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I. INTRODUCTION

Moving Beyond the Spinning Wheel

In the center of India@ flag sits a spinning whedl, a symbol used by Gandhito protest
English textile imports unde colonia rule and to demongrate the nobility of asodety of
small-scale agriculture and indugry. For much of its independence, India® econony was
goveaned by the prindple of the spinning wheel Bwith disastrouseconorric and sodal
effects. Jug asthe United States, in indudrializing, had to overcome the bdief in the
nobility of agriculture tha shaped itsfoundng fathers, Indiais still strugglingto move
beyond Gandhi-era economics and raise its standad of living.

India@ recent progress toward econonic growth stems from reforms undetaken after the
1991fiscal crisis, which lifted Indiafrom decades of ow growth unde sodalist rule and
offered an oppatunity to improveliving conditions in theimmense, poorcounty. And the
recent growth has been impressive Damongthehighest growth rates in theworld. A great
portion of theworld@ poorlivein Inda, and will depend onits future growth to overcome
poveaty. Buttherecent progressisnotenough Certainly, great stepshave been taken
toward reform ontrade indugrial pdicy, andthefinanda system; subdantial progress has
been madein redudng povety; and India has a growing and thriving middle class.
However, much remainsto be done the govenment intrudes where it need not, in
everything from cod mining to discos and failsto managethe basic services tha it should,
like decent roads, a stable power distribution infrastructure, and qudity primary education.

For the United States, developing its relationship with Indiais quickly gainingin
importance. Indiais emerging as an important trading partner and as a political
countrbdance to Chinese power in Asiabbutits power dependsonits ability to continue
growing. Because its strength benefits the Unites States both politically and econonically,
continuing reforms have hugestrategic importance for the United States.

Thisreport doauments current conditionsand catalogues still-needed reforms across India.
Thecentral questionis not what needsto be done but zow. A 2001McKinsey study on
required econonic reforms still readsas current in 2006 There are podkets of innovdion
throughoutthe econony, such as the govanment@® use of the Internet to fight corruption,
but much of the popuktion continues to live in shodkingly bad conditions Moving India
forward is oneof the great oppotunities of theearly 21% century. We hopetha Indiaand
its leaders take full advantage



II. POLITICAL AND HISTORICAL OVERVIEW

Few naiond symbols are asimportant as a country@ flag. The spinning whesl adoming
India@ colors is a powerful testament to the historically vital linkages between the
county@ econorry and its political identity. Used by Gandhi as a symbolic protest againg
British textile imparts, the spinning wheel signifies economic and political indgpendence,
dearly hed values tha have driven India@ approach to econonic policy since
Independence. Undoubgdly, thelegacy of British colonia rule, sodalism, popuism, and
theinterplay between reform and pdlitics have influenced India® historical econorric
policy and continueto inform pahsof future change

COLONIAL LEGACY

British colonialism left aresidud distaste and distrugt of foreigne's and ther economic
ambitions England dowly encroached uponindiathroughthe East India Company and
eventudly exerted full control over the suboontinent. Whileit did provide India valuable
ingitutionslike a court system, railroads and the English languaye, the British Rgj also
exploited the county econonically throughoutits tenure. Thus Inda® independenceiin
1947 and the appointment of India@ Nationd Congress Party [GCongressQ) heralded anew
era of econonic pdicy dedicated to self-sufficiency. Congress devised the democratic
structure of govenment and flourished politically unde Jawaharlal Nehru, Mahama
Gandhi@ protZgZe, who served as India@ first prime minister.

Often described by its proponets as a @hird wayOor Gnixed econony,ONehru established
ablend of democratic politics and central planning Thenaion®pridein its evolving
econorric reformsis encapsulated by thefollowing statement attributed to Nehru: Ga
second-rate Indian goodis supeior to afirst-rate foreign produd. ONehru established state
ownership and import-subgitution indugrialization in hopes of developing thenation®
internd capacity. However, Inda@ sodalistic planning failed to develop a strong econorny
and efficient ingitutions Waste and corruption flourished. The state bureaucracy became
known as the QLicense RajObecause its comprehendve scheme of licenses, required for all
busness activities, created fertile groundfor widespread bribes and political kickbacks. For
example, onefertilizer factory continued in opeation for years withoutever produagng any
fertilizer. While econonic growth in many Asian nationssurged, the Indian growth rate
approximated a sluggish 3% per year until 1990and was deridingly termed the Hindurate
of growth.0

POLITICS

Themod important recent political changein Indiais the shift away fromasingle paty
state. Therise of theHindunaiondist paty (the BJP) and the development of an array of
seconday parties have drastically changed the Indian political landsape Congress
domnaed politicsuntil 1996 when it was findly unseated by the BJP. While Congress
remainsan important force, it nolonge commands sole power and is often required to



enter into thetype of codition-bulding pioneered by the BJP. Politicsin India are much
more fluid than in the United States, with aliances and leadersOpolitical affiliationsoften
shifting in respong to populr sentiment.

While the condant shiftsin coditionsand interests may be perceived as undable, the
diversity in Indian politics actudly serves as gluethat holdsthe political system together.
Cross-cutting interdependendies between the multitude of interests force compromise,
stability and centrism within Congress and the BJP. Caste conflicts overridereligiousand
ethnic divisons while regiond solidarity undecutsintra-regiond divides. Althoughthe
diversity in Indian politics may ingire stability, it also creates barriers to reform.

POLITICAL BARRIERS TO REFORM

Populism

India@ enduiing popuism derives from both powerful interest groupsand the political
strength of thelower classes, who vote in greater numbers than the midde or elite classes.
Parties often seek to secure short-term political gainsthroughpopuist pdicieslike
subgdies and tax breaks. In an appedl to poa rural votersin 2005 Congress passed a bill
tha promised 100days of work for all agricultural laborers, despite thefact that such
political pandeiing drainsmoney from other vital public programs and fails to stimulate the
econony. Anti-incumbency trendsand the condant presence of elections further exacerbae
political fragmentation and populst influence.

The Communist Party

Econonic reform proposd by today@ ruling codition is often stifled by the Communist
paty, onwhich Congress relies to maintain control. In avery real demongration of the
crippling effects of populst pdicy in India, the Communists have thwarted many reforms
in therunup to the 2006spring elections While the initial reforms of the early 1990s
shifted the paradigm of economic policy toward liberalizationin all areas, mog of theearly
reforms did notinvokepolitical oppostion, leaving many politically difficult reforms
ahead. Thedifficulties al'so extend far degper than the presence of the Communist party,
which has proved an easy scapegoa. The BJP, withoutthe condraint of the Communists,
also failed to drive these politically complicated changes.

Center-State Division of Politics

The center-state division of Indian politics also hasimportant policy implications Marshdl
Bouton, President of the Chicago Coundl on Foreign Relations said that India resembles
the European Union more than a unified nation. Homogenization of politics has not
occurred except at elite levels. The1971ddinking of state assembly polls from naiond
Parliament polls has resulted in anearly condant flow of elections While mog
infrastructure, education and agriculture are managed by state governments, taxing power
and revenueraising ability generally lie with thecentral government. This misalignment
creates difficulties in implementing effective reform policies.

Corruption



Corruption aboundsamong govanment officials and everyday workersin India, and
impedes econonic growth. "It's possible to have more efficient forms of corruption,Osaid
Simon Long South Asian correspondent for The Econonist. Ondia has an inefficient form
of corrupton tha doesn't work." While Chinaand India have similar levels of corruption,
Chinais able to accomplish more, because the corruptionis less distributed.

Fortunaely, attempts to reduce corruption are being implemented at multiple levels of
govanment. Unde therecently enacted Rightto Information Act, for example, govenment
officials mug make information available to the public or face fines. In themunicipdity of
Delhi, a citizen-govanment participaion program called Bhagidari D QartnershipOin
Hindi Bencourages direction interaction between citizen groupsand politiciansin orde to
reduce corruption. The devolution of power enabled by the 73% and 74" Amendments,
which allow the center to bypass states and send money directly to local govenments, has
potential to bean effective strategy for redudng corruption by increasing accountbility
and compliance.



I1II. THE POLITICAL ECONOMY OF ECONOMIC REFORM

The 1991 Balance of Payments [BOP] crisis forced Indiato procure a $1.8 billion IMF loan
and acted as a Qipping pointOin Indial econonic history*. The IMF balout woundel the
pride of a county tha had strove aboveall for self-sufficiency throughits pog-
independence sodalist policies. Thebalout annownced to Indian policymakers and the
world the county@ policy failures.

The BOP crisisimmediately confronted P.V. Narasimha Rao®@ newly elected Congress
goveanment, which had been swept into power in mid-1991in the aftermath of Rajiv
Gandhi@ assassination. Rao had already appointed a non-political figure, econorrist
Manmohan Singh, as finance minister in a gesture that symbolized Rao® desire to charge
forward with economic reform.? In respong to the crisis, the govenment immediately
introduced stabilization measures to reduce thefiscal deficit.® Thefiscal tightening and
devaluaion of therupee by approximately 25% adequaely reduced the current account
deficit. Yet, thecrisisitself did not spur the significant changes India needed. In thewords
of Marshdl Bouton, aformer U.S. diplomat to India and current president of the Chicago
Coundl on Foreign Relations Orhereforms of 1991 were notthat big aded. E There was
no regime changeO

FURTHER STABILIZATION REFORMS

Thestabilization efforts of 1991 successfully warded off finandal collapse and
demondrated that Rao@ govenment could betrused to develop and implement sound
econonic policy. It was clear the status quowas unsugainable and tha India needed to
better integrate with the globd economic system. Breaking with tradition, the new
Congress govanment went beyondtraditiond short-term stabilization efforts and began
addressing the undelying causes of India@ econorric woes.

Led by Singh,thegovenment initiated areversal of the historic policies of regulation and
govanment intervention. Rakesh Mohan, who served as Secretary of the Department of
Economic Affairs, bdieves tha the experience of enacting smaller reformsin the 1980s
gave Rao@ team the confidence to react swiftly with broader reforms like market-
determined exchangerates, liberalization of interest rates, redudionsin tariffs, and a
dismantling of theLicense Rg.

Appealing to theIndian aspiration of self-sufficiency, controversia reformsin areas like
taxation, finandal services and public sector management were developed and approved by
Indian committees rather than by externd bodies like the World Bank or IMF.* The
govenment also selected these early reforms carefully, fearing tha with India@® congant
cycle of lections any setback at the polls would damage the reformsOmomentum. Thus
the government attacked glaring problems but also avoided politically cogly changes.



FISCAL AND ADMINISTRATIVE REFORMS

Initial fiscal reform focused on politically feasible revenuerelated issues like rationdizing
thetax structure and increasing compliance. Rao and Singh had to abandontheir initial
attempts to curb the ddficit throughspending cuts, and by 1996,theannud deficit had
climbed back to 1991levels ©10.5% of GDP.®> Senstive to public opinion, reformers could
not break theviciouscycle of overexpenditure and pooily targeted spending.

The center govenment drovean initiative to movethe county toward aVaue Added Tax
system, and by 2005, mog state governments had adopied it. Accordingto Delhi@
Secretary of Finance Sanjeev Kharnar, the VAT contributed 70%of Delhi® total revenue
collection, but many others questioned the extent of itsimplementation nationdly. States
choos thar tax levels, andthelonglines of trucks at state bordersillugrate theinefficient
competition that results.

Thedistribution of responsbilities between state and central governmentsin tax collection
and public goodprovision has created perverse incentives, with states and municipdities
pooty utilizing resources and failingto ddiver. Local governments also suffer fromeven
greater fiscal problems. Tax evasionis rampant, with some busness and public leaders
estimating tha a mere 20% of taxable revenueis actudly collected. The poorperformance
of thegovenment only exacerbaes the tax-evasion problem. Ultimately, greater
coopeaation amongthedifferent levels of govenment is needed to coordinae decision
making, expenditure targeting, and tax collection procedures.

FINANCIAL SECTOR REFORMS

In order to liberalize thefinandal sector, Rao established committees to research and make
recommendaionsregarding finandal system modenization, deregulation, and lending
improvements. The committee-based approach reflected Rao@® strategy of building
congenaus throughlndian-led and designad plans

Before the 1990, regulationslimited the ability of the Indian finandal sector to efficiently
allocate resources. Regulationsrequired heavy investment in govenment debt, while
lending was restricted to specific sectors. Bank naiondization left management of mos
finanda inditutionsto pditical forces.

Effortsto privatize and introduce competition were approached cautioudy, dueto the
political sengtivity of these reforms and resulted in more limited changethan did
deregulation ® Changes did notimpact the banking workforce or management structure;
banksremain overstaffed and pooly managed. Trade unionspeasist as aformidable enemy
of future reforms aimed at redudng opeating expenses.” Thelarge and mobilized
workforce, assodated with the Communist parties, has goneon strike in the past, holding
the entire banking system hogage



INTERNATIONAL TRADE AND INVESTMENT REFORMS

India@ trade policy prior to the 1991 reforms was characterized by high tariffs andimport
restrictions Foreign-manufactured consumer goods were entirely banned, and capital
goods raw materials, and intermediate goodsfor which domestic subditutes existed were
importable only througha bureaucratic licensing process. |llugrative of the severity of the
situaion, Infosys executives described how the founde's had to visit Delhi ninetimesto
obtain alicense to import jus onepersond computer.

Althoughforeign ownership in some Indian companies was pemitted, investors faced
complicationsthat induded a subjective licenang process, high regulation uponapprovd,
and equity-holding caps In fact, until recently Indianshad only onetelevision program and
had to settle for locally-produced ThumbsUp ingead of Coca-Cola.

India has come alongway toward opening its barders to trade Bexports and imports grew
at 19%and 30%in 2004and 2005respectively Band both Congress and the BJP are
committed to inaeasing free trade India has and should continueto take advantage of the
WTO as acove agang domestic backlash to further tariff redudions Conaessionslike
temporary subsdies may be necessary to placate short-term losers in norrcompeitive
indugries. Investment has increased throughoutthe past decade and a number of important
indugrieslike aviation and condruction have raised or eliminaed capson foreign
investment.

Despite the benefits of outsidetechnical expertise, many fear tha increased foreign
investment will lead to log jobsand threaten domestic busnesses, especially busnesses
like the momand-pop shopsof theretail sector. The Communist Party and many labor
unionsare voca suppoters of such small-scale indudries and fightagaing libeaizing
foreign investment. Tariffs also remain amongthehighest of the developing world.2 This
further corfirms tha, with a2003trade deficit of around$17 billion, India® exports are not
yet compeitive on globd markets.

INDUSTRIAL SECTOR REFORMS

India@indugrial policy was oneof the areas mog changed by the econonic liberalization
of the1990s Theearly reforms crystallized atrend tha had been building since the
naiond govenment moved toward a pro-busness approach to indudria policy duringthe
1980s During thefollowing decade, Indiatrandtioned froma centraly planned and
opeaated econorny to amarket-driven econony, reflecting aglobd trend toward less
regulated economies. Mog govenment-opaated indudriesin India are now privatized,
thoughsome political contention still exists over the removd of reservation schemes.

INFRASTRUCTURE REFORMS

A short drive throughany Indian city reveals some of the seriousdeficiendes of India®
infrastructure: roadsfull of patholes, relentless traffic, suffocating pollution. Even the elite



Taj Hotel in Delhi isnotimmuneto power outages (althoughits backup generators react
quickly). According to the 1999Globd Competitiveness Report, Indiaranked 55 outof 59
countiesin terms of the Gadequacy of overal infrastructure. 3

Power failures are therule rather than the exception. Additiondly, many estimate tha more
than hdf of al electricity is obtained illegdly. Thisleaves little incentive for usersto
congerve enegy, while thepublic sector isill-equipped to improvethe system as needed.
India@ Planning Commission estimates that in order to meet the growing demandsof the
econony, the county needsto triple its power generation capabilities over the next two
decades. Cod, renewable energy, nudear power, and domestically-produced petroleum and
naural gas will notmeet India® energy needs and so the govenment is looking for foreign
sources of peroleum and natural gas.

Althoughan efficient infrastructure isin the naiona interest, state governments control
many infrastructure projects. Large private sector organizationsare taking care of their own
infrastructure needsin respon to state govanmentsOneglect. Infosys, for example,
maintainsa fleet of nearly 600buses to trangort its 12,000 employees to work. Prime
Minister Singhhas declared tha Indiamug raise levels of investment in infrastructure to
enable thenation to reach its god of 8% growth.”® Unfortunaely, dueto India's large
deficit, thenation often skimpsoninfrastructure spending.* Additiondly, improvementsin
center-state coopeation are greatly needed.

LABOR REFORMS

While less than 10% of the 500 million-person labor force is rganizedOor has regular
contractud employment,*? labor regulationshave made unionsa powerful forcein Indian
politics. Thetideis beginningto change however. There are fewer labor strikes today,
labor agreements now geneally indudeclauses on produdivity, and court judgments are
nolonge reflexively in favor of labor."®

While Rao recognizes the need for labor reform, he has hesitated to implement reforms like
laying-off public sector workers or cloang down or privatizinginefficient factories.
Additiondly, it remainsdifficult to fire workers, and employers are hesitant to hire new
ones. A 1947act mandaes state governments to require manufacturing firms with over 100
workersto gan govenmental approvd before firing workers. Accordingto Nandan
Nilekani, CEO of Infosys, thelack of aflexiblelabor policy isan important impediment to
India@ growth.

AGRICULTURAL REFORMS

Prime Minister Singh maintainstha Indiamug improve conditionsfor farmers and invest
more in education and health care to reach its god of 8% growth.** He aims to modernize
agriculture and increase manufacturing by expanding agribusness and food processing

Y et any changeto theagricultural sector faces intense political oppostion. Despite thefact
tha it contributes only 20% of India@ GDP, the agricultural sector has always been
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politically influential. Interest group politics often hinde government attempts to cut cogs
inits agricultura spending. For example, Prime Minister Singhrecently attempted to
decrease govanment fertilizer subsdies butwas stoppel by afarmersQlobbying group
fromwealthy agricultural states.

Agricultural subsdies for poorfarmers have been part of the Indan landscapesince
Independence. Thesuppot system for farmersinduded largefertilizer subgdies, free
electrical power, protection for land owners, and minimum price guaantees for grain
produdion. While these programs allowed India to avoid faminein the 19708 they have
created perverse incentives and oppotunities for corruption. Fertilizer subsdies have
contributed to over-fertilization and contamination of groundwater. Additiondly, subsdies
often do notreach target popuktions In Delhi, for example, many affluent neéighbohoods
have been classified as rural areas and receive free electricity. Findly, subsdized prices
have led to the overgrowth of certain crops Thelndian govenment makes inefficient
purchases of food staple cropsat abovemarket prices with theintention of redistributing
them to the poor. But such goodsrarely reach ther intended destinaion, dueto corruption
andineficiendes.'®

PRIVATIZATION REFORMS

The Government of Indiarunscod mines aswell as discotheques. Public enterprises
accountfor nearly hdf of India® capital stock'’ and enjoy commanding market sharesin
indugries like mining, smelting, banking, and railways. Mog, however, exhibit poor
produdivity of labor and capital. Many public enterprises were created and kept alive for
political reasons For example, afertilizer factory in Haldia, West Bengd, kept thousands
of workers onits payroll for years withoutever commencing produdion

CONCLUSION

Overall, thereforms of theearly 1990swere no mgor feat of political acumen. Congress
faced little organized oppostion to early changeand could ingitute many reforms through
executive action. Future reforms tha require legidation will entail more complex political
maneuvering. The govenment will need to counteract theforces of popuism and increased
political fragmentation. The party lacks a stronginternd pro-reform caucus has difficulty
building coditionswith some regiond and caste-based parties, and maintainsarecord of
incongstent econorric policy.™® Althoughdifficult, changeis slowly taking place. Finding
thelines of least resistance for each particular issuewill bekey for shephading reforms
throughIndia@ uniquedemocracy.

11



IV. MAJOR ECONOMIC REFORMS AND RECOMMENDATIONS
FOR FUTURE REFORMS IN INDIA

While the U.S. media has focused on India@® increasing competitiveness in software
development and information technology, software and IT conditute only asmall pat of
the Indian econory: more than 50% of India® output comes from its manufacturing and
agricultural sectors, and 70% of itslaborforce is employed in agricultural. India needs
policies to improve these sectorsOlong-term competitiveness in order to sustain and
enhance its current growth rate. Thereform process of thelast 15yearsisfar from
complete.

FISCAL AND ADMINISTRATIVE REFORM

India@ fiscal policy isakey part of its overall econonic history and central to its growth
prospects. It was amajor contributor to the 1991BORP crisis, andin thefuture, persistent
budge deficits may hinde the county's econonic growth. The shortfalls of India® public
services and infrastructure are quite obvious and amiserable fiscal policy isamajor reason
for this gross undeinvestment. While inadequae public revenues and low rates of public
savingshave contributed to Inda@ fiscal shortcomings the heart of the problem liesin
India@ public expenditures and management systems. Major administrative reformis
required.

What’s Been Done

India@ fiscal reforms focused on generating revenue throughrationdizing thetax structure
andincreasing compliance. Specifically, thereforms:
* Lowered taxes (individud, corporate, excise and cusgom)
* Broadened thetax base;
* Removed exemptionsand concessions to reduce distortions
* Simplified laws and procedures to close loophoks and increase compliance,
induding usng technology to better track tax payments.

Unfortunaely, total tax revenues fell from 9.7% of GDP in 199691 to 8.8% of GDPin
200001 Additiondly, India@ current fiscal deficit of $37million places it among
the highest in thedeveloping world, and its public debt hovers around60% of GDP.%

The Way Forward

Of India@® govanment is going to make a difference, it needsto raise more taxes,OThe
Economist wrote recently, which, condgdering the source, indicates the severity of the
problem.* To improveitstax system, India should:
* Increase taxes on services and implement atax on e-commerce;
* Modenize tax administration throughbetter utilizing technology;
* Restructure tax collection and allocation system to increase revenues at local and
state levels;
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* Complete thereplacement of complex sales taxes with a more coordinaed, cohaent
VAT system;

Use technology to better enforce propety and agricultural income taxes,
Removedistortionay tax exemptions

Reduce the mean and variance of import tariffs;

Repedl the corporate tax.

On the expenditure side, the variouslevels of govenment should:

* Reduce subgdies (which are generdly poaly targeted);
Downsgze overstaffed public ingitutions paticularly at state andlocal levels;
Separate policy and implementation fundionsthroughadministrative reforms,
Reduce bureaucratic controls and set performance targes,
Indtitute mechanisms like greater pubiic trangparency to increase accoungbility.?

FINANCIAL SECTOR REFORMS

Because the BOP crisis prompted reforms of thefinanda system, this sector has
experienced some of the most extensve improvements.?® India mug continueto deepen its
finandal sector in order to guarantee adequae access to capital for its mogs dynamic
indugries. This can beachieved throughtheinvolvement of venture capital funds the
expandon of corporate debt markets, and the modernization of public bank management.

What’s Been Done

India has implemented reforms tha have led to relatively well-fundioning capital markets.
These reforms:
* Liberdlized interest rates;
* Abolished cumbersome approvd requirementsfor finandal transactions
* Liberalized capita marketsthroughtheabolition of the Controller of Capital 1ssues,
which controlled all funding activities of large manufacturing corporations
* Allowed companiesto more easily sell stock.

The Way Forward
In order to continuesuppoting the mos dynamic sectors of the econory, India should:
* Design strategies to increase venture capital;
* Allow investment in securities as an aternaive to domestic saving in order to
reduce reliance on foreign inflows in capital markets;?*
* Allow penson fundsto invest in stocks;
* Improveand degpen debt markets for larger corporations
* Increase competition from commercial and foreign banksin thefinandal sector.

INTERNATIONAL TRADE AND INVESTMENT REFORMS

Having moved from baring foreign ownership in awide swath of indugries to encouraging
foreign investment, India has made significant progress in opening its econorny. Y et, while

13



its foreign investment inflows increased from 0.5% of GDP in 1991to 4.1% in 2000,these
figures are dwarfed by other emerging Asian markets, particularly China®

What’s Been Done
Recent trade and investment policy reforms:
e Eliminaed import licenses and reduced import duties from rates tha had been the

world@ highest;*®
*  Reduced tariffs;
* Liberalized tradein service and technology indugries;
* Improved recognition of internaiond intellectud propety rights;
* Allowed 100%ownership in firmsin alargemajority of indugries (excluding
banks insurance, telecommunications and airlines);
The Way Forward

To improveits trade and investment environment, India should:
* Furthe reduee import duties and restrictions

Reduce cogly procedures for exporting finished or intermediate goods

Attract foreigninvestment to meet demand for infrastructure projects;

Reduce foreign investment barriers within theretail sector;

Invest in infrastructure and education, as a recent survey of globd CEOs cited

infrastructure and poorskill level as thetwo leading deterrents;?’

* Pursuefree trade agreements in the spirit of creating a greater globd bdance and to
advance India® econorric interests.

INDUSTRIAL SECTOR REFORMS

While the charman of Ittiam, a Bangdore commericia electronics design firm, attributes
the success of theIndian IT indugry in part to the absence of govenment regulations,
goveanment policy continues to limit manufacturing growth and hinde the ability of
busness to take advantage of the country@ pool of cheap labor.

What’s Been Done

Indugrial sector reforms:
e Openead up theeconony broadly to compdition; and
* Reduced reservationsfor some small-scale indudries.

The Way Forward
To build onitssuccess in indugrial policy reform, India should:

* Further reduce reservationsfor small busnesses; and

* Formalize specia econonic zones (SEZs), where nommal investment and trade

restrictionsdo not apply, to hdp leverage furthe reform.

Thoughsmall in comparison to China@ vaunted SEZs, such efforts may hal amore drastic
sea changein indugrial policy as new ideas for further reforms become more prevaent in
Delhi@ circles of power. Milind Deora, ayoungand rising member of India@3 parliament,
sees such a shift occurring today, suggesting that Qheold guad is leaving.O

14



INFRASTRUCTURE REFORMS

Infrastructure remains perhapsthe greatest drag on India@ current growth progpects. Major
public work projects, however, present implementation chdlenges, particularly dueto
corruption.

What’s Been Done

Previousinfrastructure reforms:
* Invested, with limited success, in improving airports and road neworks;
* Privatized successfully asmall number of ports and roads
* Improved thereach of thetelecom sector.

The Way Forward
India@ growth will beseverely jeopadized without subgantial improvementsin
infrastructure. India needsto:
* Implement maor public works projects, taking advantage of public-private
patnershipswhere possible;
* Privatize the energy sector and base user-charges on econonic cos (some states
have aready taken lead in this effort);
* Continueto increase tele-dengty amongits popuktion, as Inda remainsway
behind counties like Chinaand Thaland;?®
* Increase trangparency in implementing infrastructure projects;
* Investin avariety of renewable sources like ethanol and wind energy.

LABOR REFORM

Althoughlndia@ restrictive labor laws are nota problem during times of expanson and do
not affect high-skilled workersin the software and R& D sectors, they discourage further
private investments, particularly in the manufacturing sector.

What’s Been Done

Labor markets remain oneof themod regulated sectors of thelndian econony as labor
reform was notaddressed in the early 1990s

The Way Forward
A moreflexible labor policy will suppot busness development and enhance India®
growth. In paticular, policies should bedesigned to:

* Removeredtrictionson laying-off workers;

* Modeate ben€fits obtained by unions

* Deregulate wage practices.
Laborreforms should be coupled with the creation of astronge soda safety net to suppott
affected employeses.
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AGRICULTURAL REFORM

Asthemajority of thelaborforce still worksin agriculture, reform of this sector is essential
for widespread growth and to reduce income inequdities. Reform measures should enhance
both produdion and marketability of the county@ agricultural produdion.?® Additiondly,
changes will allow some Indian agriculturalists to find income alternaives while they gan
greater skills necessary for work in the manufacturing sector.

What’s Been Done
Agriculture has been largdy ignored in thereforms of thelast 15 years dueto entrenched
interest groups

The Way Forward
Subdantial deregulation of the agricultural sector is necessary in order to increase India(3
competitiveness in world markets. To achieve this, the government should:
* Eliminae subsdiestha have largdy benefited interest groupsrather than poor
farmers, in order to align incentives and liberate resources from state budgés;
* Reallocate these freed-up resources toward urgent public interventions such as
building roads irrigaion channds, and refrigeration facilities.
* Eliminae artificial price suppots for food goodsto reduce corrupton and
distortionary farming incentives.

PRIVATIZATION REFORMS

What’s Been Done & The Way Forward

After theonset of econonic liberaizationin 1991,the govenment made valiant efforts
toward privatizing public enterprises. However, pditical difficulties have forced it to
backtrack time and again. Thefrudration of the present government on thisissueis made
clear in a statement by Prime Minister Singhthat Gve have to make compromises.3° As
econonic reforms continue the govanment will have to find ways to negotiate new
compromises that indudeprivatization.
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V. SOCIAL IMPLICATIONS

Theimage of an Onda ShiningQpog-1991is hardly a representative or fully accurate
portrayal of acounty where ove 100000 Vvillages have never heard atelephonering.
While the econonic reforms of the 1990sdid much to liberalize and stimulate growth, the
direct beneficiaries were more affluent urban dwellers. Aboutaquater of India® one
billion-plus popuktion, who conditute athird of the world@ poor, continueto livein
povaty.*! Over 70%of Indianslivein deprived rurd areas. Thisisthechdlengeof a
county headed asthehome of thenew Silicon Valley, where oxen and trucks share
highways, and where preventable diseases like polio are rampant.

In acounty runlargdy by econonists, sodal reform has lagged behind econormic reform.
The United NationsDevelopment Programme ranked Indialower based onitslife
expectancy, access to education, and standad of living than many counties with
comparable, or lower, GDP per capita. India also has theworld®@ largest illiterate and HIV-
infected popuktions The state of Bihar seems to encapsulate all of India@ woes Ba
povaty rate greater than 40%; utter corruption; a deeply rooted caste system which has
historically limited oppatunities to those bom into the lower castes; and 75% of its villages
withoutprimary schools, hedlth care, and electricity.® In contrast, the state of Keraais
India@ success story of sodal reform, which boasts over 90%literacy; health and mortality
measures comparable to developad counties; and a strong commitment to universal
education and equity. Still, over 90% of its residents are unable to find employment within
thestate.® If Indiaisto achieve continued economic growth and define herself as aworld
power, soda and economic reform mug occur in tandem.

POVERTY AND INEQUALITY

India Poverty Rate: Historical Trends
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of Indians live. Economic growth also tendsto behighe in wealthier states in the south and
west such as Gujarat and Maharashtra than poorer states like Bihar, Orissa, and Uttar
Pradesh in the north and east.® Investment will naturally flock to the more developed
regionsequippeal with infrastructure advantages. Additiondly, with mouning pressure
frominternd migration from depressed states like Bihar, investing in human development
and poveaty redudionin states left benind may bekey to enhandng the naiond stability
tha alows liberalization and growth to proceed.

Interstate Differences: Poverty and Growth
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Source: Ahluwalia, Montek. CBtate-level Performance Under Economic Reformsin India,Oin Anne O. Krueger (ed.), Economic Policy
Reforms and the Indian Economy. The University of Chicago Press: Chicago, 2002.

EDUCATION

Or ou can say almog anything aboutIndia, and beright,Osaid an econorrist at theU.S.
Embassy in Delhi. This may never bemore true than when discussing India@ education
system, which produces both world-renowned engineers and onethird of the globe3
illiterate popuktion; education is perhgpsthe country@ great unegudizer. Thos graduaing
from India@ top-notch Indian Inditutes of Technology (11 Ts) and Indian Indtitutes of
Management (I1Ms) are poised to compete with the world@ best and brightest. But thetop
accounts for only atiny tip of adistorted pyramid. At its massive base, 40% of the
popuktionisilliterate, arate worse than several sub-Saharan African counties. In al parts
of the econory, the county® humen capital presents a condraint, from looming shortages
of high-tech workersto labor productivity in manufacturing tha is abouthdf tha of China

Even within India® celebrated highe education system, few of the 2,000 engineering
schools and numerousother inditutionsmeet internationd standards While populr media
sources, from New Y ork Times columnist Thomes Friedman to Business Week,* depict a
vast pool of cheap, well-educated labor eager to snag jobsaway from unprepared,
complacent Americans the system is already straining to meet demandsfor skilled
workers. To hire 16 500employess, Infosys mug congder 1.3 million applicants, Qvhich
tells you how fast the funné dropsOaccording to Mr. Purohit, head of strategic planning at
Infosys. More generdly, the scarcity of qudified workersis juxtaposed with a growing
number of graduaes looking for work, many whose skills and educationd training bears
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little resemblance to the market® needs In fact, only 17%of India® students pursue
degrees like engineering or medicine*

After decades of excessive focuson highe Chart [A]: Progress in Education
eduaation and severe undeinvestment in basic 1990 2002

education, Indiais now making widespread
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realization tha basic eduction had really Source: The World Bark.

been neglected sunkin only in the 90sOsaid

Dr. Shiv Kumar, amember of the Congress Party® Advisory Coundl and econorric
conailtant to UNICEF.

Thehugechdlengeremains of improving the often abysmal qudity of India@ government-
run primary and seconday schools. India has yet to demondrate commitment to improving
its woeful public management and service ddivery, paticularly at thelocal level.
Inadequate, ill-equippad government schools overflow with children who have no choice,
while those whose parents can scrapeto afford it rush to private schools.*” Only a quarter of
students who start government schools graduae from the 8" grade, and the term Gnulti-
grade schoolsOmerely serves as a euphemnism for oneteacher and 250 students. Even when
schools are structured differently, students share asimilar reality: many teachers collect
paychecks but smply do nat show up for school, a striking example of thetoll tha petty
corruption takes onthe poor.

HEALTH

Althoughlndia presentsitself as an emerging power, its malnutrition rates Btwice those of
sub-Saharan Africabsay othewise. Abouthdf of Indian children will forever bear the
physcal and mental consequences of wha the World Bank calls the country@ Giilent
emergency.OTha about20%of children@ desthsin theworld and a quater of al maternd
childbirth mortality occur in India further indicate the depth of India@ neglect of hedlth.
Even amongsimilar-income counties, India® expenditures on health are woefully low, at
less than 1% of the country@ GDP and hdf of China@ per capita spending. And while
AIDS is approaching epidemic propottions it continuesto receive relatively scant attention
from thegovenment. This utter neglect has also impeded India® ability to receive foreign
assistance to comba the disease. David Mulford, U.S. Ambassador to India, explained tha
akey reasonthe U.S. has not designaed Indiaa priority county inits globd assistance
agang AIDS istha thelndian govenment has failed to demondrate sufficient internd
commitment to thecriss.
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Still, the picture of India® hedlth is not entirely blesk. Since Independence, thelife
expectancy of its popuktion has inareased astonishingly from about32 years to amog 65
years,® andits infant mortality rate has been haved (athoughit remains highe than in
neighboing Bangladesh). Facilities and care for the minority who can afford it have
reached world-class levels. While chdlenges are vast in addressing the hedlth of the poar,
innovdive health programs that capitalize ontheresources of theloca communities offer
promise. For example, the Tamil Nadu-based George Founddion runsavillage hedth
clinic that trainsvillagers as hedlth aids provides pregnant women with education and
clean supplies for inevitable home ddiveries, and uses software to guide diagnoss and
track local disease paternsin areas where dodors are scarce. Such programs need to be
broughtto scale by the govenment. However, similar soda programs will notwork
withoutimprovements to monitoring systems to address the inadequae ddivery of public
health services and exploitative private practices. Additiondly, vulnerable families
struggling to rise out of poverty need the protection of insurance so tha health problems do
notlead to econonic devastation. The success of the govanment in designing and
implementing such measures will largdy influence how India@ progerity is experienced
by the poor.

RURAL EMPLOYMENT

If economic growth isto continug employment opportunities mug be made available to
India@ rural poor. Only aboutamillion people or around0.1% of India@ popuktion are
benefiting from employment in India@ rapidly growing outsourcing, I T, and services
indugries.* Themgjority of peopleresidein rural areas. Roughly hdf of thepoa are
employed in agriculture,*® which makes up abouta quarter of India® GDP, bt its growth
waxes and wanes with the monsons It also attracts only 7% of publc and private
investment, limitingits impact on overall econorric and employment growth.*

India mug strengthen labar-intensve indudries like manufacturing if it isto reduce povety
andincrease growth in rural areas. Fewer workers are being employed in the agriculture
sector as the use of machinery and labor-redudng cropping techniques have increased.
India@ surplusof rural workers could be shifted to manufacturing textiles or to the
condrudion sector given India@ enomousinfrastructure needs. Manufacturing, however,
hasin fact grown at an annud rate of 7%, but these gainshave been dueto increased
produdivity, not job growth. China® manufacturing market, on the other hand, has boorred
with job-oriented growth. Thelabor-intengve textile indugry could add an estimated 12
millionjobsover thenext five yearsif Indiawould reform its restrictive labor laws and
regulations®

GENDER

Oneof the starkest indicators of | ndia@® gende dispaitiesis the phenomenon of its
Onissing womenO As experts congder it natural for thenumber of women in apopuktion
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to outnunber men (dueto ChardierOgirl children and longe life expectandes), India(3
female-to-maleratio of only 93to 100 suggests that poorer hedlth and nutritiond care of
girl children has led to millionsof premature deaths. Better education and economic
empowerment generally reduce fertility rates and improve the health and nourishment of all
children, in turn restoring more natural gende ratios Once agan, Keralaprovides an
example of wha is possible Dits female-to-male ratio is comparable to Western naionsand
itsfertility rate at 1.3 is even lower than that of the United States, which hoves jug around
2.1.

One countracting factor in improving gende ratios, however, istha educated Indian
women continueto profess a strong preference for sonsand are more likely to seek sex-
selective abortions In fact, son-preference is so deeply ingrained throughoutthe popuktion
tha Dr. Shely Batra, M.D., aprominent Delhi gynecologist commented, OVhen achild is
bom, we don®say whether it isaboy or girl because thewoman will gointo shok.OThe
county has made sex-selective abortion a crime and has initiated a nationd campagn
agang thepractice. Y et, despite an increasing percentage of women in theoveral Indian
popuktion, the 2001 census showed a notable declinein sex ratiosin the 0-6 agerangeba
declinetha was mog dramatic in wealthier states.

CASTE

While caste is often portrayed as a feature of Indian life of fading importance, and one
concentrated in rural areas, the caste system continues to assert itself throughsodal
inequdities and voting paterns Effortsto address caste inequdities by affirmative action
have been mixed and are condggned to the shrinking public sector. While Gucharan Das,
author of India Unbound, argues tha theincreased competition of economic libealization
has worked to further undemine caste privilegein busness circles by creating theneed to
hire based on merit rather than shared caste, thisisirrelevant to the many floundeing at the
bottom withoutaccess even to clean water. Palitically, while thedivisonsand identity
politics run deep, recent electionsoffer adiver of hopethat India@ politicsis beginning to
move away from a destabilizing emphasis on communities and caste and toward afocuson
development and govenance.

ENVIRONMENTAL CONCERNS

With increasing indugridization, India has become the world@ sixth largest energy
congumer and home to some of themos polluted cities. India@ energy nesds have only
exacerbaed poorair qudity. Over hdf of its energy generation comes from cod andits
produdion of carbonemissionsis expected to grow 3% annudly until 2025 surpassing the
U.S. rate of 1.5%.** With an eye on growth, Indiadid not sign the 2002Kyoto Protocol,
which set emissionscaps But India has recognized its need to address environmental
issues, as signded by its decision to join thesix-country Asia-Pacific Partnership on Clean
Development and Climate in July 2005and its renewable energy initiatives.
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Overuse of energy and water are also environmental threatsin rural areas. For example,
pootly priced and heavily subddized irrigation pumping has resulted in subgantial waste of
energy and water. The overuse of water sources has depleted groundwater levelsin some
areas by 1 to 3 meters pe year, requiring theuse of larger, power-eating and pollutant-
emitting pumps™* Land degradation, deforestation, soil eroson, and water pollution also
continueto complicate conservation and development in rural areas. Environmental
concerns however, are often seconday to growth. Removing subsdies and allowing
market forces to dictate pricesis politically difficult. And, even if programs are adopted,
thar success is often frugrated by the division of power between levels of govanment.

CONCLUSION

In a November 2005 presentation in Chicago, Rakesh Mohan, Deputy Governor of the
Reserve Bank of India, stressed that India@ next wave of reform must focus onimproving
the provision of education, health, and other socia servicesin order to achieve highe
growth rates.”® Thiswill require highe levels of pubic investments throughtax-increasing
or subsdy-redudng legidation. Y et, India@ govenments continueto be saddled with large
deficits, with fundsspent largdy on repaying debt. Even if more fundingis allocated
toward sodal programs, India mug tackle corruption, power conflicts between central,
state, and local govenments, and the poormanagement and distribution of resources.
Efforts must be madeto improve ddegation of authority to local levels andto increase
accountbility and trangparency. Only then will continued growth be sugainable and the
sodal livelihoodof millionsof Indiansbeimproved.
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VI. INDIA’S VIEW OF ASIA AND THE WORLD

Three years ago, a discussion of Inda@ geopolitical worldview would start, and mogt likely
end, with Indian-Pakistani relations Today, however, sugained econorric growth has
alowed India the confidence to Qle-hyphenaeQitself from Pakistan, and pursue broader,
more ambitiousgods. As New Delhi lookspast Pekistan toward carving outa larger sphee
of influence, shewill inevitability comeinto conflict with China whose leaders continueto
reiterate thar conviction that Chinawill not be satisfied with beng a second-rate or
regiond power, butwill aspire to world econorric and military dominance.*® Moreover,
both counties are fully aware that thebasic premise of American strategy in theregionis
Qo prevent the emergence of any great power that can chdlengeAmerican dominance in
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THE BALANCING GAME: A POTENTIAL INDIAN ASSET?

China@ rise provides awindowof oppatunity for Indiato exert greater |eadership onthe
world stage, increase econonic coopeation with theworld@ two largest econonies, and
further its own politicaly difficult reforms. Recently intendgfied U.S.-Indojoint military
exercises hint that Indiais already emerging as an answer to Washington® GChina
questionO

America@ Nationd Intelligence Coundl has Qikened [ChinaB] emergencein theearly 21%
century to therise of Germany in the 19".3° In the coming decades, the U.S. will try to do

23



exactly what Chinaistryingto prevent: build a nework of Asian States, led by India, to
bdance China and, thus limit itsinfluence to within Asia. If asuccessful Indo-U.S.
relationship can beformed, then Indiawill reap the bendits of U.S. bdandng efforts,
which may indudepreferred trading, weaponssales, technology trangers, and nudear
capabilities. Asidefrom material benefits, millionsof Indiansreceive advanced degreesin
America@ Wpen doorOuniversities, and much of India® recent IT growth is dueto the
willingness of U.S. marketsto receive ther produds and services. Anyonecan witness the
growing human connection beween the U.S. and India by simply stepping onacollege
campus taking aflightto the U.S. from nearly anywhere, or calling a 1-800tech suppot
line

AlthoughSino-Indotradeisincreasing quickly, Chinese political organization and behavior
make her a potentially infeasible ally to India. More specifically, her occupaion of Indian
claimed territory in Kashmir; continued suppot for Pakistan; invasion of Tibet; and suppot
of Burma make alliance with Chinapolitically and strategically unfavorable. L atent
Chinese aggression toward Indiafits into a more general strategy to prevent counties b
mog notably theU.S., Japan, and India- fromallying againg her. Beijing® Gpeace and
friendshipOrhetoric embodies this concern.® Chinahas made active efforts to distract India
and co-opt he neighbors, in hopes that an anti-Chinese block of Asiansnationswill not
form.

India@ continued fixation on Kashmir is the biggest weakness of the potential badandng
codition, and Chinahas hgppily used tha weakness to drive a stake between India and the
U.S., who condders Pakistan avaluable ally in theWar on Terror. Chinasupplies Pakistan
with nudear technology and conventiond weapors to keep Indiafocused on her adversary
and, thus distracted fromwider gods.

CONCLUSION

India@ future may very well depend on her ability to copewith her troubled past. America
isapotentialy strongally whois courting Indian favor. For therelationship to fully form,
however, Indiamug learn to live with America® continued suppot for Pakistan and to
manage Chinese meddling. Indiais a self-confident country. It remainsto be seen if shecan
findly break her fixation with her step-sister Pakistan.
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VII. DOMESTIC IMPLICATIONS OF A CHANGING INDIA

India will be the most important relationship the U.S. will have going forward.
David C. Mulford, U.S. Ambassador to India

Thetopthree priorities for U.S.-Indian relationsshould be to: 1) continuede-hyphenaing
India and Pakistan; 2) expand India@ standing onthe world stage with a strengthened U.S.-
Indorelationship; and 3) encourage domestic reforms and keep markets open.

Theend of the Cold War combined with India@ 1991 economic reforms transformed the
relationship between the United States and India. No longe was Indiaa sodalist power
aligned with the Soviet Union, but rather an emerging Asian capitalist democracy. Two
further trendshave encouraged a tightening of the U.S.-Indorelationship: therise of China
as an econonic power Bcausng theUnited Statesto seek abdandng power in Asaband
the growing interdependence between the two economies throughgreater trade and travel.
Leadersin both counties would like to see a closer relationship, butthey face entrenched
oppostionin thar respective domestic legidatures: oppostion to outsourcing and nudear
proliferationin the United States, and generalized distrug of the United States by Indian
politiciansbespecialy in lightof its relationship with Pakistan.

The United States should pursue policies tha strengthen the nascent U.S.-India relationship
tha has emerged since theend of the Cold War. To further its potentialy valuable
patnership with India, American policymakers should pursue thefollowing policy
objectives; 1) Me-hyphaaelits relationdhipswith India and Pakistan; 2) Strengthen
India@ standing on theworld stage Dand its relationship with the United States Din search
of abdance of power in Asia; and 3) Encourage India@ growth by maintaining an open
traderelationship despite thetemptationsof anti-trade popuism. All of these objectives are
goodfortheU.S. andfor India. Thechdlengeslie in navigaing complicated domestic and
internationd political scenesto achieve them.

SEEK INDEPENDENT RELATIONSHIPS WITH INDIA AND PAKISTAN

Nothing s fiercer than awar over ancestral land between two half-brothers.OThis
undtributed apholism seemsto fit theconflict in Kashmir quite accurately. Indeed, the
globd nonpoliferation debate has often centered on the conflict in this region. Hodilities
have plagual the India-Pakistan relationhip since Partition, fuding a borde dispute tha
has erupted in several wars and resulted in desthsof countess Kashmiris caughtin the
middle of the clash. Thoughlndia has longbeen avoca proponent of globd
nonpoliferation, it has also been realistic aboutthe threat posed by the nudear capabilities
of itsndghbor Asaresult, India@ decision to @jo nudearOand to defer becoming a
signaory of theNudear Proliferation Treaty (NPT), thebasisfor internaiond effortsto
curb the spread of nudear weaponssince 1968,has been a sticking point in relationswith
theU.S.. However, theend of the Cold War has presented an oppotunity for theU.S. to
reassess its globd strategic aliances. Asaresult, the U.S. has begunto explicitly Gle-
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hypheaeOlndia and Pakistan in its foreign policy, now seeking strategic relationghips
with both, rather than at the expense of oneover the other.

Military interests have always figured prominently in the U.S.@ relationship with Pakistan.
In thewake of September 11,2001,the U.S. has built onits Cold War aliance with
Pakistan agang the Soviet Unionto ensure theadditiond military cooperation necessary
for counter-terrorism opeaationsin theregion. In addition to promoting lucrative trade and
sourcing relationdhipswith India, theU.S. has also recently begunjoint military training
opeaationsin pursuit of shared security gods, such asarecent air force exercisesin
Calcutta, known as COPE India>! Thoughgreater stability in India-Pakistan relations
appears to remain in its beginning stages, the absence of discussion ontheissuein arecent
address by the U.S. Ambassador David C. Mulford to the Chicago Coundl on Foreign
Relationson emerging policy priorities suggests that the U.S. isin fact seriousaboutits
efforts to de-link thetwo counties.® Still, the Ambassador(3 silence on thisissue omits the
fact tha theU.S. had been ingrumental in influenang both sides to work toward
coopeation, based on its promises of suppots for both counties.>®

Despite U.S. intentionsto pursuedistinct strategies with each county going forward, there
isgreat risk tha Pakistan will view the U.S.-Indiabilateral agreement as athreat to its own
interests, which could undeminetherdative stability in Kashmir. Additiondly, according
to a senior official at the U.S. Embassy on the administration® scheduled Januay 2006
visit to theregion, Ondians have gotten used to theidea that Bush will visit Pakistan. The
question is when and who hewill meet. OUndestandably, India and Pakistan are both
apprehendve abouttheimplicationsof evolving U.S. relationswith thar respective
neghbor TheU.S. mug therefore be explicit in treating each county autononoudy:
thoughit iswithin the United StatesCbest interests to keep the peace in Kashmir, the shared
territory mug nolonge continueto dictate the U.S. foreign policy approach to
relationshipswith these countries.

STRENGTHEN U.S.-INDO TIES AND STRENGTHEN INDIA

The United States wants to separate its relationship with Pakistan and India so tha it can
strengthen ties with each. Over the past year, President Bush has moved to enhance India@3
and the United StatesOpostionsas natural allies ontheworld stage. In our meetingswith
U.S. Embassy staff, the political officer referred to theintrodudion of a Ghew paradigmOof
Indo-U.S. relations characterized by increasing coopeaation. This relationghip isimportant
to the United States in order to providea bdance of power in Asia and to suppot the
administration@bdief in promoting democracy throughouttheworld. To tha end, the
United States has moved to bring India back within theinternaiond nudear regulatory
framework for thefirst time since thefirst Indian nudear bomb in 1974,and to lay the
groundwork for suppoting India® bid for aseat on the United NationsSecurity Coundl.

It is within this context that the administration® plan to help Indiawith nudear power and
achieve greater military coordinaion makes sense. Announed jointly with Prime Minister
Singhin July 2005as the Next Step Strategic Partnership, the plan is for the United States
to share civilian nudear technology with Indiain exchangefor India® agreement to submit
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itscivilian facilities to internationd monitoring, and to coopeate on military opeationsand
technology. Theagreement has caused a gtir in theinternaiond community because it
violates theterms of the NPT. Y et manufacturersin the United States are excited aboutthe
possibility. In February 2005,Boeng, alongwith Lockheed Martin and Northrop
Grumman Ghowed them the goodstuffOat a defense expasition hed in Bangdore in
pursuit of cementing ther interests in selling aircrafts to the quickly growing domestic
airling Air India>*

Theplan has been presented as an important step in improving India@® energy security, and
steering India away from strangepolitical bedfellows in search of oil and gas. But nudear
power comprises atiny, thoughgrowing, portion of India® energy needsDexpanding
nudear produdion might not crack India@ top five priorities in reforming its dysfundiond
energy sector. So why does the administration want to modify the NPT, amore or less
effective deterrent to nudear development in other devel oping countries such as Brazil and
South Africa? Theanswer istha President Bush wants to build astrongally in Asia despite
thepolitical cog. While it remainsto be seen whether President Bush and Prime Minister
Singhcan convince thar respective legidatures to go alongwith thededl, thefact that itisa
seriouscongderation undelines India@ strategic importance to the United States.

An NPT carve-outfor Indiawould not only formalize India@ existing nudear situationin
an official framework, butwould also pave theway for the U.S. to publcly pledgesuppot
for India® bid for a coveted permanent seat onthe UN Security Coundl. Thoughlndia®
new status as the U.S.(3 Gtrategic partnerOmightimply U.S. backing of Indiafor UN
Security Coundl seat, theU.S. has been silent ontheissue Until now, theU.S. has only
pledged its suppot for Japan, which meets the criteria enumerated in its own reform
propos to the Security Coundl. Complicating the decision, Pakistan has an interest in
blocking U.S. suppot for India, asit views such amove as a potential threat to its own
relationship with the United States. At this time, however, the U.S. should (and will)
continueits efforts to stall the UN resolution process until movement has been made onthis
domestic front, at which point it should be better poised to back both Japan and India as
pat of its own reform proposl. This strategy would best advance U.S. foreign policy
interests in achieving a badance of power in Southeast Asia, butwould limit the dispersion
of power such tha the U.S. preserves maximum leveragein the UN Security Coundl.

DO NOT ‘PLAY TO THE GALLERY’ WITH TRADE POLICY

On issues of trade thetwo counties have becomeincreasingly linked over the past decade,
as apog-reform India has opened its econony. In addition to greater movement of goods
and services, theU.S. and Indiaincreasingly shareimportant bondsin the sheer numbe of
people tha cross between the econonies. Since 194, Indians have obtained the mogs H-1B
visasin the United States, which permit highly skilled workersto remain inthe U.S. for up
to six years. Recently, Indianshave also taken thelead in the number of students sent to
America, outnurbering Chinese students for four consecutive years.> Both these factors
contribute to the growing influence of Non-Resident Indiansin both the U.S. and Indian
bugness communities. Business Week reported in1998that nearly 40%of Silicon Valley
startupsin the 1990shad at |east onefounde of Indian origin.>® While recent U.S. policies
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have discouraged many foreign nationds fromworking or studyingin America, the
numbers continueto inaease for India. Thisis patialy dueto therelatively friendly policy
stance toward Indian nationds.>’ Just asimportant, Indiais oneof the few remaining
counties who citizensgive the U.S. apostive gpprovd rating®71% of Indiansrated
Americafavorably in 2005

Despite themany linkstha tie the U.S. and India togeher econonicaly and sodally, the
debate over offshoring and outsourcing (referred to here collectively as GourcingQisthe
onetradeissuetha threatensto disrupt the continuing improvementin U.S.-Indian
relations A heated topic during the 2004 €l ections recent poll datarevealed tha the
sourcing of jobsoverseas by American firms remains Qheforeign policy that most upsts
Americangd B 78% of Americansrecently gave the U.S. govanment an unfavorable rating
for itsinability to Qprotect U.S. jobsfrom moving overseas.(3° In the United States,
policymakers have learned they mug watch ther sepswhen dealing with thisdivisive
issue

Sourcing, like all tradetha occurs in compeitive markets, provides an oveaal bendfit to the
econony, butit also produaesindividud winnas and losers. Theobviouswinnes are U.S.
firms (and thar shareholders) tha maintain their competitiveness in both domestic and
internationd markets. Less visible are thetangential bendfits to the American econony.
Thecog efficiendes of sourcing keep prices lower for U.S. consumers. Furthermore, trade
with an open India has created new demandsfor American produds. At its main campusin
Bangdore, Infosys employees work on Dell computers, drive Ford automobiles, drink
Coca-Cola, and eat at thebusest Domino® Pizza franchise in India.

Recent attention to sourcing has overstated its negative aspects. While some U.S. workers
have log ther jobs the scale of losses dueto sourcingis small compared to nommal
domestic employment turnover, and likewise small compared to the number of jobslog
because of technological improvements. Indeed, the types of jobslog to sourcing are also
the same jobsmog vulneable to automation. Thereason sourcing has become such a
contentiouspolitical issueis not because the U.S. econony is suffering, butbecause the
gansfrom sourcing are not sufficiently being shared amongthose who unfortunaely lose
employment. There are severa policy strategies the federal govanment could pursueto
give these displaced workers a Gofter landing,Oand more importantly, to hdp them
develop new skillsand find new jobs In addition, the U.S. should make concerted effortsto
provide greater investment in education and research in order to foger innovaion and
continueto create the high-qudity jobstha spur American economic growth, as suggested
recently by the Nationd Academy of Sciences.®’

While anuanced policy approach to sourcingis necessary to ensaurethegansare
distributed fairly, some American leaders have found it easier to blame sourcing for
political gan. Theoutlookin Indiaistha these uproars will come and go with election
cycles, withoutthreatening the econonic relationsip between thetwo counties. The CEO
of Infosys, Nandan Nilekani, dismissed outsourcing backlash as a non-issuefor his
company. Milind Deora, Member of Parliament (MP) from Mumba, stated tha a
ddegation of U.S. Congressmen in 2004 explained thar election rhetoric by assuring him
that, Qve had to play to thegdlery.Olt isin thebest interests of the United States to ensure
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tha the chdlenges of sourcing are met with sengble policies, not protectionist impulses
tha may secure votes in the short-term, but may jeopadize an important blooming
relationship with Inda.

CONCLUSION

The hew paradigmOof U.S.-Indorelationsis till very young.The Cold War ended less
than two decades ago, aroundthe same time as Inda@ econorric liberalization began. In
tha short span, thetwo counties have made great strides toward coopeation. Improving
U.S.-Indiarelationshave only gathered momentum over the past few years, dueto the
thawing of Cold War suspicions theimprovement of information technology and the U.S.
need for skilled engineersin respong to Y 2K, and efforts by both American and Indian
administrationsto establish better relations

The United States has the oppotunity to pursue pdicies tha will continueto benefit its
long-term econonic and geopolitical interests. Treating India and Pakistan indgpendent of
each other will allow Americato develop strategic relationshipswith both nations
Strengthening U.S.-India coopeation on military and energy issues can provide both
countrieswith valuable dliesin internaiond affairs. Findly, keeping economies open will
degpen the econonic ties tha bendfit both counties.

The United States and India simply have too much in common notto develop a deep,
mutudly beneficia partnership: both are democracies, with open econonies and diverse
popuktions which seek to contain China@ ambitionsand fightterrorism in Asia. In short,
the U.S-Indiarelationship, as MP Milind Deora stated to our group, Os hereto stay.OThe
outiook for coopeationis quite good and the policies we recommend will ensure tha the
relationship grows in ways that continueto benefit American econorric and internaiond
interests over the coming years.
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VIII. CONCLUSIONS

The Slow Death of an Autarky

Watching India@ econony is both an exhilarating and frugrating pastime. 1t3 exhilarating
because a massive county with agreat nunber of theworld@® poa now has oneof the
world@ highest econorric growth rates. [t@ frustrating because, during this period of
unigueoppotunity, thegrowth is notwhat it could be Sadly, many of the
recommendaionsin this report would have been madefive years ago. To be sure, progress
has been made, and a broad consensusaboutrequired reforms has emerged across the
major political parties. But politics, entrenched oppostion, and the statusquousudly
prevail Dand India@ dreary public hedlth statistics are but onegrim reminde of the
chdlenges ahead.

Thecounty is still suffering thehangove of atough 20" century Bhdf spentin
exploitative colonia rule and hdf spent in an autarkic, sodalist econory. Its econoric
growth rate of 7% soundsimpressive until onerealizesthat Indiais starting from an
absaurdly low base and has the potential for 4-5% more in annud growth. If Indiaisin an
econonic race, it is ganing so much groundonly because it spent fifty years running with
both handstied behindits back. Thankspartly to thecrisisin 1991,the econony now has
onehand free. We can only imagine and hopefor the socal progress tha will comeif the
Indian people allow themselves to shake off theremaining congraints and chargefull speed
ahead.
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