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CHAPTER -1

1.1. Introduction to Economic Transition

Since the fall of the Berlin Wall on t/8¥" November, 1989, a sizable number of
economists have studied the process of transitioreconomies from socialism to
capitalism in the formesocialist economies. This process is called ecoodransition,
or transformation of economiesdrard Roland, 2004)Soviet Union, Central and the
Eastern European countries undertook major refambeir economic systems. These
included certain major restructuring of their ecomes (Dharmendra Dhakagt al.,
2007). Transition has been a dynamic historicat@ss, imposing changes on almost
every element of the society. Success in recoveougput, however, readily suggests
itself as a useful unifying theme for economic aseeent, not in the least because of the
importance policymakers in transition economiesacit to output growth and its
immediacy for the welfare of every coun{@leh Havrylyshyn and Thomas Wolf, 1998).
the transition perspective, many countries haagsed, and are currently passing, through
significant transition phases. For the presentisitimportant to discuss transitional
economics with reference to non-transitional ecomemThus, in the 20 century,
underdeveloped regions have adopted a transitioicypdo catch up with the

industrialised nations.

Definition Economic Transition:

“A transitional economy is one, which is changingom a centrally planned economy to
a market economyThese economies undergo radical reforms towéeks market

economy through Price Liberalisation, where marketes set prices, rather than a
central planning organisation and trade barrieesramoved is under taken, along with,
massive privatisation of government-owned enteggriand resources, the creation of
private property and also financial sector to ftatié the total transformation towards a

market economy\ikipedia encyclopedia).

During the period of 1917 to the 1950s, counties/ing one-third of the world’s
population, transform them the market economy, #wmdhched an experiment in
constructing an alternative economic system. liytizn the former Russian Empire and
Mongolia, Central and Eastern European countrieBE(s), Baltic nations, China,
Northern Korea and Vietnam, much effort was madeawtrol the means of production



and allocation of all resources through state prapnThis approach was a failure.
Thereafter, the same countries sought to rebugdntlarkets and reintegrate themselves
into the world economy. Most of these economiescted central planning and embarked
on a new path — transition-towards decentralisedketamechanisms and widespread
private ownership.

The long-term goal of transition is that econormatorms should help to build a
thriving market economy and also ensure long-tenprovements in the living standards.
Transition is a still very much in progress and gnamportant questions do not yet have
definitive answers. However, countries will havangeted their transition, only when
they overcome have problems and undertake furéferms come to resemble those of
long-established market economics at similar levasncome World Development
Report, 1995*

Figurel: CLASSIFICATION OF TRANSITION ECONOMIES
Transition economiesin Europe and former Soviet Union

CEE: Albania, Bulgaria, Croatia, Czech republic, RYRdddonia, Hungary
Romania, Slovak Republic, Slovenia.

BALTICS: Estonia, Latvia, Lithuania

CIS: Armenia, Azerbaijan, Belarus, Georgia, Kazakhst@rgyz Republic,
Moldova, Russia, Tajikistan, Turkmenistan, Ukraidepekistan.

Transition economiesin Asia
Cambodia, China, Laos, Vietnam.
Sour ces: encyclopedia

The race to transform centrally planned econommé&s market economies had led, ten
years later, to one group of countries approacthedinishing line, others lost the power
at various points along the track and a few wenmelpaoff the starting blocks. Some
Central and Eastern European economies (CEEEs)jhanBaltics are knocking on the
doors of the European Union. But in many economresthe Commonwealth of
Independent State (CIS), including Russia, theseld®®n uneven progress and prospects
remain blurred.

China adopted market-oriented reforms in 1979,levindia initiated market-

oriented policies, in 1991, due to BoP crisis. @hiras successfully pursued its transition

3, See in World Development report 1996, “From RtaMarket”, Published for the World Bank, Oxford
University Press, pp.1.



economy, while the Eastern European countries expzrd negative growth, falling
living standards and mounting inflation. China’ergtis quite opposite and outstanding -

even compared to the tigers of South-East Asia weitpect to growth and development.

The experience of the command economies has rert behappy one. Both
countries had faced a number of problems. The cordreaonomies, East European and
the former USSR, China and India suffered moreess from the following ailments: (a)
Stagnation in agriculture (b) Stagnation in Indiastsector; and (c) Balance of payments
(BOP) crisis (Manmohan Agarwal and Dipankar Sengup®99).

1.2. Background of Economics reforms in China and India towards Economic

Transition

Since China and India are two great ancient e@&tlons, adjacent to each other,
with a long history of cultural relationships, coanigon between these two countries
would help discussion of long time economic perfaneces. China’s national economic
output was on par with that of Europe around 140D.An ‘The Wealth of Nations’
(1776), Adam Smith attributed the economic stagma#ind finally the decline of China
to its policy of virtual isolation and self-suffemcy after 1433 - a policy that was not
abandoned until 1978. According to Maddison (20@hina was still richer than India in
1820, but India overtook China in the 1950s, thoughina has seen more accelerated
growth than India in the last quarter of the"2€entury (Orvaldur Gylfason 2005).
China’s new economic reforms began in 1978 withtitutgonal market oriented
economic policies. However, India’s 1990s reformagdn as a gradual process towards
market orientation. Even though the economic pedicof both countries were quite
different, economic growth has been rapid in batim& and India.

Since the beginning of the 2tentury, both China and India have earned the labe
of emerging economies in Asia, as well as in theldygplus the present ‘Asian Tigers'.
Economist Davide Dollar (2009) termed it as ‘thes&kiof Asia’. Both countries had
recognised the importance of trade and economatioek for strengthening bilateral
trade. After the events of the 1990s, both econsrad integrated themselves into the
global market. This effect was mutual benefit foomomic development and increase in
the growth rates. The economic transitions in Cland India had experienced similar
reforms pattern at present and sharing long gebgralpboards, is attracting greater

attention around the world. However, due to numeraigtorical political and economic



reasons, relationships between China and India gawuerally been at sat a standstill in

the past few decades.

India and China would face many challenges in ghesent global economic
scenario. Since both the countries have created wewd class companies and
infrastructure, foreign investment firms, expansiontrade, domestic markets of these
countries have been attracted towards global corepanherefore, these will be creating
competitive conditions in the local domestic maskeind also put a strain on
macroeconomic management. Anyway, this will creaésv challenges for both the

countries.

1.2.1. An Overview

World’s top population superpowers have long besstihated by the West, but
until recently, they were small players in the inaional economic scenario. Before the
1980s, both the countries’ growth rates were nethiti disappointing. From the early
1990s, the world has witnessed rapid economic fibemation and growth because of
market—oriented and long-term reforms, based onrawgments in living standards.
However, by virtue of sheer size, here the potertbabe dominant forces in the
international economy existBlpom, Canning, Liu, Mahal and YipD06).

The competition between the two Asian giants ihagreat economic race in the
early 2f' century and Indian public watches it with exciteand pride. In the world
scenario, one has the largest Communist Party e and the other is the largest
Democracy. Indian economy is the fourth largeghaworld, in terms of the purchasing
power parity (PPP) standard; the population is IbRlon (2011 census). Similarly,
China’s population is 1.3 billion (2010) and it second largest economy by the PPP
measurement. The success of economic growth handeg on factors, such as large
number of skilled human capital, differences in goernment policies and social and
cultural factors as well. In spite of all these isdrate factors, any country would address
development wave from sectors like industries, drathd services, infrastructure and
information technology (IT), foreign direct investnt and so on. To compare both the
economies, the fact is that the variables are ammid a greater extent and their
differences have led both the countries to takeilasimpaths towards economic

development (Mayuri Guntupalkt. al.,2006).



a. Economic Growth and Development

In 1970s, the per capita GDP of both China andalmdas at a similar level, but
the gap between the two has continued to wideredfigr. In 2010, the GDP of China
and India stood at 10.6 % and 8.5% respectivelgwtr in China was much faster than
India. According to Human Development IndékDI, 2009),” which includes per capita
GDP (in PPP terms) and factors such as life expegtand education levels, China ranks
89th in 2010, while India languished in the $48lace. When we consider the fact that
India’s population increases at almost 1 % fadtantChina, the difference in growth in
terms of per capita GDP becomes larger.

Table 1. Development Indicators. comparison of India and China (1980-2009)

Indicators 1980 1990 2000 2009

India | China | India | China | India | China | India | China
Population growth 23 |13 |20 | 15 | 17 | o8 | 13| 05
(annual %)
GDP Growth (annual %) | 6.7 13 55 15 4.0 0.8 9.1 0.5
GNI growth(% annual) 6.6 7.7 5.7 3.6 4.3 7.9 9.1 8.9
FDI Inflows GDP 0.043 | N.A. | 0.07 | 0.98 0.78 3.2 25 1.6
Services (% GDP) 39.6 21.6 43.8 | 315 50.5 39.0 55.83 43.4
Trade (% GDP) 15.6 21.7 15.7 | 29.2 27.4 44.2 43 49.1
M anufacture (% GDP) 16.7 40.2 1 32.7 15.6 32.1 14.8 33.9

Soure: World Bank Development Indicator, 2011

In addition, economic development of both countréspends on macroeconomic
indicators, which have to be encouraged by higlwtraates in industry, foreign direct
investment, and trade and services sectors. InaChminly in areas like manufacturing,

automobiles, textiles, trade and services, thewtf FDI is high.

Meanwhile, India has also increased its produsgtiasnd economic development
recently due to the growth in services and tradgstries and agricultural sectors. Thus,
the growth rates of both countries have been rapide the 1990s. Moreover, both
countries have been made remarkable changes inm#r&et-oriented direction and
became open to integration into the global econofing different geographic regions

tend to specialise in particular products, becaafseomparative advantage in both the



countries. China’s success in the field of techgplbas been mostly in hardware, while

India’s is in software. Both these aspects weréequpposité.
1.3. Reforms and Economic Progressin Transition Economic Cycle Aspects

The transition economic cycle aspects explain hlog ttansition process takes
place in an economy. It is interesting to seekdifferences betweeviciousandvirtuous
circles in a country in the transition phase. la thcious circle; the initial step towards
market reform creates opportunities for rent segland corruption. It results in an open
entry to the market, fostering competition, estbhk solid rule of law. Its outcome is the
emergence of an underground economy. However, dinitompetition, incomplete
liberalisation, incentives to go underground and poor rule of law can make the
transformation go out off-track. Consequently,aed slow down the economic progress,

a reversal of growth and a collapse of financiabsisation.

Virtuous circleallows economies to make steady progress towardpean, liberal
market. It results in an initial pain and politicapposition (because of the ‘pain’

element). Still, there will also be earlier recovand new economic opportunities.

According to Alan A. Bevan & Saul Estrin (2004)ethicious and virtuous circles
show similar results. However, opportunities cacoemage output growth, new firms and
jobs will be created as the builds of reform novgibeto spread. A stronger economy
improves a country's fiscal position and introducesfidence in financial institutions.
These conditions provide the basis for a credibtewell-financed government, which, in
turn, is able to impose the discipline of law, secintellectual Property Rights and
provide an adequate social safety net. This markietndly environment encourages

savings, new investments and further growth.

The below given figures (see.2) contrast betweernvitious and virtuous circles.
The decisive factor that permits a country to mfseen the vicious to the virtuous circle
is, “in our view, the political will to impose theile of law and establish the security of

property rights” (Oleh Havrylyshyn & Thomas Wol999).

7. In 2002, then Chinese Premier Zhu Rongji visitezl thmpus of Infosys in Bangalore, India. Addressing
4,000 software engineers, he said, “You are nuraberin software. We are number three in hardwére. |
we put these together, we are the world’s numbet.on

3, According to, the World Bank and European BankReconstruction and Development (ERBD), due to
the influence of output key of reform; indeed, tleéorm is painful absolutely right. In the initithe
(decline) reforms period, the relationship betwgewth and reform traces a U-shaped curve.



Figure 2: Reformsand Economic Progress Vicious Circle

Opposition to open-entry Poor rule of low
Competition and full liberalisation l
' Underground and virtual economy

Vested interests develop —

REFORMS AND ECONOMIC PROGRESS
Vicious circles

Opposition for rent Market retransfor mation frozen

Seeking and corruption
Low growth and reversal

Fi ial Stabilit sed
Partial market reforms Inanci ity rever

Figure 3: Reformsand Economic Progress Virtuous Circle

Speed benefits strong fiscal position Confident in banks Credible and well-financed government

Growth in output employment new firms Steady improvement in rule law sufficient

revenueto finance social safety net

REFORMS AND ECONOMIC
PROGRESS

Early pain and opposition M arket-friendly environment
Early recovery and new economic opportunities
New investment further growth
Steady progressto open, liberal market Abhilitv to attract foreian investment




a. How do FDI and Trade I nfluence an Economy

Figure 2 emphasises how Foreign Direct InvestneBt) and trade would be
affecting the entire economy. A transition econaspothing but economic reforms are
held in particular economy. The FDI cycles theoxplains the development and why it
had been adopted by the CEES countries and pantigulighlights the role of FDI into
the trade sector (Richard 2088Fven though different countries could work odorms
in different circumstances, transition countrieqisider new economic reforms would
adopt liberalisation, privatisation and globalieati(LPG) for promoting sustainable
economic development and introduce the (LPG) redotimough creating FDI at a large
scale and through trade and other factors. Shiwdakki (2004) conclude that the FDI
and Trade have a positive impact economic developndus, LPG would be affecting
an entire the economic structure in the economy.

Who these reforms would influence is determineddblyer indicators in the
economy. Impact of FDI and trade are: effect onneaadc growth (Borensztein,
Gregorioand Lee; Balasubramanyam and Salisuanddagy as well as the effects of
economic growth on FDI (Barrel and Pain; Lipsey,iv8hK Makki). This kind of
behaviour of changes would occur during the treorsiphase. However, the transition
process includes economic liberalisation in donoestid foreign trade, free capital flow
mechanisms, elimination of price controls and pgroves of state-owned enterprises.
Thus, economic growth is being determined by ecoadactors such as international
economics, micro and macro economics, welfare eows) development economics,
labour and industrial economics, environment amallf/, public finance.

- International trade can change the entire markattstre in the economy. It should
depend on export and imports which, in turn, infice other activities. Trade
provides the motivation for efficient production gdods and services by shifting the
production pattern. FDI and trade are having d vii to play in economic growth,
as well as trigger institutional developments ie tlecipient country. These factors
should influence exogenous and endogenous factdisei absolute market structure
in an economy.

- Development economics, it focuses not only on ptamjoeconomic growth and

structural change, but also on improving the livetgndard of the population. Trade

*. Initially, FDI investments flow into manufactugnsectors and later on highly industrialised sector
which require higher capitalisation, longer timeihons, high pay offs for the investors and gresitk.
During these phases, one would expect FDI intdridmable sector to increase as well.



and FDI are among the most important players torawg the social and cultural
activities in an economy. These create conditioms ifistitutional development,
services and also income generation.

The economic growth of families and indivibuavould probably increase
their expenditure. With sharp increase in incorheyduld lead to growth in human
development index as well. Thus, the increase msamption, health and education,
in turn, brings forth changes in an economy. Exanpdf these include: health,
education and poverty eradication to run the deraknt programmeThis may
involve restructuring market incentives.

Welfare economics is a branch of economics whias usicroeconomic techniques
to evaluate economic well-being of the peopidatively general equilibrium would
have an effect on the economic efficiency and ineahstribution. These indicators
study society, group, community and how it leadsdoial welfare. Trade and FDI
are creating a new market system which is affectirey economy. These effects
would improve the living standard of the society.

Labour and industrial sectors: trade would fad#itéor employment generation at
various levels in domestic markets, including sprakdium and large sectors. FDI is
introducing new technological skills, to providdodaur training and encourage new
input and technology. Labour and industrial secharge a major role to play for both
un-skilled and skilled labour, since the large nembof non-technical labourers are
high in developing countries. Thus, Trade and Fi2late a comparative advantage
and also provide a wide range of opportunitieshBattors have a significant role to
play in the economic development of a country.

Monetary and fiscal policies: these have a cruad to play in controlling the whole
economy. These factors are important for stabitieadf the entire economic structure
by the money accumulation, distributing, taxesgri@st rates, stable prices and control
of inflation. If the economy is stable, both wouwleate full employment and promote
economic growth. In this way, both Trade and F[2liafluencing the economy.
Environment effect: Establishing of new firms camate issues of environmental
pollution, urbanisation, and migration - sometinkeading to adverse effects on the

economy. The effect of trade and FDI can lead tatiee outcome to on economy.



Figure 3: Thelnfluence of FDI and Trade on Economy
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- Macroeconomics: its deals with the performanceycstiral behaviour and decision
making in the entire economy. Macroeconomic paodi@ad institutional stability can
lead to economic growth. These policies have bbendtiving forces for trade and
FDI in the country. This development models haveelationship between factors
such as national income, output, consumption, ggvamd investment.

- Microeconomics; its studies the behaviour of theéiviual modern households and
firms. It examines how these decisions and behasimapact the supply and demand
for goods and services. It mainly deals with theués of growth, inflation and
unemployment. Trade and FDI create opportunitias dmployment in the host
economy. Inflation can also be controlled by thepam of products. In this way,
transformation in the economy can take place.

Consequently, trade and FDI would cater for the mewovations, so essential for the

sustainable economic growth in the economy. Sont&sM@ielpmaret. al.,2004; Antras

and Helpman, 2004; Hiranya K. Nath, 2008) haveudised the product differences for
determining the patterns of trade and FDI, which é@ad to sustainable economic
growth.

1.4. Significance of the Study

In the 2% century, comparisons of the economic developméioth countries
have gained a lot of significance, following diviiesl decisions taken by policy makers.
In the process of transition economics, many caesthave been trying to adapt the
experience of successful developing countries.mbm intent in an economy is market-
orientation and industrialising it, which has leal &an open economy. Indeed, any
emerging country requires huge amount of investmeka brought out in Figure -3, both
FDI and Trade would have a strong influence on é#méire economy. A similar
experience picture was seen during the transitioBU, where FDI, as a substitute for
trade, was an extremely important part of the ntes&gon process because it allowed for
quick absorption and implementation of goods amdices to fill the gap in the transition
economy (Richard, 2008, pp. 330). In addition, bGtmnina and India are similarly in
many indicators. Though there has been severahm&sestudies on the subject, of
research is still going on regarding both compariand development aspects. In th& 21
century, both countries have been playing a sicgnifi role in market-oriented towards

approach the world economy.
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The researcher has chosen China and India bebatisdave similar indicators
and relatively same level of economic developm8nt. at this juncture, after transition,
which kind of transformation has taken place? Hoangition process emerged in both
countries? What are the effects of transition eomns on foreign direct investment
(FDI) and trade? Do FDI and trade confer a comparadvantage to both countries?

What can these countries learn from each othdrar2f' century?
1.5. Objectives of the Study
1. To analyse the process and phases of econamsition in China and India.

2. To investigate and compare the FDI and Tradéabims, with reference to

economic transition in both economies.

1.6. Hypothesis of the Study

1. Ho. Both countries’ economic growth is positive anansition countries are

more significant in the globalization scenario.

1.7. Data and M ethodology

The data is drawn mainly from secondary sourcefatd like, various publication
of Government of India, Reserve Bank of India (RBNorld Bank transition reports,
International Monetary Fund (IMF), World Economiartey and the Organization for
Economic Coordination and Development (OECD) Ecarer®utlook reports, Reports
such as the European Bank for Reconstruction anclBement’s (EBRD) transition
Report and the United Nations Conference Trade Bedelopment (UNCTAD), the
China’s statistical yearbooks and official statistiof China and India, as well
publications of research institutions. Data is esgphostly deals with the period 1978 to
2010. This study is mainly focused on theoreticadl @mpirical analysis. The study

would be using the multiple regression data anslysi
1.8. Limitations of the Study

The present study is a comparative analysis dialrand China. Indeed,
development variables sought are more macroeconeariables only. But, in both
countries, microeconomic variables are entirelyedént. However, more critical issues

need to be addressed in future research. The tionitaof this research include:

a. It is very difficult to obtain the entire data amdia and China over the period. In

the case of India, these were one decade aftem@hiroduced its reforms.
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b. Reforms were introduced in both countries in déferperiods. In the case of
India, these were one decade after China introditsedforms.

c. Consequently, sample selected economic variabesakan for analysis.
Data is relied upon mostly pertains to thaqeeof 1978 to 2010.

1.9. Chapterisation of the Study

This chapterisation is as follows; the first clepis introduction and gives an
understanding of transition. The second chaptex isview of literature. Chapter third
discusses the theoretical background of the tianséconomies. Fourth chapter gives a
comparison of “transition in China and India” pegsfive analysis. Fifth chapter is
discusses economic indicators such as, a) ForeigectDIinvestment; and b) Trade.

Sixth chapter is summary and conclusion.
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CHAPTER -l
REVIEW OF LITERATURE

2.1. Introduction

In this chapter, the review of literature will mbi focus on comparison of the
both countriesemerging sectors from the transition perspeciives chaptemwill cover:
general issues, trade and foreign direct investnfEftl). In the 2i' century, both
countries havebeen playing a significant role on the internatlogeage, and, after
transition, both China and India have integratesdrttconomies with the worlkeiconomy,
though, both countries have initiated differentistural reforms processes. The structural
reforms process in an emerging economy has tworniagas areas for the government:
(a) to reduce undue government interference irfuhetioning of the industry, and (b) to
play a crucial and active role in strengthening pliblic sector in certain areas. There
have been several studies in empirical and theatetion China and India. FDI and
Trade are most significant indicators for econodegelopment in an emerging economy.
Thus, numerous authors conclude that between FMI Bade have a significant

relationship, and lead to economic growth.

2.2. Emerging sector’s in China and India:

Robert Solomon (1999ktated thathe world economy has undergone dramatic changes
since the end of the 1970s. The economic transfawmé#as occurred in a number of
areas. The focus seems to have shifted from cgnpi@nned economies toward market
forces, with lesser government involvement in ecoles processes. Also, another
change has been the intensification of efforts tdw&globalisation’ in both industry and
finance. Industries that experienced significamwgh during the 1990s included IT and
automobiles, which brought about economic growththie form of flow of capital to

‘emerging markets’. However, this was also accorgehhy problems and crises.

A.S. Bhalle (2004)ays emphasis on the state economic reforms presessl the impact

of economic reforms in both countries. Factorshsag economics stabilisation and long-
term structural adjustments, are essential for groand to meet the challenges of
international competition. Both countries had restupublic expenditures and lowered
subsidies, in order to reduce fiscal deficits arahpote efficiencies in resource allocation.

If you compare the other aspects, like FDI, tecbgg] and poverty alleviation, China
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seems to have performed better than India. Indimtigl reforms were not that effective

because of high interest rates and restrictive taop@olicy. We can conclude that China
has tended to encourage rapid growth of villagetamehship enterprises (VTES). On the
other hand, India may have policies on paper, beiimnplementation has been generally

tardy. Thus, China’s economic reforms have beereraoccessful than India’s.

Thorvaduk Gylfason (2005) has made a comparison of the development strategid

trajectories of the two countries by considerintedainants like market-friendly reforms,
long coastlines, large overseas communities, draspaontributing investments. The
author poses questions like Can democracy faelgabwth? Don’t both countries have to
reckon with factors like corruption, inequality, ewen distribution of income, large

population and, finally, high child mortality rates

Ira Kalish (2006) compareghe basic growth factors for China and Indradeed, in both
countries, prices of certain commodities produets been fluctuating in the past decades.
India and China are different in a number of aréas,have some common elements in
areas like economic structures, sources of gromthcampetitive advantage. On the other
hand, due to the financial system in China, state-eompanies are able to borrow from
state-run banks. In addition, in India, private pamies are playing an important role in
financial markets, i.eWipro, Infosys because state-owned enterprises are controlled by
the government and may not always be able to miaetperformance of private sector
companies. India has also to face issues like: skwings rate, excessive regulation, poor
infrastructure, and non-performing loans. Afteforms in both countries, the domestic
market has expanded and division of labour hasiatseased. Also, the number of new
local companies is increasing through trade anéstment, which would facilitate the
creation of new world class companies and new dppities for the job seekers.

Deepak Mishra (2006) has brought out that India’'s GDP growth rate iew$y
converging to the East Asian level. Its househaldrg)s rate is among the highest in the
world. In addition, less use of physical capitaidanore of human capital) than has been
the case with East Asian countries. The increaserivate and public savings and
corporate sectors saving are increasing becausearfg presence of the private sector.
However, Indian’s corporate and public savings emesiderably lower than that of
China. This contrast in saving rates is due todfiect of demographic changes (See,
Heff, 1980; Ram 1982; Hammesr, 1986; Mason, 198¥ H388; and Gersovitz, 1988).

However, Indian’s domestic savings and investmategsr show that they are likely to
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register only a moderate increase in the medium trd are unlikely to reach the level

in East Asia.

Michacle A. (2006)examines the presence’ of China in the emergingketsrof the
world. In an era of global economy, significant markepapunities exist because of
foreign investment and firms. China has successfoitbjected itself as the favoured
destination for emerging markets and transitiomeowy. As a result, investment is more
useful for firms for supporting technology develgam Such ventures have more than
tripled (China’s National Bureau of Statistics, 2D(Even after inflow ofFDI, a number
of reforms are required for a country to remedmpetitive in the global economyhere

is also the need for maintainingppropriate balancef payments and institutional

stability.

In the context of ‘global growth and distributiotioth China and India are re-
shaping the world, with their focus on global traaled structure of production and
distribution of income. In future, both countrieswid be influencing the global economy
through sustained high growth. Both countries haigdle class people, who are keen to
significantly improve their quality of life. The dend for the consumer goods is likely to
increase substantially. Also, skilled workers wohklrequired to meet the high demand
for manufactured goods. A measure of the growthath countries is the higher degree
of urbanisation. The economic expansions in botmtiees will certainly influence the
global income distribution in the next 25 years &t to the emergence of the “global

middle class”.

T. N. Srinivasan (2006)in his article, positshat the after 1980s, both China and India
has been growing rapidly and significantly impagtthe world economy. The focus on
two channels, namely, imports and exports is effitin both countries and is influencing
the rest of the world. Their economic initiatives/b had a significant impact on their low
and middle income citizens. However, China’s grow#s slowed down since close to
half of its population is engaged in agriculturel aaral activities, resulting in low level

of productivity. The labour—intensive services algo potential sources of strength for
both countries. The fast growing domestic marketgoods and services are creating
phenomenal export opportunities for both China &rdia. India’s financial system is

functioning better than that of China. India haneldetter than China in five pivotal

areas: regulation of labour markets, galvanisirgy ¢mall scale sector, revitalisation of
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agricultural growth, prudent investment on infrasture removal of fiscal deficits and,

finally, across the board privatisation and traterhlisation.

Susan M. Walcott & James Heitzman (2006) have discussed therocesses of
development in China and Indim both countries, there are IT parks within caorsl
adjoining urban regions; Bangalore and Hyderabadingia and Chongquing and
Chengdu in China. Iitboth countries, thegovernments issued public policy statements
specifically designed to promote clusters in tmeatropolitan regions. The authors view
the techno pole effect as a problem of instituti@gansion or organisational change.
The concept of techno poles had evolved withintelugnalysis “growth poles” that
traced the concentrated investment expanding umimsnding areas (Perroux, 1995). In
a similar study, Marjuseet al., (1999) suggested that “Global fordien” expansidn o
technology to other regions. Research is incredsidgeing focussed on rapidly
developing nations, impact of science and technpolog urbanisation and emerging
innovative clusters within Asia’s two largest naso- China and India (Faet. al.,2002;
Ganer and Prime, 2002; Lalkaka, 2002). The natideahno poles, examined in this
research, currently constitute peninsulas of grgel credited to connect work and attract
a core of cosmopolites. The techno pole and cargdacepts suggest that regional actors
are seeking solutions to the problems encountevedtd the late entry of capitalism,

through a shared space and the knowledge basemtiatys

Jaishankar Raman (2007)has made a comparison of the economic reformsriexpes
in China and India. Several authors have also exadnthe origin of reforms in China.
They include: Wee Wong (2002), Srinivasan (2002) Soled (1995). A perusal of the
conditions leading to the introduction of economaéorms in two countries shows that
China had surged pabtdia in all the criteria of measurements.

David E, Bloom, David conning, Linlin Hu, Yuanli liu, Anjay mahal, and Winnie

Yip (2007) bring out that there has been atrease in work productivity in both
countries. Young (1994, 95) applied the growth dtaputs in a country to estimate the
marginal productivity of each factor, to arrivethé overall economic growth. Another
approach is to study the impact of different vadealihat may affect growth in a number
of countries. It becomes difficult to explain thelationship between demographic
changes, age structure, etc., and the rise in tB®,Gbecause of increase in life
expectancy, population health, and the consequéett®n labour quality. In 1975, the

ratio of working-age (15-64) to non-working ageld@)y and 65 above in both countries
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was around 1.3 billion. In 1970, China launched ‘théer, longer, fewer” (later age at
first birth and longer-inter-birth intervals, fewbirths) and adopted the one child policy
in 1980. We can know that age changes create stgigyy potential changes for
economic growth. Earlier, the, reforms in Chinaeverore aggressive than those in India.
In 1991, India undertook massive economic reformnsviercome the fiscal and balance of
payments crises. The emergence of China and Irsdaagor players in the international
economic arena has made the rest of the worldttapseind take notice. In India the
results were significant due to greater transpatestcong presence of private enterprises,
large inflow of FDI and increase in foreign tratte additional, in the next 30 years, high

growth rates in India can affect the fertility deel.

Saraj Joseph (2008)has broadly focused on the linkage between thee statl the
economy in India after independence, especialthénpolitical context which determined
the strategy adopted for bringing in changes imenac policy and development. Since,
independence, a large number of problems was faoelddgovernment has begun to
experiment with liberalisation and economic reformke viewpoint of the World Bank
and International Monetary Fund (IMF) was that wteuctural adjustment policies
imposed by them they on debtors (a country, a pgreelped to revive the economy.
They argued that their demand for structural adjestts would facilitate reduction of
poverty and engender a faster rate of economic throMukharji states that the
development strategies were adopted as a ressitinoé adverse economic conditions and

the balances of payment crisis in 1991.

Johan Galtung (2008)examines the Chinese model of development. AkerQultural
Revolution, a number of steps, including distribotoriented system and growth-
oriented system, have been tried out. The coustryying to combine capitalism and
socialism. While capitalism tends to make some [geopry rich and some were very
poor, socialism, despite its plus points, has émeléncy to become un-dynamic. Hence, it
appears that adopting capitalism to achieve groavtth socialism for ensuring better
distribution of socio-economic gains would tantamouo sailing in two boats

simultaneously.

Yanrui Wu (2008) compares the ‘Regional growth, disparity and cogeece in the two
economies’. After reforms, disparities seem to haidened in both countries during the
period of rapid economic growth. In each countoggreemic growth has not led to catch-

18



up effects in the relatively poor regions, as plaséd by the new growth theories
(Abramovitz, 1986). It can be conclude that, in r@2hi regions had shown greater
dispersion then Indian regions. Uneven infrastmgctlevelopment and urbanisation are

the main causes of regional disparity in both coestover the past twenty years.

Vittorio Valli & Donatell Saccone (2009)examine the structural changes and economic
development in both countries. Both countries h&ael to contend with "relative
economic backwardness" and the "Fordist Model aw®n". The main intention of the
authors was to compare the relation between thectatal change and economic
development. They opine that the structural charfgge increased the social and
economic inequalities. In the initial stage, Chimas strongly developed in industries,
while India was more efficient in the service secfithough the effect of reforms in the
agriculture sector share has declined, the indistgctor has grown rapidly. However,
the rise in labour productivity activities can le@adrapidly increasing levels of pollution,

income and wealth inequalities. Yet, extent of powbas decreased in both countries.

This paper reveals that the both countries areeasgyely promoting software and
hardware industries. The Indian domestic markédrgely dominated by multinationals,
while in China; domestic firms are more into hardsvimdustries. Chinese firms have had
strong linkages with institutions and Universitids. India most of the firmshas
potentially advanced due to information technolanch as, Indian railways reservations
system and semi-public projects. Thus, India-Chmat venture companies can offer

stiff competition to multinationals in the globabnket.

Amelia U. Santos-Paulino (2010jeel that both China and India can be role mottels
other developing countries, because of their rap@mvth, prudent economic policies,
international trade and vibrant capital market®rethough economic reforms are very
much influenced by domestic factors. Yao (2009nidies three determinates of the
reforms in China as: (a) the growth consensus (b)-ttack price system in 1978; and (c)
privatisation of state owned enterprises (SOEs)i&\th India, Singh (2009) stresses that
international trade, as well as domestic factors, shhaping India’s developing model.
Both countries would be facing important challengiks institutional reforms internal
mobility and labour markets. However, both coumstripolicies issues like pragmatic
approach, industrial policies and trade and libgatibn of commercial policies are key
lessons for other developing countries.
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2.3. Foreign Direct Investment in China and India:

Kiichiro Fukasaku and Henri-Bernad Solignac Lecome¢ (1996)stated that trade-
policy reform is an essential feature of China’'soremmy. The liberalisation and
decentralisation of export activities are boostthg country’s exports. China’s initial
reforms were focused on the development of impagsiculture sector and substitute
industries. Reforms in China import regime has h@egressively very slow. This is due
to negative factors, such as high nominal protactetes, numerous tariff exemptions,
which create a dual regime. Export-oriented firnmgog access to imports, while the
domestic sector remained highly protected fromriv@Bonal competition, which leads to
misallocation of resources. The lack of firm comments to import liberalisation might

delay China’s full integration into the world econy.

Xinhua Liu, Peter Burridge and P.J.N. Sinclair (20®) have exploredhe relationship
between economic growth, FDI and trade. The rapdiyanding Chinese economy, due
to high level of openness to the outside world prakies by external trade, are the main
economic determinants for attracting FDI. Moreovke export are promoting the trade
regime for FIE’s, with minimum administrative interence. Chinese government still
restricts imports; which may cause economic digtorand inefficiency (Corden, 1997).
However, the effect on FDI and exports is likelylte too small to be visible at the
aggregate level. Economic development, exports BBd appear to be mutually

reinforcing each other under the open-door policy.

Yahsheng Huange & Tarun Khanna (2003have examined the question: “Can India
overtake China”? A report issued in 2000 by then€beé Academy of Social Sciences
concluded: “Because of long-standing prejudices amdtaken beliefs, private and
individual enterprises have a lower political statand are discriminated against in
numerous ways — both political and in terms of tagons. The legal, policy and market
environment is unfair and inconsistent”. Howevertrepreneurship and free enterprise
are flourishing. In China, the banking sector isefh with a huge number of non-
performing loans, leading to the subsequent reziggation of the banks by the
government. India may not be outperforming Chinarall, but is certainly doing better
in certain key areas. It can be concluded thagy afbserving all factors, India may in due

course overtake China. The study also highlights tmportance of homegrown
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entrepreneurship in long-term economic developraadtbrings out the limitations of the

FDI-dependent approach that China is pursuing.

Shiva S. Make (2004 pnalyses the role of FDI and trade in promotingneaaic growth
across selected developing countries and the lmkegween FDI, trade, and economic
growth. This study, based on neoclassical appraadues that FDI affects only the level
of income and leaves the long-run unchanged (Sol®&,/; De Mello, 1997). On the
other hand, in the long-run, growth can be positigaly because of technological
progress or population growth, and both are comstlexogenous. According to the
neoclassical approach model, on economic growth,daD influence the growth in the
long-term through judicious use of technology. éeds to be mentioned here that lower
inflation rate can bring about a better climate iforestment, and trade, since it leads to
economic growth. Although a country must be soumdts macro-economic policies,

institutional stability is necessary for FDI drivegrowth.

Dr. Maathai K. Mathiyazhagan (2005) mainly focuses on the long-run relationship of
FDI with the Gross Output (GO), Export (EX) and bab productivity (LPR) in the
Indian Economy at the sectoral level. The relatimbetween FDI and the host country
has an impact on the FDI into the various coreosedh India. FDI has a positive effect
on a host economy's development effort (Caves, ;1B@#ko, 1994; Markusen, 1995;
Carves, 1996; Sahoo, Mathiyazhagan and Parida,)200bugh FDI inflows into the
sectors have helped to raise the output but shéiteer role of FDI at the sectoral level is
possible. Investor’s advice that the export oridrgectors is to be opened up, since that

would lead to high or growth of the economy.

Sinha, Swapna S, Kent, David H, Shomali, Hamid (200 have made a comparative
analysis of FDI in China and India. In both cousdriFDI was conceived as an “Export
platform” manner, so as to benefit from the glolmgderations of the companies
concerned. Forattracting FDI by measures, such as (i) StructGtenges; (ii) Strategic
infracture; and (iii) Strategy policy initiative€hina has very successfully put in place a
congenial business climate. China has followed ‘thgort-import’ oriented growth
pattern, as opposed to an India’s ‘import substituitapproach. India believes that
allowing full convertibility of the rupee on capiitaccount will help to attract foreign

investment into the country.
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Linda Y. Yueh (2009) presents a perspective on China’s economic gro@tina has
had to face large portfolios of non-performing Isdreld by State owned Banks (SOBSs),
rising unemployment in various forms and institoab frailties. This explains the
“gradualist” reforms path undertaken by China asahsitions from a centrally planned
to a more market-oriented economy. Still, strudtisaues like soft-budget constraints,
urban bias and weak formal institutions continueb® problem areas. These issues,
linked to its gradualist transition, will need te laddressed. In economic growth and
global integration, it has led to continuous sumdi growth and productivity over the
reform period and more with increases in factouaundation (Wang and Yao 2001), and
similar to the ‘East Asian tiger's factor accumidat process, associated with small
increases in real productivity (Chow, 1994). Howevihe wide-ranging impact on
China’s global integration raises further challender other countries to assess and

manage the effects on their economy.

Anita K Dixit, (2009) emphasises that the process of growth is theatigticisualised to
become less dependent on agriculture and rely mmothe secondary and tertiary sectors.
Theories of structural change suggest that theesbiathe agricultural sector will fall in
the process of economic growth. In the Lewis twet@s model, agriculture was
characterised as an over-populated sector with menginal productivity, which served
as a provider of labour to other productive sectBref. Raganer Nurkse and Maurice
Dobb have visualised the agriculture sector aseator of capital through utilisation of
the unemployed. On the other hand, the other modeesling with the structural
transformation of an economy in the process of ¢gndiKunzents, 1966, 1973; Cheneery
and Syrquin, 1975), emphasised on the reductidharshare of the primary sector in the
national income. Gujarat is one of the faster gngwstates in India. This paper mainly
focuses on analysing the three sectors in the grpatterns. Also, to calculate the extent
of structural change, there is need to undertakereelation exercise to establish the
relationship between the three sectors. Pricesatidhe primary sector and other sectors
create an overall economic development. DholakR83) has constructed an index -
based Coefficient of Structural Change (CSC), inctvithe output structure compares at

two points of time, the relative direction of gréwdf a region.

Growth rates in the three sectors are interdepéndérerefore, one can use
correlation to analyse the relationship between ttitee sectors. Two trends a rising

agricultural price ratio and a declining per workaome level can be noticed. The agro-
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vision document aims at refocusing the agricults@ttor. However, for the dynamic
agriculture growth, based on commercial cropsjshee of stagnant agricultural incomes

presents an argument for public investment in agitice on distributive grounds.

Choorikkadan Veeramani (2009) mainly focuses on the specialisation pattern under
trade liberalisation in China and India, and in&trderegulation, rather than on trade
liberalisation. The domestic firms in countries, igth had been operating under a
protective umbrella, were forced to respond to ¢bepetitive pressure from imports.
Policy changes can improve export competitivenessugh efficient resource allocation,
greater specialisation and competitiveness. It didnél advantageous for both countries,
since and trade liberalisation invariably involvejustment costs. Trade liberalisation
would engender trade expansion towards intra-imgustde. Exchange rates were
overvalued in both countries - creating a bias reggaexports. The transition from a
controlled to a market based economy can resuietter allocation of efficiency gains.
First, productive resources could shift from ing#int to efficient industries. Second,
resources many shift from inefficient to efficiefitms within the industry. Third,
resources could shift from inefficient to efficieattivities and product lines within the
firm. Thus, trade liberalisation can positively iagb export growth in both countries. The
majority of domestic manufacturing industries amch$ in both India and China could

compete and survive by specialising in narrow pobdines.

D. Krishnamurthy (2009) explores the ‘FDI flows in India and China’. He imig
focuses on the efforts by major sectors in bothntoes to attract FDI in primary,
secondary and tertiary sectors; the contrast inFDeinflows in both countries and the
reasons for slow progress in India. This may belypalue to issues connected with
labour, tariffs and policies and regulations regagexport-import.

Dolly Sunny (2009)delves into the ‘Myth and reality of FDI Flows: ladand China

integration with the Global economy’. After the aitisis of thel970s, FDI captured
world-wide attention with a short-lived boom in thkSA, The Netherlands, and the UK
(WIR, 1997, Dolly Sunny) Policy changes are neagssa meet the competition posed
by global companies. The broad areas of the ecoramgenerally impacted by factors
like: availability of human resources, manageriglls access to clean technologies,
pollution abatement skills, firms-wide local marketowledge, established distribution
systems and contact with the customers (Blomstmal., 1994; Balasubramanyam,
et. al., 1996; Borenszteirgt. al.,1998; De Mello, 1999). The author has also dissdiss
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measures of governance, such as, effectivenesdatexy framework, rule of law, graft,
political instability and violence. However, adapti of international standard for
computation would raise FDI inflows. In India, @t components are impeding the
process of attracting FDI, while China is not fallag the international standards.

Therefore, both countries need to modify their masmronomic policies.

Haryana K. Nathan (2009)has discussed the role of trade and FDI in growiBentral
Eastern Europe, and Baltic Region (CEEB). Thesenttims$ substantially liberalised
international trade and managed to attract largé iRllbws. The CEEB experienced a
substantial decline in output in the initial phaddransition. Fischeret al., (1996a, HK
Nat) argue that restrictive macro-economic policesl restructuring of the economy
caused a decline in economic activities. Beforaditeon, one needs to understand other
variables of the growth experiences. Macroeconami@bles, structural variables, initial
conditions and institutional factors. This analybrings out that a significant positive
effect of trade has been the robust economic toamsition of the CEEB. However, FDI
cannot have a significant effect on growth, untidaunless control on the effect of
domestic investment and trade on FDI is adequatelgitored. Jade Bhagwath (1973),
Balasubramanyanet. al., (1996) and H.K. Nath (2008) argue that effect Bi Ean be
stronger in a more liberal trade regime, operaitingn appropriate environment and has
facilitators such as human capital and new teclyylds a result, significant positive
effect of trade on growth is a robust result foesth transition economies. Domestic
investment appears to be an important determinargrawth. It is very essential to

develop the financial sector in transition econ@nie

Anjali Kulkarni (2009) posits that, in recent years, both countries haréopned much
better than other major country’s economics in giwh production, capital generation
and trade. This paper mainly focuses on measuribig IMF guidelines based on the
recommendations of IMF, in its Balance of Paym&msual (Fifth edition, 1993). While
estimating FDI inflows, according to IMF guidelingbese reinvestment earnings are
taken as a part of FDI inflows and recorded aowmfbon the capital account of the host

country’s BoP. Thus, the FDI gap between India @haha is not very significant.
FDI a comparative Study of China and India:

OECD Report (2002):these countries are bringing in policies to magarihe benefits
of foreign presence in the domestic economy, witcgl focus on the overall effect of
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FDI on macroeconomic growth and other welfare-eohmn processes and on the
channels through which these benefits take effaeteral studies show that FDI triggers
trade and investment, technology spillovers, as$igtman capital formation, contributes
to international integration to create a more caditige business environment and
enhances enterpriseevelopment. However, FDI can also lead to: inédngadomestic
backwardness, adverse balance of payments sitsatietting of heavy industries that are
harmful to the environment, and social disruptidoe to accelerated commercialisation.
Hence, emerging countries need to reach a cerésiel lof development due to the
presence of foreign markets. The benefits coultude (i) Education, (i) Technology,
(ii) Infrastructure; and (iv) Health. Finally, theconomic benefits of FDI are real, but
they do not accrue automatically. The maximum kefreim foreign corporate presence
can be a healthy enabling environment for busiréid$.can also encourage domestic, as
well as foreign, investment, provide incentivesiforovation and improvements of skills

and contribute to a competitive corporate climate.

Bruce A. Blonigen (2005)has conducted a detailed studyre€ent literature regarding
FDI determinants and MNEs across the world. Thaigoon external factors includes:
who to influence to attract inflow of FDIs, exchangtes and taxes, trade protection and
trade flows. Froot and Stein (1991) say that charigethe level of the exchange rate
would not alter the decision by a firm to investairioreign country. The appreciation of
the currency in a firm’s home country lowers thetaaf assets abroad, the nominal return
goes down in the home currency, leaving the rateetfrn identical. Froot and Stein
(1991) present an imperfect capital markets steryoehow a currency appreciation may
actually increase foreign investment by a firm. Téféect of taxes on FDI has been
considerable for both international and public ficers and can affect the inflow of FDI.

Dharmendra, Dhakal, et. al., (2007)have discussedhe “FDI and Transition
Economies: empirical evidence from a panel dataesbdr”. This paper seeks to identify
the factors that determine FDI inflows into trammsiteconomies. These include factors,
such as: market size, inflation, current accoutdrixe, real exchange rate, openness of
trade, and governmental regulations. Transnatioogborations (TNCs) look for more
trade, more open economies for resource-seekingaipas, especially as they integrate
their global production with variable and horizdntalue-chain linkages. On the other
hand, changes in the real exchange rates, intexiest and, market size negatively affect
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FDI inflow into the host country. Therefore, opesseand deregulation in the host

country can positively impact FDI inflows into teeonomies.

Saul Estrin & Klaus E. Meyer (2008) have studied the ‘FDI in transition economies:
strengthening the gains from integration’. The pampainly focuses on the potential
impact of FDI on host economies and also the patef FDI inflows into Central and
Eastern Europe (CEE). According to Ghemawat (20Digye are three types of strategies
by which MNEs create value. These include: (a) &dap (b) aggregation; and (c)
arbitration. A large argument was FDI and openrasthe economy will bring about
positive growth (see, Caves 1996; Singh and Jue5)1®n the other hand, the impact of
FDI on host economies is complex, since foreignestors interact with, and thus
influence, many local individuals, firms and ingtions. This paper discusses the
structure and strategy adopted by an MNE locatdsidrithe country. FDI would help
the host economies to better exploit their comparFatadvantages and transfer
technologies that are more closely aligned withrtineeds. However, FDI flow had
increased productivity of former state-owned firmghe transition economies. Finally,
host economies should seek to promote a stables@mnomic framework, transparent
institutional and policy environment. Governmentigies are also important for both

countries to reap further benefits.

S.R. Keshave (2008jnainly focuses on the impact of FDI on growth imitnand its
impact on exports, GDI, FOREX, GDP, private fin@nsumption expenditure, trade
balance, balance of payments, and FDI lagged (Htyever, if one country loses, it
need not necessarily mean that another country dvgalins. Kindelberger (1969),
discusses the that the relationships arising fleerARDI. The conventional wisdom of FDI
lies in improving in the long-term conventional dasn (Leahy and Montangna, 2002).
The policies of China and India regarding FDI hé&ezome significantly more liberal
during the past several years. However, both castre facing almost similar issues
regarding FDI. Some common issues regarding FDUde SEZs, EPZs, almost similar
policies to attract FDI and also some regional [@mis. China has effectively
implemented its WTO commitments and is seekingtoese its potential for luring FDI.
China has achieved significant success in areas tamplementary reforms, domestic
markets, improving the performance of state-owrnrgdrerise, intellectual property rights
and speeding up competition and judicial enforceameshile India is still far behind
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China in attracting FDI. India, it is imperativeljpy makers that understand the need for

putting in place conducive good policies to attracire FDI.

Richard (2008)is convinced that trade and FDI can be integnalgted. Of course, FDI
can simultaneously act both as a complement ansititute for trade. In Central East
European countries (CEES), Trade and FDI are plagisignificant role in accelerating
economic growth and also integration. During théiah period, awas treated as an
important substitute for trade. Since 1989, tradividies have grown significantly in
CEES and EU countries. The FDI Cycle Theory exglaime stages of development.
Initially, FDI investments flow into the manufacig sector and then into more highly
industrialised sectors that involve higher capstiion, longer time horizons, high pay
offs for the investors, and greater risks. Durihgse phases, one would expect FDI into
the tradable sector to increase as well. Whenxperéng sector has a large potential for
growth, there can be measurable positive effectshentrade balance and economic
growth at the macroeconomic level. At this junctuhe framework focusing on studying
FDI into the CEECs was developed to have a bettéerstanding of the current and
future state and importance of FDI in the transifmocess (Poland, Hungry, the Czech
Republic and Slovakia). Additionally, the exporttee can have a positive effect on the
industry and the trade balance of the countries@ared. However, according to the FDI
cycle theory, accelerating the economic growth,they support of domestic conditions
(economics legal and political), can provide sudint stability to encourage long term,
more highly capitalised investments; low transparta costs. But still, this is the

beginning of the international phase and the rgaton growth is yet to be seen.

2.4. International Trade in Both countries:

Trade in China: This book review brings out that, in China theqass of trade reforms
has preceded in the direction of integration wité gjlobal economy. The question arises:
what kind of steps was taken for the developmeritaafe? The dualist trade regime and
the export processing system had begun in early8.18fter 1986, recognising the
opportunities in China, the Chinese policy makepted for the ‘Coastal development
strategy.’ In addition, all type of the firms weattowed to engage in trading with TVES,
foreign investors, etc., for these allow trade é@dme a more flexible variant in export
processing. China had established two separatengradgimes: (i) export-promotion

(EP) trade, and (ii) foreign investment entrepresd&lEs). Though WTO membership
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can significantly help in pushing through refornise currency reforms in 1994 and
openness of trade, the most important dimensiotrdole is: openness to trade with other

countries.

Aamir Hussian Siddiqui & Javed Igbhal (2000) have studied the impact of trade
openness on output growth on Pakistani during #r@@ 1972-2002. The relationship
between trade openness and growth is a highly debtaipic. Numerous studies on
openness of trade have all concluded that operofdsade or liberalisation with growth
output is positive (Ahmed, Yusuf and Anoruo Emmahc2002; Edwards S., 1998;
Eduards, S., 1992; Harrison, A., 1996; Iscan anldnrd998; Santos Paulino, (2002);
Wacziarg, R., 2001; and Yanikkaya Halit, 2003). #a empirical analysis, the first step
is co-integration analysis to test the stationarRipF (Augmented Dickey Fulalr) test
found that all variables show positive stationaréy the first difference. The co-
integration result shows that relationship betwepowth rate and investment is
significant. In the case of single variables, Traaled double variables, such as (Export,
Import), GCTES results shows an insignificant ielaghip between growth and trade
growth, while investment growth is found to havsignificant relationship with GDP

growth.

Dipend Sinha (2000has surveyed the impact of openness and invesioneGDP in 19
Asian countries. Numerous other studies on theestilijave been undertaken. Some of
these authors under took multi-country and somelected single country studies. This
development model considers GDP growth rate, imvest of growth rate, growth of
openness and, finally, of population. Before analythe Philips-Perron test (1998) is
used for testing for the stationary of the varialdter empirical estimation. This empirical
analysis used ARMA for ascertaining the time sediéferences. The empirical analysis
concluded that China, Hong Kong, Indonesia, anc@dahow a very high adjusted.R
However, in the case of Bangladesh, India, IrapadaPakistan and Singapore, the
population growth rate has a negative coefficiaxcept in South Korea. However,
results show the positive relations between GDPwtjroand growth of openness,
domestic, investment and population. In the casesashe countries the investment
growth is positive. In cases of some others coestrine growth rate of populations is
negative. But it is not significantly different frozero. Thus, the growth rate of GDP is

positively related to the growth rates of openreess domestic investment. However, the
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relationship between the growth rate of GDP andgioevth rate of population is not

clear cut.

Halit Yanikkaya (2002) has explored the trade openness and economic lgrovetoss-
country. He has mainly focused on the effect olimber of measures of trade openness
and how trade policies play a special role in ecoicggrowth. Trade openness measures
can be: (i) Measures of trade volume, (ii) Measwksrade restrictions. These could
result in an adverse association between tradeetmm@and growth on the other hand,
using the average tariff rates shows a positive saguificant relationship between trade
barriers and growth. Hence, trade promotes growtbugh a number of channels;

technology transfer, scale economies, and comparativantages.

Razeem Sally (2004has discussed China’s trade policies and integratito the world
economy. China’s trade policy reforms have a walgnificance in the world due to the
foreign policy and economic reforms being pursugdtbThe author has also addressed
issues after opening of China’s reforms, what lohdteps were being taken, which kind
of commitments like WTO and Free-Trade-AgreemefitAfFwere put in place by that
country. However, recent Chinese trends in tradeFRDI, and other policy reforms, are
cast in the historical perspective, when compaoedther countries and regions. China’s
trade policies include domestic economic policfiesgign policy and so on. The effect of
liberal trade policies and openness to trade, coetbwith market-oriented institutions at
home, has led to high growth in China. The otheilifes have been reforms in export-
import, Taxes, and foreign investors. China’s, tapntensive components initially are
being imported for labour-intensive processing ainb, before being re-exported to
markets in developed countries. However, Chinategration into the world economy
has come a long way, and is expected to go mutiefaiChina, today, is a role model of
market-embracing policy reforms for the rest of teveloping world. Its liberalisation
programme is probably the biggest in the worldll,SBihina seems poised to go further
with economic reform; more trade and investmenérilisation; much more internal
liberalisation to integrate the domestic marketd dming about market reforms and
administrative reforms. All these are necessaightare up and extend economic freedom

components of the basic as growth and prosperity.

Pallavi Aiyar (2006) in “India-China trade: A long road ahegdbrings out that China
has replaced Japan as India’s top trade partn&omth East Asia. The bilateral trade

delegation crossed the Himalayas to seek out oppitigs for trade and investment. But
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a deeper study reveals any celebrations of ‘Chinthabe chimerical. Sino-India
economic relationships can home the kind of sigaifce that exists in China’s relations
with it truly weighty trading partners. Indian expoto China are dominated by low-value
and primary-production, especialiypn-ore. India’s exports like, raw cotton are getting
the benefit of value addition, including increase e@mployment, higher profitability,
technological upgradation and so on. China top @gpto India include electrical
machinery and machinery. However, it can be saat thade can provide long-term
stability to the bilateral economic relationshipisi affected by short-term circumstances.
Indian companies have begun to be attracting armopf@ortunists in China (i.elT,
pharmaceuticals, banking, auto components and naatwing). India IT companies
such as TACS, Wipro, Infosys, and Satyam have tedesn China. Low levels of
Chinese investments in India are due to the adqnsof high-value markets for them. In
addition, China refuses to make investments inanidifrastructure projects due to
“security” concerns. However, now there seems tambencreasing willingness on the
part of China to engage with India. Thus, China &mdla are developing the kind of
economic linkages that would give real depth tarthiateral ties.

Convergence o€hina and India’spointsof view since the 1980s has led to the opening
of trade dynamics between the two countries. Hageatithor mainly reveals the possible
trends in trade relations between the two Asiamtgigin 2015) in world tradeAn
expansion in bilateral trade would reduce the jpirgssure on their economies, besides
have more effect on third world markets, and stitegig the complementarities between
the two economies. The overall trade of China andgHKong combined today is almost
eight times greater than that of whole of south#sia. Moreover, China has continued to
reduce tariffs, according to most experts in GDP.[iSrivastava in China and lending
2003]. The dynamic of the Chinese exports is shah‘made in Chinagood are finding
their way into Asian markets. China’s companiesatecting global companies, such as
pharmaceutical industry and IT. The trade poterctal be explained by the level of GDP.
CRISILs calculation bring out the comparative adages of India and China’s exports

of goods [India has major (RCA agricultural prod)cgrains and cereals, fats and
vegetables oils etc. metals citron, steel pharntaadg. In this study we can conclude

that effect of openness of trade and WTO entrydeaeefited in both countries exports.
Also, both countries have received a boost becaliieeir forward, looking - economic

policies.
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Christopher J. Rusko & Karthika Sasikumar (2007) this study is mainly focused on

the relationship between China and India. The autiscusses the ‘from trade to peace’
process in both countries. Both countries havengtexzonomic potential because of these
possible mechanisms by which commercial interdepecel could lead states towards
peace. In fact, recently, both countries’ relatibase been changing in the international

scenario, since, today, both are responsible jgaatits in the global economy.

Mahvash Saeed Qureshi & Guanghua Wan (2008)ave discussed the trade expansion
of China and India, especially with regard to exgmerformance and specialisation; as
also how trade structure mutually impacts theiddra&xpansion, to the major trading
partners. China and India are now much more intedraith the world economy and
their share in global exports has increased. Ayaal., (2004), argue that economic
performance had been increasing because of aburdaotr, better infrastructure,
flexible labour markets, FDI inflows and a favouminvestment climate. According to
Blazquez-Lidoy, Rodriguez and Santish (2006), therage wage is three to four times
lower in China than in Latin America. Both counsricrade competition and
complementarily to rest of the world exhibit a chisg pattern. Consequently, impact of
openness of trade in both countries has led to rexgowth. Also, both countries are

almost moderate by complementary in their expogédrhstructure.

Bojana Todorovic (2008) has emphasised the key issues in multilateral etrad
liberalisation of economies in transition. In pastAsition, economies several trade rules
were amended so as to be in tune with the glob@ia@uy. The successes and of rapid
recovery by most Central and Eastern European deanf{CEECs) from post-
transformation recession can be attributed to tinégration into international trade and
foreign investment flows. Even, after liberalisatiof trade reforms, several other reforms
were undertaken in the transition economics. Camesatty, after trade liberalisation, this
experience of transition economies is that for tteele reforms process to be more
successful, it is necessary to have in place d legalatory and institutional setting so
that these can act as “external anchors” for tleeess of trade reforms.

Andreas Billmeirer & Tommaso Nannicini (2009)in their paper, ‘Do open transition

economies grow faster’, discuss the effect of tragenness on economic growth in
transition countries. One argument in that tradenopss offers a competitive advantage
and has a positive on effect on economic liberatisaThe other one is complicated by a

number of factors. Bhagwati and Srinivsa (2001)ehalso discussed this issue. The
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authors have focussed on three issues, namelit{gl conditions versus liberalisation
policies as the main drivers for results, (ii) Masinsition economies only emerged in the
early 1990s, and (iii) Some countries are homogasnefrom there, they shifted to
socialised central planning economy. Consequentban be said that trade liberalisation

leads to growth in transition economies.

2.4. a. Science and Technology:

K.K Subramaniam, has analysed certain elements in the scienceeahtology (S&T)
policy. The strategies aspects of Chinese techyofmgicy in the 1980’s have been
discussed vis-a-vis those of India. The reformsawsemnecting some imbalances created
by the “left errors”. Thereafter, there was an rintelationship between economics
institutions and technological development. In @hohanges in technological policies
were brought, through technological base and nfaiger development of “walking on
two legs” strategy. However, both countries aimuwticbe to develop S&T through
autonomous, self-reliant development of technolagyd finally modernisation of
technology, as opposed to import of technology frottner countries. In this process,
China already has a well developed system in pleocka to has made similar efforts
towards institution building, and strengthen iteesce and technology base. The author
has highlighted that a selective regulation tecbgylfor import and planning of R&D
activities to strengthen indigenous innovation #re key components in technology
policy for any developing country and make-selfaete the Kernel technology policy.
Technological autarky may hamper the developmerfores of production and retard

the technological progress and modernisation.

Zhang Ming W (2006) has gone into the experiences both the countriter Aeforms,
both countries have been trying to promote thadnemic growth and social progress. In
the process, there have been both positive andinegeperiences. After liberalisation,
India has concentrated on the industrial sectod, @so self—sufficiency in industrial
products. In 1970, India had occupied the rank @t higgest industrial power in the
world. In both countries, agriculture productionshgone up considerably. Since 1970,
China has launched more than 15 man-made sateilitesouter space. It has even
successfully launched manned space flights. Onbentty, it sent the first woman
astronaut into space into space. Indian has suotlgslkeunched satellites. In 1974, a

nuclear device was exploded by India. In India, Redini satellite (Rs-1) had launched.
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While China and India have achieved great successd®e development of S & T, a
proper sharing of the experiences will be mutubiyeficial for both countries. Due to
it's having a dynamic human capital and adoptirgpgl best practices, China has made
rapid economic progress.

Yanrui Wu and Zhngya Zhou (2006) have undertaken a study on the bilateral trade
between India and China. Even though previouslyumber of authors studied and
focused on the expansion of the trade relationahigh development (Chen and Uppal,
1971; Swamy, 1973; Harris, 1973; and Bergmann, 1 9i&ir main focus was on trends
in bilateral trade and to draw implications forurgs trade and economic cooperation.
The authors have examined the changes in Chinaa-hildteral trade, both in terms of
intensity and intra-industry trade. Thereby botlurdoes export-import activities have
been significant influencing their industries amapacting the world commodity trade.
China total trade amounted to US$1422 billion iM2QNBS, 2006). Thus, the two
countries may have comparative advantage in diffecemmodity groups, as shown by
Balasubramanyam and Wei (2005). Thus researchnfysdidemonstrate that FTAS have
boosted bilateral trade between partners.

Renfeng Zhao (20073escribes and compares the trade investment exjpasisategies

in both countries. The experience of China anddnsihows that expansion has a
significant impact on global growthn China vast resources of cheap labour and
domestic savings to initiate infrastructure develept, large amount of FDI and
manufacture industry are factors that are influegdét economic success. In the case of
India, services sector, pharmacy, and financialketarhave been playing a predominate
role. China has become an ‘'assembly factory' int Basa. It imports parts and
components from other region and sells the finigmextiucts to the rest of world. India
has not fully exploited its potential in internated manufacturing, except in textiles and
clothing. India needs to consolidate its two sttkaghuman capital and domestic market
potential and second, the IT-enabled services setitdia's National Association of
Software and Service Companies (NASSCOM) estintasds by 2020, India share of the
offshore market for engineering services-infragtitee and international reputation will
be in place (NASSCOM, 2006). Both countries hawrtown successful outcomes. The
current labelling of China as the 'factory of therlad' and India as the world's back office’
in international trade may be changing in the camilecade. India telecommunication

sector has been doing well, and ranks among the coospetitive and cost-effective in
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the world. However, both countries are facing samiproblems and challenges, like

social and environmental degradation, urbanisatrmhindustrialisation.
2.4. b. Transition Economics meaning:

Stanley, Fischer, Ratna Sahay, Vegh and Carlos (18ghave dissected the stabilisation
and growth experience in 26 transition economiekastern Europe, the former Soviet
Union, and Mongolia for the period 1989-1994. Redgdigh inflation is a precondition
for the revival of growth. As the time profile stises, it is seen that lower fiscal deficits
have led to lower inflation and higher growth. Tla&thors have conducted an
econometric analysis of the main short-run deteami® of growth and inflation. They
have surmised that pegged exchange rate regimefix@l exchange rate appear to be
more effective in reducing inflation and raisingwth. Also, structural reforms play an
importance role in reviving growth and reducinglatbn. The transition of former
command economies to market economics can be judgedmparing the development
of economic efficiency in the economy and the tiansf benefits to the population of
the country. Even in transition economy countridgere are large variations in the

implementation of the economic programmes.

Oleh Havrylyshy and Thomas Wolf (1999)emphasised about the determinants of
growth in transition countries. The success oftthasition lies in controlling of inflation
and liberalising the market. In general growth hasn more vigorous and has managed
to control to inflation. Success of transition reqs the liberalisation of prices, financial
sector, external trade and enterprise reform. Qutas also increased rapidly through the
opening the economy to outside influences and &itimg trade, and resulted in
stimulating growth. According to World Bank and Bpean Bank for Reconstruction and
Development (ERBD), influence of output is key tee treform process. In the initial
stage, the (decline) reforms period, the relatigndletween growth and reform traced a
U-shaped curve. But, unless conditions for an iefficy seeking market economy are in
place, investment alone is not going to providetasnable growth. Any delay in the
reforms process can defer the pain (no pain, nn)gaince there is no royal road to
reforms. In any economy, favourable initial conatis and the institutional development
of legal framework play a crucial role in reformowever, results of this comprehensive
study show that developing countries will have #s$ through vicious and virtuous

circles.
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Justin You Lin (2004) Gregory W. Komodo has exploration the evolutionGifina’s
economic transition. Since 1989, this process hasnbaccelerated due to the
transformation of the East Central European ecoesrand of the republic of the former
Soviet Union. The former Soviet Republics, Russid bBkraine, East Central European
nations, including Poland, had gone through graguadess, when the ill advised “Shock
without Therapy” had been adopted, with all the idable losses and pains. The
successful transition in China has been due toptiiey of systematic transition and
policy of growth economic and also gradual poligpeoach Also, China had learn from
the erroneous and mismanaged Polish shock “theeggproach”. The experience of
transition has produced many interesting contrastthe experiences of transition in
Eastern Europe and former Soviet Uni®&EFSU). In the west, many countries favoured
a big bang approach, which expected the transitddEFSU to have a “J-curve” effect
on economic growth. It resulted in raising the G&®l decline in inflation, but led to
serious deterioration in other social indicatorsofW¥ Bank 1960, 2002; Justin You Lin,
2004). In addition, there were experimental andtdmot up reforms over the
comprehensive and top-down big bang approach (Gieal. 1992; Harrold, 1992;
Tefferson and Rawsi, 1995; Mckinneon, 1994; Allnooland Naughton, 1992; Murrell
1991, 1992; Perkins, 1992; Rana, 1995; Singh, 19@4tin Yifu Lin, 2004). The gradual
approach in China has achieved dynamic growth eoige protection to enterprises and
subsidised the non-viable enterprises. The EEF3ldtdes and China adopted strategies
different strategies in the stage of developmehie Boviet type planning system was
endogenous to the choice of a CAD (Comparative atdge defying) heavy industry
oriented development strategy. On the other hartdnaCrelied on three integrated
components for the transition process: (i) Macrdicgoenvironment (ii) Planned
allocation; and (iii) Traditional micro environmesystem. However, China also adopted
a socialist ideology. It can be concluded thataheve policies have been very useful for

the development strategy and traditional socialtstnomic system.

Justin Yifu Lin, Fang Cai, and Zhou Li (2006) have examined “the lessons of China’s
transition to a market economy”. The authors explbie issue of development strategy
followed and what kind of measures were considésethe economic development. The
beginning of transition is the most successful stefhe transition economy (Liat al,
1996). Some other economists argue that Chinatessademonstrates the two adopted

top-down “"shock therapy" approach that charactéribe transition in Eastern Europe
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and the former Soviet Union (Jefferson and Raw 5885; Mckinnon, 1994; McMillan
and Naughton, 1992; Singh 1991; Chetral 1992; Harold, 1992; Perkins 1992; Justin
Yifu Lin, Fang Cai, and Zhou Li). China adopted @ady Industry-oriented Development
Strategy (HIODS) in the early 1950's. The systenh thaee integrated components, such
as: (i) Distorted Macro policy environment, (ii)aRhed allocation mechanism for credit;
and (iii) Traditional micromanagement institutioh state enterprises. The system was
found to be very inefficient because of (a) Lowoedltion efficiency; and (b) Low
technical efficiency. It resulted in low incentivés work for 'managers and workers'.
China’s transition followed a logical process thatpredictable from the theoretical
model. The traditional economic system was repldged|ODs in the country’s capital-
scarce economy. The fault in the earlier economstesn was low economic efficient
arising from structural imbalance and incentivelyems. For correcting and developing
the system, micro-management institutional reformesource allocation mechanism
reform and macro policy environment reform wereetakip. For instance, successes of
China are in sharp to contrast to those in othestdfa Europe countries and former
Soviet Union (Cheret al. 1992; Qian and Xu, 1993; Harold, 1992; McMillandan
Naughton, 1992; Gelbt al. 19993; Mckinnon, 1994). It can be concluded thatially,
industrial sector, agricultural sector and decédistd regional economic factors are very
strong in China. These reforms experience have gienthe successes in the transition

process.

Vladimir Popov (2009) in his paper, on ‘lessons from the transition ecoics’ has
asserted that many transition economies succeeglquufsuing policies that were so
different from each other's background. Three @ntEuropean countries—Czech
Republic, Hungary and Poland are acclaimed to lmeess stories of transition. The
success is attributed to the eliminations of saftiget constraints. The developing
countries should not embark blindly on market fdlgrpolicies/reforms. The reasons for
successful transition economic policies are diffiefeom liberalisation, as can we seen
from the economic success of central European desntFor instance, a) Optimal
policies are context - dependent, they are speffieach stage of development, e.g., a
successful economic policy in one country cannatags be fully replicated in another
b) Even though countries may have the same levelegélopment, reforms needed to
stimulate growth are different; they depend on pinevious history and on the path

chosen; and c) Introducing this ‘missing ingredishbuld not result in the destruction of
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other preconditions for growth. The skill of thelippmaker lies in creating markets

without causing government failure as was the gasdeCIS countries.

Rita O. Koyame (2011)discusses the transition experience of Czech Riepahd
Slovakia. The influencing factors for output growthclude: background, initial
conditions and reforms policies on both countriesbnomies (Donnorumm, 2009). In
both countries, inflation and recession were thénncauses for liberalisation in early
1990. They studied the economic indicators, nan@BQP, Inflation, FDI, unemployment
rate, public sector deficit/ surplus so on. Themais policies in the two countries were
heavily influenced by European Union (EU) membgrskguirements. In both countries,
transition began at almost the same time but, lwaihntries are now at different
development of stages. World Bank (2002), insistaghat broad reforms should includes
design, sequencing and speed of implementatiorstdresubject to debates. Economic
reforms also encompass: Macroeconomic stabilisatiRnce and trade liberalisation,
imposition of hard budget constraints on banks emerprises, privatisation, reforms of
the tax system and restructuring of public expemdijtLegal and judicial reform, and
Reform of public sector institutions. Consequentgith Czech Republic and Slovakia
experienced a rise in income inequality during trensition period. They primarily

focused on privatisation, liberalisation and macom®mic stabilisation.

Srinivasan (2004)has studied the merchandise trade in both cosndiugng the period
1983-2002. A more disaggregated picture emergegrins of the changes in policies in
India and China of several labour-intensive secitorthie world. Bottelier (2003), points
out that India’s service exports are growing atwutlaouble the rate of its merchandise
exports, and if current trends continue total etgaould exceed 50% in a decade. There
is one services sector (IT), in which India haselomuch better than its counterpart in
China. The India IT giants have won contracts desgmpetition with China’s financial
sector, China’s software sector face the issuaak obf facility with the English language
and shortage of experienced project managers. Meretndia is also ahead of China in
the pharmaceuticals sector. Lace and Kynge (2@@&g that United National buys more
than half of its vaccines from a private Indian gamy. The fact is that two sectors,
namely, software and pharmaceuticals were leadirigdia due to human capital. These
are the driving force to raise a fast-growth econdKripalani and Engardio, 2003). We
can say that services exports have been the enfEeonomic growth of India. In sharp

contrast, China’s growth has been accelerated mufaatured exports.
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2.4. c. Inflation:

Stanley, Fischer, Ratna Sahay and Vegh, Carlos (18phave gone into the stabilisation
and growth experience in 26 transition economiekastern Europe, the former Soviet
Union, and Mongolia during the period 1989-19940¢h the main intent is reducing a
high inflation as a precondition for the revivalgrbwth, lower fiscal deficits have led to
lower inflation and increase in economic growth. @& conclude that an econometric
analysis is necessary mainly on short-run detemtsnaf growth and inflation. And also
pegged exchange rate regimes (or) fixed excharngeagpear to be more effective in
reducing inflation and raising the growth. Howevstiuctural reforms also play an

importance role in reviving growth and reducindatibn.

C.P Chandhrasekhar & Jayati Ghosh (2008)ring out that in India, the reasons for
increase in the current inflation are: high pricefdood products, including cereals, and
intermediaries like metals and oil. These, combingtth the uncertainty in West Asia,
resulting from the occupation of Iraq and standioffran, have created a situation where
any instability will have an adverse effect. IMRalahows that due to increase in prices
of agricultural raw material, and other commoditiie2005, inflation almost doubled in
the two year period in February 2008. Also, coags more than doubled last year, even
faster than the oil price. Moreover, IMF data shaownsre than 40 per cent increase in
world food prices over 2007. As a result, globalhe prices of many basic commodities
have been rising faster than they ever did dureglast three decades. Also, imbalances

are growing between world supplies.

George R. Hogues, CFA, FRM, Global Equities (2008)as attempted to explain rising
inflation and its effect on commodity prices. Acdimg to Ben Bernanke in a speech
given in February 2004, the Great Moderation refershe period between 1980 and
2004, due to the changes in US economic activagsamption and inflation experienced
a dramatic decrease in volatility. In recent yeaAsia, inflation is accelerating because
of rising prices of food, oil and other commodites well as accommodative monetary

policies.

Tustin Yifu Lin (2009) in book review of “Economics Development and Trhms:
Thoughts, Strategy, and Viability”, concluded thastitutional framework for market
economy reinforced the support for economic libsatlon and individual choice and

allowed millions the choice to left themselves ofitpoverty. This book emphasis on
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‘China’s development process and understanding fthrelamental determinant of
development and transition strategies’. East Asizanomic were able to take advantage
of their ‘back wardens’, only when they adoptedCarmparative Advantage Defying’
(CAD) strategy to ‘Comparative Advantage Followi{@AF) strategy and opened their
economies to foreign trade and investment. The sGtat, Adam Smith, and Hayek
explain the importance of freedom and the abiliftyntarkets of self-correct through
myriad adjustments. Hong Kong is the fastest grgvgnonomy in the world because it
has limited government and trade liberalisation laigdnarket.

2.4. d. Exchange rates:

Yuging Xing, Guanghua Won (2004)examined the role of exchange rates in the
competition for FDI. The importance of exchangeesain determining FDI has been
emphasised in literature (i.e, Froot and Stenin1i9Rlenin and Rosenger, 1994;
Blonigen, 1997). Basically, devaluation in the emgy of the receipt country reduces
production costs, and increased the relative wesdltbreign country investors leading to
an increase in FDI inflows. Consequently, if therency of country appreciates more
than that of its rival, its FDI inflows will decrsa, while the competing country’s FDI
will increase. The relative FDI of one country istermined by the relative changes in

exchanges rate between its currency and that afdhece country.
2.5. Research Gap

In this review of literature, a number of authoessé made a comparison of the
economic policies of India and China. But very fetidies have discussed this from the
transition economics perspective. The present stadsnainly focused on ‘transition
economic perspective’ on FDI and Trade progredadif and China. The study will also
explain the role of FDI and trade from a transitemonomy perspective, for both China

and India.
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“Perhaps the most useful criterion for assessingcsess in the transition is the sustainable recovefy
output, which can be achieved only by controllingflation and liberalising markets”.
Oleh Havrylyshyn and Thomas Wolf(1999)

3.1. Overview

Economic Transition is a dynamic historical pro¢esgposing change on almost
every element of society (IMF, 1999). Since 198@nttal Eastern European (CEE)
economies had been undergoing the transition fremtral planning to free market
economy and capitalism (Haslach, 1992). In thiscess, a number of countries have
undergoing rapid transition, while some have addewonly marginal success in this
regard. Since, transition economies attached grepbrtance to output growth, the
discernable outcome has been the improvement idiviimg standard of the people of
these countries. Privatisation has now become lyhgppular concept. The disinvested
companies, as also privately owned firms, are gdiyecan seen to outperform State-
owned enterprises (SOES). As a consequence, inlenigcome and lower-income

countries, privatisation appears to have yieldesitpe results (John Nellis, 1999).

Governments in transition economies need to chth@senost optimum ones from
the array of reforms before them. The stylised apgh is classified by: (a) Rapid reform,
undertaking as many reforms as possible in theesigpossible time; and (b) Change, by
way of partial and phased reforms. Each approaakssciated with its own characteristic
pattern of risks and rewards. A country undertalengnomic and political reforms, has
before it a range of reform policies and outcomes.

Among the reforms strategies, the all-out approachs to replaces central
planning with the rudiments of a market economwisingle stroke of reforms. These
include: rapid price and trade liberalisation, anpanied by an economic stabilisation
programme to restore and maintain price stabiltyy reform seeks to minimise the
duration of the unavoidable pain and quickly sether links between the state and the
productive system to guard against backslide aagnstion. EBRD has identified three
main categories of transition objectives which diéschow a project may contribute to
the process of transition. These are: (a) Struchimk extent of markets; (b) Institutions
and policies to support markets; and (c) Marketebdabehaviour patterns, skills and

innovation.

Europe’s trade began during the time of Dutch Mantk in coastal India and
China, and the trade followed fed a growing Europ@acination with Asian cultures and
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aesthetics. In fact, the historical and economicsgective of both countries had risen
which was later on interrupted by the colonial peyiCold War and economic autarky in
the twentieth century. Thus, transition economigsl| being human life time - it's shifted
to the global economics architecture (Peter Maratel2007).

Let us now consider the Central Eastern Europeantdes. Poland and Czech
Republic are the successful models of economicsitian. In China, reform began in
1978 with institutional market oriented economidigies, while in India these stared in
1991. Reforms began as a gradual step toward mariketation in Indid.

Table 3.1: Existing Conditions of Transibn Economies at the onset of Reforms

Region/ Industrial | Service GDP Inflation Monetary
Countries Sector Sector overhang
East-Europe (1989) Stagnant | Stagnan{ Stagnant Moderate to hiGbnsiderable
India (1991) Growing | Booming| Growing Moderate Low
Democracy

China (1978) Booming | Growing| Growing Low Considerable
Communist

Table 3.1; explain economic indicators of Europelid and China. In China’s case it was
the manufacturing sector. India services sectopemted growth brought about a painful
economic change in Europe. The successful complatiothe Doha Round and the
maintenances of the WTO agreements, led to be f@ctige integration with global
trading. Thus, global trading system helped tolaisia reciprocal access to their growing
markets since of EU exports is a key system dyn&bidrade policy.

Europe and China at the initial stage of transitiegotiated on trade and entered
into investment agreement on certain issues whialould ensure a significant role play
by China and key focus of resources for EU tradecigs for the predictable future. By
the decision of FTA with EU, and later on India Heaped reduce many of the barriers.
India also an encouraging European investmentddratbe an import sources for capital

for India.

. More detail, since 1989, Central and Easterrofemn Countries including Poland and Hungary, have
been in the process of transition from planned eroes by the agreement of G24 countries (group of
24 Countries in the Development Assistance Commitfethe Organization of OECD and International
Organization), Japan provided assistance to thesatiges for transition. The transition in Poland,
Hungary, Czech Republic and Slovakia has showrifgignt progress and joined the OECD. However,
N.A Khanet. al., (2009), discussed the aftermath of introductiomaiket-oriented reforms in China,
market-oriented policies by India by the agreenuéniF, World Bank.
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Although European public policies have addressedhted to face the impact of
economic change and adoption, it would also beirequomprehensive demonstration of
reciprocity from India and China. EU trade polieythe means of both delivering the
reciprocity and securing European openness thdtslegses the demands EU makes of
others. Europe stands to gain hugely from the eoar®strength by the cheap inputs,
and as a source of investment in liquidity-richbglbcapital market§Peter Mandelson,
2007).

3.1.1. EBRD’s Indicators of Transition

The European Bank for Reconstruction and DeveloprfieBRD) has developed
a set of indicators which are used to measuredheee of transition in a market economy
and the progress of transition. The classificatystem was originally created in the
EBRD’s 1994 Transition Report, but it has beennedi and amended in 1998. With the
help of these indicators, EBRD measures the lelvehasition of the economies as: less,

high and complete transition. The main EBRD'’s titamis indicators are:

» Large-scale privatisation

* Small-scale privatisation

» Governance and enterprise restructuring

* Price liberalisation

» Trade and Foreign exchange system

» Competition policy

* Banking reforms and interest rate liberalisation

» Securities markets and non-banking financial ingtins

* Infrastructure reforms.

3.1.2. Research on Economies of Transition

When the Berlin Wall was brought down on Novembgerl989, thousands of
people expressed their joy as they felt that thi steaod out as a symbol of the division
of Germany. A sizable number of economists have lsaalying the process of transition
from socialism to capitalism in the former socialeconomies. The field is called-
‘transition economics, or transformation economic$his process, interesting for
research on transition, has grown over time, baittlin focus is on transition policies. It

was mostly dominated by policies which had attewhgte influence various aspects of
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economic transition policies. The overall transfation of the economic institutions in
the countries concerned has brought about a coenphetnge in the economic condition
of the people. In the 30 century, transformation is tremendously influendey
technological progress. Research on the subjedh Hweoretical and empirical has
increased. Further, for research on Europe, ther€dar Economic Policy Research
(CEPR) has set up, together with its traditionalgpamme cells, divisions to study areas,
such as international macroeconomics, industriglamisation, trade, public policy
finance, and labour. Also, a number of economieasash institutions was established.
These include the Center for Economics Researchleansition (CERT) at Heriot Watt
University in Edinburgh and the Stockholm Institiiee Transition Economics (SITE) at
the Stockholm School of Economics.

As we are into the second decade of the third mllem, there still remain the
major challenges of bringing about prosperity amowgh, and well - working market
institutions in the poorest countries in world. Tdapitalism objective is to improve the

level of prosperity and development as in the adednndustrialised countries.

Though academic research has been increasing ere¢laeof economic transition,
many policy advisers feel that transition econonsiils remains a subject of controversy.
It is noteworthy that, while transition policiesveabeen largely unsuccessful in Russian,
these have been very successful in China. The ditlome books on Russia, akHow
Russia Became a Market Economy, Aslund, 1995;The Coming Russan Boom, Layard
and Parker, 1996The Success of Russian Economic Reforms, Granville, 1995; Gerard
Roland, 2009. Open debates and serious researctharefore utmost importance of to
help formulate adequate policies for a successdmisition to capitalism (Gerard Roland,
2000).

(). Path of Transition Economies

The transition strategy is being adopted by devetppountries to improve their
status from poverty to wealth and to help “devetgpand transitional countries ‘jump
from the kingdom of necessity to the kingdom oeftem”. After that, countries sought to
develop ‘a Comparative-Advantage Defying’ (CAD)as&gy”. The developing countries
leaders desired to catch up with the developedtdesnbut that was not always possible
due to scarcity of resources. Although under - bgexrl countries have relative

abundance of labour and natural resources, thesgrazs were diverting resources away
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from labour-intensive industries towards capitaemsive ones (iron to steel). Initially,
East Asian governments did not choose a CAF-siyabe) later on adopted that due to
resources constraints and spontaneous developiftentfaster way to achieve that goal
was to employ Soviet style planning and, if did sotvive the CAD strategy, the other
substitute was “Comparative Advantage Following E}Atrategy”, based on a bottom
up development model which creates a higher vatwmeconsumers. The comparative
advantage is required for getting rid of distorfgttes, liberalising trade, and allowing
the non-state sector to grow. It was like succdlgsfemerging market economies,
especially in East Asian countries which faced Kyeardness’ only when they adopted a
CAF strategy and opened their economies to fordergde and investment. Lin at
recognised that strict adherence to a CAD strathglydominated social thought at that
time - resulted in spreading government failuresl@wveloping countries. After that, he
advocated seeking seek the alternative strategreméasuring the CAD strategy, which
he calls a “Technical Choice Index (TCI). CAD s&gy has less economic freedom and
more corruption and has a volatile economic growthgqualities than in countries that
adopted a ‘Comparative Advantage Following’ (CARjategy”. Lin does not fully
support the so-called Washington consensus — aofigtolicy recommendations for

transition economies.

“In the long run, the aggregate of decisions ofvittial businessmen, exercising
individual judgment in a free economy, even if oftmistaken, is less likely to do harm
than the centralised decisions of a governmentcanthinly the harms is likely to be

counteracted faster”.

The fundamental goal of economic development ismtake the benefits of
expanding open to people. By allowing the poliigialy of ‘coordination’, such decisions
reduce economic freedom and increase the poweowdrgments. Hong Kong'’s is the
freest economy in the world because it has limgedernment and trade liberalisation
small government and big market. The Scotsman, A8amth and Hayek spoke about
the ‘importance of freedom and the ability of maské self-correct through myriad
adjustments’. East Asian economies were able t® aalvantage of their ‘backwardness’,
only when they adopted a CAD to CAF strategy anenep their economies to foreign

trade and investment, with the following aims:

+ To provide incentives to follow a CAF strategy byamfing state owned

enterprises (SOES) more autonomy.
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+ To shift from single-track price system to allooatisystem to a dual-track
system,

+ To allow full liberalisation in those sectors tlaae firmly on the market track,
and

+ To undertake legal reforms ‘to strengthen marketitutions’ during the

transition process.

3.1.3. The Importance of Transition for Economics

The above theories explain the process of econdraisition function and
reaction to reforms and large-scale transformat®uccessful institutions of capitalism
are already present in advanced economics, whileléwneloping economies, such
institutions are absent. The transition experienicage helped to accelerate various
changes in the economies. In the initial stage rahdition, the policy advice in
Washington consensus, laid strong emphasis on: (a) Liberalising pric@s) Tight
monetary policy and balanced budgets to stabitisartacro economy; and (c) Privatising
state-owned enterprises, in order to induce profaximising behaviour. However,

transition has forced us to think about institusiot in a static, but in a dynamic, way.

In reality, nobody can tell for sure how transi@bthe transition is, or whether the
countries engaged in this process will end up foanmged into successful capitalist
economies. However, development policies were ftated decades ago, with the
objective to ‘help the under-developed economiegsatth up with the industrialised

countries’.

The outcomes are strongly dependent on the iséiabf institutions that from the
starting point of transition. The necessary tramisél devices adopted by Chinese for
more successful transition include, as a dual-trhlock&ralisation and Township and
Village Enterprises (TVES) (Qian, in press, RolaBd)0). However, the question arises
whether such measures are stepping-stones towattisr bnstitutions or have they
created vested interests that block further instital transition. Institutional perspective,
research in transition can help to improve: (i) &rstiinding of capitalism; and (ii) Large-
scale institutional changes. Transition is cleadyrower and can even partly be seen as a
subset of those fields. Economic Transition issidny in the making and will sooner or

later become a sub-field of economics theory. H@akevesearch on transition cannot
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develop successfully purely as a field of its oWwmmust be developed in interaction with
various others fields of economics to gain from tleious angles provided by the
different fields of specialisation. Research omsraon can then be simply broken up to
the appropriate fields of specialisation—macroeauins, industrial organisation finance,

trade etc.

The main objectives of transition:

Objectives:

v' To improve allocation efficiency and the creatiohaocompetitive market
environment open to the world economy.

v Stabilise the macroeconomics, which is necessargdaect functioning of
the price mechanism.

v" To provide better incentives and corporate govereaarangements, through,
encouragement of entry of new private firms and tireation of an
entrepreneurial class.

v' Creating government institutions “adequate” for arket economy. For
running the institutions, there is need for poditi@and institutional stability
and protection of private property rights from exaahment (EBRD).

3.1.4. Pre - Transition Situations

The economic advisers played a prominent role iicypaebts as has been the
case since 1990 in central and Eastern EuropeamoBues. Jeffrey Sachs, drew
worldwide attention for his forceful statement twe tbig bang approach, and gradualism
approaches. The big bang is a simultaneous ané quroduction of all reforms, support
by Lipton and Sachs (1990a), Aslund (1991), Berd Sachs (1992), Boycko (1992),
Murphy, Shlefer, and Vishny (1992), Sachs (1993ydman and Rapaxzynski (1994),
Woo (1994), and Gerard Roland (2000). At same tignadualism means the need for a
given sequencing of reform support Svejnar (198%)rtes (1990, 1991), Mckinnon
(1991), Roland (1991), Dewatripont and Roland (E92992b, 1995), McMillan and
Naughton (1992), Murrell (1992), Aghion and Blanchg1994), Litwack and Qian
(1998), and Wei (1993) and Gerard Roland (2000). pMe-established theory of
transition existed before the fall of the Berlin NVaransition economics basically aims

at giving advice on transition policies. Howevelsneconomists agree that stabilisation
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is only one of the dimensions of transition in kxsrale institutional changésin

addition, transition must have change without ecaodisturbance, and continue to
fulfill the population’s needs. To sustain the miagpe of the changes implied by
transition; political support needs to be contirlpumaintained during the reforms

process, to avoid policy reversals (Gerard Rol2000).

The post-1989 experience in China is that the ipalit and economic
circumstances differed from that of Europe. Kor(i893), and other economists stated
that before 1989, many did not predict the outpmalt. fHowever, there were good
surprises of restructuring inside SOE’s. Many eaoists advocated fast privatisation,
because of the fear that the alternative of nogpisation, or slow privatisation, would be
much worse. Although a few years after the Comnisiiad been evicted from power by
the democratic revolutions of 1989, former Commisnsame back to power via the
ballot box in Lithuania (1992), Poland (1993), Hang (1994), and Latvia (1994).
Though the successful development of the non-sexdwor, especially the Township and
Village Enterprises (TVES), came as a surprise Umaf its unclear property rights
structures, accepting the fact that it should ndtract us from knowledge and
understanding of transition processes still remémged and happens mostly “after the

fact”.

b. Initial Transition Situation

An important fact about socialism is that there wasreally a consistent plan at the
level of economy. Planning was not only an iteeprocess, but also a cumulative one.
The point of departure for the plan in period t+bwd be the achieved level of
production in period t. Planning is an incrememacess, known as “planning from the
achieved level” (in Russian Planirovanie to Dostilggo Urovniia, Birman, 1978), it
consistently aims to achieve a general equilibriddmistries not only played a crucial
role in planning, but also tried to response taceed shortages by enterprises. Thus,
this mechanism played a key role in preventing gerautput collapse in the absence of

markets.

Socialist economies, indeed, had a history of ntawkiented reforms before the

fall of Communism. However, the most immediate eouence of such reforms was

2. To create development markets, including findriarkets, enforcement of property rights, legal an
political changes along with enterprise privatisatand restructuring.
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wage drift and soft budget constraints prevailed,enterprises under reforms under
socialism. These increased pressures from belowtded further weakening of the
planning system and of the central authorities wiletded to demands of enterprises. An
increase in enterprise demand started leadingriousemacroeconomic imbalances that
the “classical” socialist planning system had babte to prevent. These consequences
were: increased foreign borrowing or increased tsiger and forced savings. Some
countries have had a history of reform before &mgition and faced to serious macro-
economic imbalances. These called for a stabitisgbackage, like the one adopted by
Hungary, Poland and Yugoslavia. Other countries likerman Democratic Republic,
Czechoslovakia and Romania, that did not have mesdoefore, had to face issues like

imbalances and stabilisation problems in the ih#iages of the transition process.

The institutional legacy is different from countty country at the outset of
transition. Their dependence on skill helps to ibustitutions. The CEE government
agency dealing with international trade developedamiliarity with market based
contract law. Sometimes, the absence of an instialk legacy can actually be an
advantage. On the other hand, implementing newtutisns requires large human,
technical and financial resources in all counttiegdergoing the transition process. Thus,

due to this, the new states face a massive additmmden.
Countries that embarked on transition from very tifent starting points

» Most reforms are inherently slow. Though formalptisation was accomplished
in one or two year, fundamental changes mean déingé Ifirms usually take a long
time to stabilise.

» The second model of piecemeal and phased reforiaugs swith localised
experiments, which are expanded, as anticipaticgesses emerge. This strategy
relies on this big scope to gain large productigiéyn from the very beginning, in
partial reform. As a result, as incomes rise, theneeed to build momentum for
further, more difficult, reforms in a self-reinfang manner so as to be able to
sustain the reform over an extended period. Thmageth was summarised by
Deng Xiaoping’s phrase, “feeling the stones to sithe river’. Moreover, the path
followed by China, in the initial reforms in 1978as to open the door to joint
ventures. After that, reforms concentrated on tiralreconomy. The household
responsibility system, new rural township and géaenterprises (TVES) emerged

and were encouraged to operate on market princifdgs1984, reforms had
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spread to the urban economy. Trade and foreignsiment reform were then
launched. Reforms had accelerated in 1994 and 1@@Bticularly those

concerning taxes, company law and foreign trade.

There are two model routes in a planned economweder, this does not mean that all
countries are in a position to choose between th&mus examine the Soviet experience

in the regards:

» The earlier attempts at partial reform, in the dourfailed to raise efficiency,
largely because they were restricted to only sooumfcies.

» The second, more important reason why gradualissineaan option in CEE and
the Soviet Union was that, by the second half ef 1880s, the Soviet planned
economy was disintegrating from within. In 1986e tBoviet Union launched
political rehabilitation and economic restructurinbhese led to inflation and

foreign indebtness - rather than higher produgtivit

Thus, beside the factor of macroeconomic disequilib for choice of reform path, the
influence of political, historical, culture and ggaphic factors can also be very
important. In China, the Communist party emergednipafrom internal political

movements.

3.2. How Transition process began in European Couries

By the beginning of the 1990s, the continent ofdper found itself completely
shaken up by political and economic upheavals. falieof the Soviet Bloc, which had
divided the continent for over four decades, brawaout a completely new economic
order, with the hitherto Soviet Bloc making thensiion to capitalism. Central Eastern
European countries transformed their economiedéndarly 1990s. In the process of
economic transition, a stimulating period of cdsta followed. The end of the

totalitarianism was seemed as the beginning ofaageden age of economic prosperity.

The combination of socialism and capitalism waspimesl by the economic
system of Western countries, such as Sweden amté;ravhich has been relatively
successful in combining the advantage of socialisth the dynamics of the free market.
Although they risked popular discontent and mangryeof economic austerity, most
countries found that the only way to overcome desauf economic mismanagement was

transition to a free-market economy, with currenogvertibility and the markets were to
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be allowed to make all the decisions - no mattew hgainful (Randy Charles
Epping,1995, pp.104-106).

3.2. a. An Evolution of European Economies in Traition

In European, the stronger expression of populaodignt in 1989, was the fall of
the communist regimes. The people of Eastern Euwnage unhappy with the economic
inefficient system. This led to revolt against goeialist system. After the Second World
War, Communist Eastern Europe was largely on théplpery of Western European
economic development, whereas the rests of thenmsgvere largely undeveloped. The
Second World War had led to large scale destructiater, the Communist Party
assumed power and was very successful in rebuikti@gconomic infrastructure and to
bring a higher rate of economic growth during 19%0-3. However, 1973 onwards, the
picture changed drastically. During in the 1980svegnments were struggling to stave
off the recession. The early 1980 saw three sicpnfi issues specific to Eastern Europe,
which made it that much more difficult for the Conmmist regimes to survive. These
were (i) Eastern European countries had a centpddigned economy, which meant that
all attributes would be controlled and allocatiodnresources done accordingly, (ii) In
1970 and early 1980s, the economics of Easternpeunad maximised their ability to
supply the technology and services, that would keadustained economic growth. The
East European states had to turn to World marleid,(iii) The third issue that made it
difficult for the East European Communist governimém respond to the worldwide
Economic slowdown of the 1980s, was that all teewnomies were connected to Soviet

economy, both through trade and joint ownershipraérprises.

These economic problems of the 1980s put signifipa@ssure on price control.
Therefore, Communist governments had raise prinddgesnly. These events led to the
creation of the independent trade union solidantyt980. On the positive side, infant
mortality rates dropped to nearly one-third in maisthe regions. Prior to the mid-1980s,
these governments were neglecting the issue of@ment to industrial pollution and
environmental degradation. Many opposition pariieEastern Europe in 1989 launched
environmental movements. Thus, the Communist redetieand these states began the
transition to a capitalist economic system. Thisdkof pressure played an important role
in the break —up of each country (Center for His&rNew Media, Powered by Omeka,
2007- 2010).
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One of the reasons for the failure of these coestwas the absence of market
institutions, which made it difficult to construappropriate political, legal economic and
commercial structures needed for a free market aogn(Blawatt, 1995; Tysost. al.,
1994; Smallbone and Welter, 2001; Mugler, 2000; Mgaland Daugherty, 2004). Other
European countries had a large number of entreprethesmall business activities and a
strong private sector (Blanch flower, Oswald andt&dr, 2001; The OECD observe,
1999).

Progress and Outcomes

Outcomes of progress can be discerned by asseddfagent paths of reforms, initial
conditions and history, politics, economics andiingonal starting points. To assess
progress, we shall now look at some of the broadedsions: liberalisation, property

rights and private ownership, institutions and abgolicies:

() Liberalisation: its covers three areas domestic price and marketsign
trade and currency convertibility, and opennessiéw business entry. In
1995, newly countries in CEE and the NIS were dsdgn market
economies, with open trade, current account conviést, and liberalisation
policies towards new entry and private businessvéd@r, one year is for too
short a period to capture the economic impact @fitocess of liberalisation.

(i) Ownership reforms:. in this area, these have been great changes. InaDBEE
the NIS, the private sector now accounts for owaf df economic activity.
China has also diversified substantially towardidewariety of forms. The
successful transition involves initiating a process change towards an
efficient pattern of ownership, though institutibmaforms have also been
affected by initial conditions. However, outcomdstransition require both
economic grants and social policy reforms.

(iif) Economics and Social outcomes. The success of policies depends on the
interplay of reforms across a number of areas. Agnadvanced reforms,
vigorous stabilisation programmes have paved thg fea reduction in
inflation and a resumption of growth as reformseénhgaken hold. Production
has shifted from industrial to service and trade been reoriented towards
world markets. In addition, FDI inflows have risgmarply. The social impact

of transition has also been different. Falling amt@mnd rising income
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disparities has led to large increase in povertg growing insecurity in

many countries.

At the onset of the reforms, the was a great sémpeeallocating the labour source. Any
study on financial development of the country takés account the conditions obtaining
at the onset of transition. Also, the right reforms« need to reflect the initial state of

affairs.
3.3. The Successful Transition Economies Experieree?oland, Czech Republic

Transition from a command economy to a market ¢egteconomy is a dynamic
and difficult process that involves several stagédransformation. These transition
stages differ, based on the political and sociagienuc background of individual states
(Rita O. Koyame-March, 2011). Towards the end & @old War, the World seemed
poised to fall into another deep seated polarisatia between developed and the
developing world. This approach can help in bridgine gaps in standards of living and
employment opportunities and social security f@& titizens of the countries concerned.
The new bipolarisam in the stalled Doha negotiatiemerged to provide reforms for
global institutions, in the confrontation about Fammrights and even in the different
approaches to fighting terrorism and for buildingape and security. Development
assistance is at the heart of this new polarisafaticy makers argue that it would lead
to global disarray. The third approach aims foraedlepment assistance policies to explain
the effectives of the Official Development AssistafODA)?3

Three main indicators affect the relative succdsa transition processes. These
are: historical background, initial conditions areform policies initiated towards the
transition (Rita O. Koyame-March).

The secret of European Success: towards a New sgsith

There are two common threads that can be seenratiwall cases of success,
and that can be spelt out in the argument as the faetors explaining the effectiveness

of aid in relation to growth. These include: (aJdAiromotes economic integration, i.e.,

®. (i) DA stimulates and supports the integration afional and local economics at the internationatlte
both globally and regionally.

(ii) Determines institutional reforms and sowwbnomic policies at the appropriate level of goveznt
(global regional, national and local), and leavesyrivate sector to play its fundament role.
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the elimination of barriers to economic activithetenlargement of the market and its
smooth functioning; and (b) The application of thebsidiary principle, in that aid
stimulates private players (business and civiletgyj and evolves responsibility towards
the lower level of governments. In addition, sulzsyl implies that “institutional
assignment”, i.e., taking policy decisions in thedl| that is appropriate for that decision
(Abdu Chowdhury, Paolo Garonna, 2047).

The Central and Eastern European countries (Pol#mel, Czech Republic,
Slovakia and Hungary, known as the Visegrad fowayehrapidly transformed their
economies to the point where the transparency efdfal structure provider relatively
easy access to CEEC resources and markets; armqtatgects for medium, long term
stability and growth (Richard, E Stern, 2068).

Many studies concluded that the three central Eeaopcountries - Czech
Republic, Hungary and Poland - are the succesgestof transition (Vladimir Popov,
2009; Rita O. Koyame - Marsh 2011). However, thecsasful transition economies
chosen for this study are: (a) Poland, and (b) B&s=public.

Figures 3.1, 3.2 & 3.3, depict the transition aadors during the period of 2005 —
2011 in Poland and Czech Republic. Poland’s GDRvilirgate and inflation has been
fluctuating over the period and especially in 2@089, trends decreased due to the
financial recession. Czech GDP sharply decline@0Q7-2009, and inflation rate also
decreased during the recession period. One othgortamt indicator, i.e., unemployment
rate steadily decreased in 2007-2009. However itD2the unemployment rate trends
appreciated. FDI trends are gradually decliningeicession period in both countries. In
2010, Czech Republic FDI net inflows sharply rajsediile in Poland, FDI trend was
sluggish moving up. Table 2 explains the economdicators of both countries. We can

also be seen from table; (Appendix-3.1).

*. Abdur Chowdhary, Paolo Graronna (2007), “Effeetioreign Aid Economics Integration and Subsidiary
Lessons from EuropeCentral Social and Economics Research, Warsaw, June (346).

°. See, “Foreign Direct investments, Exports and Bésst Integration Theory and Practice”, pp. 329-331.
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g Figure 3.1: GDP growth % and Inflation rate from 2005- 2011
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(a). Poland:

During the 1990s, Poland had become the transitithainea Pig’ for Big
bang/shock therapy and it adapted rapid and cohgm&ve reforms, to bring about
macroeconomic stabilisation and tackle the neaehyglation. In 1989, inflation was
very high in Poland. The “Secret” of Poland’'s swetgis that it was the only country in
Europe without recession in 2009. The potentiapefformance economic characters,
such as: (i) Strong market institutions (ii) A tesgit economic growth, (iii) Strong
economic policies during crisis situations; ang @gh levels of trust in the government

was very much in evidence.

Liberalisation of Prices; On January %1 1990, most prices were liberalised. After 1990,
90 per cent of prices were determined by the maRkdtthere was significant increase in
controlled prices as well (Balcerowiet. al., 1997; 138). There was a high degree of
encouragement for hard currency exports (a sumptughe convertible currency current
account of the balance of payments was achievd®%90). Poland is generally regarded
as proof of the virtues of rapid and comprehensivenge (in November 1996, Poland
become a member of the OECD). The first stageatffilgtation in the beginning of 1990
was quite successful in bringing down monthly itila of 30 to 50 per cent to 3 to 5 per
cent. Unfortunately, due to political instabilitpé untimely loosening of monetary and
fiscal policies, the inflation control process imbsequent years was rather slow
(Balcerowicz et. al., 19997; 142). On March 11, 49P0land and the London club of
Commercial banks signed an agreement in principleetiuce (by 42. 5 per cent) and
reschedule the $ 13.2 billion debt over a thirtgryeeriod. However, Poland is one of the
EU’s lowest personal and corporate tax regimesiwitive years, following parliament
approval of a controversial tax-cut package. The-cta is a crucial element in
stimulating economic growth (Balcerowicz et. aB997, p. 276).

The initial pension reforms had a positive impattcapital market development.
As a result, these were a rise in saving cultureragthe workforce. But, mid-2010 opens
pension funds were reduced from 7.3 per cent afggealaries to 2.3 per cent on May
2011. Polish private bond market remained undetdped; the government bonds have
high liquidity market, which extends to very longiturities. These bonds are important

for private and government for a long-term fund{g@RD, 2011, pp. 146).
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Labour market reforms: many economists feel that labour market reforms hreot taken
place in Poland. Employer’s social security paymdrave been helping to finance one of
the world’s most flexible disability pension scheanAlso, social safety nets exist.
Enterprises reforms: Privatisation, in the broad sense, has been gajiiel in comparison
with that in other countries. Of course, most gtoWwas occurred due to the efforts of the
private sector and state enterprises. Bankruptsoofe large enterprises has been seen,
but many of them have undertaken radical dives#tur by selling off or leasing out
substantial part of their assets. The privatisatbriarge enterprises continued to be
hampered due to by political uncertainty and chasfggovernments. On March 18, 1993,
the Sejm rejected the privatisation programme wiwngl around 600 medium size and
large enterprises. The actual member of enterposeshe mass privatisation list has
fluctuated. The share of the enterprises was t@albeated in a complex system of lottery

rounds, beginning July 17, 1995.

Poland’s growth has been supported by domesticucopton, labour market
trends and public investment. During 2010, thegirdation process was accelerated by
the government. Privatisation process has contitoedove forward due to favourable
market conditions, especially power companies, ggnsector and the Insurance sector.
Public - Private - Partnership (PPPs) law was pmhsse 2009. Hence, a large
infrastructure is required for upgrading the rapidorption of EU structural funds. Also,
for the period, 2007 - 13 (EU) budget gave moreai$ato structural funds (EBRD, Report
2011, pp. 146).

Foreign Trade: quantitative trade restrictions and export subraissequirements were
removed in 1990. There have been several upwaidioas in imports tariffs after the
sharp reduction in 1990 (EBRD 1994: 33). In Jun@5l®oland accepted current account
convertibility, in agreement with the IMF. The majdocus on current account
convertibility exits, with limits on residents’ cia@ account transactions. In 1996, input
surcharge was abolished. There is an extensivevertgon in the markets for farm
products. There are also, price support, exportsididgs, credit guarantees and
managements of state reserves. The effect of admhames in Poland is that the country
has maintained some restriction on short-term plwtfflows. Initially in 1998, the
foreign exchange market was liberalised. Thereatterfull capital account liberalisation
occurred in 2000.
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Liberalisation has led to elimination of all restrons in foreign exchange
transactions between banks and non-banks. The HELU otimer developed markets
accounts for more than 70 per cent of foreign tradeaddition, Warsaw Exchange, in
2010, also attracted significant interest from fobids. The country ranks 70 out of 183
countries in the World Bank’s Business Survey 2(HBRD Report, 2011, pp-146).

Macroeconomic stabilisation involved the following:

1. A strict fiscal policy, coupled with drastic rediget in subsidies.

2. A tight monetary policy. The confidence of the ficgal markets has become
reinforced. There is now also greater independéndie banks.

3. Income policy: a general wage indexation was intoadl in July 1989, in private
enterprises sector. Money wage increase over aatlgnprogression tax. The
1994 strategy for Poland’ sought to find an agredgnmn settlements in the
public sector through “Tripartite commission”, repenting trade union
representatives and the government. A multi pillgystem operation,
encompassing social insurance fund, mandatory perfsinds, and additional
voluntary insurance, was launched in 1999.

4. The exchange rate was initially used as a monetachor. Poland has gradually
been able to consolidation the exchange ratelis@ion controlling regime and
even undertook occasional nominal revaluation. As6oMay 1995, the Central
Bank was able to set daily rates within a band %f ah either side of a fixed
mid-rate and to intervene in the interbank foreignchange market. The
Monetary Policy Council, the coordinating monetgglicy was helping the

country to free the currency from its central b§pk27).

Foreign direct investment: In the beginning, FDI growth was disappointing, blawly
picked up pace. In Poland, three to six years sxterwas granted to priority sectors for
large investment in 1993. These were effects ingduyy Poland, the Czech Republic and
Slovakia during the period 1991-93. On March 15961 9the country approved the
liberalising rules and certain special licencesemgiven to sensitive economic sectors,
including financial services, wholesale trade irparted commuter goods real estate and
the production of armaments. Also, Poland has apetsefirst free enterprise zone in
1996.
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During 2011, Poland maintained an impressive grpadpported by the exports of
industry, and its banking sector remains stabledi#ahally, the country is providing a
flexible environment for investment, foreign directvestment inflow and portfolio
investors (like BoP) (EBRD Report, 2011, pp-146).

(b). Czech Republic:

The beginning of the transition was generally ctiased by the tight credit
transition. In 1991, total credit growth was lovikan inflation (Anderson and Kegels;
1998). As a result, the credit flows rapidly shifteom public sector enterprises towards
private enterprises. It is a pluralist multi-papgrliamentary representative democracy, a
member of the European Union, NATO, the OECD, tI&C8, the Council of Europe
and the Visegrad Group. The Czech Republic bechmérst among Central and Eastern
European Countries to join the Organisation forriecnic Cooperation and Development
(OECD). The Czech Republic is the first former membf the COMECON to achieve
the status of a developed country, according toMoeld Bank analysis. A large part of
the economy had been privatised, include banks talmtommunications. The 2009
survey, in cooperation with the Czech Economic Asgon, found that the majority of

Czech economists favour continued liberalisatiomost sectors of the economy.

By the end of 1995, the Czech Republic had progress the “Early post
transformation study”. In October 1995, the Czedvegnment fully liberalised all
account transactions and freed capital accounsaions, thus achieving convertibility
by the agreement of IMF Article 8. During the peri©93-97,the Czech economy had
achieved impressive, results like low unemploymetgcreasing inflation and stable
exchange rates (Engene Nivorozhkin, 2003)

The Czech Republic has become the number one edoro political success
story in Eastern Europe. It has had a remarkabtgessful and rapid transition, while
using subsidies to avoid sudden, large-scale batdias due to lay-offs. David Ottaway
(IHT, May 28 1995, p 5) suggested two possiblearador this: (i) Reforms took place
in the Communist Party; and (ii) the economy incogbed trade unions as partners,
heavy, state spending on social welfare measuisarsidies to reduce unemployment.
However, important sectors such as Government isectd business policy will shift
increasingly from the macro to micro level, concatihg, about all, on the restructuring

of the industrial sector.
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Financial policy: The new West European type taxation system wagrdess to widen
the tax base and shift the burden from enterptsésdividuals. The introduction of VAT
on January 1, 1993, to aim to bring the general V&{€s into line with those of Western
Europe (Deutsche Bank, Focus: Eastern Europe, ogu#tu3l, 1993). Wages are
regulated through a tax on ‘excessive increases’ itaroduced in 1991/92, later on

reintroduced in 1992. However, the regulation watssuiccessful in 1995.

Czech Banking sector played an active role with dbhBve cooperation of the
corporate foreign banks and investment market,Alemestic banks had promoted the
consolidation of the National Bank in 1993. Butstipolicy did not work out, and after
EU membership, the restrictions were lifted in 1986gene Nivorozhkin, 2003)

Price liberalisation: The only remaining significant price controls telato utility
charges, rents and public services. In additiontketaup are closely regulated in the
energy sector (EBRD 1994; 23).

Privatisation: By the end of 1992, former large state industrigtegprises were broken
up, mostly into three independent enterprisesgeifior to or during the privatisation
process (United National Economic Commission forope.1994:167). The average
number of employees per industrial enterprise663 and in 1990s this has fallen to 360
(Transition, July-August, vol. 5, no. 6, p. 21).eTeecond and final wave of large scale
(voucher) privatisation involving 861 enterpriseasacompleted on 25 November 1994
(EBRD, 1995; p.55).

Mass privatisation, the large banks have become, through their investriunds,
the most significant owners of the privatised se¢&rom and Orenstein, 1994:893).
However, even in the implementation of mass preadidn, the investment funds have
maintained liquidity, and have taken a long-termd aactive role in enterprise
management and are acting like “real Owners’ (.)9In Europe, the private sector’s
share of GDP rose from close to zero in 1989 taiath8 per cent in 1992 and some 50
per cent in 1993, and also it is growing fast (UNES Europe 1994:168 he Economist
Survey, 13 March, 1993, p.10). By the result of privasatiby mid-1993, the private
sector accounted for 40 per cent of GDP; it accadiibr 1 per cent of employment in
1989 and over 30 per cent in 19%mployment Observatory, 1993, no.5. pp. 1, 26).
Anthony Robison (FT, 13 September 1994, p. 2) atesfficial estimate that around 80
per cent of the economy was privatised by the baggiof 1995. Some 80 per cent of
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GDP is now in the hands of the private sector,tbetGovernment still owns an average
of 40 per cent of privatised companies throughNlational Property Fund (The Times,
Survey, 2 May 1995, p.11). In 1995, privatisatiorogess in Czech Republic was
completed, and it was boosted by the share of dicn@®duct. Today, the private sector
accounts for 76 per cent of the county’s GDP (Eeddivorozhkin, 2003)

Foreign trade: Capital account transactions remain in contrahef government (EBRD,
1994: 24). From January 1, 1995, the country wasgballowed to exchange for hard
currency. On 1 October 1995, a new foreign exchdage came into force, which
conforms to Article 8 of the IMF’s guidelines onmsrtibility. The law covers: current
account transactions, full convertibility and palrtiiberalisation for capital account
transactions. The Czech Republic officially becamenember of GATT in mid-April
1993. On June'31993, the EU and the Czech Republic initialed latdial association
agreement to succeed the one with the erstwhilel@mstovakia. On Octobef"41993, a
trade and cooperation agreement was signed (whaeldad to be ratified by the Czech
parliament). It involves more rapid liberalisatiai trade in industrial goods then
previously (Deutsch Bank Focus: Eastern Europe3,188. 91, p.9).

FDI: FDI and portfolio investment have gradually ris@mce transition began in 1990 to
over $5billion. Industrial output is relatively low due to the lack support of the
government; the general philosophy of the goverringeto leave things to the market.
During the period in late 1992 to May 1995, a taf#,500 bankruptcy petitions were
filed, but only 600 bankruptcies were declared @@ Nivorozhkin, 2003) The
exception of tax advantage and subsidy benefitsnfward foreign investments (Frances
Williams, FT 28 September, 1994, p.6), though, dbgernment remains very strong in
its refusal to grant tax privileges to domestidareign investors (Transition, July-August
1994, vol. 5, no. 6. P.21). No wonder, the couetiminated nearly all special incentives
in 1993 (EBRD 1994; 125). There are free econoroites. Enterprises which are more
than 30 per cent foreign-owned are exempted frostocus duty for one year (p. 127).
According to World Bank (2012), FDI inflows havedmedecreasing in recent years
2005-2011.
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3.3. Lessons that can be drawn European Economic Transin

A lot of literature on transition economics, espdlgi Eastern and Central Europe
economies, is available and we can draw lessongalntes regarding newly emerging

transition economies. The following issues areifigamt (World Bank, 2002):

* In order to have a market-oriented economy, libk&sitibn of price is a must.

» Price liberalisation, however, has the potentiataising higher inflation initially,
when it is instituted. Policy makers must use tifigital and monetary policies to
curb inflation, otherwise it will become pervasive.

* While the initial conditions that prevailed at th&rt of transition are critical in
explaining output decline early in the transitionarket-oriented policy reforms
have played a significant role in promoting subsedq@conomic growth.

* The civil society has a role to play when it contescommitment towards
implementation of reforms policies.

* Policy makers cannot postpone the pain of liqudptnd restructuring the old
sector, until the cushion provided by new entegwis in place.

» Policy makers must create an environment that gliseis old enterprises into
releasing assets and labour and encourage newpesgsr to absorb those
resources and undertake new investments.

» External economic shocks should be expected toroaod disrupt growth.
Policymakers should take necessary measures tectdire effects of external
shocks without delay.

* Adopting second generation reform policies is ngagg in order to correct any
mistakes or shortcomings of early reforms policésw enterprises stand to gain
from further reforms.

» Developing legal and regulatory institutions to ®&e enterprise management,

though time-consuming, is important.

In fact, transparency and accountability shouldhigé on priority in transition economies

to facilitate efficiency, social cohesion and obecmic growth.

® . Rita O. Koyame-Marsh (2011), “the ComplexitifsEzonomic Transition: Lessons from the Czech
Republic and Slovakia'lnternational Journal of Business and social Science, Vol. 2 19, Special issues
— October, overview, p. Xxvii-Xxix.
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The European Experiences:

The major basic stories concerning the Europeareresqqce of ODA and economic
growth are:
(i) Eastern Europe as a main donor and source of fgridisupport development in
other parts of the world
(i) Eastern Europe promoting economic reforms in tHeeips of its members at the
community, national and regional level (Garonn@)&)0
However, response of two stories, in ODA resuét mixed impact on ODA. And second,;

is the most extraordinary success story of the3a<40 years.

We will now focus on the latter assistance polictesdraw lessons of wider applicability.
There are several experiences that can be condiddraracteristic of the European

successes in supporting economics integration. aieréhe main points:

(i) EU enlargement: support for candidate countries.

(i) EU regional policies aimed at supporting industrialestructuring,
entrepreneurship, innovation and competitiveness.

(i) The single market; policies aimed at suppagtithe elimination of barriers, the
adoption of standards, the better regulation ofketar so that there can be a level
playing field across the entire European econoipécs.

(iv) Policies aimed at giving a role to private playetise social partners, the
voluntary sector, the research community, opini@akens, etc., including the role
of Public -Private Partnerships.

(v) While framing policies, give a role play to regibmad local governments, local
communities and stakeholders; and

(vi) Policies transferring responsibilities from natiblevel to the community level,

as in the case of trade (Abdur Chowdhury and P@almnna, 2007).

The Major reasons for, the economic success ofr@leBuropean countries (Vladimir

Popov, 2009), are as under:

1. Optimal policies are context-dependent, they arecifp for each stage of
development. For instance, one policy in economynoa always succeed in

another economy.
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2. Though both countries have the same level of dewvedémt, reforms needed to
stimulate growth can be different; they dependrangrevious history and on the
path chosen.

3. Finally, introducing this ‘missing ingredient’ shidunot result in the destruction
of other preconditions for growth. The art of th@igymaker is to create markets,

without causing government failure, as has happenatany CIS countries.
3.5. Conclusion

Europe’s trade with China and India began durlng time of Dutch Merchants
and still continually maintains a good relationshtso, European countries continue to
the main trade partners with China and India. Sit®@®9, Central and Eastern European
Countries, including Poland and Hungary, have amsue significant progress in
transition. In the after math of the transition,ldha, Hungary, Czech Republic and
Slovakia have joined the OECD. Also, market-oridnteforms were launched by China
in 1979, while India in 1991 with market-orientedlipies by the agreement of IMF,
World Bank (N.A. Khangt. al., 2009).

The Czech Republic and Poland are the CentraeEaEuropean countries, which
experienced transitional recession in the early0%98nd an enormous increase in
inflations rate. In the present context, we canlyntpat the foreign aid and development
assistance are necessary for poverty reduction, mdibf and the efficient economic
development. Successful stories in Europe are dwedforts towards poverty reduction
and integration the market through sustainable @oangrowth. The secret of success is
towards economic integration and the adoption ohemic reforms at the local, national

and regional conducive to economic growth.

The story of the success and failure of transiteomot necessarily the story of
steady shock therapy and unsteady gradualism. Téjernplan of the post-socialist
transformation “novel” is the preservation of sfanstitutions in some countries and the
collapse of these institutions in others. Thus, $sk&y of the success and failure of
transition depend on government failure (like wesdahof state institutions), not about

the market failure (liberalisation).
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APPENDIX -3.1

Table 3.2: Selected Economic Indicators of Polan&€zech Republic - 2005 to 2011

_< .
o | Economic 2005 | 2006 | 2007 | 2008| 2009 201Q 201l
& | Indicators
3 GDP growth (%) 3.61 6.22 6.78 5.12 1.6p 3/94 4.35
o | Agriculture % GDP 4.53 4.29 4.33 3.73 3.6b 354 -t
2 | Industrial % GDP 30.71 31.11 3164 31.%4 314 316 --
Inflation (annual %) 2.124 1.033 2492 4.215 3.45 .512| 4.268
Unemployment rate 17.745 13.84 9.603 7.118 8.166 623 9.647
Current accoun
balance (BoP, US$) -2.382 -3.848 -6.231 -6.603 88.9 -4.66| -4.307
FDI net inflows (%
of GDP) 3.39 5.82 5.56 2.83 3.02 1.4 3.39
Population % 38.207 37.949 37.641 37.855 37|47 38Br| 37.308
Q GDP growth (%) 6.752 7.02 5735 3.099 -4.695 2.73B.655
§ Agriculture % GDP 3.03 2.60 2.46 2.54 2.2[7 2/40 AN
g Industrial % GDP 37.87 3821 3844 37.61 370 B7.6N.A
g Inflation (%) 1.843 2.543| 2.86Z 6.33p 1.033 1.464 AN
& | Unemployment rate 7.927 7.148 5.3p 4.3P2 6.662 97|1276.7
Current accoun
balance (BoP, US$) -0.93 -2.109 -4.3P4 -2.121 2.47-3.031| -2.949
FDI net inflows (%
of GDP) 9.32 3.87 6.09 3.04 1.51 3.0 9.32
Population (%) 10.221, 10.251 10.287 10.381 10.468.507| 10.53

Sources:World Bank Development Indicators, and IMF, 2012.
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Introduction

During the year 1950, India and China had joimlpposed thedoctrine of
PanchsheelFive principles), and in the year 195doth agreed to mutually of border
disputes by peaceful means and ensure regionallitytaliven after taking these
measures for peaceful co-existence, India and Clonght a war in 1962. After
normalisation, bilateral relations began on a lay-kn 1976, and in 1984, an MFNI¢st
Favoured Natioh agreement was signed between the two countéegmin, in 1994,
several other agreements were signed between thHeecently, both countires
successfully completed 60 years of bilateral refethip. The process of transition that
took place in these countries helped them in irstnga their economic growth
significantly, compared to the rest of the worldh&¥ the transition had started in Eastern
Europe and Former Soviet Union (EEFSU), most ecastsnof the West favouredlag
bang approact.Moreover, the companies in both the countries adid move up over
the value chain in their next stages of developmBoth countries together have one-
third of the world’s population, resulting in sorapparent problems like unemployment,
environmental degradation, poverty, non-performiogns, institutional failures and so
on. To meet these challenges, the countries emtbankedifferent path of reforms, i.e.,
the transition from a centrally planned to a maxk&nted economy. In this chapter, the
focus is on comparision between India and Chinalwvhre experiencing ‘transition’, and
underwent tremendous economic changes betweendBR010. This study is a sector-
wise analysis of the three sectors, namely, pripgggondary and tertiary sectors. It also
looks at the parameters of growth and Inflatione €hntire study period has been classifed
into to six successive periods as pre-transitionode19811985, 1986-199@nd post-
transition period 1991-1995, 1996-20@0012005 and 2006-2010 respectively.

4.2. Impetus for Transition Economy

The economic reform processes of both India andh&Have been studied
extensively. A number of authors like Worn (2002jinivasan (2004) and Solid (1995)
have examined the origins of reforms in China artid. Srinivasan primarily focused on
the historical perspective of the issue. Ever sthee Plenum foundation of the People’s
Republic of China (PRC) in 1949, the country hadargone an unusual and confused
development process, passing through revolutiomsaksm and Maoist radicalism and

! Big bang approach- it includes stabilizationgpriiberalization and privatization.
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then gradualist economic reform and the resultapidr economic growth. The PRC
government, formed after 1949, created stabilityialty, but later, it inflicted terrible
sufferings on its own people, particularly duriig tGreat Leap Forward (GLF) famine.
Subsequently, the dislocation of the Cultural Retioh turned life upside down in
China. Wong and Ding (2002) extensively analysedréform process and extended the
study to various parts of the Chinese economy faildd he study covered issues, such as
restructuring and stability of the economy and sesirof economic growth, fiscal
federalism and the reforms programme, regional alisp the process of economic

reform and the infrastructure development.

China’s approach to economic development is cadedCrossing the river by
groping for stepping —stongswhich was based on steady growth. In the couwidey
those reforms were successful at first and becamenuously progressive and brought
more changes in the direction of further reforms.the end of 1978, China began a
transition at the landmark Third Plenum of the @s@ Communist Partydowever, the
country decided to look after the terms of tradgarding agriculture. Solid’s book
presents the events surrounding Chairman Mao’'shdaad the subsequent leadership of
Deng Xiaoping and the prosecution of several leadsely associated with Chairman
Mao. In 1979, China reduced the investment, doutiledgrain imports and chopped off
the ambitions of technology import programme of ‘tleap outward’era. However, the
role of collectivity was dramatically reduced by the ‘collective’s pgli which became
extremely controversial. China’s leadership decidetito block the collectives, and after
1980, they gradually shifted and gave it de-faaipp®rt. The process of reforms was
portrayed as a process of an internal struggle dhiminated in Deng’s takeover at the
helm in China. By 1984, grain output had surgedn&bk progress after one decade of
industrialisation was nullified by its own agriamal weaknesses. China’s problem of
shortage of food was always there as well. In trécalture sector, the labour force has
reduced. Meanwhile, the non-agriculture sector #sarished from the support of the
labour withdrawn from the agriculture sector. Ldgaiun factories in Township and
Village Enterprises (TVES) caused an increase e ribtmber of workers rapidly and

output from this sector surged. Thus, succesgiful end TVEs emboldened reforms gave

2, Collectivity- reforms in agriculture sector armtnecessity to give enterprises and other sectors,
expanded decision - making autonomy and bettenines.
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the country confidence to persist with the reformkerefore, in short, rural income

increased and thus these reforms gained the supitiwet bulk of the rural populatich.

In the case of India, several significant studies available. These include:
Srinivasan (1990, 2002), Joshi and Little (1991020 Ahluwalia (2002), Jalan (1993),
Desai (1999) and Sen (2004). Joshi, Little andnJabgplain how the reform process
began and the conditions that existed in the imaiedyears before the crisis and the
subsequent adoption of the reform process. Desaiiges an analysis on the political
challenges and dealings that set the stage foretoem process and the development

after initiation of the reforms.

On the other hand, a number of authors have writaout the performance of
India after 1990, including those by Joshi and|&itf2002), Srinivasan (2002) and
Krueger (2002). The growth rate, although impressim comparison to its past
performance, does not match up to the performaricetl®er Asian economies that
embarked on similar reforms. Srinivasan (1990) rtjeastates that the resultant
development in India is not as significant as faChina, and that the progress made in
India would not put it in the path for narrowingetlyap with China. Joshi and Little
(2004) look at various aspects of the Indian econmuch as fiscal policies, industrial

reforms, social policies and reform and trade pesic

4.3. Economic Reforms in China and India

The literature has been investigating the econoraforms process, presents
different assessments of the conditions leadingtaupghe beginning of transition of
economies in the two countries. To understand tiging and process of transition of
economies in the two countries, we can pose thuestopns: (1) whether the economic
reforms were initiated at the behest of internatiarganisations, which provide funds in
exchange for domestic policy changes (2) Whetherd¢fiorms were the result of violent
and sudden upheaval of domestic politics, and (3gther there was a gradual change
due to the domestic economic crisis that forcedgineernment to adopt changes in the
form of economic reforms. China opened up its econa the year of 1978 under the
No foreign Pressureoctrine It was a planned shift to market socialism, basegure
national interest. In India, the economic reformeravinitiated in the year 1991 in

3 “The Chinese Economy Transitions and Growth'this book “Market Transitions: Strategy and
process”, pp. No. 84.
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response to the foreign exchange crisis and wiéh agreement of IMF/World Bank

institutions. An actual path of reforms can alsmtout to be very different from the

initial conditions. Whenever we make a cross-cguetymparison, we have to keep in
mind that they have different initial conditionsdapolitical constraints, which play an

important role. Thus, the choice can be rationaémvbne takes into consideration the
specific context in which the countries’ initial raditions are (Gerard Roland, 2000).
Figure-1 illustrates the gradual reform, as ex@diby Justin You Lin, Fang Cain, and
Zhou Li.

Figure 4.1: Comparison of the phases of Egomies in China and India

(i) Gradualism Reform (i) Phases and Gradualism Reforms
GNP
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Transition
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v

Time Time

It can be seen from figure 4.1, that the phAsm® consistent with Kay's (1991)
conceptualisation of "thermo-dynamic branches" &uastow's (1960) "modernisation

theory".
4.3.1. Transition process in China

China has been in transition for nearly three desafrom a centrally planned
economy to open market and then followed by a $etide heavy industrialisation.
Deng Xiaoping’s saying, which best reflects the sueas taken up, goes thubld' matter
it is a white cat or black cat, as long as it castah imputes mice, it is a good cat”
Another author in “To cross a river by groping teeepping stones” explained the
sequencing of reforms. China adopted pro-markeirmes gradually or incrementally,

* The pre-development phase was of dynamic equifiirwhere the status quo does not visibly chaAge.
take-up phase, the process of change gets undeba@use the state of the system begins to shift.
During the acceleration phase, it was an amalganeafing processes, diffusion and embedding
processes. In the stabilisation phase, as spesdcail change decreases, a new dynamic equilibisum
reached.
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slowly introducing market forces into an administteconomy (Linda Y. Yueh). China
was the most successful economy for a number ofsanes® China’s development
indicators included: (i) Micro-management systefionmas, (i) Resource allocation, and
(i) Macro-management (Justin Yifu Lin, 2004). Micmanagement was mainly the
replacement of collective farming with a househbésed system. Resource allocation
was an increase in enterprise autonomy and for thete was a need for distribution of
additional imputes and to see the extra outside. Nlarco-policy environment involved
making policies consistent with the liberalisedeadition and micro-management system
(Justin Yifu Lin, 2004).

It is a partial reforms strategy characterised ifwstitutional innovations and
regional experimentation (Qian and Xu 1993; Fan9419Linda Y. Yueh). Before
transition reforms, successes of TVEs in 1979 tepéndustryand market-orientation
into therural economyand led to abundant and surplus labour. Thesemsfavere re-
oriented to improve the national and householdngsviand injected incentives into the
economy. Inspired by the successful experimentshen countryside, the authorities
introduced further reforms in urban areas in 19B¥anagers of the State-Owned
Enterprises (SOEs) were granted more autonomy. abimeinistered economy led to a
guaranteed lifetime employmentrdn rice bowl' and social security for the urban

residents.

Stability is essential for maintaining ®dal track transition. When we allow
enterprises to sell part of their output at manetes, the authorities must be able to
control the administration part. The final projectiof China’s reform approach is the
‘Open-door policy, introduced in mid-1980s, and its take-off in tharly 1990s. To
introduce the Special Economic Zones (SEZs), theeguonent experimented with a
limited degree of opening of zones. Since themad created SEZs, such as free-trade
Zones and High-technology development Zones (HTD&&Zs led to attraction of
foreign investments in technology and promotedareseand development (R&D). This
is the result of the good response in high and ameditechnology and impressive

® In 1978, transition was gradually started in @h{Murphy, Schleifer, and Vishny 1992). The begimni

of the transition is the most successful of thedigon economy (Lin et al., 1996). Some economists
argue that China's success demonstrates the twateabltop-down Polish Shock ‘Therapy" approach
transition in EEFSU (Jefferson and Rawski 1995; iacién 1994; McMillan and Naughton 1992; Singh
1991; Chen et. al., 1992; Harrold 1992; Perkins21 Qistin Yifu Lin, Fang Cai, and Zhou Li). Other
economists argue that larger agricultural laboucdp low subsidies to the population, and a rather
decentralised economic system have contributedhioa® success (Woo 1993, Sachs and Woo 1993;
Qian and Xu 1993; Justin Yifu Lin, Fang Cai, ancdiHh.i).
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upgrading of Chinese exports (Lall and Albaladefi®£ Linda Y. Yuch). However,
China’s market share with the East Asian ‘tigerbmamies achieved the peak of their

exports and led growth (Yuch, 2006).

In China, the reform process was, in part, irgtiblby a change in leadership at the
top. Although the period from 1949-1976 witnesseinendous changes and hardships,
there was one factor that seemed to bind peoplktheg and that was the leadership of
Chairman Mao. There was very little room for digsamd public opinion to the authority
of Chairman Mao. However, his demise brought fathroup of thinkers and leaders

inclined towards changing the course of the Chires@momy.

China’s reforms process began due to the demi€dairman Mao (Howe, 2003).
In the early seventies, the Chinese governmentmadsng overtures to the west, in part,
due to its difference with the Soviet Union. Laigeale purchasing of capital equipment
was done from both Germany and Japan. The Chinessgnent began exploring and
opening up towards the United States, as evidebgethe historic visit of President
Nixon to China in 1972. There was an opinion exgedsby the Chinese Communist
Party that opening China for trade would be beredffor the country. At the forefront of
this thinking was Deng Xiaoping, who followed tlteea of market reform, with Chinese
characteristics. At that time, the reform process vwdeal, as the overall atmosphere for
world trade was very favourable. Deng recognisesl fict and decided to use it for the
benefit of China.

The reforms process in China was a two-fold pnoble specify and implement
the new policies and to educate the party membkositathe need and benefits of
changing the direction of China’s economy. The eascof the reform process relied
primarily on the specific areas that were targéteititroduce changes. In the initial years,
the reform process addressed the issue of agnieulfine agriculture procurement prices
increased, the communes were recognised and immgertavas given to individual
farmers and incentives for their right to earn dwthg. In the industrial sector, the
reforms included SEZ in the southern part of thentty to attract Foreign Direct
Investment (FDI) into these areas and some autongiagn to the state-owned

enterprises, and the township and village entexpris

If we observe how China was successful in thesttim, the answer would lie in

the policies implemented, which include the polofysystematic transitiomndpolicy of
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economic growtHJustin Yifu Lin, 2004). However, a larger debates been about the
nature of the economic reforms in China (Sachs\&iod, 1997). Two different schools
of thought have emerged in the post-economic reforperiod in China-The
Experimentation School (E-School) and the Convearge®chool (C-School). The main
tenets for the E-School are that the reforms p@@sChina was successful, primarily
because it was gradual and involved trial and epaicy making. The E-School also
concluded that the success of reforms in Chinadebeir replication in other parts of the
world like Latin America, Eastern Europe and thenk@r Soviet Republics (EEFSU).
Further, these reforms have resulted in the creaticnew non—capitalist institutions that
challenge the existing view that economic growtlpassible only by using mainstream
capitalist market reforms. The main proponentsheté ideas include: Barry Naughton,
Thomas Rawski, Peter Nolan, Robert Ash and Justindang Cai and Zhou Li.

On the other hand, the C-School argues that tbeogsic success in China is
attributable to its reforms that were similar togh of other East Asian economies. The
C-School posits that the non-capitalist institutidrave been largely unsuccessful and that
further reforms are necessary, in order to creafatalist institutions. Finally, the C-
School observes that institutions in China are eoging gradually to those in East Asia.
The main proponents of the C-School are: Jiffregh®a, Wing Thye Woo, Michael
Bruno, Gang Fan and Geng Xiao.

4.3.1. a. Phases and Frame Work of Economic Reforms

Successful rural reforms also reinforced a cemiproach to the reforms process.
The sustained growth of Chinese economy has comfuse particular, the major
institutions of the market economy that must belate before any major reforms could
be expected to give out positive results. The gahdeform process provided the
economy with great resilience, which it needed doef constraints like unfavourable
world economic environment, moving away from adigureaucracy and the absence of

a sound market infrastructure (World Economic aodi& Survey, 2006).

Initially, rural reforms involved little economigor) social disruption. This
approach extended to industrial and commerciarmegowhich led to implementation of
healthy economic reforms in the period from 1978%94. The aim was to improve the
nature of reforms and expand the scope of the méokeesource allocation. Overall, the

reforms were decentralised, shifting power and uesss from the central to local
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authorities. This process allowed reduction inieesrand helped market forces to grow.
The most recent stage has put stronger emphadiseoneed to deal with the growing
regional and income disparities brought about leyabcelerated growth process. China's
transition of its economy has been a gradual pgoéfconomic reform, which can be

divided into three stages.

a. First phase of transition(1979-1994):

In discussing the 1980s (more specifically, 1979-84e character of China’s gradualist
transition can be summarised in nine Key featuid® basic state policy, termed as
‘reforming the system” (Naughton, 1995), has fodusen the formulation and
implementation of overall reform by creating a pricsystem, decreasing the role of the
state in resource allocations and opening to thsiami world (Michele Alessandrini &
Tullio Buccellato, 2008). The first part of Chinessconomic reform involved
implementing the Household Responsibility SystenR$j in agriculture, by which
farmers were able to retain surplus over individulats of land, rather than farming for
the collective. By the end of 1984, nearly 98 petcef all farm households and
agriculture output and the household income startethcrease. On balance, and in
retrospect, the policies described here can be teebave a clear coherence and to have
been overwhelmingly successful. Reduction of tlae& monopoly is due to the rapid
entry of private enterprises. The growth occurréith wconomic continuity and stability -
powered by robust savings and investment. Since4,196forms have expanded
emphatically such that the economy had “grown ofitthe plan”. The eventual
establishment of the modern market system as tle gbreform was completed.
However, in this stage, the country had witnesggttaltural reforms and the dual-track
price-setting scheme, involving two prices for Hagne product. Also, a remarkable boom
in investment and enterprises by the TVEs was edsiidered as the growth engine of
the country until the mid-1999s (Qian, 2003a; Mieh&lessandriniget. al.,2008).

b. Second phase of transitio(i1994- 2000):

The Post-Deng Xiaoping leadership was associaittda new phase of reforms.
Zhu Rongji played a key role in the period from 498 2000. The task of reforms turned
out to be more challenging, as it would impinge nugbe fundamentals of central
planning system. This task was to allocate theuress to vital sectors. The key feature

of the second phase of reforms can be conceptdahigerms of pre-requisites, regularity
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in changes and outcomes. Three policy measures asgential prerequisites for the
overall package: end of the dual-track system, nteaksation of fiscal resources, and
macro-economic austerity. Moreover, macroeconoroicy reforms shifted to a focus
on regulatory and administrative restriction in #ey market reforms. The outcome of
this policy regime was a shift from inflection teige stability. These are because of
dramatic downsizing of the state enterprise seeiad, acceptance of a moderate amount
of privatisation and the emergence of a “reformhvisers”. Zhee Ronji's policies were
stronger, gave more authority to government instiis and involved better decisive
policy-making. This phase involved establishmentaotocial security net and small

private enterprises.

c. Third phase of transition 2000 onwards):

In this stage, the policy has put stronger emghasi the need to spread the
benefits of economic growth more equitably amorigsatial groups and all regions of
the country. In 2006, the Government announceplass for implementing four types of
reforms for enhancement of rural income. These w@re reform of rural taxes and
administrative fees; (ii) Water conservation projefor enhancing agricultural
productivity; (iii) Increase in public investmenn isocio-economic sectors; and

(iv) Political reforms that sought to that soughptovide self-governance to villages.

During the Global financial crisis of 2008-200%hi@a introduced the Economic
Stimulus Plan to tackle the crisis. It introducexvesal incentives and programmes for
uplifting the economy. These helped it overcome ltwve inflation in 2009. By 2010,
China curtailed its export dependency by the dgraknt of an internal market. In 2011,
the World Bank's chief economist, Justin Lin, sfatBat China, which became the
world's second largest economy in 2010, and thddigolargest economy in 2030 - by
overtaking the U.S.

Still, challenges remain in the path of f2&ts reform process, in particular, the
continuing of reforms in the agricultural sectoddarge state-owned enterprises. Further,
China joined the WTO for the protection of its ligetual Property Rights and undertook
greater reforms. China's experience underlinesirtiportance of viewing institutional
reform as a process of economic development. Amytcy can achieve success, only on
the bases of initial reform processes involvingetlr evolution and removal of the

obstacles ‘step by step’. It is not necessary teehall the required elements of good
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governance in place before sustained growth camitiated (World Economics and

Development Repot, 2006, pp. 138).

4.3.2. Transition Process of Indian economy

In India, the process of transition has many istqoints, as several investigators
concluded (Nayar, 1998; Srinivasan, 1999; Ahluwak@02 and Desai 2003). The
reforms took place with an added sense of urgeneyta the balance of payment crisis of
1990-91 and the subsequent pressure from intenatmrganisations such as the IMF
and World Bank. However, the reasons for the idra of the process of economic
reforms was attributed to a number of factors sahhe early reforms initiated by the
Congress Party in the 1980s, the Gulf War andiigact on domestic inflation and the
results of mass evacuation of Indian nationals fiben Gulf region. In fact, it is the
changes in the attitude of people who witnessedpeetacular growth in other regions of
Asia, and the domestic crisis of fiscal imbalanceicl led to external pressure for
changes in the macro policies in India. Howevegnemic reform was first initiated in
the early eighties under the guidance of Mrs. endéandhi and later, received further
impetus from Mr. Rajiv Gandhi. The reform procesaswnitiated only in certain areas
and, in many other sectors, the country was turthegcorner with attitudes towards the

reforms itself changing.

However, this process almost ended abruptly whih &ssassination of Rajiv
Gandhi in 1991, but then, was continued by a gafupchnocrats who were his advisors
and thus the changes were observed as coming fretop. Some basic forms of reforms
continued, primarily in the areas of licensing aatting up of private enterprises. India
faced many problems in the areas of fiscal disoglat both federal and state levels. This
resulted in mounting deficits and debt. At its lintjdhe fiscal deficit stood at 8.4 per cent
of India’s GDP in 1990. In the eighties, growth hdelcreased due to lack of fiscal
discipline. After reforms, borrowings at both tredléral and state levels had increased.
The current account deficit stood at 3.5 per cdrthe GDP. The tipping point of the
crisis was the depletion of the foreign exchangemeas to $1 billion, which was enough
to cover only two weeks’ worth of imports. Indiaeedit rating plunged, foreign private
lending vanished and the threat of inflation wasmang large. Amidst this, the Indian

government resorted to selling gold to obtain nforeign exchange reserves.
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Consequently, major reforms had focused in Indianemy for sustainable
economic development. Generally, reforms that haken place can be divided into two

categories: Macro-economic reforms and Micro-ecdonageforms.
After 1990 economic reforms in India:

India economic reforms process commenced in 188%exjuent to the Balance of
Payments crisis. After 1991, the government sighalesystemic shift towards a more
open economy with greater reliance upon markeefra large role for the private sector,
including foreign investment and a restructuringhd role of government. Post-reforms,
India’s economic performance has scaled great teigh 1990, the GDP growth was
5.53 percent and 7. 39 percent in 1999 respectinly growth rates are slightly better
than those of the 1980s. The 1990s were accompéayiedmarkable external stability,
despite the East Asian crisis. Poverty also dedlisgnificantly in the aftermath of
launching of the reform process and at a fastertren in the 1980s, according to some
studies (as, Ravallion and Datta, Montek. S. Ahliaya

Indian remained among the faster growing develpmauntries in the second
sub-period, because other developing countries slitswed done after the East Asian
crisis. The growth rate of the world economy wasvelr in the second half of the 1990s
and that should normally have had an effect on deeeloping countries. However,
India’s dependence on the world economy is notelaegough to account for the
slowdown. Critics of liberalisation have blamed tslewdown on the effect of trade
policy reforms in the domestic industry (Nambaretl®99; Chanhuri, 2000, M. S.
Ahluwalia, 2002). However, the appositive viewhatt the slowdown was due not to the
effect of reforms, but rather to the failure to iempent the reforms effectively. Even
then, India’s growth rate has steadily gone ugmytears.

Saving investment and fiscal policiesfter reforms, 1991-92 and 1992-93, the balance
payment crisis was over by 1993. Fiscal deficit wasn to have caused the balance of
payments crisis in 1991. Hence, reduction in thedli deficit was an urgent priority in the
initial stages of the reforms. Even though housglsalvings have been buoyant in the
reform period, total tax revenues increased. Builipusavings declined steadilyhis
resulted inlowering of the tax rates, after fiscal failureshaith the central and the state
governmentsHowever, still India is facing problems, but is dually moving up the
growth ladder.
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Reforms in industrial and Trade policjidian government lays much focus on Industrial
and Trade policies, since it considers these agermdriof economic development. The
industrial sector earlier was rather inefficiendameeded to be supported by a highly
proactive trade policy, after providing tailor-mageotection to each sector of the

industry.

Industrial policy: Post-reforms, the industrial sector has undergorsga-change. The
Committee on Small Scale Enterprises (1992) and Rheme Minister's Economic

Advisory Council (2001) have both pointed to thenagkable success of the China in
penetrating world markets in these areas and siingl rapid growth of employment in

the manufacturing sector. A recent study by the [W&ank and the Confederation of
Indian Industry (Stern, 2001) concluded that theegtiment climate varies widely across
states and these variations are reflected in tisprabortional share in investment.
Monopolies and Restrictive Trade Practices Act (NWRTreduced restriction on

monopolies; the expansion of the Open General kiogn(OGL) and other commaodities.
Liberalisation has created a more competitive @mirent by the conducive economic

policies in developing countries.

Trade Policy: Trade policy reform has also made progress, thdahghpace has been
slower than in industrial liberalisation. The ecomo reforms sought to phase out input
licensing and also to reduce import duties. Imfioense was abolished in capital goods
and intermediate goods, which became freely impteten 1993, and also a flexible
exchange rate was adopted. As a result of the ehamghe exchange rate regime,
coupled with trade reforms, the current accoumow open with limited capital account
convertibility. The quantitative restriction on imn of capital goods and intermediate
goods was also removed. As a result of reductiaff faotection, the weighted average
import duty rate declined from the very high lew#l72.5 percent in 1991-92 to 24.6
percent in 1996-97. However, India’s tariff levelse significantly lower than those in

1991, compared with these of other developing atest

FDI: Liberalisation of foreign direct investment is #mer significant area of the Indian
reforms process. The policy allows 100 percentifor@wnership in a large number of
industrial concerns and majority ownership in alowing banks, and insurance
companies, Telecommunication and airlines also sawglified the license procedures
now. In 1993, foreign institutional investors weakowed to purchase shares of listed
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Indian companies in the stock market and open aavinfor portfolio investment in
existing companies. The share of exports of gondSDP increased from 5.7 percent in
1990-91 to 9.7 percent in 1997. This resulted iohexige rate depreciating. Export of
manufactured goods had a 0.5 percent share in woaldkets in 1990 and this rose to
only 0.55 percent by 1999. India’s relatively p@xport performance may be attributed
to high tariffs. Inflexibility of the labour markes a major factor for the low level of
India’s competitiveness in exports and also redwdimdustrial production generally
(Planning Commission, 2001). Absence of a systematemployment insurance policy
may also be a factor. India’s Industrial and traef®rms were not strong enough, nor
adequately supported by infrastructure and laboarket reforms, to generate such a
thrust. After 1990, software sector was efficierdveloped and led to exports earnings
in this area growing from $ 100 million in 1990-&i$ 6 billion in 2000-01.

Reforms in Agriculture’A feature of post-reforms Indian economic polisythat the
reforms have excessively focused on industrialtesnie issues. The perception that trade
policy changes have not helped agriculture is Btear misconception. The Index of
Agriculture Price relative to manufactured produts increased by almost 50 percent in
the past ten years (Ministry of Finance, 2002). Tineestment in agriculture related
infrastructure is critical for achieving higher duativity and this investment is only
likely to come from the public sector. After ref@nthe government has recognised the
need for change and recently removed restrictionsastain essential goods. However,
development of modern food processing sector wbelassential for the next stage of

agricultural development.

Infrastructure DevelopmenRapid growth in a globalised environmental requaesell
functioning infrastructure, such as electricity mow roads, rail connectivity,
telecommunications, air transport, and efficient tpo The results in the
telecommunication sector have been much better thigl is an important factor
underlying India’s success in Information TechngloBublic-private-Partnership (PPP)
has also encouraged better risk sharing, accolityabost recovery and management of
infrastructure. Government announced a tax holidag income tax exemptions on
dividends, interest or long term capital gains edrby funds or companies set up to
develop, maintain and operate an infrastructuréittadndian road network is extensive,
but most of it is of low quality and this is a magonstraint for interior location. In 1998,

a tax was imposed on gasoline, earmarked for thienazd highways, roads and rural
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roads. A provision was also made for automatic eygdrfor foreign equity participation

up to 74 percent in key infrastructure industried ao on.

Financial sector Reformgndia financial reforms included reforms in the kiaug and the
capital markets and the capital markets relatieggly in the process of reforms. In the
insurance sector, reforms were introduced at a &ite. Banking sector reforms; such as
a) Measure for liberalisation, b) Measures desigoeiicrease financial soundness; and
c) Measures for increasing competition like mobeial licensing of Private Banks and
freer expansion by Foreign Banks. Although, Capvalket was also kept under reforms
agenda, due to the after effects of the 1992 stoaket crisis. India’s banking reforms
are different from those in other developing costin one important respect and that
policy towards public sector banks which domindte banking system. In 1994, the
Malhotra Committee made recommendations regardsmeended to private insurance

companies, but these were not implemented. Finathgndment was issued in 2000.

2000 onwards economic reforms:

From 2000 onwards, India’s growth rate had tremesty increased. Today, it is
one of the fastest-growing economies in the wolldring the year 2001-2010, GDP
average growth was 7.7 percent. This is due torakV@vourable factors. In 2000, the
highest tariff rate on import as a percentage tlievadded fell to 25 percent from 335
percent reached at the end of the 1980s (WillianZagha, 2000 and Panagariya, 2004).

Indian economic reforms surged forward during preeiod 2001-2010, because
the fiscal deficit trend came down in 2002 and Ww@tonomy rebounded strongly. Also,
monetary and fiscal indicators saw a strongly agpt®n. As a result of the service
sector continuously booming, the average GDP haah [53.34 percent in the period
2001-2010. Industrial sector has been steadilyeaming to an average of 27.56 per cent
of the GDP, due to the support of output growth imwedstment. An additional, important
sector is agriculture, which is contributing 60 pEmt to Indian economy, but this
sector’s growth has been continuously sluggish thedaverage GDP is 19.10 percent.
However, overall growth rate had accelerated, exoe@008-2010. Major drivers of
recent economic growth have included: opennessaidét(external trade and investment),

growing middle class people fuelling the domesticremmy, the demographic dividend of

®. Montek S. Ahluwalia (2001), “Economics Reforms limdian Since 1991, has Gradualism Worked?,
Journal of Economic Perspectives, 2002.
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youthful population, strong companies of moderniteqpnarket, some recent economic

reforms and a supportive international environnient.

The revised annual growth for April-December, 20@3for mining was 3.0 per
cent, for manufacturing, 3.3 per cent and 2.7 pet tor the electricity sector. There was
less growth for capital goods and basic goods imeD®#wer, 2008. There were net
investments of the foreign institutional investdF1s) to the tune of US$ 10 billion from
April to September of 2009-10. In June 2009, Inglitracted foreign direct investment
worth US$ 2.58 billion, according to the Departmehtindustrial Policy and Promotion
(DIPP). India’s share of trade GDP average grovate ris 30.76% in 30 years and
China’s, 33.57% (WBD, 2012). India experienced fistest export growth among major
traders in 2011. Meanwhile, China saw the secostk$a export growth among many
major economies (WTO, 2012). Total trade averagd®>®as 39 per cent in 2000-2010.
The National Agriculture Policy (2000) was introédcon July 28, 2000, the main focus
of this policy was on: demand-driven growth witlteeng to domestic marketers and
maximising benefits from exports of agriculturabgucts in the face of challenges from

economic liberalisation and globalisation.

Comparison of India and China:

Both countries play a significant role in globalbaomy due to their support of
various sectors. The only way out of this crisisswa comply with the corresponding
conditions laid down by the IMF and World Bankhaltigh it gave an impression that the
reforms were taken up on China’s free will. It wastent to understand that unless there
is internal popular support for the impending chegrtpe reforms would not go on at the
desired pace. China and Indian opted for separaéiiegrade liberalisation policy from
the privatisation reforms. Thus, the reform proessadopted by India and China had
very different beginnings. The reforms did not tesut of violent political strife in either
country. Although the reforms at firsh the case of India, appeared to be abrupt and
drastic, the progression of reforms since thenbegsn at a slower pace. China adopted a
stance of economic reforms with a Chinese chaiatiterand this meant changes in
economic policies implemented quickly in the ardasnd desirable by the central

government.

" .Shankar Acharya (2007), “Indian Growths: Pastfamare”, ICRIER, New Delhi.
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4.4. The Impact of Transition on Structural Changesn both Economies during the
period 1980 - 2010

The adoption of the process of transition of tle®n@mies mostly involved
changes in market liberalisation, macro-economikcigs, trade and industrial policy,
taxation and financial policy, privatisation andm@gulation. The impact is that China has
surged ahead, while India grew gradually in alleasg. India has seen significant growth
since its transition began, while China witnesse@xraordinary growth of its economy.
The structural changes occurred among the threernpapductive branches, such as
agriculture, industry and service sectors. In thiisdy, we compare both countries’
factors, in terms of economic perspective and $oarad infrastructure measures.
Moreover, the countries resorted to their own dgwelent models for development and
the two countries were conscious to prevent therasdrom starting any form of “fordist
Model of growth”®

The indicators analyses below show very differrttomes in the two countries
and similar problems faced by the reform proceddesiever, there have been changes in
different sectors such as industry and servicesclwlare of great importance. In
comparing the three sectors, we find that the wagee generally higher in industry and
services sectors, but lower in the agriculture @ecthe five main “virtuous circles”

embedded in the “fordist model of growth” are adem

a) At first, “economies of scale of networlare of great importance for the rapid growth
of production. These lead to higher investmenthéigproductivity, and higher profits
that further increase productivity and productidfe can observe the rapid growth of the

industrial sector, where ‘economies of scale’ pthga important role in both countries.

b) The second important “virtuous circle” operateeough aggregate demand’'The

rapid increase in productivity leads to a rapidréase in unit-wages without reducing
profit margins. These trends, while increasing ewplent, determine a fast increase in
total wages and thus increase total profits and tea substantial increase in investment.
The rise in consumption and investment leads tapalrincrease in internal demand-led

growth, resulting later in gradually turning to expled growth. However, improvement

8 The US experienced the first wave of the ForMsdel of growth for some decades following 1908.
West Europe, Japan and the four Asian “tigers” @égshrough their second wave in the 1950s and the
1960s. Since the late sixties, the US, Westernfigusmd Japan experienced a crisis of the Fordidemo
and have entered a post-Fordist phase. In conCééta and India have entered the third wave of the
Fordist Model of growth respectively in the 1980sl she 1990s.
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in productivity leads to competition externallydagexport competition will attract foreign

development investment.

c) Third one is total grofits and investmerit. The rapid increase in labour productivity
permits a substantial rise in total sales, whiad$eto an increase in total profits, if profit
margins remain relatively stable. This leads toapid increase in both intensive and
extensive investment. The former improves laboodpctivity, while the latter results in

an increase in employment and thus a rise in twtagles, consumption and aggregate
demand, communication facilities, etc. Moreoverthbthe countries have an abundant

labour force.

d).The fourth is felative pricé and the demand for selected goods and services. Th
rapid increase in the productivity in industriats®, with economies of scale or network-
economy service sectors, can contribute to redutiagorices of their goods or services
relative to the average level of prices. The falielative prices of these goods or services
may boost their demand. The rapid increase in ddrfearours a rapid rise in profits and

investment - contributing to the overall growthtloé economy.

Figure 4.2:The “Fordist Model” of Growth in China and India
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e). the fifth virtuous circle relies on thim¢rease of taxation’which accrues to the state

and local authorities, due to the rapid rise irdpiciion and in sales.

Generally, negative effects, such as the greatesiah and fragmentation of labour,
accompany the positive effects of these virtuoudeas in labour intensity and alienation

in big factories. Moreover, there would be a rajpickease in pollution. Thus, there is a
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strong increase in energy consumption associatéd napid economic growth and the

greater diffusion of vehicles.

a. An Empirical Analysis of Structural Change in three Sectors

Structural changes can see through the chandnage sof aggregate GDP
produced by the primary, secondary and tertiaryosecHowever, most of the changes
among different sectors of industry and serviceglgaeat importance. Unlike in the case
of labour, where we could measure simply by cogntime entities involved, here, the
GDP must be measured in terms of value. Therefogenust choose an appropriate price
standard for comparison and properly treat changesices over time. These issues are
particularly important in the case of China becath&eBig Push’ socialist development
strategy imposed distortions both on tinen rice system’and on the true structure of the
economy. The structural changes between the theger productive sectors are given
below:

A). Primary sector
B). Secondary Sector

c). Tertiary Sector

In this present analysis, we compared the perioth@feconomic reforms in China and
India, which showed a marked difference in the grattof economic development and
structural changes. To understand the economicla@went of any country, the major
indicators must be assessed.

Structural changes can be viewed through the d¢hgnghares of total GDP
produced by the primary, secondary and tertiaryosecThe process of transition was
accompanied by major structural changes in the commts while the economy was
undergoing transition. The figures given below die@axplain the changes in the three
structural components (agriculture, industrial asetvice sectors) by calculating the
Annual percent of Growth from 1980 to 2010. Besjdesas been divided into five
years: 1980-1985, 1986-1990, 1991-1995, 1996-2a8)1-2005 and 2006-2010
respectively. The break-even point was achievatien1990s, for pre-and post-transition
periods in both countries, since, full-fledged emmic reforms commenced from 1990s

°_ Vittorio Valli and Donatella Saccone (2009), ‘‘8ttural Change and Economic Development in China
and India”the European Journal of Comparative Economital. 6, n.1, pp. 101-129, ISSN. 1722-
4667.
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onwards in both countries. Of course, the firstgghaf Indian reforms was initiated in
1980s.

In fact, Indian reforms were first initiated in8®s. Each country has established a
comparative advantage in one specific sector. Suiesely, development along a path of
steady growth in the comparative sectors, in thermfath of globalisation and
international trade, opened up additional oppotiesifor specialisation and addressing
the, “unbalanced growth” that would exist in anremmy less integrated with the global
economy. Although early China was predominanthagncultural economy, now it had
shifted to rapid industrialisation. The service teecstill lags behind the explosively
growing manufacturing economy (Barry Naughton, 2d86n an almost similar way,
India’s early focus was on the agriculture sechut later on, it shifted to the service
sector.

Figure 4.3 below explains the structural changé®duced by both China and
India. In China, the reforms began in 1978. Babic@hina’s rural economy was much
strong due to the leading role being played by\t&s. These factors helped in attracting
foreign investment into the country. China’s indiadtsector was also growing faster.
The manufacturing sector expanded rapidly due & ghlicy of import-substitution,
establishment of SEZs in 1980s, and inflow of fomeinvestment. During the 1980s, the
expansion of rural industries was the key to thenty’s rapid development. In addition,
a number of industrial policies were introducedci8list governments tend to follow a
high price policy for industrial output, which c#éad to an overstatement of industry’s
contribution. The services sector's annual peragngrowth had been negative in the
overall periods. It shows a tremendous growth engérvices sector. China’s government
had given more preference to the manufacturingpseampared to other sectors. China’s
service sector’'s annual percent of growth is léss tthat of the agriculture sector. The
agriculture sector’s annual percentage of growtrk increased and in the year 1985, it
was 15%. During the 1980s and 1990s, the techrmdbdransformation of Chinese
agriculture accelerated, and output began to nelgnassive application of modern inputs.
Traditionally, almost dependent on grain, Chinastoners are increasingly demanding a
diverse diet, which puts greater and different deisaon the agriculture systerm

1980s, there was an extraordinary rise in the ircarh peasants. Agriculture Policy

10 “The Chinese Economy, Transitions and Growfftie MIT Press Cambridgélassachusetts London,
England, pp. 139 to 159.
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Reform (1978-93) called for the decentralisatioragficulture production in 1981, and

by 1984, the country adopted a “household prodoatesponsibility system” (Shenggen

Fan and Marc J. Cohen, 1999). Prices of agricdltpraducts and services were, in

relative terms, undervalued. At the same time, haneplanners followed a development

strategy that gave priority to industry - leadirythe precocious real development of

industry. The agriculture sector is in an inverdationship with the service sector.
Figure 4.3:

Structural changes in Percent of annual growth inliree sectors of China and India
from 1980-1985
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Note: Colum diagrams indicate for China, and trend idicates for India.
2. China and India: Ag=Agriculture, Indadustries, and Ser=Services.
Source: World Bank Development Indicators.

During the post-1978 reforms, many of the distad imposed on the price
system by the government pre-1978 were eliminaiéd: gradual opening up of the
economy to competition and international tradenglwith the elimination of government
price controls, drove down the relative prices adnefactured goods, compared with
services and agricultural products. Industry digptathe lowest rate of inflation, while,
at the same time, enjoying the highest real gronate of economy (Barry Naughton,
p.154). However, there has been a dramatic shitiiour intensive commodities due to
the Coastal Development Strategy, full-fledged @raxkport promotion, and increased

participation of FIEs.

The 1980s saw the turning point of Indian econoiflye agriculture sector’'s
annual percent of growth was generally negativel®0 and 1983, and remaining
periods, it was positive. It means that generdibré has been high growth in percentage

terms in respect of the agriculture sector. Agtioa@ growth steadily increased due to the
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Green Revolution policies.0On the other hand, industrial sector annual péacgs of
growth have been negative, except in 1980. Durimg $econd half of the 1980s,
however, the world economy recovered and Indiajoes grew at a steady pace. Since
1980, the industrial sector's performance signiftba improved over the ‘decade of
stagnation™® According to Joshise and Little (1994), the geruimprovement in the
export competitiveness of India during this penwas due to a major depression of the
REER and increased export subsidies. This perswwitnessed some doses of industrial
deregulation and liberalisation of capital goodpams (C. Veeramani, 2007). Also, there
were a robust indigenous industrial sector and forgign debt economy (Atul Kohil,
1980). The growth in investment in the industrie¢ter was fuelled in the 1980s by the
growing public investments and private corporateegtiment factor productivity in
Manufacturing (Atul Kohil, Viramani 2004b, Rodriknd Subramanian 2004). Besides,
the service sector percent of growth has beenudtictg over all the years. It is, today, a
dominant sector in the economiowever, in the 1980s, more manufacturing sectors,

trade sectors and other companies started attgacione foreign investments.

Figure 4.4 below presents a clear picture ofdinectural changes in China and
India. China’sindustrial sector’'s annual percent of growth hasnbgartially stable over
the periods. In 1989 and 1990, the percent of gralecreased. The growth percent of the
service sector has been negative, except 2% i1986s. However, it is now growing
steadily. The agriculture sector’s percent of gtowtas been fluctuating over all the
years. In 1986, and 1988, the percent of growth5%@sand 4% respectively. Its result is
agriculture growth sluggishly decreased. Despites, thhe agriculture sector has
performed better than the service sector. Howewsr, many of the agriculture sector
workers have shifted to the industrial and sergegtors. Also, the Chinese economy was
trying to change the focus of agriculture to howdghactivities. This means that
industrial growth was constant, and service segmwth was steadily moving up.

Agriculture and services have shared an inversgioakhip.

1 The positive agricultural growth during the ialtiyear of reforms was a substantial hike in minimu
support price given by the government, mainly tduce the gap between domestic and international
prices (Chand 2005b), that resulted largely fromotigtion of the overvalued exchange rate (Ramesh
Chand, S.S. Raju, and L.M Pandey, 2007).

12 V/iramani (2004a, and 2004b) and Rodrik and Subraam (2004) have establish via-a variety of more
formal tests that 1980. Indeed represents a break findian’s ‘Hindu Growth rate’.

87



Figure 4.4:
Structural changes in Percent of annual growth intiree sectors of China and India
from 1986-1990
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Note: Colum diagrams indicate for China, and trend limekcate for India.
2. China and India: Ag=Agriculture, Indu=Lrgfries, and Ser=Services.
Source World Bank Development Indicators.

However, after 1985, growth rate sharply rose tuéhe creation of the SEZs,
which were considered as the growth engines ofdlomtry until the mid-19903.he task
of price reform was achieved using the dual-tragkimg system. Rural enterprises were
allowed to sell over quota products at market grié@uring the period 1978 to the early
1990s, diversifying the rural economy by promotifyEs, modernising the textile
industry and expanding facilities to attract foreimvestment were the main trends
(Manoranjan Mohanty, 2009).

In the case of India, the above figure trenddiagplain about the Indian structural
changes. Initial economic reforms have an influencealmost every sector of the
country’s economy. The service sector’'s annual grérof growth turned to negative in
1986-1987, except in 1988, when it was positiveweler, in recent times, the sector’s
growth has been phenomenal. The industrial sectornsial percent of growth showed
partial changes in the overall periods, exceptd@9dl Its growth has gradually improved.
In 1990, industrial sector's performance growth lded by public investment
(Veeramani, 2007 Likewise, another important sector is the agria@tsector. Its annual
percent of growth has been generally favourablallithe periods. However, in 1988, it
was negative. This means that the sector’'s groathbdeen steadily declining. But, very

interesting is that, in term of growth, the agriooé sector has performed better than the
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industrial sector before transition. In the 1990griaulture exports fluctuated
considerably.

Figure 4.5:
Structural changes in Percent of annual growth irthree sectors of China and India
from 1991-1995
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2. China and India: Ag=Agriculture, lmdndustries, and Ser=Services.
Source: World Bank Development Indicators.

Figure 4.5 presents a clear figure of the strutttinanges after transition in both China
and India. This transition period is the turninginpoand also full-fledged economic

reforms were accelerated in both countries.

During the period 1990-1991, economic reforms arade reforms were
introduced. With the renewal of economic reform amoid growth after 1991, structural
changes resumed with renewed intensity. Rapid tindugrowth dominated the process
in other sectors also. After transition, there Ibb@sn a tremendous increased growth in the
industrial and service sectors, while agriculturectsr's growth was continually
decreasing. The service sector’s overall percegr@fith was negative in the initial two
years, and thereafter, it has been steady. Afesition, the service sector’s performance
has significantly improved, when compared to thattlee 1980-1990 decade. The
Industrial sector’s overall percent of growth hasem rapid. However, its percent of
growth was negative in some years. This bringstleeitpartial changes in growth of the
industrial sector. In addition, the manufacturieg-lgrowth has benefited due to a high
domestic saving rate, huge inflows of foreign direwwestment (FDI), and increasing
investments fueled by exports and fixed investm@tephen S. Roach, 2006). As a
result, the industrial sector rapidly expanded mn@. Its effect on agricultures of GDP
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has resumed its rapid decline. Since the late 19@9sndustrial restructuring caused a
reduction in manufacturing employment, service emplent began to grow more
rapidly and has taken up some of the workers digpldrom the industrial sector (pp.
153-154) The high growth of China’s economy has been dueth® enormous
opportunities created in China’s market. These veggaificantly opened up to foreign
investors by policy measures undertaken in thel@&9 and early 1990s (Philip Keefer,
2006). In trade policy, the first best policy thypically consists of subsidies on the low

quality home products and a tariff on high qualityorts.

And agriculture sector percent of growth changedhgndous in the initial three
years and in the remaining years, it was negaiiveing the Second phase of refornrs,
1993, the agriculture sector was in a largely fseket sector (Tey (John) Yeong-Sheng,
2009). In that sense, liberalisation of domestigcagfural market and international trade,
with the rise of farm prices, has an enormous erfte on production. However, high
inflation in 1993, 1994 and 1995 causes rise inngpaices and declined production -
leading to increased imports. However, the sengeetor has been in an inverse

relationship with the agriculture sector after tfasition period.

India’s economic reforms began in 1984 it absolutely impacted some sectors
of the economy. The service sector’s percent ofvtjrchas been gradually increasing.
The industrial sector’'s percent of growth has b#ectuating over all the periods. It
means that slowly mounting in the growth. In adutifithe agriculture sector’'s percent of
growth overall the periods was positive, except994 and 1995. It shows that change in
the growth by the transition, and remaining periggewth has steady changed. During
1991 and 1992, inflation was high. In India, theri@dture sector continuously
decelerated after transition, while the industsedtor was steadily growing. Also, due to
openness of trade, the service sector has grownoptenally without interruption
towards the end of the decade. Improvement in fivevestment seems to have partially
compensated for the decline in public investmendweler, there is an undeniable
decline in total agricultural investment growth §Rand Pal 2002; Gulati & Bathla 2001
and Nagaraj, 2011). Several reforms are triggeggdwth. These include: trade reforms,
tax reforms, industrial reforms and more flexibl®IFinflows, reduction of major
subsidies, privatisation, and the recovery of bagksector; and tenure protection for
workers. Indian National Stock Exchange is beconang of the world’s most efficient

exchanges, in term of transition costs and traesugrindia liberalised its FDI policy in
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1991, and now allows 100% FDI in most of its maotifeing sectors. In India, the
liberalised FDI policy allows 100% FDI in most ¢ imanufacturing sectors. The macro-
economic reforms commenced with the devaluatiothefRupee in 1991, India signing
on the Uruguay Round Agreement of 1994, includingd€ Related intellectual Property
Right (TRIPs). In 1991, India adopted a pro-Margeategy that liberalised its internal
regulatory framework, reduced tariffs, adopted appate exchanged rate policies and
allowed foreign investments to play a significamierin the economy (Veeramani, 2007).
Figure 4.6:

Structural changes in Percent of annual growth intiree sectors of China and India
from 1996-2000
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Note: Colum diagram indicate for China, and trend lingi¢ate for India.
2. China and India: Ag=Agriculture, Indudustries, and Ser=Services.
Source: World Bank Development Indicators.
Figure 4.6 presents a clear picture of the strattthianges introduced in both China and
India. Both countries’ growth had fallen in 1996 2000, due to the Asian Financial

Crisis, and lack of dramatic progress in traderhbgation.

China’s industrial sector is steadily growing guttally over all periods. The
service sector’s percent of growth was negative allethe periods. Its show that rapid
increased after transition. The Agriculture sed@eércent of growth has been positive.
However, result shows that there was some dectora 1996-2000. During the period
1996-2000, very slow pace of structural changesimed due to migration of workers
from agriculture, because of the impact of statdeserestructuring. The decline in
agriculture growth can be decomposed in the thmm®ponents: (1) price changes,
(2) factor endowments changes, and (3) technolpgiegr transformation of agriculture
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GDP share along with China’s Economic Developmengyvious studies (Lingt. al.,
2007, Harrigan, 1997; Martin and Warr, 1993; Woadlal982, Kohli, 1998). However,
the new policies have imposed a substantial firdnourden on the government and
hindered reforms in other sectors, resulting irs limssocial welfare. Another new policy
initiative in 1997 is called “Four Separations a&dde Perfection” (Shennggen Fan and
Marc J. Cohen, 1999).

In the case of Indiathe service sector’s annual percent of growth hesnb
negative in some years. These mean that therebeere modest changes in the sector’'s
growth. Today, this is one of the most significaectors contributing to half of the
growth in the Indian economy. And industrial sest@nnul percent of growth has been
positive in four years and in 2000, it was negatite® mean partial changes and growth
rate progressively increased. Likewise, the agucal sector's percent of growth was
positive, in the sense that its growth continuowdgelerated. To the higher inflation led
to increase in the price demand in 1998. Thuspthm factors which led to a slowdown
in agriculture at national level after 1996-97 wefa) decline in the area under
cultivation, which seems to be a result of grominanisation and industrialisation, (b)
deterioration in the term of trade for agricultufe) poor progress of irrigation and
fertilizer, (e) decline in supply of electricity tagriculture, and (f) slowdown in
diversification (Ramesh Chand, S.S. Raju and L.Mdeg, 2007).

Especially after 1991, the industrial sectorswgth has greatly influenced the
agriculture sector’s growth. Industrial sectorrisan inverse relationship with agriculture
growth. Financial institutions have been playingiaportant role in Indian economy
after transition. Indian has steadily strengtheisdbanking system, improving the
regulatory framework, imposing strict prudential rms and encouraging greater

competition. The government has allowed privatéoseantry since the mid-1990s.

Figure 4.7 below presents a clear picture ofdimectural changes in China and
India. From 2000 onwards, both countries have etddbthe fastest growth rates in
developing countries in the world. In the new nmheum, growth has seen acceleration in

both countries.
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Figure 4.7:
Structural changes in Percent of annual growth intiree sector of China and India
from 2001-2005
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Note: Colum diagram indicate for China, and trend lindicate for India.
2. China and India: Ag=Agriculture, Indadustries, and Ser=Services.
Source:World Bank Development Indicators.

China’s industrial sector’'s annual percent of gtwvhas been fluctuating. This
sector has shown significantly accelerated growthis sector's growth has seen very
slight changes over all the periods and as itsesbhthe work force climbed steadily to
more than 40% in 2004. Especially from the mid-Z)@hwards, China’s economic
growth rate has been one of the fastest amongetel@ping countries. This has led to
tremendous growth of the industrial and servicaosec Agriculture sector percent of
growth is gradually declining year by year. On titeer hand, the industrial sector has

been dominating the other sectors.

But the renewed liberalisation of the trading negisignaled by WTO, again led
to a surge in China’s trade. After 2002, growthboth exports and imports increased
significantly by the dramatic increase in export mbchinery and electronic items.
However, the China export has shifted to much cefley the abundant labour
endowments. The period 1990 to 2001 saw acceleagtening up to foreign capital and
major investment by foreign companies. China- potiglity gains from the inter-sectoral
shift of labour, as well as other that increasaltdactor productivity technological
improvement. However, in China’s most successfulicpoinitiatives have been in
modernising its infrastructure, allowing labour niibyy welcoming foreign direct

investment (FDI) and embracing competition after@@ntry (Veeramani, 2007).
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In India, the agriculture sector’s percent ofvgio has been positive, but has seen
a deceleration during the post-reform period. lansethat agriculture sector has fallen
after the high potential growth period. The agticté sector’s contribution to the gross
domestic product (GDP) is now quite low about (18%)en though about half of the

labour force is still defendant on.if The industrial sector’s percent of growth has

fluctuated. This result shows that high changes taken place, and has also steadily
enlarged. The service sector too showed tremenglamygth without interruption. This is
one of the key sectors — contributing more than 38%he average growth to the Indian
economy. From 2005-2006, the service sector haa b®® most dynamic in India’s
economy. Moreover, in the new millennium era, theekxports, continued to be dynamic
engines for the growth of the economy (Chauvin dmdncoise, 2003; Machele
Alessandriniet. al.,2008).

Figure 4.8:
Structural changes in Percent of annual growth intiree sector of China and India
from 2006-2010
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Figure 4.8 depicts the structural changes in Claind India from 2006-2010. China’s
industrial annual percent of growth has been flatthg over all the periods. It means that

this sector’'s growth has partially changed in &hrs. And services sector’s percent of

13 With the average size of land steadily declinimgler demographic pressure, the chemical and energy
inputs for agriculture getting more expansive, iésource base declining, and with public investnirent
rural infrastructure decelerating, the agricultigattor been in a bad shape. Also, due to dividedss
to credit and education, there is little scope ipaldrly for small and marginal farmers, to utilidee
opportunities from new technology, new products anaakets(Veeramani, 2007).
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growth were negative. This shows that service sscgrowth rate is rapidly growing.
Besides, the service sector's growth had been riame that of the industrial sector in
2010, (e.g., the values added growth is 45.89%4h88% in 2010). During the year
2006, China was the world’s largest exporter of carcial merchandised products. On
the other hand, the agriculture sector percentr@ivth has been positive this means that
declining the growth rate primary sector in Chirtmwever in the period 2008-09, the
three components of growth have been affected éyfittancial crisis. Later on, during
the fiscal year 2000, these slowly recovered tlosvgr.

China is leaving behind its history as a predomilyaagricultural economy as it
has undergone rapid industrialisation. However,sésvice sector still lags behind the
explosively growing manufacturing economy. The gawgent announced in 2006, its
plans for implementing four types of reforms fohancement of rural income. These
were: reforms of rural taxes and administrativesfewater conservation project for
enhancing agriculture productivity; increase in lpumvestment in the social-economic

sector; and political reforms - providing self-gavaent to villages.

In India, the agriculture sector’s percent ofwgito has been generally positive. In
the year of potential growth in the economy, thecadture sector rapidly decreased. In
the period 2009-10, the adverse impact due to ¢heydd and sub-normal monsoon has
been contained to a large extent (Economic Sur2@99-2010): The industrial sector’s
percent of growth has slightly changed. But itsiglois gradually increasing. According
to CSO, estimate of 7.2 per cent GDP growth for®200 reflects the fast paced recovery,
given the Index of Industrial Production (IIP) gagta record 16.8 per cent year-on-year
growth during the month of December 2009 (Econo&ucovey, 2009-2010). Besides, the
dominant sector has been the service sector agdslashare of the GDP, its percent of
growth has been high-dowever, service sector growth in the IT sectoatisibuted to
increased specialisation, and an availability darge pool of low cost, highly skilled,
educated and English-speaking workers, on the gugide, matched on the demand side
by increased demand from foreign consumers intldst India's service exports. In the
fiscal year 2008-2009, the world financial crisieated the entire sectors. In this period,

high inflation also adversely affected economiongio

14 'We compare to previous decades special focus guituiture in the five-year plans and steady
improvements in irrigation, technology, applicatiohmodern agricultural practices and provision of
agricultural credit and subsidies since the GreevoRition in India.
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Comparison of China and India:

Each country has established a comparative advantagone specific sectothen
developed along a path of steady growth. The ghilitthe growing modern sector to
absorb labour is a key determinant of the econoralyibty to transform itselfin India,
the major reasons for decline in agriculture sestgrowth are: inefficient irrigation
facilities, lack of modern technology, insufficiefihance and inadequate marketing of
agriculture products. In China, the reason for aariondamental transformation was the
economy’s growing adoption of cash crops, instehgust growing rice and grains.
Hence, transition economic would creates an additiopportunities for specialisation in

both economies.

b. Growth and Inflation in Transition Economies

We can observe from Figure 4.9, which illustraties growth and inflation in
India and China from 1979 to 2009. We can alsotis@emuch higher fiscal deficits are
associated with higher inflation and it resulteddwer growth'® Both countries’ GDP
growth rates and inflation have been growing stgatfiom 1978 to 2008. After
transition, ‘big bang approach’ resulted in an yrexted sharp and prolonged decline in
GDP with high inflation rates and serious detetioraof other social indicators (World
Bank 1996; 2002; Justin Yifu Lin, 2004). These dastare determining the economic
development. However, too much GDP is also dangeras it will usually come with
increased inflation. Majority of economists, todagree that a small amount of inflation
is often beneficial to the economy (Game Seven,iddeEli, Sail Uncut and Gazed
Timincioglu).

The below figure clearly illustrates that the @lkinflation and growth in both
countries have been moderate since the reformegyan particularly in comparison with
other transitional economies. However, China haanhteoubled by persistent ‘boom-
bust’ cycles, in which periods of unsustainablyidamflationary growth have been
followed by periods of macro-economic austerity atdw growth. Since the initial
period of transition in China, the overall averagewth rate is increasing at almost 10
per cent annually, except in 1989. China has umdaergan inflationary crisis during

1988-1989 that shook the foundations of its paltend economic system. Later on, both

5 Fischer, Stanley, Sahay, Ratna and Vegh, Carl®96), “Stabilization and growth in transition

economies: The early experiencaiternational Monetary FundApril, pp. 11.
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aspects have simultaneously improved healthilyL983, it is very interesting to note that
both growth and inflation was equal. The years 19P84-1985, 1992-1995 and 2005-
2007 witnessed noteworthy levels of growth ratas1993-95, inflation rate surged, but
had very less dire consequences, China’s policyensakieclared their intention to
achieve a ‘soft landing’. By the end of 1997, at $afding had been achieved, inflation
was brought down to very low levels after nearlyrfgears. During the 1998, 1999, 2002
and 2009, inflation rates were negative. In 1994aiion rate reached the double digit
figure of 24.2 percent, which was the highest iry8ars. In 1998 to 2002, China fell into
deflation because the consumer prices declinechéarly 26 months. Especially during
the world crises in 2009, China’s growth rate wasderate, but inflation rate was
negative. Every high growth period puts seriouaissr on the economy, which include
inflation and sectoral bottlenecksong—term growth is clearly a good thing, but itedo
not follow that maximum growth in a short time petiis always desirableBérry
Naughton, 2006 However, inflation and growth rates in the remivag periods show a
healthy performance. The stabilisation succeedy, ibgrowth follows. If growth does
not follow the stabilisation policies, governmentay find it almost impossible to sustain
the stabilisation. However, stabilisatiamas significant for stimulating the entry of new
firms in the early privatisation and restructuringcurred later in transition (Gerard
Roland, 2000).

Figure 4.9 explains that India’s growth rate has nmsen at even two-digit level
for three decades. The average growth rate is &ceetr per year. Indian economy is
calculating inflation, using the Wholesale Priceldr (WPI)® Inflation was 11 per cent
in 1980s and 10.9 per cent in 2009. During thegqoeti980s, Indian economy witnessed
the initiation of reforms. In 1979, the growth ratas negative (-5.24) percent and, at the
same time, inflation was 15.75 per cent, which waig® the overall highest in 32 years.
After transition, GDP growth ratbad been rapid, except in 1991. At the same time,
inflation rate has doubled. Because of financifdmas and the fiscal deficit that took
place in 1991, growth rate was adversely affectetishood at 1.1 per cent. The transition
effect on economy up to five years’ inflation ratesl increased. Almost equal inflation
rates and growth rates were experienced post-20@2 to increase in oil prices during

the period, and due to the adverse impact of driooiglagro-products, leading to increase

8 It is different from the rest of the world. Eaakeek, Indian Government is calculating inflation by
wholesale price of a set of 435 goods is by thémceSthese are wholesale prices, the actual ppaies
by consumers are far higher (RBI).
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in prices -especially of oilseeds and edible ditdlation in India, due to causes like
increase in international oil prices and naturabdier like drought or floods, is showing a

gradual fluctuating trend.

Figure 4.9: Compare the GDP and Inflation of Cina and India - 1978 to 2009
30
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Sources:World Bank Development Indicators.

However, in the year 2009, the global financiasisriresulted in a significant slowdown
in the Indian economy. Finally, both inflation agibwth was smoothened. Thus, growth
and inflation experiences of both countries havgatige correlations. In China, the
growth had an impact on inflation, while in Indiawas the opposite - inflation had an
impact on growth. The first half of the financiaar 2008-09 was marked by high WPI
based inflation - primarily due to the rise in giblsommodity and fuel prices. Later, the
global economic meltdown, starting from Septemb8f& reversed the trend and
inflation slipped into a negative region during duio August 2009. Because of the
decline in commodity prices globally, the base @Havere felt in both the countries. As
regards food inflation, the upswing, noticed in firet quarter of 2008-09, continued
during 2009-10 due to the unfavourable south-weshswoon, the worst since 1972
(Economic Survey of IndiaLater on, inflation and growth were smooth and dot
increase to double digits in 31 years. Thus, groaidl inflation in both countries

witnessed negative correlations.
4.5. Conclusion

An impact of economic transition in the both coig® sustainable economic

growth had accelerated when compared to the regooél in the 2i'century. Moreover,
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companies in both countries were able to move apsétue chain in their next stages of
development. Comparison of both transition econsndemonstrates that the Indian
reforms were taken-up in 1991 due to foreign exgbasrisis and under pressure from the
IMF and World Bank, while China’s econonopened up undé¥o foreign Pressureand

it was a planned shift to market socialism in nadiointerest. As a result of transition,
macro-economic policies are healthier in both coest Hence, China’s overall
performance is very remarkable. Even though indnmdforms started once decade later,
the country is maintaining a relatively similar gith pattern. Yet, transition in both
countries is not complete - both are still in thegess of transition. Also, several reforms
and other policies are lagging behind in the ecdoosystem, because of internal

inconsistencies in China.

Using the development model “fordist model of gtioty one can see how the
growth occurred through vicious circles in bothmmmies. China's successful strategy in
the past twenty years has been the transfer dflitsur surplus from agricultural to
manufacturing industry, from low-efficiency sectdrs high efficient sectors, while in
India, the process of transferring cheap labounftow-value agriculture to higher-value
manufacturing industry has been slow, accompaniéd avweak industrial growth and
unfavourable labour laws. Nevertheless, both caemfiace similar problems like social

and environmental degradation, urbanisation, addstrialisation.

In addition we can clearly see an empirical evadmahas been made on the
impact of transition economy on the structural gemnin transition period and also
growth and Inflation. The results reveal that, attbcountries, after transition, the role of
the primary sector has been decreasing and secgorafad tertiary sectors have
tremendously increased through gradual and phase-mforms. It explains that both
countries’ components have shown negative trendsmélation. Both countries’ sectors
have surged in global integration. In the'2gentury, both countries have been

dominating the rest of the world.
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APPENDIX: 4.1

Table 4.1: Main Economic Reforms from 1976 to 2010n China

pY -

YEARS MAIN ECONOMIC REFORMS
1976 -Cultural Revolution
1978 Reforms launched
1979 | -Creation of HRS (household Responsibilityt&y§, peasants allowed to retain ove
guota output
1980 | -Creation of Special Economic Zones (SEZ)
1981 | -Beginning of 1980s; creation of TVEs (Towpshnd Village Enterprises)
1983 | -The people’s Bank of China was nominally giesied a central bank
-1982-83 elimination of price controls on more 50@all consumer items
- 1980-83 fiscal contracting system, local governtaallowed to retain over-quota
revenues
1984 | -Dual-Track system, enterprises were allotweskll over-quota product at market
prices
1990 | -Two stock exchanges were set up
1991
1992 | -“Commercialisation” of SOEs (State Owned Earises), Regulations on
Transforming the Management mechanism of StatetRuumstrial Enterprises
-Full price marketisation,
-Abolishment of the “iron rice bowl” (the permaneamrhployment system)
1993 -New accounting system
- Tax reform
1994 -Abolishment of dual-track exchange rate,
-Separating tax reform, a brand new unified taxtesysncluding VAT, and
recentralisation of tax collection to central gowaent
-Adoption of four major banks of the internatioaakcounting standards
1995 -Privatization of small SOEs,
-Central Bank Law, central bank has the mandatenfametary policy-independent
from the central government
1999 | -Private ownership and the rule of law incoaped into the Constitution
2000-01| -Ascension to WTO
2004 | -Constitution amended to guarantee privatpguty rights
2005 | -The conservative Hu-Wen Administration betgareverse some of Deng Xiaoping
reforms in 2005
2006 | China was the world’s largest exporter of cemumal merchandised products,
Effect Financial recession (provided a stimulgieticiesO
2008-09 | China’s government to renewal provided, subsidigsoiusing, low tax, to improve th
infrastructure, Rail connectivity, Roads and ports.
2010 Recovered from crisis

Sources:Michele Alessandrini and Tullio Buccellato (2008)
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Table 4.2: Main Economic Reforms from 1975 to 201 India

N

YEARS MAIN ECONOMIC REFORMS

1975 During the 1970s the Green Revolution wasdaed
Re-introduction of OGL (Open General licensing, ¢ifgoods with no license for
import) list with 79 capital items

1978 By the end of 1970s, increasing pressureibfenalisation policy from industrial
lobbies

1980 In 1980s informal reforms were initiated

1981 Removal of licensing requirements in 20 indestand some relaxation of import
controls

1985 | -Introductions of replenishment licenses tooeters for incentives
-The interest rate on export credit was reducech ft@% to 9%
-47 product groups freed from the industrial liagagssystem

1986 | -Canalisation declined from 67% in 1980 to Z3f%otal imports
-Duty-free imports of capital goods allowed in stéel “thrust” export industries
Between 1985/1986 relation of MRTP (Monopolies Rastrictive Trade Policies)

1987 | OGL reaches 1007 capital goods and 620 intkateegoods

1988 | -100% of business profits from exports maderime tax deductible
-OGL reaches 1170 capital goods and 949 internmediabds

1990 Between 1985/1990, the real exchange ratele@eciated by 30% (nominally 45%
-Introduction of MODVAT (Modified Value Added Taxjovering all manufacturing
sub sectors (excl. Petroleum, textile and tobacco)

1991 | -Statement of Industrial Policy
-Public monopoly limited to 8 sectors, all the athepened to private investments
-Relaxation of controls on FDI
-Creation of Social Economic Zones, where 100%0if &lowed in manufacturing
sectors

1992 | -Introduction of a dual exchange rate: expsrdiowed to sell 60% of their exchang
in the free market, and 40% to the governmentiaivar official prices

1993 Foreign companies own up to 51% equity inig# priority industries

1994 | -The highest tariff rate on import fell to 8%kowas 355% in 1990)
-National Telecommunications Policy for private d&fdl in cellular and telephone
services

1995 | -The higher tariff rate on import fell to 50%

1999 | -The insurance Regulatory and Developmentdakitthpermits private and FDI to
operate in the insurance market
-Liberalisation of banking
-NTP defined FDI in internet services. Infrastruetgectors opened to private and
FDI

2000 Economic growth has rapidly increased byybar

2003 | -Electricity Bill passed to permit Privatizgeneration, transmission and distributior
of electricity

2004 | -The highest tariff rate on imports fell t&25

2005 | SEZ bill passed by the Parliament; FDI po{R905) allows up to a 100% FDI stake
in ventures.

2006-07| India had itself as one of the world's fastest gngveconomies by this year

2008 India had projected itself as one of the wefigistest growing economies by this ye

2009 Effect of Financial recession

2010 Recovered from crisis

Sources:Michele Alessandrini and Tullio Buccellato (2008hetan Ahya (2004)
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Table 4.3:
Both countries annual percent of growth ofhree sectors from 1980 - 2010

Years |In.Ser | Ind.Indu |Ind.Ag | Chin.Ser | Chi.Indu | Chi.Ag
1980 3% 3% -5% 0% -2% 4%
1981 -1% -3% 4% -2% 5% -5%
1982 -3% 0% 4% 1% 3% -5%
1983 2% 0% -2% -3% 1% 1%
1984 -2% -1% 4% -9% 3% 3%
1985 -3% 0% 4% -14% 0% 13%
1986 -2% -1% 4% -2% -2% 5%
1987 -1% 0% 2% -2% 0% 1%
1988 2% 0% -3% -3% -1% 4%
1989 -1% -3% 4% -5% 2% 2%
1990 0% 0% 0% 2% 4% -7%
1991 -2% 4% -1% -6% -1% 11%
1992 -1% -1% 2% -3% -4% 13%
1993 -1% 1% 0% 3% -7% 11%
1994 1% -3% 1% 0% 0% -1%
1995 -2% -4% 8% 2% -1% -1%
1996 0% 3% -3% 0% -1% 1%
1997 -3% 1% 5% -4% 0% 8%
1998 -2% 3% 0% -6% 3% 4%
1999 -4% 3% 4% -4% 1% 7%
2000 -2% -3% 7% -3% 0% 9%
2001 -2% 3% 1% -4% 2% 5%
2002 -2% -4% 11% -2% 1% 5%
2003 0% 1% 0% 1% -3% 7%
2004 0% -6% 10% 2% -1% -4%
2005 0% -1% 1% 0% -2% 10%
2006 0% -2% 3% -1% -1% 9%
2007 0% -1% 0% -2% 1% 3%
2008 -3% 3% 4% 0% 0% 0%
2009 -2% 5% -1% -4% 3% 4%
2010 0% -5% 10% -5% 4% 8%

SourceswDI.
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Chapter -V (a)

A comparative study of China and India: in Perspedte
Foreign Direct Investment policy and Analysis

5. Introduction
a. Significance of FDI?
b. Determinant factors of FDI?
c. Need for comparison: China and India
d. Framework of Technology Transfer throgh FDI in source country
e. How FDI influences economic indicators in the enomy
5.2. An overview of FDI in China and India - a Trarsition prospective
5.3. Comparison of FDI policy analysis in China andndia
5.4. Role of FDI in selected indicators can influese Transition economics
(1978 to 2010)

5.5. Conclusion
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Introduction

Foreign Direct Investment (FDI) is an internal paftan openness of effective
international economic system and a major catadlystievelopment (OCED, 2002).
Transitional economy mean&dm planned economy to market-oriented econoty
involves structural or policy reforms, such as enoy or capital market changes.
Foreign investment is also a serious problem foe@rrging economy. In most cases,
foreign investment increase is a postulate sigrardigg the state of health of the
economy. The injection of foreign currency into tleeal economy aids long-term
investment to its infrastructure. The neo-classaggroach argues that FDI affects only
the level of income and leave the long-run growtichanged (Solow, De Mello). This
long-run growth changes due technological prograsd economic growth. Thus,
according to classical model of economic growth,| RiDuld growth advancing if it

affects technology positively and permanently (88 Makki, Agapi Somwaru, 2001).

The East Asian Economies initiated the processpehimg up of external sector
and liberalization of economic policies during t#60s. In China, transition was started
in 1979, while India, in 1991, as a result of therious problems of external sector
liberalisation and balance of payments. Reformd leertain major restructuring of the
economies. It required large quantity of finaneial to promote and strengthen the micro
and macro-economic institutions of the countried arake an appropriate investment-
friendly institutional infrastructure. In additiompreign aid has been received on direct
lending program, as well as portfolio investmefin.the other hand, for effectiveness of
these programs, resources have been limited bechiusedequate of sufficient spillover
benefits, such as technology and managerial skifigly due to the reversible nature of
the programmes. FDI has been classified into tvpedysuch as (a) Inward investment;
and (b) Outward investmentinward investments an investment that occurs in local
resources for instances, tax break, relations wftenxt regulations, loans on low rates of
interest and specific grant®utward investmenis ‘direct investment from abroad’, in
local capital which is being invested from foreiggsources. FDI is less reversible and at
the same time it acts as a channel for transmissidechnology and managerial skills
(Merlevedes and Schoors, 2004, Dharmenddra Dretkal., 2007); and also, Sinh and

!, See, in OCED report: ‘FDI for Development Maxiinig Benefits and Minimizing the Cost’, 2002, p.g.1.
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Weichenrieder (1997), argue that it is an indispblesingredient in a successful strategy

for economic growth and prosperity.

China and India have been emerging countries inBR¢C’ economies, and also
these countries are increasingly becoming more natpe economic players in the
global scenario. In 2007, the BRIC countries’ shafrglobal GDP amounted to almost
13% (measured at market exchange rates) - or 20%BRP terms). In 2007, the BRIC
share of the global FDI stock was a mere 3.3% (830 billion), while flows amounted
to a somewhat higher 4.5% (USD 90 billion), muchalien than the BRIC countries’

economic weight (Markus Jaeger, 2009).

The potential of growth of emerging markets a Ga@dn$achs study ‘Dreaming
with BRICS: the path to 2050’ can be larger tham @8 in less than 40 years from now.
Kearney’s ‘Global FDI confidence Index’ ranks Chimsthe first rank in country for the

last three consecutive years in attracting FDI.

A great amount of research has been done on Chithdralia the area of FDI,
development and other aspects. After transitioth lmountries have been emerging as
open market economies. Moreover, re-strengtheniegeldpment indicators have
followed the diversified decisions taken by theippimakers. The transition, intended to
make amarket-orientedandindustrialization it leads to be an open economy. Still, many
countries had followed and successfully promotedramsition prospective. In China and
India, many sectors are attracting more FDI. Fibbogh countries have a comparative
advantage over those of other countries. MoreokBM, has proved to be a dynamic
player for development strategies in China andanaind other developing counties.
Hence, the most important question is ‘what canebent from each other’'s experience
and the challenges ahead?

A recent UNCTAD survey projected India as the seécamost important FDI
destination (after China) for transnational corpiores (TNCs) during 2010-2012.
Presently, top ten sectors, such as services, dempsoftware and hardware,
telecommunication, and construction activities attracted higher FDI inflows.
Mauritius, Singapore, the US and the UK share the $ports in attracting FDI.
According to UNCTAD, there was no significant grovaf Global FDI in 2010.
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Figure 5.1: FDI inflows of India, China and World from 1980-2010
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Figure 5.1 illustrates how both countries’ FDI als compare with these of the rest of
the world. In 2010, the global FDI was $ 1,122ibilland $ 1.114 billion in 2009. The
figure shows 25 per cent below the pre-crisis ay@m@uring the period 2005 to 2007. It

also depicts the FDI inflow trend has been almasaltel to that of the world in certain

years. However, China’s FDI flows are slightly peato the world FDI in a certain

years.

Table 5.1: FDI inward into ‘BRICS’ Countries and the World from 1980 - 2010

Countries 1980 1985 1990 1995 200 2005 2010
Brazil 1910 1418 989 4405 32779 15066 48438
Russia N.A N.A N.A 2.066 2715 12886 41194 4
India 79.2 106.1 236.7 2151 3588 7621.8 2463991
China 57 1056 | 3487.1| 3752.05| 4071318 72404 105735
South Africa | -10.3 -448 784 1241.3 887.3 6646.0 1553.02
Transition 68196.976
@ 23.6 15 75.2 41126 7024.9 31100

Developing 7477.0 | 14153.7 350956  256465]2 3301209 630012573568.06
economies

Developing

economies 542.6 | 53975 | 22628.4| 1487351 215768.8 372738.9°784°.87

in Asia

World 54076.4| 55831.9 2076972 14014664 985795.6 1778872243670.0

Sources: UNCTAD, US Dollars at current prices anglesit exchange rates in millions
@Albania, Armenia, Azerbaijan, Belarus, Bosnia andzEgovina, Croatia, Georgia, Kazakhstan, Kyrgyzs
Montenegro, Republic of Moldova, Russian, Federat®atbia, Tajikistan, The former Yugoslav Republic
Macedonia, Turkmenistan, Ukraine, Uzbekistan (UNCTAD10).

an,
of
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Table -5.1 describe the inward FDI of emeggicountries of BRICS’ and aggregate
of transition countries, developed countries, depielg countries and the world from
1980 to 2010. India and China FDI inflows have b&emendously increasing but, if
compared to China’s FDI inflows (60387 million) fsewere was different with those of
India in 2009. In the beginning of 1980, India’sIkbflows were high as against China’s.
However, transition economies aggregate FDI infldvese been increasing over the
periods. At the same time, aggregate FDI flowsedfatbping economies in Asia in 2010

decreased, as compared with 2005, due to finaresaksion.
b. Determinant factors of FDI

There has been a significant shift in the FDI in#otowards the have to
issued developing world, which will set the futurends of development. Number of
researcher focus attention on FDI performance hadieterminants of FDI inflows. The
studies includes: Root and Ahmed (1979), Schnedaher Frey (1985), Trevino, et al.
(1999, 2000), Hall et al., (2003), Jeson (2003),artaram (2004), (Wei, 2005),
Crowtey & Lee (2003), Ramanti, (2004), Lee (2008hantarasawat (2004), Singh
& Jun (1995), and Hsiao (2001). A few recent stadiave focused on FDI inflows into
in transition economies. Some of these are: Cangmals Kinoshita (2002), Garibaldi,
et al. (2001), Konings (2001), Reshmini (2000),naiand Weichenrieder (1997).

Figure 5.2: Determinants of inflovef FDI in Transition Economies
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Although, most of the research was focused on fewvel of productivity and economic
growth, while very few of them have discussed otemheinates of FDI inflow in to
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transition economies in Eastern and Central Eumog&auntries. It is, necessary to the
discuses determinant factors of FDI inflows, efe&mhd consequences in India and China

into transition prospective.

c. Need for comparing both these countries

Both China and Indian provide a fertile grand foesearch because social-
economic indicators of the countries are similanede include: size of the territory,
history, population, culture, religion, languagelifical institutions, real GDP growth
rates, openness of the trade and other indicafatditionally, in the 2 century, both
economies have been emerging rapidly due to theasnamic policies, as well as
international trade and capital markets. Moreoymolicies and experiences of both
countries would be useful for neighbouring and tigyMeg countries. Further, in the
coming years, both countries would emerge as ecmn@nd politically powerful
countries in the global scenario. Also the, grots#jectory in both nations has followed a
similar pattern to advanced countries and succkeBsfst Asian economies, at comparable
stages of development (Nayyar, 2008; Melia U. Safaulino, 2010j.

d. Framework of Technology Transfer through FDI in source country

The framework adopted to test this hypothesis, shaw Figure-1, has been
adapted from Lan (1996). The advantage is thatatfiéss the chance to comprehend this
important aspect of foreign ownership control ia tomparative study of the technology

transfer behaviour between source countries.

There are three dimensions to the problem. Oneumemshe overall contribution
of FDI to indigenous technology capability (directd indirect). The second explores the
role of technology transfer (technology destinatmd nature).the third checks the
importance of dissent variables (Ownership conamtl source - country). Figure 3

describe the interplay of these three dimensions.

The X-axis shows the level of technology transketing place through direct
and indirect modes. Direct effect Y axis - the uefice of technology refers to direct

acquisition of technology to the FDI firms from thioreign investors.

2. See in, Dhakal and Dharmendizal., (2004), “FDI and Transition Economies: Empiricaidence
from a Panel Data estimatoEconomics Bulletinyol. 6, No.33 pp.1-9.

3 . See the paper, “China and India: country Rolel&i® of Development Success? UNU-WIDER.
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Figure 5.3: Framework of Technology Transfer throudn FDI
Z AXis a
Hard Technology <«

Medium Technologyw—

Soft Technology— SmuCountry OwnershiT Control

> Y

AXis Direct effect
Spillover effect

X AXis

This involves market transactions and easier pduca. Indirect effect implies the
spin-off of inward technology outside the FDI firnRogers (1962) has explained
diffusion of technology to competing companies msié/ing competition in the product
market. UNCTAD (1985, 1987 and 2001) bring out tinee other modes of technology
diffusion to indigenous sector from FDI: formati@i spin-off enterprisg backward
linkages through locally procure inputs leadingetoergence of an indigenous supplier

into product manufacture relations with the genscantific and business community.

The Z axis brings the various component of teobgwl which the three
knowledge forms.

1. Hard production Technologythis part is totally embedded knowledge, such as
equipment and machinery use in production. Theeettianges in the equipment and
machinery (embedded technology) may be considenethdication of technology
progress (Solow, 1985). In the present study, thexempact of capital goods is used
to capture the transfer of hard production knowtéettppugh FDI.

2. Medium Production Technologyhis category involves technology that is either
transferred in the form of designs and plans (teldgy import) or generated through
in-house R&D activities by the FDI Firm.
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3. Soft Production and Organisation Technolothys refers to the relationship between
man and the production environmgsuich a as experience, skill and training acquired
in the process of production. It can be divided itwo types. One is maintaining
skills, which handle routine problems including fhanity with the environment,
such as tools and quick response to them. The @henovation skills, which deals
with the non-routine problems including exploringdatesting. The main channel to

transfer this kind of knowledge is personal corgact

By adopting the analytical framework, outlined abothe study attempt to bring out

various aspects of source-country differencesdhrtelogy behaviof.
e. How FDI inflows influence Economic indicators

Impact of FDI on the host economy is complex sifazeign investments interact
with and, thus, influence many local individualgmis and institutions. Figure 5.4
brings out about the major channels that influetiee host economy. Foreign direct
investments interact with local firms and the ha&stonomy through knowledge,
forward and backward linkages and competition. €h&ey variables impact local
firms, other industries and related industries; téAburg, 2000; Blomstrom and
Kokko, 2002; Fan, 2002; and Klaus E Meyer, 2004rekgn investments closely
interact with local business; this channel also dntp the domestic economy. In
addition, inward inflow affects many indicators the host countries. FDI inflows
also influence other key aspects, like micro-mamonomy, international trade,

and monetary-fiscal policy. These indicators imghetfirm (or) economy.

Multinational Enterprises differ in their internalperations, which include the
centralisation of decision making, organisationalltuwes, and human resource
management practices. Subsidiaries in emerging oec@s would differ in their
interactions with other business units of the pésenetwork. The interactions could
include: the development of local supply networksyestment in human capital,
employee mobility, and the stages of the value rghiicated in the host economy.
Figure 5.4 describe the structure and strategy INEMhannels adopted for inflow of
FDI into the country. Of particular relevance forNHE spillovers are intra-firm
knowledge transfers. Knowledge sharing within thdB/s a precondition for knowledge

spillovers. This would also increase with higheluesadded activities.

* . See, Umea Krishna (2003) “Inter source—counifiference in FDI behaviours: a Comparative study of
US and Japans in firms in India”, unpublished thesi
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Figure 5.4: Channels of Impact of FDI in Economicndicators in Economy

Transition Economies
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The source of variation is thmode of entry. In a joint venture, two partners
share their resources, in return for access toptrener’'s resources. This can lead to
mutual learning, and thus extend linkages and kedge spillovers in the local
business community. Greenfield projects create besinesses and thus have direct
positive effects on employment and domestic valsieadded. These also increase
competitive pressures on local enterprises as altreg an acquisition of fully

operating enterprises.

Therefore, FDI can help stimulate innovation andemntion. Successful local
firms find that many entrepreneurs, or top managbex prior linkage to MNEs.
Moreover, large MNEs may stimulate the evolutionimdustrial clusters. It can lead
to a firm drawing other network members to the sdowation, which can create
a larger impact than the initial investment aloWdso, small ambitious firms, in

emerging economies, are giving increasing impogdacuch production networks.

FDI inflow from the parent MNEs to the host countnglp in distributing
investments to the local firms. Transnational coations (TNCs) look for trade and more
open economies for resource-seeking operationscesly as they integrate their global
production with horizontal and vertical value-chdimkages. FDI flows into local firms

through various channels.
A. Intra-industry Spillovers:

In a transition economy, FDI influence on localnfg is inter-industry. The main
theoretical foundation of these studies of know&edgpillovers is on the basis of

demonstration effects and the movement of labaushaw below:

I. Demonstratioreffects these work through the direct contact betweeallagents
and MNEs operating at different levels of technglo@y observing innovations
adapted to local conditions, local entrepreneury megognise their feasibility
and, thus strive to replicate them. As local busses observe existing users,
uncertainty is reduced, and levels of imitationr@ase. Foreign investors affect
local business not only through productivity effediut in a variety of other ways.
The rationale of this literature is that MNEs wouldlectly, or indirectly, share
knowledge on how to operate in international markey building trade channels

and by enhancing the reputation of the countrysajo.
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ii. FDI contributes to human capital formation, espgcighrough training and
labour mobility. Trained local employees may mawéotcally owned firms, or set
up their own enterprises. Many successful locaindirtrace their origins to
entrepreneurs or top managers who had prior lioRdNEs (Altenbug, 2000).

Wherever such few employees move, they may makstitutive contribution to local
business. FDI would help local firms to accesgort markets. Moreover, foreign
investors may hope to build trade channels anduatcg of-origin reputation that local
followers may use for enhancing their exports rapon (Altenburg, 2000). This way,
foreign investors may support local supplier indest andmarkets for specialised
inputs, such as labour and materials. With these improwedits; local firms may

enhance their services and productivity.

Thus, FDI would help host economies to better akptbeir comparative
advantages, and transfer their technologies tleatnare closely aligned with the needs of

the hosts.
B. Inter-industry Spillover:

Local firms may benefit from vertical linkages in supply chain, benefiting from
knowledge transfers to suppliers and customers. 81Ny make a deliberate effort
to improve the quality of local suppliers, espdgidbr components that cannot be
cost-efficiently imported, due to high transpodaticosts, or where the local industry
has a natural cost advantage (e.g., for labounsinte components). These help firms
in other industries, for instance, by providing ibess services, training in sales and
marketing.

(). Lall (1980) provides the first major studyn vertical spillovers. Build on
Hirschman (1958), Lall develops the theoreticaluargnts on why backward
linkages would emerge, and provides the first sgatee empirical evidence. An
innovative approach to study vertical linkages bagn used by Blederbos,
Capannelli and Fukao (2001). This productivity effis larger when the foreign
investors are domestic market oriented, rather éxgort oriented.

(i). Some of these variations atee do industry-specific features (Grosse, 2005).
An issue of particular relevance for MNEs spiics is inter-firm knowledge

transfer. Knowledge sharing within the MNEs is pae-condition for
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knowledge spillover. Knowledge spillovers wouldsalincrease with higher

value added activities.

(i) Another source of variation is the mode eftry. In a joint venture, two
partners share their resources in return for a@cteseach other’'s resources.
This can lead to mutual learning, and, thus, ekténkages and knowledge
spillovers in the local business community. Theseiations influence the
effectiveness of government in designing poli@gsed to attract more FDI in

local firms.

(iv) Moreover, the impact of FDI varies with theildalp of local stakeholders to
take advantage of the potential benefits with FBé&nefits are not obtained
quasi-automatically. Likewise, local firms have row strategies and
resource endowment are crucial for benefiting frorteraction with foreign

investors.
C. Absorptive Capacity:

Knowledge transfers, within MNEs and within strateglliances (Lane and Lubatkin,
1998), include joint venture in emerging economiemne, Salk and Lyles (2001) and
Lyles and Salk (1996) find that local joint ventysartners improve their capacity to
learn, if collaboration and exchange of informatwithin the organisation is encouraged.
Knowledge acquisitions by local joint venture pars are important since the host
economy may gain. In this way, the processes ohileg from MNE partners willing to
share knowledge are different than learning fromelated businesses actives (Martin and
Salomon, 2003).

In the management literature, absorptive capaciy/ treated as a
conceptualised dynamic capability, which is broattean its usage in the empirical
spillover literature. In a recent restatement, Zatand George (2002:186) define
absorptive capacity as: “a set of organisationatines and processes by which firms
acquire, assimilate, transform, and exploitowledge to produce a dynamic
organisational capability”. It encompasses ndy bmman capital (Cohen and Levinthal,
1990), but also structural characteristics of theganisation abilities to
assimilate value and commercialise new knowledganélL and Lubatkin, 1998).
According to Buckleyet. al., (2002), spillovers are different across firms undiéferent
forms of ownership. The authors attribute thisiftecent absorptive capacities.
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D. Entrepreneurship:

Entrepreneurship is a major driver of economic dhow transition economies. This
is a crucial source of innovation, developing nemowledge by combining foreign
and local knowledge. In this process, experimematielps in developing innovations
specific to the context, and promotes the proces'‘eoconomic development as
discovery” (Hausmann and Roderk, 2003). FDI can alg as a stimulus to evolutionary

processes of resource creation, by promoting inmmvand discovery (Kogut, 1996).
E. Clusters:

Industrial clusters have attracted the imaginatwin policy makers in transition

economies, because they provide opportunities ifecdinteraction between firms, and
thus for various firm spillovers and for economigapecialisation. Though the evolution
of industrial cluster is often driven by networlganizations, FDI is a leading firm which
may draw other network members to the same locati@hthus create a larger impact
than the initial investment alone. Small ambitiofisns emerging economies are

increasingly accessing networks.

Yet, the long term-nature of supplier relationshigasd the global reach of
incumbent raise entry barriers. The large firms laeéter placed in this regard, since
they are able to guarantee quality and prompt deli\guarantee quality and just-in-
time delivery. However, cluster plays a key roledoonomic development and also
has a potentially central role in MNEs. ConsequerfiDI inflows can create clusters

in transition economies.
FDI influence on micro-macro indicators in the transition economy

What are the micro effects on structural changesthim economic and industrial
organisation? In general, FDI is conductive the creation of a competitive
environment in the host country. This approach psued by Markusen and Venlldes

(1997), includes two channels for analysis of migifect in FDI, such as:
a. Product Market Competition

b. Linkage Effects

® . See, Saul Estrin and Klaus E. Meyer (2008), &kpr Direct Investment in Transition Economies:
Strengthening the Gains from Integration “, Mar€092.
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Product Market Competition (PMC)the MNCs will be substituting the products of

domestic firms in the host country.

Linkage Effects: MNCs may work as complimentary firms in the hosumtry. These
provide outputs, and promote development of indest=DI may have benefits, but it
will not come without cost. However, liberalisatiand the FDI impact macroeconomic

factors in the transition countries (S.R. kesh2@@8).

A. Macro-economy: Macro-economics is all about the whole economidopmance,

structure, behaviour, and decision-making of thérereconomy. The impact of FDI
on macro-economic growth, in terms of GDP on thaidbaf endogenous growth
models, has been examined by Borensztein, GregmiblLee (1998), Saul Estrin and
Klaus E. Meyer (2008). The relationship between G inflow FDI is moderately

positive. Balasubramanyan, Salisu and Sapsford 6)1%%udied countries by their
trade openness. They found that FDI has a mordiymsffect on economic growth of
countries with export-oriented trade regime, cormagato countries having import-
substitution type trade regimes. On the other hamdand Liu (2005) examined the
macroeconomics relationship, taking into accounictwhoreign investors are likely
to seek locations with higher economic growth, adl s contribute to this growth.
FDI is a majorly macroeconomic variable of concem policy makers: GDP,

unemployment, gross domestic investment, inflateayings, investment, consumption

and output. These variables would have a posiglaionship with each other variable.

-GDP: This is an important variable for explaining FDflows in countries.
The investment is crucial importance in countri@ghere investments
neither increasing nor decreasing. In fact, indgase of emerging economies
per capita income growth rates are usually high aftentimes, they are
expected to continue to grow for a certain timesTihcreasing growth would
attract more market seeking investors. The numbiketscal firms would be
increasing in the host countries. Hence, real GRwth is usually expected

to have a positive effect on FDI inflows.

-FDI imports capital: It is possible that at a later stage, capitabatriated
through profit remittance or project discontinuatidn this way, the host

country pays for the costs of capital. However, EBpital is appreciated by
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the hosts because it tends to be less volatiledtiear forms of capital inflow
(UN 1999, chap, 6).

-FDI creates employmentif FDI is invested in Greenfield operations,
additional jobs may be created in local suppligist, FDI may also crowd

out local firms that use more labour-intensive rodt of production. The

policy-relevant net-employment effect is, thus,char assert (Dunning 1993,
chap13; UN 1999, chap). In the case of acquisifibtresemployment effect is
even harder to assert, because it requires ansamaly what would have

happened to the local firm, if it had not been takeer by the foreign

investor (Estrin and Meyer, 2004).

- FDI gross domestic investment:part of the FDI may be domestically
funded, or the capital inflow may increase the exge rate and, thus, the
costs of international borrowing. Both effects daad to crowding out of

local investment.

- Finance: Overall, the effect on macroeconomic variablesegagreatly with

the specific features of an FDI project, such thatlence on macroeconomic
relationships may not be transferable from one edntio another, and thus
provide little guidance for policy makers. Rathee need to understand the
microeconomic effects of FDI, to identify whi FDI, and under what

circumstances, benefits the host economy.

-Savings and incomesinvestment creates income, which leads to savings.
When the foreign inflows are rising income leveds éncrease in all sectors
in the host country. At the same time, income gatn@n increases and leads
to rise in savings. FDI leads to increase in theestment levels in the
transition economies. Thus, in this process, thmrre generation cycle
occurs in an economy. We can, thus, say thabme and savings have

a positive relationship.

Il. Monetary and fiscal policies these policies have a significant role in play to
controlling the whole economy. Let us now discussmajor controlling measures in the

present context:

-The effect of host country’s inflation on FDI iofs is not apparent; we
can say higher rate of inflation indicates intereabnomic in-stability; which
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is also, important for monetary and fiscal policiies the country. Low
inflation would provide a better environment forvastment, it leads to
economic growth (Fisher, and Modigliani; Froot a8tkein). If, the host
country government is unable to maintain moneta fsscal policies, it can
lead to high inflationary growth, firms face un@@nly in terms of product,
and input prices. Thus, MNEs are unable to invest s$uch
countries, as argued by Schneider and Frey (1998rgis and katrakilios
(1998).

-Taxes: lower taxes rates would make the investments th domestic and
foreign more profitable. Foreign companies woul@nthbe interested in

making investments in the host country’s markets.

-FDI in exchange rate foreign investors may gain or lose from a de@ticg
exchange rate. For instance, with a depreciateaggehrate they can export
more easily and gain from resource-seeking FDIleigorinvestors may lose
as well, because they must incur costs to prevansaction and translation
losses when currency depreciates. If depreciatmnirtues, foreign investors
tend to avoid making investments. This kind of wmstance will also impede
the inflow of FDI.

-Stabilisation: an important factor for attracting FDI into the hasuntry,

stabilisation entails controlling prices in a triéilos economy. The change in
the prices, due to fluctuation in exchange ratem) ¢tead to unstable
conditions in local firms and also the host coustrgconomy. Foreign
investors are not interest to invest in such amewy. Besides, the host
country’s political stability is also important famflow of investment. Thus,
stabilisation is an important factor in interactioith local firms; institutions

and business activities for attracting inflows ithe host country’s economy.

-Current account balance: this is another important variable for determgnin
the strength of the currency of any country. A dase in current account
balance leads to a depreciation in the host cognttyrrency. Such a deficit
may lead to inflation and exchange rate differentesuch a case, raising the
deficit in current account balance can result duction in FDI inflows. On

the other hand, if multinational companies take amtigge of the current

account deficit of the host country by negotiatmgre favourable operative
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terms, the current account deficit may help toease FDI inflows (Dhakal,
Dharmendra et. al., 2007).

[1l. International Trade:

-Balance of payments in FDI, It shows the export and imports of
accounting trade process in domestic and foreiganities. It gives details
about the inflows and outflows of investment, angygical and soft goods
and production values. In the host country, it s iadicator of the strength
of its currency. A deteriorating current accouniabae leads to a depreciation of
the host country’s currency. It is possible thateptial multinational investors
view current account deficits negatively, becausehsdeficits may lead to
inflation and exchange rate variations. In mosesasin increase in the current

account deficit may lead to a reduction in FDI k.

-FDI in trade activities generates foreignchangethrough exports, which counter
the financial outflow of repatriated profits. Isa creates competitiveness in trade
activities. Therefore, in the long-run, FDI shoulot be a cause for the balance of
payments problem, other than seriously misleadogidn exchange regimes.
Hence, the real solution is not restricting FDIt,biather, addressing the foreign

exchange constraints of the economies (Xiaolum 3002).

-FDI inflows of exports and imports have a very important role to play in the
country growth of a country. Yet, FDI can also game imports, especially in
the case of market-seeking FDI, and in tt#se of outsourcing operations
that process imported components. MNEs are typicalore internationally
oriented, but this affects both sales and procunenikhus, the net effect of the
trade balance may be much smaller than the daexports by FDI may suggest
(UN 1999, chap. 8).

Natural Environment and Social issues:

The strong bargaining power of MNEs vis-a-vis thainployees and the potential host
country could lead to a lowering of labour standaashd wages and may also have a

detrimental impact on the natural environment.

The standardisation of business practices and tdotpes across the subsidiaries

of an MNE would raise standards above local requémrgs in countries with less
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demanding standards. On the other hand, lower atdadand lower wages present

opportunities to reduce production costs.

Institutional:

Institutional indicators have an important roleplay in creating a policy for inflow of
FDI. Government policy must also to aim to enalbbeal firms to interact with
multinational corporations in ways that benefitshbparties. The result shows that most
policies that promote the development of local bess would also strengthen the
abilities of local businesses to make the best @utheir interaction with foreign
investors, for instance, education policy or contjoet policy.

5.1. FDI in China and India: a Transition EconomiesPerspective

(a). Overview of FDI in India:

India is the world’s largest democracy anfl lrgest economy (in terms of
PPP) in the world. Its consistent performance iowgh and abundant high-skilled
manpower, and cheap labour provide numerous opmubets for investments through
FDI. Since 1991, major reform initiatives have beeade in the fields of investment,
trade, financial sector, exchange control simmiiicn procedures, and intellectual
property rights laws, etc. Pre-liberalisation imfk of private capital from abroad had
been negligible and these averaged to less thaf $#illion in 1985-1990 (Gandhi,
2002). During the 1960s and 1970s, there were ivegatet inflows of foreign
capital, caused by factors such as nationalisattbnforeign oil companies and
consequent closure or sell-out of foreign oil comea. Faced by the balance of
payment crisis, India opted for economic reformsJuly 1991, with the intention of
restructuring its economy. Foreign investment, Wwhiwad till then been viewed with
mistrust and suspicion, was overnight welcomed. eftliberalisation in 1991,
FDI became a significant component of total foreigmestment inflows. Also, there
was a spurt in inflows, as the Indian corporatetseased the Global Depository
Receipts (GDR).

FDI flows rose from $ 236.7 million to the peakvéé of $ 34613.2 million
between 1991 and 1999. FDI, as a proportion of GDProved considerably from 0.05
per cent to a peak level of 1.9 per cent in 1996kl has been hovering around 1 per
cent in subsequent years. Nevertheless, it is étwwb the expected level, and also in

relation to FDI flows to China, a country of comalale size. In mid-1990s, interest rates
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(prime lending rate) were significantly higher, and 18 per cent per annum, than rates
overseas. Thus, the total net foreign investmenindia surged from $133 million to
$5181 million between 1991-92 and 1999-2000.

The upward movements were still higher in the cas&DI outflows such as
adjustments, in 6.0 million and 1489.7 million i@®. However, Yasheng Huang of
Harvard University expressed doubts about treatimeg Chinese FDI magnitude as an

indicator of economic performance (Huang, 2003).

(b). Overview of FDI in China:

Since the announcement of an ‘Open-dadgicy in December 1978, China
had gradually integrated itself into the world emmy. China is the leading FDI
recipient in recent years, and the largest hosinttpuamong developing countries.
China’s FDI in flows could be classified into deeaghases: 1979-90, 1990-2000,
and 2000-2010.

The first phase: The aspect of FDI needs to be understood in thademcontext of
China’s political and economic reforms, in partanlthe transition from a planned
to a market economy, as Deng Xiaoping said, refomn€hina are like “Crossing
the river by feeling the stones on the river be@hina opened up its economy for
foreign investment in two stages. First, in 1979%eay cautious opening was made,
where domestic enterprises or expertise did nastestich as in oil exploration and
production. Second, in 1992, FDI was opened up with explicit goal of stimulating
export industries and removed many move restristionFDI. Where the effect of the
1979 opening was modest in terms of FDI, the 1992y shift led to a major rise in FDI
(Graham and Warda, 2001).

The door widened further after the transition e tmid-1980s, particularly in
the 1990s, and capital flows expanded dramaticaiya result. Capital flows were
particularly high after 1992, mainly because of thegge amount of FDI inflows into
China. While around 60 per cent of foreign capiame from external loans in the
1980s, in the 1990s FDI was the main source oftalapiaccounting for nearly 70 per
cent of cumulated inflows. The share of ‘other fgneinvestments’ includes: foreign
portfolio investment, compensation trade, inteoral leasing and processing

assembly, has been small. These inflows are byhirlargest compared with those
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into other developing countries and have remaimedarkably stable and robust, despite

substantial fluctuations in the Asian and globarexmies.

a. In recent years, the government has startedsteeibonds and shares to overseas
buyers abroad, and in China, foreign portfolio stweent has been rising. Although,
agriculture transformation took place in a big waypwnship-Village Enterprises’
(TVEs) through exploration massive increase in drusaving & demand’ and

simultaneous exploration of FDI come overwhelminghm overseas to China.

b. After transition, the Chinese government esstield four Special Economic Zones
(SEZs) in Guangdong and Fujian provinces, and effepecial incentive policies for
FDI in these SEZs. The total inflows of FDI reatlssturing these 5 years amounted to
only US$1.8 billion, averaging US$360 million anhyaSince 1984, when Hainan
Island and fourteen coastal cities across ptewinces were opened, total FDI
infows amounted to US$ 10.3 in the period 1984-8&h an annual average of
US$2.1 billion. This remarkable growth dropped ptgén 1989, mainly due to impact
of the Tiananmen incidents. The growth rates of iaBdws into China slowed down at
a meager 6.2 parent level in 1989 and only 2.8 per cent in 199CED, 2000)
Hence, in 1978-84: a need was felt to extend Chinegional development strategy to

the coastal areas on priority.

Second phase (1990-2000sFhina has been attracting the second largest anfun
global FDI, after the US and was predicted to clitobthe first position in 2002.
China entry into the WTO on December 11, 2001, gaverther fillip to the process
of liberalisation. Finally, since late 2002, thdras been evidence of the beginning of
significant capital inflows to China, besides FDFull implementation of WTO
commitments was to be completed by 2007 (D. Kristwarthy). Three distinctive
characteristics have marked investment in China t¢ive past decade. First, FDI has
been the predominantly from countries in which @himas accessed global capital.
Second, an unusually large proportion of Chinesel kidlows are in the
manufacturing sector, as opposed to services aures extraction. Third, FDI

inflows have predominately come from other EastaAseconomies, especially Hong

® . Main Determinants and Impacts of Foreign Diisgestment on China’s Economy”, December 2000,
Directorate for Financial, Fiscal and Enterpriséais, Working paper on International Investment,
number 2000/4.
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Kong and Taiwan. China received FDI from Easteovinces of 88 per cent of the stock
of FDI between 1983 and 1998, with Guangdong pr®/ithe most popular destination.
The central and western provinces received onlye® qent and 3 per cent of FDI,
respectively. Most of the foreign investments hasee fromthe newly industrialising
economiegNIEs). Hong Kong was the largest single invesaacounting for 52 per
cent of FDI, followed by Taiwan at 8 per cemtvestment from industrialised
countries made up only 24 per cent of the totalh wie US and Japan the most important
single investors - each contributing 8 per certheftotal. In the special economic zones
and related coastal areas, primacy was accordedport of labour intensive light
manufactured goods. Howeveproliferation of multinational investment includes
heavier, more capital artdchnology investment industries, and infrastrugtanainly for

the domestic market or the non-tradable sectors.

- When Deng Xiaoping made the remarkable statemer®outhern Tour’ in 1992,
this was seen as an attempt to remove the anximiytaChina’s overalpolicy
direction. Foreign investors responded quickly Ibsea of theinstitutional
foundations and FDI- friendly policies.

- China had largely confined inflows FDI to exportanufacturing, and access
to the Chinese market had been allowed to onlyeastdected foreign firms.

- In 1999, mainly due to the impact of the AsianaRcial crisis and the rise of
acquisition transactions in both OECD and non-OEQidntries, FDI inflows
dropped to US$40 389 million.

Third phases onwards 2000Foreign firms have become an important part of the
Chinese economy over the previews two decades9&3,1FDI was only 0.3 per cent
of the country GDP. In 1994, the share had riseB.Boper cent of GDP, before
falling to around 5 per cent. Yet the economy hesng faster. Incoming FDI in
1999-2001 accounted for 11% of total capital foioratin China, less than the
average. In 2004, the cumulative inflows actuallgalised through investment
surpassed $500 billion. China’s that the countryr@emestic saving rate is so high, and
China is less dependent on FDI for saving than ncaontries.

In 1983, FDI flows accounted for only 0.9 per ceftChina’s gross capital
formation. The share increased steadily in the 428@ early 1990s - reaching 15 pent

in 1994, before falling to around 13 per cent i®43or the next four yearecause
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FDI has not all been a long-term fixed capital stweent, this figure may be an
overestimate. The gross fixed capital formationoaoted for approximately 80 per cent
of FDI inflows in the late 1990s, and the sharearlier years was lower. The remaining 20
per cent was likely to have been used for workiagital or to pay for inventory -
meaning that FDI inflows probably accounted foruawe 11 per cent of gross fixed capital

formation in the late 1990s.

FDI brings in a bundle of management experiencaketimg channels and
technology, along with the basic inflow of resogrcend includes some control over the
production process, and hence, some transfermanagement expertise. FDI has
become China’s predominant source of technologysteas. This technology has been all
covering the sectors in China since 1993. After21 @@most two thirds of China’s exports
increment came from foreign-invested firms. Thuf)l Fhas played a key role in

industrial growth, technology transfer and tradpamsion in Chin4.

5.2. FDI policies in India and China in the Transiton Economies Perspective
a.Policy Regime: India

Pre-liberalisation period:

India earlier pursued an open-door FDI policy. kpreinvestment was required
to be encouraged for mutual benefit, in terms afustrial development. This policy
became increasingly restrictive and regulatory myrihe 1960s and 1970s. The
Monopolies and Restrictive Trade Practices CommmmsgiMRTP), set up in 1969,

imposed severe restrictions on the size of operatand pricing of products and
services of foreign companies. Foreign ExchangguRé&on Act (FERA) was enacted in
1973, which required existing foreign enterpriseslitute foreign equity to 40 per cent, if
they wished to be treated as Indian companies.pbliey’s essentiahim was to retain

majority domestic ownership and effective contretioforeignenterprises. Technology
and export-intensive and core sector firms weranat to retain foreign ownership up to
74 per cent. Foreign exchange requirements for ingdacapital goods were met through
equity investment. Technical collaborations webeing permitted for import

substitution, and exportsubstitution, technology upgradation and for exjooiented

" .See, Chunlai Chen and Christopher Findlay (20€#,Impact of Foreign Direct Investment on China’
Economy’,China’s third economic transformatiop,g 102-104.

8 See, Bary Naughton (2007), “The Chinese Econdrgnsition and Growth’, the MIT Press Cambridge,
Massachusetts, London, England, p.p 401-404.
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enterprises. The PatenAct, amended in 1970, abolished product patents in
pharmaceuticals and chemical industries, therelagtabally curtailing the intellectual
property rights. DomestiR&D got a fillip for electrical and mechanical engering
industries. Export performance requirements indudédiCs to explore India’s
potential for exporbriented production. The Industrial Policy 1977powding some
relaxation for foreign companies. Also, after 198tis Industrial Policies was progressively
liberalised.

Post -Transition reform period:

Until 1991, FDI was allowed idesignated industries, subject to various
conditionalities regarding domestic equity pariatipn, local content requirements, export
obligation and local R & D promotion. Since opening FDI policy in 1991, the broader
process of economic reforms has dramatically chdingereign investment has been
allowed in a phased manner in most of the sectwisrestrictiveconditions have either
been waived, or relaxed. For purposes of our arslylse period from 1991 onwards
has been divided into four phases for rationabsatviz., 1991-96, 1997-98, 1999-2001

and 2001 onwards.

First Phase (1991-96)the Foreign Exchange crisis of 1991 triggered a majoft sn
domestic and external policy environment. Many & teconomic policies were
formulated in India. The IMF and the Word Bank atsggreed to provide the support to
overcome the condition that structural changes iberdlise trade and investment
policy regimes would be effected. These reformsewstroduced to abolish widespread
industrial licensing and facilitate rationalisatiari taxes, reduction in import tariffs
and reform of Foreign Exchange Regulations. In 891, public sectors categories
industries were reduced from 17 to 6. Measures vgemeultaneously initiated for
liberalising the policy relating to FDI and techogy transfer. Approval mechanism
for FDI was made simpler and transparent. Two aggrooutes, viz.; (i) Automatic
route and (ii) Foreign Investment Promotion BoaFdPB) route were introduced. In
automatic route, only intimation about transferegfuity funds is required to be given
to the RBI. Thirty-five priority industries/sectonsere initially notified for approval
under the automatic route, for which foreign equisyp was pegged at 51 per cent. The
only condition is that foreign equity would also veo foreign exchange for

import of capital goods. However, enterprises neqgi industrial license under the
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industrial (Development and Regulation) Act, 19%if, in which proposed foreign
equity investment was more than 24 per cent of aufie&turing unit were reserved for
small scale industries. Likewise, industries sgifjuire industrial license as per location

policy 1991, which would otherwise not qualify fpproval under this route.

The approval pattern in practice amntid to be highly tilted in favour of FIPB
route, since until 2003 over 90 per cent of appweere granted through this route.
Investors opted for FIPB route, if their investménins did not strictly conform to the
standard guidelines. In the FIPB route, many ssat@re not covered under the automatic
route during the initial phase of opening up. ARGOO, the proportion of approvals under
the FIPB route started coming down, as foreigntgqeistrictions for many sectors were

raised to 100 per cent.

Requirement of dividend balancing wdaspensed with in 1992, except for 22
categories of consumer goods. The phased manufagtorogramme for progressively
enforcing higher local content on foreign firms goaht ventures was discontinued for
new projects in July 1991, and for the existingsuim 1994. The stipulation that foreign
exchange requirement for import of capital goodsutthbe met though foreign equity was

also waived in 1996.

In automatic route for approvals bg RBI, initially the lump sum payment of
royalty was up to rupees one crore. The ceilinglump sum royalty payment was
raised in 1996 from Rs one crore to US$ 2 milliBayment of royalty on use of brand
names and trade markers was, however, not permititl 2000, and wholly owned

subsides were not allowed to pay royalty to thé#shmre parents.
Second Phase (1997-98)

In the second phase, the liberalisation list oustdes for approval under the automatic
route was expanded from 35 to 111 in 1997. Secigmalvth has been increasing in
specified industry/service sector up to 71 per.c&lso, the foreign equity limit in electric
generation transmission and distribution projecss waised from 74 per cent to 100 per
cent, subject to a ceiling of Rs. 15,000 crore,clwvhivas later lifted. An important press
Note No. 18 of 1998 says:

“new proposals for foreign investment and technwallaborations, where foreign

investor has or had any previous joint ventoréechnology transfer/trademark
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agreements, were required to be filed with FIPB”.

Keeping in view the spate of representation fromestors, the Press Note was amended in
2005. As per revised guidelines, the proposals ravige require justification and
satisfaction to the government. The new proposalldvmot jeopardise the interest of
existing JVs which would lie equally on foreign @stors and their Indian partners (Ashok
Kundra, 2009).

Third phase (1999-2001)

In this phase, the focus shifted to opening upndfastructure, insurance and service
sectors and liberalising the royalty payment regif@reign equity was permitted up to
100 per cent in roads, ports, harbours, bridges laghdways in 1999. The Insurance
Act was amended in 1999 to permit up to 26 per tmmeign equity under the automatic
route, under license from the Insurance Regulaaoy Development Authority (IRDA).
Non-Banking Financial Companies (NBFCs), were afldwo make a minimum US$ 0.5
million foreign investment. The condition of divide balancing on 22 per cent consumer,
goods retained in 1992, was withdrawn in July 208freign Exchange Regulation Act,
1973 (FERA, was replaced by Foreign Exchange Management 089 (FEMA}®,
with effect from 1.6.2000, to facilitate maintenanof foreign exchanges market and

promotion of external trade.

Restriction of 10 year period for thgatly payment from the date of agreement, or
seven years from the date of commencement of coomherproduction
was, lifted in September 2000. Also, the restrittion royalty payment to withdraw
foreign owned companies for royalty payments. 18@®Q@he automatic route, with 100 per
cent participation with the foreign equity was ope&nup, except in cases requiring
industrial license or relating to acquisition ofsks of an existing company or proposals
falling outside the notified spectral policies/caps under sectors for which FDI is not

permitted.

Fourth phase (2001 onwards)

During the current phase, policy thrizggtopening up service, financial, and key

°. FERA's objective is protecting the Foreign Excharresources of the country and ensure to proper
utilization of thereof in the interests of the ecoric development of the country

1 FEMA objective is facilitating external trade pagnt and payments and to promote the orderly
development and maintenance of the foreign excharagket in India.
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infrastructure sectors has been sustained. Foreggnty of 100 per cent has been
permitted to provide subsidies to NBFCs for settiqg new airport projects, drugs
and pharmaceutical companies, hotels and touristtorse foreign sectors, townships
and transport system in 2002 which were permittedeu the FIPB and automatic
routes. Foreign equity up to 74 per cent, inclusas¥envestment by Flls, is allowed in
private banks under the automatic route. Besida®ign equity up to 26 per cent has
been allowed for defence industry through the FieBte. Foreign equity was fully
allowed in 2005 under FIPB for the township, hogsand built up infrastructure. In
addition, a provision was made in 2004 for allowimyestment in tea plantations,
print media (24 per cent) and publication of sdfentand technical journals. Besides,
foreign equity is permitted on oil exploration, ilay of petroleum product and LNG
pipelines. Foreign equity was raised in basic aitlilar telecommunications, and limited
access system of national and international loatadce services was raised to 49 per cent
in 2005. These were also recommended by the Sgeénioup of FDI and the Planning

Commission.

In FM radio broadcasting services, @9 cent foreign equity is permitted by
the Ministry of Information and Broadcasting. Moveo, linking non-news and current
affairs TV channels were allowed foreign equitytad 00 per cent; in retail trade foreign
equity was permitted up to 51 percent with (Fordigwestment Promotion Board) FIPB
approvals for ‘single brand’ products only. Thukisthas been allowed to encourage

sourcing of goods from India and improving availapbf such goods for consumers.

The government of India has also peedit FDI in Limited Liability
Partnership (LLP) companies but only in mining, powroads and highways,
manufacturing activities, and drugs and pharmacaisti In these sectors, 100 per
cent equity was opened up to FDI through the auticrmaute. The LLP structure was
introduced from April, 2009. As on May 2, 2011, Z96were registered with Ministry of
Corporate Affair¥. FDI is allowed up to 100 per cent in all actigitisectors except the
following which require prior approval by the Gomerent: (i) Manufacture of Cigars &

Cigarettes of tobacco and manufacture tobacco itutkst Electronic aerospace and

! See, Ashok tundra (2009), ‘India China, A Compasafnalysis FDI Policy and Performance’,
FDI Policy: India, p.p. 71 to 79.

12 EDI in India: Thursday, May 12, 2011.
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defence equipments; manufacture of items exclusiveserved for Small Scale sector
with more than 24% FDI; the foreign collaborators han existing financial/technical

collaboration in India in the ‘same’ field [Referess Note No.1 (2005 seri€s)]

The new consolidated FDI Policy issbgdhe Govt. of India in March 2011, has
introduced and made some major changes. The 2011P#6lizy enables companies to
choose a conversion formula to determine the ratmiversion, subject to FEMA/SEBI

pricing guidelines.

The shares can be issued against therirof capital goods/machinery/equipment
(including second-hand machinery); and pre-opeghtipre-incorporation expenses
(including payments of rent, etc.,). However, befsuing the shares, prior approval is
required from Foreign Investment Promotion BoariPBj, otherwise from the automatic

route.

Until now, a foreign investor, with arxiging joint venture or technical
collaboration (entered before January 12, 2005yldcanot be allowed into new
investment ventures, unless the existing Indiampaissued a no objection certificate and
obtained the specific prior Government approvale T2011 FDI Policy eliminates
this earlier protectionist measure. Further, thidicg was open to the Indian markets
to access but subject to Indian entities-expectimye competition from abroad. In
addition, in the health insurance sector, the 1@r ydisinvestment clause; was
done away with and FDI in the animation sector Whsralised. The available FDI
policies can be seen on the website and also iseaftiendly way (Economic Survey
2009-10, p 164).

Private equity funds, till now unregeld, are set to come under SEBI Regulations.
The market regulator has already started workingeguilating private equity players and

guidelines would be issued by Economic Affairs 8ty by (R. Gopalan, 2011).
a. Policy Regime: China
China’s FDI policy has been highly adedi overall worldwide. It has

been successful among developing countries. In &ChiDI inflows during 1979 to
2009, was 94,999.42 million (USD) (UNCTAD). Sinc@78, China’s strategy was based

13 Department of Industrial Policy and Promotionnidiry of Commerce, Govt. of India, FDI Policiesdan
procures, p.p. 8.
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on the pattern of export-led growth implementedslagt Asian economies, and also these
policies were based on self-reliance and favoucimigpparative advantages. Besides, law
and regulations attracting more FDIs were notified, part of “socialist economic
reconstruction”. The important objectives and piies of the FDI are: acquiring gaining
to capital, technology and management skills amdpaorative advantage with low labour
costs. Foreign investment was sought for infratitirecdevelopment and high technology

for import substitution.

Domestic factors have contributed tokimg a China successful in attracting
the FDI. This policy includes: liberalisation, déy@ment of infrastructure and a
favourable operating environment and to extend epegttial treatment to foreign
investors. Also, SEZs, and Economic and Technotbdievelopment Zones (ETDZs)
provide the requisite infrastructure, for more exjoiented investment in the targeted
sectors. The country has judiciously combined messtor import protection with those
of export promotion. Trade liberalisation was &drin China in the late 1980s which took
off remarkably during the 1990s, after economicwglo had increased remarkably.
Opening up trade coincided with the East Asian tesfacing issues with rising labour
costs. The country offer requisite resource endawtnier export-oriented FDI and a
strategic location for easy access to Asian cosinttowever, favourable circumstance
inflows of such magnitude could not have been ptessin the absence of requisite

platform, infrastructure and a congenial operaéingironment.

China’s economy was opened up on giladma incremental basis, with a
view to secure national-wide support. Reforms moaea@ steady pace and FDI policy
was evolved in a phased manner. The evolution oina®h FDI policy can be
classified and analysed. The legal framework foat titvas evolved progressively.
These legal laws and regulations were amended @ingoto situations. For purposes
of our analysis, the period from 1978 onwards hesnbdivided into four phases, as

discussed below.
a. First Phase (1979-1985):

Foreign investment, in the initial ppawas permitted only in the form of joint
ventures. The “Law of People’s Republic of China dmnt Ventures using Chinese
and Foreign Capital” was passed in July 1979. Tas mostly experimental in nature

till the beginning of 1980s, when the Chinese fitaors towards a market oriented
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system started. China’s FDI policy allowed settuqg of Equity Joint Ventures (EJES)
on the principle of “equality and mutual benefitidacould operate for a period of 30
years. Foreign investment was allowed up to 50 gmércegulations under law in
1983, in sectors such as finance, banking, tratesjpmm, post and telecommunication
and retail trade. The governance pattern of EVJ€hma was different from that of
corporations in the West, because investors in HI)G equity interest, but not stock.
The State Council granted autonomy to Guangdong Fa@n provinces in matters
relating to foreign trade to enable them to setSK¥s. The legal rights of Foreign
Invested Enterprises (FIES) were protected undeicl&rl8 of the 1982 Constitution.
The private sector was given legal status in 1®84recognising it as a supplement of
the “socialist market economy”. Thus, the majori@olshift facilitated setting up of

wholly foreign owned enterprise outsides SEZs.
b. Second Phase (1986-1989):

In China, foreign investors are encoudade set up of joint ventures and
companies, under the “Law of People’s Republic 6in@ on Enterprises Exclusively
with Foreign Capital”, promulgated in 1986. Its wégions were notified under the
law in 1990. This Law aims to benefit foreign ownaaterprises. This kind of mode is
usually favoured in technology intensive entergrisBesides, under Article 3 of the
Law, only export-oriented units could be set upfalty foreign owned enterprises.
This enactment of law on Cooperative Joint Ventunes passed in 1988, and its
regulation was enforced in 1995. A contractual Goapve Joint Venture (CJV) is a
partnership between the Chinese and foreign emgegmwith unlimited liability. In
the case of equity joint venture, liability of paets for sharing risks is limited.
Wholly foreign Owned ventures (WFOs) have evenuadimerged as the most
preferred mode of foreign investment. However, @hiformally applied for
participation in the GATT (General Agreement on deaand Tariff) in 1986, to

enforce promoting domestic price reforms, and distaa market-oriented system.
c. Third Phase (1990 to 2000):

This phase shifted the focus to dgwelent and refinement of regulatory

framework. The law on Equity Joint Ventures and atpns for Wholly foreign

14 See, “Transition and Development in China: TalseéBhared Growth, 2000, pp. 90.
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Owned Enterprises was amended in 1990. Also, a#iga enterprises were granted
protection against nationalisation. Deng Xiaopirggterated China’s commitment to
open door policy for FDI and Market oriented refernChina set up SEZs during
1992 to push forward the overall economic reformscess. To attract FDI, a number
of incentives, and laws were enacted. These incl&deeign Enterprise, Income Tax
Law, Software Protection Regulations, Patent Amesmis) Trademark Laws and
Foreign Exchange Control Regime, governing foreigmestment Regulations. The
Contract Law Act was amended in 1999 to createidenfe amongst investors. The
objective of circular flow of capital is to bring hidhese capital under a more
favourable regime governing foreign investment. €ontrol malpractices related
to overvaluation of equipment and technology swupliby foreign partners
“Administrative Procedures for Appraising Foreignvésted Property” were notified in
1994.

FDI inflows are intended to provide for social aecbnomic development. The
“Provisional Regulations on Funding Foreign Investth were notified in 1995.
Investment projects under these regulations haee bévided into four categories, viz.,

“encouraged”, “restricted”, “prohibited” and “perti@d”.

-The *“encouraged” category includes: projects tida to agricultural
technology, construction, energy and communicatiwajects for industry or for
new or enhanced technology or for augmenting egporhese Projects use
renewable resources or involve new technology arpegent for pollution control
and prevention, as well as projects relating t@stment in the central and western

regions of China.

-The “restricted” category includes: imported teglogy, for which sufficient
capacity exists; or an industry where the statexperimenting with foreign
investments; projects for exploration and extractd minerals and those relating

to sectors which are covered under central planning

-The “prohibited” category includes: dangeroudyioig or wasteful processes or
those that damage the environment, natural resguncenan health or use sizeable
arable land. These are considered destructive dtegiron and development of

land resources.
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-The “permitted” category includes all those prtgawhich are not covered by the

above categories.

These regulations also specified industries forctvimajority Chinese shareholding is
required. Industries sectors in which wholly ownedterprises are not permitted.
Includes: airports, nuclear power plants, oil ard @ipelines, subways and railways,
projects in aerospace, automobile, defence, mir@ng petrochemicals, shipping, satellite
communications and tourism etc., During the 1998n€se economy was thrown open to
the private sectors. The private sector, howevanficued to face discrimination in the

matter of availability of credit.
d. Fourth Phase: post -WTO Period (2001 onwards):

After China’s entry into WTO in 200fbreign companies have been permitted up
to 50 per cent equity in telecommunication and @added services, foreign banks and
life insurance companies. As per the WTO agreemiws on technology have
transformed to intellectual property rights. Mamgt requirements relating to local
content, foreign exchange balancing, technologpsfex and restrictions on R & D,
institutions, has been withdrawn as per the WTOeAgrent on Trade Related Investment
Measures. China has to implement economic reformd andertakes legal and
institutional restructuring to fulfill WTO commitnrmés. Also, a number of institutions
were created. The opening up of financial and sersectors has created a new wave of
investments - leading to buoyancy in inflows. Sqmécy changes requiring diversion of

foreign investment in specific.

Government designated sectors weriietbon 25" July 2004. Incentives have
been given to certain areas, for instance, islaedsa However, this move can lead to
rising inequalities amongst regions. Stability basome an important policy plank. The
State Council has notified the “Decision on Refargnithe Investment System” to
abolish government examination and approval forjeote that do not require
government investment, except large projects. HeweChina’'s parliament passed
amendments in March 2004, to protect private ptgpeas against civil protection

already in place.

During 2008, at the "L.Zhina International Fair for Investment and Traale

Xiamen, Chinese Vice-Premier Wang Qishan, announfeel policies for future

133



investment areas. These include: promotion of thevestment environment,
better utilisation of foreign capital and to enage Chinese enterprises to invest in
foreign countries in (2008-09). In 2009, the specdwnership limit of 25 per cent for
investment in local banks was removed. Inward FDstill prohibited in a numbers of
industries, which include forestry and logging, mi@cture of certain chemicals used
for explosives, firearms and weapons, postal sesyipostal savings and radio and
television broadcasting (Assessment of Liberalisaind Facilitation of FDI in Thirteen
APEC Economies, December-2010). In 2010, the detisoncern items with respect to
Administration and Approval was cancelled or agjdsiGuo Fa (2010) No. 21] and the
policy on Better utilisation of foreign investmg@uo Fa (2010) No.9] was promulgated
by the State Council. The delegates of some atig®rof examination, Approval and
administration of foreign investment to commerdapartments at the provincial level to

cancel some items originally subject to foreigresstinent examination and appro¥al.
Opening Up of Retail Trade:

Retail industry has been opened wpgradual and experimental manner. In 1992,
Commercial retail trade was permitted for foreigmvastment, but was not fully
allowed in retail trade. In 1995, the State Coupefmitted Sino-foreign joint ventures
for retail chain stores in Beijing and Shanghai kthwb0 per cent shares held by
Chinese partners. In 1999, pilot equity joint veesuwere allowed in all provincial capital
cities, capital cities of autonomous regions andigipalities under direct change of the
Central government. With China’s entry to WTO, timamber of joint venture
enterprises in retail business was increased. ke@ber 2001, the products for which
investment was not allowed were also specified.Jime 2004, retail operations
through foreign investment were extended to théreembuntry. This was followed by
the notification of “Measures for Administration Bbreign Investment in the Commercial
sector”, in December 2004. For attracting foreigmestment in the commercial sector,
local governments have been giving and offeringaetihg preferential policies, good
business locations and favoured treatment in Itooadtion. However, relevant laws and
regulations and long term development plans andem@ntation measures still need to be

put in place. It is felt that considering the statedevelopment of the retail industry and

!5 Jnvest in China (2011), Ministry of Commerce ssue Concerning Foreign Investment Administration,
Shang Zip Han, No. 72.
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the scale of operations of foreign retail busingseferential treatment is not warranted.

Besides, retail industry involves pressures onmugdanning and land uge.

Cooperation of FDI policies in China and India:

FDI is the important resource for deveh@mt in the globalisation process. In
both countries, FDI flows have been incregsiafter they become transition
economies. It we consider the major economic agdesg like world production,
world capital formation and world Trade, China Heeen more successful in attracting
large inflows of FDI since the beginning of tramsit However, both countries’
development strategies and policies are differemnhfeach other, as can be seen from
the following:
(). India’s economic policylacks drive on attracting export-oriented FDI.
Attempts to provide infrastructure have been spoyaulecemeal, lukewarm,
segmental and half-hearted. Moreover, FDI have lmexn attracting
investment, due to infrastructural and locationiaeficies. Also, strengths
like availability of cheap workforce, sound finaalcsystem and comparative
cost advantage in the manufacturing sector coutdba@roperly exploited
through export-oriented FDI for infrastructure depenent.
(i). National InterestIn accepting beneficial inputs, both countrieseag to
allow FDI that brought in quick returns. But thes&ivities with ‘un-
favourable impacts’, can lead to the monopolisabbmarket jeopardise
development of local industries, and also cause@mment pollution.
(). In China, physical infrastructure is moreonapetitive, particularly in the
coastal areas (CUTS 2003, Marubeni Corporation &woin Research
Institute 2002, as mentioned in ‘Investing in Indied China’, 2003). But, India
may have an advantage in technical manpower, edlyeii, IT, and better
English language skills of its professional (Anjalilkarni, 2009).

(iv). In India, FDI has been much less imporiardriving export growth, except
sector which has seen tremendous progress. Similarlyafoountry that has,
millions of unskilled and semi-skilled unemploye@rsons, the IT sector

benefits only the highly educated class. If we carmagghe manufacturing sector

16 See, Ashok kundra (2009), ‘India China, A Conagie Analysis FDI Policy and Performance’, p.p.
185 to 192.
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in both countries, we will find that India expotéess than 10 per cent of the
goods. In China, it has created gainful employnientmillions of industrial
workers.

(v).  In both countries, technology has beeriptaan important role in the growth
and development process. Technology imports amhédagy transfer (TT) are
strongly encouraged in China, which is not the gageIndia.

(vi). Labour reforms in India continue to be inflexible due to lack pélitical
consensus on labour reforms, rules andatgn regarding disputes difficult.
Labour regulations are meant to proteetiterests of workers. Reform of these

regulations can help in accelerating groweththe manufacturing sector and
generating employment in labour-intenseetars.

(vii). India has shown relatively poor performange, term of competitiveness,
quality of manufacture, skills and productivity. ede indicators are
responsible for attracting less FDI.

(vii). India’s FDI policy does not offer any spatiincentives,or super national
treatment, to foreign investors. This is partly doigisk-averse nature of NRIs
since most of them are professional and lack maisgapability for export
production with low wage labour. On the other ha@thina has provided
industrial infrastructure incentives, such as lorat duration of operations,
high-tech content, and the export intensity of #erprises to foreign
investment.

(Viii). The positive featureof the Indian economy, such as adequate number of
skilled manpower at competitive rates, tax incesgivor export manufacture
and liberal FDI policy have not been projected aggively. Chinas FDI policy
was envisioned and mandated by political leadersaip the highest
level.

(x).  Moreover, foreign investors are facing peols in setting up joint ventures
due torestrictions on domesticebt financing. In China, local and provincial
authorities have not been vested witbwgy to approve FDI, and
decentralisation of powers, speedier clearancergpgsals, is not fully in
place.

(xi).  In China, provincial authorities directlyndertake promotion activities accord

and investment approvals. However, India due doas have a system
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of automatic approvals.

(xii). Acquisition of land for setting up zonesvery easy in China, while in India, the
recent furor over acquisition of land for SEZs waity stalled implementation
of the scheme. China too is against acquisiticagoiculture land for setting up
zones. Still, China has an edge over India duddifiexent political regime.

(xii). In China, provincial and local authoritiesnjoy considerable autonomy in
economic decision making, logical strategies, an@ind chronological flows,
while in India, the approach is very slow.

(xiiii). A key lessonthat can be drawn from Yao & Sing (2011), partciyl for
developing economies, is the adoption of a pragmaiproach to economic
reforms, and capacity of the country’s, economiuisien makers in this regard
(Amelia U. Santos-Paulino, 2010).

The study regarding the experience of China andalmdntain important lessons for
developing countries as they embark on economieldpment. Bhagwati (2006) stated that
sustainable development should succeed in achiepegness in the world economy, as

well as in economic freedom and political freeddmélia U. Santos-Paulino, 2010).

5.3. FDI an Empirical Analysis in Both Countries

At this juncture, let us analyse the determinanttdis that influence the
inflow of FDI in both countries. India companieseagiving stiff completion to
international companies in some areas. Howeveistita reveal only a part of the story
at the macroeconomic level. At the micro levelngs look quite different. India is
creakingly building from the ground up, while Chiisapursuing a top-down approach -
which reflects their contrasting political syster@$ina’s domestic companies are reaping
the benefits due to the FDI it has attracted siheesarly 1980s.

China’s export-led manufacturing boom has been Iymakte to the FDI it has
attracted. These are provided effectively and hareeed to be a substitute to domestic
entrepreneurship for the last 31 years. China'sn@ety may have taken off, but its
private sector still does not have world-class cangs to compete with the big
multinationals. India has not been attracting theoant of FDI anywhere near that of
China. The India FDI gap is also a tale of two daas. While China has large and
wealthy diasporas that have been longing to hedpntibther - land and the money sent

has been warmly received, this is not the case wita.
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TNCs seek more trade and more open economies feoumes-seeking

operations, especially as they integrate their aloproduction with vertical and

horizontal value-chain linkages. In this way, forcauntry to be a part of the

integration process, it must allow the TNCs to lgasmport and export. Thus,

integration is important, when TNCs seek aseb to serve regional markets
(Chakravarthy, Lopez, and Porta, 1995; Dharmeneha, 2007). In order to use this
phenomenon, our model infers openness of the lumstoey as a determinant of FDI

flows, and it is expected that this variable wik Ipositively associated with FDI

inflows in both countries.

The Determinate Variables influencing FDI in Chinaand India:

Econometric model is employed to acceks cross-country influence of

macroeconomic variables on FDI. These are:

a.

Gross Domestic Product (GDPIt is a substitute for market size. It is a most
significant variable for explaining FDI inflows imtemerging economies. Per
capital income growth rate rates are usually hig after some time, these
would be expected to continue to move upward. l[phattract market seeking
investors. For this reason, real GDP growth is Isusxpected to have a

positive effect on FDI inflows.

. Openness of tradeéhere are two ways to measure the openness @ t€atk is

the effective tariff rate, which is the ratio ofritrevenue to total imports
(import total revenue taxes ratio). The other isadé ratio (share)
import+export) in total GDP (I+E/GDP).

. Inflation: high rate of inflation indicates internal economiitstability. It

implies that the host country is unable to maintenessary monetary stability.
Under conditions of high inflation, firms face umténty in pricing of

products.

. Current account balancethis is a measure of the strength of the curresfcy

the host country. A deterioration in currency actdobalance leads to a
depression of the host country currency. It leamsnflation and adversely
impacts the exchange rate. An increase in the mumeficit may lead to

reduction in FDI.

. Real Exchange ratdoreign investment gain or loss impact the exclearage.

With depreciate exchange rate, it can export masilye and gain from
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resources seeking FDI. If, it continuously depreginvestors will avoid the
investments. Therefore, the import exchange rapeedetion on FDI inflow is
ambiguous.

f. Interest rates:Interest rates are the main determinants of investnon a
macroeconomic scale. The current thought is thahtérest rates increase

across the board, then investment decreases ngaa$all in national income.

Methodology:

In order to analyse the association of the differeracroeconomic variables,
we have used four regression models to find thaiplessignificant factors which might
influence the foreign direct investment in both wiies. The four regression models are

as follows:

Model I: log(fdi) = c + log(gdp) + diff(log(fdi)) + £t

Model II: log(fdi) = c + log(reer) + loz(ot) + &£t
Model lll: log(fdi) = ¢ + IT + Inflation + £t
Model IV: log(fdi) = c+ log(gdp) + log{reer) + log(ot) + inter + infla + &t

Where, C= constant, fdi = Foreign direct investmendp = Real gross domestic product,
infla = Inflation rate, reer = Real effective exolge rate, ot = openness of trade, inter =
interest ratesAfdi = Change in FDI, and = random error term. Theppse of our
empirical investigation is to analyse the effedt&DI on economic growth and how does
FDI (USD) inflow interact with macroeconomic variab, such as GDP (US$), Openness
of trade(USD) (E+I/GDPJ, inflation (cons. annual %), Real effect exchamgees
(2005=100), Current account balance (USD) and esterates (percentage) in both
countries. The effects of FDI on economic growthairframework of cross-country
analysis, for using a data during the period 197310 will be tested.

There are several advantages of adopting a legdliform. For the analysis, in
the case of both countries, certain macroecononsidalvies are extreme values,
arising in some years and from certain OECD coestrWe have accounted for log-
linear variables such as FDI, GDP, Real effect arge rate, and openness of trade.
Linear variables are inflation and interest ratewidver, logarithms have been used to
unify the data.

7 Jay Squall and Kenneth Wilson (2006), “A New Agguzh to Measuring Trade Openness”, he employed,
Trade openness is popularly measured as (X+M)/ GDP)
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Table 5.2: Desctiye Statistics of India

FDI GDP Inflation | REER T oT
Mean 5976.00 4.9E+11] 7.98 123.16 6.2} 0.184
Median 974.00 3.2E+11 8.32 103.90 6.87 0.176
S.Er 1893.82 6.9E+10 0.56 5.99 0.4% 0.014
S.D 10879.16 | 3.9E+11 3.22 34.41 2.56 0.080
Minimum 5.64 1.4E+11 2.52 86.3( -1.08 0.101
Maximum | 42545.72 | 1.7E+12 13.87 181.80 10.74  0.4p5
Obse. 33 33 33 33 33 33

Table 5.2; presents some figures about India, witexré-DI inflow is influenced by other
macroeconomics variables. And FDI has a significamtelation with GDP, Inflation,
REER, IT and Openness of trade. So, monetary aodlfvariable are playing a vital role

in stabilisation of the economy.

Table 5.3: Coraglon Matrix’s of India

FDI GDP Inflation | REER | IT oT
FDI 1
GDP 0.902 1
Inflation 0.017| -0.0239 1
REER -0.296| -0.3976| 0.1461 1
CAB -0.723| -0.770| -0.353| 0.095
IT -0.258| -0.363 -0.323| 0.064 1
oT 0.892| 0.896 -0.140| -0.574| -0.259 1

The correlation matrix: describes the correlatiostween two or more variables.
Correlation is one of the most common and useilsdical tool. A correlation is a single
number that describes the degree of relationshigvds:n two variables. We have
considered macroeconomic variables for correlabetween FDI and other variables.
Table 5.3, explains, the correlation matrix of mdivhere it is seen that FDI has a strong
and positive correlation with GDP, inflation andeopess of trade. The existence of
statistical significant correlation implies posdiviDI inflows. If we observe other
macroeconomic variables, real exchange rate, atedest rate have a strong negative
statistically significant correlation with FDI.
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Table 5.4: Descriptive Statics of China:

FDI GDP Inflation | REER IT oT

Mean 33298.23 1.95E+12 5.47 151.84| 1.9572 0.368¢

Median 33766.50 5 59E+11 3.32 114.44| 2.2490 0.3413
SE 5919.81 2.59E+10 1.11 13.14 0.6048 0.0246
S.D 34006.74 1.49+12 6.35 75.63 3.4745 0.1413
Minimum 0.08 1.48E+11 -1.41 82.35 -7.9820  0.1423
Maximum 108312.00 5.88E+12 24.24 319.48  7.4690 0.6489

Obser. 33 33 33 33 33 33

Table 5.4 presents some figures about China. ltdvbe see that FDI inflows have a
strong association with other macroeconomics vegalFDI has a significant
correlation with GDP, Inflation, REER, IT, Cab a@genness of trade. So, FDI
is impacted by certain macroeconomic variables in &hin

Table 5.5: Correlation Maix’s of China:

FDI GDP Inflation REER IT oT
FDI 1
GDP 0.9248 1
Inflation | -0.2385| -0.2654 1
REER -0.5747| -0.3928 -0.1442 1
CAB 0.8478 | 0.9235 -0.2210 -0.2919
IT -0.0606| -0.0517 -0.7326 0.1714 1
oT 0.8259| 0.6946 -0.0230 -0.7422  -0.2879 L

The above table explains that in China FDI has rangt and positive correlation
relationship with GDP, Cab, and openness of tratie.existence of statistical significant
correlation means to attract the FDI inflows. Ini@h if we observe other macro-
economic variables, real exchange rate, and intess have a strong negative statistical
significant correlation with FDI. Thus, the determant factors to the FDI inflows such as

GDP and openness of trade have a significant etioal with FDI.
Empirical Analysis Results

The purpose of our empirical investigation is toalgise cross-country the
effects of FDI on economic growth in China and &dind to examine factor that
determines. These include: FDI, GDP, Inflation, REHnterest rate and openness of

trade. We test the effect of FDI inflows to investits in the framework of cross-
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country equation. The empirical model has four é@qua. The regression models
shows results and we can compare the multiple segme coefficients of both
countries. In the constructed the regression modglsfour equations yield different
coefficients. However, during the phase transitihhe FDI inflows in both countries

have been large.

Table 5.6 reveals that different regression reswits-a-vis models 1, 2, 3 and 4.
Regression model 1, explains whether FDI of anyntrgucan account for both
growth of the country and it own past behavior,, ichange in FDI in the modeling
period. Basic specification with dependent variakike FDI; independent variables are
change: in FDI, GDP. Model 2, explains whether BDany country can be explained
through exchange rate policy changes and behawdndrthe country opening up the
economy and the effect of that. It includes: intdoan of FDI, with REER, and OT.
By means of Model 3, FDI inflow can be explainedotigh interest rates (monetary
policy of any country) and inflation (general prickanges over a period of time).
Regression model 4, presents the impact of allsteied variables on FDI and its
changing policy structure in the any economy. Tlepethdant variable is FDI, and
explanatory variables are: GDP, inflation, opennesstrade, exchange rate and
interest rates. The four regression models showt thast coefficients have the

expected signs. The estimatetVBlues shows a fit in cross sectional data.

India model result: we can be postulate that GDP, Real effective exghaates and
percentage change in FDI are more significant tbHrer variables. The remaining

variables are not statistically significant.

Table 5.6: Determinant Factors of FDI in India: Regession results

Model 1 Model 2 Model 3 Model 4

Constant -85.262**% 24.639*** 13.892*** -35.287***
Change in FDI 0.6256**%

GDP 3.4404*** 2.113***
Interest Rate -0.667*** 0.0021
Inflation -0.342%** -0.0586
REER -1.953*** -2.462%**
OT (E+1)/GDP 4.888*** 1.325*
Obsr. 33 33 33 33

Note: *, ** and *** are 1%, 5% and 10% levef significance, respectively.
Model 1: the regression result reveals that the interaatibRDI gives a positive and

statistically significant coefficient while chandeDl and GDP. FDI inflows depend
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on GDP, this has also been the case, of FDI inflpgsformance to attract FDI

investments in India. Especially, after financiaforms FDI inflows and GDP rate
have been accelerating in on economy. The changeBDl and GDP is (10%)

positive statistically significant. It means thdtaoge in FDI and GDP have a positive
impact on attracting FDI inflows into India. Thetiesated coefficients indicate that
the India can benefit positively from FDI, througie positive interaction with change
in FDI and GDP. This leads to economic growth irvedeping countries. Recent
literature ahs concluded that FDI and GDP havesdipe correlation relationship.

Model 2: The interaction of FDI has a positive and stat#ly significant coefficient

with REER and trade. REER has (10%) negativelyssizdl significance. Openness of
trade (10%) has a positive statistical significanBEER has a vital role to play in
domestic and foreign countries to influence investmThe FDI and trade is interaction
of statistically significant. This implies that Fnd trade are helping each other in
advancing the growth rate of income in developirauntries. In addition flow of

advanced technology by FDI can increase the graatb of the host economy by
interacting with trade. The estimated coefficiemtdicate that host countries benefit

positively from FDI, and through FDI’s positive @raction with REER and OT.

Model 3: Macroeconomic policies and institutional stabilitguld have a significant

impact on FDI and economic growth. Interest ratd aflation have (10%) negatively

statistical significance. Recent literature indésathat FDI is greatly influenced by the
host country policies, such as monetary, fiscal @@eh market policies such as inflation
rates, and interest rates. If change in inflatiod &terest rate it would be positive in
impact to FDI. The estimated coefficients indicatledt host countries benefit positively
from FDI, and through FDI positive interaction wlthw interest rate and inflation.

Model 4: Overall regression result the interaction of FIdIgs a positive statistically

significant and non-positive variables: such as GDRation, interest rate, REER and
trade. The empirical estimated coefficient resgh®w that GDP (10%) has a strong
positive significance and REER (10%) ahs a stroegative significant, and also
openness of trade at (1%) significance level. Reimgi coefficients of the variables
such as inflation and interest rates, are notssizdi significant for FDI inflow. Indian

has favourable policies, tax insensitive, cheapuabcost to be able to attract FDI
inflows, after the transition reforms was introduice the 1991. There is a positive

relationship between FDI and the GDP growth ratat &#lso a positive interaction
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between FDI and REER in triggering economic growius macroeconomics indicators
have influenced FDI inflows in to India. A countsyéconomic growth is also affected by
its macroeconomic policies and institutional si&pilEfficient macroeconomic policies
and institutional stability are necessary precoods for FDI-drive growth to materialise.
The estimated coefficients inflation and intereserare not statistically significant, but
REER has negative statistical significance. S, itiplies that lowering the inflation
rate would indicate that the host country'ascneeconomics policies are stable and
disciplined. When Interests rate and REER are lbwse help attract to investments -

both foreign and domestic.

Figures 5.5: emphases the behaviour of macroeconomics variatitesFDI in India.

It explains the fluctuating trend lines in diffetemariables and trends over all the
periods in India. This methodology is employed & the studied variables on FDI
and its changing policy structure in the any ecopoin India, GDP trend has been
accelerated, especial after transition reforms. l@V@ank report, on 2000 onwards
shows the growth rates have rapidly grown. Inflatiate is the overall period has
show a fluctuating trend. However, in the perio®8%o 2005, inflation trend was
downwards due to effect of drought, Oil shock dffand financial deficiency. The
inflation rate is a key indicator of fiscal and netary policies of a country. A low
inflation rate would provide a better climate fanvestment, trade and economic
growth (Fisher and Modigliani; Froot and Stenin;ivah S. Makki, 2004). Real
effective exchange rate was very high before ttemsreforms periods and effect of the
reforms in exchange rate was drastically decreahed to devaluation of the rupee
and the fall in the exchange rate. Thereafter, dahvertibility of the rupee, FDI
inflows also increased. The CAB has been showingtdlating trend from the
beginning, which means that it is increasing grgnvthe FDI inflows. Also, interest
rate is overall period trend should a fluctuatioend, which led to sluggish influence
on the FDI inflows. In 1979, IT was negative. Opess of trade (export-import) trend
was fluctuating before reforms, but financial refigrtrend has changed. Results show
that FDI inflows are slowly picking up; though im® are higher than exports in
India. In exports the matter of IT and servicest@scare booming after 2000. Thus,
trends levels show the factors that influence tid bflows in India. FDI inflows
were sluggish before transition reforms. ThereafteDl inflow started steadily

swelling, by due to the influence of macroeconowadables.
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Figure 5.5: Behaviour of Indian Macro Economic Irdicators from 1978-2010
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2). FDI in China:

China model result All factors have shown the expected, outcomesetivedude: GDP,
real effective exchange rate which are significafihe remaining macroeconomic
variables are not statistical significant. In tlese of the China, FDI inflows depend upon
current year performances, its inverse relationsghip India. The result shows that GDP
and real effect exchange rate strongly influencé iRflows. Openness of trade, inflation

and interest rates are not much influenced in China

Table 5.7: Determinant Factors of FDI in China:Regression results

Model 1 Model 2 Model 3 Model 4

Constant -49.774*%% 29.984*** | 9.6115*** 2.515
Change in FDI 0.513**

GDP 2.148*** 0.956***
Interest Rate -0.1539 0.1137
Inflation -0.0079 0.0293
REER (Exchange Rate -3.651*** -3.928***
OT= (E+ I)/GDP 2.871*** 0.6858
Obser. 33 33 33 33

Note: *, ** and *** are 1%, 5% and 10% ldwaf significance, respectively.

Model 1: regression results show that the interaction ofl FAs a positive and
statistically significant coefficient, with chang®l and GDP. Change in FDI and GDP
are (10%) of positive statistical significance. Tdsimated coefficients indicate that host
countries benefit positively from FDI, and througbI's positive interaction with change
in FDI and GDP.

Model 2: The interaction of FDI is a positive and statislig significant coefficient
with REER and Trade. REER is (10%) negative stesissignificant and openness of
trade is (10%) positive statistical significant. Il as these both variables are quite
opposite. The estimated coefficients result shdwvas €hina’s benefit positively from FDI
and through positive interaction with REER and Eradihe effect of exchange rates
targeting to stabilisation policies. The estimateéfficient of FDI is positive statistically
significant, with the estimated coefficient of teadrhese indicate that impact of FDI in
the host country’s economic growth (Shiva MakkiQ20WB). Coe and Helpman (1995);
HK Natha (2008), argue that trade is the spillogtfect of foreign R&D on domestic
productivity. Thus, trade policies are significemdrive up the GDP.

Model 3: Regression results shows interaction of FDI hagatimee coefficients with

interest rate and Inflation. Interest rate andalindin are statistically insignificant in
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China. Inflation is an important player. Too mucifiation and too low inflation would

affect the economy. The effect of macroeconomiediksation policies represent that
these can potentially affect growth. Berg, et. @996), used inflation as a stabilisation
proxy. As a result show that the China can befeiih low positive with interest rate and

Inflation.

Model 4: Overall regression results reveal that GDP (10%yehpositive statistical

significance and REER (10%) is negative statistgighificance. On the other hand,
macroeconomic variables, such as interest rateirdtation and openness of trade are
not statistically significant. The results indicdt®I| has a positive effect on domestic
investment. It implies that FDI stimulates to dotiesnvestment. These findings
conform to those to Borensztein, Gregorio, and L®eiva s Makki, 2004. Shiva S
Makki, in his analysis concluded, explained thatdé& is not statistically significant.

Our results are that trade interacts negatively WiDI. GDP, REER greatly influence
to FDI in the China. However, in China’'s domestiarket, the low labour cost,

abundant natural resources and autonomy are ther rddaying forces for attracting

FDI from other countries.

Figure 5.6: Explains and that FDI has a positive interactiothwsDP. Even recent
literature reveals that FDI and GDP have a positekationship in host countries.
China’s growth has been steadily increasing andcintry has the fastest growth
rate among the Asian countries. So, it leads tesacthg FDI inflows. Before
transition inflation rate was high, but after 1987 inflation rate was come downward
resulting in increasing FDI inflows. Effective readéxchange rate, since the
beginning of transition shown has been downwarddtrerhich is favourable for FDI
inflows. Example, with depreciate exchange rateah export more easily and gain
from resources seeking FDI. However, if the infati rates it continuously
depreciates investors will avoid the investmentker&fore, the impact of exchange
rate depreciation on FDI inflow is ambiguous. Alflle current account balance
position was positive, except in five years, itdeao more FDI inflows. During the
transition period, interest rates have been flustgabut these rates were moderate
another positive sign for encouraging foreign inment. High interest rates lead to
capital outflows thereby depreciation of the cucsenin other words, exchange rate
depreciation may cause the rise in interest raterdfore, both the interest rate and
exchange rate might be affecting each other (PradguDash).
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Openness of trade trend level has been growing usecaexport revenue has
been high after the WTO accession in 2001. In Ghéxaort trend is higher than that
of import, it means export-lead the Trade. Afteansition economies, technology,
knowledge may also be transform through exports iamgbrts and it leads promote
the economic growth, attracting the investmentsarfkel & Romer, 1999; Frankel,
Romer & Cyrus, 1996; Grossman & Helpman, 1997; F&8nk. Hsiao et. al., 2006).
Consequently, it would attract more foreign investdo invest in host countries.

Thus, the macroeconomics variables are vital mkttract FDI inflows in China.

Figure 5.6: Behaviors of China Macro Economic Ingtators from 1978-2010
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Comparison of both models

The correlation between FDI and growth rate couldeafrom an endogenous
determination of FDI. In other words, FDI itself ynae influenced by innovations in
the stochastic process governing growth rates. drfdogenetiy problem is addressed
by using the instrumental variables (see Borenszt@regori, and Lee; Shiva S.
Makki, 2004). The estimated coefficients on FDI amtchde are positive, but
statistically insignificant. In fact, theoreticallfFDI-Trade shows a positive growth.
The interaction between FDI and trade is tpa@si and statistically significant,
according to Liuet. al., (2002) brought out the relationship among econognawth,
foreign direct investment and trade in China. Taliernative estimation also suggests
that our results are robust. Some estimations e@fficeent results show statistical
insignificance, but, theoretically these would sheignificance. Even though some
authors argued that IT, inflation, and REER areatigg and positive growth, still

there is ambiguity about these variables.

Findings suggest that, both countries are attrgc&l inflows from other
countries by both through their domestic marketd emeap labour costs. On the other
hand, the effective macroeconomic policies and ituiginal stability and initial
conditions of countries are necessary for inflowFdil. Lowering the real exchange
rate, current account balance, interest rates waqurlmmote economic growth in
transition economies. Yuqging Xing, Guanghua WonO@O0argues that the relative
FDI of one country is determined by the relativaaroges in exchanges rate between
its currency and the source country. Berg et 4P99) emphasised the importance of
macroeconomic stabilisation for growth in trangitieconomies of the Central and
Eastern Eurobarometer (CEEB) regions. Consequeatlgpuntry’'s economic growth
is also affected by the macroeconomic policies amstitutional stability in both

countries.
5.4. Conclusion

China has the greatest FDI potential among the BRI account of economic
size and rapid economic growth. In additional, @hiras grown at a phenomenal rate and
other transition counties are now trying to catgh kndia, still, is far behind. India can
certainly learn lessons from China and create g@&aial business climate in the country
to catch up in the China. In both countries, maopoemic variables can play a crucial
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role to attract huge foreign investments. Resuimasthat China’s strengthen its GDP
and favourable, exchange rates, while in India G&4eéhange rates and openness of trade
are more attractive influences for FDI. If, Indianccreate structural changes at a fast
pace, it might attract more FDI and grow rapidlyowver, in fact, India has created
economical freedom for increased private sector Braths National Corporation (TNC)
participation, brought about openness of tradeettolme more global in its outlook and
formulated flexible labour laws to attract free kRetrdemand, in its quest to become a
major player in the global economy.
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CHAPTRE- V (b)

A COMPARATIVE STUDY ON TRANSITION ECONOMIES IN
CHINA AND INDIA: A PERSPECTIVE TRADE ANALYSIS

5.2.1. Introduction of Trade
b. Background of Trade
c. Significance of Openness of Trade
d. Trade policy reforms in Transition Eonomies
e. Trade and growth take off in Asia
5.2.2. An overview of Trade in China and India in he Transition Perspective
5.2.3. Trade policies analysis of China and India
5.2.4. Role of Trade in selected indicators - infences in both Transition Economies
from 1978 to 2010.
5.2.5. Conclusion
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5. Introduction

Both countries share a common legacy of foreigfiuénce or domination.
Thereafter, communism took roots in China and deatimcsocialism in India. In the two
Opium Wars (1839-1843 and 1856-1860), Great Britaerced China to open up trade,
partly to facilitate an exchange of British opiuar €hinese tea. The Japanese invasion of
(1937, p.25) followed by civil war and Communistatution in 1949, did not endear the
Chinese to foreign commerce, and for a long tinberafrds, these experiences hampered
China’s attempts to open up its economy to theideitworld. Similarly, the East Indian
Company dominated for India close to 100 yearsreedelivering it to the British Crown
in 1857. Until recently, did not show much Indiaderest in attracting foreign capital
and opening up to external trade. These eventsrbegal why liberalisation of foreign
trade took so long to arrive in India and ChinaqiMaldur Gylfason 2005). Since Adam
Smith stated that the economics has been searéhintpe causes and effects of the
growth of income and wealth and for the explanatdrthe structure of international
trade, the exchange of goods and services aresacati®nal borders (Vladimir Bencaek,
2008).

Both countries are now playing a vital role ire tAf' century global economy.
Their expansion of trade has had a noticeable itmpaglobal level growth, and through
a number of channels, with trade showing arguabéy dtrongest growth (Winter and
Yusuf 2007; Renfeng Zhao, 2007). India had theek&isexport growth among major
traders in 2011, with shipments rising 16.1 pert.chteanwhile, China had the second-
fastest export growth of a much major economy, .8t &r cent (WTO). India also
emerged as the second-fastest importer after Chnoaying at a rate of 6 per cent in
2011. India’s account of trade GDP growth rate ageris (30.76%) in 30 years; and
China’s (33.57%) (see Table-5b.1). China has coat&d to success story of economic
strength activities by such as traditional manufang and export-led growth strategy
and foreign trade, and also has a vast resourahedp labour and domestic savings.
Meanwhile, the service sector and reliance, torgelaxtent, on domestic demand, IT,
pharmaceuticals and potential of financial markatehnbecome the leading drivers in
India’s success in triggering economic potentiabwgh.® An increase in use of

technology has affected both countries sectorst loutite the opposite way. The services

! China-manufacture export-led growth contrastsalrgervices sector demand driven growth (IMF
Survey, March, 16, 2012).
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sector requires a large number of human developrskiis. However, the policy
implications of the development strategies of bttt countries vary (Patricia Costa,
Mayuri Guntupalli, Vishaal Rana, and Huong TrieQ0@). In both countries, trade, as a
per cent of GDP, has generally risen steadily dutive period 1980-2010. In 2010, the
figure was 55.23 per cent for China and 46.32 falid, as against the global figure of
55.86 per cent. Thus, both countries can learn faoh other in several areas.

Table 5b.1:

Measure of China’s and India’s integration with theworld Economy from
1980-2010

Years
Indicators 1980 1985 | 1990 1995 2000] 2005 201(
Merchandise Exports 181 2.73| 6.20| 1.48| 2.49| 7.61| 1.57
India | Merchandise Imports 1.99| 4.22| 5.33| 1.32| 2.25| 6.59| 1.39
Trade (% GDP) 15.56| 13.05| 15.68| 23.13| 27.38| 41.32| 46.32
China | Merchandise Exports 8.58| 9.14| 1.79] 3.063| 4.23| 9.96| 2.19
Merchandise Imports 1.48| 159 2.35| 3.47| 5.15| 1.42| 3.27
Trade (% GDP) 21.66| 22.50| 29.16| 38.81| 44.24| 68.63| 55.23
Merchandise Exports 197| 1.88| 3.47| 5.17| 6.45| 1.049| 1.52
World | Merchandise Imports 201] 1.95| 3.55| 5.22| 6.65|1.076] 1.52
Trade (% GDP) 38.48| 37.96| 38.27| 42.02| 49.08| 53.82| 55.86
Note:Trade is the sum of exports and imports of goodssemvices measured as a share of gross
domestic product.
Sources:World Bank, 2012All values in current, millions US$)

Table 5b.1 presents the measure of China’s anda’sdntegration with the world
economy during the period 1980 to 2010. In Chimports are soaring compared with
imports because potential manufacture sector sraosition.

Figure 5b.1: Comparison of India, China and World Trade GDP percent from 1978-2010
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While in India, export was low but after the refarmaxport have been accelerated the
growth, imports are low to compare with exportss@lexcept 1990, Indian exports more
than imports. Although after effect of financiaists in the World trade as a result of

decline trade in both countries. Till 2009, tradevgh rate was rapidly raised in both

countries. The World Trade Organisation (WTO) ir0209 per cent has declines in

global trade for 2009 the largest in over 60 yégronomic Survey, 2009-10).

b. Background of the Trade

In earlier times, trading was mostly through thetér system, since then the
currency system that we know today was not in voglence, people used to exchange
goods. A close examination would shows that théebalystem was based on feature like
comparative advantage and “division of labour”. this process, the needs of the
consumer used to be met. However, the mechanisna lmanber of disadvantages. No
wonder, in course of time, the currency system ttodng roots.

Domestic market is based on tenciple that human depends upon each other.
The barter system was based on homogeneous prpdestsalised markets operate, and
a mismatch between demand and supply. In todaymmedtic markets, all kind of
products are available. If case of a demand-sugealy, this is always scope for
approaching other markets for trading purpose.

In some respects, the domestic market is sinolamternational trade, because all
trade indicators must be taken into account. While domestic market operates
homogeneously, the international trade is exogenemsboth domestic and international
trade, there are various policies, conditions, @astrictions. Depending on the country’s
economic solution, prices of certain products néedoe cheap (especially for the
domestic consumers), but high in the internationatket.

The dynamic effects (Balars, 1961), which aim ebr®mic integration, may
influence the rate of growth in GNP of the partatipn nations and: a) increase the size
of the market b) Affect specific and general cdastictures, c) benefit trade creation by
linking economic regions d) influence the locatiand volume of real trade; and
e) influence economic efficiency.

Transition is a part of economics. Transitionhs process of economy in which

trade has an important role to play for integratiath the local markets. Trade involves
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an openness of all elemes of theeconomy. Trade creation and diversion are the

concepts most widely used in internal economiogiraton.

c. Significance ofOpenness oTrade in China and India

The domestic market ian importantplayer in the process dnternational trade.
Similarly, when the domestic market facing issues like misatchin supply-demand
and scarcity of resourcesnternational trade can help overcome thégernational trade
includesbilateral trade rationship between two countrieghich encompa: institutional
development, division of labour, specific produatsovation and opportunity cos

India and Chinahave achieved remarkable growth by tlopenness of trade.
Opening up the tradeas triggereche growth of GDRand expandetheir share in the
world economy.China’strade expansion has, at least in phden reflectein greater
specialisingin the final processing sembly of large volume ofjoods« and made the
country a world factory of r-exports. In Chinahalf of exports are ' other countries,

mostly incertain high technology produc

Figure 5b.2: Export/GDP ratios of China and India from 1978- 2010
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However,China’s (r) manufacturing, exp-led growth contrasts with (I) India’s servici
demand-driven growt{IMF, 2012). In China, (see figureb.2) the simple ratio c
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exports to GDP is 1.4 per cent in 1980 and 2.8cpet 2010, the corresponding figures

were 0.32 and 2.1 per cent respectively.

After transition 1991, export-GDP ratios have digamoving upward in both
countries. However, in both countries, export-GR&os declined in 2008 due to effects
of the global recession. We can conclude that Climauch more integrated into world

trade compared with India.
d. A Simple Model of Economic Reforms

Figure 5b.3 explains the maximum possible, or mitd€ output that can be
produced with given input levels and technologyeSélevels of outputs could not have
been achieved with fewer inputs with the existiaghnhology. However, the economy is
producing pointA, where the output is less than the country’s gakoutput, given its
frontier production possibility set. The countrypi®ducing at poin# due to various non-
price and organisational factors. Also, governmeoticies can use to influence
production.

In this context, there are two basic options fog government, which are not
mutually exclusive. Alternatively, the governmerayrchoose to maintain the same input

level and to effectively use the inputs to prodati.

Output
Yol B — ProductiBossibility set
Y A
o X X2

Source: Kaliappa Kalirajan (200)

However, policy emphasis needs to be different,eddmg on which path the

government would like to choose. One option forgbgernment is the path frofto C,
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reduce the levels by encouraging substitution atehsive use of inputs. The relatively
major emphasis of the fiscal policy reforms is oaring government expenditure.

On the other hand, the government may choose thtie foam A to B, by
improving the competitive structure to achieve@éint use of inputs. Accordingly, these
policies can be applied to influence competitiveicure, trade policy, exchange rate
policy and investment policy, all of which play andinant role in the reform process.
Indeed, developing countries with serious supplttiéeecks and unemployment
problems tend to go more for the choice of the fatm A to B relative to the path from
AtoCandB.

In this study, analysis is restricted to examime types of trade policy reforms,
implementation of which impact export promotion amaport liberalisation. Several
empirical studies conclude that there is a strarmysagnificant effect of openness to trade
on growth performance (Srinivasan, 1998; Kaliapjgdirijan, 2004). Thus, trade policies

are playing a crucial role in economic development.
e. Trade Policy Reforms in Transition Economies

Trade liberalisation has been an integral patheftransition process undertaken
by former centrally planned economies at the begagof the1990s. Trade liberalisation
was expected to proceed rapidly and most effiogrewith major flows of the centrally
planned economic system. The issues, here, are:

.  The distorted price structure, resulting from theevipus system of
administered prices, and
Il.  The centralised and highly integrated producticsteay by large monopolistic
enterprises.
In other words, trade opening was designed to ‘mthpeorld prices and “inject’ more
competition into national economies.

Trade liberation can play an important role istmgcturing economics in the
context of transition economies. Outcomes of tlgmkralisation in transition economies,
can be based on: a) Macroeconomic variables, bictBnal policies (including external
liberalisation); and c) Initial conditions in diffent transition countries.

In addition, monetarists point out the importan€@olitical factors, timing of the
reforms and success in winning public support, esithere are issues like inflation and

generally high unemployment rate. Consequentlypsiteon countries have tended to
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adopt a rapid and radical reform approach. Recemtldpments also clearly show a

parallel between recent GDP performance and opsnnésansition economies.

Main lessons learnt from liberalisation experientdransition economics for domestic

policy and decision-makers are as follows:

» Radical and fast trade liberalisation, initiatedtie early stages of the reforms
process, has been more successful in overcomitig idistortions.

* The success of trade reform is largely dependermiroper legal framework and
institutional settings.

* An “external anchor” has to make an essential dmution for the success of

trade reforms.

f. Trade and Growth take off in Asia

After trade liberalisation, a number of countrimgan to emerge, as economists
and policymakers took note of some surprising ssse® in the developing world.
Economies that experienced a dramatic accelerdahotheir growth and began to
transform themselves into advanced nations incl&berth Korea, Taiwan, Hong Kong
and Singapore. Today, the lists of countries thmtehexperienced accelerated growth
include the world two most populous nations - Chama India. As can be seen, South
Korea began it economic ascent in the 1960s, Chirthe end of the 1970s, and India
around 1990. The process has been marked by ntfamges in economic policies. The
new policy involved reducing government regulatiordifferent areas, including a move
towards free trade. The Asian successes storiesmgmte that the proponents imports-
substituting industrialisation proved were wrongisl possible to achieve development
through an export-oriented approach and adoptimyoaghes like: trade liberalisation,
reduction in tariffs and the lifting of other imporestrictions. After 1980s, India’s
participation in inwards trade surged as tariffseMerought down and import quota areas
removed within a short period. India’s economicvgio has been high. The big question
is, how India’s growth rate has increased so dreaat? The question is the subject of
heated debates among economists, some have argagdatter trade liberalisation,
India’s participation in the global economy wasatali Other has pointed out that India
growth began accelerating around 1980, but becahéiddged from the beginning of
the 1990s. However, whatever was the effect of ghalimdia’s transition has been a

welcome development (pp. 256-268).
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5.2.2. An overview of Trade in China and India in arransition Perspective
An overview of China and India:

China and India established diplomatic relationsApril 1, 1950. After that, both
countries Prime Minister were being visited cowedrhave been visiting each other’s
country. In 1984, China and India entered intoaaldéragreement, which provided them
the status of Most favoured Nation (MFN). Subsetjyeto in 1992, both countries
established full-fledged bilateral trade relatiolms1994 marked the beginning of a new
era in China-India economic relations. A recent elgwment of the India-China
economies ties is the rapid increase in bilateratld. However Indian industries’
ambivalence over the proposed Indo-China Free Trhsgleement (FTA) stems from

concerns over previous FTAs signed by the two govents.

Rajiv Gandhi's visit to China in December 1988 Higd a warming trend in
relations and agreement to broaden bilateral tiesarious areasAs the mid-1990s
approached, slow, but steady, improvement in aiatvith China was visible. Top-level
dialogue had continued with the December 1991 weisithinese Premier Li Peng to India
and the May 1992 visit to China of Indian Preside@amaswami Venkataraman. Border
trade was resumed in July 1992 after a break okrtfwan thirty years. Consulates were
reopened in Bombay (now Mumbai) and Shanghai ineBder 1992, and, in June 1993,
the two sides agreed to open an additional bomdeling post. Though Rajiv Gandhi's
visit to China in December 1988 was usually ideémdifas a turning point and break-
through in India-China relations, it should also fied that many years of previous
effort contributed to it. Eventually, in 1984, ladand China signed a trade agreement,
which provided for Most Favoured Nation Treatmemd also in 1994, the two countries
signed the agreements on avoiding double taxattmwever, both countries reforms

began at different periods and situations.
a. Trade reforms process in China

Chinese economies reforms began in 1978. Thessect conditions for rapid
economic growth and structural changes. In 19886, dbuntry began to attract FDI
inflows. Soon, the country began to emerge as goiitant global trade power. China
was the second largest trading nation in the weafter the United States). Its trade
activities are growing more rapidly, compared wihy other large economy. Trade
liberalisation has been an integral part of Chine¢enomic reforms process since its
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beginning. China’s trade policy reforms took a rtexst with the country’s entry into the
WTO on December 11, 2011.

For a long period of time, China was consideredoaf@unist country with a
closed economy. In the overall 31 year of reforths,country has continuously pursued
trade liberalisation and trade promotion. The hggbwth rate of China is attributed to
high level of trade and greater investment effdlte Special Economic Zones have also
helped to increase the productivity. This led tsuage of trade. China’s trade gradually
expanded after the 1990s. Since 2002, trade has tmmdly increasing. This has
contributed to stabilisation of the economy. In&tonal trade “Opening” and
“Domestic” economic reforms were complementary psses which can be described in
a single term: “Reforms and opening” (Gaige Kaifrn@j course, today, global economy
is very much an important sign for trade and investt. In China, growth of trade has
been driven by foreign investment that was itselft of the East Asia-wide economic
restructuring. The liberalisation policies were pidal for the opportunities they offered

by bringing in relatively liberal rules on exporbgessing.

Trade Reforms in Transition process

The domestic economy was rigorously shelteredhfthe world economy by,
what we might term a “double air lock” that conteal flow of both goods and services.
The first “Air lock” was the centrally controllecbfeign trade monopoly. The, second
“Air lock” was the foreign exchange system. Theutdte air lock” system was important
for exports of commodities. If allowed, market fescwould influence domestic prices.
The socialist price system is an extreme versiothefprice relationships created by the
common “import substitution industrialisation” (}Sdevelopment strategy. The strategy
restricted new imports and protected their new $tides and fostered industrialisation.
The period 1978-1979 set up the pace of technoilogyrts due to sudden shortage of
foreign exchange reserves in China. Ultimately,nopg up of China, with a particular

motive and opportunity brought about dramatic clesng the world economy.

Initial reforms had the enormous task of transforming the whole foreigrddra
system. Chinese policy makers initially took mogbst innovative, steps to open up new
trade centre’s in the southern provinces of Guangdand Fujian in 1978-1979.

Thereafter, SEZs were set up in Guangdong and rkupa well as other Export
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Processing Zones (EPZs). Both Guangdong and Fufaxdinces were developed to

provide strong incentives to expand trade.

Initiatives in the mid-1980’s had created somiéahbreach toliberalizing the
main national trading system. A comprehensive #heation package was adopted in
1984. As a result, imports surged by more thandéiOcpnt in 1995-despite setbacks, and
policy makers maintained some flexibility in thelesi of trade. They also created the
framework for the subsequent growth trade and invest. The main elements of the
initial phases of trade reforms includdéy/aluation - an important factor for exchanging
the value across countries for achieving successfde reforms. During the pre-reforms
period, the Chinese government maintained an oleglacurrency. In 1986, the value of
the Chinese currency had declined to about 60 @et. After 1986, dual-exchange rate
regime was introduced. As a result, exporters caeltitheir foreign exchange earnings
in a slightly regulated secondary market. Chirtggaluation in the 1980s coincided with

realignment of currency rates throughout East Asia.

The number of companies authorised to engaderégn trade was also allowed
to expand dramatically. Many foreign trade compsinere set up. By 1988, there were
5,000 FTCs, each of which was still foreign ownégports were liberalised much more
rapidly than imports. But still, a number of domestompanies were sheltered from
import competition. Also, there was a steadily shiflay from the trade plane and in the
direction of financial incentivesricing changes provided incentives, decentralisation
increased competition, and devolution made exppréanpotentially lucrative business.
Foreign Trade companies (FTC) tie up with domestimpanies resulted in lower cost
and cheap production of labour intensive goods. él@n, the share of exports produced
by TVEs increased rapidly, accounting for one fiftftocurement by the FTCs by mid-
1990s. Creation of Tariff and Non-tariff Barriers: Chinese policy makers proceeded
cautiously. And they carefully took steps for creatof tariffs barriers. Before, reforms,

a new set of tariffs were promulgated that raisetdfs, which remained high for the next
decade. In 1992, according to World Bank (1994,6)9&hina’s tariffs were similar to
these of other development countries. Not-tariffrribes and tariffs were “in a
complementary fashion to achieve the governmenbgatives”. However, Chinese
imports were regulated by a combination of tariffaptas and administrative guidance

exercised over state-owned trading companies.
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In the mid-1980s, China moved from a planned trgdiystem to a system of high
tariffs, multiple non-tariff barriers, and high atmstrative discretion. Still, the trading
system has been dominated by state-run organisatidh major market power. This led
to increasing profits and revenue. Steady reforms$rading had created an essential
minimum degree of flexibility and further alloweklet foreign-trade system to harmonise
with changes in the economic system. Trade barmegse first converted to tariff
equivalents, to facilitate China’s entry into thel'@/. This systems was borrowed a from
the East Asian play book and adopted selective mneasof exports promotion and
designed to offset the anti-export bias for attlsasne products. This partial system of
rebates of value-added taxes for exports began 985 land expanded in 1990s.
Consequently, the most important step was theioreaf an entirely separate export —
processing trading regime, and to avoid the oldraésed foreign trade monopoly.

A dualist trade regime the export processing contract was begun in Guangdong
province before reforms in 1978. In 1986, the goment had recognised the
opportunities for China in the ongoing restructgrof Asian export production network.
On the other hand, they were allowed to adopt aenftaxible variant of export
processing. In 1987, China had established timaragptrading regimes. EP (or) export-
promotion for trade, responding to the extremelgropegulation, had grown rapidly. The
EP regime and foreign invested enterprises togetieee the drivers of China’s export
expansion. Foreign Investment Enterprises (FIE's} wradually becoming important
players in China’s export growth. During the perid®?2 to 2005, it accounted for 63 per
cent of increment exports. Clearly, the liberatiofluence on foreign investment had
played a fundamental role in China’s exports suseesMoreover, domestic firm exports
stagnated for four years. In the period 1985 tod2@@al exports increased 17.6 per cent

annually.

Towards an Open Economy

From the mid-1990s, China began to move in thection of a genuinely open
economy. Moreover, membership of the WTO was a plvenotivating factor. The
common theme linking these reforms was reducingdingree of dualism in the trade
regime and prepared the way for an open economymiMeship of WTO, was
considered very much useful to help push through reforms. Tmsrussion of these
changes first covers the currency reforms in 198O membership and other aspects.

a. Currency convertibility:
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On January 1, 1994, reforms abolished the secgntfavop” or (exchange)
market for foreign exchange that had been one efirtiportant transition devices. In
China foreign currency was greatly liberalised amdrent account convertibility was
achieved. As a result, the importers of goods argices can purchase these thought
foreign exchange. The WTO permits exporters toalist VAT on exports. China’s
policy makers have been quick to see the advardhgeach a discount. Thus the, 1994
reforms succeeded in moving China to a more integraof trading with the global
economy.

Though the 1994 success was partial, China cowliee muickly to full currency
convertibility, including the capital account anstablished a “managed float” for the
Chinese currency. A flexible exchange rate woulgistdn the long-run the supply and
demand for foreign exchange market so as to ssabihie currency. In the aftermath of
the Asian financial crisis 0997-1998, all Asian currencies were under downward
pressure, and policy makers decided to hold the &nd not allow the currency to

depreciate. However, China’s exports had startepdw rapidly after 2002.

a. China formally applied to reform the GATT (Geslehgreement on Trade and Tauriff)
in 1980; it might be a quick and relatively pairdgsocess. After that, China was to start
market reforms. Finally, China was become the“i#@mber of the WTO, on December
11, 2001. There after then, China’s trading insbns integrated with the global

economy.

After 1989, there was no longer a constituencyafor‘'easy” entry by China into
WTO. The Uruguay Round negotiations, created by WEO in 1996, signaled a
fundamental shift in the term global trade negaiies. Earlier agreements had been
restricted to a clearly delineated “foreign tradectsr”. It was a more systematic
development of China’s characteristics of the niagjoh economics. Modern economics
are now primarily focused on trade and servicesiiguhe Uruguay Round, itself trade
liberalisation was achieved, by a “Grand Bargamtieveloped and developing countries.
This round was more useful for the developed angldping countries. The, primary
attributes included extension of trade negotiatiang new areas relating to services,
investment and intellectual property rights. Thigsvthe external bargain that China was

required to make as a condition for WTO membership.
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The requirements were that China opens up the@pEriness of Trade) regime
and dramatically reduce the dualism of its tradiegime. China was extended trading
right without restriction, including provide thette rights to domestic and foreign private
companies, and this was made effective on JulyOD42Under this law, the China
government no longer restricts trade to a limitachher of states owned FTCs, except in
a few agricultural commodities. China began lowiffarin preparation for WTO
membership immediately after the foreign exchangferms of 1994. The reduction
tariffs stages were from 45 per cent in 1992 tq&# cent in 1999 respectively. As per
the actual agreement, China agreed to lower averatyestrial tariffs to 9.4 per cent in
2005. The agreement lowered average agriculturifistéo 15 per cent, which was also
easily achieved.

However, openness in imports is the most imporhedision of its overall
openness to trade, besides both openness of trameripetition and an access to lowest
cost supplies. Earlier, the ‘false start’ of trddeeralisation through the ordinary trade
(OT) regime was abandoned and China adopted astoalS| regime. After WTO
membership, drastic changes in trade occurred.a&0mas become more than three times
as open to world trade in the six years from 1992004. After 2002, there has been a
huge increase in China’s foreign trade due to reldeeralisation and WTO membership.
On November 1991, China joined the Asia-Pacificrigeoic Cooperation (APEC) group,
which promotes free trade and cooperation in ecandnade, investment and technology
spheres. China served as APEC chairman in 2001Shadghai hosted the annual APEC
leaders meeting in October of that year. Chinalsuahexports have growth grown from
6.78 per cent to 28.36 per cent and import anntoality from -0.89 per cent to 20.13 per
cent in 1980 and 2010 respectively.

a. Trade reforms process in India

In India, domestic economic deregulation begatihémid-1980s. The collapse of
socialist economies in 1990s worldwide, coupledhwat foreign exchange crisis, and
India’s own financial crisis were some circumstantieat prompted the reforms. India
systematically began to reorient its policy framekvim the early 1980s and a number of
policies were reamed. Before 1991, trade with Indas considered one of the most
restrictive in the world, due to complexity, infileXity and wide number of tools used for
as policy instruments. At the same time, there thassevere balance of payments crisis

in 1991. Later on, comprehensive and systemic mefom India were under taken
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(Choorikkadan, Veeramanim, pp. 74-76). Accordingh® World Bank (2005), China’s

rate of growth was GDP the fastest at an averaigeafal0.3 per cent during the year
1980-90, while India’s was 5.7 per cent. There wiare major components to reforms,
namely, export promotion, domestic deregulationpp&sion to enter the economy, and
reduction of tariff and non-tariff barriers on inmp® (Christopher J Rusko and karhika
Sasikumar; 2007).

The root cause of the twin crisis could be traded macroeconomics,
mismanagement throughout the 1980s, as reflectad uimsustainably high fiscal deficit,
in particular the revenue deficit. The QuantitatiRestrictiongQRs) on importing capital
goods and intermediate goods were completely rethamed customs duties in the
manufacturing industries were gradually reduced1®92. In 1993, the government
adopted full convertibility of the rupees for therment account, and FDI has been
encouraged in all manufacturing industries and dpproval process has been made
simple and transparent (Choorikkadan, Veeramaracrbeconomic stabilisation policies
had included devolution and other structural ecanomaforms. The macroeconomic
stability has endured in the ten years of econoraforms up to 2003. The current
account recorded a surplus equivalent to 0.3 ahgdr. cent of GDP in 2001-2003.

Export and import

After liberalisation of trade in India, huge fagaiinvestments were attracted by
domestic markets. FDI is an important indicatogain from economic reforms in India.
India account FDI inflows grew from 79.16 milliorSID in 1980 to 24639.9 million USD
in 2010. It has helped to attract large volumes=Di and FIlI into the country. For
stimulating foreign investments, the governmenpnsviding a number of exemptions,
incentives, taxes and tariff reduction. State gonents are showing commitment to
established and strengthen SEZs, and setting ugudgre economic zones to provide a
strong push to the country’s export growth ratedgdifionally, new labour policy regimes
are allowing freedom for entrepreneurs in the SEYShire and fire”, consequently,
increasing employment opportunities and maximisgains from SEZs (Charan D.
Wadhva, 2006). India’s foreign corporations havewgr rapidly, especially since 2003,
when all restrictive quantitative on imports weeenoved. Thus, Indian trade been has
steadily improving after 2008 financial crisis; attdde GDP was 46 per cent in 2010
(WBI).

2 See “India and China: From trade to Peade®an perspective, vol. 31, p.p. 99-123.
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India economy is flourishing after recession. Alsade-ranging reforms and
increased investment have lifted potential growdhatmost 9 per cent, helped by
improvements in infrastructure. The government &hatep up efforts to restructure
public expenditure; reduce the fiscal deficit; relsome of the constraints facing the
financial sector and further promote internationgkgration (OCED, 2012). India’s
export annual growth has been from 11.1 per cer@2lper cent and likewise import
annual growth grown from 8.54 per cent 24.75 pet cethe period 1990 to 2010 (World
Bank, 2012). Thdndian information technology (IT) industry has been the subject of
much discussion on the successful growth of thememge industry in a developing
country. Group of academicians and experts haeel tite success story of IT in India as
a lesson for other countries. In India, it is bespgead across key sectors such IT enabled
services (ITES), software, and e-business. Thalrapcelerating progress of IT in India
software can be seen from its growth from a smESIOBMm industry in 1991, to $5.7B in

2002, an annual growth rate of 50 per cent.

In 2010, India was ranked 124mong 179 countries in the Index of Economic
Freedom World Rankings, which is an improvemeninfrthe preceding year. India's
major trading partners are the European Union, &Hhime United States of America and
the United Arab Emirates.

5.2.3. Trade policies analysis in India and China
An overview of trade policies in Chinard India:

Recently, economists have again become inter@stedmparing the two giant’s
developing economies largely due to theirs spetdaagwowth performance in the 1980s
and 1990s and subsequently there has been riginficance for the world economy and
political affairs. A number of authors are intesgsby the institutional settings and their
impact on the economic performance of the two aeesmt(Huang and Khamo, 2003).
Dzever and Jaussaual (1999) reported that a sefistidies of business strategies of
firms and srinivasan (2007) shed light on macroeoun performance. The strongly
macroeconomics performances of both countries aad@DP is expected to rise at an
average 10 per cent in China and 8 per cent iraloder the period (IMF, 2007a). Also,
economic liberalisation reforms undertaken by baghntries may have played a crucial

role in triggering the high growth rates, since mpg up of trade produces excess to
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imported inputs, new technology and larger marketd spurs growth (Harries, 1996;
Frankel and Romer, 1999).

China and India are now much more integrated wh#h world economy and,
interestingly, the developing countries’ importsv@ancreased at the same time. China is
becoming a world factory in re-exports. An opposditend is shown by India and
industrial exports dropped from 55 per cent in 189CQ14 per cent in 2006, while the
share of exports to developing countries has ise@aThe Work Bank, 2004. The
assertion of T.N. Srinivas (2006) is that this ug do the difference in investment climate
in various countries, as a result of variationsampetitiveness, growth and prosperity
across countries and variations in policies or s£rsub national units within countries.
Also, the total share of import significantly rose both countries and was also
strengthened by big markets. The many developingeanerging countries are already
expressing fears about the domination of both aa@msin international trade markets.
Both countries are now considered huge and faswiggofor a range of goods and
services, and thus providing export opportunite@spiroducers in the rest of the world. In
addition, the large and growing market opportusitie China and India are wide-mainly
due to the large inflow of FDI (Choorikkadan, Ve®aamni).

a). China’s Trade policies:

The trade policy reforms have also led to sigaifit change in China’s trade
pattern. As the reforms progress, market focus ctonplay a great part in resource
allocation. In China, Deng’s open-door policy of78%romoted the opening of foreign
imports and encouraged the development of an expemted sector. As a result, tariffs,
guotas, and import and export licences were redoged the subsequent years 1992 to
1996 (Brigitte Desroched. al., 2009).

China was a more open economy through a gradnd highly managed
transition. By the mid-1980s, export processingemo(EPZs) was more widely spread
and a two-tiered export regime was put in placegdexprocessing segments benefiting
from duty free import were afforded high levels pfotection through tariffs and
multilayered non-tariffs barriers (Greeeeal. 2007). The share of manufactured goods
(SITC5-8) in total merchandise exports increasecthfroughly 50 per cent in 1980 to 80

per cent in 1992. China had become an importeettbjgum and natural gas in 1992.

% . In the case of India, Export has not been agfikatompared to other countries of the world, dytire
phase of global slowdown (DGCI & S, 2012).
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During 1992, China, declared its intention to bksa a “socialist market
economy” and began to make substantial tariff clitgesulted in strong, extensive
reforms. Also, China agreed to implement reforms gmrt of the terms for entry into
WTO. China had also committed to a further phaseldiction and removal of non-tariff.
Agriculture production had a limit on subsidies 835 of the value of foreign output
(Greenet. al., 2006). After the 1990s, stress have been on negldlke tariffs, and bring
the simple average tariffs. For instance, tariffs mn-agriculture products were being
reduced from 41 per cent in 1992 to 14 per ce@0ML and further to 9 per cent in 2005.
In agriculture, import was reduced from 47 per derit992 to 24 per cent in 2001 and 15

per cent in 2005.

The trade reforms that China has embraced asuét oéfsts WTO accession are
steadily leading to reduction in tariffs, and ChiNdTO commitments represents
milestones (Greend. al. 2006). Additionally, by the end of 2003, Chinaesgt to allow
foreign services suppliers to engage in the regitf all products. The end of 2004, all
firms were to have the right to import and exptwste goods, subject to state trading
monopolies: such as oil and fertilizers. Foreigraficial institutions are now permitted to
provide services, and by the end of 2006, moshefréstrictions on free entry and were

removed.

China’s policies to attract foreign investmeny, éxempting investment from
regulations, and providing infrastructure have beery successful (T.N. Srinivas 2006).
In areas such as, power and communication, QR porisiwas removed and tariffs rates
were gradually reduced. China has gradually liezdlthe labour market, and brought in
more flexibility in the structure of production dhe basic of comparative advantage
(Mang 2000; Brooks and Tao, 2003).

The East Asian Economies tend to advance togdtieugh trade expansion,
based on shifting comparative advantage over firagff rate were raised between 1986
and 1991, after that it is being reduced in thesegbent years (World Bank, 1994; and
Tsenget. al., 1994). The promotion of exports through liberabteand decentralisation of
export activities, has been controlled by the esitenuse of non-tariff measures (NTMS),
Such as mandatory import plan, canalization of irgpmnport licensing (33%), and
import (30%) controls 1998T'seng, et. al., pp 4-9. Despite recent efforts to reduce and
rationalise tariffs and NTMs, China’s import regimseone of the most protective in Asia,
along with India and Pakistan. Also after gainingembership of WTO/GATT, China’s
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government undertook steps to liberalise the tradene further. It continued efforts to
liberalise and rationalise the import regime totainsthe transition process to a market

economy in the coming years.

Greeneset. al., (2005) conclude that all services liberalisatimmmitments are
specified in the (GATT schedules). The ambitious TGAschedules China that
implemented were in five sectors, such as bankingurance, telecommunication,
distribution and engineering services. Additionatiyrough China’s merchandise exports
are generated from foreign invested companiesetisesome indication that China’s FDI
policies may be more restrictive than what tradengestment data suggest. However,
China’'s was implemented of GATTs commitments thegmificant impact on trade
(Prezemy Slaw Kowaliski, 2005). The tariffs werdueed by 50 per cent for consumer in
the SEZs. China’s actual tariff revenues collectethtive to total imports, are at a much
lower rate of 5.6 per cent in 1992, compared witheo developing countries, such as
India 51.2 per cent in 1986 and Pakistan 30.8 eet in 1990. China’s exports associated
with import duty concession amounted to more th@npér cent of total manufacture
export in 1991(World Bank, 1993, p.60).

China’s trade performance can be seen as a drasadution of its highly
centralised trade regime into a more decentral@ee, more independent and local
enterprise. De Menit (1995) stated that the tradgnme’s permission has remained quite
restrictive, “broad exemption from central reguwdas and controls liberally granted by

local authorities were the main secret of Chinedglé success” (p. 28).
b). Indian Trade Policies:

In India, during the mid-1980s, trade opennesgabe The initial step was
expanding the number of goods that could be impauteder the ‘open general license’
classification. These reforms mainly involved: auetion in canalisation; permitting
trade in and the expansion of replenishment imjpzehse, and reduction of import duties
on capital goods permitted from import. The gendraél of tariff, the mean tariff rates
was decreased from 100 per cent in 1980 to aroing@ed cent in 2001-02 (Brititte
Desrocheset. al., 2009).

It was recognised after 1991 that reforms for teshaping India’s economic
policies, could be helped by drawing appropriassdes from the “East Asian miracle”,
based on more export-oriented and more globallynected strategies of development.
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The government came out with a clear vision andotbjective of its economic reforms
came only after regaining macro-economic stabiltjajor economic reforms are:

(i) Macro-economies management reforms; and (ifuc®tral and sector specification
economies reforms. Macroeconomic reforms mainlyi$oon stability in the economy.
This macro-economic stabilisation would provideti@rsg foundation for medium and
long term structural economies reforms and acceldhe rate of economic growth in a
phased manner. It would be possible only on opahetrand reduction in the tariffs and
restrictions on foreign investment. Second, theictiral economic reforms focus
primarily on the following areas: Trade policy/extal sectors policies;

divestment/privatisation policies, as well as, firancial sector and also policies of
attracting foreign direct investment. The main asnto provide an open market to
international competition, revenue exchange ratdrots, encourage private investment

and participation in industry in an eventually liaksed economy (Charan D. Wadhava).

Export credit financing is an important incentitee trade. In 1982, the Export-
Import Bank of India (EXIM Bank) was established asspecial institution for
coordinating the activities of various agenciesagagl in finance trade. The EXIM Banks
main aim is to promote engineering exports. ThesdusCommittee and the Narasimhan
Committee reports on 1985-86, called for includpaicies for the Long Term Fiscal
Policy (LTFP) in future trade policy and on redugitariffs quotas. The import-export
policy (1985-88) pointed out the need for consibderaelaxation of import controls and
lowering of import duties on capital goods. Anothadicy (1988-91) brought out the
need to reinforce the process of trade liberabsatiThis policy’'s aim is towards self
sustained export growth (Krishan Lekha Sood, 188908-155).

After full-fledged reforms started in 1990s, lamgeluction in tariffs in all goods
services, over the period 1990-2005 was introduthd.trade regime in India since 1991
has unmistakably reflected a growing appreciatibma ¢iberal trade systenktspecially
significant has been the effect of liberalisatiam the manufacturing sector. The trade
reforms in India was focused on both tariff and t@mff issues. On the tariff front,
policy makers designating and contracting tarifid hea very appropriate way in the
nineties. The intermediate focus areas were higéstand barrierto series trade. India
has opted to cultivate an extremely complex systéauty exemption scheme, specially
investment and establishment rules and SEZs thatide incentives, particularly to

* . Trade and economic development: India, PakiatghBangladesh” Sega Public New Delhi.
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export firms. Tariff items are often affected by madhan one of these and use tariff
concessions, although recent amendments were nmadbei trade policies such as
simplification of trade procedures and reductionainff and non-tariffs rates'he aim of
introduction of special scheme is primarily to bi#nexporters, in areas such as the of
import capital goods at concessional rates undporgpromotion capital goods scheme
(EPCG).

In 2006, the Trade Minister, Kamal Nath, announ¢®o new schemes that
focused on products and market areas-providingrasthto employment generation,
particularly in semi-urban and rural areas to: ejnkbte exports of products of labour

intensive industries; and b) Promote exports taifipd markets.

To compare with the OECD countries, India has engestrictions in trade,
banking, insurances, mobile telecom sector andiloligion. The New Foreign Trade
policy aims to double the percentage of global im@&ndise trade within the next five
years. In addition, it seeks to continue liberdima efforts by reducing tariffs,
unshackling control simplifying procedures and graown transaction costs, extensive
use of duty rebates and exemption to neutralisenthdence of all reviews and duties on
inputs used in export products and establishingpexprocessing zones. Nevertheless, in
the foreign Trade policy, two main elements areti@mlhictory. In second objective the
cross-board duty reduction would have more berafeconomy-wise and export effect
than selective duty exemption in export sectBrefemy slaw kowaliski, 2008).

Governments across the world have also takenowsripolicy initiatives.
According to the World Bank survey, the main actidaken by governments can be
grouped into two categories: (i) To increase bafhgsidity to alleviate liquidity pressure
or trade finance; and (ii) Enhancing the exportse Toreign Trade Policy (FTP) 2009-
2014 set the objective of achieving annual expootvgh of 15 per cent, with an annual
export target of US$200 bullion by March 2011 (Emmic Survey, 2009-2010, pp. 150).
Also, the long term policy objective of the Govemmh is to double India’s share in
global trade by 202®India’s services sector policy focuses on FDIfftand tax, credit
and finance and other trade related, e.g. usardiyepolicies, opening up of on insurance
sector, rationalising taxes, tax exemption in sa@ases. Trade policy measures taken by
the RBI and the Government in the Budget 2009-IDFaoreign Trade Policy (2009-14)

® . See in, foreign Trade Policy, 2009-2014, p.2@ndal Report, 2010-11.
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seek to help the export sector in general andrtq@ayment intensive sectors affected by
the world recessiofi,and additionally, check inflation caused mainly $ypply-side

constraints, which include reducing import dutiastsas on oil.

The SEZs policies had supported quality infradtre, complemented by an
attractive fiscal package and single window cleegam mechanism. And non-tariff
measures such as during 2009-10 (up to Decemb&089), the Directorate General of
Anti-dumping and Allied Duties (GDAD) has initiated1l fresh antidumping
investigations (pp.173). Trade policy measures weken up under FTP 2009-14ndia
account FDI inflows have grown 79.16 million USD1880 to 24639.9 million USD in
2010. This is reflected in its Foreign Trade Pofay2004/09, which states, "For India to
become a major player in world trade, we have tidacilitate those imports which are
required to stimulate our economy (World Bank, 2012

Comparison of trade policies of both countries

Trade activities in both countries have increasiade the last two decades. Even
after the grim global recession, both countrieadé& growth is moving towards global
economy. Both countries mainly focus on macroecao®nmdicators, monetary, fiscal
policies and structural indicators. Also, controkachanisms, such as prohibitive tariffs,
guantitative restrictions and import licensing, aeignificant reducing external trade
possibilities (Lardy, 2002; Srinivasan, 2004). ltlas attracted far less FDI. This is not
because of the lack of potential opportunities, due to policy hurdles and other
constraints in investment while China has sevdeiile policies, and other incentives
other to attract investments. Thus, even though lmmuntries are having different

approaches, but in the 2tentury, both have been attracting investments.

5.2.4. Impact of Openness of Trade on Economic grdlwvin both Transition

Economies

A heated debate exists in the economics dis@pihether openness to trade is
beneficial for growth (Andreas Billmeier and Tommasammicini (2009); Amir Hussian
Siddiqui, Javed Igbal (2005). Several empiricaldets have brought out the effect of

openness of trade, or liberalisation on economanvtr (Edward, 1992, 1993, 1988;

® It clearly explains its Trade policy measure&aonomic Survey (Box.7.4, 7.5) pp.168-700,
International trade.
. To enhance competitiveness for products whichlaeur intensive, technology intensive, technology
intensive and values added, further export incestiwere undertaken on"1Eebruary, 2011 for more
than 600 products such as: agriculture, chemicalpets, engineering, electronics and plasticosect
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Frankel and Romar, 1999; Saches & Warner, 199%-iSdlartin) while robust positive

relationship are difficult to find (Harrison, 199Blarrison & Hanson, 1999; Levine &
Renelt,1992; O’Rourke, 2000; Yanikkaya Halit (2008)mir Hussian Siddiqui, Javed
Igbal (2005); Santos Paulne (2002); and Sinha iDhaT (2002).

Let us now examine the impact of openness oketadeconomic growth in India

and China. Some important variables for model lmgdfor analysis and detailed

explanation are as follow:

Gross domestic product: It is a very significant variable for explaining eth
economic growth of a country. Per capital incomewgh rates are usually high
and after some time these would be expected tore@to move upward.
Openness of trade: This is an important factor for rapid economic elepment.
This variable is widely used for trade measure yaisl This is also known to be
an instrument of economic growth (Jeffrey A. Frdndéeed Romer, 1999)Also,
openness of trade has a crucial role to play instt@mn economies and under-
developing countries. It is denoted as OT.

Population growth: It is an important variable that can impact growthransition
countries. Population growth enlarges labour foaioe, therefore, can increase
economic growth. It also, provides a large domestarket for the economy.
Population growth can growth encourages competitiarhich stimulates
technological advancements and innovations. Whishdenoted as a Pg,
Especially, China and India having a large popaiatin world. However,
uncontrolled population growth can also have negationsequences take large
scale unemployment and put a strain on scare danmesburces.

Investment growth: All theories of growth suggest that investmeransimportant
determinant of growth countries (Dollar, 1992; Mafgor, 1981; UNDP; 1996;
Solow, 1957). It is a significant measure of opesnef trade in developing
countries. Investment growth rates; are often cmisd by economists to be
important indicators of longer-term economic growtthe growth of output and
employment) and potential productivity. We inclush@estment as denoted by
Inv.g.

Foreign Direct Investment: An important vehicle of technology transfer
stimulates domestic investment, facilities invesitaeand improvement in human

capital in the developing countries. Caves (200&)ti¢al vs. Horizontal FDI
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theory states that firms either undertake FDI teksefficiency in their global
supply value China, or make FDI to enter horizdptid explore new markets. It
can lead to export-growth in the host country.

vi. Real Effective Exchange Rate: Foreign investment firms gain or lose due to
depreciating exchange rate. With depreciate exahaatg, one can export more
easily and gain from openness of trade. If, it antmuously depreciating
investors will avoid making investments. This wolddd to imbalance of trade in
the receipt country.

The main objective of the study is to examine thieck of the openness of trade on GDP
growth in transition economies. Numerous studiegeHaeen under taken. The overall
finding is that on these variables and trade lilation tends to have a positive effect on
growth (Andreas Billmeier and Tommaso Nannicini020 We above discussed the

importance openness of trade on both countries.

Sinha (2002), Aamir Hussian Siddiqui, Javed Iq2805) have also used the
variables for model. The volume of Trade (importugplexport) is used as proxy of
openness. We are using the variable - opennesadd {E+M/GDP). We are using OLS
model that the earlier studies used for analysitheftrade measures (Sinha D. Sinha T,
2000; Edwards, 1998; Santos-Paulion, 2000; Yaniak&p03; Waczirry, 2001). They

derived the following equation:

InOtg= B1+ InBYg+ InBinvg+ InBsPopg + InBs fdi + InfsReer +&

Where Otg is the trade growth and also used aso®ydor openness (E+I/GDP); Yg
refers to GDP (current USD) growth, Inv.g (per c&DP) is the fixed investment
growth, Pop.g (millions) is the population growttdi (USD) is the foreign direct
investment, Reer (2005=100) is Real effective emgbarate and finallys is the error
term. All variables are in log form. The effectagenness of trade on economic growth in
the framework is cross—country analysis, for usiata during the period 1978 to 2010.
Data has been obtained from International Finarfstatistics (IMF’'s) and World Bank

Indicators.
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Table 5b.2: Descriptive Statistics of Indial980-2010

GDP oT Population | Investment | FDI REER
Mean 4.13E+11 0.174 934.073 26.415 6359.39 141313
Median | 3.47E+11 0.168 932.5 24.269 2151 113.039
S. D. 2.28E+11 0.069 157.738 5.212 11123|86 64.891
Kurtosis -0.01623 1.391 -1.272 0.007 3.99 1.522
Skewness| 0.9587 1.241 0.016 1.119 2.18 1.668
Minimum | 1.58E+11 0.089 682.25 19.215 5.64 82.350
Maximum | 9.63E+11 0.373 1190.524 37.371 4254572 319|482
Obs. 31 31 31 31 31 31

Tables 5b.2 & 3 show both countries’ models ofdbscriptive statistics of all variables.
In India, GDP average growth is 4.13 per cent poudr time. Openness of trade average
growth is 0.174. The population is 934.07, investhier the entire mean and the median
were partial equallyAlso, FDI average growth is 6359.39 over tin@uite often, is
useful to examine whether a given time series amates to the normal distribution.
For all series, the mean and the median were naledhe kurtosis statistics provide a
measure of the thickness of the tails of a distrdmy which were in most cases less than
3. However, FDI kurtosis is 3.99. Skewness stasstiere used to check the symmetry of

the probability distribution.

On the other hand, China’s GDP average growih3& per cent point over time.
Openness of trade average growth is 0.38. The popalis 1191.72 per cent; investment
growth rate is 40.3, and FDI 35444.27 per cent ¢twee. For all series, the mean and the
median were not equal the kurtosis statisticsghatide a measure of the thickness of the
tails of a distribution were in most cases lessitBaThe skewness statistics are used to

check the symmetry of the probability distribution.

Table 5b.3: Descriptive Statistics of Chax 1980-2010

GDP OT | Population | Investment|  FDI REER
Mean 1.32E+12] 0.38 1191.72 40.33 35444.27 141.31
Median 7.28E+11] 0.35 1211.21 38.34 37520.53 113.039
S.D 1.52E+12] 0.13 111.64 5.22 33985.76 64.891
Kurtosis 2.679505 -0.56 -1.16 1.27 -0.56 1.522
Skewness| 1.821381 0.49 -0.38 1.21 0.65 1.66§
Minimum | 1.89E+11| 0.19 987.05 33.51 57 82.350
Maximum | 5.93E+12| 0.64 1341.41 55.09 108312 319.482
Obs. 31 31 31 31 31 31
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Empirical Analysis:

Table 5b.4 explains the regression results of opemnof trade in both transition
economies from 1980-2010. The empirical literatsteows that trade openness or
liberalization impact output growth. Most of thedies have concluded that the openness
of the trade regime has a positive relation withFegpowth (Edwards, S., 1992; Harrison,
A., 1996; Edwards, S., 1998; Ahmed, Yusuf and Andiummanuel 2000; Waxziarg R.,
2001; Santos Paulino, 2002; and Yanikkaya Hali@30We have considered coefficient

value as'‘t-statistics value’ for significant levels

Table (see 5b.4) presents the regression relsiiti@. The influence of the GDP,
FDI and investment are continuously increasing ghawth rates. Export growth was
found to be quite impressive. GDP has a positiastical significance at 1 percent level,
FDI is has a positive statistical significance gbéscent level. Also, investment growth
impacts of the trade. It has a positive statistsogihificance at 5 percent level. So effect of
openness of trade in Indian economic growth iswotthy. Indeed, a number of authors
have concluded there is that a relationship betw@@non GDP, positive FDI and
economic growth (Wacziarg, 2001, Ann Harrison 1996)

Table 5b.4: Regression Results ohiGa and India

India China
Coefficients Coefficients
-4.271191 7.109854
Constant (0.3434) (0.751427)
0.488505 0.912273
LGDP (2.194749)* (5.476507)*
0.498249 0.160046
LINV. (2.134425)** (0.713745)
-1.483055 -4.089601
LPOP (-1.538617) (-2.391004)**
-0.506895 -1.002121
LEX (-1.893202) (-3.375751)**
0.061306 -0.003169
LFDI (1.907164)** (0.290003)
R° 0.890247 0.924832
Adj. R° 0.868296 0.909798
D-W sta. 0.778158 1.403854
No. observations 30 30

Note: thet-statistics are in parentheses.
Sources:*, **, & *** noted 1, 5, and 10 per cent respecily
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Also, the GDP growth also affects trade growth (fRpdez & Rodrik, 2000). On the
other hand, Population and REER are statisticafigighificant for trade growth.
However, domestic investment growth, FDI growth &BBP growth have trade led
growth in India. The effect of FDI leads to Tradewth (Borensztein, Gregorio, and
Lee; Balasubramanyam, Salisu, and Sapsford; ShivakkM 2004). Both have
interrelationship among FDI, trade and economiomjno The “new” growth theories,
suggest that a country’s openness to the world @agnhelps in improving domestic
technology and hence productivity rises (e.g., B&rSala-i-Martina, 1995; Grossman
and Helpman, 1991; Romar 1992; Jang C. Jin, 20%6)alue of the Indian model fit the
result, and Adj., Rvalue is 0.86829.

Regression results of China show that while GBBpulation, and REER are
positive, other variables, Investment and FDI,reoepositive. In China GDP growth rate
was rapid from the beginning of reforms. This resulpositive openness of trade. Also,
export-GDP ratio is very much high compared withpart growth. Previous literature
concluded that GDP-trade growth leads to economowil. GDP growth is influenced
by trade growth at 1 per cent statistical significkevel. Population growth is also an
increasing sign of economic growth. Hence, popaitagrowth influences trade growth at
negative statistically significance at 5 percemele REER is gradually decelerating in
China which is favorable for trade growth. In addit investment growth and FDI have
statistical insignificance with trade growth. Cogsently, population growth, GDP
growth and Real exchange growth rate causes tremletly in China. Rvalue of the
Indian model fit for result and Adj.Rvalue is 9.909789.

Figure 5b.4: India Results: emphases the performance of Indian macroeconomics
variables from 1980-2010. It is explains the flating trend lines in different variables
and trends over all the periods. It has employédhal studied variables on FDI and its
changing policy structure in the any economy. ltidnGDP trendhas been accelerated -
especial after transition reforms. According to Werld Bank report, from mid-2000
onwards, growth rates has rapidly moving up. Dur2@§8-2009, due to the financial
recession the on growth rate as well as trade groadtuced. Real effective exchange rate
was very much high before transition reforms pegiadd after trade reforms exchange
rate was gradually decreased due to devaluatidimeofupee and exchange rate. Later on,
devaluation of rupee led to increasing the grovéte.r Openness of trade: (export-

import) trend fluctuated before transition but aft@ancial reforms in 1990s and trade
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policies, changed the overall trend it result showgorts are higher than exports in India.
Indian export growth also has been gradually grgvéfter the openness of trade. In the
matter of export IT and service sectors are booraftgy 2000. Indian main exports such
as: Gems and jewelry constitute the single largepbrt item, accounting for 16 percent
of exports. India is also the leading exporter exktite goods, engineering goods,
chemicals, leather manufactures and services. Riguigrowth:India with a population
of 1.22 billion (2012) it is the second most poud@ountry in the world. With more than
50% population below the age of 25 and about 65%wW&5, the average age of an
Indian after 10 years is likely to be 29 years. ldger, some of the reasons for India's
rapidly growing population are poverty, illitera@nd high fertility rate, rapid decline in
death rates or mortality rates. Investment grovndia’s domestic investment growths
have been fluctuating from 1980 till 2000. Afterda1000, effect of growth has changed
in investment. Levine and Renelt (1992) suggestdhanness and growth relations occur
through changes in investment, and increasing gsnmay stimulate FDI from abroad.
Foreign Direct Investment, trends levels show #drs that influence the openness of
trade in India. FDI inflows were sluggish beforarsition reforms thereafter FDI inflows
started steadily swelling by the effects of the maconomic indicators. Thus, it has led
to encourage economic growth rate in India. FDIbwé in 79.16 millions USD 1980 and
it has grown up to 24639.9 million USD in 2010. [dgr2000, the FDI inflows amounted
to 3587.99 million USD due to which the economiowgth rate tremendously increased.

Thus, trends levels show the factors that influgheg=DI inflows in India.

Figure 5b.5: China Results:explain that trade growth has a positive interactiath
GDP. Even recent literature reveals that FDI andPGibare a positive relationship in
host countries. China’s growth has gradually inseglasince the reforms and is the fastest
among the Asian countries. During 1980- 2010, visrall average growth rate was 10 per
annum. Because of openness of trade, China hagedt® second largest trading nation
in the world. Effective real exchange rate, sirfoe beginning of transition the exchange
rate has shown a downward trend — favourable fdriRflbws. In the begging, its rate
was 319.482 in 198With depreciating exchange rate it can export neargly and gain
from resources seeking FDI. Therefore, the imphgxahange rate depreciation on FDI
inflow is ambiguous. In other words, exchange mépreciation may cause a rise in
interest rate. After 1990s, several reforms toacelit leads to effect sharply down in
117.268. Therefore, both the interest rate andang rate might be affecting each other
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(Pradyumna Dash). Openness of tradend level has been growing because export
revenue has been high after the WTO accessionQt.26 China, export trend is higher
than import, it means that exports have led theetigrowth. After transition, technology,
knowledge transfer has also helped to transform ébenomy through exports and
imports and promote economic growth by attractingestments (Frankel & Romer,
1999; Frankel, Romer & Cyrus, 1996; Grossman & Help, 1997; Fank S.T. Hsiab.

al., 2006). Thus, the macroeconomic variables are pdggivital role in openness of trade
in China. Population growtlChina is on the top over (1.35 billion) playing twerld’s
most populous nation. China’s population rate hasnbcontinuously growing. The
implementation of the one child policy growth wasearly 1980s. Improvement in the
health care pulled the death data down while higtle continues to soar; the classic
“population explosion” phase. China population @&&.1 million in 1980 and 1,334.7
millions in 2009. Investment growth: China havingteong domestic investment climate
because then countrytaral economywell developed by the TVESs. For the development
of an economy, initial conditions also play a sigaint. Its growth rate was 52.412 in
1980 and 48.166 in 2010. Also, FDI inflows haverbe®reasing the investments. These
combined with an exceptionally high level of donestvestment, have propelled the
economic growth at a furious pace. China’'s grow#s llbeen more export-led. So,
investment growth leads to growth in trade. Fordiyrect Investmentin China after
reforms, FDI inflows have slowly increased. SEZsravestablished to accelerate the
inflow of foreign investments in China. China’s Fibflow was 57 million USD in 1980
and has grown up to 105735 million USD in 2010.eAfull-fledged of reforms in 1990s,
FDI inflows have been an accelerated growth 3,48#illions USD. In 2000 after,
accession to WTO, FDI inflows increased tremendotsireach 46878.59 million USD
in 2010.
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Figure 5b.4: Performance of India’s Macroeconona Indicators from 1980-2010
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Figure 5b.5: Performance of China’s Macroeconomiéndicators from 1980-2010
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Comparison of the both models:

During the past 30 years, China's economy has egbfigm a centrally planned
system that was largely closed to internationaldrto a more market-oriented one that
has a rapidly growing private sector. Exports giohés been a major determinant in the
China'’s rapid economic growth. In case of Indigdgrafeforms market-oriented policies
had taken place for ensuring sustainable economgwth. However, full-fledged of
economic reforms were began after 1990s in bottces. Also, innovative trade
policies were introduced in both countries. Frond+2000 onwards the growth rates have
been rapidly accelerating in both countries amdmg Yarious transition economies.
It can be concluded that a positive relationshigtexetween openness of trade and GDP

growth in both countries.

5.2.5. Conclusion

Both countries share a common legacy of foreigfiuence or domination.
Thereafter, Communism took roots in China and deatmcsocialism in India. In both
countries the effect of openness of trade hasdetdnomic growth. Openness of trade is
an important subject in the economics disciplinethBcountries have introduced market-
oriented reforms for ensuring sustainable econafeielopment. The main objective is
to effect openness of trade on GDP growth in tteorsieconomies. Numerous studied

made on these openness of trade have all concthdethe result is robust.

Recently, economists have again become interéstedmparing the economies
of the two developing economies largely due torthepectacular growth performance in
the 1980s and 1990s and subsequently there hasrise®n significance for the world
economy and political affairs. Recent year goodguarance shows "India had the fastest
export growth among the major traders in 2011, wvgitipments rising 16.1 per cent.
Meanwhile, China had the second-fastest export tir@vany major economy at 9.3 per
cent” (World Trade Report 2012).

Indian, regression results, explains domestiestment growth, FDI growth and
GDP growth cause trade growth in India. In the aafs€hina, population growth, GDP
growth and Real exchange growth rate have triggeaei® growth in that country.
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APPENDEX- 5b -I

Table 5b.5: Maares of Trade Openness

S.No. Measure Definition
1 Mi/GDP, Import trade intensity; measured as: imports (Mjded
by countra’s nominal; income (GDP)
2 Xi/GDPR, Export trade intensity; measured as: exports (Xpdd
by countryi’'s GDP
3 (X+M); /GDP Trade intensity (TI); measured as exports iamgorts
divided by country’s GDP
4 (X+M)i/2(GDP+M) | Adjusted trade intensity; where the denominator is
modified to handle outliers such as Singapore aodgH
Kong where there is high import for re-export, oraly
suggested by Andersen (1994)
5 1-[(X+M)i/GDPR]x | Adjusted trade intensity; and alternative method |fo
100 handling outliers, originally suggested by Fran|2€l00)
6 M/GDR-(1-GDR/ Adjusted trade intensity; a modification to the rikel
¥, GDR) (2000) approach, suggested byet.ial., (2004)
7 (X+M)/; GDR Real trade intensity; where the denominator| is
purchasing power parity adjusted GDP (real GDP)
flowing Alcala and Ciccone (2004)
Sources:Jay Squalli and Kenneth Wilson, 2006.
Table 5b.6: Key Trade and investment Policies Durig the Reform Ear
China India
Attracting Export-oriented FDI: -Gradual liberalisation of restrictions on
Foreign ownership through a system | of
- Passage of the export processingiomatic clearance of FDI proposals and
law (1978) o | the opening up of new sectors to foreign
- Adoption of a dualistic trade regim&wnership (e.g, mining, software, banking,
Erl\]/latj 1p9rg(r)n())ted exports  via FDkelecommunications) (1991 onwards).
id- S).
_ Easing of regulations on the entryFormal FDI Policy adopted (1996).
and operation of foreign enterprisesl00% foreign ownership permitted in most
(Through the Sino-Foreign Equitymanufacturing sectors (last -1990s).
Joint Venture Law of 1979, Sino- : .
Foreign Cooperative Joint Ventur assage of a Special Economic Zone_s Act
0 Promote exports more systematically

Law of 1986, and the Wholl
Foreign-Owned Enterprise Law
1988).

[creation of Special
Zones (SEZs) (1980s).

Introduction of tax incentives and

Econom

y

Dywth incentives (2005).

c

Facilitation of financing to channel
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FDI towards SEZs.

Liberalisation of labour regulatior
in SEZs ensuring relatively lo
wages and ample supply of skillg
workers.

system to ensure duty-free access
materials used in export process
(1987 onwards).

Formalisation of a duty drawbac

Import Liberalisation:

-Passage of a customs regulation
rationalize tariff schedules (1985).

Liberalisation of the system of expq
licensing and quotas (from covering 2/3
exports in 1991 to only 8% in 1999).

-Tariff reductions implemented followin
the adoption of a socialist market (19
onwards).

Further reforms to import control regin
implemented as part of WTO access
(2001).

ne

botroduction of a package of trade and
investment reforms (1991).

rt
of

Abolition of import licensing on
machinery and raw materials
(1991).

Establishment of India, as a
signatory to the General Agreeme
on Tariffs and Trade (GATT), as
founding member of the WTO
(January 1, 1995).

Abolition of licensing on consumet
goods (2001).

on

Exchange rate management:

Devaluation of domestic currency a
movement to currency convertibility ¢
account transactions (1997).

Adoption of a managed floating exchan
rate (mid-2005 onwards)

Unification of the dual exchang

Maintenance of a depreciated
exchange rate (2000 onwards).

ge

FTA strategies:

Accession to its first FDI, the Asi
Pacific Trade Agreement (2001).
Signing of the ASEAN-China FTA
(2005).
Establishment of 11  FTAg
including bilateral agreements wi
Thailand, Hong Kong, Macac
Chile, New Zealand, Pakista
Singapore, Peru, and Taipei (as
June 2011).

a
\ (2006).
5,bilateral agreements with Sri Lanka, Ne

tfghanistan, Singapore,
)

-Signing of its first FTA, the Asia Pacifi
Trade Agreement (1976)

-Signing of the South Asian FD=T

-Establishment of 11 FTAs, includin

Bhutan,

@011).

Source: Ganeshan Wignaraja (2011).
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,South Korea, and a plurilateral agreement
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CHAPTER - VI

SUMMARY AND CONCLUSION

Transition Economics is a dynamic historical psscéhat imposes change on
almost every element of society (IMF, 1999). Sid@89, Central Eastern European
(CEE) economies had been undergoing the tranditoon central planning to free market
economy and capitalism (Haslach, 1992). The maeninfor such an economy is to
become market-oriented and more industrialisediriguhe transition in EU, FDI, as a
substitute for trade, was an extremely essentidlgiahe marketisation process, because
it facilitated quick absorption and implementatafrgoods and services to fill the gaps in
the transition economysimilarly, in China and India, economic indicatstsch as FDI
and Trade have been transforming the economic soefd&oughthe FDI cycles theory
explains the development and its applicabilitytha case of the CEES countries the role

of FDI particularly significant in trade sector (Rard, 2008).

Europe’s trade with India and China began durmgtime of Dutch Merchant and
still continuing at a healthy pace. In fact, Eurapeountries were more fascinated with
Asian cultures and aesthetics and remain the mmagretpartners of China and India.
Since 1989, Central and Eastern European Countr@dading Poland, Hungary and
Slovakia, have significant progressed in the preaddransition. These countries joined

the OECD before transition phase stated.

In the 2£' century, both countries experience acceleratedceniz growth, which
would make both of them major players in the gla@ainomic. In recent years economic
development of both countries has been due to itheesified decisions taken by policy
makers. This economic transformation has becomatanesting subject for study by
scholars, especially economists. The World’'s twpybous superpowers have long been
fascinated the West, but till recently they weraBiplayers in the international economic
scenario. Before 1980s, both the countries’ groveties were relatively sluggish. But,
since the 1990s, the world has witnessed rapid anantransformation and growth
because of market—oriented and long-term, refornclwked’s to on improved living
standards of the people worldwide. In 1970s, the gapita GDP of both China and
India’s was a similar level but the gap betweenttin@ has continued to widen. China’s

growth has been much faster much than that of Iridiiavever, the virtue of sheer size,
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the potential to be dominant players in the inteomal economy exists. The competition
between the two Asian giants’ ancient civilisatioasd also the great economic race in
the early 21 century is something that the Indian public waschéth excitement and
pride.

6.2. Importance of Study

Let's now focus attention on comparison of batimsition economies. India’s
economic reforms commenced 1991 in the aftermatiefforeign exchange crisis and
under pressure from the IMF/World Bank. On the otiend, China’s economy opened
up undemo foreign Pressure. It was a planned shift to market socialism for gateding
its national interests. Moreover, with the integmatof both countries, their companies
are able to move up the value chain in their néxges of development. However, the
approaches of both countries have been quite diffelChina was able teuccessfully
achieve its ends on the basis of initial reformcpsses with a careful evolution and
remove the obstacles ‘step by step’ to ensure taisable economic growtAs a result
of transition, macro-economic policies are healthyoth countries. The “fordist model
of growth” reveals how the growth occurred throwgtious circles in both economies.
China's successful strategy in the past twentysylkad been due to its ability to transfer
its labour surplus from the agricultural to the mf@cturing sector - from low-efficiency
sectors to highly efficient sectors; while in Indibe process of transferring cheap labour
from low-value agriculture to higher-value manutattg industry had been slow due to
weak industrial growth and unfavourable labour laigsth countries are facing almost
similar challenges like social and environmentarddation and the upheavals caused by
urbanisation and industrialisation. In additionististudy has conducted an empirical
evaluation of structural changes in the three ss@ad also growth and Inflation. As a
result, in both countries after transition reforrtige role of the primary sector has been
decreasing, and that of the secondary and terfiacyor's has tremendously increased
through gradual and phased reforms. It has exmaihat both countries’ components
have a negative correlation. Of course both coesmtrhave different areas of
specialisation. China’s major thrust is on its isiial sector, while in India, the major
focus area in recent times has been the servidersd&oth these sectors are, today,
contributing more than half towards ensuring susiaie economic growth in the

transition economic phase.
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How important determinant factors are the FDIllowk into both countries?
Foreign Direct Investment (FDI) is an internal patt an openness of effective
international economic system and a major catdlgstievelopment (OCED, 2002).
Transitional economy involves structural or poli®forms such as currency or capital
market changes. The investment is also a majoe ifsuan emerging economy. In most
cases, mobilising foreign investment is a sign thateconomy has potential. China has
far the greatest FDI potential among the BRICs,aooount of its economic size and
rapid economic growth. In addition, China has shanghenomenal growth rate and the
other transition countries, including India, aremtrying to catch up with it but still
lagging far behind. India can learn lessons fromin&€hand create a similar congenial
business climate in the country. In China and Indiacro-economic variables also have
a crucial role to play in attracting large foreignestmentsEmpirical results reveal that
in China, GDP and exchange rates are favourablpdtantial investors; while in India,
GDP and exchange rates and Openness of trade goe iméuences to attract FDI
inflows. In India, FDI inflows depend on the previous ye&fl performance, while in
China, these depend on the current year’s FDI pedoce.However, in fact, India has
created economical freedom to facilitate increapadate sector and Trans National
Corporation (TNC) participation, introduced opermesgtrade to be become more global
in its outlook, and formulated flexible labour lawsits quest to become a major player

in the global economy.

Both countries share a common legacy of foreigfiuence or domination.
Thereafter, Communism took roots in China and deatmcsocialism in India. In both
countries, openness of trade and market-orientitnnehas triggered faster and more
sustainable economic growth. Openness of trada immportant subject of discussion in
the field of economics. The main objective is tadstthe effect of the openness of trade
on GDP growth in transition economies. Numerouslissi made in this area have all

concluded that the result is robust.

Recently, economists have again become interestedmparing the economies
of the two developing economies largely due torthspectacular growth performance in
the 1980s and 1990s and subsequently, there hasriseey significance for the world
economy and political affairs. The good performanceecent years shows that "India
had the fastest export growth among the major tsaide2011, with shipments rising 16.1

per cent. Meanwhile, China had the second-fasigsiregrowth of any major economy -
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at 9.3 per cent" (World Trade Report, 2012). Regjogsresults explain that domestic
investment, Foreign Direct Investment and GDP ghswiause trade growth in India. In
the case of China, population growth, Gross Dorod3toduct and Real exchange rate
have triggered trade growth in that country.

The Central Eastern European countries experiea¢exhsitional recession in the
early 1990s and also a phenomenal one time increasgation rates. Therefore, we can
infer that the foreign aid, and development asstg#aare most necessary for poverty
reduction and bring about a more sustainable ecandevelopment. In addition, the
secret of successful economic growth is to adomin@mic integration introduce
economic reforms at the local, national and reditaneels

It can be seen that the story of the successe$adack of transition is not really
the story of steady shock therapy and unsteadyugtath. The major plan of the post-
socialist transformation ‘novel’ is the preservatif strong institutions in some countries
and the collapse of these institutions in the otbeuntries. Thus, the story of the
successes and failure of transition depended oargment failure (like strength of state

institutions), not about the market failure (libesation).

Lessons from European countries

(i) Government regional policies must aim at supportingustrial restructuring,
entrepreneurship, innovation and competitiveness;

(i) The market policies should aim at elimination ofrleas, adoption of transparent
standards, and better regulation of markets, sto ggovide better access to cross
countries.

(ii) Policies should support the private playesscial partners, the voluntary sector,
research community and opinion makers, etc,. inatuéxploring the role of Public-
Private-Partnerships;

(iv) Policies would be provide to regional and locatggmments, local communities and
stakeholders;

(v) Policies regarding transferring responsibilitieenfr national governments to the

community level need to be put in place.

It can be seen that China’s overall performance lteen extraordinary, even

though the transition process in both countriesoiscomplete yet. Still, in China several
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reforms and other policies are lagging behind & ¢égonomics system due to internal
inconsistencies.

The hypothesis assumption has concluded that both esntas experienced
rapid economic growth rates due to their adoptmagdition economic policies and that
other transition countries are also progressingcsifely in the global economic scenario.
Therefore, the hypothesis can be accepted. Bothtges can learn lessons from each
other. In the 2% century, both China and India have been playingjgaificant role
towards bringing about market-orientation in theldb@conomy.

6.3. Suggestionsfor further Research

This study has laid emphasis on comparison of Claind India’s transition
economies. The researcher has especially focusedDorand trade in the transition
perspective. There is need for studying the perémwe of other emerging countries, in
terms of resources necessary for ensuring sustaindbvelopment, FDI inflows
necessary for that and facilitative trade policiesbridge the gap at the national and

international levels.

* Both countries reforms started different over thexiqm of time. Even India,
economic reforms initiate has taken place in 1980G=e, certain data may not
fully match that of China, because here the probegan in 1978. Therefore, the
researcher has considered the same periods irualg. $-urther scope exists for
analysing the scenario after full-fledged reform&oth countries.

» Basically, this study is on macro-economic indicatd he researcher has focused
on a macro-level study only. There is certainlypgcéor a detailed sectoral level
analysis on this subject.

« The aim of a transition economy is to achieve eounostabilisation. The
researcher has, therefore, | have examined the targnand, fiscal variables.
However, in addition to endogenous factors, exogsrfactors can also help in
stabilisation of the economy. Hence, there is nfeda focused research on

external and internal factors.
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APPENDIX - |

Table-1: GDP and Inflation of India & China, from 1978 to 2009

GDP growth | Inflation GDP growth | Inflation,
Years (annual %) Consumer (annual %) Consumer
Price (annual Price (annual
%) %)
India China

1978 5.71 25 11.7 0.7
1979 -5.24 6.3 7.6 58
1980 6.74 114 7.8 6
1981 6 131 5.2 24
1982 3.47 7.9 9.1 1.9
1983 7.3 11.9 10.9 15
1984 3.82 8.3 15.2 28
1985 5.23 56 13.5 9.3
1986 4.77 8.7 8.8 6.5
1987 3.96 8.8 11.6 7.2
1988 9.64 9.9 11.3 18.7
1989 5.95 6.2 4.1 18.3
1990 5.53 9.0 3.8 31
1991 1.06 13.9 9.2 35
1992 5.48 11.8 14.2 6.3
1993 4.77 6.4 14 14.6
1994 6.65 10.2 13.1 24.2
1995 7.57 10.2 10.9 16.9
1996 7.56 9.0 10 8.3
1997 4.05 72 9.3 28
1998 6.19 132 7.8 0.8
1999 7.39 4.7 7.6 -1.4
2000 4.03 4.0 8.4 0.3
2001 5.22 3.7 8.3 0.7
2002 3.77 4.4 9.1 -0.8
2003 8.37 38 10 12
2004 8.28 3.8 10 3.9
2005 9.35 4.2 10.4 18
2006 9.67 >-8 11.6 1.5
2007 9.06 6.4 13 4.8
2008 7.09 8.4 9 5.9
2009 7.7 10.9 9.1 -0.7

Sources:International Monetary Fund, 2010.
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Table 2: Structural Changes in three sectors in Inth and China
From 1981-2010

In.Ser | Ind. Indu | Ind.Ag | Chin.Ser | Chi.Indu | Ind.Ag

1981 | 40.07 25.56 34.37 22.01 46.11 31/88
1982 | 41.21 25.61 33.1f 21.85 4476 33(39
1983 | 40.50 25.66 33.84 22.44 44.38 33}18
1984| 4151 26.0( 32.49 24.78 43.p9 3213
1985| 42.73 26.1( 31.1¢ 28.67 42.89 2844
1986 | 43.71 26.28 30.00 29.14 43.[72 27(14
1987 | 44.25 26.31 29.44 29.64 43.65 26(81
1988 | 43.35 26.19 30.47 30.51 43.[79 2570
1989 | 43.84 26.94 29.28 32.06 42.83 2510
1990 | 43.84 26.8¢ 29.2B8 31.54 41.84 27(12

1% 1% -2% 4% -1% -2%
1991 | 44.59 25.76 29.6b 33.69 41.[79 24{53
1992 | 44.88 26.13 28.99 34.76 43.45 21{79
1993 | 45.20 25.81 28.98 33.72 46.67 19|71
1994 | 44.68 26.8( 28.5p 33.57 46.67 19/86
1995| 45.68 27.83 26.49 32.86 47.18 19|96
1996 | 45.61 27.04 27.3/ 32.77 47.64 19|69
1997 | 47.11 26.79 26.1p 34.17 47.64 18|29
1998 | 47.92 26.07 26.0p 36.23 46.p1 17|56
1999 | 49.69 25.31 24.99 37.97 45.76 16|47
2000| 50.46 26.19 23.3p 39.02 45.92 15/06

1% 0% -3% 2% 1% -5%
2001| 51.46 25.34 23.20 40.46 45.15 14/39
2002 | 52.66 26.46 20.87 41.47 44.79 13|74
2003 | 52.79 26.24 20.9¢ 41.23 45.97 12(80
2004 | 53.05 27.93 19.08 40.38 46.23 13139
2005| 53.04 28.14 18.8p 40.51 47.87 12|12
2006 | 52.86 28.85 18.2P 40.94 47.95 11111
2007 | 52.70 29.04 18.2p 41.89 47.84 10,77
2008 | 54.20 28.217 17.59 41.82 47.45 10(73
2009| 55.27 26.97 17.76 43.43 46.p4 10|33
2010| 55.36 28.43 16.2L 45.89 44.68 9(53

1% 1% -4% 1% 0% -4%
Source: WDI, Value added (% Growth),
Ser=Service sector, Indu=Industrial Sector, Agrigriéulture sector
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APPENDIX-II

1). India’s Final Results: FDI

Dependent Variable: LOG(FDI)
Method: Least Squares

Date: 05/20/12 Time: 19:31
Sample: 1978 2010

Included observations: 33

Variable Coefficient Std. Error t-Statistic Prob.
C -36.90526 14.07645  -2.621773 0.0142
LOG(GDP) 2.183003  0.485837 4.493287 0.0001
LOG(EXCHRATE) -2.522663 0.633185  -3.984086 0.0005
LOG(OPENTRADE) 1.100654 0.911617 1.207365 0.2378
INFLATION -0.068515 0.041249 -1.661024 0.1083
INT -0.020068 0.057326  -0.350059 0.7290
R-squared 0.931971 Mean dependent var 6.664061
Adjusted R-squared 0.919374S.D. dependent var 2.459669
S.E. of regression 0.698418Akaike info criterion 2.282968
Sum squared resid 13.17027Schwarz criterion 2.555060
Log likelihood -31.66897 Hannan-Quinn criter. 2.374519
F-statistic 73.97843 Durbin-Watson stat 1.167091
Prob(F-statistic) 0.000000
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2). China’s final model results: FDI

Dependent Variable: LOG(FDI)
Method: Least Squares

Date: 05/20/12 Time: 19:32
Sample: 1978 2010

Included observations: 33

Variable Coefficient Std. Error t-Statistic Prob.

C 1.116948 16.75915 0.066647 0.9474

LOG(GDP) 1.022142 0.553299 1.847361 0.0757

LOG(EXCHRATE) -4.079440 1.303368 -3.129923 0.0042

LOG(OPENTRADE) 0.351535 2.022518 0.173811 0.8633

INFLATION 0.028733 0.070273 0.408879 0.6859

INT 0.106658 0.123206 0.865684 0.3943

R-squared 0.805184 Mean dependent var 8.876079

Adjusted R-squared 0.769107 S.D. dependent var 2.979606

S.E. of regression 1.431739 Akaike info criterion 3.718622

Sum squared resid 55.34665 Schwarz criterion 3.990714

Log likelihood -55.35726 Hannan-Quinn criter. 3.810173

F-statistic 22.31852 Durbin-Watson stat 1.867923
Prob(F-statistic) 0.000000

1). Result of India Trade:

Dependent Variable: LOT

Method: Least Squares

Date: 07/02/12 Time: 11:00

Sample (adjusted): 1978 2010

Included observations: 31 after adjustments

Variable Coefficient ~ Std. Error  t-Statistic Prob.
C -4.271191  4.422653 -0.965753  0.3434
LGDP 0.488505  0.222579 2.194749  0.0377
LINV 0.498249 0.233435 2.134425  0.0428
LPOP -1.483055 0.963889 -1.538617  0.1365
LEX -0.506895 0.267745 -1.893202  0.0700
LFDI 0.061306 0.032145 1.907164  0.0681
R-squared 0.890247 Mean dependent var -1.809524
Adjusted R-squared 0.868296S.D. dependent var 0.378239
S.E. of regression 0.137267Akaike info criterion -0.961794
Sum squared resid 0.4710555chwarz criterion -0.684248
Log likelihood 20.90781 Hannan-Quinn criter. -0.871321
F-statistic 40.55675 Durbin-Watson stat 0.778158

Prob(F-statistic)

0.000000
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2). Result of China Trade:

Dependent Variable: LOT

Method: Least Squares

Date: 07/02/12 Time: 11:02

Sample (adjusted): 1978 2008

Included observations: 31 after adjustments

HAC standard errors & covariance (Bartlett kerindwey-West fixed
bandwidth = 4.0000)

Variable Coefficient  Std. Error t-Statistic Prob.
C 7.109854  9.461801 0.751427  0.4594

LGDP 0.912273  0.166579 5.476507  0.0000

LINV 0.160046 0.224234  0.713745  0.4820

LPOP -4.089601  1.710412 -2.391004  0.0247

LEX -1.002121 0.296859 -3.375751  0.0024

LFDI -0.003169 0.010926  -0.290003  0.7742
R-squared 0.924832 Mean dependent var -1.807715
Adjusted R-squared 0.909798S.D. dependent var 0.375563
S.E. of regression 0.112795Akaike info criterion -1.354501
Sum squared resid 0.31806%chwarz criterion -1.076955
Log likelihood 26.99476 Hannan-Quinn criter. -1.264028
F-statistic 61.51741 Durbin-Watson stat 1.403854
Probe(F-statistic) 0.000000
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