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early 60 years ago India and China embarked on planned

development of their economies. The former opted for a

mixed economy with a pivotal role for public enterprises
in critical sectors, while there were minimal reforms in the agra-
rian set-up dominated by feudal or semi-feudal landowners.
China adopted the socialist model of industrialisation accompa-
nied by radical land reforms leading to collectivisation. In 1978
China changed track in favour of a “socialist market economy”,
de-collectivisation of agriculture, and an “open door” for foreign
trade and investments. India in 1991 dismantled a very large part
of the previous regulatory regime and moved towards freer trade
in goods and services and ever fewer controls on cross-border
capital flows.

In recent years there has been a major expansion in two-way
trade and investments between the two countries. Their “business
models” appear to resemble each other ever more. Thanks to high-
speed growth over two or three decades, they have become the
new paradigms in the international media after the collapse of the
east Asian miracle in 1997. China has emerged as the manufac-
turing hub of the world. Not only have their firms captured large
slices of the world market in textiles, footwear, light engineering
and so on, but even in high value-added areas of electronics, tele-
communications and machinery, they have marked their presence,
often with the help of multinationals from industrial countries.

India’s domestic manufacturers successfully weathered the
storm of liberalisation in 1991, dispelling the Washington-
inspired myth of their inefficiency. Actually, the producers not
only kept “competing” imports at a low level, but also began to
export on a larger scale than before in medium- to hi-tech areas.
Over the past few years they have been floating their shares in
western stock exchanges and acquiring some renowned western
firms. However, India’s major breakthrough has been in informa-
tion technology (iT) and 1t-related services like software deve-
lopment, “business process outsourcing”, etc. Initially, Indians
took advantage of the low labour costs here to seize opportunities
that opened up with the 1T revolution in the us. Over the years
the established firms and start-ups moved into ever more com-
plex areas of software engineering.

The rise of China in the “hardware” of manufacturing, and
that of India in the software segment have worried many in the
west who apprehend a loss of America’s position, not only in
manufacturing, but also as the world’s “innovation capital”. A good
part of America’s highly skilled “knowledge workers” may become
redundant as the global firms in their drive to reduce costs relo-
cate their research and designing activities in low wage countries.
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Much of what has just been stated is common knowledge and
there is no need to substantiate them at length. But there is
another side to the saga of development. When a nation is recog-
nised by the rest of world as an important player in the global
economy, its citizens generally feel proud and appreciative of the
State policies. The media in India and China has highlighted the
achievements. Yet public opinion polls reveal a cleavage that
rarely gets attention. There are many signs of acute, if not
increasing, social tension in both countries. This leads to an
important question. Do the economic policies or the “business
model” adopted by the two countries necessarily aggravate
inequalities in income and wealth distribution, and thus exacer-
bate social contradictions? This paper does not provide a defini-
tive answer, but examines some of the “growth-oriented”
measures and speculates on an alternative path.

Section 1 highlights the comparative growth rates in the two
countries and explores the imperatives behind the reform in each
case. India and China not only differed in the “initial” (pre-reform)
conditions, but also in the nature of macroeconomic policy con-
straints after the reform. Yet both pursued broadly neoliberal
policies with a similar, though far from identical, outcome in
many spheres. Section 2 provides evidence on the rising concen-
tration in income and wealth in the two countries. In the next
two sections we take up the trends in poverty, and in employ-
ment and unemployment. The nature and extent of social unrest
is explored in Section 5. The analytical side of the story, namely
how the rich are getting much richer with considerable help from
the fiscal authorities is explored in Section 6. Next, I look critically
at the logic behind fiscal concessions. Some alternatives are
outlined in the final section.

1 Growth Rates and Reform Imperatives

To comprehend why reforms were undertaken, it is useful to look
at the growth story. I use GpP per capita at purchasing power
parity (ppp) from 1952 to 2005, all at constant prices of 2000,
taken from the widely used Penn World Tables (pwT) version 6.2.
As against the official Table 1: India and China: The Ratio of GDP
data for China, there PerCapitaatPPP
are substantial revisions 1952 1978 1990 2003
for the years prior to PWT 243 197 113 06
MaddisonandWu 100 091 0.69 042
1980 when the country 555 Heson Govar.
began to use the UN sys-
tem of national accounts; as India followed consistently the un
system, her official statistics were used in pwt with minor
changes. However, the base year (1952) estimate in pwT for China
indicating a per capita income barely 40% of India’s, was hardly
credible. The revision proposed by Maddison and Wu (2006)
putting them at par, seems much more plausible. Both series are
presented in Table 1. Following Maddison and Wu, China took a
small lead over India by 1978, and the gap widened since then; by
2003 China was almost 2.5 times richer. Further, vis-a-vis the us,
India’s per capita income stood at 6.3% in 1952, 6.0% in 1978, and
8.6% in 2003, according to PwT. One may draw the following
conclusions. (a) China’s growth all through the years, before and
after the 1978 reform, was greater than that of India. (b) India
managed to grow at almost the same rate as the usa during
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1952-78, a period often called the “golden age of capitalism” in
the west. Even China failed to “catch up” with the us over this
period. (c) Growth accelerated after the reform of 1991 in India,
and after 1978 in China.

What could be the rationale behind China’s reform? It can be
explained by “economic imperatives” to a considerable extent.
Her industries had developed along the Soviet lines with new
factories coming up with technologies modified only at the
margin. The drawback with this “extensive” growth was that a
great deal of scarce raw materials and fuel were “wasted” in
production, compared to the prevailing standards in the west.
Owing to a superabundance of resources the Soviets could ignore
the problem for a long time. But China is poorly endowed, and
could face an acute shortage of resources if she continued with
the old pattern for another couple of decades. It followed that she
needed huge imports of western technology and equipment just
to maintain the tempo of growth. In the 1970s and 1980s the USSR
also felt the same need, took big loans from western banks, and
fell into a debt trap from which it could not recover. The Chinese
leaders scrupulously stuck to the Mao-era policy of national self-
reliance and decided to finance import through additional export.

Geopolitical developments offered an unexpected opportunity.
By the early 1970s, Sino-Soviet hostility aggravated, reaching a
point of no return. At the same time, the Vietnam war stretched
Us military capability to its limits, heightened by a vigorous do-
mestic opposition to the war. President Nixon came to meet Mao
in Beijing in 1972, laying the foundation for a de facto Sino-Amer-
ican entente against the Soviets. As the experience of post-war
“miracle” economies of west Europe, and later of Japan, South
Korea and Taiwan show, the key factor in their success was access
without reciprocity to the us market for export, and to import of
us technology and equipment for the modernisation of industries
(Chandra 2004). Just as the us was earlier eager to foster the
economic growth of her strategic allies as a bulwark against the
ussr (and China), in the new situation China became the benefi-
ciary. It was in this context that Deng’s “open door” policy took
shape with its stress on export of Chinese manufactures and im-
port for modernisation (Chandra 2005).

While the us support was crucial, China never surrendered her
political or economic sovereignty. In foreign trade a neutral or
positive balance was maintained all through, to pay for a rising
volume of import. To facilitate export, central allocation of
resources to firms had to be altered drastically to enable the
latter to seize opportunities abroad; hence an increasing role for
the market forces became unavoidable. Since export prospects
were brightest in textiles and light engineering, businessmen
from the Chinese diaspora in south-east Asia who had captured
large slices of the market in the west during the cold war era, had
to be coaxed to operate from China. That explains why the over-
whelming bulk of foreign direct investment (¢p1) into the country
was export-oriented and came from these sources. For FpI cater-
ing to the domestic market in high- or medium-tech areas, China
welcomed western multinationals, provided they entered (as a
minority partner) in a joint venture (Jv) with state-owned enter-
prises (soE), and helped the Chinese personnel to assimilate fully
the new technologies. Over the years many restrictions were

JANUARY 24, 2009 Economic & Political WEEKLY



SPECIAL ARTICLE

removed as the soEs began to prove their mettle in foreign mar-
kets (Chandra 1999). Nevertheless, even after joining the World
Trade Organisation (wTo) in 2002, China has an aggressive in-
dustrial policy. I shall cite just three examples. In telecom Chi-
nese firms are now in the forefront globally and have established
their own standards for 3G telephony. Most automobiles in China
till recently were produced in Jvs with leading western and
Japanese multinationals, and the latter used China’s cheap labour
to ship back the output to their domestic markets; now Chinese
cars are launched in global markets. Power generating equip-
ment, that used to be imported in large quantities in the 1990s, is
now exported from China.

On the Left, Hinton (1990), an eminent, though critical, ob-
server and chronicler of the Cultural Revolution, characterised
Deng’s open door policy as a “great reversal”. He castigated the
dismantling of the communes, Deng’s trickledown theory (let
some people get rich first, others will benefit later), and the entry
of foreign direct investment (¢p1) that would necessarily re-
create a comprador class as in pre-revolutionary China. Whether
or not collective agriculture can survive in a market economy is
problematic, though the thriving commune in Nanjye has
attracted nation-wide attention (Liu 2008). On the trickle down
theory, the evidence presented in later sections sharply contra-
dicts it. On the other hand, some Left leaders within the Chinese
party wrote to President Hu in October 2004, admitting that
“there have been gains economically in the past 26 years of re-
forms and opening up, [but] the price for these moves has been
enormous” (Letter 2004). They did not call for a return to the
pre-reform system.

As for the re-emergence of a comprador class, there is some
corroborative evidence. Foreign owned firms account for the bulk
of China’s exports. In a large swathe of Chinese industries such
firms have a dominant position in the domestic market. Overall,
the private sector, more precisely the non-state firms, according
to a widely quoted oEcp (2005) survey, account for more than
half the industrial output; the share of foreign firms is large. As
against this, the American Business Week (2005) had a number of
reports comparing India and China; one was captioned: “The
State’s Long Apron Strings: China’s multinationals, powerful as
they seem, are still beholden to the Party. That’s both a blessing
and a burden.” The companies listed were Lenovo, Haier, Maytag
Corp, cNocc, Huawei Technologies and zTe. The German publi-
cation Der Spiegel (2007) in a provocative piece, “Red China, Inc”
described how the State Council (Cabinet) and agencies under it,
especially the planning agency, the National Development and
Reform Commission in Beijing, have played a key role in super-
vising over the entire gamut of economic policies and closely
monitor the performance of all major soEs, acting as “the central
nervous system”. When Hart-Landsberg (2008) asserts that the
accumulation process in China is “now dominated by private
(profit-seeking) firms, led by foreign multinationals, whose pro-
duction is largely aimed at markets in other (mostly advanced
capitalist) countries”, the author is plainly wrong on several
counts. One, he ignores “Red China, Inc”. Two, China’s own in-
dustrial policy, backed by enormous outlays on r&D financed by
the state, the state-owned banks and the soEs, is again passed
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over. Three, Geng Xiao (2004) showed that a good part of Fpr in-
flows into China was hardly “foreign”; the percentage of round-
tripping by Chinese soEs in Fp1 inflows stood somewhere be-
tween 26% and 54% in the early years of the century. China’s
central bank reported, according to Reuters, that one-half of Fp1
into China in 2004-05 was owing to round-trips by domestic firms
through Hong Kong and the Caribbean off-shore centres to avail
of tax-breaks (The Hindu Business Line, 10 August 2005). In short,
FDI may not mean “foreign capital” in the usual sense. Four,
China’s soEs are buying up some of the iconic western firms. Five,
China’s foreign exchange reserve is now so large ($1.9 trillion)
that the us depends on China’s goodwill in many spheres. For
instance, Fanny and McKay, the housing mortgage firm, was
nationalised in the wake of the recent financial crisis by President
Bush under Chinese pressure, according to several reports,

As for India, there was no compulsion behind the reforms. The
myopic political leadership of both Congress and the coalition of
opposition parties that ruled from 1985 to 1991 allowed the fiscal
and external payments situation to deteriorate. In both respects a
crisis could be easily averted with minor changes in the fiscal
regime, and temporary control over imports. Yet, ignoring its
pre-poll manifesto the newly elected Congress government ap-
proached Washington for a bailout, and a package of economic
reforms was mandated. Indeed, no significant section in India
had called for such reforms, and big business in particular was
initially lukewarm, if not hostile. However, gpp growth did
accelerate a few years later, and many industries progressed, as
noted earlier. How far the reform as such made any positive con-
tribution is open to question that cannot be discussed here. On
one point there is no doubt. The new regime, by privileging for-
eign capital, especially capital flows into the stock market, has
lost a great deal of autonomy in policymaking, and the country
remains perennially vulnerable thanks to unabated fiscal deficits
and reliance on capital inflows.

2 Inequalities of Income and Wealth

Since the turn of the century there has been a growing concern
about the excessive concentration of income and wealth in most
countries and at the global level. One may cite among many others
the studies by Milanovich (2002), and by Davies et al (2006) from
WIDER. These are based on household income surveys for devel-
oping countries and income tax returns in industrial countries,
and all point to a rising Gini coefficient, currently at above 0.4 —
generally reckoned as a “danger” mark for social stability, in
many countries.

A dramatic picture emerges if one looks at the top of the pyramid.
As part of globalisation, world financial markets are getting more
and more integrated. Global Asset Management Companies
(amc) have sprung up to help clients, rich individuals and firms,
move their financial assets from one location to another to mini-
mise tax payments. Boston Consulting Group, a leading firm,
estimated that the global wealth of the “affluent” individuals
(minimum assets of $100,000) and large firms in different coun-
tries rose in $ trillion from 85.3 to 97.9 between 2004 and 2006.
(www.bcg.com). No country-wise break-up is available. The total
may be contrasted with the cia estimate of world Gpp (at the
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nominal exchange rate) of $51.0 trillion in 2006 (Www.cia.gov).
Thus private wealth was nearly twice as high as world income.

Since 1996, Capegimini, an associate of Merrill Lynch, has
been putting out annually World Wealth Report on unwr (high
net worth individuals with assets of at least $1 million). The
number of such persons increased during the 11 years, 1996 to
2007, from 4.5 to 10.1 million, and their aggregate wealth in
$ trillion rose from 18.6 to 40.7 over the same years. The HNwWI
are mostly in us and west Europe, though the emerging coun-
tries have become more prominent in recent years. In China their
number increased annually by about 15% since 2000 to reach
415,000 in 2007; India had a similar growth rate, though the
number was smaller at 1,23,000 in 2007. The size of wealth is not
revealed for individual countries. Assuming a lower average
wealth of $3.0 million for India and China as against the world
average of $4.0 million, the HNw1 wealth in $ billion for the two
countries comes to 369 and 1,245, respectively. Allowing for a
modest 10% rate return on assets, the annual income of the HNWI
would be 3.6% of India’s Gpp in 2007, and 4.1% for China. On the
other hand, the average HNwI income as a multiple of per capita
GDP was 302 for India, 122 for China, and only 48 for the world.
By this measure, the degree of inequality in India is extremely
high, and that in China, though much lower than in India, is
almost 2.5 times that in the world as a whole.

More frequently cited in the media is the annual list of the global
rich published by the Forbes magazine. In 2005, it reported 920
dollar billionaires across the world who had a net worth of $4.38
trillion; Davies et al (2006) found it close to their econometric
estimate. For 2006, Forbes identified 49 billionaires resident in
India with an aggregate wealth of $280 billion; this is consistent
with Capegimini’s estimate cited above. However, for China
Forbes listed only 40 individuals for 2006 with a total wealth of
just $80 billion; almost certainly, this is an underestimate. The
Hurun Reports (www.hurun.net) for China are well-regarded;
that of 2008 listed as many as 106 billionaires for 2007 with a
total wealth of $243 billion - far higher than that of Forbes for the
previous year. Moreover, the Hurun Report contained 800 names,
each owning at least $105 million, with a total wealth of $457
billion. This figure is compatible with that of Capgimini. In China,
it is not only that the number of millionaires is rising at a fast pace,
but their average wealth is increasing faster. (For India compara-
ble information are lacking.) According to the Hurun Reports,
the assets of the soth rank-holder went up steeply from $6 million
in 1999 to $145 million in 2002 and $525 million in 2006, while the
richest person in the last year was worth $3.4 billion.

The Hurun Report further revealed that in 2006 one-third of
the 500 richest Chinese were Communist Party members; of the
top 100 as many as 19 were delegates to the National People’s
Congress (as against 5 in 2005), while 19 were members of China
People’s Political Consultative Congress (as against 16 in 2005).
Clearly, the rich are getting more deeply entrenched in the poli-
cymaking organs of the party and the state. Another report
claims that 90% of China’s yuan billionaires are the children of
senior cadres in the party or government.!

The Indian capitalists have been playing a major role in the
formulation of policies by major Indian parties even before
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independence, and have continued to do so. One need not cite
references to substantiate this proposition. Immediately after
1901 there were some critical voices. But the government man-
aged to regain their confidence through a variety of concessions.
In recent years there is an intimate collaboration between the
government and big business.

One must add that the wealth of the rich has nosedived in the
wake of the financial crisis. Forbes (web site 29 October 2008)
reported that the combined wealth of the 400 richest Chinese
dropped from $288 billion to $173 billion during the past year.
Similarly, the assets of 40 richest Indians crashed from $351 bil-
lion to $139 billion over the same period (Forbes, 12 November
2008). However, the income of these groups need not have come
down to the same extent. Many companies in India have shown
higher profits than last year. Thus the rich continue to corner an
unduly large part of national income.

3 TrendsinPoverty

In India rural poverty, i e, the percentage of the population below
the poverty line, has officially declined significantly from 36 in
1993-94 t0 26.1 in 1999-2000, and 22 in 2004-05 (ES 2006-07: 14).
Using the same survey data, Dev and Ravi (2007) concurred
broadly, but Sen and Himanshu (2004) and Himanshu (2007)
concluded that the poverty ratio had hardly changed from
1993-94 to 1999-2000, though it fell subsequently. The official
poverty line is defined as that level of per capita consumption in
1962 at which the daily food intake had a calorific value of 2,400
in rural, and 2,100 in urban, areas. Since the appropriateness of
the price index is contested, while the data on the calorie intake
for each expenditure group are available, one study used the latter
to find that in rural India 75% of the rural population consumed
less than 2,400 calories in 1999-2000, as against 56% in 1973-74.2
If this is startling, The Economist,3 a most well informed neoliberal
weekly, wrote that 60% of the Indians were “poor” without defin-
ing the term. My reading is that these families have to devote their
entire income to the purchase of goods and services “necessary
for survival”, leaving little scope for discretionary purchases.

The National Commission on Enterprises in the Unorganised
Sector (NCEUS) made a valuable contribution by extending the
poverty calculus to two new groups, namely, the “marginally
poor” and the “vulnerable”; the consumption level of the first
group is in the range 1.0 to 1.25 PL, and that of the second is in the
range 1.25 to 2.0 pL, where pL is the official poverty line. These
two groups spend the overwhelming share of the meagre total
on “essential consumption”, leaving just 15% on “discretionary”
items; it is only a shade higher than that for those classified as
“poor”. While the percentage of the “poor” declined from 30.7 in
1993-94 to 26.1 in 1999-2000 and to 21.8 in 2004-05, that of the
“poor and vulnerable” was much higher and fell marginally from
81.8 to 80.7 and 76.7 over the same years (Sengupta et al 2008).
Clearly, The Economist figure cited earlier was an underestimate.

China claims to have virtually abolished rural poverty with the
number reduced from 250 to 26 million during 1978-2004.
Recently, a Chinese minister, using the World Bank norm of $1/day,
measured at the purchasing power parity of yuan per dollar, put
the number of poor for 2004 at 9o million.# China’s threshold for
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rural poverty is a daily food intake of 2,100 calories, significantly
lower than in rural India; further, the need for non-food items is
estimated in a non-transparent manner from the household
income data on rural China. Had the food “norm” been related to
consumption expenditure, and not to household income, the inci-
dence of poverty would have been higher, according to Khan (2005),
an author who has collaborated with Chinese academics and
officials of the National Bureau of Statistics over many years.

Yao et al (2004) made their own estimate of the “food poverty
line”; on non-food expenditure, they allowed for two values and
thus came up with two poverty thresholds. Their estimates for
rural China ranged from 79.6 to 196.8 million in 1995, and from
103.1 to 187.0 million in 1998, out of a population in 1998 of 936
million. Other western estimates gave comparable figures.

Further, Gustafson and Li (2003) found from survey data that
for the bottom decile, outlays on health and education as a per-
centage of income more than doubled from 5.7 to 11.8 during the
three years, 1995-98. This result calls into questions the appro-
priateness of the price index, and hence the reliability of the
poverty estimates in recent years.

Equally doubtful is the claim that 250 million peasants in 1978
had a food intake of less than 2,100 calories. Since they lived in
egalitarian communes with their “iron rice bowl”, and China’s
per capita daily calorie intake averaged 2,330 during 1979-81
(FAO 2005, Table E.0.1), one cannot accept the official figure until
independent experts can look at the raw data. Thus one is scepti-
cal not only about the current official estimates, but also about
the extent of poverty reduction in post-reform China.

Nevertheless, a seasoned critic of post-reform China and cor-
respondent of The Observer, Watts (2006B) on a remarkable 5,000
km journey across China, found that, after years of deprivation,
even the poorest provinces are sharing in a new-found prosperity,
and that for the majority of people he met their living environ-
ments had improved. There is no doubt, in my view, that poverty
in rural or urban China is much less than in India. On the other
hand, many developing countries, poorer than China, have a
better record on poverty. Particularly disturbing is the fact that
although China had a scorching pace of Gpp growth over the past
25 years, and energy intake from foods averaged 2,940 calories
during 2001-03, the “high” estimate by Yao et al put rural poverty
at 25% in 1998.

Yao et al (2004) corroborated the official position that poverty
among the “urban residents” was rare. What about the 150-200
million rural migrants? Compared to the former, the migrants
work far longer hours, receive barely one-quarter of the hourly
wage, often much later than the contract date, and have no so-
cial insurance.5 Their real earnings have hardly increased in
the last decade. It would be surprising if they were all above the
poverty line.

4 Trendsin Employmentand Unemployment

Both in China and in India there is a severe deficit of jobs,
although the media highlight labour scarcities in some segments.

China in 2006 was facing the “country’s worst employment
crisis ever”, according to the National Development and Reform
Commission; against 25 million young people looking for jobs,
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only 11 million vacancies were expected.® This is not an overstate-
ment. Employment in soks shrank by 48 million from 113 to 65
million during 1995-2005, and that in collectively-owned firms
fell by 28 million from 36 to 8 million between 1991 and 2005.”
Two years later, the minister for HR, Weimin, admitted that
the situation was grim; of 10.2 million who lost their jobs from
January to October, less than half found new jobs (Xinhua,
21 November 2008).

It is true that laid-off workers in urban China do not immedi-
ately become “unemployed”, as they receive assistance in different
forms over varying periods. The official figure on unemployment
covers only the “registered” urban residents with various entitle-
ments, including unemployment benefits from the state. Conse-
quently, many jobless persons are left out of the labour force. The
official unemployment rate is quite low; the percentage fell from
5.31n 1978 to 2.6 in 1989, and then rose to 3.1 in 1997 and 4.2 in
2004 (syc 2005, Tables 2-5). However, using the International
Labour Organisation’s definition of unemployment, and data
from a unique unemployment survey conducted in five large
Chinese cities in 2002, Giles et al (2005) estimated that unemploy-
ment rose from 6.1% in January 1996 to 11.1% in September 2002.
Based on a 2001 survey of five cities like Shanghai, Wuhan, etc,
Giles et al (2006) found that the unemployment rate rose from 7.1
to 12.5% between January 1996 and November 2001. The problem
may be graver still, if one reckons with some 150 to 200 million
migrants in urban areas who are often employed intermittently.

Since 1990 there is a big chasm between output and employ-
ment growth in China as shown in Table 2. Rural employment in
the secondary sector increased by as much as 93% during 1990-
2004, but the urban work-
force shrank by 13%, and
total employment rose by a
mere 22% while net output

Table 2: China: Percentage Risein
Employment and Output (1990-2004)
1990-  1995-  2000-
2004 2004 2004

ltiplied b <h Secondary sector:
multiplied by an astonish- Employment: Total 221 81 43
ing factor of 5.3. Since rural Rural 934 430 298
workers earn far less than Non-rural -12.9 -14.7 -14.0
their urban counterpart, Value-added 4300 1378 49.0
the wage share has fallen Tertiarysector:
drastically as noted below Employment: Total 921 363 16.1
, .
. Rural 1589 574 230
The tertiary sector was
more “balanced” with net Non-rural 589 23.0 11.1
Value-added 2284 1043 37.6

output and employment
growing at 228 and 92%,
respectively, over the same period. Even then the workforce ex-
panded 2-1/2 times faster in rural than in the urban areas. The
primary sector has been a laggard in both output and employ-
ment. This shift of workforce from high to low wage sectors is
contrary to the historical pattern of industrialisation. Unless the
macroeconomic policies are radically altered, the unemployment
crisis is likely to be accentuated over the years.

That China has been pursuing a highly capital-intensive pattern
of development over the past few years is brought out clearly by
Kim and Kuijs (2007). The annual growth rate in labour produc-
tivity (at constant prices) in the “core manufacturing” sector was
21.4% during 2003-06, while labour cost as a proportion of gross
output at current prices fell from 10.7% in 2002 to 6.3% in 2006.

Source: SYC 2005, Tables 3-4 and 5-2.
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Over the same period labour productivity at current prices
increased annually by 22.9%, while nominal wages rose by 12.7%.

In a study for the us Bureau of Labour, Banister (2007) looked
at Chinese official data from different sources; total manufacturing
employment, urban and rural, declined from 123.01 million in 1995
to 104.60 million in 2004. For large enterprises (“at and above
designated size”) the fall was quite sharp from 71.9 to 56.7 million
or by 20% over these years, and somewhat less for other enter-
prises. The average real wage in large enterprises increased 2.66
times over the nine years, but the rise was much slower elsewhere.
Thus in 2004, the average monthly wage (in yuan) at large enter-
prises was 18,043, as against 9,079 in other establishments, and a
mere 6,343 in self-employed and household manufacturing units.

The sharp rise in nominal wages and complaints about labour
shortage by numerous employers led many observers, inside and
outside China, to believe that the era of “surplus labour” is over.
Though reliable statistics over a period are absent, The Economist
(4 September 2008) wrote: “the real wages of low-skilled work-
ers barely rose during the 1980s and 1990s, despite big producti-
vity gains; only recently have they increased rapidly”. Further,
“to attract migrant workers, urban employers have to pay more
than rural income, which has increased in recent years, thanks to
government policies and higher food prices”. It concluded that
labour surplus “may eventually dry up, but it still seems some
years away’.

The employment situation in India is just as grave as, if not
worse than, in China, though for somewhat different reasons.
There has been no massive retrenchment of workers comparable
to that in China’s state-owned and collectively-owned enter-
prises. However, the workforce in India’s “organised” sector
(covering administration, the public sector enterprises, registered
factories, mines, plantations, construction companies and incor-
porated private enterprises in the tertiary industries) has been
remarkably static at between 26 and 28 million from 1990
onwards; in manufacturing the total number actually fell from
6.5 to 5.6 million during 1981-2004 (Es 2006-07, Tables 3.1-3.3).
In any case, the organised sector is a small island comprising less
than 10% of the nation’s workforce.

According to the censuses, “main workers” (“gainfully occu-
pied” for more than one-half of the usual working year) as a per-
centage of the total population stood at 33.5 in 1981, rose margin-
ally to 34.1 in 1991, and fell sharply to 30.5 in 2001. By contrast,
the percentage of “marginal” workers in the population increased
from 3.2 to 3.4 and 8.7 over the same period (EPWRF 2003). If one
counts a marginal worker as one-half of a main worker, the
adjusted participation rate seems to have fallen marginally over
the past two decades.

The quinquennial reports on employment and unemployment
by the National Sample Survey (nss) tell a broadly similar story.
The proportion of “principal and subsidiary” workers in the
population over the years 1973-2004 fluctuated in a narrow band;
it fell from a high of 42% in 1977-78 to a low 40% in 1999-2000,
but recovered to 42% in 2004-05. It follows that there was no
clear long-term trend.

The nss provides some insights into unemployment that are
rarely available elsewhere. The employment status of each person
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in the survey is determined not just annually (as in the census),
but also on a weekly and a daily basis. Indeed, the number of
workers (unemployed persons) decreases (increases) as the ref-
erence period is shortened. In 2004-0s5, for instance, the unem-
ployment rate for rural men jumped from 1.6% on the annual
basis to 8.7% on the daily basis. This is an indicator of under-
employment among those who are employed on an annual basis.
Over the past three decades the daily unemployment rates
showed an irregular pattern within a narrow range. For 2004-05,
Nss collected information on three aspects for the first time.
Though there are data separately for each gender in both rural
and urban areas, I focus on rural men, aged 15 years or more,
who are employed on an annual basis: (i) 11% of them did not
work regularly throughout the year; (ii) 10.7% of them sought
or were available for additional work; and (iii) 9.2% of them
sought or were available for alternative work. One should not
add up these percentages and claim that nearly 31% of the
“employed” were “underemployed”. The figures just cited merely
corroborate the general impression that underemployment is a
very significant issue.

Far more important is the fact that India has a very low work
participation rate compared to many other countries. A very high
proportion of the working age women remain out of the labour
force in each nss survey. Thus, in 2004-05 the ratio of women to
men workers (annual basis) was only 44% in rural and 24% in
urban areas. It is misleading to attribute the low rate for women
to “tradition”, “culture”, “attachment to children in the family”
and so on. For, among agricultural workers at one end, and urban
professionals and business families at the other, women are often
economically as active as their men, although many of them are
very traditional and religious. It is more likely that the low parti-
cipation rate for women is primarily due to the absence of appro-
priate job opportunities, keeping in mind their domestic and
other compulsions. In that case, the number of “potential” work-
ers, not actually employed, is several times greater than the
number of unemployed, as currently defined.

Unemployment in a more “inclusive” sense is far more wide-
spread in India than in China where the overall work participa-
tion rate is much higher. Subjectively, however, the Indians
always faced it and adjusted themselves. But in China memories
of full employment, though at a rather low level of remuneration,
in pre-reform years are still vivid, leading to strong resentment
about the current scene.

In India one observes the same phenomenon as in China of an
increasing proportion of workers in lowly paid jobs. It is worth
quoting Unni and Raveendran (2007) in this context:

Overall, while there has been a growth of employment particularly in

urban areas, the nature of this growth and the quality of employment

generated needs probing. There has been a substantial growth in self-
employment in the recent period, 1993-94 to 2004-05. However, much
of this work is poorly remunerated. The sharp growth of regular sala-
ried work among women particularly in urban areas also appears to be
in poor quality work. In fact, for the first time in decades, there has
been a decline in the real wage rates of regular salaried workers and
urban casual workers. The growth of employment in the unconven-
tional places of work and of home-based work among women is one

more indicator of the informalisation of work, which has implications
for the levels of incomes and security of the workers.
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Lastly, while the spokesmen of 1T and 1TEs industry in India
have highlighted its contribution to employment, the employee
strength was just 1.28 million in 2005-06 (Chatterjee 2006). That
was less than 5% of the total for the “organised” sector, or barely
0.3% of the national workforce.

5 Nature and Extent of Social Unrest

In China today, social unrest, sparked by public anger over issues
ranging from land grab without proper compensation, arrogance
of authorities towards ordinary citizens, and extortion by corrupt
officials, to the yawning wealth-cum-income gap, has reached
heights not witnessed since the Communist Party came into
power. In January 2006, Xinhua put the total number of “public
order disturbances” during the previous year at 87,000 without
giving further details. In 2004, there were 74,000 “mass inci-
dents” compared with 58,000 in 2003.8 In the last couple of years
comparable figures have not been published, but BB¢c Monitoring
has been gleaning information from Chinese and Hong Kong
newspapers and puts it out on its web site, the latest one covering
November 2008.

The party has realised that it has lost credibility among large
sections of the population and set up several committees and
think tanks to explore the underlying reasons and suggest reme-
dies. Indeed, it adopted in 2004 the two slogans of “harmonious
development” and “a new socialist countryside”. However, the
situation has not changed much since then.

Land acquisition for “development” is an explosive issue. A
Xinhua reporter observed that agrarian China today resembles in
many ways the “old China” depicted by John Steinbeck in his
classic novel of 1939, Grapes of Wrath. (i) Forty million farmers
have lost their land over the past decade owing to urbanisation,
and another 15 million await a similar fate over the next five
years. (ii) The area of land seized illegally for “development”
jumped 20% in the first five months of 2006. Over the past seven
years, the country lost about 6.7 million hectares of farmland, or
5% of the country’s total. (iii) Farmlands confiscated in Fujian
Province were valued at 7,000 yuan per mu (1.0 mu = 0.067 hec-
tare); were it reclassified as development land, it could be worth
up to 500,000 yuan per mu. (iv) Peasants would not be so upset if
cash from confiscated fields was used to build new schools or
clean up rivers. Instead, the money has too often lined the pockets
of local officials. According to Watts (2006A), the director of law
enforcement in the land ministry, Zhang Xinbao, admitted that
there were “more than a million cases of illegal land use in the
past six years.” In June 2006, national auditor-general Li Jinhua
observed that, for 21 out of 34 highway projects reviewed in 2005,
officials had violated government regulations by not paying
farmers proper compensation, and that local governments had
siphoned off 1.6 billion yuan in land compensation funds to
meet budget shortfalls or pay bonuses to staff.? In January
2007 China announced the enforcement of a land appreciation
tax of 30 to 60% on net gains made from all property develop-
ment transactions. The new rules, it was hoped, would slash the
real estate developers’ profits by half.’® Actually, according to
official sources, house prices in 70 large and medium cities in
June 2007 had risen by 7% during the previous 12 months.*
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Reuters (10 September 2008) reported that Beijing has directed
local governments to replace farmland designated for develop-
ment with equal-sized plots of farmland elsewhere; the directive
will take effect in 2009 and is part of an effort to maintain an
arable land area of at least 121.0 mha by 2010.

Public opinion polls tell a similar tale. (a) Almost 90% of the
respondents in a survey of 2002 regarded current income
inequality as too great, and 80% felt that the state should act to
reduce it. (b) A Beijing survey of December 2002 reported that
80% considered income inequality was “a major social problem”;
in the list of “the most serious social problem this year”, income
inequality topped (19.3%). To the question, “What concerns you
most?”, the first response was corruption (18.2%), followed by
excessive income inequality (16.1%), unemployment (14.7%), and
so on (UNDP 2006: 19). The 2001 survey of five cities by Giles et al
(2006) noted above, also revealed that among the unemployed,
51% felt that their condition had worsened since 1996; the corre-
sponding ratio for those working was somewhat less at 21%.
Further, 83% of the unemployed were dissatisfied or very dissat-
isfied about their current living standard; surprisingly, 48% of
those working felt the same way.

There are innumerable instances of high-handedness by
officials and their protégés. Most shocking was the discovery of
hundreds of “slave labourers” serving at various establishments
in the provinces of Shanxi and Henan. In June 2007, the owner
of a brick kiln, and the son of the local party secretary, was
found to have confined 31 persons, including children, and
made them work up to 19 hours per day since early 2006. Soon
after, some 45,000 policemen began a hunt for slave labour in
the two provinces (Le Monde, 12 June 2007; The New York Times,
16 June 2007).

Social unrest in India is characterised by a mixture of armed
revolutionary struggle in large parts of the country to usher in a
new political order, socio-political movements to remould the
traditional balance of caste and class forces within the parlia-
mentary system, and resistance across party lines to the state’s
neoliberal policies.

According to The Economist,'

Naxalism now affects some 170 of India’s 602 districts —a ‘red corridor’

down a swathe of central India from the border with Nepal in the

north to Karnataka in the south and covering more than a quarter of

India’s land mass. This statistic overstates Naxalite power, since in

most places they are an underground, hit-and-run force. But in the

Bastar forest they are well-entrenched, controlling a large chunk of

territory and staging operations across state borders into Andhra

Pradesh and Orissa. In the tiny, dirt-poor villages scattered through

the forest, the Indian state is almost invisible.

The recent electoral victory of the Maoists in Nepal has
greatly encouraged the Indian militants.

The question of reservation of (up to 50% of the total) jobs in
civil services and in large private establishments, and of seats in
institutions of higher education funded by the state, for the “other
backward classes” (oBc) and the dalits, the most oppressed sec-
tions of the population, has convulsed the nation over the past
two decades, especially in the last couple of years.

Simultaneously, citizens in different parts of the country have
protested vehemently against large-scale acquisition of fertile
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agricultural land for the benefit of private investors, domestic
and foreign. One may recall that the set of economic reforms
launched in 1991 had no popular mandate whatsoever; all subse-
quent governments lost in parliamentary polls, and yet they all
pursued policies scripted in Washington. The National Election
Study (Suri 2004) conducted after the 2004 parliamentary elec-
tions, and covering over 20,000 respondents, revealed for the
first time public perception on a wide spectrum of issues. (i) As
many as 43% of the respondents felt that the reforms benefited
only the rich, while for 28% the whole country gained. (ii) Over-
all economic conditions were better in the post-1991 years in the
view of 27%, became worse for 19%, and remained unchanged
for 51%. (iii) For 41%, the employment situation worsened over
the same period, while 17% thought that it had improved. Re-
garding policy questions: (iv) Sixty-nine per cent as against 17%
were in favour of a ceiling on the ownership of land and prop-
erty; (v) Fifty-two per cent did not support a reduction in govern-
ment staff, but 45% did; (vi) Forty-seven per cent rejected the
policy of privatisation of psus, with only 24% in its favour; and
(vii) Forty per cent as against 31% expressed a desire for some
restrictions on multinationals.

The recent spate of land acquisition is fuelled by the scheme of
“Special Economic Zones” to be probed further in a later section.
Everyone will agree that “economic development” in an agricul-
tural country cannot take place with its land-use pattern frozen
forever. After independence, millions of acres of land were taken
over for new projects in various sectors, but the major part of it
was for “public purposes” like building dams, roads, factories and
so on. “Fairness” requires that in all such cases, the losers must
be “adequately compensated” — with cash or assets that can help
them maintain, if not improve, their living standards. Actually,
as Fernandes (2007) pointed out, a whole series of studies found
that 60 million persons were displaced, of whom a vast majority
was not properly rehabilitated over the period, 1947-2000;
among those displaced, 40% were tribals, and 20% each of
dalits and oBc.

In the current phase of land acquisition, several factors have
combined to rouse popular anger. (i) Owing to the job deficit
(see Section 4), and scarcity of cultivable land, farmers are most
reluctant to part with land. (ii) As in China, compensation is
given for “agricultural” land, although its market value hits
the roof the moment it is reclassified by the state as “non-
agricultural”. (iii) The State as the acquirer and the eventual
private buyer of the land make huge profit. (iv) In addition, the
private buyers are showered with enormous subsidies for the
development of industries (with a lean workforce), commercial
real estate for the use of the affluent who in turn benefit from
numerous hidden subsidies (see below). In short, the state
seems to promote “primitive accumulation” similar to the “land
enclosure” Acts of 18th century England. Resistance in contem-
porary India has been so strong in Orissa, West Bengal (Singur
and Nandigram) and elsewhere that the governments at the
centre and the states find themselves in a quandary, slowing
down the reform process.

At the moment an uneasy truce prevails. The “reformers”
have not abandoned their goals. The opponents are equally
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determined to thwart every new move in that direction, but are
not strong enough to impose their agenda on the state.

6 How the Rich Are Getting Richer with Fiscal Sops

India’s Budget 2006-07, presented for the first time tentative esti-
mates of “tax expenditure”, or tax revenue foregone as a result of
various “exemption” dur-
ing 2004-05 as follows.

Tax Tax
Expenditure  Revenue

As against the Gpp, the (RsBillion) _(Rs Billion)
actual revenue was Only Corporate income tax 576 819
7.3%, while exemptions Personal income tax 119 477
amounted to 70% of the Cooperative sector 15 na

. Excise duty 305 788
revenue. Further, owing
. . Customs duty 926 405
to business lobbies, lower -
fixed f Less export-credit related -354 na
tax rates are fixe or Total 1,587 2,258

similar activities or prod-
ucts that are hardly justified. Thus corporate profits on the con-
struction of “small” houses (up to 1,000 sq feet in area) are fully
exempt from tax, but most such apartments can be easily turned
into luxury apartments just by demolishing the partition walls.
Again, the excise duty on small cars was only 16% or one-third
less than on other cars, though not even 5% of the population can
own or maintain a small car. These and many other loopholes are
not counted as “exemptions”.

Moreover, the tax rules are extremely liberal on “perquisites”
for the owners and senior managers of business firms. Thus,
when a house is owned or rented by a company and is allotted to
an employee, the latter is deemed to pay not more than 20% of
the salary, irrespective of the market rent of the premises. For the
personal use of a company car with chauffeur, an employee’s per-
quisite is valued at a fixed sum amounting to a small fraction of
the cost incurred by the company. The list of perquisites is quite
long. The upshot is that much of the personal consumption of
company executives is financed by the firms as “business ex-
penses”, thereby reducing the taxable incomes of all concerned.
Internationally, the classic case is that of Jack Welch, the legen-
dary cEo of GE, us, whose employment contract stipulated a tax-
free post-retirement benefit of $4.5 million a year. While no such
case has been reported in India, our exchequer loses 40% of the
value of perquisites; the total is yet to be estimated. The sudden
burst in conspicuous consumption over the past decade in
various forms like five-star hotels, deluxe apartments, golf
courses, and so on, are closely linked to the barely noticed fiscal
rules in small print.

In 2002 the central government announced for manufacturing
firms undertaking new investments or substantial expansion in
hilly states of the north like Uttarakhand, Himachal Pradesh and
so on, full relief from excise duty for 10 years, and from income
tax for five years; income tax relief at 50% would continue for the
next five years. Through substantial expansion, the investors can
enjoy similar benefits for an indefinite period. As many leading
firms headed for these states, other state governments began to
offer equivalent relief in respect of state-level taxes such as VAT,
stamp duty, and so on, while giving away land at a low cost.

The budget for 2006-07 added another major tax relief for the
rich. Earlier, short-term capital gains from transactions in shares,

JANUARY 24, 2009 Economic & Political WEEKLY



SPECIAL ARTICLE

mutual funds, etc, were added to current income, and attracted a
maximum of 33% tax at the top level; it was reduced to just 10%.
Long-term capital gains were taxed at 10-20%; now, one pays
just a “transaction” tax of 0.15% on the sale value. By examin-
ing the volume of transactions on the stock exchanges from
March 2005 to January 2007, Bagchi (2007) estimated the loss
of revenue on this score at Rs 200 billion, or 10% of the actual
revenue in 2004-05.

As noted earlier, popular anger has targeted the state’s scheme
for special economic zones (SEzS), apparently to promote exports
as in China. Introduced in 2002, it received a fresh impetus with
the sez Act of 2005. Opponents have vigorously contested it on
several grounds. Vast tracts of land of around 350 sq km were
assigned to 237 sEzs (up to October 2006) as virtually “foreign
enclaves” within which domestic labour laws will not apply,
enforcement of laws on environmental protection will be the
responsibility of local administrators bypassing the better
equipped national authorities, flows of funds, domestic or foreign,
will become quite free, and so on (Tiwari 2006). While I share
the critics’ position on these unwarranted steps, I focus here on
the fiscal aspects. An sez firm will pay no income tax for 10 years,
and will be exempt from central indirect taxes like customs, ex-
cise duties, etc. There will also be waivers on state-level VAT,
stamp duty, electricity duty and so on (www.sezindia.nic.in/in-
come_tax_dev.asp). The Ministry of Finance has estimated the
loss of central taxes owing to the sEzs at Rs 1,026 billion in the
next four to five years as against a projected investment of
Rs 1,000 billion, creating 500,000 new jobs (The Hindu Business
Line, 25 November 2006: 1).

Coming to China, personal income tax rates (payable by urban
residents only) are progressive, ranging from 5% on an annual
income of 6,000 yuan (far below India’s threshold of Rs 1,00,000)
to 45% on income of 1.2 million yuan (against India’s top rate of
33% for an income of Rs 5,00,000). For businesses, the rate varies
from 5% on annual “net income” of less than 5,000 yuan, to a
maximum of 35% for income above 50,000 yuan (www.novexcn.
com). Income tax actually collected by central and local govern-
ments in 2004 amounted to 174 billion yuan from individuals and
396 billion from businesses (syc 2005, Tables 8-12). Together,
these two taxes amounted to just 3% of the current Gpp (against
11% for India in 2006). The average annual disposable income
per head of the urban population of 550 million was 9,422 yuan
in 2004, yielding an aggregate income of 5,182 billion yuan.'3
Thus personal income tax collected constituted a mere 3.5% of
post-tax income or a little less as against pre-tax income. The
collection is undoubtedly low.

Following Capegimini reports, in 2004 China had 240,000
dollar-millionaires having a total wealth of $750 billion. With a
modest 10% return, their annual income would be $75 billion or
over 600 billion yuan. If their average tax rate is put at 30%, the
potential revenue would be 180 billion yuan, exceeding total tax
collected. China’s authoritative China Taxation published the
names of the top 100 taxpayers of 2004. The list included only 12
of the 200 richest Chinese appearing in the Forbes list of 2004.14
In 2006 it became obligatory for persons with high income to file
tax return by 1 April, every year. According to the State
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Administration of Taxation, just 1.37 million persons had filed
returns by 2 April 2007, or only 16-19% of the six to seven million
high-income earners.'s

On corporate tax breaks, I have no reliable information. Exam-
ining the savings-investment balance from a macroeconomic
perspective, Kuijs (2006) provides some insight:

Enterprise saving from retained earnings constitutes a large and in-

creasing source of saving in China. In recent years, as enterprise sav-

ing increased to around 20% of GDP, it has overtaken household saving
as the largest source of financing...The saving-investment deficit of
enterprises is estimated to be around 11-13% of GpP in recent years. Of
the deficit in 2002, 4.5% of GpP was financed by capital transfers from
the government [to the soEs]. The remaining 6-8% of GpP is financed
by outside financing, mainly bank loans and foreign investment...

[Flor historical reasons soks pay only limited dividends to sharehold-

ers, and none at all to the state, their largest shareholder, although the

increase in profitability in recent years has stimulated a policy discus-
sion on the distribution of soE profits... Profits in industry, as a share
of value added, increased from 10.6% in 1995 to 17.3% in 2000 and

21.6% in 2005.

In addition, it is widely known that the soEs obtain very big
loans from the banks at a low interest on bank loans. As for the
private sector, they not only enjoy high profit rates but also pay, it
is generally believed, too little in taxes.

Unlike in other countries, local level taxes constitute a
great burden on the Chinese peasantry, though it has not been
quantified at the national level. It was intensified after the 1994
fiscal reforms that made local governments responsible for
their own expenditure without a grant from the centre; simul-
taneously, the authority of local governments to grant rebates
on central taxes was drastically reduced. Thus Mobo Gao (2005)
notes that up to 100 different kinds of taxes were imposed on
the peasants for development work, salaries of schoolteachers,
interest on debts incurred by local governments, and even
the extravagant lifestyle of the local leadership. Indeed, one
major factor behind rural unrest was the heavy toll of legal and
illegal taxes. Many of the legal ones were abolished by Beijing
from 2004, but it is unlikely that the burden has decreased
considerably. Besides, peasant land was literally expropriated
(see Section 5) on a large scale. All this supports the contention
of Mobo Gao and many others that the boom in the country is
financed to a considerable extent by various exactions from
the peasantry.

7 Thelogicbehind Fiscal Concessions

It is not that all tax and other concessions are bad in theory. In
the early years of reform China had some solid reasons to privi-
lege Fp1 in manufacturing, especially in exports. As noted in
section 1, without higher export the country could not import
western technology and capital goods to reduce fuel and other
resources used per unit of industrial output. In a quasi-market
economy (even the us and the Eu fall into this category), special
incentives are needed to coax firms to invest in certain sectors.
Considering the imperatives of modernisation, a large number
of industries, including those catering to domestic demand,
received incentives.

The scenario in China today is vastly different. While many of
Deng’s dreams have been fulfilled, new problems have cropped
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up. Not only has gpp growth been superlative, China has
modernised many of her industries as noted earlier, though a
fairly large chunk remains backward. Now, Allaire (2006) has
estimated that energy-intensity has come down sharply per unit
of industrial production from an index of 100 in 1980 to 45 in
1990 and 20 in 1998. The fall was due partly to greater effi-
ciency and partly to a change in industrial structure from heavy
to light industries. China continues to make progress (Xinhua,
15 July 2008), but even now in many factories energy use is sig-
nificantly higher than in rich countries. With domestic savings
well above 40% of the Gpbp and in excess of the investment rate,
and a huge and barely productive foreign exchange reserve of
over $1,800 billion, or about 40% of the Gpp, there is no dearth
of capital. Since up to 50% of FpI in recent years is actually
“round-tripping” by Chinese firms to avail of the tax benefits for
foreign firms (Geng Xiao 2004), it shows again that capital has
not really been scarce for quite some time. Most disturbing is
the sharp fall in the percentage of private consumption in the
GDP from 47 in the early 1990s to just 36 in 2006. In parallel,
the share of wage income in the Gpp nosedived over the past
decade from 53% in 1998 to 41% in 2005. These percentages are
probably the lowest in the world. It is ironical that the neolib-
eral weekly, The Economist (11 October 2007) captioned a piece,
“A Workers’ Manifesto for China: How Workers in China Are
Losing Out and Why It Matters for the Rest of the World”. The
resultant inequality in income and wealth (see Section 2) is not
what worried the weekly. The sustainability of China’s growth
momentum is implicitly questioned. Moreover, a slowing down
in China could have serious repercussions, not only in east Asia
but also in the global economy.

Actually, over the past decade, the Chinese government, the
MF, the World Bank and independent scholars have underlined
the need to expand domestic consumption as the engine of Gpp
growth. But the state policies worked in the opposite direction, as
Kuijis (2006) pointed out. The household savings rate used to be
around 5% of the income around 1978 before the reform, but rose
to 30% in the mid-1990s for a variety of reasons, including the
withdrawal of the state from social services like education and
health. The proportion fell to 20% in 2000 and stayed there. The
high saving rate is basically “precautionary”, and not an indicator
of affluence. The savings are put into bank deposits with a low
(negative, adjusted for inflation) rate of return, while the soEs
and privileged private firms borrow from banks at a low, often
negative, rate of interest. In addition, the soEs benefit from a
massive capital transfer to the extent of 4-5% of the Gpp from the
state. As a result, production becomes highly capital-intensive
across the sectors from manufacturing to infrastructure, and
employment stagnates.

The Chinese leaders may be apprehensive that any attempt to
change the present policy regime may lead to a sharp fall in gpp
growth, and destabilise the “socialist market economy with
Chinese characteristics”. The famous Lieberman agenda of
economic reform in the ussr in the mid-1960s was abandoned
for the same reason; as Lewin (1974) predicted, the maintenance
of status quo contributed in no small measure to the collapse of
the Soviet economy.
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India has evolved somewhat differently. The new industries
since 1950 were set up with Soviet as well as western technology.
Two World Bank (1975 and 1984) studies had shown that the
capital goods industries were internationally competitive; as the
conclusion ran counter to the theology of the Bank and its con-
sultants, both reports were suppressed. The abrupt liberalisation
of imports and foreign investments in 1991 did cause hiccups ini-
tially, but most domestic firms, public and private, weathered
competition from the transnational corporations (TNcs), and
quite a few emerged as world-class companies.

As in all countries, Indian exporters of manufactured goods
have always been exempted from paying indirect taxes on goods
procured domestically or tariffs on imported inputs. A new incen-
tive was added in the mid-1980s when profits earned from ex-
ports became tax-free to encourage domestic investment and ex-
ports in non-traditional areas. However, even today the latter
constitute a quarter of total export, though the absolute value of
“engineering goods” rose from $1.2 billion to $21.5 billion during
1987-88 to 2005-06. Currently, 40% of these exports come from
labour-intensive small and medium enterprises that do not have
access to foreign customers. Hence this incentive enriches the
intermediaries in the export business that hardly invest in fixed
assets. The overall incentives are so high that many Indian firms
overstate export earnings!

India’s success in 1T and 1T enabled services (iTes) is now an
acknowledged fact. Whether for call centres or more complex
software engineering, low cost (in comparison with the west) of
skilled labour is the driving force, and the industry exports 75%
of its output. Some of the leading Fortune 500 companies like
Tcs, Infosys, and Wipro pay a corporate tax of no more than 12%
on their net income. Do they need the tax sops? Narayanamurthy,
the iconic founder of Infosys, called for its abolition that would
add Rs 16,000 crore to tax revenue (The Hindustan Times,
Kolkata, 20 January 2007).

Consider next the special schemes for Uttarakhand, etc, and for
the sezs: (a) Concessions on central taxes (direct and indirect) are
likely to exceed the value of investments. If one adds the state-
level exemptions, and the existing income tax provisions on depre-
ciation allowance for fixed assets, the investors would have a free
lunch twice over. (b) As the Reserve Bank of India (2006, Box 1.1)
and Rajan (2006) of the imF pointed out, both schemes will en-
courage investors to divert new projects and relocate old facto-
ries and business centres from other areas into the favoured
regions and the sezs. Indeed, Bajaj Auto closed down its thriving
plant near Pune for two million two-wheelers, the biggest in the
country, retrenched over 20,000 workers, and shifted to Pantnagar,
Uttarakhand to avail of the tax bounties. (c) The estimate of
“new” jobs to be created is illusory, partly because of the diversion
or relocation. Also, “modern” manufacturing with its stress on a
“lean” workforce is unlikely to create many new jobs. Indeed, Ra-
hul Bajaj, an industrialist in the Fortune list of billionaires, opened
an auto factory without any unskilled labourer.

Too many exemptions for the corporate sector have greatly
reduced the effective income tax rate. For the corporate sector as a
whole, it was estimated by the official Task Force on Direct Taxes
(2003) at around 20%, while the statutory rate stood at 40%.
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In industrial policy, the scheme of reservation of product lines
for small industries has been whittled down after 1991. At the
same time, there was a reduction in bank credit to small firms,
withdrawal of preference in government purchases, and so on.
All this led to the “unorganised” (or non-corporate) sector losing
its percentage share in the Gpp from 63.8 in 1990-91, to 56.7 in
2002-03, while its share in the national workforce remained
steady at around 92-93 (NCEUS 2007, Table 1.1). In manufacturing
output, the unorganised lost its share from 41% in the 1970s to an
average of 32% during 1999-2005.

Balasubramanyan and Sapsford (2007) have made a telling
comparison between India and China. Measuring output in us
dollars at the purchasing power parity of the national currencies
in 2002-03, and utilising uNIDO’s Industrial Statistics Database
2006, they found that per million labour units, aggregate manu-
facturing output was 0.919 in China and 0.589 in India; the cor-
responding averages were 0.762 and 0.453 for hi-tech products,
and 1.261 and 1.011 for low-tech products. Similarly, China utilised
$39,406 worth of assets per unit of labour in “all manufacturing”
as against $72,051 for India; the gap was particularly large for
hi-tech industries — $68,542 in China and $290,272 in India. In
my view, the comparison in respect of hi-tech industries may be
misleading, as China assembles these goods from imported
components to a far greater extent than India. However, the two
authors’ argument that a labour surplus country like India has
adopted more capital-intensive technologies than China remains
valid. The fiscal incentives in India should have contributed to
this anomaly.

Returning to the perquisites, there is no reason why personal
consumption of business executives should be considered as
necessary for the success of business ventures. Whether one
takes a prospective client to a neighbourhood restaurant or a
five-star hotel is a matter of “convention” jointly determined by
the business communities and the tax authorities. One may refer
to the analogous debate on the pay of high-level executives in
Anglo-Saxon countries. When a relatively small and closed
group of executives in different firms fix one another’s remuner-
ation, there is no role of the “market”; the “norms” are set to
mutual satisfaction, irrespective of the performance of the
firms concerned.

Most of the post-1980 tax cuts and tax sops for individuals
and corporations across the world, including India and China,
follow from two interrelated neoliberal premises. First, the
lower the tax rate, it is argued, the greater is the incentive for
tax compliance, and hence the tax yield goes up. It is doubtful
if this proposition has been empirically proved for any
major country. Indeed, in all countries designated as “miracle”
economies after 1945, namely, West Germany, Japan, South Korea
and Taiwan, the marginal tax rates for the top earners until the
end of the 1970s were 80% or more. On the other hand, there is
growing evidence that in recent years millionaires everywhere
have been seeking offshore tax shelters to avoid paying any
tax at all.

The second premise is that a firm’s investment depends on
its post-tax income. This has never been true. In the years of
high-speed growth, the typical profit rate of firms in the same
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miracle economies was quite low, but that did not impede a
high rate of investment through easily available loans at a
low interest. Currently, in mergers and acquisition across the
world, the acquirers rely heavily on borrowed funds rather
than their own accumulated funds. Thus a large stock of
undistributed profits is neither necessary nor sufficient for
corporate investment.

8 Alternative of Development with Equity

In defence of the current economic policies in China or India, one
may argue that inequalities may have risen but this is essentially
transient in nature. If the gpp growth is maintained, the market
forces will automatically redress the imbalances, as the “trickle-
down theory”, consistently promoted by the Washington institu-
tions, posits.

There is an apparent support for it in the works of Kuznets. He
showed for the us that the inequality increased from around
1880 till the 1920s, and the “levelling” process started during
the second world war, gaining momentum after 1945. Broadly
similar was the story in Britain or France. What is missing in the
conventional narrative is the political factor. The introduction of
welfare capitalism in western Europe was, to a great extent, a
response to the ideological threat from the Soviet Union that
won the hearts and minds of the working classes and large sec-
tions of intellectuals after the second world war; in Italy and
France, the communist parties came close to winning parlia-
mentary elections. Even before the war, a parallel development
was taking place in the us under the impetus of President
Roosevelt’s New Deal policy; many of the leading Marshall Aid
administrators and economists from the us, as agents of the
donor state, took an active part in the creation of the welfare
state in Europe. The us, too, took several strides in the same
direction (Chandra 2004).

If the welfare state was the logical outcome of capitalism at an
advanced stage of development, how does one explain the retreat
from welfare policies and the sharp increase in inequality since
1980 in all industrial countries? The proponents of trickle-down
theory have no answer. My own hypothesis is again political.
The “o0il shock” of 1973 emanating from the third world (backed
by the ussr) seemed to threaten the average living standards
in rich countries; the somewhat excessive militancy of the
trade unions alienated the middle classes in these countries;
and the economic stagnation in the Ussr combined with wide-
spread political disenchantment with Soviet socialism, created a
fertile ground for the emergence of the radical right in the
Anglo-Saxon countries.

As Stalin (1952) stated long ago, the market as such is “neutral”
insofar as it coexisted with both feudalism and capitalism; he
believed it could also play a useful role under the Soviet system.
By extension, one can argue that market can function under a
variety of capitalisms. Much depends on the character of those
who control it. The notion of “free market capitalism” is a utopia,
obfuscating the invisible hand of the political masters. In short,
it is not the market but the alignment of political forces and
their relative strength that determine the degree of inequality
in a country.
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Suppose that the egalitarians take the reins of power in India
or China. If tax concessions are withdrawn, the rights of labour,
including migrants, and dispossessed farmers are respected, and
so on, would the aggregate investment rate and the GpP neces-
sarily fall? So long as the freedom to move capital abroad remains
(as in contemporary China or India), the private corporate sector
and rich individuals would increasingly seek opportunities
abroad. If controls are imposed on capital mobility at the same
time, the capital outflow can be stemmed. The increase in tax
revenue should raise public investments and social welfare ex-
penditure. The latter, in turn, should reduce private expenditure
on health and education that constitutes a significant part of total
household expenditure of the non-affluent sections. This transfer
of income from private producers of these services to the poorer
consumers should boost the aggregate consumer demand for
goods and services with a Keynesian multiplier effect. Since the
domestic savings rate is high, capital would be compelled to find
avenues of deployment domestically even at a reduced rate of
profit. The nature and structure of investment would, of course,
change. But there is no reason to believe that the gpp would
necessarily fall.

The level of the Gpp, it is increasingly felt in different circles, is
a poor guide to the “well-being” of a country. Recent studies by
behavioural economists have demonstrated that an individual’s
well-being depends not only on the person’s income but also on
those of the neighbours (Luttmer 2004). A person with a fixed

income has a higher level of enjoyment living amidst people at a
similar or lower income level, than as a neighbour of much
richer people. Thus the case against a high concentration of in-
come is not a socialist dogma, but reflects the aspiration of peo-
ple in different milieu. Indeed, the human development index in
the annual Human Development Reports of the unDp has gained
wide currency because the index gives weight to other factors
like the Gini coefficient of income distribution, the health status
and educational attainment of the average citizen, beside per
capita GDP.

Somewhat ambitious is the “genuine” progress indicator (Gp1)
of Talbert et al (2007) for the us economy from 1950 to 2004.
While per capita Gpp over the period increased dramatically from
$11,672 to $36,595 per capita Gp1 has stagnated in the $14,000-
$15,000 range since the late 1970s. “This implies that since the
late 1970s, the benefits of economic growth have been entirely
offset by rising inequality, deteriorating environmental conditions,
and a decline in the quality of our lives”. For 2004, the positive
contribution to Gp1 comes from personal consumption (adjusted
downward for greater inequality since the best year of 1968),
services of consumer durables, services of streets and highways,
net capital investment, and also the “imputed values” of house-
work, higher education, and voluntary work, totalling $11,603
bn. From the total are deducted various social and private costs
like those of crime, unemployment, commuting, auto accidents,
and pollution of different types; loss of wetlands and farmlands;
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net foreign borrowing; and so on. Deductions amounted to $6,45
billion. Thus Gp1 came to $4,419 bn as against the Gop of $11,734
bn. Most notably, $600 billion spent on wars are not counted
either as a positive or a negative contribution to Gp1.

NOTES

1 P Midler (2008), “The 2,900 Club: 90% of China’s
Billionaires Are Children of Senior Cadres”, 27
February (http://thechinagame.com/).

2 “The Response of the Government of Kerala to
the Approach Paper to the Eleventh Plan of the
Planning Commission 2006”, obtained privately.
The World Bank has found an extra 400 million
people below the poverty line in developing
countries in its new estimates (Chen and Ravallion
2008). The Asian Development Bank (2008) has
also published a new study on poverty in Asia,
excluding China. Some of the methodological is-
sues are discussed in three papers by M Ravallion,
Himanshu and S G Reddy respectively, all
published in the Economic & Political Weekly,
25 October 2008.

3 “India’s Economy: India on Fire”, The Economist,
1 February 2007.

4 “Minister Says 9o Million under Poverty Line in
China”, Xinhua, 27 May 2005.

5 “Chinese Expert Calls for Better Pay, Conditions
for Migrant Workers”, Renmin Ribao (People’s
Daily) web site, 31 October 2005.

6 “NDRC Issues Jobs Warning for 2006”, China Eco-
nomic Review, 20 February 2006 (post@chinaeco-
nomicreview.com).

7 “Chinese Official Says Economic Growth Does Not
Solve Unemployment”, Xinhua, 29 August 2006.

8 Reuters, “China Reports Rise in Public Order Dis-
turbances”, 19 January 2006. (http://www.alert-
net.org/thenews/newsdesk/PEK137255.htm)

9 “Chinese Agency Comments on Rural Land Rights
Issue”, Xinhua, 1 September 2006.

10 “Chinese People Seek ‘Affordable Housing’ in
Wake of Land Tax Enforcement”, Xinhua, 18 Janu-
ary 2007.

11 “House Prices Rise in 70 Cities”, China Economic
Review, 24 July 2007 (post@chinaeconomicre-
view.com).

12 “Maoist Rebels Are Fighting a Brutal Low-Level
War with the Indian State”, The Economist,
17 August 2006.

13 “Report on China’s Economic and Social Develop-
ment”, Xinhua, 15 March 2006.

14 “Are Rich Chinese Tax Evaders?” (www.china-
news.cn), 12 September 2005.

15 South China Morning Post, 20 April 2007.
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