


i n a u g u rated a series of more haph a z a rd but still

significant “stealth reforms” when he served as

prime minister in the mid-1980s? 

Th e re ’s pl e n ty of credit to go around. Under

Ga n d h i ’s watch, India at last put paid to the dis-

mal 3.5% “Hindu rate of growth” that had pre-

vailed for 30 yea rs; GDP has expanded by an ave r-

a ge of 5.6% a year since 198 0. Population grow t h ,

m ea nwhile, has contracted to an annual 1. 7% ,

d own from an ave ra ge of 2.6% for much of the

20th century, and while that re d uction may not

sound impre ss i ve, it means cutting the GDP pie

into about 9 million fewer slices per yea r. 

Fu r t h e r m o re, the slices have gotten more

a p p ealing. By hacking away at India’s import barri-

e rs, the reforms catalyzed a tremendous increase in

I n d i a ’s trade with the outside world. And the

resulting influx of pro d ucts has forced a substantial

re d uction in the price of nearly eve rything on

off e r. The cost of a color TV has dropped by some

50% since 1997. With tariffs on cell phones dow n

80% from their pea k, 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 yea r, as rates have fallen to half their

l e vel 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 buye rs work in India’s serv i c e

s ec t o r, where salaries rose by as much as 20% last

yea r, according to the E conomic T i m es. That wa s

ge n e rous, but the sector could aff o rd it: Betwe e n

1 990 and 2000 its annual re venues quadrupl e d ,

and services are currently estimated to re p re s e n t

m o re than half of India’s GDP. Intere s t i n g l y, the

s ec t o r ’s share of India’s labor force has stayed rel a-

t i vely stable since the mid-1960s, never climbing
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S E RVE IT UP:
The Indian Service Sector Ma k es More with Less

THE CHANGING ECONOMY: For centuries the bedrock 
of the Indian eco n o my, agriculture has become “a parking lot fo r
the poor,” with more than half of the wo r k fo rce stuck in a spiral 
of decreasing re t u r n s — re l at i vely speaking—on their labor. On the
o p p o s i te side of the st reet is the service secto r, which has va st l y
i n c reased in importance without significantly increasing the 
number of jobs.

yea rs or so, things have begun ticking in the 

right direction—so much so that economists are

sq u a bbling over who should get the credit. Do the

kudos belong sol ely to Prime Minister Ma n m oh a n

Singh, who as finance minister in the early 199 0 s

instituted a sweeping pro g ram of libera l i z a t i o n

that eliminated some of the Ra j ’s wo rst exc e ss e s ?

Or are some, at least, owed to Rajiv Gandhi, who



to even a quarter of the wo r k i n g - a ge population.

From an empl oyment pers p ec t i ve, that stability

m ay not be good news. But combined with the

h i ke in re venues, it indicates a significant increa s e

in pro d uc t i v i ty: India’s service companies have

l earned how to ge n e rate more rupees from ess e n-

tially the same number of empl oye e s .

Of course, “services” is a broad umbrella, and

n ot eve rything in the sector is booming: Rea l

estate, legal services and transportation, for exa m-

ple, have yet to move into high gea r. But banking,

t el ecom, and IT are firing on all cy l i n d e rs, and the

“ s of twa re” industry particularly so, though it’s

oddly named. While some members of the

g ro u p—which encompasses thousands of compa-

n i e s —do pro d uce sof twa re pro d ucts, the majo r i ty

in fact provide an array of sof twa re-e n a b l ed s e rv i c e s

for an almost entirely ove rs eas clientele. 

From a cluster of cities including Ba n g a l o re ,

Mumbai (Bombay), Chennai (Ma d ras) and

Hyd e rabad, these firms essentially serve as their

clients’ off s h o re offices, doing eve rything fro m

t ro u bl e s h o oting computer networks to tra n s c r i b-

ing medical rec o rds, pro c e ssing insurance claims,

and running call-c e n t e rs, all for about one- t h i rd

the cost of a home-c o u n t ry prov i d e r. U. S. compa-

nies, in particular, have become fans of the combi-

nation of a low-cost, English-speaking labor forc e

(often the well trained pro d ucts of India’s leg i o n s

of engineering schools) and a time-zone diff e re n c e

that creates the eff ect of a 24-hour wo r kd ay: Wo r k

a r r i ves on Indian desks as Americans are sitt i n g

d own to dinner, and is turned around and wa i t i n g

for American wo r ke rs when they arrive the next

morning, clutching their coffee. Economist Suma

At h reye contends that between 1994 and 2000,

I n d i a ’s sof twa re companies boosted their pro d uc-

t i v i ty by an ave ra ge of more than 32% a yea r.

I m p rovements in the manufacturing sec t o r

h ave been less dra m a t i c. The sector pro s p e red in

the early 1990s, as Singh’s reforms encoura ge d

b oth exports and the imports of machinery, tec h-

n ol o gy and raw materials needed to improve prof-

i t a b i l i ty. But then things hit a snag: Rising intere s t

rates dampened consumer demand, newly ava i l-

a ble foreign pro d ucts we re providing uncomfort-

a ble competition, and too many of the manufa c-

t u re rs had fallen victim to the “disease of dive rs i f i-

cation.” Micro m a n a ged by the License Ra j, when

the restrictions we re lifted they became kids in a

candy store, opening banks, bakeries, and bicyc l e

shops with little reg a rd for synergies or ex p e r t i s e .

A shakeout was inevitable, but that made it no less

painful, particularly since manufacturing had for

d ecades been the gove r n m e n t ’s darling—a status 

it retains today. To have been outstripped by 

s of twa re must have been especially galling: Th e

g overnment had made it clea r, in the early 198 0 s ,

that India’s future with computers lay in hard wa re .

( Ma ny analysts consider the gove r n m e n t ’s lack 

of interest to have been a luc ky break for the 

s of twa re industry. )

Among the brightest lights in manufa c t u r i n g

has been the pharmaceutical industry, which has
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A VOICE FROM THE TRENCHES

‘‘It used to take us 24 months and 50 visits to Delhi 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?’’
—NARAYANA MURTHY,

FOUNDER OF ONE OF INDIA’S LARGEST TECH FIRMS



made canny use of a looph ole in Indian patent law

to become one of the wo r l d’s premier pro d uc e rs of

generic drugs. In 1998, the industry sold some $32

million worth of generics into the mammoth U. S.

pharmaceutical market. By 2003, eight pro d uc t s

had morphed into 93, and re ve n u e s

had jumped to an estimated $554

million, thanks to the spiraling cost-

c o n s c i o u s n e ss of the U. S. insura n c e

i n d u s t ry and India’s ability to pro-

vide FDA- a p p roved pills at a steep

discount to American eq u i va l e n t s .

The only downside? To date, Indian

l aw has essentially permitted ph a r-

maceutical firms to copy bra n d - n a m e

d r u g s —e ven while those drugs we re

under patent—and sell them into

b oth the Indian market and ot h e r

similarly unrestricted markets ove r-

s eas. This has given India a va l u a bl e

a d va n t a ge in the global generics game, but next

year that adva n t a ge is set to disappear as India’s

c o pyright laws get considera bly more stringe n t .

The agricultural sector should have such 

p roblems. Sometimes called the “parking lot of the

p o o r,” agriculture has empl oyed more than half of

I n d i a ’s wo r kf o rce since at least the mid-1960s—a

p e rc e n t a ge that has remained rel a t i vely unchange d

e ven as the sec t o r ’s contribution to GDP has

shrunk from nearly half, in 197 0, to less than 25%.

Though the threat of widespread famine pro m pt e d

a fl a s h - flood of investment in the 1970s, the sec t o r

has since ret reated to its longtime status as the 

ec o n o my’s unloved stepchild: Ac c o rding to one esti-

mate, m o re than 60% of India’s ara ble land re m a i n s

unirrigated, with fa r m e rs’ livelihoods entirel y

dependent on the whims of the annual monsoon. 

That pattern—a fl u r ry of interest, decades of

d i s reg a rd—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

s uc c e ss of India’s democra cy: With an impove r-

ished army guaranteed to vote in any el ec t i o n ,

p oliticians risk being turned out of office if they

push too hard for a shift towa rd a market ec o n o my

and away from India’s 50-o d d -year history of sub-

sidies and price controls. Yet even as the gove r n-

ment has pandered to the poor, it has neg l ec t e d

the investments—in irrigation systems, for exa m pl e

—that could make a real diff e rence. The ref o r m e rs ’

t r i u m phs are undeniable; India’s ec o n o my is sub-

stantially more viable and vibrant than it was just a

d ecade ago. But the suc c e sses throw the fa i l u re s

into sharp rel i ef: Some 50% of Indian children suf-

fer from malnutrition. In a country with wo r l d -

c l a ss unive rsities, nearly 40% of the population is

i l l i t e rate. And while pove r ty levels have dro p p e d

significantly over the past 20 yea rs, an estimated

260 million Indian citizens—nearly the population

of the entire United States—still live on the eq u i v-

alent of less than $1 a day. 

Pove r ty on that scale is beyond imagining for

most Americans. And it is well beyond mitigation

by even the most stunningly suc c e ssful ph a r m a-

ceutical or sof twa re sec t o r. The solution, it seems

c l ea r, does not lie in a return to the dea d -end 

p olicies of the License Ra j. But until India finds 

a better solution, the economic clock will not hit

midnight. It is, howe ve r, 11:59. 
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T R A D E
E X PA N DS

ENGAGEMENT: The 1991
reforms dismantled many of
India’s barriers to trade, and
the result was an explosion of
both exports and imports.
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All Tied Up
I n dia Un der the License Raj: The Tr i u m ph of Red Ta p e

h eavily from its former masters. From a pol i t i c a l

p e rs p ec t i ve, this was a solid choice: For nearly 60

yea rs, India’s British-style parliamentary democra cy

has fea t u red a dive rs i ty of political parties (though

two have tended to dominate), env i a bly high vot e r -

turnout, and an all-but-unbroken history of demo-

c ratically el ected gove r n m e n t .

The imported economic constructs, though,

we re a diff e rent story. Jawaharlal Nehru, India’s

prime minister for its first 17 yea rs of independence,

was a great admirer of England’s “mixed ec o n o-

my”—a system in which the state controls certain

key industries while permitting entre p reneurial fre e

rein in ot h e rs. He was also much taken with what

was then reg a rded as the “S ov i et Economic

M i racle,” with its state-d i rected Fi ve Year Pl a n s .

Onto these foreign notions Nehru grafted his ow n

i d eas, including a profound distrust of international

t rade (and a resulting lack of interest in devel o p i n g

exports), and an almost mystical faith in the tra n s-

f o r m a t i ve power of heavy industry, particularly steel

( “ We shall use the steel to pro d uce more machinery

to pro d uce more steel and tools and to pro d uc e

m a c h i n e ry to make more consumer goods,”

c rooned one of his chief economists). In homage to

Mahatma Gandhi, his late mentor, Nehru vowe d

a l l egiance to India’s tiny, village-c e n t e red business e s .

And he capped things off with an English-sty l e

taste for laye rs of burea uc ra cy.

The mix was a disaster, evolving over seve ra l

d ecades into a dense, grow t h - s t rangling tangle of

permits and price controls, subsidies, quotas, and

I
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

c olonialism. Under the British Raj (litera l l y,

“ regime”), India’s ec o n o my had grown by less than

1% per yea r. 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 pro d uce enough to feed the

population. On a per-capita basis, India was poore r

than almost any nation in As i a .

Despite this wretched rec o rd, in crafting its

new political and economic systems India borrowe d



regulation. A host of industries, including mining,

m a c h i n e- t o ol manufa c t u re, power plants, banking,

i n s u rance, tel ec o m munications, and Neh r u ’s

b el oved steel we re ceded to the state. Virtually the

e n t i re consumer-pro d ucts sector was “re s e rve d” for

companies investing less than $800,000 in eq u i p-

ment—a pol i cy guaranteed to pre vent them fro m

d e veloping compet i t i ve exports. Companies in any

i n d u s t ry that grew too large risked running afoul of a

l aw that defined any firm with more than $1.3 million

in ass et s — roughly the size of a couple of fa s t - f o o d

f ranchises—as a potential monopol y, barred fro m

expanding its business and developing economies of

scale. And to prot ect these inefficient companies,

the government erected mass i ve barriers to import;

the tariff on shampoo, for exa m ple, was 120% of its

p u rchase price. With a capt i ve mar-

ket, India’s companies had little incen-

t i ve to improve their offerings: Until

the mid-1980s, the “A m b a ss a d o r, ”

designed in 1948, was the only car

ava i l a ble to Indian consumers; neither

its chassis nor its workings had eve r

been updated. Ac c o rding to one bit-

ter joke, eve ry part of an “Ambi” made

noise exc e pt the horn. 

Even wo rse, perhaps, was the

g ove r n m e n t ’s infatuation with re d

tape. A license was req u i red for nea r-

ly eve ry commercial activity—to open

a company, hire empl oyees, change

s u p pl i e rs, dive rs i fy into new lines of

b u s i n e ss, get a loan, acquire or merge with anot h e r

firm, import equipment or raw materials, relocate a

fa c t o ry, increase pro d uction, or make more dish

d et e r gent and fewer bars of soap than originally

planned. The license- a p plication pro c e ss could take

yea rs and piles of bribes, as paperwork craw l e d

though local and regional burea uc racies to the

a d m i n i s t ra t i ve ministry, then to the interministerial

licensing committee, and finally to a senior minister

for approval (which, of course, could never be

a ssumed). Ma ss i ve shortages, inefficiencies and cor-

r u ption we re the only poss i ble outcome of what

came to be known as the License Ra j.

Despite these exc e sses, the License Raj could

h ave been judged a suc c e ss had it amel i o ra t e d

I n d i a ’s wrenching pove r ty. But through the 197 0 s ,

as India’s population was increasing by more than

2% per yea r, its ec o n o my grew by an annual ave ra ge

of just 3.5%—a pace ref e r red to, despairingly, as the

“Hindu rate of growth.” Ac c o rding to one estimate,

the pro d uc t i v i ty of India’s companies actually

d eclined by some 0.5% per year from 1960 thro u g h

1 985. And with the government fixated on industry

at the expense of agriculture the country wa s

dependent on donated foreign food: Ad vocates of

g reater investment in agriculture we re seen as pl ot-

ting to keep India a nation of peasants. 

In the 1970s, the “Green Re vol u t i o n ” — ro ot e d

in a new strain of high-y i eld wheat and increa s e d

i nvestment in fertilizer—made a dent in the misery;

by the 1980s India was itself donating food to

fa m i n e- s t r i c ken Ethiopia and Vi etnam. And the

1 980s saw a significant pick-up in economic grow t h ,

thanks in part to a piling-on of short-term fore i g n

d ebt. But by 199 1, India was once again in crisis.

The fiscal deficit had soared. Debt - s e rvice had

d e vo u red the country’s fore i g n -exc h a n ge re s e rve s ,

l eaving enough to pay for just two we eks’ worth of

imports. And with oil prices booming in re s p o n s e

to the Gulf Wa r, India couldn’t aff o rd 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 ord e r.

This was a daunting demand, given the ext e n t

ALL TIED UP C o n t i n u e d
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C U T T I N G
LO OS E

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.



of that house’s disre p a i r. But for Finance Minister

Ma n m ohan 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 Ra j. Licensing req u i rements we re abol i s h e d

exc e pt for firms investing in a handful of industries.

The “anti-monopolistic” laws we re abandoned, 

p e r m i tting companies to expand, and the state’s

industrial monopolies we re eliminated, eve n t u a l l y

a l l owing private firms to invest in anything ot h e r

than ra i l ways and nuc l ear powe r. Import tariffs we re

slashed, along with income- t ax rates. And fore i g n

i nve s t o rs, restricted for decades to minuscule ow n-

e rship stakes, we re permitted to buy control l i n g

i n t e rests. Ta ken toget h e r, the reforms re p resented a

radical shift in pol i cy. Under the License Ra j, all

b u s i n e ss activities we re understood to be forbid-

den (or permitted by license only) unless they

a p p ea red on what economist Arvind Pa n a g a r i ya

calls “The List.” Under the new regime, all 

a c t i v i t i e s — u n l e ss they appea red on The List—we re

re n d e red legal and free of licensing constraints. 

The reforms’ eff ects we re startling. Infl a t i o n

d ropped by more than 50%, and the fiscal deficit wa s

cut by a third. Fo reign investment began to doubl e

e ve ry yea r, and by 1993 India’s fore i g n -exc h a n ge

re s e rves had grown from $1 billion to $20

billion. By the mid-1990s, nearly 20% of the

population qualified as middle class—a sta-

tus no longer indicated, as economist As h ok

Desai once suggested, by “w h ether yo u

wo re something on your feet” (or we n t

b a ref o ot, like peasants and labore rs), but by

ow n e rship of those hallmarks of the con-

suming classes, a TV set, ceiling fan, el ec t r i c

i ron, bl e n d e r, and bicycle. And by the yea r

2 0 0 0, the portion of India’s population liv-

ing bel ow the pove r ty line had fallen signifi-

c a n t l y, albeit to still-unaccept a ble level s .

Despite these unquestionable suc c e sses, the

reform pro g ram lost a lot of steam once the IMF

had been satisfied and crisis averted. Fu r t h e r, the

original round of changes had been “soft ref o r m s ”

that didn’t particularly threaten organized labor or

I n d i a ’s legions of small pro d uc e rs who rely on 

g overnment subsidies. The next round is likely to be

h a rd e r. And in 1998, Singh’s party was voted out of

office; reforms since the mid-1990s have been a

p ro c e ss of two steps forwa rd, one step back. In Ap r i l

of this yea r, howe ve r, Singh was returned to powe r,

this time as prime minister. Th e re ’s a great deal 

riding now on his ability to cut the rest of the re d

tape that binds India so punishingly to the past. 
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FOR DECADES,

THE 1940S-

STYLE "AMBI"

WAS THE ONLY

CAR INDIANS

COULD BUY,

BUT THAT

CHANGED

WITH THE

REFORMS.  IN

2002, EVEN

THE PRIME

MINISTER

TRADED HIS

AMBI IN FOR A

BETTER RIDE. 

R E COMMENDED READING

‘‘If [an] entrepreneur did finally get started and made a

success of his enterprise, he 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.’’
—INDIA UNBOUND,

GURCHARAN DAS, ANCHOR BOOKS, NEW YORK, 2002.

S o u rces: Ke ay, John,

India: A Histo r y (G rove

P re ss, New York, 2000);

Maddison, Angus, Th e

World Eco n o my :

H i storical St at i st i c s

(O E C D, 2004): and see

s o u rces for Watching the

C l o c k, page 4.
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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
being pulled out of India’s pocket.

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.

STRENGTHS: China and India have
very diffe rent areas of ex p e r t i s e.
China excels at low- co st manufa c t u r-
ing, while India is fa st becoming the
wo r l d ’s pre fe r red provider of offshore
b u s i n e ss services. As a co n s o r t i u m ,
these two areas of specialization 
re p resent formidable complements. 

S o u rces: UNCTA D, World Inve stment Report 2003; M at t h ews Inte r n ational Capital Management, LLC; CLSA .

I
ndia and China together re p resent 40% both of the wo r l d’s population and its wo r kf o rce. For two decades, the

Chinese and Indian economies have been growing at twice the rate of the rest of the wo r l d’s. Ta ken toget h e r,

these facts seem to pro d uce for many financial prof e ssionals an irre s i s t i ble urge to position the two countries as

c o m p et i t o rs, as though the developing wo r l d —or even the entire wo r l d —we re a single kingdom, and only one

could be crowned king. But while riva l ry 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 hy p otheses. 
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