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Introduction

Though the names have been different, discussiontaiclusive growth has been an age old
issue. The emphasis, however, has also been diffdrethe 19 century, it was concern
with widening inequalities in income which propéllescholars like Marx to argue for
“forced” equalization in incomes. This did not quifit in with democracy and the middle
class; as Barrington Moore famously put it, “No tymoisie, and no democracy”. The
demand for redistribution, in a politically accdptaform, most likely got its first airing with
the World Bank publicationRedistribution with GrowthThis pioneering study accurately
described the policy imperative: the poor, the drathalf of the population, had to share in
the growth process.

The concept of a universal absolute poverty lines vadso introduced by the
Redistribution authors, Ahluwalia, Carter and Chrignand given a definition which later on,
in 1990, became enshrined as the “$ a day poviedy. | This happened in the mid 1970s and
from then on, economists have been creative widasdabout describing the evolution of
policies and targets.

The Redistribution with GrowtfRWG) study, while innovative, had policy problems
In particular, it was recognised that redistribatiliterally involved a transfer of physical
assets, and that such transfers were not feasibk large scale in democratic economies.
The example of Russia and China could not reallfobewed by most countries. This led to
some reconstruction of the basic thesis and gdagielecy. Not long after the RWG study,
the concept of basic needs was introduced i.egtia® of policy was to address the basic
needs of all individuals of society — health, ediorg and equality of opportunity.

The basic needsaipproach was transformed by the UN into the Humeawelopment
Indicators published annually by the UN as parit®fHuman Development Reports. In the
early 1990s, anarket friendlyapproach to development and removal of poverty eviesed
and sometime in the late 1990s the developmentipoaers were discussing different forms
of pro-poor growth. And finally, we come to the new term “iasive growth” perhaps not
coincidentally coined by one of the RWG authors nkéé Ahluwalia.

And it is inclusion and growth which this paper Iwdiscuss in detail. It is a new all
inclusive term and it is important to define whag¢ wwill attempt to measure. “Inclusive
growth” is likely more a process rather than ancoote, though obviously the outcome
matters. There are also some possible misconcapéibaut inclusive growth. For example,
such growth does not necessarily involve a lardge far government intervention. In the
limit, if the growth process is inclusive, the robé direct government involvement via
subsidies and transfers should diminish, rather therease, over time and development.

The plan of the paper is as follows. Section 2 diess the data and definitions used in
this study. Section 3 attempts to define the charetics of inclusive growth. Sections 4 and
5 document the facts about economic growth in In@iten in the polemical debate about
poverty and policy, and the poverty of policy, #aets (unfortunately) become irrelevant.
Sections 6 looks at levels and changes in inequaditd growth inequality. One rather
striking finding about the inclusive growth procesdndia is that real inequality has stayed
constant for almost 25 years since 1983. And thasemption growth of the poor has been
the fastest. Section 7 documents the level anagdgsain absolute poverty. Regarding
poverty, the equally striking finding is that as28f07/8, the Millennium Development Goals
of below 15 percent absolute poverty set for 20a%ehbeen achieved a full decade earlier.
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Section 8 is about redistributive policies and rthedfects. Section 9 talks about education,
inequality dampening effects of developments incation, and girl boy ratios of education.
Section 10 defines and documents the role of tliglle class in India’s development; in
particular, that the middle class reinforces thelusion and the growth procesk other
words, a process where involvement of the bottoh Iaps generate higher economic
growth; and this higher growth leads to greatetusion. Section 11 attempts to document
the reasons for the absolute and relative impromeroé the poor. The movement from
agriculture to non-agriculture high paying jobspedally in construction, is highlighted.
This section also documents the two-way relatignélgtween inclusion and growth. Since
the early part of this century, the poor statesahee of the relatively large improvements in
education and the middle class. Section 12 consladé outlines some questions for future
research.

Section 2 — Data and definitions

In the main, this study uses the large sample Nati®ample Surveys (NSS) for the years
1983, 1993/94, 1999/2000, and 2004/5. There arestuneys that the NSS conducts in each
of the large sample years — a consumption and elpea (CE) survey, and an employment
and unemployment (EU) survey. Until 1993, the hbotds surveyed by the CE and EU

surveys were identical. In addition to the eightveys mentioned above, the recently
released small sample (half of large sample) CE Eddsurveys for 2007/8 are also used.
These NSS surveys provide a rich, and exhaustaass ffior examining the inclusive nature of

growth.

The NSS does not conduct any income distributionests but the National Council of
Applied Economic Research (NCAER) has been condgcsuch surveys since the mid
1960s. Data for three such surveys have been eelea&975/76, 1994/95 and 2004/5. These
data are also used along with state level GDPfdata 1980 onwards.

Section 3: What is inclusive growth?

Several definitions abound. Some readily acceptideures of what should be considered
inclusive growth are listed below.

1. First and most important is the objective of eqyah growth i.e. that the growth is
shared equally by all the population. Related is tibjective is the desirability of
growth being equal to or perhaps even higher fa poorer sections of the
population. Note that these objectives say notlabgut the static distribution of
income. It can be equal, or highly unequal. If grewth rates are similar, then the
distribution of income will broadly stay at its gimal value. Equal growth rates will
mean that whatever growth occurs, it was inclusive.

2. There should be some growth, preferably high grovahe can think of growth-
inclusion tradeoffs i.e. if high growth comes at #xpense of some exclusion, then it
is preferable to little or no growth for everybody.

3. Growth should be inclusive across different sectbrsthe case of India, there are
historical divides between different caste growgsswell as divides based on gender
e.g. girls have traditionally had lower levels dfueation than boyseteris paribus



In addition, growth should be relatively even asrdgferentregionsand especially
that the backward areas patrticipate fully on a{trg, two to three decades, basis.

4. Inclusion also means a trend towards equality gdfoojuinity. This is an important
issue and topic in its own right. It is not exdligidealt with in this paper; but there is
some discussion about the effects of education resxpa on both equality of
opportunity and inclusion. And it is observed tegtiality of education broadly leads
to an equality of outcomeseteris paribus

5. Inclusive growth should be self-perpetuating itee growth should be of a long run
nature and should be reinforcing.

6. Poverty reduction. This is a central concern. Tleepof poverty reduction is
indicative of inclusion. Poverty reduction depemasgrowth and where the poverty
line is relative to the distribution of consumptidfvith inclusive growth, the poverty
gap (difference between the average incomes gbabe and the poverty line) should
reduce over time. This will ensure that within gfeor, there is ‘equal” progress.

7. A separate but related concern. All societiesuidiclg India, have direct programs for
alleviation of poverty. For the last several decadedia has spent at least 5 percent
of GDP each year on direct transfer programs eay subsidies, fertilizer subsidies,
kerosene subsidies, mid-day meals, food for wodgmams, etc. These programs are
meant for the poor and to the degree the pooreaehed, the programs can be termed
inclusive. If there is a lot of leakage, then thhegvams are not “inclusive”.

8. Linked to the effectiveness of social deliveryhe judgment or conclusion about the
determinants of inclusion/exclusion. There is sdrekef that inclusive growth means
active government intervention. This may or may betthe case and involves an
empirical examination.

Section 4 — Economic Growth — Some facts

The next few sections discuss the nature of econarowth in India. It is important to
establish the background of growth, before attemgpto probe its inclusive nature. There are
three major phases of Indian growth. Post indepsceland till 1980, GDP growth in India
averaged around 3.5 percent. The story really l3dgin980 when growth started to exceed 5
percent per annum oncansistenbasis. Major economic reforms were initiated i®1®ut

for a decade, there was no acceleration in GDP tgrew stayed constant at 5.5 percent per
annum. Starting 2003, however, there has been kethaicceleration in GDP growth to more
than 8 percent per annum.

The facts about GDP growth as reported are cledr¢cdntroversy and puzzles persist.
There are three questions and puzzles, and heaa®titroversies. First, what caused India’s
growth toacceleratein the 80s; second, whpteventedndia’s growth from accelerating in
the nineties as would have been forecast by thenmalg of the 1991 economic reforms; and
third, what caused the growth rate to sharply arast in 2003/4vithoutthe benefit of any
new reforms, major or minor.

There are several determinants of the pace of esiengrowth — capacity to catch-up
(the poorer you are, the faster you can grosteris paribus- this happens because you can
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borrow technology from abroad); the presence ofotjoinstitutions; openness to foreign

trade; good fiscal policy; etc. Two of the more orjant determinants of growth, besides
“catch-up”, are competitive interest rates and cetitipe exchange rates. (See Bhalla (2007,
2011) and the references cited there for a detailgubsition of this hypothesis). It is not a

coincidence; therefore, that the two growth spurthe Indian economy were preceded with,
or accompanied by, changes towards such competititeies. A large element of the 1990s
reforms was the opening of the Indian economy tei¢m trade and by the devaluation of the
rupee towards competitive levels. In the three yeaiter these reforms (1993/94 to

1996/1997) the Indian economy grew by over 7 p@rpenannum. The next spurt happened
post 2002.

An attribute of the first puzzle is that the abd&eercent growth rate of the 1980s did
not represent a significant departure from the grovetie that should have been expected.
One reason this conclusion might have been misgedhdst analysts is that there was a
global slowdown in the 1970s, a period when Indjeswth collapsed to an average of only
2.9 percent per annum. In addition to the quadngpdif price of oil in 1973 and its doubling
in 1978, India was also buffeted with a war (19@\oiving Pakistan) and droughts. Hence,
the acceleration or break with trend seemed toabge| when in reality there was only a
gradual, and minor, acceleration to above trendvtjron the 1980s. Second, the 1991
reforms did lead to a sharp acceleration to 7.5gue#rGDP growth but this growth rate was
not sustained. Real long-term interest rates rosotible-digit levels in the mid-1990s and
growth collapsed. This fact helps explain two pagzt the non-acceleration in the 1990s and
the “miracle” high growth since 2003/4 or 2603 he revival in “high” growth around 2003
was preceded by a decline in real interest ratesraind 600 basis points (reversal of the
mid-1990s increase) in a matter of four years (1892002).

Table 1 provides a perspective on the comparatatere of India’'s GDP growth. The
table presents both 5 and 20 year averages of Gty No matter what the time period,
India’s GDP growth has shown a steady upward mdnch980, a five-year moving average
of India’s growth placed it around the "@osition in the world. In 2009, it had th&' 4
position with average 5 year GDP growth of 8.5 petand average 20 year growth of 6.5
percent.

Table 1 - Indian Growth Performance, 1980-2009

Year Average(5 years) Average (20 years)
Growth Rank Growth Rank

1980 3.2 56 3.7 60
1985 5.4 19 4.1 35
1990 6.0 12 4.3 27
1995 5.2 28 4.9 17
2000 6.3 11 5.7 11
2005 7.0 7 6.1 6
2009 8.5 4 6.5 4

Source: World Bank, World Development Indicators

The rest of this paper will examine the inclusiaune of this growth for the post 1980
period. The first examination will be on the regibdimension.

! The Indian fiscal year runs from April to Marchdafiscal years will either be referenced as 20@8/2003.
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Section 5: GDP growth in India — How inclusive?
Regional inclusion

The last three decades (1980-2010) have witnessedtexage GDP growth of 6 percent per
annum and a per capita growth of 4.2 percent. Hmlsive was this growth on a regional
basis? Growth determinants suggest a large rolediwh-up i.e. poorer states should have a
faster growth rategeteris paribusBut these very same poorer states may also reprasen
drag on future growth. Recently, there has beenfdhe that since most of the population
resides in the BIMARU states (Bihar, Madhya Pragdé&jasthan and Uttar Pradesh), the
Indian growth momentum will slow because of a “ddmyvn” effect of these states.

The possibility of catch-up, and inclusion, is exaad with use of state level “national
accounts” data. Table 2 (next page) documents &atd data for the near twenty years
experience of Indian states since the reforms 81.1%he table shows data for two post 1991
reform periods: the initial reform decade 1993-20&¥& the recent growth acceleration (but
without reforms!) period of 2003/4-2009/10. Daba both state and per capita GDP growth
are presented.

Growth is a function of several variables. Catchisimtroduced into the growth model
via a term for the log ahitial beginning of period per capita income; i.e. if tee-period
for which the growth rate is being examined is 12902, and then growth rate Y can be
expressed as:

(1) Ye = a+ b*iYio + C*X it + &

where i represents state, t represents time, tieisnitial year (1992 in this example) and e
the error term. The term iY is catch-up term reprged by the log of income in time t0 and
X is a vector of other determinants of growth.

Taking first differences, equation 1 gets transidninto an acceleration of growth
model, where

(2) Y- Yigng=a +b*(iYio — 1Yo n1g) + C*(Xit - Xit_n-17) + 6t — & n-1]

With the acceleration model, the difference in gnewth rates for the two periods can
be regressed on thdifferencein initial per capita incomes for the two period9$92 and
2002). The latter is nothing more than the grovetie iin thepreviousperiod. This difference
model has the advantage in controlling for otheted” determinants of growth for different
states e.g. whether a state is primarily resouasedh, or agriculture based, etc.



Table 2: Slower growth in 1992-2002, faster growtin 2003-2009

Growth (%) Growth per capita (%)

State 1993-2002 2003-2009 1993-2002 2003-2009
Andhra Pradesh 5.2 7.3 4.0 6.0
Assam 2.5 5.1 0.8 3.7
Bihar 4.9 9.6 2.4 8.0
Chattisgarh 2.5 6.5 0.9 4.8
Delhi 7.3 9.8 3.6 7.9
Guijarat 5.8 7.3 3.8 5.8
Haryana 6.0 8.6 3.6 7.0
Himachal Pradesh 6.7 6.9 5.0 5.3
Jammu & Kashmir 4.2 57 1.8 4.3
Jharkhand 3.5 8.3 1.3 6.8
Karnataka 5.6 7.8 4.1 6.5
Kerala 5.1 8.3 4.3 7.1
Madhya Pradesh 3.2 5.0 11 3.4
Maharashtra 4.6 7.8 2.7 6.3
Orissa 3.2 7.5 1.8 6.2
Punjab 3.7 5.6 1.8 4.0
Rajasthan 4.7 4.7 2.2 3.0
Tamil Nadu 4.5 7.9 3.5 6.8
Uttar Pradesh 4.7 6.2 25 4.5
Uttaranchal 4.2 8.0 2.4 6.5
West Bengal 6.2 6.5 4.7 5.2

The results are revealing. There is a pronouncegtive effect (catch-up) of initial
growth i.e. states that grew slower in the inipatiod, 1993-2002, grew faster in the higher
growth post 2003 years. The correlation for thispde model is a high 88 percent for all the
states and 74 percent for just the big states difilrfFrom a base level of 5 percent, each
lower growth of 1 percent in the 1993-2002 perioglnt that the growth rate 2003 to 2009
was 0.8 percentage points faster.

The first conclusion on observing the pattern ira€H is that initial higher growth is
followed by subsequent slower growth. At first glarnt does not appear to be the case that
poorer states grow faster and hence involve incdugrowth at a regional level. However, the
first impressions are misleading. The acceleratiogrowth model is a transformation of the
basic catch-up model; an econometric transformatrbith controls for several state level
fixed effects. If catch-up exists, then it is adigator of growth spreading to and faster in,
poorer states. Note the recent high growth perfao®an poorer states like Chhattisgarh,
Jharkhand, Orissa, Uttaranchal, and Rajasthantrention the line prediction” of the poor
state of Bihar.



Chart 1: Acceleration more rapid in formerly slower growing states

@ Chattisgar
0 P Rajgﬁrrhﬁrkhand
® Orissa
¥ @ Uttaranchal )
® Gujarat
jhar ® Haryana
® ® Assam ® Delhi
® Maharashtra
® Tamil Nadu
© gk e mir
N @ Uttar Pradesh ® Kerala
@ Andhra Pradesh
@ Karnatal
—
@ Himachal Pradesh
est Bengal
o -
T T T T T
1 2 3 4 5

iyu'p

® accygdpku Fitted values ‘

Notes: X axis represents per capita growth dutiregpteriod 1993-2002; the Y axis is the acceleratiqgrer
capita growth 1992-2009 i.e. growth 2003-2009 mignasvth 1993-2002.

In this first test of inclusion, it was observedatttpoorer states in there growth
acceleration phase between 1993 and 2002 grew fasstdie recent growth acceleration
phase. More rapid acceleration in per capita GO®vdr in the previously slower growing
states is indirect evidence in support of overailusive growth.

Section 6 — Inclusive Inequality?

The major policy concern with most fast growth ames is that the bottom half possibly
does not share equally in the process. The pooeaelabsolute gains in real income via fast
growth, but it is the relative incomes of thieh which increase. Phrased differently, this is
the same outcome as inequality increasing accorirgny one of a variety of inequality
indices like Gini. If there was a disturbing incsean the Gini, then there would bg@ama
facie case of inclusive growth not being present.

Nominal vs. real inequality

Conventionally measured nominal inequality measaresproblematic when regions are not
integrated and/or price levels are not approxingagejual across regions or states within a
country. Developing countries have wide price uaries across states and particularly
between the urban and rural sectors. In recogndfahis reality, the Planning Commission,
since inception of the poverty line in the late @9 7/has maintaineskparateprice indices for
each state and within each state, a separate fodéixe rural and urban areas. There are 21
big states in India and therefore 42 separate jndiees. The price index for the rural areas
is updated via use of the CPI for agricultural vesgk the price index for urban areas is
updated via use of the CPI for industrial workers.
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On an aggregate basis, the average poverty lingréh India is about two-thirds of the
average poverty line in urban areas. Or that thbarupoverty line is about 50 percent higher
than the rural poverty line. Given these large gudfferences, it makes little sense to use
nominalcalculations of the Gini to describe either theeleor the trend in inequality.

There is a further complication regarding calcolasi of inequality in India. Until
recently, there were several, and a minimum of twetimates of mean per capita
consumption, the basis for measurement of consomptiequality, and poverty. The
traditional measure of consumption in India is éséimate based onumiform 30 day recall
period for all consumption items — perishablesthiigy and durables. Over the years, the
NSSO authorities and experts have found that sunbasure does not adequately capture the
consumption of durables, an item with an increasimaye in household consumption. Hence,
the adoption by the NSSO of a new standard measucensumption — thenixedrecall
method, one with a 30 day recall period for allddaems, and a 365 day recall period for
most non-food items. Fortunately, estimates of kbéhuniform and the mixed recall period
are present for all the years since 1983, so a-s$ienies of estimates is available for both
measures. However, post 2004/5; estimate of tHemmirecall method is not available.

Table 3a presents data on consumption inequalityndia for the period 1983 to
2007/8% Nominal inequality Gini increased from a low 0D4in 1983 to a high of .35 in
both 2004/5 and 2007/8. This 17 percent increasddiened the basis for several discussions
about the uneven nature of the growth processdiajrand how the rich are getting richer
etc. Some scholars e.g. Pranab Bardhan, havespd¢swlated that the level, and/or increase
in inequality in India is not much different thavat observed in China.

Table 3a: NSS Consumption | nequality (Gini) in I ndia 1983-2007/08

Year 1983 1993/94 1999/00 2004/05 2007-08

Measure,Nominal

Uniform Recall (30 days) 0.3260.327 0.323 0.368

Mixed Recall (30/365 days) 0.304.303 0.323 0.351 0.348
Adjusted to National Accts 0.3600.378 0.365 0.434 0.424
Measure,Real

Uniform Recall (30 days) 0.3190.304 0.290 0.328

Mixed Recall (30/365 days) 0.304 0.284 0.298 0.313 0.312
Adjusted to National Accts 0.354 0.355 0.332 0.398 0.378

Notes: See text and Appendix | for details of camdton of the adjusted to national accounts estmaf
inequality. Real estimates are obtained by defigtiar capita consumption by the relevant ruralrban state
poverty line.

Trends inreal inequality (nominal expenditures adjusted for risregional price
differences) suggest a very different stdnequality has broadly stayed constant throughout
the 30 year period since 1983n 1983, real Gini was estimated to be .304 iadipped to a

2 While data for both the uniform and the mixed tiexeethod are presented, the discussion pertaiosipthe
estimates of the new official mixed (or 30/365 dmgthod
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low of .284 in 1993/94. That was a 7 percent improent in inequality. Since then, and
including the high growth period since 2003/4, reequality increased to .312 in 2007/8
(and the same level in 2004/5). That representsnace than a 3.5 percent increase since
1983. The importance of correcting for price ledé#lerences is illustrated by this difference
in results. Far from India having a problem witm#roclusive growth a la China, it is likely
the case that the Indian model of growth has dedtveelatively much more to the poor,
ceteris paribusthan China.

The next section will go into some of the posseat@lanations for the inclusive nature
of growth in India. But first, an exploration inemother disturbing aspect of consumption
data in India and hence potential problems in amgclusions pertaining to inequality change
and/or inclusive growth. This exploration has tovdth the last row entry under each bloc of
inequality estimates in Table 3 — “adjusted tooradi accounts”.

There are two estimates of average per capita ogpisan in India, or any other
country. The first is that obtained from househsldveys (S) such as the NSS and the second
is that obtained from national accounts (NA). Uthi¢ late sixties, the two estimates were
near identical and this was a reflection of thet fdat the national account estimates of
consumption weralerivedfrom NSSO survey estimates. The survey to natiacabunts
ratio (S/NA) was close to a 100 percent.

The S/NA ratio started to decline in India from timd-seventies and in the 2004/5
large sample survey of 125,000 households it rehahghen) record low of 49.5 percent i.e.
more than half of total consumption was completeliigsed and unaccounted for by the
survey. The 2007/8 thin sample survey (50 thousentseholds) shows this estimate falling
further to a new low, 47.2 percent. (Table 4). Thasons for this precipitous decline are
beyond the scope of this paper but it is obvioas tlot-accounting for this decline can lead
to serious errors of interpretation pertaining tovgh, inclusive or otherwise.

Table 4: Survey to National Accounts Ratioin India

Year Survey National Accounts  Survey/NA Ratio
1972/73 48.4 56.3 86.0
1973/74 56.9 66.3 85.8
1977/78 75.1 89.7 83.7
1983 123.4 152.9 80.7
1987/88 181.9 233.9 77.8
1993/94 333.5 539.6 61.8
1999/2000 586.9 1057.5 55.5
2004/5 728.8 1472.3 49.5
2007/8 976.6 2068.7 47.2

Notes: The survey and NA figures are in curreneagoper person per month.
The current NA figures are taken from the NA estasgorevailing at the time of the survey.

% Note that the amore appropriate inequality measdgisted to national accounts, does not showdaoiine
during the period 1983 to 1993/94.
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There are natural differences between the two ssutmecause of differences in
definition, coverage (e.g. institutions are partNA but not of surveyd, measurement
(survey consumption is measured directly while N#xsumption is often a residual) and
prices. These differences fail to account for ntben a small fraction of the two means, say
about 5 percent or so. Indeed, differences in il estimates (between NSS and NA)
alone suggest a discrepancy larger than 5 perthatdifferences igrowth of survey or NA
consumption are even smaller (since the differemecdevels are likely to persist). Hence,
while one can expect divergences in levels of NA survey consumption, there is very little
reason to believe that there should be divergeimc&\ and survey growth rates. And it is
the latter divergence that is all too criticallygortant for understandinigendsin inequality
and poverty.

Several explanations are possible for explainirggrésidual “true” difference between
surveys and national accounts. First, it couldHeedase that the national account estimates
have a systematic upward bias, and an increasimy proportion i.e. the detailed NSS
surveys (with questions even on salt consumptioabe broadly “correct” and the NA
estimates are in error. Scholars have pointedad=tNSIM category (banking services like
use of checks and insurance services) as a majocesof missing consumption in surveys.
But FINSIM accounted for less than 2 percent adltobnsumption in 2004/5, and less than 1
percent in 1993/94.

An alternate possibility is that the NSS data amdemestimating “true” consumption.
The declining trend in S/NA ratios is indicative tbiis possibility, as is the fact that this
decline in S/NA ratios has been observed in mosint@s, especially during the
globalization period post 1980A discussion of the causes behind this declireeiond the
scope of this paper. But if the assumption is ntadésurvey data are broadly incorrect, then
there is a problem of interpretation of data orhidbe level and trend in inequality. In other
words, no conclusion can be made on the natunecbisive growth.

Because it all depends on who and what is beingedidy the surveys. If the rich are
being missed in increasing proportions, then te&ibution will have a bias towards showing
more equality than is actually the case. A singlifect occurs if the rich are not being missed
in proportions, but in the magnitude of their cangtion i.e. less of their consumption is
being tabulated. Thus, there are very few reasonsuggest that the level of measured
inequality is less than true inequality.

Growth and poverty calculations, and therefore mions about inclusive growth, are
intimately related to knowledge of which estimateneean consumption is “accurate”. The
effect the declining S/NA ratio has on growth argrty calculations can be illustrated as
follows. Assume for a moment that the S/NA raticeidved in 1987/88 is broadly correct.
This means that about 22 percent of national adsotmnsumption is missed and does not
accrue to anybody, rich and poor alike. It is aneahistic assumption, but it does illustrate
the underestimate of growth, and therefore, thellef/income, at anytime subsequent to the
“normal”’ year 1987/88. Between this base year ad@45 (both large sample surveys), the
S/NA ratio declined from 77.8 to 49.5 percent. RE&8IS consumption during these years
grew at a rate of 1.1 percent a year; national @usodata real consumption grew at more

* It has been speculated (see Ravallion (2000)) ttianon-government organizations (NGO) population
India maybe causing a significant part of the dieeice between survey and NA means, and growth. rases
pointed out in Bhalla (2003c) the contribution bistfactor to overall divergence in survey and NAams is
very, very small.

® See Bhalla (2002) for a detailed discussion oéeHssues.
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than twice that rate, approximately 2.8 percentgmrum. So approximately 1.7 percent per
year, or a cumulative 34 percent, was no longeruang to individuals according to NSS
data. Again, the emphasis is on growth being missetthe level. None of the arguments in
favor of using NSS data as more reliable have tovdh growth being missed, and not
certainly of this magnitude.

Adjusting survey means to national accounts meampreposed method

How can an estimate of “true” inequality be arriv@® One method is to assume that the
estimate of NA total consumption for a broad catgguf individual items is accurate. The
NSS surveys patrtially capture this total; some #ere captured with less error e.g. cereals,
while some items are measured with greater ergoraensumer durables. But the incorrect
NSS estimates can be used to derive the missirguagstion for various individual items.

A suggested method for matching NSS data to the MA® is to break up total
household consumption into 12 food and 15 non-foatégories. For each category e.g.
cereals and pulses, fruits and vegetables, clothmyfootwear, education and medical care
etc. the survey mean is matched to the nationaluexts mean. For example, in 2004/5, NSS
per capita per month consumption of cereals angegulvas Rs. 104; the NAS estimate was
Rs. 128. This Rs. 24 error can be allocated th @adividual household on the basis of its
revealed consumption. If eaamdividual household’s consumption is multiplied by a factor
of 1.23 [the ratio of 128 and 104] then all the smg consumption is allocated and accounted
for. For education and medical care, the ratio @425 was a larger 1.63. Note that this
procedure allocates the missing consumption oropgptionate basis to actual consumption;
if actual consumption was zero, so would adjustetisamption be zero; if actual
consumption is small say Rs. 2 per month, the &tjusonsumption would also be small e.g.
Rs. 3.26 for education and medical care. For ahalsehold with measured consumption of
Rs. 100, the adjusted level of education and medara consumption would be Rs. 163.

This method, applied individually to all 27 aggregé&ems, generates a consumption
level equal to national accounts consumptiowith these adjustments, the effect on the
distribution of consumption is known — it is likelg be higher than measured consumption
inequality. However, the effect on change in indityi& unclear,a priori.

Inequality trends revisited

Figures contained in the last row of Table 3a caw e explained. This row contains
estimates of nominal and real consumption inequalith consumption means matched to
national accounts means. Table 3b reproduces mequality data from Table 3a, and adds
two other well known inequality indices — the Thieilex and the Atkinson index for a risk
aversion parameted, equal to 1. Thus for real inequality, there axeirsdices for the period
1983 to 2007/8: three different indices for NSSada is, and three for NSS data adjusted for
the discrepancy with national accounts. Somewhikirggly, no matter what the definition or
the index, the strong result which emerges is tmatsumption inequality has stayed near
constant for the long 25 year growth period fron8320 2008. Thus, even according to
adjusted consumptiothere is no trend in inequality in Indi&ini inequality was .354 in
1983, which dipped to .332 in 1999/00. The 200&i&l is a few Gini points below the peak
level of .377 observed in 2004/5. Whether this ideclill persist with the yet to be released
2009/10 large sample data is unknown - what isalewg is that to-date, there has been little
variation in real inequality in India, and thatthdas been a mild trembwnward Why this

® See Appendix | for details on the methods usegkterate this equivalence
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unusual result is possible, and perhaps shouldxpected, is examined in the sections on
education and the middle class.

While comparative data needs to be explored, itiksly the case that this near
constancy is unusual, especially given the “buZzhe conventional wisdom that inequality
increases with growth and/or that Indian inequalias sharply worsened. An additional
result that emerges is that regardless of the indeed, consumption inequality in India,
adjusted with respect to national accounts, is aBOupercentigher than that as measured
by NSS. This is a large difference; unfortunatelyjnparable calculations for other countries
are not available and therefore it is difficultstate whether India’s inequality ranking moves
by much after the “matching” adjustments.

The next few sections discuss the possible reagmmthis striking result and also
introduce, and discuss, and interpret, the datar@sults on inequality in growth. A constant
level of real inequality is consistent with a myriaet of movements in the Lorenz curve.
Disaggregation by real growth on a percentile b@sisall that a Lorenz curve describes the
cumulative shares of income for percentiles) revpaltterns of growth at the micro level.

Table 3b: Real Inequality Indices in India, 1983-207/8
1983 1993/4 1999/00 2004/5 2007/8

NSS data - unadjusted original

Gini 0.304 0.284 0.298 0.313 0.312
Theil (mean log deviation measure) 0.153 0.132 ®.140.160 0.159
Atkinson (inequality aversion parameter=1) 0.142 12@. 0.136 0.148 0.147

NSS data adjusted to Natl. Accts

Gini 0.384 0.368 0.327 0.377 0.347
Theil (mean log deviation measure) 0.247 0.229 &.170.242 0.198
Atkinson (inequality aversion parameter=1) 0.219206. 0.163 0.215 0.180

Source: National Sample Surveys; all except 20aré8arge sample surveys

Inequality in growth

The Gini is a complex inequality measure — simpheasures include well known ratios like
the growth of the top 20 percent relative to thétdim 20 percent etc. In Bhalla (2002), a
method based on Kakwani was used to estimate tmenkzocurve for different years of

survey data. Repeating this procedure, real consamigvels (2004/5 rural Tendulkar prices
as the deflator) for each percentile are obtaifibgse data allow for tests of relative growth
in consumption at different levels of the distribut

Two sets of results are presented with regard ¢oatialysis of inequality igrowth.
The inequality pattern reported in Table 3 relatesnequality at a point in time; the main
interest in this paper is to evaluate the growtbeeiences among the poor and rich. This can
be evaluated by estimating growth inequality, acpdure which requires an estimate of the
growth differences at each percentile or ventilpdEcentile) level.

With these estimates, for a population of sizevith a sequence of valugsi = 1 ton,
the mean difference MD can be computed as:
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1 n n
MD = n(n—_l}zizl i=1 |y1' - yj|'

where yrepresents the growth in real consumption. If tleamdifference, MD, is divided by
the mean of the differences, one obtains the velatiean difference, and this can be shown
to be equal to twice the growth Gini.

Table 5 reports the three statistics (arithmeti@menean difference, and the relative
mean difference) for growth rates in different tirperiods. The most unequal growth
performance was between 1983 and 1993/94 — indeedGini reached its lowest point in
1993. The growth period 1983 to 2007/8 shows thsetraquality in growth rates — a Gini of
only 0.0579.

Table 5: Calculations of inequality in real growh (NSS unadjusted data)
Mean difference in Mean growth in

growth consumption (%) Implied Gini
Period
1983 to 2007/8 4.49 38.8 0.0579
1983 to 2004/5 4.44 28.1 0.0792
1983 to 1993/94 4.93 13.3 0.186
1993/4 to 2007/8 4.17 25.5 0.0817
Notes:

Charting growth inequality

The next few pages present resultsgoowth with the percentileas the unit of observation.
The poorest percentile has very little absolutesaomption level, the richest percentile a very
high level. Interest here, however, is in termg@wth. Discussions of inequality inevitably
centre around the phrase “the rich are gettingerictine poor are getting poorer”. This phrase
is not a reflection of inequality at a point in gmbut of change in inequality over time. And
change in inequality is nothing but an assessmémjrawth at each percentile level (the
Lorenz curve). So is it the case that the rateg@ivth of consumption of the poor have been
considerably less than the rates for the rich oasnconly presumed and believed? Or is it the
case that the rates of growth of the poor and itle have been the same, as a casual
inference of the data on trends in real inequalityld suggest? Or is it the case that the rate
of growth of consumption of the poor has been highan that of the rich? This last result is
possible and consistent with flat real inequalitipoth the poor and the rich grow faster than
the middle.

Various charts and tables outline the picture @wgh inequality. Charts 2a and 2b
reveal the growth in real per capita consumption dach ventile for the two different
estimates of real growth: unadjusted NSS data, 192®07/8 and NSS adjusted to national
accounts growth, respectively. Charts 3a and 3bateiine exercise for the growth according
to just the large sample surveys, 1983 and 200@4&. red horizontal line in each graph
shows the average gain, while each bar repredemtsctual growth for each ventile.

Chart 4 tries to assess as to how much better ditase bottom did relative to the top.
Rather than take the percentile growth for eaclegrgile, these charts are analogous to the
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mean difference estimate outlined above. In terfinh® MD formula documented earlier,

what is reported in Chart 4 is the differenceiand y when i goes from 1 to 50 and j goes
from 100 to 50.

The difference in growth data are organized as¥asl— the first percentile contains the
differencein growth rates of the first and 10@ercentile; the second contains the difference
between the™ and 99" percentile and so on. This chart is an indiretetapt at documenting

inequality in growth rates rather than the convardl method of documenting inequality in
levels.

Chart 2a: Pattern of growth in real NSS unadjustedconsumption, 1983 to 2007/8
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Chart 2b: Pattern of growth in real NSS consumptionadjusted to NA, 1983 to 2007/8
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Chart 3a: Pattern of growth in real unadjusted consimption, 1983 to 2004/5
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Chart 3b: Pattern of growth in real NSS consumptionadjusted to NA, 1983 to 2004/5
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Chart 4a: Pattern of growth in each difference perentile, 1983 to 2004/5
NSS data unadjusted
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Chart 4b: Pattern of growth in each difference perentile, 1983 to 2004/5
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NSS data adjusted to national accounts
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Percentile growth charts — an interpretation

Charts 2 and 3 reveal the same story — a U shapee avith both the bottom and top
growing faster than the middle, a pattern consistéth the constant inequality story noted
earlier.

Chart 4 reveals an even more equalizing patteegardless of adjustments to the data,
almost every percentile less than the mediaf' $@rcentile grows faster than its
corresponding richer percentile. Recall that theadae presented in pairs with the first
percentile figure representing the difference iovgh rates of the land 108, the second
the difference between thd%and 99" and so on. Somewhat surprisingly, the data show a
consistent pattern of each of the below median gropercentiles growing faster than the
growth experienced by their richer “cousins”.

Collecting level and growth results on inequaldpd trends in inequality

The results are consistent with the following th@mnclusions. First, that consumption
inequality in India is about 20 percent higher theamventional interpretations would
suggest. It bears emphasis that this higher ingguevel is derived after “matching” survey
expenditures to national account expenditures. ddjastment result suggest that a larger
fraction of expenditures of the rich are missedthg surveys. There are two kinds of
measurement errors that occur in sample surveyde(uthe assumption that the aggregate
indicated by the NA is correct). The first errordise to people being left out of the surveys
altogether; the second error is that those inclutethe surveys understate their actual
consumption. Regardless of the source or likelihobdach error, the adjustment procedure
results in an “accurate” reflection of the consuomptpattern of the entire population.
Unfortunately, this comprehensive measure of inkiyua not comparable to other estimates
of inequality in India or elsewhere. Only an analog “filling in the gaps” method for other
countries can makadjustedinequality estimates comparable.
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The second strong and consistent result is thatandigss of the data, or the
adjustments, or the inequality measure, real indiuan India has stayed constant over the
last 25 yearsGiven the robustness of this result, it is somegvdurprising that it hasn’t been
noticed enough, or discussed. This result is fahation of the new 2007/8 data analyzed in
this paper; nor is it a function of the “small sdeimature of the 2007/8 survey. The result
occurs with just the large sample surveys since3,1@®d for a consistent definition of
consumption (mixed recall, with most consumptioems as 30 days and durable
consumption as 365 days). Indeed, the result alsore for the traditional uniform recall (all
guestions pertaining to 30 day consumption).

The third conclusion pertains to growth inequalithese data on growth inequality
present a somewhat different picture than the @mopwisdom about inequality change in
India. According to the percentile distributiongrbwth, there is a pronounced trend towards
equality with the bottom 20 percent of the populatithe poorest, showing considerably
higher growth than the average, and the growth gntlea rich. These data strongly support
the inference and conclusion that whatever the egagsowth in India has been more
inclusive than heretofore believed.

How has this inequality not changing, or even imprg, result possible? It is if one
correctly interprets the large structural changeuaing in India. The determinants of
constant inequality, despite high growth, are exaahiin sections pertaining to education, the
middle class, and structural change. But first, s@imscussion of poverty trends in India.

Section 7 — Poverty Trends in India, 1983-2008

The results on consumption as well as educatiomualéy have been discussed. An
important attribute of inclusive growth is that ahde poverty be eliminated. Unlike the
name, the poverty line defining absolute povertyas absolute. The popular PPP $ a day
1985 prices international poverty line was equalP®P $ 1.27 in 1993, that being the
increase in the US price level, a numeraire foP&P calculations. But the 1993 poverty line
was PPP $ 1.08. Between 1993 and 2005 the US geitator increased by 28 percent; so
the new 2005 PPP $ a day poverty line should haea § 1.38 (1993 reference level) and $
1.75 (1985 reference level). The “official” WorldaBk estimate of the poverty line in 2005 —
PPP $1.25.

In contrast, the Indian poverty line has stayedstamt over time. Contrary to popular
belief, the Indian poverty line, like all povertings, is based on food consumption in a
particular year but nevarpdatedon the basis of food consumption. For example,Use
poverty line was based on a 1964 consumption bakkeas observed that the poor, defined
according to various characteristics, spent 33guerof their income on food. The updates to
the poverty line do not keep this ratio constané tipdates are based on movements in the
overall consumer price index.

The case of India is identical to the US. The ptywkmne of Rs. 15 per capita per month
in rural areas and Rs. 18 in urban areas, 1973icdsp was reached at after looking at food
consumption. This level of food consumption invalva certain number of ‘adequate”
calories. In the last 40 years, food consumptiotiepas have changed. As development
proceeds, in the first stage, the movement is feafarie rich foods (cereals) to calorie poor
foods (fruits and vegetables). Urbanization alsctadés less need for calories; and being
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better off means eating, out of choice, more expernsalories e.g. meat. So the poverty line
is not and should not keep constant calorie consompThe Indian poverty line is updated,
like in the US and every other country in the wpdd the basis of overall consumer price
indices, andhotfood or calorie price indices.

Until just a few years ago, the Indian poverty Iwas identical to the PPP $1.08
World Bank poverty liné.Recently, however, an expert-level committee hédseProf. S
Tendulkar submitted a report which effectively eaighe poverty line by about 18 percent
with most of the increase coming in the rural ardasr the new 2005 PPP data, the
Tendulkar poverty line is equal to PPP $ 1.12 pay, dome 10 percent below the new
international poverty line of $1.25.

Table 4a presents state level results for povertyje@asured by the NSS surveys and the
level of poverty according to the enhanced Tendubkeverty line; Table 4b reports identical
data for the old official poverty line. Poverty tlae has been near uniform across the states.
The average pace of decline has been 31 percepdangfs; the poorer Bimaru states show a
decline of 25 percentage points.

The results underline the dramatic improvementawepty alleviation during the recent
high growth period. Regardless of the poverty lised, or the region, poverty has declined at
about three times the earlier pace. For the olitiaffpoverty line, the head count ratio of
poverty declined by 0.9 percent a year for the twdwo year growth period of 1983 to
2004/05; in the subsequent three years the raleadine accelerated to 2.3 percentage points
(ppt) per annum. For the higher Tendulkar povertg,lthe rate of decline accelerated from -
1 ppt a year to -3.1 ppt a year.

Note that regardless of the poverty line used,pibneerty level in 2007/8 is about half
that prevailing in 1993. The level of poverty inaied by the 2007/8 NSS data is 14.8 and
27.9 percent, old and new lines respectively. To fese numbers in perspective, the
Millennium Development Goals target was to reacli tee 1990 level by 2015. The NSS
data suggests that the target was reached abataglel earlier. It needs to be emphasized
that these poverty figures are as the raw figurdgate i.eno adjustments have been made
to the NSS data

Earlier it was documented that the steep declinethe S/NA ratio was near
unprecedented, and disturbing. Given that over tm@fconsumption according to national
accounts is left out, it is reasonable to ask awltat a realistic estimate is of consumption
and poverty in India. If the growth rate in meamsamption is as per national accounts, and
the level of S/NA ratio is as per the 1987/88 dagaonly 78 percent, then about 33 percent
of increase in mean consumption is not presenhén2007/8 data. This extra 33 percent
would imply a Tendulkar line poverty level of lets&n 13 percent in 2007/8 and less than 5
percent poverty according to the official poveiityel What this suggests is that India needs
to both improve the collection of consumption datad to further increase the Tendulkar
poverty line by 25 percent. This new poverty linewd yield that about 20 percent of the
Indian population was absolutely poor. The bottoftin fcan and should become the new
norm of absolute and relative poverty in India.

" As discussed in Bhalla(2002), the Indian poveirg was very likely the basis for the internatiopalerty
line
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Table 4a: Poverty and poverty gap in states of Indi, 1983 - 2007/8

State

Andhra Pradesh
Assam

Bihar

Delhi

Guijarat

Haryana
Himachal Pradesh
Jammu & Kashmir
Karnataka

Kerala

Madhya Pradesh
Maharashtra
Orissa

Punjab

Rajasthan

Tamil Nadu

Uttar Pradesh

West Bengal
India

Poverty - Tendulkar line

Poverty gap

Percentage of population

Percentage distance from
line

1983 1993 2004

58.8 439 297

64.8 605 34.8

76 68.8 544
26 123 13

538 43 31.8
375 373 241

38.4 454 227
53.1 237 13

50.5 424 335
532 35 197

62.1 50.3 48.7
525 45 38

774 656 57.1
325 28 209

48 38.2 343

614 448 30

58.8 50.5 40.8
646 48.1 344

585 478 37.1

2007

18.8
27.3
48.5
7.3
21.2
18.3
12.4
6.6
15.5
10.2
37.4
23.5
45
16.7
29.8
14.7
37.4

26.9
27.9

1983 1993 2004 2007

283 23.1 23189
234 223 202 176
339 279 237 204
199 225 184 20.7
254 242 213 16.6
21.8 222 193 217

22 219 161374
19.8 15.8 13.8 .916
294 245 212 198
284 235 224 1538

29.2 2477 23138
309 26.1 247 217
379 265 27 20.5
248 19.1 178 159
274 208 184 16.3
33 252 199 174
285 248 221021

33 227 208 18.7
298 241 215 185
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Table 4b: Poverty and poverty gap in states of In@i, 1983 - 2007/8

Poverty - Official poverty line Poverty gap
Percentage of population Percentage distancelinem

1983 1993 2004 2007 1983 1993 2004 2007
State
Andhra Pradesh 30.1 185 115 55 28.7 26.4 29.8 .1 26
Assam 36.4 326 153 10.9 18.2 17.1 14.9 14.4
Bihar 59.3 499 333 27.9 28.2 22.3 18.2 15.7
Delhi 22 9.4 8.8 6.5 19.6 23.3 19.9 19.1
Gujarat 26 19 118 4 19.8 21 18.5 17.6
Haryana 179 19 9.8 8.9 18.7 18 16.1 16.1
Himachal Pradesh 16.3 19 6.7 4.1 19.7 17.7 13.3 2 13.
Jammu & Kashmir 221 6.7 4.6 0.9 17 14.7 15.8 22.7
Karnataka 359 264 169 8.2 28.6 27.2 28.3 28
Kerala 374 219 114 4.5 25.8 21.6 23.1 15.6
Madhya Pradesh 471 355 324 21.2 25.9 25 27.2 25
Maharashtra 36.4 30.8 253 14.3 23 25.7 29.5 26
Orissa 64.7 445 40.1 25.9 30.5 23.3 26.4 19.9
Punjab 126 8.3 4.9 4.4 21.7 15 134 10.1
Rajasthan 324 206 17.7 12.9 25 19.4 18.4 17.8
Tamil Nadu 493 311 173 9.2 29.3 25.4 20.7 20.1
Uttar Pradesh 443 36 255 21.4 24.9 21 19.9 175
West Bengal 52.2 31.2 205 14 29.8 18.3 16.7 14.7
India 416 304 21.8 14.8 265 224 22.3 19.7

How have different groups fared

Poverty levels and change for different socio-ecoicayroups are described in Table 5. The
group with the highest poverty levels are the saoledribes (STs). In 2007/8, nearly half
(45.3 percent) of the ST population was poor, caegbdo the national average of 27.9
percent. In 1983, more than 80 percent of this gnas poor. The rate of decline in poverty
of this group, at 5.8 percent per annum for themeperiod 2004-08 is theighestfor any
socio-economic group; for the longer 1983-2008qzkrpoverty in this group declined at 1.4
percent per annum, the highest for all groups ds we

Data on “who is where” in the distribution also gagts that growth has spread to all
sections of societgndthat there has been a fair degree of upward mpbitit1983, over 40
percent of SCs were in the poorest quintile (bot&ihpercent). This fraction had reduced to
35 percent in 2007/8. For the other group (non &y ST and non Muslim), there is an
increase in the fraction residing in the first qién— from 14.9 percent in 1983 to 17.3
percent in 2007/8.
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Table 5a: Poverty and poverty gap in states of Indi, 1983 - 2007/8

Poverty -Tendulkar line Poverty gap
Percentage of population Percentage distancelfnem
1983 1993 2004 2007 1983 1993 2004 2007

Social category
Dis-privileged 72.1 62.4 50.6 38.7 32.8 266 23.6 9.91
- SC 72.6 63.7 51 39.9 33.9 26.8 231 20.2
- ST 80.6 68.9 62.7 45.3 36.3 28 26.5 19.7
- SCST 75.2 65.3 54.1 41.5 34.8 27.2 24 19.9
- Muslims 64.8 55.6 43.6 32.6 28.4 254 229 20.3
Privileged 51.9 39.8 29.3 20.4 27.8 223 19.9 16.8
All groups 58.5 47.8 37.1 27.9 29.8 241 215 18.5

Table 5b: Poverty and poverty gap in states of In@, 1983 - 2007/8

Poverty -Official line Poverty gap
Percentage of population Percentage distancelinem
1983 1993 2004 2007 1983 1993 2004 2007

Social category
Dis-privileged 55.6 43 31.7 21.9 28.8 236 23.9 .520
- SC 56.1 43 30.6 225 295 24.2 23.3 20.5
- ST 62.8 46.3 39 23.4 305 237 25.3 19.5
- SCST 58.3 44 32.8 22.8 29.9 24 23.8 20
- Muslims 49.2 40.7 29.5 19.6 264 228 24.4 21.9
Privileged 34.7 23.5 16 9.8 247 214 21 18.6
All groups 41.6 30.4 21.8 14.8 265 224 22.3 19.7

Section 8: Direct Inclusive Growth Policies

There have been many public policy efforts to redutequality, and poverty, in India.
Prominent social interventions for inclusive grovpftograms have been food at subsidized
prices for the poor, reservations in education goib for the traditionally socially and
economically disadvantaged (the scheduled cast€s)(8nd scheduled tribes (STs)), and
food for work programs.

In 1985, Rajiv Gandhi, a young Prime Minister oflien (and son of Mrs. Indira Gandhi)
announced, after a daylong meeting with severalngobureaucrats from the Indian
Administrative Servick that he felt that Indian institutional non-growgloverty reduction
policies had failed miserably in reaching the pdarparticular, he concluded, based on
estimates given to him by the officers in the fidhdt only about 15 percent of every rupee

8 Another institution inherited from the British apatterned after the famed British Civil Servicet ¥another
example of high institutions in India and low ecomo performance.
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spent for the poor through various policies meantalleviate poverty e.g. the public
distribution system of food grains, the food forrwprograms etc, actually reached the poor.
He did not offer any evidence of the sort that eroists would require. The empirical
evidence available today would characterize Mr.dbaas a wild eyed optimist.

Table 6 documents some evidence on governancedia In 1999/2000. For a poor
country, food distribution is a very important paftgovernment policy to alleviate poverty.
The institutional mechanism set up by the goverrimenhe public distribution system
(PDS). This system requires an elaborate governmachinery to first procure grain and
rice from the farmers (cannot rely on individuakats or the market to procure food since
the market is a “bad” institution), then anothervgmment machinery to provide this
procured food to government “fair” price shops,nfrevhom the poor people buy food at a
discounted price. The poor people have to be isgssson of an identity card to make them
eligible to receive subsidized food. An elaborated &by all accounts a meaningful
institutional structure. Not obvious why this p@lishould be preferred to a policy that just
gives cash, or food stamps, to the poor. When askedndian authorities claim that cash to
the poor would mean liquor to the pdor.

Perhaps the authorities are right — the elabonrgtes most likely has a minimum of
“leakage”. Most likely the rich do not obtain thssibsidized food, and the poor cannot
purchase extra liquor from the savings made passiy all the food purchased at a
discounted price. However, in his 1994 study, Kidrikh found that, based on the 1986-87
NSS survey, “cereals distribution in the statesasparticularly targeted to the poor. In fact,
in almost all the states, persons belonging tdtieom 70 percent of the population get more
or less the same amourior every rupee spent less than 22 percent reaehptior in all
states, excepting in Goa, Daman and Diu where 2Bapaeach the podr (p. 14-15,
emphasis added].

Some fifteen years later, there is not much impmomat. According to the large
1999/2000 NSS survey, the proportion of poor hoalslshwho actually accessed rice from
the PDS was only 11.3 percent. In other words,hef ¢ligible poor population, only 11
percent was able to able to buy the subsidized Foe wheat, the proportion was even
smaller — only 5.7 percent. Further, only 29 percéthe wheat and rice that the government
claims it distributed via the public distributioyssem was actually distributed. This low
fraction means that 70 percent of the food is uoated for — not accruing to either the poor
or the rich.

The mid-day meal program for school children isambther government program with
considerable public support. Indeed, the governnmapbsed an education cess in 2005/6
and 2006/7. This additional tax revenue was meapravide for education for the poor, as
well as to expand school mid-day meal programs. WS data on mid-day meals is
revealing. The government claims that 99 milliohaa children were covered in 1999/2000,
and that 2376 million meals were delivered. Acaegdio NSSO, the success ratio, according
to either criterion, was less than 12 percent.

Yet another “in the name of the poor” governmerdgpam is to provide jobs to the
poor. This has recently been institutionalized he form of an “Employment Guarantee

° It is another story that there isn’t enough ligimindia to satisfy the demand emanating fromlheercent to
2 percent of GDP that India spends on its foodstebution policy.
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Scheme”, a program with annual expenditures of thvinals of 1 % of GDP. The first such
employment guarantee scheme was started in the eftdlaharashtra in 1973, so states and
governments in India have considerable experiemmk expertise with this government
program or “institution”.

The survey data, by definition, provides an estar@tthe number of jobs, the number
of meals, etc. Earlier, it was documented thatNB&O surveys were problematic in that less
than 50 percent of national accounts consumptios rgaorded. For a total consumption
estimate, these low ratios are a record of sarisgsross-country experience is tiretome
survey estimates tend to be in the 40 to 60 peregrge. Consumption is easier to track, and
such estimates are often above 70 percent.

It is also the case that recall of whether in thevipus week one had worked in an
employment guarantee scheme is likely to be motarate than what the total consumption
was during the previous week, or month, or yearw8ibe there is measurement error in the
NSSO estimates of food purchase, mid-day mealsyamkl in a public works program, it is
highly unlikely that the under-estimate is as laagea hundred percent i.e. a capture ratio of
only 50 percent. But what the NSS data show isithaeveral programs, the capture ratio is
considerably less than even the extreme 50 peraadtthat often these ratios are less than
the Rajiv Gandhi Index of inefficiency of 15 perten

Table 6: Governance in India, 1999/00

Rajeev Gandhi index
Service delivery Government NSSO  of govt. efficiency

Public distribution of food
% poor household accessing rice 11.3
% poor household accessing wheat 5.7

Consumption of PDS
Wheat and rice distribution via PDS 101.8 29.2 28.7

Mid day meal program

No of children covered (in millions) 99 9.7 9.8
No. of meals delivered (in millions) 2376 266 11.2
Employment programs

Man days created, (crores) 54.7 32 58.5
Employment, poor (crores) 7.8 14.3

Source NSSO consumer expenditure survey 1999/00; var®ogernments of India documents on
public programs.
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NREGA 2007/8 — An evaluation

The traditional “food for work” program in India waechristened and replaced by an Act of
Parliament. Employment became a right and the Nati®Rural Employment Guarantee
(NREGA with the A for the Act) was launched whee fhresent government headed by Ms.
Sonia Gandhi and Dr. Manmohan Singh came to poadtay 2004. This Act promised to
provide jobs for at least 100 days to at least meenber of each poor household in rural
India. The job was meant to build rural assets itkgation canals, roads, sanitation, water
supplies, etc. For the current fiscal year, clasB$. 40000 crores (or $ 10 billion) have been
allocated to this program.

The food for work program which this program replddrad been subject to criticisms
of corruption and fake payments. People who didexatt were receiving payments. One of
the main architects of the NREGA program, Jean &reaote an op-ed in 2007 entitled
“The Loot for work program”. To date, very few aysis of NREGA exists, and none based
on an independent evaluation. NCAER, for examplghlished a detailed analysis of
NREGA till 2008/9, but this was based on officialcdments about NREGA emanating from
the Ministry of Rural Development (MRD). These downts present a very robust picture
of the efficacy of the NREGA program with all objees met, etc.

Some verification of the claims made by the MRDW@WHWREGA is possible. The NSS
employment and unemployment survey for 2007/8 fasrcsuch surveys since 1983) has the
following question answered for each member by ashbold: “How many days did you
work in the preceding week, what was the naturthatf work, how many hours did you work
each day (half day or full day), and what wagesyaid receive”. The nature of activity in
each job could be self-employed, unpaid family veorkvorked as a regular salaried/wage
employee etc. One specific category, numbered glZeserved for “worked as a casual
worker in NREG public works”.

In 2007-08, the government spent Rs 10,800 croldRBGA and created according to
the NSS a total of 492 million person days of emplent. At the average wage of Rs 77.85
reported by the NSS, that's a total wage bill of 33833 crore. Yet, going by the NREGA
norm of a 70% wage component, the government shoaNé given out Rs 7,560 crore as
wages. So, the net effectiveness of the programae just above 50%. Poor households
accounted for less than a third of all person daysployment provided by the government.
So the Rajiv Gandhi index was less than 18 percent.

The present NREGA program effectiveness can be aosdpwith the earlier non-
NREGA food for work program in 1999/00. In that y€¢aable 11), the government claimed
that 55 crores of employment was created; NSS fdatthat year suggest that job creation
was of the order of 32 crore man-day’s. On a singflectiveness basis, this would suggest
that the program had an efficiency rating of 58dscpnt. However, the NSS data also
indicates whether the people working in food-forrkv@programs were absolutely poor. Of
the 32 crore job-days, only 7.8 crore accrued &opbor. This gives the efficiency rating of
only 14.3 percent (given as the ratio of 7.8 to7h4The journey from food for work to
NREGA over the last decade has marginally incredlsedargeting from 14 percent of the
population to 18 percent.

Three different government programs — food subsidie 1984/85 (the Kirit Parikh
study), food for work scheme in 1999/00 and NRE@GAR0D07/8 — suggest an efficiency less
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than 22 percent (PDS) and in recent years arourpefdent (average of 14 and 18 percent).
Could this money be better spent, and targeted?

Poverty Removal with Perfect Targeting

Given the inefficiency and ineffectiveness of gaweent programs to remove absolute
poverty, there is a theoretical calculation of somlevance. If the assumption is made of
perfect knowledge and perfect targeting i.e. theegament knows who exactly is poor and
by how much (the poverty gap), then the total teecal cost of poverty removal can easily
be calculated.

This is done in Table 7. The poverty gap estimatesavailable from NSS data itself.
The data for 2009 onwards are “estimates”. Regssdléhe cost of poverty removal is
shockingly low — at least shocking with respectthie expenditures on policies oriented
directly towards poverty removal e.g. PDS, NREG&tifizer and kerosene subsidies, etc. In
1983, it would have cost the government of India R®00 crores, or 7.8 percent of GDP,
for full poverty removal. In 2007/8, at the time tife full launch of just the NREGA
program, full poverty removal would have cost RA@0 crores, or just 0.9 percent of GDP.
Four years of 7 percent per capita per year grqathan increase in average incomes and
consumption of close to 30 percent) should bring Tendulkar poverty level down, on a
conservative basis, to only 19 percent poor. Thosildl imply that the cost of full poverty
removal in fiscal year 2011/12 is only Rs. 39,000res, or only 0.43 percent of GDP.
Interestingly, the amount is equal to the estinshjest one government program, NREGA.

Table 7: Cost of poverty removal in India, 1983 - @11/12
1983/84 1993/94 2004/5 2007/8 2009/10 2011/12

Population (in mil) 723 892 1089 1138 1176 1200
Percentage poor (Tendulkar line) 58.5 47.8 371 927. 235 19
Poor Population (in mil) 423 426 404 318 276 228
Poverty line (Rs. Per month) 114 271 488 591 723 6 88
Percent poor gap 29.8 24.1 21.5 18.5 18 16
Cost of removal of poverty with

perfect targeting (000 cr) 17 33 51 42 43 39
Nominal GDP (000 cr) 221 866 3130 4700 6539 8974
Perfect targeting (% of GDP) 7.80 3.86 1.63 0.89 660. 0.43

Notes: All data for 2009 and 2011 are estimates

Section 9:Education —The instrument of inclusive growth

The lack of a significant inequality increase indim is unexpected, but some
explanations are possible. Human capital is a nmatjobute of income and consumption for
a vast majority of the population. What has hapfdemeer the last twenty years is a manifold
expansion in schooling. Today, over 93 percenthdficen in rural India ages 5-14 are going
to school; the proportion thirty years ago was thess half this number. Education, or human
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capital, is a major asset of the non-rich and arcgessful development process ensures that
education attainment spreads.

Education inequality indices also have a builtguaizing quality. The rich always had
education, and it is unlikely that their level afueational attainment ever goes significantly
past 16 or 17 years of schooling. But the not-paobceed from one or two years of average
schooling to, over time, at least 12 years of sthgoThis transformative process occurs in
all countries and maybe is one important reason tey Kuznets inverted U curve of
inequality has not received confirmation from mdsteloping countriéS. To be sure, after
level convergence with the rich, quality consadiems come into play, considerations that
can lead to a worsening of inequality.

Table 8 presents data on educational inequalityinoia. For each person, schooling
attainment levels are computed and the Gini indalcutated. The results are strikingly
uniform — whether males or females, urban or rlvdia, there has been nearly a 30 percent
decline in inequality. From a level of 0.71 in 198&%lucational inequality has steadily
declined to 0.52 in 2007/8.

Table 8: Education Inequality in India - 1983-2007

Year India Rural Urban Female Male
1983 0.71 0.76 0.56 0.79 0.63
1993 0.66 0.69 0.53 0.73 0.59
2004 0.58 0.62 0.47 0.64 0.52
2007 0.52 0.54 0.42 0.58 0.46
% change

1983/07 -27.3 -28.4 -24.5 -27.2 -27.1

Source: NSSO employment-unemployment data, differears

Thomas et. al (2001) present data on the educ@&ionfor a large set of countries for
the time-period 1960 to 2000. Their estimates fgpydation above 15 years of age are near
identical to ours. Interestingly, the rate of charaj educational inequality that the authors
observe for China for the period 1980-2000, (-.8fcpnt per annum), is near identical to the
rate of change observed for India (-.89 percertjs Pplaces both countries in the top two
thirds of developing countries (in terms of edumatiGini decline). The above data for
population ages 8 and above shows education inggiralndia, which is declining at a rate
of 1.27 percent per annum.

Education very likely is the story of inclusive grn in India. Table 9a presents
educational attainment and youth literacy (defiasdindividuals in the age group 8 to 24
with at least 2 years of schooling) data for thiéedent states of India for 1983 and 2007.

191f the formerly socialist transition economies avecluded (formerly Soviet Union, China, Laos, Cadia
and Viet-Nam) then there are very few regions aodntries revealing a significant increase in inditpa
besides those in the Anglo-Saxon developed world.
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Also reported is the important ratio of girl/boyuedtional attainment. A number close to 100
percent is indicative of zero gender bias. On &india basis, there was considerable gender
bias in India in 1983 with girls attaining only @@rcent of the levels achieved by boys. In
2007, that number had reached 89 percent — nealityqiresults are also presented for the

aggregate of poor Bimaru states. Gender equalithese states is very close to the overall
national average.

Table 9a: Progress of Youth Education in India, 198 - 2007/8

Years of Education (ages 8-24) Literacy (% gfydation)
% %

State 1983 2007 change Female/Male 1983 2007change Female/Male
Andhra

Pradesh 3 6.6 58 86 51 88 64 90
Assam 4.5 6.5 77 95 73 94 84 99
Bihar 2.6 4.6 40 77 43 76 45 81
Chhattisgarh 5.7 91 91 95
Delhi 6.4 7.7 92 94 83 94 90 97
Gujarat 4.1 6.6 68 90 68 92 73 93
Haryana 3.7 6.9 49 93 61 92 53 92
Himachal

Pradesh 4.7 7.6 72 101 78 98 76 98
Jammu &

Kashmir 3.4 6.5 58 87 54 90 60 91
Jharkhand 5.6 82 85 87
Karnataka 3.8 7 70 96 60 92 75 96
Kerala 6.6 8.2 98 105 95 99 97 100
Madhya

Pradesh 2.9 5.8 52 87 52 90 54 92
Maharashtra 4.6 7.5 70 96 73 96 76 97
Orissa 3 6 58 87 54 86 63 88
Punjab 4.3 6.9 87 104 70 91 87 98
Rajasthan 2.6 5.6 34 76 45 83 37 81
Tamil Nadu 4.4 7.7 72 99 73 98 76 98
Uttar Pradesh 3.1 5.6 45 90 51 83 50 90
Uttaranchal 6.5 97 91 97
West Bengal 3.7 5.9 74 93 63 90 78 95
All-India 3.6 6.3 63 91 60 89 67 92
Bimaru states 2.9 55 44 85 49 83 48 88
Small states 5.1 7.5 79 98 77 96 78 94
North East 4.5 6.7 84 98 78 97 88 98

Notes: Bimaru states refer to the aggregate optiwe states - Bihar, Madhya Pradesh, Rajasthatu&énd
Literacy is defined as greater than or equal toyears of education

Educational expansion in India is expected to sxeeral multiplier effects. Expansion
and equality of female education is expected t@lacate the process of women entering the
labour force and of further declines in fertilififhis is a virtuous circle — girls get educated,
they demand and are expected to work, their fertiktes decline, the development of the
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middle class gets accelerated, which further erdgrice growth process. This makes the
growth process inclusive.

Disaggregated data also shows that educationahsipahas been higher among the
dis-privileged communities. Scheduled castes ($@)szheduled tribes (ST) jointly show an
increase in educational attainment of 144 percetwden 1983 and 2007/8. (Table 9b). The
increase for the entire population: about half peecentage gain of the SCSTs, 75 percent.
Also reported is the increase in female/male edwwmal attainment. While “all groups”
increase this ratio from 63 to 91 percent i.e. 028, for every 1 year of schooling a boy
completes, girls complete 0.91 years, the SCSTmshwws a larger rate of increase, from
45 to 86 percent. The story is the same for alldiseprivileged communities - rapid growth
in mean years of schooling and catch-up by femaleslucation attainment. It is very likely
that at the period of writing (March 2011) thergasity in the educational attainment of boys
and girls. The recently released ASER data on diuncan rural India is consistent with the
conclusion that girls and boys today enjoy neamakqducation in India.

None of the above statistics control for an imputrtattribute about education — its
quality. It is very likely that the quality gap beten the rich and the poor has not diminished.

Table 9b: Youth Educational Attainment, 1983 - 200/B

Relative female/male education
Average years of schooling (in %)
1983 1993 2004 2007 1983 1993 2004 2007

Social category

Dis-privileged 2.5 3.4 5.4 5.5 519 64.7 82.8 88.1
- SC 2.5 3.4 55 5.7 46.5 604 80.8 88.3
- ST 2 3 4.9 5.3 436 575 79 80.8
- SCST 2.3 3.3 5.3 5.6 454 594 80.2 86
- Muslims 2.9 3.7 5.4 5.4 64.4  75.8 88.9 92.2
Privileged 4.3 5.2 6.9 6.8 66.8 77.2 87.6 92.7
All groups 3.6 4.5 6.3 6.3 628 734 85.8 90.8

Notes: Youth defined as those between 8 and 24 year

Section 10: The Driver of Inclusive Growth — The Mddle Class

Apart from traditional determinants of growth, laibcand capital, economists have added
some new growth drivers. Prominent among the ngMaeations is the hypothesis that good
institutions lead to higher growth. In Bhalla (200@ “new” hypothesis was tested: that
rather than institutions, the middle class was ampartant determinant of growth
accelerations.

By definition, the middle class are not the poard aot the rich. The middle class is a
sense of values, an indicator of aspirations, &bal “law and order”. In contrast to the
landed industrial elite, the middle class comprisesdividuals who made money the old
fashioned way — by earning it. Thus, it is logiealfor the middle class to believe in the
opposite of what the traditional elite believes.dtvn self-interest demands an increase in its
own welfare, but its gains can come only from aemgpen economy, from fewer controls on
its own enterprise, from more economic freedom.sThiie middle class and the traditional

30



elites demand opposite “rules” of behaviour, oposistitutions. In this battle, the middle
classhasto win out. Due to sheer size of its numbers oif the logic of its position. This is
why “good” institutions, and development, are inalle. Institutional developmemd the
development of the middle class.

Especially institutional development pertaining #zonomic freedom. There are
numerous instances in history (Korea in the 19@0dge in the 1970s and 1980s, China in the
1990s and today) when the middle class shied aveay iemanding what it believed in the
political sphere. For it, merit based economic glgwhich enhanced its own relative value,
was at a lexicographic premium to everything elSed merit can only be enhanced by
increases in both the quantity, and especiallygtinaity, of education. But extra education is
no good in a feudal, closed economy. Therefore, ninddle class is at the forefront in
demands for opening up the econor8y. economic freedom, in all its manifestationshés
first demand of the middle classfter such demands are near fully met, does tidelle class
turn its considerable clout and attention to dermmapdmprovements in the political
institutions landscape. The rise of the middle <lagves rise to institutions; hence,
institutional development most likely follows econic growth.

The Middle Class Line

The definition of middle class used in Bhalla (2p@as the followingthe middle class line
for all countries and all times corresponds to theome level corresponding to the poverty
line in the rich, developed OECD world.weighted average of these poverty lines is adoun
PPP $8.2 per capita per day 1996 prices or PPP3016R010 prices for a family of fotir
This is the beginning of the non-poor in the degelb world and the beginning of the non-
poor is also the beginning of the lower middle slaBhe beginning of the rich is defined to
be 10 times this level or approximately $ 160,000& family of four. A decline in absolute
poverty and a rise in the middle class are two tedlabut different aspects of the
transformation in any economy.

This (Bhalla) definition of middle class is simplstraightforward, and unlike other
attempts, absolute. Note that these are the saweéslen US dollar prices since one US
dollar, by definition, is equal to one PPP dollaaay point of time. The definition says that
once an individual’s income is more than PPP $ 4008ar, then that person has just crossed
from being poor to being non-poor — or from poob&ing thebeginningof the middle class.

Once a middle class definition is obtained, theifb@gg of therich class should be a
straightforward matter. It is, but the definitioa also arbitrary. There are no accepted
definitions of the rich though a reasonable stgrpoint (and one used here) is that the rich

M poverty lines have conventionally been defined983 PPP per capita per day terms. In the US pthigrty
line was equal to $ 10.4 per capita per day; irada.4 dollars, and in Germany 6.7 dollars a dde
population weighted average of the poverty line©BCD economies: PPP$ 7.7 per capita per day. 96 19
prices, this becomes $ 8.185 per day. Note thatWeld Bank has set the poverty line for developing
economies at $ 1.08, so the middle class definisoapproximately 7 times the developing countryqrty
level.
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have a starting level of income thateés times the starting level of the middle class. 01 @
prices, this is conveniently at $ 40000 per capéayear.

In 2010 rupees, the middle class line for Indi&ss 3840 per capita per month or for a
family of four, Rs. 1.8 lakhs a year. On a per taper day basis, the Tendulkar poverty line
in 2010 would be approximately Rs. 25; the middlass line, Rs. 121. Those earning
between Rs. 25 and Rs. 121 per capita are non-ppadndian standards but poor by
developed country standards. Conceptually, thithés region where consumption is still
oriented towards basic consumption — towards béitat, better housing, and the beginning
of better education and health. In terms of bdtied, there is movement away from calories
to proteins, from cereals to fruits and vegetaldesl milk. In this region of income,
participation in consumption of international goasismall.

This definition of the middle class helps explamwth (see below) and helps explain
foreign investment in an economy. Such investmentpiimarily for the purchase of
international goods, and hence foreign investmemtttracted to countries where the size of
the middle class begins to approach and excee@rb@m. An international middle class line
also helps explain attributes of the middle clasdiiferent parts of the world — its education
levels, its choice of professions, and its choiteamsumption goods. Most importantly, the
mid(ige class is about a change in values, an at&riboted by Aristotle some 2500 years
ago:

Table 10 presents estimates of the middle clasallithe states of India. Data are
presented for four years — the beginning of therrefperiod 1993, 2004 and projections for
2009 and 2014. The NSS surveys, along with the NRAktome and Expenditure surveys
for 1994/95 and 2004/5 are spliced together to farmonsistent set of estimates for the
middle class level in different states. As notediea a troublesome aspect of the NSS data is
that these data fail to capture more than halhefactual consumption (as estimated by the
national accounts). The NSS based consumption &stshare therefore “adjusted” to match
the national account estimates of income and copsam

At the time of the reforms in 1993, less than 1Eceet of the Indian population was
middle class. This fraction has expanded in a mweal fashion since then, and this trend is
expected to continue for most of this decade. 1692@he share of the middle class had
reached 47 percent.

The All India data in Table 10 also presents edixnaf the “elasticity of middle class”.
Parametric estimation allows one to estimate thegoeage change of the fraction in middle
class with the percentage change in average inchhe.elasticity is a guide to what one
should expect to happen with an increase in oveslicapita growth. The all India estimate
for 2009 is 0.37 — this suggests that with eaclerégnt increase in GDP per capita, the size
of the middle class should increase by about 2r6eme per year. Note that the elasticity
estimate for 2014 is considerably higher at 0.6% tneans that the gap between the non-
middle class and the middle class line has narroseethat future gains in the middle class
will be “easier”.

12 See Bhalla (2002, 2007) for detailed exploratiofthe middle class
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Table 10 : Evolution of Middle Class and how it migpt change, 2004-14

Percentage of Middle Class in Elasticity of Middle Class

Population

State 2004 2009 2014 2004 2009 2014
Andhra Pradesh 225 45 57.5 0.11 0.64 0.71
Assam 25.2 49.9 56.4 0.02 0.78 0.76
Bihar 11.7 25.9 42.1 0.35 0.11 0.71
Chhattisgarh 17.7 26.7 33.8 0.04 0.40 0.15
Delhi 53.6 81.7 86.8 0.59 0.05 0.72
Gujarat 31 56 66 0.39 0.63 0.73
Haryana 36 61 68 0.29 0.81 0.67
Himachal Pradesh  48.3 73.6 80.1 0.43 0.05 0.54
‘l]("’,:;:"n‘]’ir& 30.5 63.2 76.1 0.81 0.98 0.46
Jharkhand 22.4 37.7 55.3 0.21 0.02 0.71
Karnataka 24.5 42.5 51.5 0.23 0.18 0.65
Kerala 435 69 80.5 0.57 0.02 0.56
Madhya Pradesh 155 32 43.5 0.18 0.32 0.62
Maharashtra 32 495 58.5 0.42 0.10 0.61
Orissa 13.1 26.2 31.7 0.05 0.35 0.38
Punjab 39.5 64.5 76.5 0.27 0.69 0.72
Rajasthan 22 44 63.5 0.44 0.10 0.94
Tamil Nadu 25 46 58.5 0.17 0.49 0.76
Uttar Pradesh 18 355 55.5 0.37 0.04 0.84
Uttaranchal 22.2 47.8 60 0.07 0.56 0.76
West Bengal 24.5 39 51.5 0.08 0.50 0.67
India 26.2 47.1 70.2 0.29 0.37 0.65

Note: 1) Elasticity of Middle Class measures thecpntage change in the fraction of the middlescigish
each 1% change in average incomes
2) 2014 data are projections based on per capita @Dwth of 7% per year for the next five years.

Sustainable inclusive growth

The poverty line for the developing world is apgroately PPP $ 1 a day. The poverty line
in the developed world is PPP $ 10 a day. In otierds, a poor person in the developed
world is about 10 times richer than her counterpathe developing world. What happened
during the 1980s and 1990s was that there wasanitadtmovement of the Indian population
from below the poverty line to above the internagiopoverty line i.e. above $ a day but
considerably less than the Western poverty lin®PBP $ 10 a day. The pace of expansion
above the middle class line has been recent anttident with an acceleration of GDP
growth.
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The most asked question about Indian growth is kdrethis recent acceleration or
higher level of growth is sustainable. The impoctarof this question cannot be under-
estimated. It affects monetary policy (should iestirates be raised to prevent “overheating?)
and social policy (is the Naxal Maoist movemenelykto succeed because the poor are not
benefitting from this high growth?). Most of thesdussion in this paper suggests that the
nature of growth in India has been broadly of theusive variety — poorer states are now
growing faster, the poverty levels of the poorastugs is dropping faster, the Millennium
Development Goal of less than 15 percent poor kas beached a decade earlier than 2015,
real inequality has stayed constant, educationldetvave vastly expanded, and the middle
class has increased to more than 40 percent qiapelation.

But what about the future? Is 9 percent GDP grawtimdia the new normal? And will
this growth be equally inclusive? One attempt & tbrecast, and an explanation of the past,
is to examine the determinants of growth in théedént states of India.

The model is straightforward — relate future growdhpast or initial levels of poverty
and/or the middle class. Towards this end, the-per@od 1980 to 2010 is divided up into
five-year periods, and the question asked is whedkelines in poverty levels, increase in
educational levels, and/or increases in the mididlss have any effect on future growth? For
each period, the dependent variable per capitaniecgrowth) is the average for the period
subsequenfour year period. For example, the data for 198@ld have log initial per capita
income for 1980 and income growth for the yearsl1i®31984.

Table 11 presents the results. All the three vagab initial (log) income, initial middle
class, and initial education are significant inlexpng state level growth in India. The broad
results are as follows: each 10 percent rise inntidglle class leads to an increase in GDP
growth of about 1.4 percent. Each 1 year increase/érageeducation of those in the age
group 8-24 leads to a 2.25 percentage point iner@asGDP growth. Male and female
education seems to have equal effects on per cgpmtath, but male education is more
significant when both female and male educatioriratee equation.
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Table 11: Explaining Growth in India - State data,1980-2009

(Dependent Variable: Five year per capita incomevgh)

Model 1 Model 2 Model 3
Log (Initial) Per Capita Income -11.0%* -10.7%** =11 2%
(-7.80) (-7.52) (-7.81)
Middle Class (% of population) 0.14*** 0.13*** 0.15***
(4.88) (4.39) (4.77)
Education (mean years)
All 2.68***
(5.7)
Male 2.00*
(1.82)
Female 2.26%** 0.82*
(7.13) (0.98)
# of states 24 24 24
# of observations 143 143 143
Adjusted B 0.4874 0.4757 0.4859

Note that the determinants are initial values lag@ige years. As such they are
exogenous to the growth process, but are suggesfiae growth process that ensures a
feedback from inclusion to growth. An increase thaling is almost always due to
expansion of schooling at the lower end of theridbistion. A large part of the increase in
schooling is due to a relative expansion of gilaing. In the early 1980s, a girl had less
than half of the educational achievement of a bory2005, this ratio had increased to 70
percent and today, circa 2010, is likely to be atb@B0 percent. Average educational
attainment has increased at the rate of 0.1 yemis gear for the last 25 years; for the last
decade, this increase has been closer to 0.15.

Section 11 — Some explanations, and simulations

If the model results are taken at face value, shiggests that each year will add about 0.45
percent to GDP growth. But catch-up consideratiwiislead to a decline in growth rate of
about half this magnitude resulting in a net inseeaf about 0.2 to 0.3 percent per year.

The previous sections have documented the radieaiges that have taken place in the
Indian economy over the last twenty-five years.afge part of the initial transformation of
an economy is accounted for by the movement ofuabat of agriculture. The poor benefit
the most from this transformation — and the largemgh changes at the bottom end provide
testimony to this occurrence.
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The process of growth, inclusion, and transfornmatibthe Indian economy can also be
illustrated by the changing nature of employmentha poor. Essentially, the process of
change has meant the following — as growth occamsg, accelerates, there is demand for
workers outside of agriculture. In 1983, 73 perceihitnale SCs worked in agriculture; in
2007, this fraction was down to 62 percent. (Tal®2a) Similar declines are observed for
other groups. More revealing is the pattern of ewyplent for “unpaid family labour”
working in agriculture. A conventional expectatimould be that this fraction declines with
growth. This is not supported by the data. Instesdat one finds is that this fraction
increases; for example, amongst SC males, onlp&.&nt worked as unpaid family workers
in 1983; for the last decade this fraction has bdese to 10 percent. For non-SC, non-STs
(primarily land owning OBCs) male workforce as uidpabour has increased from 14 to 22
percent. A similar story exists for female workers.

Additional support for outside agriculture labous provided by the data on
construction. Some authors have argued that theG¥Rjgbs program has helped to bolster
real wages. Most likely, real wages in the ruralaarhave risen because of increased demand
for unskilled (and skilled) labour. In 1983, 3.7@ent of SCs and 2.3 percent of non-SCST'’s
worked in construction. By 2007, more than 5.5 petof SCs were engaged in construction
work; in the case of non-SCSTSs, the share had jdmpenore than 9 percent. And within
construction, in parallel with the findings for Wil agriculture, the share of unpaid labour
has also risen reinforcing the inference that tidian labour market has become “tight” in
recent years.

Table 12a: Changing pattern of Indian workforce, agiculture, 1983 - 2007/8

Males Females
% of % of workforce % of % of workforce in
workforce in in agriculture as waorkforce in agriculture as family
agriculture  family workers  agriculture workers
1983
Scheduled Tribe (SC) 81.4 12.7 87.2 45.7
Scheduled Caste (ST) 73 6.6 79.7 19.1
Non SC, Non ST 69.2 14.1 79.5 42.8
1993/94
Scheduled Tribe (SC) 78.9 15.4 86.3 47.9
Scheduled Caste (ST) 71.1 9.5 80.1 26.6
Non SC, Non ST 66.8 194 78.4 50
2004/05
Scheduled Tribe (SC) 74.9 17.1 84.9 a7.7
Scheduled Cast (ST) 61.9 11.8 80.7 32.2
Non SC, Non ST 62.2 23.5 78 53.4
2007/08
Scheduled Tribe (SC) 74.7 17.7 84.8 49.9
Scheduled Caste (ST) 61.7 9.8 77.6 26.8
Non SC, Non ST 64.8 21.6 77.2 51.4
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Table 12b: Changing pattern of Indian workforce, castruction, 1983 - 2007/8

% of % of workforce in % of % of workforce in
workforce in construction as  workforce in  construction as family
construction  family workers construction workers
1983
Scheduled Tribe (SC) 3 3.8 1.4 12.4
Scheduled Caste (ST) 3.7 0.9 0.9 0
Non SC, Non ST 2.3 2.2 1 10.8
1993/94
Scheduled Tribe (SC) 4.6 3.8 15 19.9
Scheduled Caste (ST) 5.5 15 1.1 8.3
Non SC, Non ST 2.9 2.4 0.5 14.4
2004/05
Scheduled Tribe (SC) 3.2 9.7 1.8 58.3
Scheduled Caste (ST) 5.3 8.9 15 43.7
Non SC, Non ST 9.3 12.2 3 57.3
2007/08
Scheduled Tribe (SC) 2.9 10 11 355
Scheduled Caste (ST) 5.6 8.5 1.6 41.8
Non SC, Non ST 9.3 11.8 2.7 47

For the better part of the last decade, the Ind@momy has grown at a rate above 8
percent per annum. Most observers have been sakgptind in recent years the sustainability
of this growth is increasingly being questionede Teduced form determinants of growth
model can be used to both project the likely pattdrfuture growth, and to test whether the
inclusive nature of past growth is likely to leadfaster or slower, growth in the future. The
model presented earlier argued that past and lagglees of the share of the middle class
and education has an effect for subsequent grolitis. model was estimated for five year
periods from 1980 to 2009. The initial values f0A@ can be used to forecast growth for the
subsequent four years, 2011 to 2014.
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Table 13 reports the values for the various detegints, and the projected growth, for
all five year periods since 1980. The data are gmiesl for the Bimaru+ poor states
(comprising of Bihar, Madhya Pradesh, Uttar Prad€sissa and Rajasthan) and the rest.

Table 13: Determinants of Growth in India: 1980 - P14

Non-Poor States

Initial Education Initial Share of Initial per Per Capita Model
Year (in years) Middle Class (%) Capita Income  Growth prediction
1980-84 3.9 0.4 8103 2.4 3
1990-94 4.9 12.1 10938 4.2 3.6
2000-04 6 28.6 16317 4.4 4.7
2010-14 6.9 56.5 26903 5.2
Poor States

Predicted

Initial Education Initial Share of Initial per Per Capita Growth Actual
Year (in years) Middle Class (%) Capita Income  Growth Model
1980-84 2.6 0.1 5431 1.6 3.1
1990-94 3.5 3.5 7331 0.3 2.9
2000-04 4.3 12 8103 3.1 5
2010-14 5.6 35.1 13359 6.5
All India

Initial Education Initial Share of Initial per Per Capita Model
Year (in years) Middle Class (%) Capita Income  Growth Prediction
1980-84 3.4 0.2 6634 2.1 3
1990-94 4.2 8.3 8955 2.5 3.3
2000-04 5.2 21 12088 3.8 4.8
2010-14 6.3 46.6 19930 5.8

Note: 1) Poor states comprise of: Bihar, Madhyadsh, Assam, Orissa, Rajasthan & Uttar Pradesh.
2) Initial refers to the beginning year of the ransgtated in column 1

3) Real income is in 2004-05 rural prices

4) 2010-14 are forecasts based on historical values

The Bimaru+ states accounted for close to 50 pér(estually 45 percent) of the
population in 2010. The history, and forecast, am®d in Table 13 is illustrative of the
synergistic process from inclusion, to growth, toreninclusion. The poorer states have
larger expansions in education and the middle clagse larger expansions generate faster
growth. Until the 2000-2004 period, the poorerestalso grew at a slower rate — about 0.5 to
1 percent slower. But since 2005, the poorer staees been growing faster, and faster at an
average of 1 percent per annum. This extra paceldipersist for most of the rest of this
decade i.e. the inclusive growth pattern, withpberer section growing faster than average,
is likely to continue.
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Section 12 — Conclusions

This paper has attempted to investigate severactspf the “inclusive growth” story in
India. The high growth phase started in India i@ 1980s and appropriately the reference or
benchmark year of investigation is 1983. The lastryfor which household level data exists,
and is examined, is the B4ound of the NSS, the survey period being frony &l2007 to
June of 2008. Data for two separate surveys, thewuoer expenditure and employment and
unemployment survey, are examined for this yeae macro-economic data examined has
been updated to 2010/11, with estimates for tHeyaar.

The major result emerging from the analysis is tdahfFirst, the Indian experience for
this long 30 year period is one of genuine incle@syrowth, and inclusive growth in most
dimensions considered. The dual side of this rasuhiat government policy, particularly in
the form of poverty alleviation, has been singylarieffective in generating the inclusive
growth outcomes.

The findings in this paper answer some questions, i@ise several others. The
surprising inclusive nature of growth in India safor a deeper examination. Transition
matrices for the different social groups need tekamined further; what role has migration
played in balancing the forces of supply, demandgd anclusion? Further, both an
examination of past effectiveness of governmentd, and the need for a changed role and
focus of such efforts need to be explored. Giverh #ven according to the recently increased
Tendulkar poverty line (close to the recently ims®d World Bank poverty line of $1.25 per
capita per day) poverty elimination with perfeatgeting will cost less than 0.6 percent of
GDP, the question for Indian policy makers, andyasts, is whether instead of more poverty
reduction programs, hasn’t the team come to furnth@ease the poverty line, and to change
the focus to more efficient targeting methods?
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Appendix | — Matching NSS consumption to National &Acounts consumption

The objective is to use NSSO survey data for 27omepnsumption items and match, item
for item, these estimates with data available itional accounts under the heading of
personal final consumption expenditures. The methad to “blow up” the survey based

estimates to the NA means for 27 major consumptiems. This means that if a person
consumed X percent of the survey mean, she wouldwoe the same X % of the NA mean.
If she does not consume potatoes in the surveyqotatoes are allocated to her in the
(adjusted) estimate. If a person does not consusg dr cars, none of the “missing” TVs is

allocated to this person. This method estimateadjusted consumption estimate for each
household and therefore allows for percentile ihistrons of the adjusted consumption

estimate to be derived. The mean of the surveynasgi for each item is “forced” to equal the
mean NA estimate for the same item; hence, by oartgin, the survey mean is made equal
to the national accounts mean.

Some results from NSSO-NA matching for indivickeahs

One definite source of bias in the NSS data idréstment of housing. Estimates for housing
consumption are based on actual rental paid fosihguowner occupied housing is treated
with a zero rental! Further, very few householdsural areas live in rented homes, so for
most of the rural population, the rental value ofi$ing is zero. In 1993/94 only 24 percent
reported any rental value of housing; in 2004/5 filaetion was considerably lower at 15
percent.

This practice of ignoring household expendituregihihihave been approximately
correct in the 1960s, and 1970s and perhaps ewend380s but is untenable for an India
whose per capita income is four times higher. $hevey procedure on housing should
impart a downward bias to inequality and it doegputing a rental value for all households
(based on a regression relating fraction of exgarelon housing to total expenditure) results
in the Gini increasing by 1 % in 1983 and 1993, 8kd in 1999 and 2004/5.

Two major items in food and non-food category [gpeg in hotels and restaurants and
spending on banking, insurance, and financial ses}iare not adequately covered in the
NSS surveys. Allocating such expenditures on thsisbaf actual food and non-food
expenditures yields almost zero change in inequildices.
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NSSO-NA matching — overall results

The results were revealing — the bottom 40 percénthe population understated their
expenditures by 29 percent while the average haldamderstated its expenditure by 34
percent. The top 20 percent (the rich) understéted expenditures by 41 percent. Two
conclusions are relevant — first, even the pooreustdte their true consumption, an
occurrence documented by the fact that even fod feems, expenditures are increasingly
being understated in the surveys. Second, thexrdaigge 12 percentage point gap between the
understatement of the rich and the poor. Howeviecesthe adjustments are made with
reference t@averageexpenditures, the “error” between the rich andgber has only a small
magnitude — only 5 percent. In other words, if én@8 a typical poor country, the “error”
made by using NA per capita expenditures rather twavey expenditures is only around 5
percent at @oint in time** and almost zero percent for changes over timaeferate: the
matching of survey consumption with national acéswonsumption, often involving a large
adjustment in the former, fails to reveal any lardgéferences in the magnitude of
underestimation between the rich and the pooreadtifor 5 survey years for India (1983,
1987/88, 1993/94, 1999/2000 and 2004/5.)

Appendix Table 1: Matching of survey to national acounts consumption (in percent)

Year 1983 1993/94 1999/00 2004/05
Essential food 83.3 87.3 77.4 79.0
Non-Essential food 60.0 59.9 51.5 48.2
Essential non-food 47.3 46.8 58.0 49.8
Education & Medical Care 68.2 55.5 63.1 54.1
Non-Essential non-food 45.7 42.8 36.6 31.8

Taking all the factors responsible for differences in suraeg NA means, including
non-coverage of the super rich and larger undersiat by the surveyed rich, a very
conservative assumption is that household surveys (poor country like India) can be
expected to miss out on no more than 10-15 pexfetatal expenditures in any given year.
In contrast, the measured survey to consumptiao mtindia was 49 percent in 2004/5,
down from 55 percent in 1999/2000 and 62 perce®®B3/1994. These are large gaps, gaps

13 An identical exercise was carried out for threleeotsurvey years — 1983, 1987-88 and 1999-2000levtte
average multiplier varied, the relative understaehof the different sectors of the population stegnstant.
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that cannot be explained by assumptions of missutghe rich living in gated communities
etc. Further, the under-estimation is across athroodities, including and especially food.
The rich, even with their wealthy incomes, cannmtsume all of this unmeasured food, or
even most of it, or even more than a small fraction

A rough break-up of this 15 percent understatensethiat two-thirds of this difference
is likely due to definitional and other reasonsy ame third (or 5 percentage points) may be
due to extra understatement by the rich, extra weference to the understatement of the
average consumer. This implies that around 85 tpe90ent is a reasonable estimate of the
survey to national accounts ratio i.e. to make ravecsion from national account estimate to
the “correct” survey estimate, one should discausrreduce the NA estimate by around 10 to
15 percent. Survey to NA ratios of 70, 60 or 5Qcpat cannot therefore be accurate, given all
that we know of the limits to human consumptionpeesally of such limits to food
consumption. A lower bound of S/NA ratio is likgb be about 80 percent; anything below
this number is likely to mean that expenditureshef poor are actually being under-reported
i.e. household surveys are likely to be overstapiogerty for such countries.
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