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Abstract
In recent times, there has been a noticeable improvement in the Indian economy. The

budget and trade deficits have shrunk, growth has resumed, and inflation has
decreased. Additionally, the Indian government has been enacting laws and
implementing reforms to boost productivity, promote investment, and maintain
budgetary sustainability. India's imports, particularly those from Australia, have
recovered as a result of stronger increase in domestic demand. Upside risks to
inflation and the current account deficit are presented by the recent volatility in the
foreign currency markets and the rebound in oil prices. India's robust long-term
economic potential, fueled by urbanisation, productivity-boosting reforms, and
demographics, indicates that commerce between Australia and India may yet grow in

the years to come.

Introduction

Over the past ten years, the Indian economy has seen significant fluctuations in both
growth and inflation (Graph 1). During the global financial crisis (GFC), investment
and export demand from advanced nations fell, which significantly hampered GDP
growth. Nevertheless, with the Great Financial Crisis, government expenditure
increased and monetary policy became more expansionary, which helped to revive
the economy and solidify high inflation. Although growth later slowed as a result of
the removal of stimulus and the increase in the price of crude oil, things have lately

improved in a number of ways. The tendency for GDP growth has increased,
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inflation has decreased, the size of the current account deficit and other external

fragilities have decreased, and the fiscal position is now more sustainable.

Graph 1
India — GDP Growth and Inflation
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The rapid pace of growth in recent years has seen India become the third largest economy in
the world on a purchasing power parity (PPP) basis (International Monetary Fund 2017).
While India's importance in global trade has grown over the past few decades, its share

remains modest at less than 2 per cent1] Nonetheless, the resurgence in domestic demand in
recent years has underpinned a rebound in India's imports. Consequently, after declining in
importance as a trading partner for Australia between 2009 and 2014, more recently, India has
grown in significance as a source of demand for a range of Australian goods and services
exports.
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This article discusses economic trends in India over the past few years in the context of the
longer- term evolution of industrial structure, productivity, demographics and trade. It then
examines how Australian-Indian bilateral trade has evolved and considers the scope for
bilateral trade to broaden furtherin the future.

Recent Macroeconomic Outcomes

In the aftermath of the GFC, Indian policymakers faced several challenges. The recovery in
domestic demand in 2009, together with a rebound in international oil prices, resulted in a
large and persistent increase in inflationary pressures. However, the scope to tighten
monetary policy to address inflation appeared limited. By the end of 2012, the Reserve Bank
of India (RBI) had already raised its policy interest rate by 325 basis points from its trough and
GDP growth had halved from its immediate post-GFC rates (Graph 2). The scope for
monetary policy to support growth was also limited; the RBI was concerned that a monetary
easing would exacerbate high inflation (RBI2012).

Graph 2
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Fiscal policy was also constrained in its ability to support growth. The increase in fiscal
spending during the GFC, which was concentrated in higher subsidies for petroleum and
food, and wage increases for public servants, had resulted in a notable widening of the
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budget deficit, to nearly 7 per cent of GDP. Under the Fiscal Responsibility and Budget
Management Act 2003, the Indian

Government had committed to a consolidation path for the budget, with a target for the fiscal
deficit of 3 per cent of GDP. While the target was suspended during the GFC, it was
reinstated shortly after, which limited the policy space to support growth.

The rebound in international oil prices that happened in the wake of the GFC worsened the
policy dilemma. In general, rising oil prices boosted the relative cost of imports, which
lowered India's terms of trade and weighed on growth. The increase in oil prices had several
specific consequences. First, it increased the cost of government fuel subsidies and slowed
the process of fiscal consolidation. Second, it led to higher consumer price inflation. Third, it
boosted the value of the trade deficit. In addition to the direct effects from oil imports, this was
partly because soaring inflation suppressed real returns on financial investments and thus led
to a dramatic increase in imports of gold jewellery as households searched for higher-
yielding places to invest their savings (Basu, Eichengreen and Gupta2015).

The economic challenges facing the authorities raised concerns among international
investors about India's external vulnerabilities. While the persistent negative trade balance,
on its own, was not a particular cause for alarm, the expansion of India's current account
deficit since the GFC had been funded in part by inflows of short-term portfolio investment
(Graph 3). India was one of several emerging economies that attracted increased portfolio
flows after the GFC, as investors turned their attention away from lower-yielding investments
in advanced economies where central banks had eased policy aggressively to stimulate growth.
This contributed to an appreciation of the Indian rupee (INR) and increased the likelihood of a
large correction if foreign investment flows into India were to decline.

Graph 3
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India — Balance of Payments
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As it happened, the US Federal Reserve's decision to start tapering its bond purchase
program in May 2013 resulted in several emerging economies, including India,
experiencing sizeable capital outflows and currency depreciations (the so-called ‘taper
tantrum’ episode) (Graph 4). While the depreciation of the rupee — in nominal and real
trade-weighted terms —improved the competitiveness of India's exports, it exacerbated the
inflation problem by boosting import prices and increased the cost of borrowing in foreign
currency. The episode prompted investment bank Morgan Stanley to list India among the

so-called ‘fragile five’ group of economies.[2] Widespread concern about India's
prospects led then Prime Minister Manmohan Singh to give a speech reassuring

investors that India was not at risk of repeating the 1991 balance of payments crisis 131
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Graph 4

India — Exchange Rates
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India's policymakers responded to these challenges. The RBI intervened in the foreign
exchange market, increased its standing facility rate by 200 basis points and tightened access
to liquidity to limit the rupee's depreciation (Patra et al 2016). The RBI also reduced demand
pressure in foreign exchange markets by opening a dedicated swap facility for state oil-
importing companies and imposed restrictions on capital outflows by corporates and
individuals (Basu ez al 2015). The exchange rate stabilised as a consequence; in real effective
terms, the currency actually appreciated due to high inflation rates in Indiarelative to its trading
partners. Meanwhile, to address the widening of the trade deficit, the government increased
import duties on gold and gold jewellery three times in 2013 as well as imposing quantitative

restrictions on the import of gold items.[4] To lower the budget deficit, the government
reduced routine public expenditure (Basri 2017).

The RBI also took action to contain inflation, given concerns that higher inflation
expectations would become entrenched. Between May 2013 and early 2014, the RBI
raised its policy rate by 75 basis points. Furthermore, the central bank took steps to develop a
credible inflation target to lower inflation expectations. After his appointment in September
2013, the new RBI Governor, Dr Raghuram Rajan, announced a review into the RBI's
monetary policy framework, led by Dr Urjit Patel (then Deputy Governor). The Patel
Committee proposed an interim ‘glide path’ to facilitate a gradual reduction in inflation,
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followed by the eventual adoption of a flexible inflation-targeting regime with a target
consumer price index (CPI) inflation rate of 4 per cent (+/-2 per cent ) over a two-year
timeframe. Although inflation targeting was not formally adopted until 2016, the RBI began
implementing the glide path in late 2013. This appeared to assist in anchoring inflation
expectations, with a steady easing of price pressures across all the major subcomponents of
inflation.

A couple of other factors also contributed to stronger economic conditions. Beginning in
mid 2014, international oil prices fell sharply, eroding much of the steady increase that had
occurred since the GFC. The unwinding of the associated negative terms of trade shock
supported growth, while easing pressure on inflation, the budget deficit and the current
account. In late 2014, the government of Prime Minister Narendra Modi (elected in April of
that year) took advantage of falling global oil prices to abolish diesel subsidies. In addition,
the new administration announced measures to boost investment, plans to build national
infrastructure, develop capacity in manufacturing and introduce a goods and services tax
(GST). The recovery that was already in train, combined with a series of new policy
announcements, contributed to a rebound in consumer and business confidence
regarding the economy's prospects.

Over the past five years, growth in activity has strengthened further. GDP expanded by 7%
per cent over 2017 (Graph 5), the highest growth rate of any major economy. The recovery
has been driven in large part by stronger growth in investment. Although private investment
has been subdued due to constraints on credit supply (partly because of high non-
performing loans in the banking system), public investment has grown strongly. The pick-
up in public investment has been supported by the government's efforts to progress a large
pipeline of infrastructure projects that had stalled due to construction delays, administrative
red tape, inadequate financing, legal disputes and difficulty obtaining land for development.
Since 2014, the government has attempted to simplify bureaucratic procedures and
streamline approvals for investment projects, contribute to financing through public—
private partnerships and ease legal constraints.
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Graph 5
India — Contributions to GDP Growth
Year-ended
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The recent strengthening of domestic demand has boosted imports of both goods and
services (Graph 6). Another factor driving higher imports is the partial recovery in oil prices
since 2015. The associated modest expansion of the trade deficit has been offset, in part, by
an improvement in services exports. Trade in services, in which India has historically
maintained a surplus, has long been dominated by information technology services
exports. Over the past five years these have stabilised at a share of about 45 per cent of the
total. Meanwhile, there has been a notable increase in travel exports, driven by rapid growth
in tourism arrivals, and exports of business services — for example, call centres, data
management and accounting services.
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Graph 6
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Despite the improvement in economic conditions in recent years, the rebound in global oil
prices, combined with a recent moderation in the value of the rupee, pose an upside risk to
CPlinflation (which is currently slightly above the RBI's target), and the current account and

budget deficits.

However, the risk is mitigated by the fact that the current account deficit has increasingly
been funded by direct investment, which tends to be more stable than other types of funding.
Efforts to phase out fossil fuel subsidies should temper the effect of higher oil prices on
government spending and, by supporting fiscal revenue, the introduction of the GST
should also help offset negative effects on the budget balance. Although a sharp currency
depreciation could worsen the indebtedness of Indian firms that borrow abroad, India's
foreign-currency denominated debt remains low by international standards (at less than 10
per cent of GDP). Moreover, the central bank's capacity to manage an increase in currency
volatility has improved as a result of the steady increase in the RBI's holdings of foreign
exchange reserves since 2014. Thus, while risks remain, the Indian economy is currently in
a better position to weather commodity and foreign exchange market fluctuations than
was the case at the time of the 2013 taper tantrum.

Longer-term Growth Prospects and the Indian Government's Policy Agenda

The policies of the government and the RBI, combined with the reversal of a negative terms of
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trade shock, helped the Indian economy to avoid a severe downturn. They also removed
some of the obstacles in the way of India realising its high potential for growth. Output per
capita in India remains low relative to the advanced economies, and even relative to fast-
growing emerging economies such as China (Graph 7). This suggests that there is substantial
room for ‘catch-up’ growth to continue to propel the economy forward in coming years.

Graph 7
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One feature of India's development path so far, compared with many other economies, is
the fact that growth has been driven more by the expansion of services than by growth in
industrial capacity (Graph 8). This reflects the fact that the manufacturing sector has
historically been subject to more stringent and burdensome regulations than the services
sector (Cagliarini and Baker 2010). Although the government is working to boost
manufacturing capacity, the industrial sector has declined further as a share of the
economy's value-added output in recent years. The modest degree of industrialisation to
date suggests substantial potential for manufacturing and construction activity to support
future growth.
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Graph 8
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A second distinguishing feature is India's relatively low rate of urbanisation (Graph 9). The
proportion of the population living in urban areas has increased steadily over recent
decades, but the majority still live in rural areas. The urbanisation rate is likely to continue its
upward trajectory, reflecting better economic opportunities in cities, as well as government
plans to encourage the development of urban centres. The transfer of people from relatively
low-productivity occupations in agriculture to higher-productivity jobs in manufacturing
and services represents an additional source of potential growth in the coming decades.
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Graph 9
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A third characteristic that is likely to support future growth is India's relatively young
population (Graph 10). The majority of the population is of working age (15-64 years
old), and the United Nations projects the working-age population to continue to grow
until around 2050. By comparison, China's working-age population has already peaked.
The projected rise in the working- age population implies a gradual decline in the
dependency ratio (the share of the population that are children or past retirement age), which
should lower the fiscal burden of health, education and aged-care expenses. More generally,
it suggests that the economy's aggregate output will continue to expand even if the level of
labour productivity is unchanged.
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In fact, labour productivity has recorded robust growth in recent years (Graph 11). Atleastin
part, it is likely that this represents the outcome of a series of reforms since the early 1990s
that sought to deregulate industrial licensing, privatise state-owned firms and open
markets to domestic and international competition (Ahluwalia 2002; Panagariya 2004).
This suggests that the future trajectory of productivity growth will partly depend on the
success or failure of the current round of government-led reform initiatives.
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Graph 11

India — Growth in Labour Productivity
Annual, output per worker
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Since forming government in 2014, the Modi administration has introduced a series of
policies and reforms that seek to boost investment, strengthen productivity and support
the processes of industrialisation and urbanisation. A centrepiece of the government's
ambitions — the ‘Make in India’ program, announced in 2014 — seeks to develop India's
manufacturing industry, improve the ease of doing business in India and encourage foreign
companies to manufacture products locally. To achieve these goals, the government has
opened 25 industries to 100 per cent foreign direct investment; initiated programs to
construct highways, ports, freight railways and other logistics infrastructure; provided
funding support for domestic start-ups; and undertaken infrastructure spending targeted at
six ‘corridors’ that connect major Indian cities as nodes in a geographical network of

manufacturing hubs.[3]

The administration also introduced a GST in July 2017 to raise productivity and increase
fiscal revenue (by reducing tax evasion). The GST replaced central and state taxes that
resulted in duplicate taxation and reduced efficiency in numerous ways — for example, many
such taxes were levied at state borders, increasing the cost of logistics and interstate
transportation. The removal of these distortions should help to support growth in coming
years. Despite fears that the GST would harm near-term economic prospects, its introduction
caused only modest short-term disruption to economic activity and, aside from a spike in the
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monthly CPIin July 2017, inflation has not been noticeably affected.

In addition, the government has introduced a number of financial reforms to address the
problem of bad debts in the banking system, which is widely thought to have dampened the
supply of credit and weighed on growth in private investment. In May 2016, the
government passed the Insolvency and Bankruptcy Code 2016 that consolidated existing
legislation into a single code, clarifying the law and imposing a time limit of 270 days for the
resolution of cases (Ministry of Finance 2016). A recapitalisation plan announced in
October 2017 seeks to replenish the capital of public sector banks (which account for more
than 70 per cent of the banking system). Collectively, these initiatives may make it easier for
bad debts to be recovered, relieve pressure on banks with high levels of stressed loans, and

thereby improve incentives for banks to extend credit to the corporate sector.[6]

In other areas, the government's reform agenda has faced roadblocks. For example, reforms
to make it easier for land to be acquired for investment purposes have prompted legal
challenges, forcing the central government to leave the burden of land reform to be

assumed by state governments.m The government has also faced legal challenges in
efforts to introduce a national identity card (Aadhaar) system, whereby Indian residents are
assigned a unique 12 digit identity number, which is linked to biometric and demographic
data. The program is designed to reform the government's welfare programs by allowing
subsidy payments, pensions and unemployment benefits to be credited directly to
individuals' bank accounts. This is intended to reduce tax fraud and increase financial
inclusion. Although parliament has passed the legislation, its legality has been challenged on
privacy grounds in the Supreme Court.

Complementing the ‘big bang’ reforms outlined above, the administration has taken steps
to increase productivity in more incremental ways through changes in routine
government procedures to streamline approvals for investment projects, reduce the
burden of regulation on businesses and tackle official corruption. The government has made
a number of interventions to cut red tape — for example, reducing the discretion of federal
labour inspectors, rationalising the numerous overlapping labour regulations that
employers were required to comply with, and simplifying environmental approval

procedures for investment.[8] Several measures have been adopted to reduce corruption,
such as restricting the access of lobbyists to government officials (Gupta and Gupta
2015).

Although the reform agenda has experienced setbacks and delays, it has probably
contributed to stronger public investment and a strengthening of business confidence. India's
ranking in the World Bank's ‘Ease of Doing Business’ index increased to 100th in 2017 from
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130th in 2016, a development cited by the government as evidence of the success of its
reform program (PMINDIA 2017; World Bank 2017).

The recovery in Indian imports in recent years has been mirrored in bilateral trade flows
between India and Australia, which raises the question of whether this trend will continue.
In the future, policies to accelerate urbanisation and industrialisation, if successful, are
likely to boost India's demand for raw materials used in the steelmaking process —iron ore
and coking coal —including from Australia. Rising per capitaincomes can also be expected
to support demand for imported services such as tourism and education, which Australia
already exports to India.

Australian—Indian Bilateral Trade and Future Prospects

Australia's bilateral trade with India has grown significantly over the past two decades. This
partly reflects ongoing trade reform in India, which has increased the openness of its
economy. In 2017, total goods and services trade between Australia and India was worth over
$27 billion, up from $2.7 billion in 1999. This compares with $183 billion in total goods and
services trade with Chinain 2017.

India is the fourth largest destination for Australian exports, accounting for more than 5 per
cent of total goods and services exports by value in 2017. Coal exports have been the largest
category of Australian exports to India over the past two decades, accounting for 46 per cent of
total goods and services exports (Table 1). After peaking in 2010, exports to India declined
sharply, reflecting the stagnation of Indian coal demand and a slowdown in education
exports (Graph 12). However, exports have recovered in the past three years, reflecting a
broad-based recovery across goods and services, spurred by the recovery in Indian domestic
demand.

Australian imports from India are relatively small; India is Australia's twelfth largest import
source. The largest import categories are refined petroleum, travel (mainly tourism) and
business services.
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Table 1: Australia — Trade with India

2017, A$m
Exports Value Per cent of Imports from India Valu Per cent of
to total e total
India exports imports
Coal 9,181 46 Refined petroleum 1,55 21
4
Travel 4,151 21 Travel 1,05 15
9
Vegetable 1,377 7 Professional, technical and 101 14
S other 0
business services
Gold 689 3 Pharmaceuticals (inc.335 5
veterinary)
Copper 688 3 Pearls and gems 274 4
Total 20,157 Total 7,267

Sources:
ABS; RBA
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Graph 12
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Despite strong growth in recent decades, considerable potential exists for trade between
Australia and India to expand further. Since 2011, Australia and India have periodically
convened negotiations to conclude a Comprehensive Economic Cooperation Agreement to
reduce barriers to trade in goods and services. While there have been no new bilateral free
trade negotiations since September 2015, both countries have been engaged in the
Regional Comprehensive Economic Partnership negotiations, a proposal for an ASEAN-
centred regional free trade area. The Australian Government has recognised the potential to
strengthen the bilateral relationship; in April 2017, Prime Minister Malcolm Turnbull
announced the ‘India Economic Strategy’ (Department of Foreign Affairs and Trade
2017), an independent report providing advice on how to develop Australia's bilateral
economic relationship with India out to 2035.

India's demand for resource commodities, in particular, is likely to rise as industrialisation
and urbanisation continue over the next few decades. The Indian Government has forecast
that domestic steel production will increase to 300 million tonnes by 2030, more than triple its
current production (Ministry of Steel 2017). The projected growth in Indian steel output is
likely to support demand for iron ore and coking coal.

India's coking coal reserves are small and tend to be of relatively low quality due to their
high ash content (Department of Industry and Science 2015). This has resulted in India
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importing the bulk of its coking coal requirements, of which 80 per cent are already sourced
from Australia. Although the Indian Government has prioritised research and development
seeking to reduce the use of coking coal in the steelmaking process (Ministry of Steel 2017),
Australian coking coal exports to India are likely to continue to grow strongly given the
expected growthin steel production.

With regard to iron ore, India is already largely self-sufficient and possesses large high-
quality iron ore reserves (Indian Bureau of Mines 2018). Projections by Australia's
Department of Industry, Innovation and Science suggest that India may not be able to
increase production at a sufficient rate to meet forthcoming demand arising from steel
production (DOIIS 2017, p 121). However, the Indian Government has recently eased
mining bans and export taxes that were in place between 2010 and 2012 (USGS 2016). If
these spur a revival in domestic production, they may reduce the potential for Australian
exports to be required to meet India's demand for iron ore.

Any further expansion of Australia's resource trade with India will take time. One reason is
that India's pattern of urbanisation to date has been quite different from Australia's largest
trading partner, China. Notably, the proportion of dwellings made in India using steel-
reinforced concrete is much smaller than in China, reflecting the large proportion of the
population still living in rural areas (D'Arcy and Veroude 2014). For coal, another reason is
that the Indian Government has a policy goal of self-sufficiency in coal production (Goyal
2016). Coal currently accounts for 44 per cent of primary energy demand and this share has
risen over time as households have transitioned from the use of traditional biomass (wood,
straw, charcoal and dung) (IEA 2015). In keeping with India's carbon dioxide emission
reduction commitments, the government's Draft National Electricity Plan projects a strong
increase in energy derived from renewable sources (Ministry of Power 2016). However, the
Draft National Energy Policy projects that thermal coal will remain the dominant source of
energy, at 48-58 per cent of primary energy consumption by 2040, and that it will be
supplied almost entirely by India itself by that date (NITI Aiyog 2017). The policy projects
that India's annual thermal coal production capacity will peak at 1.2—1.3 billion tonnes in
2037.

Australian services are the second largest category of exports to India, accounting for just
under a quarter of total exports. In 2016, two-thirds of total services exports came from
education services (which account for the majority of travel exports in Table 1). Indiais the
second largest source of international student enrolments in higher education in Australia
(Graph 13). The number of students from India enrolled in higher education in Australia has
trended higher over time, except for a period of decline between 2009 and 2012, following
widespread local and foreign media coverage of incidents of violence against Indians,

including students, living in Australia.2]
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Graph 13
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However, since 2012, Indian student enrolments in Australia have grown rapidly, in part
because Australian universities have begun to collaborate with Indian institutions to

develop joint study programs and research institutes.LLO] The number of Indian students
studying in Australia is likely to continue increasing as the demand for skilled workers to
support India's economy grows. As part of its ‘Skill India’ initiative — which was launched
in 2015 and seeks to take advantage of the young demographic profile of India — the
Indian Government has set a target of upskilling 400 million people by 2022 (Ministry of
Skill Development and Entrepreneurship 2015).

Agricultural trade with India may also afford opportunities for Australian exporters in the
years ahead. Sustained growth in agricultural output over the past few decades has enabled
India to become a net exporter of agricultural products. Yet India's crop output is highly
sensitive to its monsoon season and other weather events, so imports are often required to
supplement domestic supply. Australian exports of pulses to India have increased significantly
over the past decade, as the Indian Government has reduced import duties to ensure
domestic supply. As India continues to grow, there is potential for these exports to expand
further to help India improve its food security. However, the Indian Government has also

used trade policy in the past to support its farmers, creating uncertainty forexporters 1]
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Conclusion

The Indian economy has strengthened steadily in recent years, emerging relatively
unscathed from bouts of volatility associated with the GFC and the 2013 ‘taper tantrum’. A
combination of policy reform and the reversal of a negative terms of trade shock have
helped the Indian economy realise its strong potential for growth, underpinned by a rising
working-age population and rapid growth in labour productivity. The government's
economic reform program, which is targeted at facilitating urbanisation and expanding the
manufacturing sector, has supported a rebound in business confidence and stronger
growth in investment. Despite the recent increase in crude oil prices and the depreciation of
the rupee, the Indian economy is therefore in a better position today than it was several years
ago.

As domestic economic conditions have improved, they have in turn driven a recovery in
India's imports and a pick-up in Australia's exports to India of both goods and services. In
the future, domestic policies in India (such as a focus on self-sufficiency in coal production)
may limit the scope for growth in certain types of bilateral trade. However, the potential for
future growth, and the existing trade relationship in areas such as education services and
agricultural products, suggest that Australia could benefit from expanded trade in goods
and services with India in coming years.
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