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The growth outiook and the
investment potential of states

Based on high frequency indicators, which are much sharper than the blunt annual estimates, virtually all

he Indian economy is now growing at

over 7% peryear despite an uncertain

external environment and mixed

domestic conditions. Provisional esti-

matesindicate that the economy
grewat 6.7% during fiscal year 2017-18 (FY18).
But high frequency quarterly datain the same
estimates also indicate that the growth cycle bot-
tomed out in the first quarter of FY18 and growth
has exceeded 7% since the third quarter of FY18.
Based on these high frequency indicators, which
are much sharper than the blunt annual esti-
mates, virtually all official and private forecasts,
both domestic and international, have projected
that the economy will grow at over 7% during
FYI19. Thisis not as high as the 8.7% average
growth recorded during FYO7 toFYll as per the
recent backcasting of the new gross domestic
product (GDP)series (2011-12 base) in the report
of the National Statistical Commission’s Commit-
tee on Real Sector Statistics. But it marksan
upturn compared to the 6.8% average growth for
the period FY12 to FY18.

Thisreturn to 7% plus growth is quite remarka-
ble given the mixed growth environment.
Despite robust growth in the USand other
advanced economies, the external outlook
remains grim with gradual monetary tightening
inthese countries, elevated oil prices, and the
Donald Trump-triggered tariff war. Internally,
the price situation is still benign. But rainfall is
stillindeficit in large parts of the economy,
though thessituation is improving. The economy
hasalso not yet fully recovered from the shocks of
demonetizationand the goods and services tax
(GST), though their short-term growth effects
seem to be fading.

That growth has remained high despite this
mixed environment has much to dowith the fact
thatalarge part of the economy, particularly
relating to agriculture and the public services
segment, is supply-driven and independent of
demand-side market sentiments.

Though these supply-side drivers reappearon
the demand side because of the circular flow of
income, there are clearly limits to such supply-
driven growth, as opposed to productivity or
demand-driven growth. For the growth
prospects of what Indira Rajaraman has called
the “core economy” (Mint, 6 July)—the economy
excluding agriculture and public services—
investment is perhaps the single most important
driver, especially when the export outlook is

leak.

The quarterly data cited earlier indicates that
along with overall growth, the growth of real
investment or gross fixed capital formation
(GFCF)also bottomed out in the first quarter of
FYI8and has risen since then. But the recovery
remains weakand the investment rate (GFCF/
GDP) remains well below the peak rate of 34.3%
achieved in FY12. Revival of the private invest-
ment cycleiskey in this contextas private invest-
ment is the main component of real capital for-
mation.

Macroeconomic factors like the aggregate fis-
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caland monetary policy stance are clearly critical
forrevival of the private investment cycle. So are
structural policy reforms such as the GST and the
Insolvency and Bankruptcy Code (IBC), though
therecent reversal of reforms in trade and tariff
policy has been disappointing. Apart from
strengthening indirect tax compliance, GST is
unifying Indiaintoa vast common market. Simi-
larly, the IBC should help break the banking sec-
torgridlock, which is perhaps the most impor-
tant macro-level roadblock to reviving the pri-
vate investment cycle.

Apart from these macro or countrywide fac-
tors, investment conditions in individual states
are also critical for private investment. These
state-specific conditions on the ground ulti-
mately determine the success or failure of invest-
ment projects and, therefore, affect aggregate
trends. They also determine the geography of
growth, whether growth is likely to converge or
diverge across states going forward. In this con-
text, the NCAER State Investment Potential
Index (N-SIPD) report recently released by the
National Council of Applied Economic Research
is quite revealing. The N-SIPI has ranked 20
major states and the Union territory of Delhi for
their investment potential based on indicators
forsix major pillars—land, labour, infrastructure,
economic climate, polit: ability and govern-
ance. Apart from other information, the N-SIPI
alsoincorporates the perceptions of entrepre-
neurs, based onasurvey of 1,049 industrial estab-
lishments.

Theland pillarisbased on factors such as land
availability, land policy, transaction efficiency,
and price. The six states ranked as the best per-
formers according to this pillar are, respectively,
Telangana, Madhya Pradesh, Tamil Nadu, Ker-
ala, Andhra Pradesh, and Maharashtra. The states
ranked as the worst performers on this count are
Chhattisgarh, Odisha and Uttarakhand.

Theavailability of an educated and appropri-
ately skilled workforce and competitive wages
are central to the labour pillar. Tamil Nadu,
Andhra Pradesh, Karnataka, Uttar Pradesh, Ker-
alaand Maharashtraare ranked as the best per-
formers on this count, while Assam, Madhya Pra-
deshand Jharkhand are ranked at the bottom.
Interestingly, thereis aninverse relationship
between the number of technically educated
people inastate and perceptions about the avail-
ability of skilled labour, indicating that the kind
oftechnical education being provided is inappro-
priate.

The infrastructure pillar includes road density,
road and rail connectivity, and availability of
powerrelative to demand. It also includes availa-
bility of credit, which is unusual. In terms of this
pillar, Delhi, Punjab, Maharashtra, Haryana, Ker-
alaand Tamil Nadu are ranked at the top. Sur-
prisingly, Gujarat which has generally been
known for its good infrastructure, is no longer
among the top 6 states. This does not mean that
infrastructure in Gujarat has deteriorated but
that some of the other states have moved ahead
fastersince the rankings are relative.
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The economic climate pillar combinesa broad
spectrum of parameters like government policy.
market demand, resource endowmentsas wellas
levels of per capitaincome. There are also feed-
backloops between the growth rate and the
investment potential ofastate. On the other
hand. high dynamism and concentration of
industries can generate negative externalities of
congestion, including high rental values and
wages, overload on the infrastructure, and pollu-
tion. Incorporating all these factors, the eco-
nomic climate pillar ranks Delhi, Telangana, Guj-
arat, Maharashtra, Karnataka, and Andhra Pra-
deshas the top G states, while Uttar Pradesh,
Punjab and Biharare ranked at the bottom.

The governance and political stability pillar
includes componentslike the maintenance of
lawand order, crime, corruption, efficiency of
government processes and political equity as
reflected in the proportion of legislatorsin

with criminal records. Tamil Nadu,
Haryana, Punjab, Gujarat, Madhya Pradesh and
Karnataka are ranked as the top 6 by this pillar,
while Telangana, Bihar and Himachal Pradesh
are placed at the bottom.

Pulling together the rankings by all the pillars,
Delhi, Tamil Nadu, Gujarat, Haryana, Maharash-
tra, and Keralaare ranked as the top 6 in that
order. Bihar, Jharkhand, and Assamare placed at
the bottom along with Uttar Pradesh and Odisha.

Questions can be raised about specific meth-
ods of compiling individual indicators or about
the nature of the data. HHowever, some differen-
cesnotwithstanding, the classification of best-
and worst-performing states is consistent with
other ranking exercises relating to the business
environment instates, such as the “Ease of Doing
Business” rankings of the Department of Indus-
trial Policy and Promotion. It is also broadly con-
sistent with our own earlier exercise that
assessed the performance of states through a dif-
ferent lens, namely their service delivery per-
formance (Mundle, Choudhury, Sikd: The
Governance Performance of States™, Economic &
Political Weekly, 3 September 2016). This robust-
nessacross different exercises suggests that the
N-SIPI rankings are reasonably objective.

There is some churn in the rankings compared
to earlier N-SIPI rounds, with some states mov-
ingup ordown in the rankings. But the one
change that stands out in this round is the dra-
matic rank improvement of West Bengal. It has
moved up from the bottom of the league tables to
10th position in overall ranking. In the percep-
tion survey, it has moved up even further to third
position, just behind Gujarat and Haryana.

Anotherimportant takeaway is the variation in
performance across pillars for individual states.
Telangana, for instance, isamong the best per-
formers in terms of the land pillar and also the
economic climate pillar butamong the worst per-
formers for the governance and political stability
pillar. Similarly, Gujarat is the third-best per-
former in overall ranking after Delhi and Tamil
Nadu, butit is no longeramong the top perform-
ers for the infrastructure pillar, or for the land
and labour pillars.

Onpolicy issues cutting across states, the sur-
vey results suggest that ground realities are quite
different from prevailing presumptions about the
key constraints. Over 86% of respondents said
they had no problem acquiring land. Similarly,
over 68% of respondents reported no problemin
theavailability of skilled labour. On the transition
toGST, only 15% of respondents reported it wasa
severe problem against 56% who reported it was
no problem. Over 83% reported that following
GST their business prospects were either better
(40%) or the same (43%).

These positive perceptions of the surveyed
entrepreneurs are consistent with the macroe-
conomic assessment presented earlier that
though the investment rate is still below its past
peak, the investment and growth cycles are
beginning to revive. However, the N-SIPIreport
confirms an emerging pattern of divergence,
with some states being left behind, whichisa
cause for serious concern.
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