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Air India can't be sold,
so best to shut it

If even a Jet Airways is having a problem finding buyers, how
is Air India going to do this? Don’t waste taxpayer money

TIS NOT clearwhat the government hoped toachievewhen it chose toissueacor-

rection after civil aviation minister Hardeep Singh Puri told Parliament that the

plan to sell Air India (AT) had been shelved due to high oil prices and a volatile

rupee. After Puri’s statement, his own ministry issued a clarification saying the
process of privatisation was still on and that Puri’s statement actually referred to an
analysis thatwas donelastyear.In otherwords, the governmentwould have us believe
that it is just a matter of time before a buyer is found for AI. While such a move may
boost market sentiment—it suggests the government’s zeal for tough reforms is very
much there—this is difficult to believe since even a Jet Airways is finding it difficult to
find a buyer; how will Al, whose balance sheeet is so much more compromised, and
which has a lot more people who are so heavily unionised they even fight over who
should flywhich type of plane? And,what does it say about the government’s attempt
tocleanupAlthat,asperPuri’sstatement,Al’snetdebtroseto¥58,352 croreattheend
of March 2019, rising from about ¥55,000 crore in FY18; and in a year when Jet Air-
ways cancelled so many flights in the run-up to shutting down, Al made losses of
%7,365 crore,up 38% from FY18’s¥5,337 crore.

Some part of the problem will getaddressed by the government hiving offAI’sdebt
into another company and using the sale of some of its assets to partially pay for this.
Butitisnot clearwhen thishaemorrhagingis going tostop since,whileAirIndiaisafull-
service airline—although nowhere as classy as Kingfisher or Jet—its fare realisation is
lowerthan even IndiGo’s. Fixing thismeans the government has to get rid of AT’s excess
manpower by compulsorily retiring them, not by asking the potential buyer to do so.
Indeed,apart from not taking overall of A's debt and retaining a stake in the airline—
which really spooked buyers since no one wants the government as a partner—the
biggest mistake the government made the last time around was to not deal with the
labour issue. Theoretically, the new buyer could get rid of excess staff after a year, but
this requires government permission, so who would be so foolhardy as to take on this
risk? More so,since the entrybarriers to setting up aworld-class airline are solownow
that theaircraft can beleased and rentals paid out of operational revenues?

If the government is at all serious about the privatisation, it needs to retrench AI’s
staff first; the reason why excess staff was not a problem when airports like the Delhi
onewere privatised was that buyerswereassured that the stafferswould return toAir-
ports Authority of India (AAI) if they were not absorbed by the private firms. Indeed,
since Air India’s losses are going to keep mounting till it sorts out its operations—and
itis not clear this can be done in a PSU structure—the government simply has to shut
itdown;itis unfairto expect taxpayers to fund ¥7,000-8,000 crore annual losses in per-
petuity,and they could rise quite quickly as well. Indeed, the same should be done for
otherwhite elephants like MTNLand BSNL that continue tobleed the taxpayer; when
even professionally-managed companies like Airtel and Vodafone-Idea are having
trouble dealing with the RJio onslaught, howwill these PSUs that were making losses
long before RJio even entered the market?

Action on raters just a start

Have to act on auditors, company boards, RBI/Sebi surveillance...

HOUGH IT TOOK an anonymous whistleblower complaint,and not Sebi

initiating adjudication proceedingslast December, to get ratingagency Icra

to send its CEO Naresh Takkar on leave pending an inquiry, the good news

is that some sort of action has been taken at long last. The whistleblower
had alleged that senior management interfered to ensure good ratings in the case of
clients like IL&FS. So, if the inquiry does show this to be true,and Sebi takes action, it
won’t be a day too soon. As in the case of rating agencies in the west—Moody’s owns
529% in Icra—some Indian rating firms too have been suspected of being very liberal
with rankings. In the case of IL&FS, for instance, it was amazing that rating firms
which gaveitagoodrating foritsX75 croreissueaslateasAugust 2018 failed to catch
the fact that,while the holding company’s profitswere I584 crorein FY18,the IL&FS
Group’s losses were X1,887 crore; the liabilities of IL&FS at a standalone basis were
X17,757 crore while those of the groupwere ¥116,447 crore.

But the problem is not just that of the raters, it is a larger problem of inadequate
governance.While the governmentis trying to blacklistauditors Deloitteand KPMG
affiliate BSR & Co, surely both the raters and the auditors would have believed the
boards of companies—especially the independent directors—were doing theirjob to
ensureagainst fraud? In the case of IL&FS,however,while the consolidated debt more
than doubled between 2014 and 2018, its risk management committee met just
oncebetween 2015 and 2018,in July2015.LIC owns more thana 25% stake in IL&FS
and its managing director Hemant Bhargava chaired the committee.Other members
included Maruti Suzuki chairman RC Bhargava and former shipping secretary
Michael Pinto, but no action has been taken against any of them. And what kind of
surveillance system does India have if neither RBI nor Sebi discovered that the audit
committee hadn’t met as often as it should have? In the case of IL&FS, as this news-
paperhasargued,a solid bureaucratic network helped advance the group’s prospects,
but this has gone unpunished so far.

Soif the action against Icra or any of the auditors has to be more than the usual
one-off reaction after any major scam, the government needs to act on various
fronts. Certainly boards/directors need to be proceeded against,but regulators like
Sebiand RBIneed to be beefed up considerably,with large investmentsin their sur-
veillance functions and powers. Sebi has to revive its circular making it mandatory
todisclose even one day of default and RBI simply has to make all default data pub-
lic; how are rating agencies going to predict default if they don’t even know when
various bank defaults take place? In short, until there is a conscious effort to
improve governance standards across the board, penalising one or two credit rat-
ing/audit firms won’t achieve much.

BuildingRESILIENCE

Every dollar spent on disaster-resilient infrastructure in
developing countries will earn $4

REPORT BY the World Bank and the Global Facility for Disaster Reduc-

tion and Recovery says developing low-and middle-income countries

like India can save $4.2 trillion by increasing investment in infrastructure

assets by 3 percentage points. Despite high investments, the report finds
that the qualityand adequacy of basicinfrastructure services—roads, public trans-
port,power grids,water and sanitation systems—is not up to the mark. Forinstance,
even though research from India shows that incidence of diarrhoea in children
decreases by 21% in households with access to piped water, low- and middle-
income countries incura minimum financial cost of $ 3-$ 6 billion annually,due to
waterborneillnesses and the consequent loss of productive work.Add to this inter-
ruptions in water supply, and these costs reach a maximum range of $88-153
billion peryear.

While infrastructure services in developing nations already tend to be fragile and
prone to failure at a systemic level, the economic impact is exacerbated by natural
shocks.Theresearch estimates total annual losses due to damage and disruption of
infrastructure assets and services in low- and middle-income countries tobe in the
range of $391-647 billion, the worst effects of which are borne by the vulnerable
and marginalised groups,including the rural and urban poor,and women. Further,
it asserts that investments directed towards developing climate-resilient infra-
structure would allow such countries to earn $4 forevery $1 spent.While resilience
may be increased in any number of ways—from digging deeper foundations using
alternative material and building flood protection to improving road design and
building stronger water treatment plants—it is essential that it is included in the
structure of regulation and incentives at the design stage itself. The key to unlock-
ingthe economicbenefits of resilient infrastructure services lies in spending better,
not in pumping more money into inefficient designs.

Opinion

S CHENNAI WAS reeling
under acute water
scarcity and people were
fighting over a bucket of
water, two water-con-
strained cities 10,000 km apart were
peacefully supplying waterto their cit-
izens. I have visited both these cities
and seen how a combination of tradi-
tional practices and cutting-edge tech-
nologies can solve the water crisis in
even the most water-scarce areas.

From sewage to drinking water:
I heard the term Direct Potable Reuse
(DPR) for the first time in August
2018 in Windhoek, capital of
Namibia. The term was coined by
Namibians to describe the conversion
of domestic sewage into drinking
water.The city of Windhoek has been
treating domestic wastewater for
reuse as clean water for more than
half a century.

Windhoek is located in one of the
driest parts of Africa. In a good year, it
getsabout 300-400 mm of rainannu-
ally. But most of this water evaporates
and very little percolates into the
ground. So, this city,with a population
of over 300,000 people,has tolivewith
averylimited supply of water.The only
way they can meet theirwaterrequire-
ment is by recycling sewage. They
commissioned their first recycling
plant in 1968. The older plant was
closed and anew,bigger plant,the New
Goreangab Reclamation Plant, was
commissioned in 2002. This new
plant, which I have visited, produces
21,000 m3 of potable water/day. That
is, it supplies 60 litres of water every
day to each inhabitant of this desert
city.Thisis sufficient to meet the basic
needs of the citizens.

One of the key features of Wind-
hoekisits practise of separating indus-
trial and other toxic wastewater from
the domestic wastewater stream.
Domesticwastewateris taken through
a separate drain and pretreated to
obtain a consistent quality. The pre-
treated waste is then treated through
a 10-step treatment plant. The treat-
ment steps are similar to the conven-
tional technologies that we use in our
country—coagulation, flocculation,
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THE REAL MAINSTREAM

BY HARVESTING RAINWATER AND RECYCLING SEWAGE, MOST INDIAN CITIES
CAN MEET THEIR DOMESTIC WATER NEEDS

Reimagining water:
A tale of two cities
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gravity filtration,activated carbon fil-
tration,ultrafiltration, ozonation, dis-
infection etc. The difference is that
while we use three or four steps, the
New Goreangab Reclamation Plant
uses 10 steps sequenced in such a way
that it produces drinking water that
meets the Switzerland water quality
standard, the most stringent in the
world. Since 1968, not a single case of
negative health effects has been
detected due to the use of recycled
water. Amazingly, the cost of treating
sewage to reuse it as drinking water is
highly affordable.The New Goreangab
Reclamation Plant sells water at
Namibian $11 per 1000 litres. This is
equivalent to 60 paise per litre of clean
drinking water.

Make every drop count: Gardens
by the Bay is a famous tourist spot in
Singapore.It comprises of three beau-
tifully crafted waterfront gardens
made on reclaimed land. But many
don’t know that the water body abut-
ting the gardensis Singapore’s largest
rainwater reservoir, called Mariana
Reservoir. Rainwater falling on one-
sixth of the land area of Singapore is
collected in this reservoir,and treated
and used in homes and factories.

Singapore is a water-scarce city.
Apart from the water it imports from
Malaysia, its only source of water is
rainwater. Still, it provides its citizens
with 140 litres of clean water every day
by combining traditional practices
with modern technologies.

Singapore is the world’s foremost
city in rainwater harvesting. It gets
abundant rainfall, about 2400
mm/year,but hasvery small landmass
to harvest rainwater. It also doesn’t
have the kind of aquifers that can store
rainwater underground. So, it pio-
neered storm-water harvesting and

above-surface storage. Today, two-
thirds of Singapore is used as a water
catchment, with the rainwater being
collected in 17 reservoirs through
storm-water drains, canals and rivers.

One of the key features of Singa-
pore is its strict land-use regulations
to keep water catchments clean by
removing  polluting
farms and factories near
catchments.In addition,
it has separate drains for
sewerage and storm-
water. A combination of

If Singapore can
harvest rainwater,
why can't Nagpur,

(2 ON ECONOMIC GROWTH

Finance minister of India, Nirmala Sitharaman

Economic growth is high on the agenda of the
Government. Various reforms are being undertaken
by the Government in many spheres to improve

a“Global Hydrohub”.It has more than
180 water companies with more than
20 water research centres that are
developing cutting-edge technolo-
gies in the water sector.

The question we need to ask is that
if Singapore, the world’s most modern
city, can harvest rainwater and recycle
sewage, why can’t Bengaluru, the hi-
tech city of India? In fact, Bengaluru
was built by harvesting rainwaterin its
lakes, ponds and tanks. But, most of
these lakesand ponds havevanished or
are polluted. But these can be revived.
A study recently by TV Ramachandra
and his colleagues from the Indian
Institute of Science shows that by har-
vesting rainwaterand treating sewage,
Bengaluru can easily sup-
ply 135 litres of water per
day to all its citizens. But
will Bengaluru do this? It
ismost unlikelyas the city
has decided to commis-

clean catchment areas Ranchi or sionits¥5,500 crore Cau-
and separate storm- Bhub ” very Water Supply Project,
water drains ensures that ) = §|Teswar. Stage V, to get an addi-
clean rainwater is col- Indian cities should tional 775 million litres
lected in the reservoirs. be asked these of water/day from the

But even this exten-
sive rainwater harvest-
ing is not sufficient to
meet Singapore’s water
requirement, as its industrial and
commercial demands far exceed its
domestic demand. So, it recycles its
sewage and produces NEWater, the
brand name for reclaimed water pro-
duced by Singapore’s Public Utilities
Board. Using advanced membrane
technologies and UV disinfection,
Singapore recycles its sewage into
ultra-clean water. This water is sup-
plied mainly to industries and com-
mercial establishments. Currently,
40% of Singapore’s water needs are
met by NEWater.

Singapore has also set-up desali-
nation plants. Currently, it has three
desalination plants that can meet up
to 30% of its current water demand.
So,a combination of rainwater har-
vesting, recycling of sewage,
imported water and desalination
plants makes Singapore a water-sur-
plus city. Today, Singapore calls itself

DVR: A difference, not enough change

The acceptance of DVRs by SEBI was
supposed to herald a revolution for
India’s digital companies. But sadly, the
regulatory baggage it is saddled with, will

hamper the potential of this initiative

AS AFINANCIAL instrument, shares
have two entwined characteristics:
one of control and the other of eco-
nomic benefits. Both these character-
istics usually rank parri-passuand any
change in one, necessitates a change
in the other to maintain that balance.
It is the flexibility to cleave these
rights that have allowed for unique
structures which have unlocked
greater shareholder value, the likes of
which have never been seen before,
like Facebook, Google (now Alphabet),
Snapchat and Ali Baba.

The acceptance of differential vot-
ing rights (DVRs) by SEBI yesterday
was supposed to herald this revolu-
tion for India’s digital companies. But
sadly,theregulatorybaggageitis sad-
dled with will hamper the potential of
this initiative.

India has had DVRssince 2000 with
5 listed companies, such as Tata
Motors, Pantaloons Retail, Jain Irriga-
tion, etc, opting for this. In all these
cases, the shares that had differential
(inferior) voting rights always had an
extra coupon or an economic induce-
ment to compensate for the lack of
control, thus respecting the principle
stated previously. But all this changed
in 2009, with the case of Anand Pershad
Jaiswal and Orsv. Jagatjit Industries Ltd.
and Ors, wherein an issue of DVRs
caused someonewith a 32% economic
interest to wield 629% control of the
company. With this case, SEBI acted
swiftly and sent a letter to all stock
exchanges prohibiting the issuing of
DVRs, thus ending India’s brief affair

with them.

If 2009 saw India shed DVRs, it also
saw Facebook embrace it with open
arms.The dual-class structure instituted
by Facebook in 2009 allowed Mark
Zuckerberg,whoheld 2 2% of Facebook,
to control 57% of the voting rights in
the company at the time of IPO. Face-
bookIPO,in 2012,sawthem debutwith
apeak capitalisation of $104 billion and
now has a market cap of
$543 billion.

It is important to
acknowledge that the
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It is important to

PAIl

net-worth of the promoter group, the
mandatory sunset clause impede the
attractiveness of this.We must acknowl-
edge that Indian tech IPOs have lagged
therestof theworld.Thelastblockbuster
tech IPO people can recollect is
Mindtree,which hasseenitself engulfed
by L&Tinahostile takeover.Having DVRs
without these restrictions might have
prevented this from happening. Even
Subroto Bagchi acknowl-
edged this on a panel last
Friday, when he said that
SEBI’s current construct

reality digital businesses acknowledge that  \yoyidn't haveaided their
inhabitdiffersfromtradi-  the reality digital  case.

tional business or India  pysinesses inhabit The protections SEBI
Inc.Digital businesses and A proposed, such as a fully

startups chase growth
instead of profitsinitially,
and raise multiple rounds

traditional business
or India Inc. Digital

independent director-led
audit committee and the
coat-tail provisions, will

of capital to achieve this. businesses and ensure minority share-
Assuch,theholding of the h holder protection. SEBI
promoters or founders startup?s e has a stellar track-record
isn’tthe 50-60%thatpro- ~ growth instead of  in this field. In the ease of

motersof IndiaIncheldin
the oldendays—they’rein
the low teens or even sin-
gle digits. The Flipkart promoters held
around 8% of the company togetherat
the point of exit. It is this reality which
necessitates DVRs to ensure that pro-
moters of tech companies can still
direct the company as per their vision.

The best blueprint for DVRs in India
would be tofollowthe US model,wherein
liquidity of these DVRs is limited and
their economic rights are mitigated in
favour of the preferential voting rights
that they enjoy. The restrictions on the

profits initially

doing business rankings,
India’s best showing, at
number seven in the
world,isin protection of minority share-
holder and this is due to the efforts of
SEBI. But protection should not stifle
innovation, and regulations should not
regress progress,but buttressiit.

Innovation outstrips regulation,
but regulation always outsmarts
innovation. Between these lies the
entrepreneur, like Icarus, who has to
rise while keeping in mind not to get
too close to the sun and run the risk
of getting burnt.

hard questions

Cauvery.

But, is it more sus-
tainable and affordable
to get water from hun-
dreds of kilometres away, as most
Indian cities are planning, or to imple-
ment rainwater harvesting and
wastewater recycling? If Windhoek
and Singapore can convert sewage
into potable water, why can’t Delhi,
Chennai or Bengaluru? If Singapore
can harvest rainwater,why can’t Nag-
pur, Ranchi or Bhubaneswar? Indian
cities should be asked these hard
questions when they come up with
multi-crore water supply schemes.

The bottom line is that even the
most water-deficient Indian city has
more water than Windhoek and all
major Indian cities have much larger
water catchments than Singapore’s. If
Windhoek and Singapore can meet
their water requirement by adopting
traditional rainwater-harvesting prac-
tices and using cutting-edge tech-
nologies, why can’t our cities? I don’t
see any reason why we can’t.

LETTERS TO

THE EDITOR

President’s rule in
J&K

Extension of President rule for next
six months by the Modi
government in Jammu & Kashmir is
politically motivated as the BJP is
afraid of holding the assembly
election in the state under the fear
of defeat—due to the mess created
by the PDP-BJP alliance, resulting in
the state becoming backward.
There were regular attacks on
Indian armed forces from the
terrorist groups across the border.
The fact of the matter is that when
it comes to assembly elections, the
centre is hesitant and wants to run
the state government without any
accountability. The government's
zero tolerance policy is not
working as the attacks against
security forces continues for the
last five years. The government is
using President's rule as a ploy to
run the state from New Delhi and
wants to dictate their own terms
and conditions rather than giving
power to the people.

— Bhagwan Thadani

on e-mail

Arrest of dissent

The West Bengal government has
come under a cloud for keeping BJP
youth wing leader Priyanka Sharma
behind bars despite a Supreme
Court order on May 14 to release
her immediately on bail. Ms Sharma
was arrested and sent in for 14 days
of custody for allegedly posting a
morphed image of Chief Minister
Mamata Banerjee on social media.
This is not the first time that the
Mamata dispensation is in the news
for all the wrong reasons.

— NJ Ravi Chander, Bengaluru
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overnance

challenges
for India

Governance is not well measured by terms such as
“minimum government, maximum governance,’
but by indicators of outcomes and efficiency, and

OUR OF THE most important
economic challenges for India,
as I argued in my last column,
are fixing the financial sector,
solidifying the tax system,
shedding inefficient public enterprises,
and reforming the agricultural sector
(‘Economic challenges for the new govern-
ment’, FE, June 18; http://bit.ly/24c9vDg).
The list of economic challenges does not
stopwith these four,butitis moreimpor-

by measures of accountability

tant tounderstand the governance struc-
tures that make these and other reform
areas challenging, before lengthening to-
do lists. Indeed, governance challenges
invariably underlie economic challenges.

The slogan of the NDA in the 2014
election campaign, “minimum govern-
ment, maximum governance,” hinted at
an overarching idea of reducing unnec-
essary government interference (pre-
sumably including, but not restricted to

ILLUSTRATION: ROHNIT PHORE

the economy), while improving the effi-
ciency of what government is actually
supposed to do.But that slogan does not
provide enough conceptual depth or
richness tobe a useful guide toaction.So
how should one think of the underlying
governance challenges that India faces?

Governance includes lawmaking,
institution building, regulation and
administration.All of theseare potentially
intertwined in designing good policies
and inimplementing them.For example,
inadequate bankruptcylaws,government
ownership of banks and non-bank finan-
cial companies, and poor regulation all
contributed to the bad debt problem in
India’s financial sector. The laws were
recentlyimproved,and the quality of reg-
ulation was improving in a parallel and
complementary development, but the
political compulsions of the ruling party
and the overreach of the Supreme Court
have both tended to move the situation
further away from a speedy and efficient
resolution of the problem.

This is India’s core governance chal-
lenge: a tendency to concentrate power
and control at the top, among a small
number of loyal politicians and bureau-
crats.The economic reform process of the
last three decades has been marked by
innovations in laws, regulatory institu-
tions,and sources of administrative and
policy expertise, all of which have the
potential to support a higher growth path
forIndia. But the general trend in the cur-
rentruling coalitionhasbeenin thedirec-
tion of reversing theseinnovations,atleast
de facto if not by explicit rollbacks. Even
robust governance institutionsare subject
todamage and erosion ifaleaderis deter-
mined, incompetent or malevolent
enough: one is seeing this process occur-
ring in the US, where cronyism and cor-
ruptionare rampantin the Donald Trump
administration, expertise is discarded or

ignored, and there is pressure on suppos-
edlyindependent institutions such as the
Federal Reserve. One might argue that
Trump is a strong leader who knows what
he wants and is getting it by imposing his
will, but many observers are concerned
about the resulting long-run damage to
various governance institutions.

India’s potential challenges are some-
what different. In particular, its legal and
regulatory institutions are not yet robust
and efficient enough to supporta thriving
modern economy. For example, the agri-
culture sector is one of the areas of the
economy that has seen the least progress
in changing how productive activities are
governed,instead continuingwith archaic
and severe market restrictions and distor-
tions. Government control of the sector is
politically valuable, and it remains to be
seenif thenewgovernment’s stated inter-
est in reform translates into changes that
are politically viable. The internal organi-
sation of the judicial system, namely the
manner in which legal proceedings are
conducted and lawyers and judges are
educated, also remains largely unre-
formed,as does the bureaucracy.

Inthissituation of limited institutional
strength and efficiency, thereisarealdan-
ger that those areas which have seen
progress, such as the functioning of the
Reserve Bank of India (RBI),orwhere there
is a strong tradition of competence and
trustworthiness, such as the Election
Commission of India,will have their qual-
ity eroded by a dominant political forceat
the top of the governance pyramid. The
Election Commission is an interesting
case, since it has been considered one of
India’s strongest regulatory institutions,
but it came in for criticism in the recent
election forevidence of weakening impar-
tiality.Of course, the Election Commission
does notregulate economicactivity,but if
electionsarenolongerreliably conducted,
theirroleasanaccountabilitymechanism
for politicians will erode.

In sum, governance is not well mea-
sured by terms such as “maximum,” but
byindicators of outcomes and efficiency,
and by measures of accountability. Cities
such as Bengaluru have experimented
with citizens’ scorecards, and there is
much more that can be done in that
respect,especiallyat thelevel of citiesand
towns, where the quality of governance
affectsresidents’dailylives most directly.
At the national level, the link between
efforts and outcomes is more tenuous,
and the decisions to be made are more
abstract: the benefit of giving RBI the
freedom to conduct monetary policy
without political interference is not
something the average voter will appre-
ciate.Privatised banks that are more effi-
cient, but still incentivised to serve less-
well-off rural customers, will be
appreciated more directly,but again, the
link between the government policy and
thebenefitsto citizens is not transparent.
It may be that good governance and its
recognition will be something that are
best built from the bottom up, in which
case the national government’s role is to
allow and enable subnational govern-
ments to flourish.InIndia’s current situ-
ation,bothvertical and horizontal decon-
centration of governance are desirable,
but achieving either will be a challenge.

The new international economic order

KUMAR
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THE GLOBAL ECONOMIC order of the
day resonates a mercurial temperament
frequently hitting the headlines, but
geopolitics experts very skittishly avoid
going to the depths of this debate.

I am reminded of the Cold War—the
continued discreet skirmish between the
USand USSR; it ended with Glasnost and
Perestroika, leading to eventual demise
of the USSR.Though slightly hyperbolic,
the term resonates again, now involving
a superpower of the East.

The US-China trade conflict, which

data shows may be hurting US exports
more than China, could give a new direc-
tion to the emerging patterns in global
geopolitics.Trade tensions have reignited
commitments made by China towards its
Belt and Road Initiative (BRI), which due
to cost-related issues was facing bottle-
necks in some host countries. Worth §1
trillion, BRIincludesvarious projects and
intends to create economic corridors in
Asia, Europe and East Africa.

India also shares concern about BRI
along with the US, which thinks China
may use BRIasavehicle to extend its mil-
itary presence in the geographies hith-
erto not touched upon such as Israel.
India may be right that the initiative of
creating an analogy of BRI with the Silk
Route is a strategic move by China in the
guise of economic development. Had it

notbeen so, the Sri Lankan move to hand-
ing over Hambantota port to Chinaon a
99-year lease would not have led to an
explanation by the Sri Lankan PM about
the usage of the port.

The Chinese President has never shied
away from showing assertive ambitions.
I am reminded of ‘Balance of Power'—by
David Hume in his Essay on the Balance of
Power.Though it is difficult to say if the
trade war raged by the US is an attempt
to balance out the growing economic
clout of China, there is a need for new
strategic alliances to play down China.

On the economic front, the Asia-
Africa Growth Corridor (AAGC) appears
to have been thought of as a counter-ini-
tiative to balance the ambitious BRI. With
almost similar economic objectives as
BRI,and with Japanand Indialeading the

way, AAGC looks more conciliatory in
nature and more consultative in bring-
ing outideas and implementing them.
While China hasbeen investing heav-
ilyfordiplomatic,economicand military
gains,India hasalso gained substantially
as far as global opinion is concerned.
While staying broadly non-aligned, India
hasbeen able to maintain good ties with
developed as well as developing nations.
AAGC mayturn outasacounterreply
to BRI. It would connect Asia with Africa
(an untapped market that presents excit-
ing opportunities for trade and business).
In the world order of today, the Cold War
analogy maynot hold true,but,going for-
ward, increase in the share of economic
gains, enhancing of trade benefits and
grabbing of potential markets would
drive the new global economic order.
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Containing the
past well
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Towards the government’s objective to
promote ease of doing business in India

ITH REPORTS OF economic slowdown
in the last quarter of FY19 gaining
ground,the new governmentwould like
toleave no stone unturned for providing
aboost to economic growth.The upcom-
ing Union Budget, to be presented on July 5, can prove to be
abold step that the government might have in its offing.

Since the Budget would indicate the course the govern-
ment would adopt over its tenure of five years, an attempt
should be made towards containing the indirect tax issues
and deliberations that are plaguing the sentiments of busi-
ness community.Such issues primarily pertain to the ambi-
guities emanating from indirect tax law (other than GST)
and tax department’s contentions in respect of pre-GST era
indirect taxlaws.While the government is busy simplifying
near two-year-old GST structure for businesses,delving deep
into pre-GST law for raising tax demands not only leads to
non-judicious use of the governmental machinery,butalso
dampens the investment interests of businesses.

Keyissues that deserve foreclosure in the Budget are:

1. Clean up the past: The value of designs provided by
vehicle manufacturers to component manufacturers be
added while paying excise duty. When a vehicle manufac-
turer or original equipment manufacturer (OEM) gives prod-
uct specifications (which can be in the form of a design) to a
component manufacturer (CM), basis which a component
is to be manufactured, the issue that needs to be addressed
iswhether the value of such product specification/design be
included in the value of the component so manufactured in
order to determine the excise duty payable thereon.

Asadecades-old industry practice,none of the CMs have
considered thisasan additional
consideration forittobeadded
to the value of the component
so manufactured. The reason
trade, a Customs  being that the value of the

Advance Ruling product specification/design

. could have only been added if
Authority ShOl.J|d be the transaction value of the
made operational

component was not the sole
at the earliest consideration to determine the
value for payment of excise
duty. In the instant case, the
product specification/design was the condition of contract
basis that the component was to be manufactured. Since
they do not form part of additional consideration, no excise
dutywas payable on this.

Surprisingly, post the introduction of GST, the govern-
ment has recently issued numerous show-cause notices
(SCNs) to various CMs, questioning the non-inclusion of
value of product specifications/designs supplied to them by
OEMs as an additional consideration in the assessment
value of the goods supplied to such OEMs, for the purpose
of payment of excise duty.

Itis,indeed,important that the government should focus
on cleaning up the past rather than digging up new so-called
issueswhich could have been considered in the pre-GST era.

In fact, there is a particular section in the excise Act that
empowers the government to issue exemption for the pur-
poses of validating common practices of an industry. It is
critical that sooner than later this aspect be looked at,as even
in a worst-case scenario if the CM pays additional excise
duty, OEMs will not be able to take input tax credit, which
otherwise they were eligible under the pre-GST era,and the
whole exercise would have been revenue-neutral.

2.Formation of customs advance ruling authority:
The establishment of a Customs Advance Ruling Authority
is essential for faster decision-making and to reduce the
overall time period within which advance ruling can be
obtained by the applicant. Although the customs law has
beenamended to allowits establishment, the constitution of
authority is pending and, as a result, applications still need
to be filed with the corresponding authority established
under the Income-tax Act, 1961. Hence, as a trade-facilita-
tion measure, a Customs Advance Ruling Authority should
be constituted and made operational at the earliest.

Providing solutions to problems of aforementioned
nature would result in reinstatement of the government’s
objective to promote ease of doing business in India.
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(Rohit Gupta, associate, GST, PwC India,
contributed to this article.)

ITH THE ELECTIONS
resulting in a success-
ful return of the NDA
government, the focus
of attention is now on
what will be the stance taken by the MPC?
Against the background of not showing a
convincing uptick and out of force of
habit, there are already calls for reduction
of interest rates, with the decibel level
being higher for 100-200bps cut. It is,
hence, necessary to analyse the pros and
cons of reductions in interest rates.

Interest rates have been looked at nor-
mally from the corporate lens, and hence
the view is these should be lowered to spur
investment. Is there a real relationship
between the two? Also,as interest rates have
a bearing on savings, should this perspec-
tivealsobelooked at? Last,as there tends to
beregularcomparisons of real interest rates
in India with those in the developed world,
is there a basis for doing so?

The best indicator of investment is the
gross fixed capital formation (GFCF) rate,
whichisexpressed asa percentage of GDP
at current prices. The GFCF rate has been
declining since 2012-13, from 34.3% to
28.9% in 2018-19.A decline of 5.4 per-
centage points is significant. During this
period, the return on advances for all
banks based on RBI data declined from
10.42%in2011-12t08.31%in2017-18
(the latest year for which data is avail-
able)—a decline of 211 points. Therefore,

Taking an interest rate call

Look before
you leap

toargue thatloweringratesisthe panacea
forinvestment can be contested by data.

The disconnection between the two can
be explained. First due to over-investment
in the pre-2011-12 era following the
financial crisis, the stimulus provided on
fiscaland monetaryssides gave investment
a boost. But much of this went into infra-
structure,which was afflicted with irregu-
larities in sectors such as coal, iron ore,
power, telecom, among others. This led to
projects getting stalled, which later got
translated into NPAs after some umbrella
coverwas provided through the CDRroute.
This led to projects still being in the stalled
mode orabandoned.Therefore, private sec-
tor interest in investment is limited irre-
spective of the interest rate regime.

The second reason forlowinvestmentis
surplus capacity in most industries. Typi-
cally,autilisation rate of around 78-80%is
required to push investment.With the rate
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being stagnant in the 70-73% range on an
average, there is limited push here. The lat-
est RBI data shows this has crossed 75%,
which is not consistent with the declining
ITPrate. Unless this numberimproves,only
then will fresh investment take place.

Now,theway outisreally on thedemand
side for capacity utilisation and on struc-
turalissuesrelatingto NPAsand regulation
toreigniteinterestininfrastructure.Under
these circumstances,there have been some
collateral effects on savings, which have
declined during this period.

The ratio of household savings came
down from 23.64% in 2011-12 to 17.2%
in 2017-18—afall of 6.4 percentage points.
Thisis significant because bank deposits are
todayaround X125 lakh crore,and another
X12 lakh crore are in debt mutual funds.
Lowering of rates affects income received,
which, in turn, affects spending power and
consumption. The average cost of deposits

Spread between return on
advances & cost of deposits

Household Cost of Return on

Year savings rate deposits GFCF advances

2011-12  23.64 6.28| 34.3 10.42
2012-13 2248 6.57| 33.4| 10.33
2013-14  20.34 6.39| 31.3 9.98
2014-15 19.56| 6.35| 30.0 | 9.78
2015-16  17.97 6.09| 28.7 9.35
2016-17 17.07|. 5.6l| 28.2 | 8.86
2017-18 17.2 5.02| 28.6 8.31

Source: RBI

Real interest rates

USA 0.50 | South Africa 2.25
Thailand 0.52 | Malaysia 2.80
Philippines 1.50 | India 3.08
Russia 1.55 | Indonesia 3.17
Brazil 1.56 | Mexico 3.84
China 1.85 | Turkey 4.50

Source: Trading Economics
(Policy rate minus CPI inflation latest)

of banks has come down from 6.28% in
2011-12 to 5.02% in 2017-18—a decline
of 126bps.Thus,hastydecisions oninterest
rates can have a negative impact on savings.

Curiously, the decline in average return on
advancesof 211bpswashigherthan thatin
cost of deposits of 126bps,but savings rate
of households fell at a higher rate!

An interesting takeaway from the
accompanying tableis the spread between
return onadvances and cost of deposits has
come down from a high of 414bps in
2011-12 toaround 330bpsin 2017-18,
and the benefits have been more to thebor-
rowers than the deposit-holding public.

The other issue on real interest rates
doesraiseafundamental question.Canwe
really compare the real interest rate in
Indiawith thatinawestern economy? The
interest rate is the cost of capital and
should reflect the same. This is what the-
ory says. The cost of capital is the result of
demand and supply for funds, and if sup-
plyislessasrevealed by the higher CAD ex
post, then it means the economy s capital-
scarce.Insuch asituation,theinterest rate
level has to be higher than that in other
developed economies.Lowering the inter-
est rate to a level that is not supported by
the market canlead to distortions.

The table also provides the real interest
rates invarious countries based on the pol-
icy rate adjusted for CPI inflation.As can be
seen,the higherrangesofrealinterestrates
arein some of the faster growing economies
where there is greater demand for funds.
Whileitcanbeargued that 3%real interest
rate should be 2% or 1.5%, it must be
realised that the real rate is looking higher

due tolowinflation,which is due to supply
factors rather than demand. In 2013-14
and 2014-15, CPI inflation was 9.3% and
5.8%, respectively, in which case the real
repo rate would have been negative.

The argument on comparing the real
repo rate with those in other countries
should not be considered in isolation. The
low inflation rate that is being witnessed
todayis due to unusuallylow farm and fuel
prices.The average CPI inflation for indus-
trial workers up to 2017-18 was 8% per
annum in thelast 10years,with sevenyears
of above-6% mark. So, rather than looking
at current inflation rate for reckoning real
rate,an average may be advisable as these
ratestend tobe quitevolatile—at timesdue
to single commodity price effects.

The discussion points to a few conclu-
sions.One, interest rate should be consid-
ered looking at both investment and sav-
ings,and has tobebalanced asitcanlead to
distortions on the consumption side. Sec-
ond, lower interest rates are just one fac-
tor going into investment decisions, and
are not a guarantee for positive response.
Third, the global real interest rate com-
parison misses the point that nations are
different,as are their credit markets. Last,
even the concept of real rates runs into
problems when inflation increases, as the
same train of thought can justify signifi-
cantly higher repo rates when prices of,
say, potatoes or onions increases, which
can be adverse for future growth.
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