tension between lagging and leading states (demands for redistribution)

Positive
= education (opportunity versus guarantee); identity politics; middle class
fewer rents
demonstration effect (competition between states/jurisdictions)
civil society (right to information act)
transparency (Godhra versus Sikh riots)
generational shift



Economic Growth

iBread versus freedom (the “cruel choice”)
= Typical pattern in Asia; first bread then freedom

= Until 1980, at Hindu Growth rate emphasis on
the “versus” or on the intrinsic value of
democracy

= But today at 6-7 percent growth—from “trade-off”
to orthogonality or even complementarity



