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The Big Picture on the Indian Economy

In the global landscape, the Indian economy is doing reasonably well
Growth, macro-stability, size, demographics, democracy, diaspora

But also faces profound challenges — especially on basic service delivery
Education, health, public safety, justice, welfare, and crucially jobs

Simple story of Indian Economy: top 10% drives demand and growth; next 25-
30% in service sector jobs of varying quality supporting demand created by top
10%; the remaining 60-65% mainly left out (and supported by welfare programs)

This model has worked reasonably well
But, cannot function at full potential without firing on all engines

Constrained by weak state effectiveness in delivering public goods and services
The Indian state does well in “mission” mode, but less well in “regular” mode
Significant improvement in some areas (DBT in welfare) in the last decade
But long way to go in human-intermediated daily delivery of frontline services
Most of the key actions needed are the state level



The economic case for investing in state effectiveness

The default approach to improve public services in India/LMICs is to
advocate for more spending. But, there are two challenges with this view

Fiscal — much lower tax/GDP ratio than OECD countries
Effectiveness — a key finding from empirical research in the social sector is that
the translation of default patterns of spending into outcomes is quite weak

Multiple studies across sectors show that the social Rol to investing in

governance and state effectiveness are ~10x greater than simply spending

more on programs in a “government as usual” way

Education — across the board pay increases vs. performance-linked pay (QJE 2018, JPE 2011)
NREGS - Smartcards (AER 2016; ECMA 2023)

Education — Complementarities between resources & governance (QJE 2019)

Education — Hiring teachers vs. improving supervision (JPubE 2017)

Education — Hardware vs. personalized-adaptive software (AER 2019)

Child development — ICDS (JPE 2024)

Farmer welfare — HFM (AE]: Applied 2021)
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The evolving role of the state: Three waves

“Security” state (most of modern history till 18" century)

Defense, law and order; 70-80% of non-capital & interest budget share

Focus on securing borders; monopoly on internal use of force (Weber)

“Industrial” state (18%-19™ century)

Large-scale investment in public goods (especially infrastructure)

Roads, railroads, ports, water & sanitation, also some mass education

Welfare state (20t century - )

Progressive taxation & social insurance

Food security, healthcare, pensions, unemployment insurance etc.

« Scope of the state is highly correlated with extent of democracy
 Class interests of franchise holders strongly correlated with pattern of public spending

» Expansion of franchise highly correlated with more welfare spending



The modern welfare state is less than 100 years old!

Figure 2.1: Weltare Spending shoots up after World War II
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Indian Exceptionalism: “Democracy before Development”
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Benefits of “Democracy before Development”

Great moral triumph that has allowed every Indian —
including most marginalized — to participate in the political
process, well before counterparts in richer countries

. Has also led to substantive policy wins for the poor

. PDS for food security in India at a GDP/capita at ~$1,200
compared to food-stamps in the US at a GDP/capita of ~$18,000

School mid-day meals at a similarly much lower GDP/capita

Combination of elite top-down actions (Gupta 2013), and bottom-
up political popularity



Challenges of “Democracy betore Development”
‘Scope’ of the state has expanded much faster than it’s ‘strength” to deliver

Public Finance challenge

Voter demand and political supply of a welfare state at a much lower level of income and
tax/GDP ratio has squeezed funds for investing in public goods including the state itself
Problem is not welfare spending per se — but rather poor quality of welfare spending

Low state capacity -> poor quality of spending -> lack of funds for investing in state capacity

Political Economy challenge

Creates a “politics of scarcity” where politicians focus on distributing benefits to preferred
groups of base voters rather than invest in public goods (zero sum vs. positive sum actions)
Creates a vicious cycle between low state capacity and “vote bank” (clientelistic) politics

Summary: “Indian democracy has increased the ability of citizens to make a claim
on the state; but has not provided enough incentives to politicians to invest in
state capacity to satisty these claims”



The Bureaucracy’s Burden

- Key structural challenges
» Severe staff shortages
* Limited and misdirected accountability (and limited local embeddedness)
* Inadequate autonomy (also over-centralized)
* Poor capacity, skills, and limited opportunities/incentives for upgrading them
* A paperwork state
« Lack of tenure and managerial stability

- Understanding the status quo
* Colonial legacy
« Political factors
* Economic factors
* Judicial factors
* Institutionalized Risk Aversion
« Government work is inherently more challenging
* Premature load-bearing
* Bureaucratic self-interest

- Summary: “India has not yet completed the transition from a colonial state designed to rule
the population to a democratic state designed to serve them”

- Implication: “The task of building a more etfective Indian state that can meet the democratic
aspirations of its people is the great unfinished task of Indian democracy itselt”

10
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Data and Outcome Measurement

Figure 4.1: Inflation of Learning Outcomes in Official Data
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Personnel Management

Figure 5.1: Distribution of Private and Government

Figure 3.1: Per Capita Public Employees across Countries Teacher Salary in Andhra Pradesh

158

20 - Private Government

1501 Mean: 2,533 Rs Mean: 15,962 Rs

-
[$)]
|

100

oh
=]
1
(4]
1

Public Employees per 1000 people
% of Teachers in Salary Range
3

I 1 I I I I I I I I I I 1 I I I I I I

7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25
Teacher Salary in Rs (Thousands)

(o>

India China USA  Brazii  France Sweden Norway 0 1 2 3 4 5

13



Public Finance - Expenditure

* A framework for effective public spending
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Total Tax Revenue as a % of GDP in 2018

Public Finance - Revenue

* Challenges on both quantity and guality of revenue
e Tax to GDP ratio is around half of OECD countries

* Marginal cost of public funds (MCPF) in India of 2.5-3, compared to ~1.3 in the US

Figure 7.1: Cross-country Comparison of Tax-to-GDP Ratio

by GDP/Capita
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Figure 7.2: Historical Evolution of Tax-to-GDP Ratio over Time
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Federalism & Decentralization

* India is one of the most over-centralized countries in the world

Figure 8.2: De-centralization of Government Spending across Figure 8.3: Distribution of Personnel across Tiers of Government
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State and Market

* Mass exit to the private sector
 Education ~50% of school enrolment in urban, ~30% in rural India
* Health ~70% of primary care is by private providers
* Security ~7M people work in private security vs. 2.1M filled police posts
* The government plays three distinct roles in service delivery:
* Policymaker, regulator, and service provider
*  Way you need to think about the private sector is different in each role
* Can greatly increase public welfare if governments pay more attention to:
* Making markets work better
* Leveraging private providers to better serve the poor

*  Both these functions also require state capacity

17
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Big Picture: Growth vs Development (Bhagwati-Sen) Debate

Figure 10.1: Health (Life expectancy) by GDP/Capita

Life Expectancy, 2019
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Shifting of the Preston Curve
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Shifting the Preston Curve for governance more broadly?

- What do today’s developing countries have that today’s OECD
countries did not have, at the same level of historic per capita
income — that can improve quality of expenditure?

- Much better data and evidence on quality of expenditure

- Much better technology that can be used to improve the quality of
governance and public expenditure at scale

Enormous opportunities to improve spending quality

- Many very expensive policies and programs have little to no impact

- Other much less expensive interventions have been found to be highly
effective (but are not being implemented at scale)

- Importance of research & evidence in public spending (no market test) N



The power of data & evidence: Education example

Math Scores
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Accelerating Progress on Stunting
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Accelerating Progress on Foundational Learning
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