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HOWTO REVIVE INVESTMENT

Govt capex and growth inconsumption together could revive India's investment cycle — eventually

nother year has passed

and there are still no

signs of a revival in pri-

vate investment. It was

never meant to be easy.
After all, India is in the midst of what
resembles a “credit-less recovery”.
GDP growth hasbottomed out, but sev-
eralbigbanksare grapplingwith huge
stocks of non-performing loans
(NPLs). Creditgrowth,inbothrealand
nominal terms, is well below the long-
term average, recovering more slowly
than during previous slowdowns (see
chart). The big question is can invest-
ment rise convincingly when the fun-
der-in-chief, the country's banking
system, is still limping.

Onceconsideredrare, credit-lessre-
coveries are actually quite common.
An IMF paper analysing 223 case stud-
ies from around the world found that
one of every five recoveries are credit-
less and they have special characteris-
tics, which are surprisingly consistent
across countries. First, output growth
isabout a third lower than during nor-
mal recoveries, and this has been the
case for India this time around. Sec-
ond, the financially-dependent invest-
mentsector makesadisproportionate-
lylower contribution to growth. Lower
investment has been a stand out char-
acteristicinIndia, while consumption
has fared relatively better. In fact a
substantial portion of bank credit
is funding consumer loans rather
than investment. In short, going by
global experience, India’s low-credit
investment recovery was never meant
toberapid.

What's the way out? Amid all this
uncertainty, the words of Saint Fran-
cis of Assisi seem particularly in-
sightful: “Start by doing what's neces-
sary; then do what's possible; and
suddenly you are doing the impossi-
ble.” Hismessage from 800 yearsagois
still relevant today.

India tried the “necessary” in 2015.
Taking a break from the path of fiscal
consolidation, the government at-
tempted some counter-cyclical fiscal
policy and did a good job. Savings from
the oil subsidy bill were deftly chan-
nelled towards investment and, hey
presto, government capexrose 31 % yoy.
Sadly, this was not sufficient to “crowd
in” the private sector. While some pre-
viously stalled investment projects
showed signs of life and parts of the
transport sector received additional
government funds, overall, the results
were lacklustre.

The government realised that a cru-
cial piece was still missing. Even if the
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private sector was interested, greater
incentives wererequired. A new public
private partnership (PPP) model was
needed to allay private sector concerns
about shouldering excess risks, while
at the same time making sure there
were no free lunches on offer. This is
work in progress and, hopefully, PPPs
will be the talk of 2016.

All this is encouraging but can new
PPP contracts alonelift the investment
cycle? This time around, it isnot justa
funding problem. The system is also
plagued by insufficient demand. There
is excess capacity and slack across sev-
eral sectors, as made clear by output
gap estimates and RBI's capacity utili-
sation survey. But, howlongdo weneed
to wait for this overcapacity to shrink?

Luckily, there is another develop-
ment brewing on the horizon, what
St Francis referred to as the “possi-
ble”. The stars seem to be aligning for
a meaningful lift in consumption
demand, which could in turn eventu-
ally encourage investment. The Sev-
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enth Pay Commission has recom-
mended a hefty 24% wage hike for gov-
ernment employees.

Thelasttimethishappened, in FY09-
10,a30% “windfall” in wages stoked de-
mand for big-ticket items like cars and
houses. But back then urban private
sector wage growth was low (remem-
berthefalloutfrom the globalfinancial
crisis?)and ashockingrise in inflation
had eroded real purchasing power.
Overall consumption growth was not
just unbalanced and inflationary, but
also weaker than before.

This time, recovering private sector
wages and real gains from low inflation
are also likely to provide additional
support to government wage hikes. We
find that consumption that is driven by
real wage growth across the whole
labour force, rather than a windfall for
a select few, tends to drive demand for
all goods and services (not just the ex-
pensive ones). As such, this time, the
spurt in demand could be more bal-
anced and sustainable, as shown in the
accompanying chart. Over time, this
should shrink overcapacity and pro-
vide incentives for greenfield invest-
ment. Admittedly, these buildingblocks
are complex. But this could well be In-
dia's 'best case'scenario for usheringin
private investment.

The problem is that this scenario is
fraught with risks, primarily fiscal
ones. If the government cuts back on
capex to fund wage hikes, it could
block the “necessary” channel needed
tocrowd in the private sector, the point
where our conversation began. Ulti-
mately, the ability of the government
to finance the competing demands of
capex and higher salaries may hinge
on whether it can generate fresh fiscal
funds over the next few years.

The roadmap looks something like
this: 2015 marked the start of higher
government capex. Consumption
starts to rise in 2016, helping shrink
overcapacity; new PPP contracts are
unveiled and government capex con-
tinueslike in the prior year. This could
set the stage for the long-awaited ar-
rival of private sector investment in
2017 and beyond. RBI's efforts to deal
with NPAs, continued monetary trans-
mission and low commodity prices
could also help the process.

The bad news is that the rise in pri-
vate investment—even with the neces-
sary and the possible playing their
part—is not going to happen immedi-
ately. The good news is that there are
some drivers out there that could make
the seemingly impossible, possible—
eventually.

hat a year we have just
s ; ‘ ; beenthrough! Fromtheoil
collapse to Delhi's and Bei-

jing'sdeadlypollution—extremeun-
certainty isthe order of theday.

The other uncertainty is the rate
at which technology is impacting
ourlives. From Google Glassto gene
editing, from commercial space
flights to driverless cars, radical
changeisimpactingmillionsof peo-
pleinaveryshortspanof time. With-
inIndia, too, technology ischanging
the way we live—the e-commerce
revolution, for instance, has
changed the way we buy groceries.
Workinginastart-upisamorepopu-

“For an economy powered by private consumption and
government investment, it is doing well ... fiscal and
monetary policy stances must be carefully re-assessed”

ARVIND SUBRAMANIAN,

Chief Economic Adviser, Government of India

Disruption is
the new normal

tionsBusinessbeingheadquartered
in Bengaluru. The other focus of
GE's innnovation efforts is to be the
global leader of industrial internet,
wherein data from various ma-
chines is analysed to improve effi-
ciencies and outcomes. The poten-
tial of this initiative, on a global
basis, is massive. In India, GE's pre-
dictive wind power solution makes
renewable power more predictable
and, therefore, usable. Faster power
distribution and outage manage-
ment through intelligent analytics;
better grid management by balanc-
ingload with generationandloading
of the transmission lines; lessening

the world’ fastest-grow-
ingeconomy. Butwecould stumbleif
wedon’tembracethenewnormal. It
makes speed more important than
perfection, results more important
than vision, adapting to the sur-
roundings more important than
shaping them, skills more impor-
tantthan qualificationand soon.
Amid such uncertainty, the only
way to survive is to constantly inno-
vate. But even innovation has to be
more relevant to solving real prob-
lems than being experiments that
serve no end. It needs to show faster
results, rather than dragging on for
years. Large corporates now mea-
suretheir R&D quality based on out-
comesratherthan absolute spend.
If oneacceptsthatemergingmar-
kets(EMs)willdrive global econom-
ic growth, then innovation has tobe
relevant to EMs. The one theme that
dominates EMs is affordability, and
that too of basic amenities like elec-
tricity, healthcare, etc. Even the de-
veloped worldand Chinarealisethat
public money can't be just spent on
expensive infrastructure. Innova-
tion, therefore, has to be focused on
improvingaffordability. Anotherdi-
mension of affordability is to im-
prove outcomes by eliminating inef-

ficiencies. India's e-commerce
revolution is all about this, and look
how ithastaken off.

GE's efforts addresses both these
aspects of innovation. For instance,
GE’s Lullaby Warmer, a reverse in-
novation, makes neonatal health-
care in India highly affordable and
accessible. Discovery IQ, a molecu-
lar imaging system, provides early
disease detection capabilities to un-
derstand patient's response to can-
cer treatment. GE's affordability-fo-
cussed innovation motive hasled to
its Sustainable Healthcare Solu-

lar career choicethana fuel consumption by
regular job. Data ana- aircraft through opti-
lyticsnow shapespoliti- ‘ ’H‘P misation of approach
cal campaigns and can | (T path for landing based
winelections. While we on traffic data; traffic
are all to familiar with ™ ol ‘ lighting fixtures being
adage ‘changeistheon- | = ¥ used as data gathering
ly constant’, the pace of 3 ~—-—jf/ pointstobettermanage
change today is quite 2 : L traffic and security,
disruptive. For India, = etc,—these initiatives
the question is: Arewe  BANMALI have tremendous capa-
prepared to accept this AGRAWALA bility to improve effi-
new normal of con- PRESIDENT &CEO. ciency and cut costs.
stantdisruption? ’ For innovation to
India, over the next GESOUTHASIA flourish, an entrepre-
few years, will remain I neur has to get direct

and open access to the
market. The best role the govern-
ment can play would be to help ag-
gregate markets to provide scale.
The government would, naturally,
play arole in some of the capital-in-
tensiveinnovation,likeindefenceor
space. But, it is crucial that govern-
mentletfreeentrepreneurial spirits
prevail in the other areas. India has
demonstrated tremendous capabili-
ty in frugal engineering as seen in
the auto sector and the space pro-
gramme; energy efficiency as seen
inthecementsector; benefitof scale
asseeninthesharpdeclinein prices
in LED lighting, renewable power,
telecom, etc. But, given the market
and the abundance of skills avail-
able, muchmoreisachievable.

The one sobering fact to be cog-
nizant of is the impact on our envi-
ronment. Environmental chal-
lenges arenolonger an issueforjust
future generations. There is ade-
quate technology to tackle almost
every challenge we face. The only
daunting challenge, however, is af-
fordability of these technologies.
Environment is one area where af-
fordability conflicts with sustain-
ability. This fine balance is indeed
difficult to find, and more so when
the whole world shares the same en-
vironment but not similar wealth.
Theoneareawhereboth affordabili-
ty and the environment find com-
mon ground is when we improve ef-
ficiencies and outcomes. There is
ample room for us in India to just
stay focused on improving efficien-
cy and make greater progress.

We, in India, do not need disrup-
tive innovation or miracles to im-
provethequality of life. Wejustneed
asense of urgency in getting things
done and getting basic issues ad-
dressed on priority.
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