


WATCHING THE CLOCK Continued

years or so, things have begun ticking in the

right direction—so much so that economists are
squabbling over who should get the credit. Do the
kudos belong solely to Prime Minister Manmohan
Singh, who as finance minister in the early 1990s
instituted a sweeping program of liberalization
that eliminated some of the Raj’s worst excesses?

Or are some, at least, owed to Rajiv Gandhi, who
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THE CHANGING ECONOMY: For centuries the bedrock

of the Indian economy, agriculture has become “a parking lot for
the poor,” with more than half of the workforce stuck in a spiral
of decreasing returns—relatively speaking—on their labor. On the
opposite side of the street is the service sector, which has vastly
increased in importance without significantly increasing the
number of jobs.
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inaugurated a series of more haphazard but still
significant “stealth reforms” when he served as
prime minister in the mid-1980s?

There’s plenty of credit to go around. Under
Gandhi’s watch, India at last put paid to the dis-
mal 3.5% “Hindu rate of growth” that had pre-
vailed for 30 years; GDP has expanded by an aver-
age of 5.6% a year since 1980. Population growth,
meanwhile, has contracted to an annual 1.7%,
down from an average of 2.6% for much of the
20th century, and while that reduction may not
sound impressive, it means cutting the GDP pie
into about 9 million fewer slices per year.

Furthermore, the slices have gotten more
appealing. By hacking away at India’s import barri-
ers, the reforms catalyzed a tremendous increase in
India’s trade with the outside world. And the
resulting influx of products has forced a substantial
reduction in the price of nearly everything on
offer. The cost of a color TV has dropped by some
50% since 1997. With tariffs on cell phones down
80% from their peak, the number of subscribers
has soared from about 1 million in 1999 to roughly
40 million. And mortgages are growing by more
than 30% per year, as rates have fallen to half their
level of the mid-1990s, thanks to a combination of
falling interest rates and a surge in the number of
banks competing for the business.

Odds are, the buyers work in India’s service
sector, where salaries rose by as much as 20% last
year, according to the Economic Times. That was
generous, but the sector could afford it: Between
1990 and 2000 its annual revenues quadrupled,
and services are currently estimated to represent
more than half of India’s GDP. Interestingly, the
sector’s share of India’s labor force has stayed rela-

tively stable since the mid-1960s, never climbing



to even a quarter of the working-age population.
From an employment perspective, that stability
may not be good news. But combined with the
hike in revenues, it indicates a significant increase
in productivity: India’s service companies have
learned how to generate more rupees from essen-
tially the same number of employees.

Of course, “services” is a broad umbrella, and
not everything in the sector is booming;: Real
estate, legal services and transportation, for exam-
ple, have yet to move into high gear. But banking,
telecom, and IT are firing on all cylinders, and the
“software” industry particularly so, though it’s
oddly named. While some members of the
group—which encompasses thousands of compa-
nies—do produce software products, the majority
in fact provide an array of software-enabled services
for an almost entirely overseas clientele.

From a cluster of cities including Bangalore,
Mumbai (Bombay), Chennai (Madras) and
Hyderabad, these firms essentially serve as their
clients’ offshore offices, doing everything from
troubleshooting computer networks to transcrib-
ing medical records, processing insurance claims,
and running call-centers, all for about one-third
the cost of a home-country provider. U.S. compa-
nies, in particular, have become fans of the combi-
nation of a low-cost, English-speaking labor force
(often the well trained products of India’s legions
of engineering schools) and a time-zone difference
that creates the effect of a 24-hour workday: Work
arrives on Indian desks as Americans are sitting
down to dinner, and is turned around and waiting
for American workers when they arrive the next
morning, clutching their coffee. Economist Suma
Athreye contends that between 1994 and 2000,

India’s software companies boosted their produc-

tivity by an average of more than 32% a year.
Improvements in the manufacturing sector
have been less dramatic. The sector prospered in
the early 1990s, as Singh’s reforms encouraged
both exports and the imports of machinery, tech-
nology and raw materials needed to improve prof-
itability. But then things hit a snag: Rising interest
rates dampened consumer demand, newly avail-
able foreign products were providing uncomfort-
able competition, and too many of the manufac-
turers had fallen victim to the “disease of diversifi-
cation.” Micromanaged by the License Raj, when
the restrictions were lifted they became kids in a
candy store, opening banks, bakeries, and bicycle
shops with little regard for synergies or expertise.
A shakeout was inevitable, but that made it no less
painful, particularly since manufacturing had for

decades been the government’s darling—a status

A VOICE FROM THE TRENCHES

EE€ ] used to take us 24 months and 50 visits to Delbi to
import a computer worth $1,500. Today, I can import a

computer worth millions of dollars without going to
anybody’s office. See the difference?33

—NARAYANA MURTHY,
FOUNDER OF ONE OF INDIA’S LARGEST TECH FIRMS

it retains today. To have been outstripped by
software must have been especially galling: The
government had made it clear, in the early 1980s,
that India’s future with computers lay in hardware.
(Many analysts consider the government’s lack
of interest to have been a lucky break for the
software industry.)

Among the brightest lights in manufacturing

has been the pharmaceutical industry, which has
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ENGAGEMENT: The 1991
reforms dismantled many of

made canny use of a loophole in Indian patent law
to become one of the world’s premier producers of
generic drugs. In 1998, the industry sold some $32
million worth of generics into the mammoth U.S.
pharmaceutical market. By 2003, eight products
had morphed into 93, and revenues
had jumped to an estimated $554
million, thanks to the spiraling cost-
consciousness of the U.S. insurance

industry and India’s ability to pro-
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vide FDA-approved pills at a steep

discount to American equivalents.
The only downside? To date, Indian
law has essentially permitted phar-
maceutical firms to copy brand-name

drugs—even while those drugs were
IMPORTS

Source: World Bank

under patent—and sell them into

both the Indian market and other

India’s barriers to trade, and

the result was an explosion of

similarly unrestricted markets over-

both exports and imports.

seas. This has given India a valuable

advantage in the global generics game, but next
year that advantage is set to disappear as India’s
copyright laws get considerably more stringent.

The agricultural sector should have such
problems. Sometimes called the “parking lot of the
poor,” agriculture has employed more than half of
India’s workforce since at least the mid-1960s—a
percentage that has remained relatively unchanged
even as the sector’s contribution to GDP has
shrunk from nearly half, in 1970, to less than 25%.
Though the threat of widespread famine prompted
a flash-flood of investment in the 1970s, the sector
has since retreated to its longtime status as the
economy’s unloved stepchild: According to one esti-
mate, more than 60% of India’s arable land remains
unirrigated, with farmers’ livelihoods entirely

dependent on the whims of the annual monsoon.
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That pattern—a flurry of interest, decades of
disregard—should be familiar to many Indians.
One of the ironies of the reformist movement is
the extent to which it has been hamstrung by the
success of India’s democracy: With an impover-
ished army guaranteed to vote in any election,
politicians risk being turned out of office if they
push too hard for a shift toward a market economy
and away from India’s 50-odd-year history of sub-
sidies and price controls. Yet even as the govern-
ment has pandered to the poor, it has neglected
the investments—in irrigation systems, for example
—that could make a real difference. The reformers’
triumphs are undeniable; India’s economy is sub-
stantially more viable and vibrant than it was just a
decade ago. But the successes throw the failures
into sharp relief: Some 50% of Indian children suf-
fer from malnutrition. In a country with world-
class universities, nearly 40% of the population is
illiterate. And while poverty levels have dropped
significantly over the past 20 years, an estimated
260 million Indian citizens—nearly the population
of the entire United States—still live on the equiv-
alent of less than $1 a day.

Poverty on that scale is beyond imagining for
most Americans. And it is well beyond mitigation
by even the most stunningly successful pharma-
ceutical or software sector. The solution, it seems
clear, does not lie in a return to the dead-end
policies of the License Raj. But until India finds
a better solution, the economic clock will not hit

midnight. It is, however, 11:59.

Sources: Athreye, Suma, “The Indian Software Industry and Its Evolving
Service Capability” (Open University, Milton Keynes, UK, 2003); Das,
Gurcharan, India Unbound (Anchor Books, New York, 2002); Gordon,
James and Gupta, Poonam, “Understanding India’s Services
Revolution” (IMF working paper, 2004); Srinivasan, T.N. and Suresh,
Tendulkar, Reintegrating India with the World Economy (Institute for
International Economics, Washington, DC, 2003); Panagagariya,
Arvind, “India in the 1980s and 1990s: A Triumph of Reforms” (IMF
working paper, 2004); CLSA; Morgan Stanley; World Bank; PBS.



All Tied Up

India Under the License Ray: 1 be 1riumph of Red 1ape
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n 1947 India at last won its independence,

emerging from more than a century of British

rule. The country did not make a good case for
colonialism. Under the British Raj (literally,
“regime”), India’s economy had grown by less than
1% per year. The country’s industrial base was all
but non-existent, and its agricultural sector had
been so mismanaged that even India’s vast tracts of
fertile land failed to produce enough to feed the
population. On a per-capita basis, India was poorer
than almost any nation in Asia.

Despite this wretched record, in crafting its

new political and economic systems India borrowed

heavily from its former masters. From a political
perspective, this was a solid choice: For nearly 60
years, India’s British-style parliamentary democracy
has featured a diversity of political parties (though
two have tended to dominate), enviably high voter-
turnout, and an all-but-unbroken history of demo-
cratically elected government.

The imported economic constructs, though,
were a different story. Jawaharlal Nehru, India’s
prime minister for its first 17 years of independence,
was a great admirer of England’s “mixed econo-
my”—a system in which the state controls certain
key industries while permitting entrepreneurial free
rein in others. He was also much taken with what
was then regarded as the “Soviet Economic
Miracle,” with its state-directed Five Year Plans.
Onto these foreign notions Nehru grafted his own
ideas, including a profound distrust of international
trade (and a resulting lack of interest in developing
exports), and an almost mystical faith in the trans-
formative power of heavy industry, particularly steel
(“We shall use the steel to produce more machinery
to produce more steel and tools and to produce
machinery to make more consumer goods,”
crooned one of his chief economists). In homage to
Mahatma Gandhi, his late mentor, Nehru vowed
allegiance to India’s tiny, village-centered businesses.
And he capped things off with an English-style
taste for layers of bureaucracy.

The mix was a disaster, evolving over several
decades into a dense, growth-strangling tangle of

permits and price controls, subsidies, quotas, and
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LOOSE

THE RAJ AND
THE REFORMS

AVERAGE ANNUAL GROWTH

regulation. A host of industries, including mining,
machine-tool manufacture, power plants, banking,
insurance, telecommunications, and Nehru’s
beloved steel were ceded to the state. Virtually the
entire consumer-products sector was “reserved” for
companies investing less than $800,000 in equip-
ment—a policy guaranteed to prevent them from
developing competitive exports. Companies in any
industry that grew too large risked running afoul of a
law that defined any firm with more than $1.3 million
in assets—roughly the size of a couple of fast-food
franchises—as a potential monopoly, barred from
expanding its business and developing economies of
scale. And to protect these inefficient companies,

the government erected massive barriers to import;

the tariff on shampoo, for example, was 120% of its

CUTTING

purchase price. With a captive mar-
ket, India’s companies had little incen-
tive to improve their offerings: Until
the mid-1980s, the “Ambassador,”
designed in 1948, was the only car

OF INDIA'S GDP 1951-2002

s 5.42

1951-1979"

5.93 available to Indian consumers; neither
its chassis nor its workings had ever
been updated. According to one bit-
ter joke, every part of an “Ambi” made

noise except the horn.

Even worse, perhaps, was the
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data for each year includes Q1 of the following vear

government’s infatuation with red

THE PATTERN OF GROWTH:
India’s economy came to life
in the 1980s after decades of
dispiriting results, and growth
since the 1991 reforms has
been much less volatile.

tape. A license was required for near-
ly every commercial activity—to open
a company, hire employees, change

suppliers, diversify into new lines of

business, get a loan, acquire or merge with another

firm, import equipment or raw materials, relocate a

factory, increase production, or make more dish

detergent and fewer bars of soap than originally

planned. The license-application process could take

years and piles of bribes, as paperwork crawled
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though local and regional bureaucracies to the
administrative ministry, then to the interministerial
licensing committee, and finally to a senior minister
for approval (which, of course, could never be
assumed). Massive shortages, inefficiencies and cor-
ruption were the only possible outcome of what
came to be known as the License Raj.

Despite these excesses, the License Raj could
have been judged a success had it ameliorated
India’s wrenching poverty. But through the 1970s,
as India’s population was increasing by more than
2% per year, its economy grew by an annual average
of just 3.5%—a pace referred to, despairingly, as the
“Hindu rate of growth.” According to one estimate,
the productivity of India’s companies actually
declined by some 0.5% per year from 1960 through
1985. And with the government fixated on industry
at the expense of agriculture the country was
dependent on donated foreign food: Advocates of
greater investment in agriculture were seen as plot-
ting to keep India a nation of peasants.

In the 1970s, the “Green Revolution”—rooted
in a new strain of high-yield wheat and increased
investment in fertilizer—made a dent in the misery;
by the 1980s India was itself donating food to
famine-stricken Ethiopia and Vietnam. And the
1980s saw a significant pick-up in economic growth,
thanks in part to a piling-on of short-term foreign
debt. But by 1991, India was once again in crisis.
The fiscal deficit had soared. Debt-service had
devoured the country’s foreign-exchange reserves,
leaving enough to pay for just two weeks’ worth of
imports. And with oil prices booming in response
to the Gulf War, India couldn’t afford to buy oil.
The IMF stepped in, but its bailout came with
strings attached: India, said the IMF, had to get its
financial house in order.

This was a daunting demand, given the extent



of that house’s disrepair. But for Finance Minister
Manmohan Singh, it was apparently the call he'd
been waiting for: Within a month, he had disman-
tled some of the most damaging elements of the
License Raj. Licensing requirements were abolished
except for firms investing in a handful of industries.
The “anti-monopolistic” laws were abandoned,
permitting companies to expand, and the state’s
industrial monopolies were eliminated, eventually
allowing private firms to invest in anything other
than railways and nuclear power. Import tariffs were
slashed, along with income-tax rates. And foreign
investors, restricted for decades to minuscule own-
ership stakes, were permitted to buy controlling
interests. Taken together, the reforms represented a
radical shift in policy. Under the License Raj, all
business activities were understood to be forbid-
den (or permitted by license only) unless they
appeared on what economist Arvind Panagariya
calls “The List.” Under the new regime, all
activities—unless they appeared on The List—were
rendered legal and free of licensing constraints.

The reforms’ effects were startling. Inflation
dropped by more than 50%, and the fiscal deficit was
cut by a third. Foreign investment began to double

every year, and by 1993 India’s foreign-exchange

reserves had grown from $1 billion to $20 FOR DECADES,
billion. By the mid-1990s, nearly 20% of the ~ THE 1940S-
population qualified as middle class—a sta- STYLE "AMBI"
tus no longer indicated, as economist Ashok ~ WAS THE ONLY
Desai once suggested, by “whether you CAR INDIANS
wore something on your feet” (or went COULD BUY,
barefoot, like peasants and laborers), but by BUT THAT
ownership of those hallmarks of the con- CHANGED
suming classes, a TV set, ceiling fan, electric ~ WITH THE

iron, blender, and bicycle. And by the year REFORMS. IN
2000, the portion of India’s population liv- 2002, EVEN

ing below the poverty line had fallen signifi- ~ THE PRIME

cantly, albeit to still-unacceptable levels. MINISTER
Despite these unquestionable successes, the TRADED HIS

reform program lost a lot of steam once the IMF AMBI IN FOR A

had been satisfied and crisis averted. Further, the BETTER RIDE.

original round of changes had been “soft reforms”
that didn’t particularly threaten organized labor or
India’s legions of small producers who rely on
government subsidies. The next round is likely to be
harder. And in 1998, Singh’s party was voted out of

office; reforms since the mid-199os have been a

process of two steps forward, one step back. In April  sources: keay, John,
Indlia: A History (Grove

of this year, however, Singh was returned to power, Press, New York, 2000);
Maddison, Angus, The
this time as prime minister. There’s a great deal World Economy:
Historical Statistics
riding now on his ability to cut the rest of the red (OECD, 2004 and see
sources for Watching the
tape that binds India so punishingly to the past. Clock, page 4.
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EELf [an] entrepreneur did finally get started and made a
success of bis enterprise, be was again in trouble. It was a
[criminal] offense to manufacture beyond the capacity
granted by the license. We became the only country in the
non-Communist world where the production of goods sorely

needed by the people was punishable by law.33

—INDIA UNBOUND,
GURCHARAN DAS, ANCHOR BOOKS, NEW YORK, 2002.
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INVESTMENT: Clearly, China is
“beating” India when it comes to
attracting FDI, or foreign direct
investment. But it’s important to
remember that FDI is not a zero-
sum game: A dollar invested in
China is not necessarily a dollar
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IN U.S. $ BILLIONS, 1992-2004
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TRADE: China and India have cer-
tainly been rivals in the past—most
dramatically in 1962, when they
fought a border war. But as these
trade figures suggest, they are now
finding it more compelling to do
business with each other.
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COMPLEMENTS?

SERVICE AND MANUFACTURING
SECTORS AS SHARE OF TOTAL GDP
60% OF INDIA AND CHINA 2003

H INDIA ® CHINA

SERVICES

MANUFACTURING

STRENGTHS: China and India have
very different areas of expertise.
China excels at low-cost manufactur-
ing, while India is fast becoming the
world’s preferred provider of offshore
business services. As a consortium,
these two areas of specialization

being pulled out of India’s pocket.

represent formidable complements.

Sources: UNCTAD, World Investment Report 2003; Matthews International Capital Management, LLC; CLSA.

ndia and China together represent 40% both of the world’s population and its workforce. For two decades, the

Chinese and Indian economies have been growing at twice the rate of the rest of the world’s. Taken together,

these facts seem to produce for many financial professionals an irresistible urge to position the two countries as
competitors, as though the developing world—or even the entire world—were a single kingdom, and only one
could be crowned king. But while rivalry may make for a suspenseful story, it may not be the best description of

the relationship between India and China. As the data above indicate, there are some alternate hypotheses.
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Investing in foreign securities may involve certain additional risks, including exchange-rate
fluctuations, less liquidity, greater volatility and less regulation. Single-country and sector
funds may be subject to a higher degree of market risk than diversified funds because of
concentration in a specific sector or geographic region.

You should consider the investment objectives, risks, charges and expenses of the Matthews Asian
Funds carefully before making an investment decision. A prospectus with this information and other
information about the Funds may be obtained by calling 1-800-789-ASIA (2742) or by visiting
www.matthewsfunds.com. Please read the prospectus carefully before investing as it explains the risks
associated with investing in international markets.
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