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hedramatic outcome of the Uttar
Pradesh (UP) elections isa game
chang any had [orecastafter the
exit polls that the Bharati;
Party (BJP) would win by a handsome
majority. But the awesome scale of its victory,
capturing over 75%of the seats, was unexpected.
Ithas been backed by an cqually impressive vie-
tory in Uttarakhand, and the formation of BJP-
led governments in Goa and Manipur. Itisa
great political moment for the BIP, and the kary-
akartas of the Rashtriya Swayamsevak Sangh
who have powered the party to success. But it
has to be recognized that in the main, thisisa
major victory “for Narendra Modiand Ami

The dynamics of the new political balance llml
hasnow emerged will have far-reaching impli-
cations for the key political events to follow: the
elections of the new president and vice-presi-
dent, elections in other states and, most impor-
tantly, the next general election in 2019, I
weekisalong time in politics it s said. But
unless something dramatic happens to change
the current trajectory of politics, it is now virtu-
ally certain that the BIP will return to power in
the nextnational election as well. Modi will
indeed be the prime minister for at least 10
years, as he had hoped when he first became
prime ministerin 2014,

Given thisbackground, i ood time to
\puuldludlmul the prospects of cconomic
ro . Economists often discuss the prospects
of reformin the framework of a political business
cycle. Ina five-year term, anew government
spends the first year getting tself organized. In
the fourth year, its policy decisionsare tempered
to favourably position the ruling party for the
nextelection and the fifth yearis spent cam-
paigning. So typically a government hasjust the
secondand third years to push through tough
reforms. The Modi government will soon be
completing the third year of its political cycle
anditshould start getting into election mode
after that. However, the virtual certainty of a sec-
ond term makes the cycle somewhat e G
withoutaltogether eliminating it. Elections will
still have to be won in 2019 and the massive pop-
ularsupport for Modi and the BJP will have to be
sustained. Henee, notwithstanding the dramati-
cally favourable UP election outcome despite
demonetization, itis unlikely that the govern-
mn‘nl\\lll\\dm to launch any major painful
rm until after the 201 alelection.

Thus, during the next two years the govern-
mentis likely to focuson reforms whichare
almostready torolloutor those which cannot e
postponed without risking cconomic stability.
Also, all reforms are not bitter pills. So the gov-
ernment may also initiate those reforms. \\lmh
will be welcomed by the electorate. Other,
tougherreforms could be postponed to the sec-
ond term of the Modi government.

“To put the reform question in perspective, let
me turn briefly to the growth outlook. Much was
made of the Central Statisti s()lh 'S (CSO's)
second advance %, which alleg-
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During the ne:

ttwo years, the government is likely to focus on reforms which are almost ready to

roll out or those which cannot be postponed without risking economic stability

edly negated any negative impact of demoneti-
zation. However, this growth rate referred to
grossdomestic product (GDP) at market prices,
which adds tax revenue net of subsidies to the
value added at basic prices. As the table shows,
value added at basic prices grew at 6. 7%, dis-
tinctly lower than the 7.8%in 2015-16. Further,
disaggregating total value added between pro-
ductionsectors relatively insensitive to demon-
etization, such as agriculture, utilities and public
es, and sectors expected to be more
alfected, i.e., industry and other services, which
account for 70% of total value added, the official
estimates do show a sharp growth dip in the lat
ter from 6.7% in 2015-16 Lo only 4.5% in 201
his is despite the fact that the CSO's advance
estimates are based on assumptions and proxies
that cannot capture the full impact ofashock
like demonetization. Moreover, the statistical
picture was distorted because of all the gaming:
thatwenton to escape the impact of demoneti-
zation. [would, therefore, reiterate my earlier
forecast of 6.1% growth for 2016-17 in this col-
umn (goo.gl/evo75n). Thisis only slightly lower
than the 6.5% growth forecast in the Economic
Survey. Itisalso almostidentical to the 6.2% real
growth assumed in the government’sown bud-
get adjusting for the CSO'simplicit inflation rate
of 1.8%.

In2017-18, growthiis likely to zo up toover 7
partly because of a positive base effect arising
outof the dip in 2016-17. But that is conditional
on two key reforms that are discussed further
below. For growth to be sustained at the 7-8%
levelormorein the long term, we would need
reforms alongamuch wider front. These would
range from education (see my earlier column in
Mint, goo.gl/OVGzAH), labour market and land

[ form of regulatory laws on
tion (o water and power
supply, buildings, environment, transportation,
ete., thatare currently enforced by an army of
predatory inspectors

Mostof these are state subjects requiring:
reformat that level. Moreover, the impact of
these reforms will become visible only in the
medium- to long-term. The Central government
canat best play anadvocacy and supporting role
on these duringits present term. In this article, T
will focus only on the two key reforms that are
immediately necessary (o nurse the cconomy
k(o a 7%-plus growth trajectory.
first of these is the goods and services tax
3ST). The GST council's deliberationsare near-
ing closure. The new tax could be rolled out by
July, ifnot earlier. The design of the multiple-
rates GST is by no means ideal. The sharing of
jurisdiction between the Union and states for
administering the tax is also messy. We now
know that the proposed arrangement is
designed notto serve any larger national interest
butsimply to accommodate the i [
interestsof tax offic
nd Customs.

Nevertheless, itisbetter to have the GST,
however flawed the design, than nothave it
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The Advance Estimate puzzle

Sector sharein GVA | Growth rates (%)
(%2016 17 | w2015 201647

Agriculture and allied activities 15

Utilties 21

Public services (including 28

security and defence) -

Industry and other services 70

GVAat basic price 100

GDP at market prices -

‘Source: Central Statistics Office

design [aults can always be ironed out later.
Launching the GST will be the culmination ofa
long campaign that started over 10 years ago. It
willereate for the first time a unified Indian com-
mon market without multiple state-tax regimes
and taxbarriers. Itwill also create a tax credit
chain that will eliminate cascading, or tax on tax.
The associated information chain will also make
indirect-tax evasion more difficult. Undoubtedly
the most far-reaching reform since the grand
reform programme of 1991, Tam confident that it
will eventually emerge as a global best practice
model forvalue-added taxsystems in countries
withacomplex multiple tax jurisdiction system
and federal polity like ours. For the cconomy. it
will be astrong positive shock.

The second urgent reformis resolution of
what the Economic Survey has called the twin
balance sheet (IBS) problem

Whatis the'l

other sources, by adramatic increase in bank
credit, which doubled between 2004-05 and
2008-09. But then conditions turned sour. First,

disruptingall the proj
ment programmes. Rupee depreciation and
interest-rate hikes raised the costof debt.
Squeezed between higher costs. reduced reve-
nue and higher cost ofmoney, companies soon
raninto debt-servicing problems.

In 2013, nearly a third of corporate debt was
owed by companies with aninterest liability to
cash flow ratio of less than 1 (ICI companics). By
2015, that share had risen to around 40%. Corpo-
rate debt stress was alsoreflected inbank bal-
ance sheets. Non- s forming loans (NPAS) had
risen (0 12% of GDP by 2015. Inits excellent anal-
ysisof the prol 71< :m, the Economic Survey has
estimated that stressed assets, i.e., NPAs plus
restructured debt plus “ever-greened” debt,
amounted to16.6% of outstanding bank loans.
For the pubic sector banks, itamounted to an
alarming 20% of bank loans.

The balance sheets were not cleaned up and
the problem was allowed o fester. It was hoped
that by givingmore time and fresh credit to debt-
«d companies, they would return to finan-
diability and eventually repay their debs.

These hopes have been completely belied. Pri-
valeasset reconstruction companies have been
able to acquire only 5% of outstanding NPAs.
Restructuring debt hasnot helped either.

The carnings of ICl companies had remained
stationary at around Rs25.000 crore per quarter
(illmid-2015, but then shrank to Rs20,000 crore
perquarter by the end of 2015, and further to
Rs15,000 crore by the third quarter of 2016.
Debtsof the top 10 stressed corporate groups tri-
pledin the lastsix years, even as their earnings
shrank. They are now registering aloss of over
Rsl5,000 crore per quarter. Private investment
growth slowed (0 5% by 201213 and has actually
turned negative for the first time in 2016-
Totalinvestment hasalso declined in absolute
terms. A financial sector-led crisis is not impend-
ing. Itisalready happening.

What can be done? Many proposals are on the
table. Essentially, asolution strategy would

rictrecognition of stressed assetsand
NPAsalong withacombination of some debt
restructuring, some equity takeoverand resale
for hopelessly indebted firms, some debt write
off, and some discounted off-loading of stressed
assets toa public asset reconstruction corpora-
tion. Such a corporation could be financed by
the capital market. issuc ol government securi-
ties and use of Reserve Bank of Indlia assc

These are not easy solutions. Many obstacles
licin the way. However, procrastination will not
help. The crisiswill only deepen and growth
could collapse. Itis imperative for the govern-
ment tobite the bulletand initiate firm reform
measures now. Foraman who could demonetize
86% ol the country'scurrency overnight,
firm action should not be impossible, ¢
alter his massive mandate in UP.
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