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India has been a favourite of emerging market investors for 
many years. In fact, according to survey data, a majority of 
mutual fund managers have favoured India more or less since 

reasons why asset managers might want to own Indian assets 
is the idea that India is the next great convergence story after 
China. A relatively poor country with a growing and large 
workforce is just the thing to get the world economy growing 
again. In a world starved of investment and development, India 
is the great hope.

This paper assesses India’s prospects of becoming a classic 
convergence trade. India is a big and complicated country. Can 
it just follow the Asian export model to success? Our research 
suggests that India is not on this path, and is not pursuing 
it actively. Indeed, it is not clear whether this path is even 
available. But India is not alone in having an imperfect economic 
structure for convergence. China, South Korea and Japan all 
had issues before they began their rise. 

We highlight the alternatives for India, review how it might 
overcome some of its existing challenges, namely a lack of 
investment and the labour market, and explain why Indian 
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Figure 2: 10 Year CAGR of per capita Indian growth - factor inputs

Source: Penn World Table 10.0. Feenstra, Inklaar & Timmer. Data to 2019.
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China had years of over 10% growth in its capital stock on a 
per capita basis. China’s capital growth helped productivity to 
run at over 3% for ten years. And China was getting a boost to 
its labour input. Overall, over the same period that India was 
growing over 4% a year, China was growing over 6% and nearer 
8% for most of that time. 

The comparison between the two countries merely tells us that 
the structure of the Indian economy is not the same as the 
structure of the Chinese economy. Which is hardly a revelation. 
We now need to have a look at the structure of the Indian 
economy to see what is preventing it from achieving Chinese 
style growth. 

The macroeconomic picture
India has been talked about as an economy on the edge of 
explosive growth for many years now. But it has made little 
relative advance on the developed world. Indian GDP per capita 
relative to the  (Figure 1) has more than doubled since the 
1990s. But this pales in comparison to China. 

Where is the difference? We can check some of the drivers 
by splitting growth into its factor inputs – capital, labour and 
productivity. Capital and labour measure the quantity whereas 

below look at 10 year annualised trends on a per capita basis.

India has been growing its capital base at a good pace in the 
last 20 years or so. Productivity has been a steady 1% (Figure 2). 
There has been no growth in the quantity of labour. Although 

Figure 1: Per capita GDP as percentage of US

Source: Penn World Table 10.0. Feenstra, Inklaar & Timmer. Data to 2019.
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Figure 3: 10 Year CAGR of per capita Chinese growth - factor inputs

Figure 4: Percentage of Indian Economy by Sector

Source: Penn World Table 10.0. Feenstra, Inklaar & Timmer. Data to 2019.

Source: Haver Analytics, 28 September 2021.

How is the Indian economy structured?
India is still quite a rural economy, with agriculture accounting 
for 20% of the economy (Figure 4). China was actually very 
similar in the 1970s. But now agriculture in China is half 
that of India. Industry is 40% of the economy and within 
that manufacturing is 10% higher than India. The Indian 
manufacturing sector has not grown enough to provide for  
a growing Indian population, let alone an export sector. 
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Figure 5: Exports/GDP
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Trade
A simple chart of exports to GDP (Figure 5) suggests India is 
following just as much of an export-led growth model as China.

Source: Haver Analytics. Annual Data to 2020.

Source: Haver Analytics

But add in imports (Figure 6) and we get a different picture. 

Figure 6: Trade Balance as percentage of GDP
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As our previous paper on convergence discussed, a persistent 

exports, we see a dominance of commodities, such as chemical 
products, precious metals and mineral products, and low 
end manufacturing goods, including textiles. Imports are 
dominated by oil and machines. 

We’ll return to India’s energy use later in this piece. But trade 
 

if it makes something globally interesting others will buy it. 
Complex things are made by people who get paid more.  
To put it crudely, you can be a global leader in making t-shirts, 
but there is only so much the world will pay for t-shirts. So the 
wages for those who manufacture t-shirts will be constrained. If 
you want to have a higher income workforce and hence a richer 
economy, you need to make more complex goods.  
At the moment, India does not. 

Market share data (Figure 7) shows this too. Global market 
share in higher value added goods (e.g. cars, electronics) is 
not growing. Growing your market share in low value added 
goods shows that your income is growing more slowly than 
other countries.

China over the same period shows huge increases in electronics 

increased its share in textiles, although this has tailed off more 
recently as it sheds its lower value added business (still over 
30% share though).

account, which also includes investment income and payments. 
On the other side of this accounting ledger is the balance 
between domestic savings and spending. India has a current 

government are spending more than they are saving  
and investing. 

As a country, you can deal with this in two ways. Either improve 
the value of your exports or reduce your consumption of 
imports. Reducing consumption is another way of saying “slow 
down growth”. We can assume that any Indian government is 
not too keen on this. That leaves increasing the value of exports, 

Figure 7: India global market share by industry
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Figure 8 shows the overall level of the current account. India 

Figure 8: India current account as percentage of GDP

Source: Haver Analytics. Annual data to 2020.
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India is above the . Given that the US is a country at or near 
the technological frontier, we would expect it to have lower 
investment levels and we would expect India to be 
substantially higher. To gauge the sort of investment levels that 
India should be aiming for we can use the examples of Korea, 

growth in the past under the Asian export model. During their 
periods of high growth these countries had investment above 
30% of GDP for substantial periods of time (although the data 
is not in this chart, the Japanese rate was high throughout the 
1960s as well). 

Figure 9: Investment as percentage of GDP

Source: Haver Analytics. Annual data to 2020.
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The situation may not be quite as bad as suggested, however. 
Indian households traditionally buy gold as a way of saving. 
Gold is a “good” that is not mined in India, so this counts as 
a foreign purchase of goods – an import. If an Indian family 
saved by buying some US stocks, for example, it would show 
up in the balance of payments as a capital transfer. The “ex 
gold” line in the chart shows the current account with these 
gold purchases taken out. The situation is better, but the 

If India wants to invest more it would need to borrow more 

increase its savings rate, which is hard. All of which raises the 
question - is India investing enough?

Investment
Given the low level of complexity in India’s exports and hence 

asset formation as a percentage of GDP compared with other 
major economies. 

India has only managed a brief period of high investment in the 
mid 2000s. It is fair to say that, given its level of development, 
India is substantially underinvesting. Splitting investment 
down (Figure 10) shows a reasonably dynamic private sector, 
although drops since 2012 are concerning. But the level of 
public sector investment is low. India is clearly lacking in public 
infrastructure. And public infrastructure is vital to productivity. 
So this is a problem.

Figure 10: Indian investment as share of GDP

Source: Haver Analytics. Annual data to 2020.
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Government

role of government in India. Government does two things as an 
economic actor (as opposed to a political actor or a regulator or 
setter of laws). First, it plays an important role in the demand 
structure of the economy by taxing and spending. Second, it 
builds infrastructure and provides services that the private 

governments (it should be noted that there are a lot of different 
ways of calculating this so it is hard to have precise numbers, 
but the direction and scale is what matters). 

There were recessions in India in 1979, 1992 and 1997. If you 

around these years. But much smaller than the overall moves we 

Putting all this together we have low investment, particularly 

acts as an impediment to spending more on investment. To 
increase investment then, in the long run, it would seem India 
needs to increase savings. The government is acting as a major 

One way to address these problems would seem to be for the 

example, to pay for more public sector investment? Inevitably, 
things are not that simple. If you raise taxes on corporates, 

in other words their savings balance would deteriorate. 
Raising taxes on households may have a similar effect. Or it 
may encourage households to save even more. A common 
model for household saving in developing countries is that of 
precautionary savings. Public sector healthcare and old age 
provision is inadequate, so large savings balances are required 
to try and pay for unexpected medical conditions or other 
events. Which is to say that the way the public sector spends 

What is public money spent on? It is a major project to examine 
in detail the effectiveness of various parts of public spending at 
a macroeconomic level and beyond the scope of this piece. So a 

First, India pays a substantial amount in subsidies each year. 

Another example would be the public sector undertakings, 
as state owned enterprises (SOEs) are called in India. Other 
countries, including China of course, have public sector owned 
corporates. The issue is, what is the purpose of these bodies? 
Chinese SOEs broadly seem to exist to invest. If we take a look 
at the largest of the Indian SOEs, this is not quite the case.

Indian Railways employs about 1.3 million people and is 
famously one of the largest employers in the world. But it is 
structured as a standalone company, if fully publicly owned. 

has always operated with an operating ratio (operating costs 
over revenues) of over 90%. This means they generate only 
a small amount of cash – under $1 billion annually. Capital 
expenditure has been between $5 and $10 billion. Obviously, 
the remainder has to be borrowed from the government or 

to increase debt acts as something of a constraint. Capital 
spending on the railways is set in India’s annual budget, so it 
can easily become a real constraint. In the most recent budget, 
the government announced a large programme (relative to 
history) of about $20 billion. By contrast, China has spent a 
combined $120 billion on railways across 2019 and 2020. 

Source: Haver Analytics, Reserve Bank of India. Annual data to 2020.
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In theory, for a developing economy, the public sector should 

to support the private sector. Over time that should mean 
the private sector can build a surplus and the overall balance 
of the country (the current account) can be in balance or 
surplus. As we saw above, however, in India there has been a 

investment is low. 
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Concluding on the top-down; where are the structural impediments to faster 
GDP growth?
India is hardly failing – per capita GDP growth is growing at reasonable levels. But it has not 
got the sort of growth that other countries in East Asia have enjoyed in the recent past. 
Investment levels have been too low to enable a move into higher value added goods that 

India seems to have some structural issues that are preventing it from achieving rapid growth. 
We are now going to look at some of the sectors of the economy where these are manifest. 

Is India the next great convergence story? 9



Evaluating India’s microeconomic picture – 
some sectoral Analysis 
An important caveat before we begin. One of the most 
important things to understand about India is its huge 
regional differences. The macroeconomic analysis is an 
amalgam of diverse circumstances at a state level. This  
does not invalidate the analysis, but it does complicate  
the implementation of any remedies. 

Transport

to adequately assess the effects on productivity in a country you 
need to consider the geography and nature of the goods and 
services the system is servicing. Take these simple numbers on 
total road length in various countries, scaled by the area of the 
country and the population (Figure 12). 

India has a high density of roads. The kilometres per head of 
population is also comparable to other key emerging markets, 
and better than China. But that is not the whole story. A high 
proportion of India’s roads are poor quality or dirt track. 
Unsurfaced roads make up just under a third of the total in 
2015 (the latest available data). However that is much less than 
the 50% in 2001. Over the years since 2001, the government 
has had a major programme to improve rural roads. This was in 
recognition of the fact that the poor quality of the road network 
was preventing farmers from getting their food to market, 
damaging rural productivity and ultimately holding back 
urbanisation. From 2001 to 2017 the road network increased 

in India’s position relative to other countries as well. Each year 
the World Economic Forum (WEF) surveys business executives 
around the world. One of the questions they ask is about the 
quality of the road system. Survey data is always somewhat 
subjective, but is often the only way of making cross country 

progress relative to other countries. A score of 1 is equivalent  
to “road use impractical” and a score of 7 is “paved motorway 
all the way”. 

India has improved its roads more than any other country in 
this sample and is now close to China. 

Clearly a big improvement in road infrastructure has occurred. 

Between March 2007 and March 2016 (latest data) freight, 
measured by billions of tonne-kilometres, increased by around 
two and half times to over 2 trillion tonne-kilometres. That is 
about a 50% increase above and beyond the increase in paved 

on roads has gone up considerably as well, which leads to 
congestion and slower speeds. All of which begs the question, 
what is happening to India’s famously large railway system?

Rail transport is certainly prevalent in India. It has the same 
amount of rail lines as China (about 67,000 km in 2017). China 
is actually a larger country than India (almost three times the 

tonnes – the total number of kilometres each tonne of goods 

Figure 13: WEF road quality score

A score of 1 is equivalent to “road use impractical” and a score of 7 is “paved motorway” all the way.  Source: WEF nnual ata to 2018.
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Regulation and Law
The state structure in India has not always interacted with the 

One example was indirect taxation. India had a number of 
different taxes which varied by state, and by product. The 
central government also had indirect taxes. The result of all 
this was that a supply chain extending across state lines could 
be taxed multiple times. Transported goods were subject to 
state based “border” checks to ensure compliance. In effect the 
patchwork of taxes challenged India’s own internal market. This 

to 1999. Finally, in July 2017, a new national goods and services 
tax was introduced, removing all existing central and state 
government taxes - the Goods and Services Tax (GST). Only 
petrol, alcohol and tobacco are outside the GST. 

Much is expected of the new system. The government 
announced soon after launch that journey times for road 
freight had dropped by 20% due to the removal of internal 

not much, all the way up to 2%. In practice it is extremely 

supply chains lengthen within India and production of a 
particular good begins to form in geographic clusters. Is this 
due to advances in the economy and its complexity, or is it 
enabled by the new GST? Further complications arise from 
the implementation. Technically the GST is complex, requiring 
electronic permits for all goods shipped. There have been 
inevitable software problems and complaints. Hopefully these 
problems are short term. In the longer run the removal of the 
old patchwork of sales taxes should lift India’s potential growth 

There are two other areas of law that are often cited as major 
blocks on large scale investment in India, that have not been 

employers with more than 100 staff members to apply to 
the government for permission to sack staff for redundancy. 
Such permissions are rarely given. Clearly, this would act as 

data suggests that domestic Indian companies can get round 
this restriction by employing agency staff. The redundancy 

will undoubtedly be deterred however. This restriction is often 
cited as the reason as to why the textile business has not 
moved more aggressively out of China and into India, despite a 
growing wage gap. 

The other major restriction on large scale investment is land 

to get the permits from the labyrinthine Indian bureaucracy 
at state and federal level. There are a large number of special 

set aside land for industrial use. However, that is unlikely to 

relocation from China. 

Movement on reform of these legal and bureaucratic 
impediments to investing are key bellwethers when trying 
to assess whether the Indian government is interested in 
adopting a convergence model. 

Figure 14: Freight Km tonnes per kilometre of rail
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Source: World Bank. Annual data to 2017.

far less freight than China. Why this is? There are a number 
of possible explanations, but one is that the Indian system 
is focused on passengers, not freight. Passenger kilometres 
travelled was 1.1 trillion in India and 680 billion in China in 2017. 
Add to this the point about relative lack of investment in India 
and you have a big difference between the two countries. India 
invests less than China in railways, and the Indian railway system 
is optimised to carry passengers, not freight. 

international index for “shipping liner connectivity”, which 
measures various factors to do with the international shipping 
trade. China has a score three times that of India. That looks 
bad. But then again China’s score is twice that of the . This 
merely demonstrates what we know already – that China 
adopted an export model and that India has not. It becomes 
relevant if India announced that it wished to pursue an East 
Asian model of growth, because we know it does not yet have 
the infrastructure to support it. But since India has not 
announced that, it may be less relevant. 

transport system seems appropriate for a country of its level 
of wealth and economic model. It is certainly not “ahead of the 

growth policy. So neither a driver of higher productivity, nor an 
impediment to it, seems the right conclusion. 

One area where transport has been improved is the removal 
of some administrative restrictions in the transport of goods 
caused by local consumption taxes. And that brings us to the 
issue of regulatory blockages to growth.

we can see how many times a tonne of goods crosses a one 
kilometre section of railway (on average).
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Figure 16: Electric power consumption per capita

Power
A key constraint on many developing economies is access to 
energy. In this, as in other things, India presents a very mixed 
picture (Figure 15). 

These numbers are roughly in line with the differences in 
GDP per capita, and so raise the question of whether power 
accessibility is a cause of GDP per capita, or a consequence of it. 
The answer may well be both.

The gap between India and other countries for electricity 

to electricity. 

There is data for access to electricity. For developed countries, 
and many emerging ones, 100% of the population have access. 
For India, although the number has improved massively, there 
are still 15% of the population or so with no access to electricity. 

Even that understates the problem. The World Bank also 
calculate  a measure of access to “clean cooking”. This means 
cooking using electric or gas, not wood, other bio fuels or 
diesel. Figure 17 gives the percentage for various countries 
(latest data from 2017). India ranks lowest by a long way.

At the household level, India is heavily reliant on small scale 
diesel generators, as well as more traditional fuel sources. This 

Figure 15: Energy use per capita equivalent Kg of oil

Source: IEA and World Bank. Annual data to 2015.

Source: IEA and World Bank. Annual data to 2015.
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Figure 18: Comparative electricity prices

Source: IEA, World Bank Annual data to 2019.

Prices converted to cents per kilowatt hour using purchasing power parity (PPP) currency rates. Source: IEA, World Bank nnual data to 2019.

Figure 19: Comparative electricity prices - Nominal
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However, the picture for business is not nearly so bad. Every 
year since 2015, the WEF surveys businesses in January across 
countries to ask them the cost of their electricity supply. 
Figure 18 shows the results of selected countries, converted to 
cents per kilowatt hour using purchasing power parity (PPP) 
currency rates. 

Indian electricity costs have come down to be comparable 
with China. Using PPP adjusts the costs in each country to 
take account of the fact that a standard basket of goods 
costs different amounts in each country. In other words this 
chart measures the cost of electricity in each country relative 
to a standard basket of goods. This is relevant to a business 
supplied by and selling to domestic sources. 

For an international business wanting to establish itself in India 
for export or import, the nominal dollar cost may be more 
relevant. As Figure 19 illustrates, India is very competitive in 
nominal dollar cost terms. Electricity is cheap, and it is easy to 
get connected. 

India has made improvements recently, and at around 20th out 

problem. There are limitations to the World Bank survey, 
however, as it measures access in key large cities. India’s 

improving score is due to some easing in restrictions in Delhi 
and Mumbai in particular. Anecdotally, similar improvements 
are occurring elsewhere, but the progress is not uniform. 

So far we have a picture where power availability is still a 
problem for rural communities, but is relatively cheap and 
accessible for business. We also know that India cannot grow 
its GDP per capita substantially without a good deal more 

high GDP per capita and low energy use per capita. Can India 
improve its energy penetration at the same time as increasing 
energy usage substantially? 

Currently the majority of India’s overall energy mix is provided 
by coal (Figure 20).

burning dung and plant matter), or for those without 
connection to the electricity grid or transport links to get 

Agency (IEA) estimates these fuel sources to be worth about 
20% of formal fuel sources. India needs to replace these energy 
sources with electric power or gas. And it will need to grow. 
Figure 21 shows BP’s estimates for India’s energy mix in 2040.

Despite a big increase in the renewable energy share, India is 
still assumed to be using 48% coal. Given that overall energy 
use is going to increase by over 2.5 times, that is going to be 

13Is India the next great convergence story?



a substantial increase in coal use. India is already home to 15 
of the top 20 most polluted cities in the world according to 

sources available. Various technologies exist to clean up coal, 

levels in India may be politically impossible, and to add coal in 
scale, without polluting, is too expensive. 

The BP forecast is unlikely to come true. But if not coal then 
what? India lacks a proper gas infrastructure. Domestic gas 

in bottles all over the country. Considerable investment is likely 
to be needed if India is to avoid restricting energy capacity and 
hence limiting growth potential. 

Figure 20: India’s Power Mix

Figure 21: India 2040 forecast power use

Source: BP World Energy Outlook 2020.

Source: BP World Energy Outlook 2020.
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Further pressure will likely come from global warming. As 
Figure 22 shows, at present, India is the lowest CO2 per capita 
producer of the world’s large economies. 

But India has a lot of capita. Figures from 2017 (from IEA) make 
India the third largest producer of CO2 behind China and the 
US. If India is to enjoy an industrial revolution in the style of 
China, it would likely quadruple its CO2 production. That would 

regardless of how unfair it would appear to Indians. Indeed, 
given how many parts of India could be directly affected 
by global warming, it may not even appear that unfair to 
Indians. This reinforces the point made in regard to particulate 
pollution. The BP forecast looks untenable. India will need to 

Solutions may be available, in the long term. Solar energy is 
already competitive when measured against newly installed 

is a measure of price needed to breakeven on a generating 
project) of energy auction prices in 2017 was nearly 4 rupees 
per kwh for coal and only 2 for solar. So price is not the 
constraint. Nor, in fact, is it the best arbiter of what will be 
invested. And prices miss out some things. Coal prices do 
not include the full environmental costs. Not only the cost of 
carbon capture technology, but also substantial water use 
in water challenged regions. On the other hand, there are 
issues not included in the cost of solar or other renewables. 
Solar power only works when the sun is shining. This may 

other power production. When the sun is not out, there must 
be enough other generation capacity to cope. When the sun 
is out solar power is allowed to supply to the grid and other 
generation facilities must lie idle. This raises the cost for all the 

put it another way, solar is a neutral part of the grid only when 
combined with a battery storage system, which raises its cost. 

All of this means that, assuming they cannot just use coal, the 
constraints on India’s power system are to do with electricity 
storage costs and availability, structural issues to do with 
the grid, and ultimately technological constraints. To be fair 
these problems of renewables are generic and not unique to 

relative to other countries, and where these issues will be most 
striking. And that is not all for the problems, the list of required 
investment in energy systems in India is large. For example:

 – As well as the number of consumers who still do not have 
electricity, in a number of regions of the country, the supply 
is unreliable. Given the World Bank’s focus on large cities, 
their data may not capture these effects. Many Indians use 
diesel generators to cover these risks. These use 15 million 
tonnes of diesel oil a year – over 5% of the total oil use. Over 
10 million households use battery storage to deal with the 
problem (taking electricity from the grid to power a battery 
when it is available). Which explains some of the $4 billion of 
battery imports in 2018.

Is India the next great convergence story?14



Figure 22: metric tons of CO2 per capita 

0

5

10

15

20

25

30

US China Brazil India Indonesia Mexico Germany South Africa Russia
1970 1974 1978 1982 1986 1990 1994 1998 2002 2006 2010 2014 2018

Source: IEA and World Bank  data to 2018.

– Power theft and transmission loss costs around $15 billion a 
year, according to the central electricity authority. These are 
losses borne by the electricity authority. 

 – Subsidies to farmers and others in the past have created a 
substantial debt in state level electricity distributors. Debt is 
2.5 trillion rupees and rising. 

India’s power system is clearly not ready or capable of coping 
with a surge in industrial production. Then again China’s power 
grid would not have looked ready in the 1980s. But India faces 
hurdles China did not. China was able to pollute its own cities 
and increase rapidly its CO2 emissions. It is not obvious that 

is seeking to massively increase its electricity usage at the same 
time as trying to improve energy mix away from hydrocarbons. 
It remains to be seen whether this is possible. 
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Education
It is a standard in the academic literature that education levels 
are key to growth in developing economies. It appears to be the 
case that improving human capital is a necessary condition for 

the underlying structural areas of the Indian economy we are 
examining, education appears to be the weakest point. 

The key statistic here is that adult literacy, as at the last census 
in 2011, was 69%. Peers in emerging markets all have numbers 
of over 90%. There is also a massive gender gap. The number 
of women is only 59%, whereas for men it is 79%. 

Higher up the educational ladder India seems better. 9% of 
adults have graduated tertiary education. This compares with 
3.6% in China, just over 2% in Russia and over 6% in South 

Germany at 25% and the US at over 30%, for example. 

These numbers explain India’s industrial makeup. India is 
famously strong in some skilled areas of the service industry - 

9% of a very large number. However to provide the sort of mass 
employment you need to grow GDP per capita quickly, history 
suggests you need mass manufacturing. And for that, a literate 
workforce is a basic requirement. Even so called unskilled labour 
working in basic assembly needs to be able to read, to follow 
instructions, and comply with the basics of being an employee. 
Before we get too despondent, however, India’s literacy rate 
amongst 15-24 year olds is over 90%. So this is a problem of the 
older generations. Realistically, whatever we think about the 
prospects of India following a major industrialisation path, it was 
never going to be led by the middle aged or elderly leaving the 
countryside to work in factories. 
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Figure 23: Working age population as share of total population, and 10 year compound annual growth rate of working 
age population

-1.5%

-1.0%

-0.5%

0.0

0.5%

1.0%

1.5%

2.0%

2.5%

3.0%

3.5%

40%

45%

50%

55%

60%

65%

70%

75%

1970 1975 1980 1985 1990 1995 2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 2050
India China India - 10 yr cagr (rhs) China - 10yr cagr (rhs)

Working age population as share of total population 10 year compound annual growth rate (CAGR) of the working age population

Labour force 
A key argument made by  of India is that it is due a 
substantial demographic dividend. This is certainly true 

population database, shows the working age population as a 
percentage of the total population, and the 10 year compound 
annual growth rate (CAGR) of the working age population for 
India and china.

Right now, India’s working age population has stopped growing, 
as a percentage of the population. But it is growing overall. The 

pay tax, produce and consume. As their numbers grow relative 

improve, other things being equal. There is no decline for 
India in the forecastable future. China, on the other hand, is 
seeing declines. That gives India a strong relative advantage if it 
chooses to follow an economic model where this matters.

go back to the charts at the beginning of this piece about 
factor based growth, we observe that India has seen no growth 

contribution from labour. China on the other hand had a 

1% or more to growth on a per capita basis. Why the gap?

The labour input is composed of hours worked and the 
participation rate. In other words is someone of working age in 
the available workforce and if they are, are they working more 
hours than they used to or less?

We can see from Figure 24 that China improved in both factors 
whilst India did not. Hours worked went from just under 2000 
to just under 2200 – an increase of 10%. The participation rate 
went from 44% to 55% - an increase of 25%. 

Not only has India failed to improve its labour input, the 
participation rate is also low relative to others (Figure 30). For 
example, labour participation in India is sub 55%. By contrast, 

rates in the 70-80% bracket.  

The reason for this becomes apparent when you look at the 
female participation rate (Figure 25). This is a shockingly  
low number. 

Source: Penn World Table 10.0. Feenstra, Inklaar & Timmer ata to 2019.

Figure 24: Labour input to GDP

Source: Penn World Table 10.0. Feenstra, Inklaar & Timmer ata to 2019.
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limited pricing power and so will struggle to move up the 
value chain. Aggregate this behaviour and you get a serious 

looks relatively expensive. There is little incentive to invest. 

All in all, the highly informal nature of the Indian economy is 
a major reason for low investment levels. The low investment 

to formalise the workforce. A negative spiral. 

The Indian government has made one big push to deal with 
this problem – demonetisation. High denomination bank notes 
were removed from circulation in 2016. The aim was to force 
people and business to place physical cash deposits in the 
formal banking system which would expose them to the tax 
authorities. A lot of government energy was devoted to this 
project. It is unclear whether it has had much effect. The 2018 
number for informal workers has certainly not changed. We 
doubt there was much chance of this policy working. If you 
operate in a low margin business which would be a no margin 
business if you paid proper wages and your tax, then this 
measure will not force a change in behaviour. 

Figure 25: Female labour participation rate

Source: Source: Penn World Table 10.0. Feenstra, Inklaar & Timmer ata to 2019.

Informal Working
We cannot conclude on the Indian labour force without talking 
about informal working. This word means working without a 
proper employment contract. Undeveloped countries typically 
have a larger population subsisting on the land. So to avoid this 
number being a measure of urbanisation, it is usually 
expressed as a percentage of the non-agricultural sector. The 

surveys around the world on an ad hoc basis to assess this 
number. Figure 26 shows data for our selected countries, 
together with the year the data was collected.

The vast majority of Indian workers are in the informal sector. 
Indeed India has levels equivalent to those in much of Sub-
Saharan Africa. A previous data point in 2010 was in the mid 
70s suggesting that there is no trend downward in this number. 

Why is this a problem? Obviously, from the point of the worker, 
informal work is less desirable. Income cannot be taken for 
granted. That means it is hard to purchase anything that 
requires regular payments. For example, rent or payments 
in instalments for a larger asset such as a washing machine 

out 
loans is also likely to be impossible. Collectively that in turn 
means that the consumer sector is under-levered and under-
consuming. Of course, with banks mainly focusing on the 
formal economy for consumer lending, that part of the 
economy may well be over-levered and over-consuming. So 
you 

nonetheless a banking system that over-lends and is 
unstable. And it is not just consumption. Without access to 
capital the informal worker cannot invest in themselves either. 
It becomes impossible to train up and learn new skills. The 
quality of the workforce is impaired.

From the employer point of view it would seem like good news. 
And for an individual employer it might be. As long as you only 
need low skilled labour, the ability to pay workers when 

to mention 
not paying payroll taxes. But it is not that simple. If the 
employer has no duties with regard to his workers, 
then the workers will have no loyalty to the employer. That 
means there is no point in the employer investing in their 
employees. So the employer is trapped in a low skill industry. 
And such industries are likely to be where the product is 

break ranks and formalise the workforce because they have 
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Figure 26: Share of informal workers
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Figure 27: Urbanisation rate

Source: Haver Analytics, World Bank nnual data to 2020.
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Urbanisation
There is a long debate in development literature about whether 
urbanisation is a consequence of development, a cause of it, 
or both. Our view is that it is more of a coincident indicator. In 
any case India is still a largely rural place. Figure 27 shows the 
urbanisation rate in our sample of countries. 

Urbanisation is both a push and a pull. Improvements in 
agricultural productivity mean that there are surplus workers 
in the countryside. And, of course, there need to be jobs in 
cities available for workers to move to. Much of this piece has 
been focusing on whether the latter can develop. It is worth 
noting that agricultural productivity is also hampered in India 
by politicians' desire to court the rural vote (hardly surprising, 
given how much of it there is). This largely involves subsidy 
regimes to maintain existing work practices. 

A detailed look at India’s agricultural productivity is another 
paper in itself. But yield per hectare in kilogrammes for cereal 
crops offers a good snapshot. India is not only low compared to 
other countries, but is growing its productivity more slowly as 

be a major sign that they are serious about convergence. 
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Finance and Banking
In any country, banking and its role in the economy can be 
a source of endless discussion. The aim of this piece is to try 
and avoid the technicalities and see whether there is anything 
relevant in the banking sector which would be a major 
impediment to growth (banking is at its best a facilitator of 
growth, it is rarely a spur to growth). At the present time there 
are continuing issues surrounding problems in public sector 

(NBFCs). Without discussing the ins and outs of these issues, it 
is worth noting that the overall result appears to have been a 
stalling of bank lending relative to GDP since 2010 (Figure 28). 

The loan-to-deposit ratio (Figure 29) has been stable over 
recent years (ex demonetisation), but is quite high. This will 
act as a brake on immediate growth in banking assets. It 

country, the recent growth of NBFCs etc. 

Figure 28: Ratio of bank lending-to-GDP

Figure 29: Ratio of loans-to-deposits

Source: Haver Analytics/Reserve Bank of India. Quarterly data to June 2021.

Source: Haver Analytics/Reserve Bank of India. Quarterly data to June 2021.

1.0

1.5

2.0

2.5

3.0

3.5

4.0

Mar-99 Sep-04 Apr-09 Oct-14 May-19

100%

105%

110%

115%

120%

125%

Mar-99 Mar-04 Mar-09 Mar-14 Mar-19

or credit to the private sector as a proportion of GDP, is 

years. This is a number that we don’t want to see too low 
– this would suggest that investment opportunities are
being foregone. Nor do we want to see it too high, as that
suggests a credit crunch may be coming. India is a little on
the low side, but not alarmingly so.

 
 

a bank account? 

The answer is almost 80% in 2017, according to the World Bank. 
This is up from only a little over 50% in 2014. That suggests an 
informal economy rapidly formalising. As we have seen already, 
that is not happening yet. But the Government has been driving 
an important reform which could help. Starting in 2009 and 
gradually coming into effect thereafter, the Aadhaar, unique 
identity number, was conceived as a way of reducing identity 

directly to the intended recipients. Indians were encouraged 
to open Aadhaar-linked bank accounts into which their money 
could be paid. This is what has driven the increase in bank 
accounts. The scheme could act as a base on which to build 
policy to gradually formalise the economy. 
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The impact of Covid-19
This piece has been concerned with India’s economic structure 
and its long term growth prospects, not with the shorter term 
economic cycle. Nonetheless, sometimes short term impacts 
change things enough to have long term consequences. The 
recession caused by Covid-19 may be one such event. Compared 
to other emerging markets, India appeared to be less affected by 

observers, the explanation as to why was a bit of a mystery. 
With little evidence to go by, many speculated that the lack of 
urbanisation and a relatively young population helped. 

In terms of the economic effects, India did implement a hard 
short lockdown in the second quarter of 2020. GDP was down 
over -24% year-on-year. Once this was over the economy 
recovered quickly, with GDP rebounding close to 2019 levels 
by the end of the year. The curve of deaths in India began to 

was in keeping with other countries. But no second wave came 
through in India, with the numbers coming down, even as the 
situation worsened for much of the world in early 2021. Sadly, 
the emergence of the more contagious Delta variant changed 
things. Daily new cases of coronavirus climbed sharply in 

March, and hit record highs. Figure 30 shows the total number 
of recorded deaths plotted against cases in the last seven days. 
A line still with an upward slope shows an epidemic that is  
still progressing. 

It is encouraging that this second wave has now eased 
materially. With the global pandemic still ongoing, meaningful 
international comparisons are complicated. However, deaths 
per million from Covid in India, illustrated in Figure 31, have 
remained low compared to other emerging markets. India has 
a large population though, and the human impact has been 

base effect. In terms of vaccine roll out, at the time of writing 
India is on track to have delivered at least one dose to 70% of 
its population by November this year. This bodes well but the 
risk of further waves bears monitoring, particularly as we move 
through the festival season. 

The longer term effects of the pandemic, in terms of driving 
positive change, may be greater for richer countries than for 

based and service sector jobs that can be done from home. 
It is more likely to have the physical infrastructure in terms 
of communications and connectivity to allow this. A richer 
country with a large asset base and lots of local investors will 

changes in working practices may well last beyond Covid and 

see structural changes in the economy due to Covid because 
those changes are simply not available. A rich country might 
speculate about how its travel industry might change for good, 

urban planning and transport might change. A poorer country 
does not have those options, and so is more likely to just carry 
on as it is. All in all, we do not expect the Indian economy to 
change its structure fundamentally as a result of Covid – we 
think the pandemic will turn out to be a very severe cyclical 
event, not a structural one. But it is not over yet, and we stand 
to be proven wrong.

Figure 30: Progression of covid deaths

Source: Our World in Data as at 28 September 2021.

10

100

1000

10,000

100,000

10 100 1000 10,000 100,000 1,000,000

Weekly average

TotalBrazil India United States
Mexico South Africa Germany

Figure 31:Deaths per milion

Source: Our World in Data as at 28 September 2021.
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India is not on the  
convergence path;  
but there are alternatives
India has a huge population, is relatively 
stable, operates under the rule of law and 
is relatively poor. You can see why investors 
think (or hope) that there is a substantial 
convergence trade possible. The evidence, 
however, is that India is not on this path, and 
is not pursuing it actively. Indeed, it is not 
clear whether this path is even available. 

There seems little need for another huge 
exporter to provide more manufactured 
objects to the world as the cost of 
manufacturing drops relentlessly anyway. But 
there are alternatives for India. Even if it does 
not, or cannot pursue an export-led model, 
it can build out manufacturing capacity to 
satisfy its own demand. Providing reasonable 
housing and basic household goods to Indians 
would still require manufacturing capacity 
and have global implications.

To do this India needs to confront two  
main problems. First, a lack of investment, 

 

assumed route of a decade ago – intensive 

be closed off. The second issue that needs 
addressing is education and the quality of 

and workforce participation. 

India is not unique in having an imperfect 
economic structure for convergence. China, 
South Korea and Japan all had issues before 
they began their rise. Some of these issues 

seem intractable. We have discussed how 
an informal economy and cash in hand 
workforce discourages capital investment 
and becomes self reinforcing. How did other 
countries avoid these sort of traps?

Simplistically they did it by sidestepping 
market forces in some way. SOEs in China, 
the Keiretsu in Japan and Chaebols in Korea 
had access to cheap capital, as well as some 
preferential treatment from government. 
And as a result were able to invest to move 
up the value chain without fear of losing their 
business. India has a few large industrial 
conglomerates which can act somewhat like 
this, but not enough of them to change the 
whole economic landscape. 

What does this mean 
for investors?

To our mind then, India is not likely to see 
convergence style growth in the near future. 
We will be watching carefully to see if policy 
moves and industrial trends shift India in 
this direction. 

But rapid, export-led, convergence is not 
the only way forward. India is still capable 
of strong growth rates and, in any case 
economic growth does not solely determine 
the success of an investment. India has 
a large varied economy represented in 
the stock market across most sectors. 
It will continue to provide investment 
opportunities depending on industry 
dynamics, economic cycles interest rates, 
and other of the “usual” factors. 

Nicholas Field
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Emerging Market Equities
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