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Abstract of Dissertation

THE POLITICS OF PRIVATE SECTOR DEVELOPMENT
Political Fragmentation and Private Sector Development in India

My dissertation explores the impact of political fragmentation and coalition
politics on the development of the private sector in India. Specifically, I ask two key
questions: 1) Why do some governments develop their private sectors more rapidly than
others, and why do they pick different methods of doing so? 2) What impact does
democratic policymaking have on private investment?

The first two chapters focus on trying to understand the impact of electoral
politics on the different ways in which India has its domestic private sector. One of the
most prominent strategies countries have adopted for developing the private sector has
been privatization of existing public sector enterprises (PSEs). Privatization has been
shown to be beneficial for economic growth and development, and remains a ubiquitous
strategy for developing a state’s domestic private sector today. Alternatively,
governments can also develop their private sectors by encouraging private sector
participation in industrial and infrastructure development through public-private
partnerships. What explains the variation in the state’s economic strategies to develop
their private sectors?

I argue that while discouraging privatization of public sector enterprises, the
fragmentation of the party system encourages industrial and infrastructure development
through PPPs. As party systems become more fragmented, they generate greater risks to
reelections for incumbent leaders, and also create greater likelihood of coalition politics.
Leaders and parties are thus forced to avoid risky or contentious policies like

privatization. Under these circumstances, leaders avoid privatization or do few
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privatizations to help fund strategic government spending. On the other hand, such
fragmentation incentivizes governments to push for more PPPs, and use them for broad-
based or social development. Finally, while international financial institutions have
played an important enabling role in greater private sector development.

The first chapter explores this question at the national level in India since 1991,
using a qualitative research design to study the general trends in private sector
development over the last 25 years, and an in-depth case comparison of private sector
development under two national governments. The second chapter explores this question
at the state level in India, by looking at private sector development in Andhra Pradesh,
Gujarat and Maharashtra. For these chapters, I utilize archival and interview evidence I
collected through fieldwork in New Delhi, Hyderabad and Bangalore between 2013 and
2015.

The final chapter explores the effects of parliamentary democracy on investment,
by looking at the state electoral system in India. Existing research on democracies does
not sufficiently look at the impact of coalition governance and the rise of new parties on
private investment. I show that two kinds of changes in the electoral dynamics of
parliamentary systems — coalition politics and the rise of new lead parties — fragment the
policy-making process. Using data from India’s post-Independence period (1951-2005)
for 15 major Indian states, I employ a mixed-methods research design, combining an
instrumental variable approach with a case study paired comparison of Andhra Pradesh
and Bihar. My findings have important implications, and improve our understanding of
policymaking in democracies. I find that while democracy makes some economic policies

harder to implement, it might make alternate economic policies easier.
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Chapter 1: The Politics of Private Sector Development: Political
Fragmentation and Private Sector Development in India

1. Introduction
Why do some governments develop their private sectors more rapidly than others,

and why do they pick different methods of doing so? One of the most prominent
strategies countries have adopted for developing the private sector has been privatization
of existing public sector enterprises (PSEs). Privatization has been shown to be beneficial
for economic growth (Kanbur 2008), improve efficiency (La Porta and Lopez-de-Silanes
1999), development of capital markets (Megginson et al. 2004), among other outcomes. It
is also strongly advocated by financial institutions like the World Bank and the
International Monetary Fund (IMF).

Privatization is also an extremely widespread phenomenon. In the three-year
period between 2012 and 2014 alone, proceeds from the sale of public sector enterprises
(PSEs) totaled $544 billion worldwide (Privatization Barometer 2013). Since January
2009, “the global privatization total exceeds $1.1 trillion, far more than any comparable
period since Margaret Thatcher launched the modern era of privatization in 1979.”' In
2004, the EU accounted for nearly three-fourths of privatization initiatives around the
world. Today, it is less than half (Privatization Barometer 2010). In Bill Megginson’s
words, “indeed, the privatization wave seems to be both spreading and deepening around

the world.””

Yet some governments fail to implement privatization while others succeed.
In addition to developing the private sector through privatizing existing PSEs,

governments have also implemented the development of their private sector through

another means. Specifically, some governments have fostered greater private sector

! Privatization Barometer 2013, p 2.
% Privatization Barometer 2013, p 3.
? The Indian National Congress (INC or Congress in short) is one the main political parties in Indian



participation in the development of infrastructure and delivery of public goods and
services through the use of public-private partnerships (PPPs). Discussed in more detail
in the next section, PPPs are a long-term contract between the public and the private
sector to deliver public goods and services with the help of the private sector. Between
1990 and 2009, PPPs in the EU alone totaled more than 1,300, with a combined value of
250 billion euros (Colverson and Perrera 2012).

Today, the use of PPPs has spread to most of the developing world, including the
majority of the Sub-Saharan Africa, Latin America and Asia. According to the World
Bank, they are used today in 134 developing countries, and account for 15 to 20 percent
of the total investment in infrastructure (World Bank Group Report on PPPs 2012). What
accounts for this variation in the ways governments choose to expand the role of the
private sector?

The existing literature on private sector development has been unable to explain
the different paths countries choose. Second, the existing explanations for economic
reforms have tended to either ignore the importance of democratic politics, or assumed
that democratic politics is essentially an obstacle to effective policymaking. Using
evidence from India, this paper proposes a democratic theory of private sector
development and aims for a more nuanced understanding of the relationship between
electoral politics and the development of the private sector since the beginning of
economic reforms in 1991.

I argue that while discouraging some economic strategies, the fragmentation of
the party system encourages other strategies for developing the private sector. As

elections become more contentious, they generate greater risks to reelections for



incumbent leaders, and also create greater likelihood of coalition politics. Leaders and
parties are thus forced to avoid risky or controversial policies like disinvestment (which
is the preferred term for privatization of PSEs in India).

Disinvestment negatively affects existing public sector workers, who have strong
incentives to protest against disinvestment. In increasingly multiparty elections, this
poses serious risks to reelections. Second, increasing political fragmentation also
increases the likelihood that a coalition government will come to power. Coalition
governments empower multiple veto players, any of whom can stall disinvestment if they
perceive threats to their reelection. Political fragmentation thus leads to lower levels of
disinvestment. However, when leaders do implement disinvestment, they do fewer of
them and use them to fund government spending.

Conversely, fragmentation increases the likelihood of private sector development
using public-private partnerships. Political fragmentation incentivizes politicians to
broaden their support base among voters, and PPPs have increasingly provided politicians
with a way to reach a wider audience. By integrating PPPs into a broader development
agenda that can be framed in terms of growth and development for all, politicians can use
PPPs for electoral gains in competitive elections. Fragmentation also increases the
likelihood of coalition governments. But unlike disinvestment, coalition governments
empower individual leaders and parties to take charge, and incentivize them to implement
policies that are recognized as growth-inducing or pro-broad based development — like
PPPs. As a result, political fragmentation engenders higher levels of PPPs, and induces a
shift in PPP policies towards greater broad based development like social and urban

PPPs.



This paper is one of the first attempts to explain the different strategies for
developing the domestic private sector, in India or elsewhere. It tests the relationship
between electoral politics and private sector development qualitatively using data
collected through fieldwork in India between 2012 and 2014. The study employs various
qualitative techniques such as process tracing, archival research and interviews with key
policy elites such as political party leaders, government officials, and key external
observers.

The paper is organized as follows. Section two below defines the outcomes of
interest, private sector development through disinvestment and public-private
partnerships, and provides a brief history of private sector development at the federal
level in India. Section three discusses existing explanations of privatization and PPPs in
India. Section four lays out my key argument, and discusses other factors that also shape
private sector development. Section five outlines the research design. Section six
discusses the empirical findings in terms of the broader trends — showing how the overall
rise in political fragmentation in India has shaped disinvestment and PPPs between 1991
and 2014. Section seven explores the main case study comparing the UPA I and UPA II
governments in India. Section eight discusses the other factors that also affect private
sector development. Section nine concludes with a discussion of the strengths and
limitations of the findings and future avenues for research.

2. Private Sector Development in India: Definitions and History
Amongst the various strategies that governments can employ to develop their

domestic private sectors, I focus on two particular ones — a) Privatization of existing
public sector enterprises, and b) Encouraging private sector participation in infrastructure

development and delivery of public goods and services. A third alternative economic



strategy would be to focus entirely on growing investment in the private sector itself. I
focus on this third approach in my third article. For this paper, and the second article on
private sector development at the state level in India, I focus only on the first two
strategies, and try to understand the political logic behind employing these two strategies.

Privatization of PSEs in India began as a part of a larger neoliberal reform
process that began in earnest in 1991. Following a massive balance of payments crisis
from 1989 onwards, the government of India entered into a structural adjustment program
with the IMF and introduced a broad package of reforms (Dhar 2003). Implemented by
the incoming Congress-led government in 1991 (with former Prime Minister Manmohan
Singh as finance minister at the time), the government introduced deregulation of
industry, reduction of government spending, opening up of the economy to foreign goods
and investment, privatization of public sector enterprises, as well as encouraging private
sector participation in infrastructure development (Pederson 2000; Laishram and Devkar
2016).”

The conventional definition of privatization is the sale and transfer of ownership
of state-owned assets, in part or whole, to the private sector (Boix 1997; La Porta and
Lopez-de-Silanes 1999; Brune et al 2004).* In India, the complete or partial sale of PSEs

is primarily referred to as disinvestment (Naib 2004).” While disinvestment implies

? The Indian National Congress (INC or Congress in short) is one the main political parties in Indian
politics, usually considered a left-of-center party ideologically.

* This is one of many types of privatization — Zohlnhofer et al. (2008), for instance, identify three types of
privatization — formal, substantial and functional privatization (p 97). While formal privatization refers to
the change in the legal status of a PSE from public to private, “Substantial privatizations imply the
complete or partial sale of [PSEs]” (p 97). Finally, functional privatization involves contracting out, or the
outsourcing of previously public sector responsibilities to the private sector (p 97; Breen and Doyle 2013).
This paper focuses on substantial privatization.

> This is in large part because India’s socialist past encourages a normative inclination against privatization,
and privatization is associated with corruption and capitalist ills in the public consciousness (Makhija
20006).



ownership transfer; it does not necessarily imply that the management of state-owned
assets is handed off to the private sector. In cases where majority stakes were sold,
management of PSEs was also handed to the private sector. In other cases, only a
minority stake was sold. For the purpose of this paper, I am looking at the impact of
politics across all forms of disinvestment.

An alternative strategy to develop the private sector has been to encourage private
sector participation in industrial and infrastructure development using public-private
partnerships (Kennedy 2004). Public-private partnerships are “long-term arrangements in
which government purchases services under a contract [and] bears substantial risks — for
example, by guaranteeing revenue or returns — on projects” (Dutz et al. 2006).
Specifically, PPPs are contractual arrangements in which the private sector is hired to
produce or deliver a public good or service, even though the assets used to produce the
good or service remains ultimately in the public sector (Colverson and Perrera 2012).
These contracts always have an end date, after which the role of the private sector is
terminated (National PPP Policy 2011).°

Thus, PPPs are a distinct to from disinvestment because PPPs simply transfer the
management of a public asset into private hands temporarily. Disinvestment, on the other
hand, transfers some degree of ownership into private hands (Ministry of Economic
Affairs Report 2006). Some scholars argue that public-private partnerships are another
form of privatization (Breen and Doyle 2013). For the purpose of my research, however,
I conceptualize PPPs as an alternate to privatization of existing PSEs, particularly

because quite often, PPPs are designed to build new assets rather than reform existing

% Available at http://www.pppinindia.com/draftpolicy.php
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ones.

Just as there is variation within the type of disinvestment, there is also variation
within types of PPPs. Various scholars have outlined different types of PPPs that exist
(Ramakrishnan 2014; Laishram and Devkar 2016). The Ministry of Economic Affairs
Report (2006), written in conjunction with the Asian Development Bank divides PPPs
into six categories. The key distinction, however, is between Service and Management
Contracts, and Build-Operate-Transfer (BOT) contracts.” Service and Management
contracts are PPPs that require the management transfer of an existing government asset
into private hands. Examples of this type of PPP abound in sectors such as health, road
maintenance and sanitation projects like waste management. On the other hand, BOT
models require the building of new assets from scratch. These models are different
because BOT PPPs usually require land allocation from the government for the creation
of new assets.

For the purpose of this study, I look at the impact of politics across all forms of
PPPs. While future research should delve further into the causes and consequences of
different types of PPPs, the initial investigation will focus on the relationship between
political competition and public-private partnerships writ large.

The Evolution of Disinvestment in India

The Congress-led government in 1991 began the disinvestment process in India
by announcing it in the new Industrial Policy of 1991 (Department of Disinvestment,
2007). The government constituted a Steering committee that outlined the policy of

disinvestment and in February 1991 identified 41 PSEs out of 244 for disinvestment

7 The reason why there are six is because there are many variations of the BOT model, such as the Design-
Build-Operate-Transfer (DBOT), the Build-Operate-Share-Transfer (BOST), Build-Own-Operate-Transfer
(BOOT), etc. The key here is that all of these require the construction of a greenfield asset.
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(Chidambaram 2007). During the tenure of the INC government between 1991-1996, 39
Centrally owned PSEs were disinvested (Naib 2004). In all of these cases, the sale of
PSEs occurred in the form of minority stake sales through auctions to financial investors.

Between 1996 and 1999, India had various governments in power. In August
1996, the United Front government in power at the time created the Public Sector
Disinvestment Commission under G.V Ramakrishna for 3 years with the main objective
of preparing a long-term disinvestment program and recommending PSEs. However,
between 1996 and 1998, there was very little actual disinvestment, and whatever little
disinvestment did occur were minority sales.

Starting in 1999, the disinvestment program intensified significantly. In
December 1999, the new incoming government — a coalition government called the
National Democratic Alliance or NDA, led by the Bharatiya Janata Party (BJP) — created
an actual Department of Disinvestment within the Ministry of Finance (Department of
Disinvestment 2007). The government also announced that along with minority sales of
PSEs, the government would also begin selling majority stakes in non-Strategic PSEs,
calling them “Strategic Sales” to private investors.” This would involve not only the
transfer of majority ownership, but also the management of those PSEs to the private
sector (Baijal 2008; Department of Disinvestment 2007).

In 2004, a new newly elected Congress-led government (once again, a coalition
came to power, called the United Progressive Alliance, or UPA government) came to
power. The coalition government announced a range of new policies put together in a

package, which they called the National Common Minimum Program (Ruparelia 2015).

¥ The double use of ‘strategic’ here is unavoidable. Strategic PSEs, recall, were those involved in defense
or security in India — all others were non-strategic. ‘Strategic Sales’ refer to the sale of majority stakes in
non-Strategic PSEs in India, or those PSEs that were not involved in defense.
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As part of this agenda, the first UPA government announced that it would not be
implementing any more strategic sales of PSEs, and implementing disinvestment on a
case-by-case basis (Department of Disinvestment 2007).° Further, the government
reiterated that the revenues from disinvestment would be used for the purpose of social
sector spending. However, in 2006, the office of the Prime Minister ordered all
disinvestment to stop.'”

Following elections in 2009, the UPA government came back to power, and
disinvestment came back onto the policy agenda — the new government resumed selling
minority stakes in PSEs to the private sector again (Gupta 2013). There were no major
policy changes between the UPA I and UPA 11, in terms of disinvestment policy itself —
the difference was that the UPA II government implemented the policies announced first
in the National Common Minimum Program in 2004.

Following new elections in 2014, there is some evidence to suggest that the new
incoming government led by the BJP is interested in pursuing even more privatization
than the previous regime. For the next fiscal year (2015-16), the current government has
identified 12 potential PSEs.'" Figure 1 below gives a snapshot of the progress of
disinvestment between 1991 and 2014, in terms of the amount of money raised through
the sale of PSEs:

Figure 1: Amount of Money Realized Through Disinvestment by National
Governments since 1991, in 1991 Rupees

? See this Hindu article for the full text of the UPA’s National Common Minimum Program:
http://www.thehindu.com/2004/05/28/stories/2004052807371200.htm

10 Department of Disinvestment, F. No. 4 4/31/2000, p 37.

' Surabhi. “New disinvestment strategy: Govt to focus on smaller PSUs in FY16.” Indian Express. January
28, 2015. <http://indianexpress.com/article/business/
business-others/new-disinvestment-strategy-govt-to-focus-on-smaller-psus-in-fy 16/>
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Thousands of Crores, in 1991
Rupees
w
8

13.6 18.3 -
0 — I : -
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Source: Department of Disinvestment, Government of India.

Figure 2 below, on the other hand, maps the number of disinvestments since the process
began in 1991:

Figure 2: Number of Disinvestments in India by the National Governments since

1991
80
[7,]
t 70
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g 60
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£
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2 kS 0
0 T T T T 1
INC 1991-1996 United Front NDA -2 UPA-1 UPA-2
and NDA-I 1999-2004  2004-2009  2009-2014
1996-1999

Source: Department of Disinvestment, Government of India.

From the above two figures, two things are of particular interest. First, there is variation
in the numbers and amounts of disinvestment in India across the years. However, there is

one interesting tendency over the past 25 years — the total number of disinvestments seem
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to have shrunk over the years as the same time as the amounts disinvested have risen
Specifically, the 2000s have been marked by fewer disinvestments, and yet, they have
brought in higher revenues.
The Rise of Public Private Partnerships in India

Another prominent economic strategy for private sector development has been the use of
public-private partnerships (PPPs) in India. As mentioned previously, there has been
momentous growth in the use of public-private partnerships (PPPs) around the world. In
fact, they are such a prominent focus amongst development scholars and policymakers
that one scholar went so far as to declare that “PPPs are the new face of development”
(Datta 2009).

PPPs emerged in the 1980s in Western Europe just as there was a slowdown in
Organization for Economic Cooperation and Development (OECD) economies.
According to Daniels and Trebilcock (2000), they emerged as a policy solution for
western governments, particularly, the UK to use the private sector for job growth, asset
creation, and economic and social development. The basic idea was that because the state
did not have sufficient resources to invest in economic and social infrastructure, bringing
in private partners could help fill the “infrastructure gap” (FICCI-Ernst and Young
Report 2012).

This policy of PPPs diffused from Western Europe around the world, to Latin
America, East Asia and more recently, Africa. Following economic reforms and
liberalization, the government of India recognized the need for private investment in
infrastructure precisely because the public sector did not have the funds to invest

(Laishram and Devkar 2016). Importantly, while PPPs are officially only used in
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infrastructure development in India, infrastructure is extremely broadly defined to include
big-ticket assets like ports, railways, roads to telecom, water and sanitation, and even
health and education sectors (like hospitals and schools). In other words, PPPs are
pervasive in the Indian economy.

The process of fostering private investment began in the early 1990s. Right after
reforms were initiated in 1991, the new INC government set up an “Expert Group on
Infrastructure” to estimate what the government would need, and one of its key
recommendations was fostering private sector support and jointly generating new
infrastructure (Laishram and Devkar 2016, p 133). According to one government expert
on PPPs, the Narasimha Rao government, who was the Prime Minister of India from
1991-1996 actively invited private sector investment in the power sector and in ports.
However, “there was no experience or knowledge. So [implementation] was in bits and

12 1n other words,

pieces.... [and] so it led to limited success.... PPP was quite new.
implementation of PPPs in the 1990s was ad-hoc and piecemeal.
These early efforts resulted in approximately 96 PPPs between 1991 and 2006
worth 350 billion rupees (FICCI-Ernst and Young Report 2012). In 2002, the government
created a “Working Group on Public-Private Partnerships” with select ministries, the
Planning Commission and the PM’s Office (Planning Commission 2004, p. 3). However,
this group did not create any major policy innovations. The World Bank characterized
these earlier attempts at PPP by India as “islands of progress” (World Bank 2007, p 21).
Policy innovation and progress on PPPs changed dramatically after 2004. A wide

range of new institutions to implement and promote PPPs was created during the tenure

of the first UPA government that was in power from 2004-2009. Specific proposals to

"2 Principal Advisor on PPPs, Planning Commission, Government of India, April 21, 2014.
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improve PPP implementation under the first and second UPA governments are discussed
in detail in the case studies below. However, suffice to say for now that PPP
implementation reached historic highs under the first UPA government — during UPA 1,
PPP projects worth over 1100 thousand crores were announced. "

Policy innovation and project implementation slowed down after 2009. The
specifics of PPP implementation under UPA II are discussed in greater detail in the case
studies. Briefly, while UPA II made some efforts to improve PPP implementation, the
efforts were weaker in comparison to UPA 1. During the tenure of the UPA II, PPP
projects were over 511 thousand crores were announced — half the amount when
compared to UPA 1. Figure 3 below illustrates the progress of PPPs between 1991 and
2014:

Figure 3: Amount of PPP Projects Announced by the National Governments since
1991, in 1991 Rupees
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Figure 4 below, instead, shows the number of PPP projects announced by the national

" CapEX Database, Center for Monitoring the Indian Economy, New Delhi.

13



government on a yearly basis between 1991 and 2014:

Figure 4: Number of PPP Projects Announced by the National Governments since

1991

600
[7,]
© 500
.CJ
o
& 400
a.
a.
o 300
Y
o
g 200
£
3 100

0 1 sz : - : : : .
INC United Front NDA -2 UPA-1 UPA -2
1991-1996 and NDA-I 1999-2004 2004-2009 2009-2014
1996-1999

Source: Center for Monitoring the Indian Economy, New Delhi

First, as with disinvestment, there is variation in investment across the years. The years
2004 through 2009 were marked by much higher rates of PPP implementation than the
years 1999 to 2003 or 2009 onwards. That said, there is a trend towards higher numbers
and higher investment in PPPs in the 2000s, when compared to the 1990s.

A second trend worth mentioning is that there has been an increasing tendency
towards implementation of PPPs for the purposes of social and urban development. This
has included major PPPs in the health sector, education, water and sanitation, urban
housing and development of urban commercial complexes (Laishram and Devkar 2016).
This trend was first suggested by the Planning Commission’s 10™ Five-Year Plan (2002-
2007) (Purohit 2016). However, urban and social sector PPPs did not really take off until
the UPA I came to power. Major policy initiatives of the UPA I government, such as the

Jawaharlal Nehru Urban Renewal Mission (JNNURM), whose purpose was to promote
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urban development and provision of basic services to the urban poor, included PPPs as a
key component (Koehler and Chopra 2014, p 92). This trend accelerated under the tenure
of the UPA II.
3. Existing Explanations for Private Sector Development in India

The first issue with the current state of the literature is that existing studies of the
development of the private sector in India are disjointed. On the one hand, scholars study
disinvestment in India, and often only its effects, not its causes. Second, studies of public-
private partnerships in India comprise a second, independent literature that does not
speak to the broader debate on private sector development in India. As a result, I will
discuss the two literatures separately, and then make a case for synthesis below.
Specifically, keeping these policies separate obscures the true level of private sector
participation in the Indian economy. Synthesizing them allows us to understand the
impact of a factor I argue is missing from the discussion — electoral competition. Third,
this synthesis allows us to revisit the debate on the relationship between democracy and
development in new and interesting ways.

The Literature on Disinvestment in India

The debate over the economic reforms of India has been dominated by
scholarship meant to study the effects of economic reforms on economic indicators like
growth and productivity (Ahluwalia and Little 1998; Basu 2004; Khan and Vivek 2007).
Similarly, prominent studies of privatization like Naib (2004) and Ramamohan (2005)
have focused entirely on the effects of privatization on the Indian economy, and say
nothing at all about why privatization has occurred in some cases and not in others.

Current explanations of disinvestment tend to fall into one of two camps. The
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dominant explanation in South Asian studies is that reforms in democracies like India are
implemented through ‘stealth’. They argue that because reforms are unpopular with the
public, lawmakers use deceptive techniques to introduce reforms quietly (Jenkins 1999;
Mahalingam 2005; Kohli 2006). The dominant explanation from Latin American studies
of privatization is that policymakers only initiate reforms when they or their business
allies expect material benefits from new policies (Varshney 1999; Schamis 2002; Das
2005; Gould 2011).

Explanations predicated on the ‘stealthy’ nature of policymaking in India have
become increasingly unpersuasive. This is because privatization policy is not always
implemented quietly — in fact, major political parties at both the state and national level
have introduced and advocated privatization quite publicly (Prasad 2011). More
importantly, there is a rich and varied history of protest by public sector groups like labor
unions against disinvestment initiatives. Sometimes, these initiatives succeed and
sometimes they fail. Stealth arguments are unable to explain this variation.

Similarly, the interest groups explanation is equally problematic. There are a
many cases in India where privatization through disinvestment would have been
beneficial to politicians, but they failed to privatize anyway (Mahalingam 2005). As
mentioned in the previous paragraph, there has been strong and sometimes successful
opposition to privatization from rent-seekers (like government worker unions) that
benefit from the status quo (Uba 2008).

Similarly, pro-business groups often make the case for disinvestment across a
range of PSEs. But sometimes, the government listens, while sometimes, it does not. In

fact, there are cases where the government went to court against major private sector
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companies to prevent disinvestment. This was the case when the Congress-led UPA
government went all the way to the Supreme Court to prevent the Vedanta group from
obtaining the remaining shares in Hindustan Zinc Limited in the late 2000s. In other
words, this argument fails to explain why both the opponents and proponents of
disinvestment sometimes win and sometimes lose.
The Literature on Public-Private Partnerships in India

The literature on PPPs in India has focused on two key issues that can broadly be
classified as one of two categories — economic factors and governance issues. There is a
wide variety of literature on PPPs that looks at various economic factors that might affect
PPP implementation, such as macroeconomic factors like the economic and investment
climate (Linder 1999, FICCI-Ernst and Young Report 2012), availability of finance
(Lakshmann 2008, Harris 2008), and fiscal deficits (Carroll and Stearne 2000), among
others. Of course, economic factors play a crucial role in determining the level of PPP
implementation. But economic factors alone cannot explain the variation in PPP
outcomes. States with similar economic profiles, such as Gujarat and Maharashtra, have
different levels of PPP implementation. Second, while the global financial crisis did seem
to have affected the implementation of PPPs, particularly because of its effects on
creating a shortage of international finance for PPPs (Ramakrishnan 2014). However, this
does not seem to have stopped the Indian government from announcing new PPP
projects.

The other major set of factors identified as crucial for PPPs can be broadly
defined as governance or implementation issues. Variously, transparency in bidding, risk

allocation and project appraisal (Lakshman 2008), improvements in project monitoring
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(Mahalingam and Kumar 2013), and project design (McKinsey 2009) have been
identified as challenges to PPP implementation.

There are two major problems with the governance school. First, this school
overwhelmingly identifies challenges that impede PPPs. While this is useful from a
policy perspective, these studies fail to highlight or systematically test the effect of any
particular governance issue across a range of PPPs. They focus more on making
normative claims about what should be done to improve the quality of PPPs. Second,
many of these issues have remained constant across years and states for a long time. As a
result, they are unable to adequately explain the variation in PPPs across states and time.

The Need for Synthesis

Keeping these two literatures isolated from each other has consequences. Namely,
they obscure the true level of private sector participation in the Indian economy. As a
result, they fail to see how privatization of the public sector could be occurring in
multiple ways. Additionally, the studies of disinvestment and PPPs may have been
missing a key part of the story. India is a vibrant electoral democracy. Elections in India
are competitive at all levels of government, and the degree of fragmentation in some
cases continues to increase. The previously mentioned studies of privatization and PPPs
have neglected the role that political fragmentation might play on private sector
development.

This is particularly important because it allows us to revisit the broader debate on
the relationship between democracy and development. One school of thought has tended
to argue that the deepening of democracy can be an obstacle to effective development in

the developing world (Huntington 1965; Jenkins 1999; Kolhi 2004). This consensus is
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particularly prevalent amongst South Asian scholars and policy communities. Sachs et al.
(2000) have argued that unpopularity with the masses has been a major impediment to
reform, and Nooruddin (2011) has argued that democracy produces uncertainty and
gridlock on policy.

Conversely, international financial institutions like the World Bank strongly
believe that greater levels of political accountability produce positive economic and
development outcomes (O’Meally 2013, Banerjee et al. 2008). My project allows us to
investigate the relationship between political accountability and economic policies that
have wide-ranging developmental consequences.

4. My Argument: The Politics of Private Sector Development

In this section, I will introduce the concept of political fragmentation, and outline
the basic theory. First, I will address the politics of policymaking in general — in order to
make the case that politics affects policymaking writ large, of which private sector
development is one example. Second, I will then theorize about the impact of
fragmentation and coalition politics on the two strategies for private sector development.

I will show that political fragmentation does not have a straightforwardly positive
or negative relationship with private sector development. I argue that while discouraging
privatization, political fragmentation encourages private sector development through
PPPs. As elections become more competitive, they generate greater risks to reelections
for incumbent leaders, and also create greater likelihood of coalition politics. Leaders and
parties are thus forced to avoid risky or contentious policies like disinvestment. Under
these circumstances, leaders avoid disinvestment or do few disinvestments. When they do

implement them, they do it strategically to help fund government spending to maximize

19



their electoral appeal. On the other hand, increasing political fragmentation and coalition
politics incentivizes governments to push for more PPPs, and use them for broad-based or
social development.

The Politics of Economic Policymaking

It is important to establish first whether electoral politics matters to policymaking
in the first place. If politicians are not a key participant in the policymaking process, and
bureaucrats have a large degree of independence, then electoral politics may not matter at
all. After all, one might argue that postcolonial states like India have built substantial
bureaucracies that are supposed to make decisions rationally (Guha 2007).

Politicians play a very important role in the policymaking process for two
reasons. First, while civil service bureaucrats implement the day-to-day policymaking
process, politicians such as Members of Parliament (national legislature) and Members of
Legislative Assemblies (MLAs of the state legislature) have a significant say over the
hiring and firing of mid to low-tier public sector jobs. Jenkins (1999) suggests that this
ability to provide public-sector jobs in government, and government owned PSEs was a
major source of political patronage for politicians. Further, Iyer and Mani (2012) find that
Indian civil service officials are subject to political pressure because they can be
transferred to other agencies if politicians at the top of their agency wish. Guha (2007)
claims that bureaucracy in India has been heavily politicized since the 1970s, and that
civil service officials “energetically implement the partisan agenda of the politicians” (p
676-77).

Politicians play an important role in policymaking for a second, and equally

important reason. In a parliamentary democracy, winning parties set the governance
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agenda (Muller and Strom 2000). Second, the elected parties control this agenda by
choosing members of the government cabinet (Muller and Strom 2000; Martin and
Vanberg 2004). This is important because cabinet members ultimately are the heads of
major agencies in government, and all bureaucrats ultimately report to these politicians.
This is not to say that the only politicians that matter are the handful of politicians that sit
on the cabinet. Martin and Vanberg (2004) show that all members of the legislature can
use the process of legislative review to ensure that cabinet members are not simply
implementing their own policies unilaterally.

In other words, policymaking agencies in India at both the central and state level
are ultimately responsible to politicians. This is specifically true for the two economic
policies of interest here — privatization and public-private partnerships. The
implementation of all disinvestment policy in India is managed by the Department of
Disinvestment (DoD), which comes under the jurisdiction of the Cabinet Committee on
Disinvestment (Department of Disinvestment 2007). The DoD only makes
recommendations, and the cabinet committee makes all key decisions — from the
selection of particular PSEs for disinvestment, to pricing of shares, to the day that the
disinvestment sale takes place. In interviews, a senior DoD official acknowledged that
while the execution of particular disinvestments in PSEs was in civil service hands, the
content and direction of disinvestment policy was “definitely affected by politics.”"*

Similarly, all key decisions on public-private partnerships larger than Rs. 500
crores are overseen by the Cabinet Committee on Infrastructure (National PPP Policy
2011). While day-to-day implementation is managed by the PPP cell within the Ministry

of Economic Affairs, this cabinet committee, and its sub-committees like the PPP

' Interview with Undersecretary of Administration, Department of Disinvestment, November 18, 2012.
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Appraisal Committee conduct regular meetings to make key decisions. In interviews,
experts confirmed that politicians on these committees have great leverage over PPP
implementation.'

Finally, all members of Parliament in the Lok and Rajya Sabha (upper and lower
houses of legislature), regardless of whether or not they are on cabinets, have the ability
to pose Questions to particular cabinet ministers and top IAS officers in Parliament. The
respondents are legally required to present answers in Parliament with evidence, and
those answers are recorded in Parliamentary archives for the public.'® Disinvestment and
PPP decisions have been frequently on the parliamentary agenda.

Political Fragmentation Makes Politicians Risk Averse and Engenders Coalition
Governance

Following various rationalist approaches, I make the assumption that politicians
care first and foremost about staying in power, and thus, re-election (Bueno De Mesquita
et al. 2003). A wide range of research on politicians in India and elsewhere makes this
assumption (Muller and Strom 1999, Chibber and Nooruddin 2004, Chandra 2007,
Nooruddin 2011, Teitelbaum 2011, among others). In fact, politicians in India are not
subject to term limits. As a result, one could argue that politicians in India are perpetually
worried about reelection.'’

Chakrabarty (2008) shows that increasing political fragmentation, or the rise of
new parties vying for votes, can empower new social groups and strata of society, by

giving them a voice and introducing them to the political process. Jaffrelot (2003) and

'* Principal Advisor on PPPs, Planning Commission, Government of India, April 21, 2014.

'® For example, Questions that have been posed in the Lok Sabha can be found at a searchable online
archive, at: http://164.100.47.192/Loksabha/Questions/Qtextsearch.aspx

'71 thank Hemanshu Kumar for making this point.
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Chandra (2007) show how the rise of new parties in India has empowered heretofore
underrepresented groups. Palshikar et al. (2014) argue that these groups have forced
politicians to realize that new parties and narrowing margins represent a strong threat to
their incumbency.

Rising fragmentation through the rise of more parties forces leaders to recognize
the credible threat to their reelection, which conditions their behavior. Specifically, it
makes politicians risk averse (Kahneman and Tversky 1979). Talking specifically about
first-past-the-post systems like India, Ruparelia (2015) argues that “winner take all
elections generate strong incentives for voters to elect a candidate likely to win, in turn,
centripetal pressures for parties to appeal to the median voter by adopting a moderate
electoral platform” (25). In other words, politicians tend to shy away from contentious
policies that are likely to generate criticism or opposition.

On the other hand, policies that garner positive voter or media attention are likely
to get more support, as such policies are likely to appeal to the broadest audience
possible. Baker (2009) shows that in Latin America, politicians were sensitive to mass
opinion of market reforms because they had to care about the distributional effects of
neoliberal policies. Similarly, I am arguing that in highly competitive settings, politicians
have to care about the distributional effects of contentious policies like privatization. All
reforms, especially neoliberal reforms like privatization, create winners and losers. The
ability and willingness of politicians to weather the displeasure of the losers, therefore, is
contingent upon how vulnerable they are to losing their seat.

Rising political fragmentation also has a second effect — it increases the risk of

coalition governments coming to power. Ruparelia (2015) shows that politically
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fragmented systems also create incentives towards coalition govts. Specifically, leaders
coming to power through multiparty competition where no one party gains a simple
majority incentivizes leading parties to be cooperate and foster coalition partners, give
them cabinet and ministry positions and share power and resources (p 26).

As a result, in multiparty executives, power is diffuse across a plurality of leaders,
instead of being concentrated at the top in the PM or within just one party (Ruparelia
2015, p 29). That is, individual members of a cabinet belong to different parties and they
can exercise considerable power. This addition of veto players can act as a barrier to
policy change (Tsebelis 2002). In fact, a wide variety of scholarship on coalition
governments has shown that they are more prone to policy gridlock (Muller and Strom
2000; Martin and Vanberg 2004; Nooruddin 2011). This is particularly true if those
policies are contentious and thus likely to generate opposition against any coalition
member that barely came to power.

By the same token, the increased agency of individual coalition members should
given them the incentive and ability to implement or push for policies that are likely to
appeal to the broadest audience possible, and likely to generate positive perceptions.

Political Competition Makes Disinvestment Less Likely

Disinvestment is a classic example of a policy that has significant distributional
consequences, and thus likely to generate opposition. A variety of scholars have shown
that privatization has severe consequences for public-sector workers, in terms of level of

employment, wages and working conditions (Bhaskar and Khan 1995, Cope, 1995;
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Donahue, 1988; Walsh and O’Flynn, 2000; Domberger, Jensen and Stonecash, 2002).18
In other words, public-sector workers are often identified as a prominent group of citizens
that suffer, at least in the short term, as a result of the restructuring or privatization of
PSEs. They have a strong incentive to mobilize against disinvestment.

Second, public sector workers are very well organized through labor unions in
India, and one of the most important abilities of labor unions in India is the ability to
organize protests. Labor unions organize protests on a variety of issues for the benefit of
their members, ranging from wages, increasing benefits and against economic reforms
(Teitelbaum 2011). Uba (2005), for example, highlights a list of examples of labor union
protests against privatization. Further, various labor unions are tied to major political
parties (Kohli 1987; Teitelbaum 2011)."

Public sector workers, therefore, have both the motives to mobilize against
disinvestment, as well as the means, through labor unions. Public sector opposition to
disinvestment then becomes an important factor to consider. Major efforts at
disinvestment at the national level in India have failed because of the crippling effects of
organized labor protests in the past, such as the famous case of the National Aluminum
Company (NALCO) in the early 2000s.” Findings from other scholars corroborate the
argument that in electorally competitive settings, the public sector workers become

politically powerful, and that politicians avoid privatization when worried about elections

' That said, Bhaskar and Khan (1995) do find that employment went down for white collar workers in the
public sector at a higher rate than manual laborers. La Porta and Lopez-de-Silanes (1999) studied
privatization in Mexico and found that workers’ real wages actually increased post-privatization.

' Of course, not all unions are equally powerful. Beale and Noronha (2014), for example, show that labor
unions with allegiances to ruling governments tend to protest more weakly than those without allegiances.
That said, they do show that unions remain vigorously active when it comes to worker rights and do not shy
away from protests.

2% Of course, public sector opposition (or lack thereof) alone cannot explain privatization through
disinvestment. A variety of cases of privatization occurred despite labor protest, such as the National
Mineral Development Corporation (NMDC) in 2009.
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(Breen and Doyle 2013).

On the other hand, the potential winners from privatization are consumers that
might benefit from lower prices, higher quality and more efficient delivery of goods and
services gained from privatization (Baker 2009). But the potential benefits are long-term,
and relatively uncertain, depending on how the privatization affects the performance and
the price of goods or services produced by the privatized firms. At the same time, this
pro-reform coalition’s ability to mobilize support is not as strong. Major pro-industry
groups might have access to government officials, and there is evidence that such groups’
preferences for reform have played a role in government choices (Kohli 2007). However,
their ability to deliver absolute number of votes in election time may not compare to
those of public-sector workers. This suggests that intense fragmentation should reduce
the government’s ability and incentives to enact disinvestment.

Prior scholarship has also shown that coalition governance is also problematic for
privatization. Various scholars have explicitly shown that a proliferation of veto players
is bad for contentious policies like disinvestment (Zohlnhofer et al 2008; Szakonyi and
Urpelainen 2014).

Overall, therefore, fragmentation should lead to lower levels of disinvestment.
However, fragmentation should also induce politicians to implement policies that are
popular or seen as inducing broad-based development. A variety of scholars have noted
that increasing competition incentivizes politicians to implement higher levels of social
sector spending (Saez and Sinha 2009). For instance, Mooij (2005) shows that increasing
political competition in Andhra Pradesh was responsible for all political parties — even

supposedly pro-liberalization parties like the Telegu Desam Party (TDP) — proposing
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populist subsidy programs for electoral purposes.

Scholars have long recognized that one of the purposes of privatization has been
to generate revenue for the purposes of supporting government spending or helping
service the fiscal deficit (Zohlnhofer et al 2008; Breen and Doyle 2013). In fact,
Zohlnhofer et al (2008) found that minority governments were more likely to generate
higher proceeds from privatization. According to them, this was likely a result of the fact
that this was the only palatable way to reduce the budget deficit (Ibid). A similar logic
applies to political fragmentation writ large. When fragmentation is high, governments
should shy away from disinvestment, but if they do it, disinvestment should be few in
number, but higher in terms of revenues generated.

Political Competition Makes Public-Private Partnerships More Likely

Private sector development through public-private partnerships does not have the
same distributional consequences as privatization. Specifically, the winners and losers in
PPP policy have different incentives and ability to mobilize support in favor of their
policy preference on PPPs.

Part of “promise” of PPPs, or the rationale behind implementing PPP policy was
to generate economic growth and social development by funding new infrastructure that
does not already exist, or improve the delivery of goods and services for infrastructure
that already existed (Engel et al. 2014, p 11). This has been envisioned at the national
level in India (National PPP Policy 2011) as well as the state level (Kohli 2012).

Whether building a greenfield project, or renovating\expanding an existing one,
PPPs are meant to help governments develop much needed industrial and social

infrastructure for the benefit of average citizens. Unlike disinvestment, the benefits of
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PPPs are more readily apparent. In the case of greenfield projects like ports and roads,
PPPs result in new roads, airports and other big-ticket items that benefit average
consumers. And this demand for improved infrastructure and delivery of goods and
services is likely to grow as the middle class grows. Ernst and Young estimates that
India’s middle class of about 50 million will grow to 200 million by 2020 (Ernst and
Young 2013).

Second, unlike private-sector companies, PPPs are specifically designed to fulfill
public-sector objectives, which often means protecting consumers from paying higher
(market) prices for goods and services (Colverson and Perrera 2012). Even amongst BOT
(Build-Operate-Transport) model PPPs that are designed to extract user fees from
individual consumers like toll roads, the state often bargains actively with the private
player to strictly keep the price fixed below market value. In fact, private- sector
consultants like Ernst and Young regularly argue that this is one of the many reasons why
we do not see even more private-sector participation in PPPs in India (FICCI-Ernst and
Young 2012).

In other words, consumers can often be important pro-reform constituents for PPP
policy. At the same time, there is strong support amongst business groups for more, and
better implementation of, PPPs in India (McKinsey 2014). In fact, these groups are also
joined by powerful international financial institutions (IFIs) like the World Bank and IMF
that consider PPPs a strong potential source of inclusive growth in developing countries
like India (Datta 2009). Important IFIs like the United Nations Development Programme,
the World Bank, IMF, DFID and the ADB have been important sources of financing of

PPPs in India and elsewhere (Ibid).
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Finally, politicians themselves have incentives to support PPPs. First, PPPs are a
source of economic reforms that create new avenues of rent-seeking by elites (through
lucrative governments contracts to friends, allies and even business family members)
without losing traditional sources of patronage like public-sector jobs.

Second, in politically fragmented settings, this demand for greater development of
infrastructure becomes politically attractive to politicians. By situating PPP policy within
the broader rhetoric of growth and development, politicians can use PPPs to show
progress to voters during election season. Many prominent chief ministers, from Naveen
Patnaik in Orissa, to Modi in Gujarat, Naidu in AP and Shiela Dikshit in Delhi have been
photographed at major PPP inaugurations, and gained political benefits from the
perception that they developed their state infrastructure (Mooij 2007; Vaishnav 2013b;
Dholakia and Dholakia 2015).

This line reasoning is similar to newly emerging research on India. Nooruddin
and Rudra (2014), for example, show that governments in less developed countries that
are trying to liberalize their economies end up also expanding public sector jobs because
they compensate politically sensitive constituencies by maintaining or expanding their
jobs while liberalizing other aspects of the economy. Thatchil (2014) finds that in a more
competitive electoral setting, the Bharatiya Janata Party (BJP) in India reached out to
poor voters through the private provision of local public goods—mostly basic health and
educational services, as an alternative to identity based appeals.

The logic applied here is similar — as competition has increased, parties are using
new means of reaching out to new voters, particularly using broad based development

policies. PPPs, and particularly PPPs that improve social or urban infrastructure that
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reaches cities, towns and semi-urban areas that are a key feature of India today. Table 1
below summarizes my argument in brief:

Table 1: My Argument — The Democratic Politics of Private Sector Development

Overall Argument High Political Fragmentation Effect on Private Sector
Development
9
A) Pressure on politicians to use | 1) Less Disinvestment
economic issues that affect the a. When
median voter. disinvestment
- Politicians avoid contentious does occur, it
Higher levels of policies with obvious and loud is used for
political fragmentation opponents funding
forces politicians to - Politicians need to tout government
avoid contentious policies that are popular with spending
policies like potential voters and private | 2) More PPPs
dlSIHVGStmT,lt’, anldk sector, and recognized as a. Greater
g?;gﬁfgtlgf%; growth-inducing or pro-broad emphasis on
based growth and based development .. social and
development B) Higher likelihood of coalition broad based

governance > but each player has

greater agency

- Contentious policies hard to
get through many veto players

- Each player and party also has
incentive and ability to
independently implement
policies that are recognized as
growth-inducing or pro-broad
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development

Other Factors Affecting Private Sector Development

Political Ideology

Of course, political fragmentation is not the only factor that explains government
decisions towards private sector development. One of the dominant factors to explain
privatization has been the role of political ideology. A wide range of scholarship from the
global literature on privatization has shown that right-leaning governments have tended

to privatize more than left-leaning governments (Boix 1997; Biglaiser and Brown 2003;
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Bortolotti et al. 2004, and Potrafke 2010; Doyle 2012; Breen and Doyle 2013). In the
case of India as well, leftist parties such as the Communist Party of India (CPI, and
CPI(M)) have strongly opposed privatization. They have held demonstrations, protests,
bandhs (shutdowns), and campaigning during election cycles to agitate against
privatization.

That said, there is some debate as to whether ideology continues to play a role in
explaining privatization. Schneider et al. (2005), for example, show that while right-wing
ideology explained growing privatization in the 1980s, that is no longer true starting in
the 1990s — that is, the partisan effects of privatization disappear of time as they have
come to become widely accepted (Schneider et al 2005).*' Second, the relationship
between leftist politics and PPPs is less clear. PPPs, as mentioned, provide a range of
public benefits and do not necessarily affect public sector workers, and also help improve
the plight of emerging classes. At the same time, critics often see PPPs as a form of
privatization, and argue that all such liberalization reforms aimed at middle classes often
leave the poor and rural populations behind (Pattnaik 2005). Thus, it is worth revisiting
how ideology has shaped the policies on private sector development in India.

Global Capital and International Institutions

Dominant explanations for privatization in the realm of international relations
theory focus on the role of international factors in shaping domestic preferences. Scholars
have shown that privatization is often shaped by the presence of international investors
(Schneider et al 2005); the training, expertise and influence of international organizations
like the IMF, OECD etc. (Breen and Doyle 2013; Brune et al 2004; Meseguer 2004;

Doyle 2010); and by global market prices (Szakonyi and Urpelainen 2014). Even in the

*! Breen and Doyle (2013) find something similar.
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case of public-private partnerships, various observers have highlighted the fact that
international economic conditions, and particularly the global economic recession in
2008 has affected PPPs around the world (Hall 2012).

There is no doubt at all that international financial conditions, and international
institutions involved in liberalization play a role in shaping private sector development in
India (and elsewhere) (Basu and Pattnaik 1998; Rakshit 2005). However, many have also
argued that these factors alone cannot entirely explain our outcomes of interest. Breen
and Doyle (2013), for instance, argue that while the very initial decision to privatize is
shaped by exogenous (international) factors, the extent and scale of privatization is
shaped by domestic factors (p 6). Doyle (2012) finds that while the IMF plays an
important role in privatization, their impact is shaped by domestic political conditions.
Similarly, it is worth investigating whether global capital and international organizations
can help explain privatization in India as well as PPPs.

5. Research Design

Using a qualitative research design, I investigate the impact of fragmentation on
private sector development in India by combining studying overall trends in India, along
with two in-depth case studies of national governments. The advantage of picking cases
within India is that it allows me to control for the national context (Kohli 1987; Putnam
1993; Wilkinson S. 2004).

Table 2 below provides the universe of cases — all national level governments in

India since 1989 that attempted economic reforms including privatization:
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Table 2: Universe of Cases

List of National Governments in India Since 1989

1989 National Front Government 1999 NDA II Government

1991 Indian National Congress 2004 United Progressive Alliance (UPA) I
Government Government

1996 United Front (UF) Government 2009 UPA II Government

1998 National Democratic Alliance 2014 NDA III Government

(NDA) I Government

Out of eight potential cases, I selected the UPA I and the UPA II governments to
study in detail for substantive and methodological reasons. Substantively, the two
governments between 2004 and 2014 are responsible for the large majority of PPPs and
disinvestments in India over the last 25 years. Specifically, that period witnessed
approximately 70% of all disinvestments, and over 70% of all PPPs in terms of the
amount invested.

Both governments were headed by the same major national party — the INC — and
scholars have come to believe that bipolarity between the alliance around the INC
(namely, the UPA), and the alliance around BJP (namely, the NDA) represent the new
normal of Indian politics (Ruparelia 2015, p 302-303). In other words, these two
governments are a substantively relevant representation of Indian politics and private
sector development.

Methodologically, the two cases can be compared to each other because of the
variation in the key causal factors and outcomes, while holding the national context, and
even the party constant. Specifically, the UPA II government in 2009-2014 came to
power with a comparatively lower level of fragmentation. The UPA I government in
2004-2009, on the other hand, came to power under comparatively higher levels of

fragmentation.
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The cases also vary on private sector development. Specifically, the UPA II
government implemented high levels of disinvestment. Conversely, UPA 1 did not
implement any significant disinvestment, both in terms of policy innovation or actual
sales. In terms of PPPs, UPA I implemented higher levels of PPP projects, and made
greater policy innovation on PPPs than the UPA II government.

My method of inquiry for this paper was archival research and interviews. I
conducted archival research at the Department of Disinvestment, Ministry of Finance
between 2012 and 2013. I collected archival records on key disinvestment transactions
between 1999-2011. Second, I collected summary data on all disinvestment decisions
made by the central government using the Department of Disinvestment archives.
Second, I collected data on PPPs using the Capital Expenditure Database from the Center
for Monitoring the Indian Economy in New Delhi. Third, I conducted archival research at
the Department of Economic Affairs, Ministry of Finance, which is the nodal agency in
charge of implementing PPPs at the federal level. Fourth, I collected electoral data from
the Election Commission. Finally, I conducted archival research in national newspapers,
as well as legislative archives located in both the Lok Sabha and Rajya Sabha archives.
Archival records include internal memos, minutes of meetings, records of the central
government cabinet meetings, newspaper reports as well as Parliamentary debates on
disinvestment and PPPs. I also conducted semi-structured interviews with key officials
within central bureaucracies, Members of Parliament, key external observers such as
financial advisors to the government and technical experts, and finally, labor union

leaders.
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Potential Threats to Validity

There are three potential threats to validity that arise in this paper. First, there
could be potential issues of endogeneity. Specifically, a critic could argue that some
unobserved factors might be affecting political fragmentation. Alternatively, endogeneity
may arise from reverse causality — prior levels of private sector development might affect
electoral competition. After all, my argument is based on politicians making strategic
calculations based on the expected benefits or losses of particular economic policies.

I would argue, however, that the degree of fragmentation of elections is, to some
degree, exogenous to policies on private sector development. My theory is predicated on
the assumption that decisions on disinvestment and PPPs will affect whether individual
politicians get re-elected or not. After all, this is why they care about making these
decisions. Specifically, if their decisions result in the mobilization of opinion against
them for supporting contentious policies likes disinvestment, it will affect their individual
re-election prospects.

However, it is harder to argue that the degree of fragmentation in a constituency
(that is, the number of parties competing in an election) is affected by individual
decisions. In other words, we should expect the number of parties to be a relatively
exogenous factor. A variety of scholarship has made similar investigations about the
independent effect of the degree of fragmentation on various DVs (Teitelbaum 2011;
Chhibber and Nooruddin 2004; Saez and Sinha 2009).

Second, a critic might argue that there are limits to generalizability arising from a
single country study, especially of a country like India. Skeptics would argue that

arguments on India cannot be exported to other regions of the world. Even many India
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scholars will claim that it is hard to generalize insights taken from one state within the
country and apply it to other regions or states. This critique is a valid one. Indian states
are arguably heterogeneous in many ways, and India has some unique dynamics that may
not exist in other countries. However, I believe the dynamics of political fragmentation
that I posit in this study are similar to, and indeed taken from studies of, many other
competitive democracies around the world. Recently, Slater and Ziblatt (2013) have
shown how other studies of India have generated insights that can be applied elsewhere.

Finally, a critic might take a look at the two graphs in Figures 1 and 3 and say that
clearly, the size of PPPs far outstrips the size of disinvestments in terms of amounts
invested — that relative to each other, PPPs are much larger in scope than disinvestments
are. If one were to map them both onto the same graph, the disinvestments would be
much smaller overall. However, the two aren’t directly comparable in that way.
Disinvestments in Figure 1 are the actual sales receipts, or the amount of money
generated through the sale of central public sector enterprises. As such, they represent the
government’s commitment to private sector development through selling PSEs.

The PPP figure on the other hand, represent the official estimate of the total costs
of all of the national government’s public-private partnerships for that year — this
includes the share of the investment that would be committed by the private sector as
well as the government. The data only reports the overall estimate. As such, the measure
still represents the government’s commitment to private sector development through
PPPs, but it is a sum of what the government would spend on a PPP, and what it would
save (by getting the private sector to pay for a part of it). In this manner, the two

measures are proxies for the government’s commitment to different economic strategies
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for private sector development. They are not directly comparable. They are better used as
measures of comparing the government’s commitment to private sector development over
time.
6. Empirical Findings: The Rise of Political Competition in India

The story of post-independence India is in some ways a story of rising political
fragmentation. Until the 1970s, national elections (and often, state elections) in India
were characterized by one-party dominance — that of the Indian National Congress (INC).
However, after the lifting of the Emergency (1975-1977), during which the then-PM of
India, Indira Gandhi of the INC suspended democracy, political fragmentation in India
has risen sharply as voters have flocked to non-Congress parties.

Various scholars have documented the meteoric rise of non-Congress parties in
India. Jaffrelot (2003) and Chandra (2007) have shown that some alternatives to the
Congress have come in the form of identity-based parties like the Samajwadi Party (SP)
and the Bahujan Samaj Party (BSP) in Uttar Pradesh. This proliferation of parties is not
only reserved for identity-based parties of the north. Jaffrelot (2003) also documents the
rise of identity-based parties in the South, like the DMK and AIADMK in Tamil Nadu,
and the Telegu Desam Party (TDP) in Andhra Pradesh. We have also seen the rise of the
Shiv Sena, the Nationalist Congress Party, and the MNS in Maharashtra; the Trinamool
National Congress (TMC) in West Bengal; the Janata Dal (United) in Bihar; the
Telangana Rashtra Samiti (TRS) in Andhra Pradesh, and the Aam Aadmi Party (AAP) in
Delhi, just to name a few prominent examples. In fact, Ruparelia (2015) argues that this
proliferation of regional parties, often mobilized along lines of caste, region and language

has created an increasingly fragmented system in New Delhi. The two features of the
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system are an intensification of political competition, and the rise of coalition
governments.

First, political competition has intensified greatly over time as a result of this
party proliferation. Even in the most recent election in 2014, where a single majority
government came to power by itself for the first time in 30 years, the majority of the
population did not vote for the BJP. In fact, both the national parties put together (BJP
and INC) won about 50% of the vote... “The other half went to these tiny, mostly
regional, parties, just as in the past four national elections” (Ziegfeld 2014). In other
words, this rise of new parties has made competition for votes for national parties intense
(Chakrabarty 2008). By 2009 elections, 370 political parties in India were contesting
elections, of which 37 had won seats in Parliament. Figure 5 below graphs the effective
number of parties by votes and seats in Indian elections since 1989:

Figure 5: Effective Number of Parties, by Votes and Seats

1989 1991 1996 1998 1999 2004 2009 2014

Source: Election Commission, Government of India

The red line above indicates the effective number of parties in India by votes, and the
green line indicates the effective number of parties in India by seats. As this chart shows,
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there is some discrepancy between the two — because not all the parties that people vote
for end up getting seats, and small swings in vote share can have significant
consequences on the seat share, depending on where the votes are cast (Palshikar et al
2014). Nonetheless, Ruparelia (2015) argues that over time, there has been a decline in
the vote and seat share of the major parties, in favor of regional parties. Jaffrelot and
Verniers (2013) also agree that the fragmentation of the party system in India is still
overall, increasing.

This intensification of competition has resulted in another key feature of politics
in India today — the rise of coalition politics. In fact, Ruparelia (2015) has argued that the
rise of the National Front (1989-1991) government “constituted a watershed, heralding
the start of the “third electoral system” in India’s federal parliamentary democracy... the
beginning of a “post-Congress polity”, in which neither the Congress nor any other party
could muster a plurality of votes across the Union. Fractured electoral verdicts and hung
parliaments became the norm” (p 1-2).

This has resulted in a system that has regularized the use of coalition
governments. Ruparelia (2015) points out that since 1989, India’s governments have been
a series of coalition governments, “the largest in the world in terms of the number and
diversity of parties they contain” (p 26). In such a system, coalitions are more fluid and
political parties regularly change alliances (Ziegfeld 2010; Ruparelia 2015). Chakrabarty
(2008) goes so far as to claim that coalitions are “inevitable” in India now (p 162).

This overall trend in political fragmentation has key implications for my
argument. Chakrabarty (2008) points out that the emergence of new parties outside the

BJP and Congress forced all of these parties to reach out to previously neglected socio-
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political groups and broader their appeal (p 167). In terms of policy issues, Palshikar et al
(2014) point out that this intensification has forced political parties to look beyond
traditional social and caste-based cleavages, and focus more on non-ideological issues
like development and governance (p 23-24). Even the BJP has been forced to move
beyond traditional Hindutva-based appeals for support into broader appeal based on
development (Palshikar et al, p 22; Ziegfeld 2015). Another key example of this was the
recent rise of the Aam Aadmi Party (AAP). Their meteoric rise in Delhi forced both the
Congress and the BJP to expand their policy space to include greater support for
governance and anti-corruption policies.

Fragmentation, Coalition Politics and Disinvestment Trends in India

As argued in previous sections, disinvestment in India is shaped by the political
fragmentation trends we just discussed. Take a look back at Figures 1 and 2 in the section
on disinvestment trends. First, the most amount of disinvestment was conducted by the
BJP-led NDA governments in 1999 and the UPA-II government led by the INC in 2009,
both of which came to power with stronger margins of victory than previous
governments. Second, while the amount of money realized through disinvestment has
gone up dramatically over time, the number of disinvestments has dropped. That is,
governments have tended to conduct fewer disinvestments, and used them for fund higher
levels of government spending.

This tendency in India is strongly confirmed by various political leaders in public,
and by experts and bureaucrats in private interviews. For instance, in a public meeting of
government officials in 2012, then Finance Minister P Chidambaram ordered finance

officials to set a target of Rs. 30,000 crores worth of disinvestment for the year 2012.
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According to sources, this was considered crucial “to keep in check the fiscal deficit
which is facing pressure due to rising food, fuel and fertilizer[sic] subsidy bill.”**

In private interviews, a retired senior bureaucrat within the Department of
Disinvestment (DoD), Ministry of Finance stated, “basically, the funds [from
disinvestment] goes into the budget as money got absorbed into the social sector

»> The same fact was confirmed by another DoD official, who said the

expenditure.
disinvestment was a great way to raise revenue.”* In fact, a leader of the opposition and
former Finance Minister Yashwant Sinha criticized this policy of the government “as
selling [the] family's silver to pay [the] grocery bills.”*

Further, government officials and labor union leaders explicitly linked lower
disinvestment to electoral competition in private interviews. During interviews, when
asked what explained how disinvestment was ever stopped at the national level, a senior
labor leader from the Bharatiya Mazdoor Sangh (BMS), a BJP-affiliated national labor
union argued that intense political fragmentation was a key factor:

“Sometimes it happens, yes (disinvestment is stopped), and that depends on the

scenario of the country. If government thinks they are in a sound position, they

can rule even, they won’t stop. [But] if they are weak, then they will not proceed.

If it’s going to be a tough election, they will be careful.... If this is the only

reason, no one can say. But this may be one reason.””

During his interview, the labor leader made it clear that he meant strong and weak in
terms of their electoral strength vis-a-vis other parties. Further, a senior DoD official

explicitly linked disinvestment trends to coalition politics in India. When asked how

elections shaped disinvestment policy, the official explicitly linked electoral politics as

*? http://economictimes.indiatimes.com/news/politics-and-nation/chidambaram-asks-officials-to-expedite-
disinvestment-process/articleshow/15571219.cms

* Interview with Retired Deputy Secretary, Department of Disinvestment (DoD), April 20, 2014.

** Interview with Deputy Secretary, Department of Disinvestment, April 21, 2014

%3 http://economictimes.indiatimes.com/news/economy/finance/disinvestment-policy-government-should-
encourage-retail-investors-says-yashwant-sinha/articleshow/19687329.cms

% Interview with Senior Labor Leader, BMS, April 19, 2014.
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well as coalition politics to reducing disinvestment:
“Risk aversion increases as one approaches elections. I have absolutely seen
this...Some of the large issues [of disinvestment sales] could not happen because
of opposition from the cabinet ministers. Because they didn't want the ire of the
labor unions. And all these pressure groups close to [national] elections became
very important.”’

In fact, he went on to explain that level of disinvestment would also depend on how many

coalition partners there were, “and what [was] the view of the important coalition

28
partners.”

Finally, the labor leader from the BMS argued that coalition governments are
worse at taking decisive steps on disinvestment, and that it is easier to negotiate with
single party governments:

“From labor perspective, single-party government is best. This is because they

can take any decision boldly. For doing it, or undoing it. Coalition government...

if any ministry is headed by some partner, if he has decided something, it will be

difficult for the PM to say to do it or undo it. So from one angle, single party govt

is always ok.”*’

Fragmentation, Coalition Politics and PPP Trends in India

As argued in the previous sections, PPP trends in India (Figures 3 and 4) appear to
be shaped to some degree by political fragmentation in India. Out of all major
governments implementing PPPs, the most amount of PPP projects were implemented by
the INC-led UPA I government that barely won and came to power in 2004, with a total
of 14 official coalition partners, and Left support from the outside (Baru 2014). Clearly,
this is counter-intuitive if effective development policymaking is a matter of state
capacity or being autonomous from too many interest groups (Kohli 2004). Overall,
however, PPPs in the 2000s have been more numerous and higher value than PPPs in the

1990s, at the same time as electoral competition in India has intensified when compared

to the 1990s.

*7 Interview with Deputy Secretary, Department of Disinvestment, April 21, 2014.
** Interview with Deputy Secretary, Department of Disinvestment, April 21, 2014.
* Interview with Senior Labor Leader, BMS, April 19, 2014.
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This tendency towards using PPPs to showcase the political leader or party’s
development or pro-people orientation when faced with potentially competitive elections
is confirmed by key political leaders in public, and by bureaucrats and PPP experts in
private interviews. Right as he was about to take the center-stage for national elections in
2014, then-Gujarat Chief Minister Narendra Modi advocated that PPPs needed to be
made more participatory, and that the “people” should be brought into the PPP model
more.”” During interviews at Ernst and Young, a major financial advisory firm on PPPs in
India, a senior PPP expert listed a variety of problems that governments face when
implementing PPPs; when asked why the government would then bother doing them at
all, he argued that it was “to showcase the public that they [the government] are trying to

do a lot do things.”"

He further gave the example of the National Highway Authority of
India, saying that even if they do not get any bids for announced projects, “typically,
NHAI will try any project 2-3 times... They will keep doing bids.... everybody is in
hurry to show something.”>

PPP experts suggest further that governments push hard for PPPs, even when they
are unviable — for political reasons. When asked what the government would do if Ernst
and Young appraised a project and concluded that it was unviable, he opined:

“They still go ahead. [After all,] there were elections. The Prime Minister was

pushing infrastructure projects. So, artificially they will try to push for it. So they

will do the lowest thing possible — which is put it up for bids.”*”

Another government official in charge of PPPs provided even explicitly tied

coalition politics to higher PPP implementation, suggesting that every time a new party

3% http://timesofindia.indiatimes.com/india/Modi-suggests-P4-model-instead-of-
PPP/articleshow/19461746.cms

*! Interview with PPP Expert, Ernst and Young, April 11, 2014.

*? Interview with PPP Expert, Ernst and Young, April 11, 2014. Emphasis added.
3 Interview with PPP Expert, Ernst and Young, April 11, 2014.
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leader rotated to particular ministries, PPP project implementation in their home state
would rise:

“What happens is that if it's a Rajasthan minister [in charge], suddenly you will
have a lot of road projects in Rajasthan. That last fellow, CP Joshi [Minister of
Road Transport and Highways from 2011-2013], he wanted lots of roads in
Rajasthan. So one could ask why are there 30% roads in Rajasthan. Before that,
[the Minister of Road Transport] was Kamal Nath, who is a Madhya Pradesh guy.
So his focus was Madhya Pradesh and extra projects went there.”>”

While politicians have actively supported PPPs, sometimes against the advice of their

own financial advisors, opposition to PPPs has been rather weak. Speaking about labor

unions, the traditional opponents of disinvestment, a PPP expert at a legal advisory firm

935

on PPPs opined that “labor unions don’t interact much on PPPs.””” The senior PPP expert

at Ernst and Young agreed:

“Frankly, [labor] has not been the reason for things not happening. We cannot
blame it on them. Resistance have [sic] been weak and not very effective.
People’s jobs have not been threatened, so it hasn't been as much of an issue. So
far, PPPs have not upset the apple cart.”°

Along with fragmentation, coalition governance also seem to be compatible with PPPs,

unlike disinvestment. When asked whether coalition governments were worse for
implementing PPPs, a senior bureaucrat suggested instead that coalition politics gave
individual members of the cabinet a lot of control; so any failure or success in
implementing PPPs should not be attributed to coalition politics but to the person in
charge:
“Coalition partners come to acquire [a lot of control]... and seem to act
independently, and that tends to create some centrifugal forces. That does not
necessarily mean that the same ministry given to the leading party will deliver
results. It really depends on the composition of the person. For example, Lalu
Prasad Yadav did a great job in Railways. But Mamata [Banerjee] didn't deliver.

And now you have a Congress minister and that hasn't made a great difference. So
[coalition politics] does make a difference, but it depends [on who is in

** Senior PPP Government Official, PPP Cell, Ministry of Finance, April 21, 2014.
** Interview with PPP Legal Expert, Abacus Legal Group, April 8, 2014.
%% Interview with PPP Expert, Ernst and Young, April 11, 2014.
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charge].”’

Clearly, the “difference” that it makes here is that coalition politics empowers individual
politicians, and PPP outcomes cannot then be blamed on policy gridlock. In this case, he
was comparing two erstwhile Ministers of Railways in the UPA II government — Lalu
Prasad Yadav, who was Minister from 2004 — 2009, and Mamata Banerjee, who was
Minister from 2009 to 2011, when she quit to become Chief Minister of West Bengal.
Recall that UPA I came to power in a much more intensely competitive environment than
UPA 1L

In fact, increasing fragmentation and coalition governance have been identified as
key drivers of reforms focused on growth and development. Ruparelia (2015) points out
that both the Third Front coalition government of the 1990s, and the first term of the
UPA (2004-2009) committed “[substantial] public resources to poverty alleviation,
employment generation, rural development at the same time as they liberalized industry,
trade and investment” (p 4). In fact, many of the initiatives were rushed, inconsistent,
sometimes even contradictory, but one cannot say that they did not try (p 5). Similarly,
Chakrabarty (2008) says that regional parties in coalition governments have favored the
economic reform process, because they accept that economic reforms can generate
economic growth, and that regional parties need to deliver economic growth to stay in
power (p 167).

This tendency towards broad based development has increased as class cleavages
have narrowed and the urban vote has increased in importance (Palshikar et al 2014, p
22-24). This also seems to apply to PPPs. Laisham and Devkar (2016), for instance,

observe that there has increasingly been a heavier emphasis on social and urban

7 Interview with Principal Advisor on PPPs, Planning Commission, Government of India, April 21, 2014.
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development PPPs. This tendency is borne out in the data on PPPs. Figure 6 below maps
the use of social sector and urban PPPs between 1991 and 2014:°®

Figure 6: Number of Social and Urban Sector PPPs in India

90
80
70
60
50
40
30
20
10

x}’

0 B T T T T T T T T T T T T

1993
1994
1995
1996
1997
1998
1999
2000
2004
2005
2006
2007
2008
2009

1991
1992
2001
2002
2003
2010
2011
2012
2013
2014

Source: Center for Monitoring the Indian Economy, New Delhi

As you can see, social and urban PPPs have really taken off since 2006, and the majority
have been during the tenure of the UPA Il government starting in 2010.
7. Comparative Private Sector Development in UPA | and UPA II
Political Competition in UPA I and UPA 11

In May 2004, the BJP-led NDA government lost the general election, much to
everyone’s surprise (Jaffrelot 2005). While the BJP campaigned on an India Shining
campaign, focusing on economic growth and development achieved in the last five years,
the INC created a new coalition called the United Progressive Alliance (UPA), focused
on the common man (4dam Aadmi), arguing that the BJP-led growth had not been

inclusive enough. It came to power as the ruling party for the first time since the 1991

¥ Social sector and urban PPPs are defined in the data as PPPs in health, education, housing, urban
commercial complexes, and Tourism. This is not an exhaustive list of social and urban PPPs, but only the
ones I could identify in the CMIE database using industry type. As such, it is a proxy for social and urban
PPPs.
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elections.

However, the victory was not very strong. There was only a 7-seat difference
between INC and its main opposition, the BJP, and the UPA I ended up being a 14-party
coalition, which only came to power with outside support from the Left parties (Baru
2014, p 9). There is evidence to suggest that Congress leader Sonia Gandhi was readily
aware of the fact that the INC would not get a clear majority, and made extensive efforts
to build a coalition prior to elections (Roy 2011). So the UPA I barely came to power
with a razor thin majority — despite what was perceived to be a major defeat for the NDA,
there was a wafer thin difference of just 0.65 points that separated the vote share of the
UPA and NDA (Yadav and Palshikar 2014).

As a result of its alliances, the UPA became beholden to a variety of political
parties that shaped the behavior of the UPA government. Ruparelia (2015) outlines the
unwieldy functioning of the UPA I, showing that because of the fact that the Left was
outside government, the UPA I government was run through coordination committees
between the UPA and the Left. Specifically, the INC, along with its 13 other UPA allies
created a high-level steering committee in order to coordinate policy making and
negotiation with the CPI(M) and other members of the left (Ruparelia 2015, p 33). This
created a rather unwieldy group that weakened “political consensus, deepened partisan
divisions and blurred the locus of responsibility” (p 33).

There is evidence to suggest that the INC’s weak victory was a key concern for
the UPA leaders and for the left. Together the CPI(M) and its Left allies, the UPA came
up with a Common Minimum program, a policy agenda for the incoming government

(Ruparelia 2015). It focused heavily on populist social sector spending through
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government schemes like the Employment Guarantee Act, the Urban Renewal Mission,
other rights-based legislation, and on developing infrastructure (O’Meally et al,
forthcoming).” Evidence suggests that this was done in order to garner support from
various minorities, scheduled tribes and scheduled castes (SC\ST) and rural communities,
in order to expand their future voter support base (Guha 2007, p 702).

Additionally, coalition governance itself was unwieldy. The Left parties chose to
make the coalition government even more unstable than was necessary. Many members
of the Left parties, including Communist Party of India-Marxist (CPIL-ML) and the
Communist Party of India (CPI) wanted to officially join the government, the leadership
of the CPI(M) vetoed the idea of the Left joining the government (Baru 2014, p 9). In
private meetings, incoming Prime Minister Manmohan Singh recognized the pitfalls of
coalition governance:

“[our] experience...will not be easy. We are a minority government. The Left has

only agreed to support us from the outside. The Congress party has never run a

coalition government. I will have to make a success of it” (Baru 2014, p 30).

This bargaining and competing with its allies for policymaking resulted in policy
uncertainty and infighting over a variety of important policy issues, such as the fate of the
Telengana state (infighting with TRS), fighting over Jammu and Kashmir (with the PDP),
and over the US-India Nuclear Treaty (with the Left Front) (Roy 2011, p 35).

In stark contrast to the results of the 2004 elections, the 2009 elections gave a
clear victory to the INC. While they had won 145 seats in 2004 and only 114 in 1999,
Congress won 206 seats in 2009. As a result, the UPA got a “comfortable majority” in

Parliament (Wallace 2011, p. 3). As a result, observers argued that “India’s electorate

[had] emphasized political stability and governance coherence in 2009 elections (Ibid).

%% See also: http://www.thehindu.com/2004/05/28/stories/2004052807371200.htm
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Even within Congress leadership itself, perceptions after UPA II's election were quite
different from those after UPA 1. Sanjaya Baru, a media advisor in Singh’s inner circle,
claimed that Singh, who was the first PM to have returned to a full five year term since
Jawaharlal Nehru (India’s first PM post-independence), and with an improved majority
felt stronger and more confident coming back to office (Baru 2014, p 271-273).

Not only did the Congress improve their standing, regional and ethnic parties like
the BSP and SP, long seen as part of the reason for policy gridlock, did poorly —
weakening their clout (Wallace 2011, p. 11). The election also weakened outside
opposition parties. Overall, the 2009 elections were seen as a massive defeat for the Left
and other detractors of the UPA, and a consolidation of power for the UPA (Ruparelia
2015, p 310-315).

The difference in the electoral situation from 2004 resulted in subsequent
differences in the coalition and clout of the INC. Whereas in 2004, Sonia Gandhi had
actively sought coalition partners, going so far as to invite potential partners for informal
dinners and conversation, in 2009, Gandhi actually rebuffed offers from former UPA
alliance partners to forge fresh alliances (Roy 2011, p. 22). While in 2004, the alliance
strategy paid off in terms of electoral victory, it did result in policy gridlock and political
infighting within the alliance. On disinvestment, this was particularly the case with the
Left front parties. In the 2009 case, the INC expected substantial seat gains as a result for
pre-election polling (Roy 2011, p. 27). As a result, they explicitly avoided making pre-
election alliances. Ruparelia (2015) claims that after elections, the INC was much more

assertive vis-a-vis its UPA II allies (at least initially) (p 310).
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Comparing Disinvestment in UPA I and UPA 11

Low Disinvestment in UPA 1

Up until the 2004 elections, disinvestment of PSEs was being implemented very
aggressively. The prior NDA II government under the BJP from 1999-2003 had
implemented not only minority stake sales, but also majority sales of PSEs. The election
of the new UPA I government, however, significantly slowed down disinvestment. In
2005, the government stopped all existing plans for strategic majority stake sales in PSEs
(Department of Disinvestment 2007, p 36). Eventually, disinvestment was temporarily
halted altogether in 2006, and didn’t recover for the remainder of the UPA I’s tenure.

One might argue that the discontinuation of disinvestment may have been a result
of ideological disagreements with the BJP about liberalization having gone too far.
However, there is evidence that shows that the incoming UPA government’s lack of
progress on disinvestment was not a result of an anti-disinvestment stance. In fact, for
years prior to the 2004 elections (and in the lead up to it), the incoming Finance minister
P. Chidambaram published a variety of news articles in the Indian Express newspaper
supporting disinvestment. In these articles, he goes so far as to argue that “privatization
alone will unlock the true potential of many public sector companies.” (Chidambaram
2007, p 311-312).

The policy of disinvestment had support at the highest political levels within the
UPA. The newly appointed Finance Minister, P Chidambaram and the Heavy Industries
Minster, Santosh Mohan Dev, declared public support for disinvestment, and claimed that

the government would in fact expedite the disinvestment process.”’ In a high level

* http://economictimes.indiatimes.com/news/economy/policy/government-to-expedite-disinvestment-
process/articleshow/998317.cms
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meeting of the Congress Working Committee, which is comprised of the top of INC
leadership, the new Prime Minister Manmohan Singh also publicly declared support for
disinvestment.*!

Second, the policy on disinvestment was also changed, but not reversed. The new
government’s National Common Minimum Program, which was adopted from the
Common Minimum Program formulated jointly between the UPA I and the Left
specifically said that they would continue disinvestment, but more strategically: “All
privatizations will be considered on a transparent and consultative case-by-case basis”
(Department of Disinvestment 2007, p 36). Second, while the UPA 1 stopped strategic,
majority sales, under the common minimum program, the Department of Disinvestment
in 2004 simply shifted disinvestment policy away from strategic sales towards minority
stake sales of PSEs (Baijal 2008, p. 1693). Day to day work on pushing sales forward
continued until 2006, when a memo from the PM’s office stops all disinvestments
altogether, ordering all ministries to stop all sales.*”

So what explains why disinvestment failed when the policy had support at the
highest levels? Interview evidence from a variety of bureaucrats and industry observers
suggests that this was a result of the preferences of the leftist coalition allies of the INC.
According to one observer, a prominent CPI(M) leader named Sitaram Yechury, and his
left parties allies played a pivotal role in strong-arming the PM into stopping all
disinvestment.”> The left front, which was using its 60 Lok Sabha seats to provide

external support to the UPA government, thus had enough political clout to essentially

* http://economictimes.indiatimes.com/news/economy/policy/govt-to-begin-disinvestment-
soon/articleshow/1116752.cms

2 Department of Disinvestment, F. No. 4 4/31/2000, p 37.

* Interview with Retired Deputy Secretary, Department of Disinvestment (DoD), April 20, 2014.
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hold the government hostage on this issue. This sentiment, that Left parties are
responsible for the failure of disinvestment during the UPA I regime is also fairly
widespread in the literature on this time period (Dehejia 2010).

However, it was not just Left parties, or leftist ideology alone that stalled
disinvestment in this time period. While Left parties regularly get the blame, key
disinvestment attempts by the UPA government were actually thwarted by a variety of
coalition partners that are not ideologically left or part of the Left front. For example, the
UPA government attempted to disinvest a company in Tamil Nadu in 2006 called
Neyveli Lignite Company. Local unions and political parties were able to galvanize
substantial opposition to disinvestment. However, it was not until the DMK, which was
the ruling party in Tamil Nadu, and a UPA ally threatened to pull out of the UPA
coalition that the government caved and stopped the process.”* The DMK did not oppose
disinvestment on ideological grounds. Instead, observers agree that DMK’s opposition to
the Neyveli Lignite disinvestment only began once the other major regional parties in
Tamil Nadu, the AIADMK and the PMK politicized the issue and leant support to local
unions.*

A similar story occurred in the case of the National Aluminum Company
(NALCO) in Orissa. When the government tried to disinvest NALCO, local unions
galvanized support from multiple parties, including the BJP and the ruling Biju Janata

Dal (BJD), a regional Orissa party with a prominent presence in Parliament.** After

* http://economictimes.indiatimes.com/news/industry/indl-goods/svs/metals-mining/opposition-to-neyveli-
lignite-disinvestment-hotting-up/articleshow/4702329.cms

* http://economictimes.indiatimes.com/news/industry/indl-goods/svs/metals-mining/opposition-to-neyveli-
lignite-disinvestment-hotting-up/articleshow/4702329.cms

46 http://economictimes.indiatimes.com/news/politics-and-nation/strike-against-nalco-disinvestment-
begins-in-orissa/articleshow/1691848.cms
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active agitation, along with opposition from political parties as well as the Chief Minister
of Orissa, Naveen Patnaik (of the BJD), the government caved. Similarly, employee
union opposition thwarted the government’s attempts at disinvestment in the National
Mineral Development Corporation (NMDC) and BSNL.*’

In other words, the failure of disinvestment during the tenure of the UPA I was
not determined by the ideology of the left, but rather by “alliance politics,” and the fact
that many of these leaders were galvanized into opposition by competition within their
political environment (Dehejia 2010). This sentiment is somewhat corroborated by labor
unions as well. In an interview with a labor union leader from the BMS, an official
pointed out that it was not ideology that stopped the UPA I:

“Some say that during the time [of UPA I’s tenure], [the] Left was also supporting
fhe UPA 1. [So] whenever this issue [of disinvestment] came up, they opposed it.

[But] I don't think this was the real reason [disinvestment did not occur]. Because

Left was part of the United Front govt [in 1996-1998 also]. And at that time,

disinvestment happened. So they (Left) can say that we tried and stopped it, but

its not convincing to anyone.”
High Disinvestment in UPA 1I

The stark difference in the political environment resulted in a complete reversal of
the trajectory of disinvestment during the tenure of the UPA II government. While policy
gridlock remained a problem in other areas (such as FDI in multi-brand retail, reservation
policy, etc.), the government began disinvesting at a feverish pace and started setting
extremely high disinvestment targets for every year. Almost immediately after coming to

power, then Finance Minister Pranab Mukherjee declared that the government would be

47 http://economictimes.indiatimes.com/news/news-by-industry/indl-goods/svs/metals-mining/bsnl-eu-to-
hold-protest-against-psu-disinvestment/articleshow/1688052.cms
8 Interview with Senior Labor Leader, BMS, April 19, 2014.
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“kick-starting” disinvestment.”” Policy-wise, UPA II continued the same disinvestment
policies espoused during UPA T called the National Common Minimum Programme
(Gupta 2009, p 46). The key difference was that now, they were implementing those
policies. This meant not doing majority stake sales) in favor of minority sales through the
stock market (Baijal 2008). The idea was to give the common man the ability to buy a
stake in major PSUs. The UPA II government called this concept “people ownership.”°

What was more important and different, however, was the government’s attitude
towards coalition partners. While the UPA 1 was characterized by both insiders and
outsiders as beholden to its allies, UPA II started on an aggressive note. When asked
specifically about what he would do about coalition partners who opposed disinvestment
like the TMC in West Bengal and DMK in Tamil Nadu, Finance Minister Mukherjee
said: “I have handled the coalition members for so many years. I’ll handle this issue [as
well]. I’ll manage them (the coalition partners) just as I’ve done in the past.”"

There is strong evidence of the “handling” in UPA I, unlike in the case of UPA 1.
For instance, just as the government had tried to disinvest Neyveli Lignite Company
(NLC) in 2006, the new UPA II government began the process again in 2009. Almost
immediately they encountered stiff political and labor opposition.”® In fact, this

opposition continued for years, and the government continued to push. Both the DMK

and AIADMK chief Jayalalitha wrote to the government advocating against

* http://economictimes.indiatimes.com/news/politics-and-nation/disinvestment-tough-pitch-for-
pranab/articleshow/5001406.cms

> PMO ID. No. 345/31/C/7/2009-ES I dated 11/11/2009, p. 1.

*! http://economictimes.indiatimes.com/news/politics-and-nation/disinvestment-tough-pitch-for-
pranab/articleshow/5001406.cms

32 http://economictimes.indiatimes.com/markets/ipos/fpos/nlc-disinvestment-move-faces-companys-
opposition/articleshow/10740047.cms
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disinvestment, just as they had last time.”® This time, however, the government prevailed
and disinvested NLC in 2013. So while overcoming opposition may have taken time, the
government successfully disinvested a company that they had failed to disinvest during
the previous regime.

A similar situation developed with NALCO. Recall that NALCO had been
successfully opposed during the UPA I tenure. This time as well, there were protests
against disinvestment in NALCO.>* However, unlike last time, major political parties did
not join in, and NALCO was successfully disinvested in 2013. The disinvestment of the
Steel Authority of India (SAIL) is another interesting and illustrative case of UPA II’s
strength vis-a-vis its coalition partners. After it was announced in 2010, disinvestment in
SAIL was also opposed by unions, which resulted in significant protests.” At the same
time, the DMK, UPA’s ally in Tamil Nadu, withdrew support for the UPA over human
rights issues for Tamils in Sri Lanka.’® However, because the UPA did not need
substantial support, it was able to garner enough votes to continue by gathering support
from the SP and BSP parties. Unlike UPA 1, this time the government explicitly stated
that withdrawal of support by the DMK was not a threat to the government’s
disinvestment agenda.’’

Finally, the trend in disinvestment towards fewer disinvestments with higher

values also makes sense in the context of fragmentation in India. The UPA governments

53 http://economictimes.indiatimes.com/news/economy/finance/j-jayalalithaa-writes-to-manmohan-singh-
on-navaratna-psu-disinvestment-issue/articleshow/20954398.cms

4 http://www.business-standard.com/article/companies/nalco-officers-body-vows-against-disinvestment-
113031400424 1.html

53 http://www.thehindu.com/todays-paper/tp-national/tp-andhrapradesh/protest-against-disinvestment-in-
sail/article749712.ece

56 http://www.thehindubusinessline.com/news/national/dmk-withdraws-support-for-upa-govt-says-no-
threat/article4525010.ece

57 http://in.reuters.com/article/india-ally-dmk-karunanidhi-congress-idINDEE92102S20130319
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came to power in a broadly more competitive, multiparty environment than those of the
governments in the 1990s (Palshikar et al 2014). As a result, the UPA governments have
tended to situate disinvestment within the larger goal of inclusive development and
linking privatization and social needs of the country — for example, by using privatization
revenues for designated social sector schemes (Baijal 2008, p. 1690). In fact, in 2009, the
PM’s office issued a directive ordering the Department of Disinvestment that proceeds
from disinvestment were to be “directly channelized into specific social sector
schemes.”®

Between 2009-2014, the UPA II government disinvested a whopping 202,000
crores worth of PSEs in 1991 rupees, in contrast to 22,000 crore rupees in the previous
five years. According to Privatization Barometer, in 2013 alone, India was the 5t largest
state in privatization in the world — which included two $1 billion sales (Privatization
Barometer 2013-2014, p 6).

While the powerful electoral victory of the INC explains their ability to
implement disinvestment, this particular order to use proceeds for social schemes
explains one important incentive to pursue this policy. Guha (2007) and others have
shown that over time, regional and national level parties have siphoned off the INC’s
traditional vote base (Ziegfeld 2014). Between 1989 and 2004, the INC frequently found
itself in either a supporting role or in opposition, while its seat share continued to erode.
Roy (2011) argues that it was this reality that forced Sonia Gandhi to court allies who
may or may not be reliable.

If Congress is to rebuild its support base in order to cope with the new reality of a

fragmented party system, it needs to come up with new vote banking strategies. Both

¥ PMO ID. No. 345/31/C/7/2009-ES I dated 11/11/2009, p. 3.
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forms of private sector development can play a role in this. Disinvestment is immediately
attractive because it provides a ready source of revenue that can be used, but only if it
does not engender opposition in a way that may harm future electoral wins. This strategy
of the UPA was confirmed by a retired senior bureaucrat involved in disinvestment:
“From 2009-2013, these 4 financial years, the money got absorbed into the social
sector expenditure... govt took the decision to MNREGA, JNURM, 6-7
schemes... Whatever money was allocated to these schemes in various states,

disinvestment proceeds became part of that expenditure.... if they spent 1 lakh

crore, about 40k came from disinvestment, the rest came from other budget

59
sources.”

Importantly, Congress isn’t the only party who has used funds in this way. The
Disinvestment Commission under the United Front government in 1996 and the NDA 1I
government thought that the use of disinvestment funds to cover the fiscal debt was
justified (Baijal 2008).

Comparing PPPs in UPA I and UPA 11

PPP Implementation Under UPA 1

In direct contrast to disinvestment, the UPA I government was a trailblazer on
public-private partnerships. First, the UPA government was the first to set up a cabinet
level ministry on PPPs almost right after it came to power. Specifically, it created the
Committee on Infrastructure on August 2004 under the direct chairmanship of the PM
himself, which was later renamed the Cabinet Committee on Infrastructure in 2009
(Ramakrishnan 2014, p. 120). Their agenda was to “initiate policies that ensure the time-
bound creation of world-class infrastructure, develop structures that would maximize the
role of PPPs and monitor the progress of key projects.” (Ibid). In 2005, the UPA created
the Public-Private Partnership Appraisal Committee. This institution was a particular step

forward because their job is to help perform the due diligence on formulation, appraisal

** Interview with Retired Deputy Secretary, Department of Disinvestment (DoD), April 20, 2014.
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and approval of all PPP projects costing Rs. 1000 million or more (Ibid). Third, in 2006
the government introduced the Viability Gap Funding (VGF) mechanism, which is
designed to help improve the financial viability of infrastructure projects that were
economically or otherwise justified but were below standard thresholds.

In those cases, the government would provide up to 20% of the capital costs in the
form of grants. Finally, the bureaucracy in charge of implementing PPPs, the Department
of Economic Affairs (within the Ministry of Finance) argued PPP policy should include
an enabling framework for private-sector investment by simplifying taxation; a
preference for mega-projects managed by larger private owners as opposed to small-scale
private investment; and expediting the approval process (Department of Economic
Affairs 2007). In fact, Srivastava (2010) marvels that the “speed with which the
Department of Economic Affairs seems to have agreed in principle to these prescriptions
is noteworthy” (p. 542). In other words, the UPA made enough policy advances on
streamlining and improving PPP implementation that some PPP experts decreed that
India had already reached the next level of the PPP market maturity curve (Ramakrishnan
2014, p. 121).

Datta (2009) confirms that PPPs have emerged as a key policy favorite of the
UPA 1. The government incorporated PPPs into key flagship schemes, like the Jawaharlal
Nehru Urban Renewal Mission — to leverage PPPs for improving urban infrastructure and
provisioning of basic services for the urban poor (Koehler and Chopra 2014). In 2006, the
UPA government also took out a loan from the Asian Development Bank to set up a PPP
cell within the Ministry of Finance, and to mainstream and standardize the use of PPPs in

central ministries as well as at the state level (Laishram and Devkar 2016).
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The role of the UPA I in bringing about the PPP turn in India was well
acknowledged in expert interviews as well. A legal advisor on PPPs, for example, opined
that PPPs have been around for a while, but they really “started in India around 2004.”%
Similarly, a senior advisor to the government on PPPs opined that it was the “UPA govt
[that] gave a major thrust to PPP from 2004. But it was 2006 onwards that the whole
business of private sector investment [in PPP] really accelerated.” One expert
specifically compared the prior NDA government, which had made great strides in
disinvestment, to the UPA, saying: “NDA was strongly committed to disinvestment. But
not to PPPs. PPPs hadn’t evolved till then.”®

Meeting notes from the cabinet level meetings show that powerful ministries
populated the PPPAC — including Finance and Commerce and held regular meetings to
monitor the progress on PPPs. In fact, various critics of PPP implementation in India
(and of the UPA government) have argued that sometimes, there was pressure on
bureaucracies to even ignore due diligence and move projects along as quickly as
possible, to the long-term detriment of the project (Mahalingam 2010). This was
corroborated in interviews by a senior PPP expert at Ernst and Young.”’

The political and bureaucratic support for PPPs is apparent in the data. For
example, there is a vast difference in the amount of money being invested in PPPs when
comparing the UPA I government with the previous NDA regime. Further, evidence

suggests that PPPs have played a role in garnering electoral support and broadening the

voter base for political parties in India. For instance, Nagesha and Karnam (2015) show

% Interview with PPP Legal Expert, Abacus Legal Group, April 8, 2014.

*! Interview with Principal Advisor on PPPs, Planning Commission, Government of India, April 21, 2014.
%2 Interview with PPP Legal Expert, Abacus Legal Group, April 8, 2014.

83 See, for instance, fn. 22-23.
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that various national highways projects in Karnataka supported by the central government
were perceived positively by road users for reducing travel time, saving fuel and
consistency in reaching their destination. Similarly, Kuriyan and Ray (2009) show that
improving service delivery of public services has been extremely popular amongst the
semi-rural emerging middle class, which is a major constituency today. Studying
telecenters built through PPPs in Kerala and Andhra Pradesh, the authors show that PPPs
can become a symbol of government efficiency, responsiveness, and modernization by
improving the provision of public services.

PPP Implementation Under UPA 11

As Figure 3 shows, PPP implementation during the UPA II’s tenure in 2009-2014
falls lower when compared to the tenure of the UPA I. In terms of the amount of money
invested in PPPs, PPP investments fell by more than 50%. What explains this drop in
PPPs after 2009? Part of that drop is undoubtedly because of the slowdown in the global
economy, which has resulted in problems securing private funding for PPP projects
(FICCI-Ernst and Young Report 2012). However, as I discuss in more detail below, that
does not explain the whole story.

Part of the slowdown was a result of a weaker emphasis on PPPs in the second
UPA government’s tenure. This shift has been corroborated through multiple interviews.
While comparing UPA I and UPA II on PPP policymaking, a senior PPP expert at Ernst
and Young suggested that “under [the current] UPA, [there has been] very poor project
implementation under PPP from the government side. So now the banks are not ready to
help fund any projects. They [the banks] don't want to spend a dime on PPPs.” ® When

asked why implementation of PPPs had worsened under the UPA II, he further opined:

%4 Interview with PPP Expert, Ernst and Young, April 11, 2014.
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“[that is because] there is no sense of urgency. I think somewhere they lost the

agenda. I think there was a very heavy emphasis on subsidies and vote banks and

not really on development [lately]... [so] 2nd term [of the UPA] was worse.

Somewhere, they lost the objective. It happened more in the second term.”®’

This sentiment was also shared by a senior advisor on PPPs within the Planning
Commission, who claimed that the “UPA II [has] done a bad job and less of it (PPPs) —
especially in the last 2-3 years... [it has been a] lack and slack period within the UPA.”%

The evidence on policy innovation in the UPA 1II also corroborates this claim. The
tenure of the UPA I was characterized by a plethora of innovation on PPPs. The first
government created and expanded the scope of cabinet level committees, created viability
gap funding, started the India Infrastructure Finance Company Limited (IIFCL),
standardized contracts called Model Concession Agreements (that private sector
companies sign with public agencies to create a PPP), and started a capacity building
program to improve PPP implementation using funding from the Asian Development
Bank (Ramakrishnan 2014; Laishram and Devkar 2016).

By contrast, policy innovation during the UPA II government slowed down
considerably. Namely, it set up the Infrastructure Debt Fund to make it easier for banks to
take risks on loans, and made it easier for private companies to exit existing projects
(Ramakrishnan 2014). That said, the one major upward trajectory for PPPs has been in
social and urban PPPs. As Figure 7 showed, social and urban PPPs have seen a
significant jump in the time frame. As the previous discussion has shown, this can be

explained by the desire for major political parties in India to expand its voter base, to

include the emerging middle class in India in urban and semi-urban cities and towns.

% Interview with PPP Expert, Ernst and Young, April 11, 2014.
% Interview with Principal Advisor on PPPs, Planning Commission, Government of India, April 21, 2014.
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8. Other Factors Shaping Private Sector Development

As I discussed in the theory section, political ideology has played an important
role in explaining government strategies towards developing the private sector across
many other regions and countries around the world. Specifically, while leftist politics has
opposed disinvestment, right-wing politics has supported it. Thus, it is important to
consider whether political ideology plays a role in India.

As far as the major parties are concerned, political ideology on economic policy
does not play a major role — because political parties constantly exchange positions
depending on whether they are in power (Guha 2007, p. 701). Chidambaram (2007)
provides a variety of examples of Congress criticizing the BJP during the 1999-2004
NDA regime over privatization on policies that they themselves championed when they
were in power in 1991-1996 (p. 70-71).

The only exceptions to this rule tend to be the leftist parties in Indian politics.
Their preferences against disinvestment have remained constant over analysis time. Their
presence in a coalition does have an effect on reducing disinvestment, as was the case in
1991, 1996-97 and 2004. Leftist leaders also regularly coordinate with labor unions to
organize protests, a fact that the Department of Disinvestment is quite cognizant of. In
some cases, they succeed in stopping disinvestment altogether, as was the case in the
NALCO disinvestment, and Neyveli Lignite, among others. In other cases, like BALCO
and Modern Foods, they fail even after extensive efforts (Baijal 2008, p.2398-2504).

That said, the preferences of the left on disinvestment might not be as immutable
as once thought. There exist anecdotal cases where the left has acquiesced to some levels

of disinvestment. For example, during the disinvestment of Hindustan Zinc Ltd in 2002,
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local labor union leaders not only supported disinvestment (majority stake, in fact) to the
private sector, they openly greeted the private sector team that came to inspect the
facilities (Baijal 2008, p. 2504). In another case, Guha (2007) shows that in West Bengal,
not only did the CPI(M) support privatization, but their communist Chief Minister once
famously said, “reform or perish” (p. 701-702). In fact, even labor unions are aware of
the fact that Left parties are not as anti-disinvestment as they may claim to be:

“We have seen [disinvestment] already led by all the parties — Left, United Front,

NDA, UPA. All of them. Communist bhi. Lekin disinvestment kabhi bandh nahin

hua. Tareeka alag raha hoga, shakal alag hogi (in Hindi: Communist also. But

disinvestment never stopped. Methods may have differed, faces may have

differed).”®’
Conversely, on PPPs, leftist ideology does not have the same effect as disinvestment.
This is because while disinvestment creates clear winners and losers, the effects of PPPs
are less clear. For instance, in cases where PPPs do not result in job losses to the public
sector, it is hard to expect resistance from labor. This lack of clarity is borne out in
interviews with labor union leaders. Across a range of interviews with labor union leaders
in Delhi and Andhra Pradesh, interviewees consistently said that they were ideologically
opposed to PPPs. At the same time, they could not cite a single example of a time where
they had organized, participated in, or could think of someone else organizing a protest
against a public-private partnership.®®

Finally, international factors — global capital and international organizations have
played a role in private sector development around the world. International organizations

have helped train technical experts, provide training and funding to implement

privatization, as well as PPPs. Major international private sector firms like BNP Paribas,

%7 Interview with BMS Labor Union Leader, April 19, 2014.
% Interview with three senior AP labor union leaders, Feb 2, 2014.
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KPMG and Ernst and Young have been hired as technical experts to help the government
implement disinvestment (Baijal 2008).

There is also no doubt at all that international financial conditions, and
international institutions involved in liberalization play a role in shaping private sector
development in India (and elsewhere) (Basu and Pattnaik 1998; Rakshit 2005). Evidence
suggests that both opponents and proponents of disinvestment are well aware of the
impact of an open economic environment on the performance (or lack thereof) of Indian
public sector companies against international firms. Indian policymakers within the
disinvestment commission expressly considered this issue of competitiveness when
choosing to disinvest companies like IPCL (Baijal 2008, p 2644-48). During the
disinvestment of Hindustan Zinc Limited, labor union leaders suggested that the pressure
from international competition was a reason why they did not oppose privatization in
some cases, because they understood that something had to be done (Baijal 2008, p
2517).

However, evidence does suggest that while disinvestment in India has been
shaped by international factors, domestic political factors have also played a key role.
First, by controlling for the national context, I have shown that the preferences of
international financial institutions alone do not explain private sector disinvestment
policies in India — because it does not explain the variation in disinvestment and PPPs
over time. Second, in interviews, financial advisors from major multinationals like Ernst
and Young have acknowledged that officials will do what they want to do on PPPs, and if
the advice of their international consultants is unfavorable, they can and do ignore them.

Government officials on PPPs also agree that politicians are the ultimate decision makers
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on PPPs — not private sector advisors and not ministry bureaucrats.”’ Other studies of
privatization have found similar results elsewhere — international factors matter, but do
not fully explain privatization (Obinger et al 2014, p 1310).

One particular danger in explaining PPPs is worth discussing. A critic or skeptic
might look at the falling rates of PPPs in the late 2000s and early 2010s and argue that the
slowdown in PPP implementation in the post 2009 years suggests that this trend might
not be upward, but rather cyclical. If that were the case, the golden age of PPPs would be
the mid-2000s, and they would now be fading. This has certainly been a narrative and
fear amongst observers of PPPs as financing for new PPPs has gotten harder in the period
of post-2008 global economic downturn, and affected the implementation of new PPPs
(FICCI-Ernst and Young 2012; Ramakrishnan 2014).

There are reasons to believe that the cyclical narrative on PPPs might be
mistaken. First, in recently released reports on PPPs, the World Bank noted that contrary
to such perceptions, PPPs are not really declining. For one, “total investment in
infrastructure in 2015 remained steady at US$111.6 billion, compared with US$111.7
billion in 2014 and US$124.1 billion over the past five years” (Kasper and Saha 2015, p
1). 2015 also saw the single largest PPP project ever implemented — a new $36.5 billion
airport in Turkey. And excluding India, China and Brazil, global PPPs increased by 92%
year over year (Ibid).

In other words, global PPP trends seem to suggest that PPPs are not really on the
decline, as much as they may have shifted a bit from traditional locations for PPPs to
newer ones. Finally, this implies that the decline in PPPs in India may not be a result of

global cyclical trends as much as other factors. My research suggests that domestic

% Interview with PPP Expert, PPP Cell, Ministry of Finance, April 21, 2014.
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political conditions are one such factor. Finally, Hall (2012) also suggests that while PPP
implementation has certainly suffered in the post-2008 global economy, various countries
(India among them, along with various EU member nations) are trying innovative policy
solutions to improve the future outlook of PPPs. Given these factors, I would argue that
counting PPPs out as a cyclical trends just yet might be a bit premature.
9. Conclusion

Political fragmentation in India has been on the rise since the 1980s, and higher
levels of fragmentation and coalition politics have tended to occur in time periods with
lower levels of disinvestment. Conversely, higher levels of fragmentation and coalition
politics have been concomitant with higher levels of PPP implementation. My argument
also explains two curious phenomena in disinvestment and PPPs. In terms of
disinvestment, India is increasingly opting for fewer disinvestments in number, but those
that it is implementing are those with higher values. In PPPs, there is an increasing
emphasis on social and urban sector PPPs.

The theory fits beyond the two governments I studied. It also explains why the
NDA government in 1999 implemented disinvestment heavily, but did not make
substantial progress on PPPs. Critics might say that the NDA did not make substantial
progress on PPPs because no such thing existed in the 1990s. However, in the state level
article (article 2), I show that other governments at the state level had made substantial
progress on PPPs already by the time the UPA came to power. This sentiment is also
corroborated by the World Bank, which observed that various states in India had made

more progress on policy innovation on PPPs before the national government (World

Bank 2007).
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This study is a first step towards trying to understand the political logic behind the
various economic strategies that states can use to develop their domestic private sectors.
In order to strengthen the findings, further research is necessary. Future research should
first and foremost test whether the effects of competition on privatization are uniform
across different types of disinvestment and PPPs. Second, future research should extend
this analysis using quantitative methods. One way to do it might be to code the
constituencies of various cabinet members of ruling parties, and see if different measures
of degrees of political competition have a statistically significant effect on disinvestment
and PPPs in their constituencies. Finally, the current study cannot entirely eliminate the
role of economic factors in explaining private sector development. Further tests are
necessary.

Future research should also compare private sector development across regions. It
would be interesting to see if these conclusions about the impact of fragmentation on
private sector development extend to other first-past-the-post democracies like the UK, or
proportional representation systems like Germany and Brazil, or presidential first-past-
the-post-systems like United States.

Future research could also extend the analysis to other policy issues. For example,
in the case of India, it might be interesting to study other economic policies like fiscal
policy reform. Arguably, it might be possible to test whether fragmentation makes it
harder for politicians to cut government spending. Conversely, it might incentivize
politicians to improve government revenues through tax reform, broadening the tax base
or fostering growth.

Another potential policy issue to test could be education reform. For instance,
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fragmentation might make it harder for politicians to reform affirmative action programs
(called reservation policy in India). Conversely, it might incentivize other education
policies like universal education (such as the far-reaching Right to Education Act in

India) or school voucher programs for the poor.
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Chapter 2: Electoral Competition and Private Sector Development in India
at the State Level: Andhra Pradesh, Gujarat and Maharashtra

1. Introduction
It has become increasingly important to study the state level in order to understand

socioeconomic and political realities on the ground, in India and elsewhere. India has
experienced increasing decentralization since the 1970s (Srinivasulu 2007). Prior to the
dismantling of central planning in the 1990s, decisions on allocation of resources were
concentrated in central ministries in New Delhi (Kennedy 2004, p 31). In the post-
reforms period after 1991, the policies of governments at the state level have become
particularly important for fostering growth and development (Kennedy 2004, p 33). State
level decisions thus affect developmental realities on the ground, and there is great
variation on implementation on economic policies among states (Choudhary 2007;
Panagariya and Rao 2015).

In the reforms era triggered by the central government in 1991, states have been
encouraged to implement two specific policies meant to increase the role of the private
sector — 1) reform the existing public sector enterprises (PSEs) through restructuring and
privatization; and 2) increase private sector participation in industrial and infrastructure
development, particularly through the use of public-private partnerships, or PPPs
(Kennedy 2004). Scholars and policymakers recognize that state-level decision-making is
crucial for both types of policies, and thus have advised states to pursue both PSE reform
and attracting private sector participation in industrial and infrastructure development
since the very beginning of reforms (World Bank 2011).

However, states have made varied progress on both over the last 25 years. Some
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states have actively conducted public enterprise reform, while other states have made
little to no progress. Similarly, states have implemented varying levels of public-private
partnerships over the years. What explains this variation?

Prior scholars have looked at various factors such as the role of ‘stealth,” and the
preferences of business elite to explain economic reforms at the state level in India. In
contrast to these standard explanations, I argue that political competition plays a key role
in explaining progress states have made towards the development of the private sector.

Increasing political competition, in the form of narrow margins of victory, and the
fragmentation of the party system, increases the risk of losing office for politicians. Such
competitive settings encourage politicians to limit the restructuring and privatization of
existing public sector enterprises (PSEs) — because restructuring and privatization can be
highly politically toxic in competitive elections.

On the other hand, competitive elections can make public-private partnerships more
likely. Political competition incentivizes politicians to broaden their support base among
voters, and PPPs have increasingly provided politicians with a way to reach a wider
audience. By integrating PPPs into a broader development agenda that can be framed in
terms of growth and development for all, politicians can use PPPs for electoral gains in
competitive elections. In other words, increasing political competition encourages a shift
in the government’s attention away from privatization through reforming existing public
sector enterprises towards encouraging greater private sector participation in industrial
and infrastructure investment.

Another major factor influencing private sector development in the states has been the

role of International Financial Institutions (IFIs). IFIs have played an important enabling
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role in privatization at the state level. Presence of international finance and technical
expertise has facilitated states to implement privatization policies. But contrary to the
beliefs of many scholars and critics, IFI influence alone cannot explain privatization.

I apply this argument in three case studies. The first case study looks at private sector
development in Andhra Pradesh since reforms began in 1991. The second case study
looks at Gujarat, and the final case study investigates private sector development in
Mabharashtra.

Reforming public sector enterprises was slightly different at the state level than it was
for the federal government in Delhi. The federal government’s reform program focused
on privatization through the sale of minority or majority stakes in public sector
enterprises.”’ The reform program at the state level, however, was more holistic. As part
of restructuring private sector enterprises, the same commissions that were focused on
selling off minority or majority stakes in state PSEs were also focusing on rationalizing
the existing public sector, either through closing PSE units entirely, or restructuring them.
The Asian Development Bank identified five key reform strategies for PSEs (ADB 2007,
p 74):

= Full disinvestment — which is akin to selling the majority or all of the government
share in a company, and handing over management control to the private sector

= Partial disinvestment — which meant selling a minority stake in PSEs

= Mergers or closures — mergers were meant to restructure a PSE by consolidating
similar PSEs and reducing redundancies; closures were focused on consistently loss-
making enterprises

= Restructuring — this approach meant the sale or lease of assets or the unbundling of
activities in which part of the sale or unbundled resources were handed off to the
private sector.

For this paper, I am looking at PSE reform as a whole, across the various strategies.

0 personal interview, Jan 27, 2014.
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This is because there has not been enough progress across any one particular type of
strategy, and because states have used them all concurrently under the label of PSE
reform (Makhija 2006).”" Second, the point across all of these approaches was the same —
to reforming the public sector and reducing the role of the state in commercial activities,
and increase the role of the private sector (World Bank 2011, p 73). Finally, all of these
approaches threatened public sector jobs equally, and reformers attempted to reduce
public sector employment through Voluntary Retirement Schemes across all of these
approaches (World Bank 2011).” As a result, while the national level article can focus
exclusively on disinvestment, the state level has a more holistic focus on privatization
through restructuring the public sector across a variety of PSE reform measures.

The definition for public-private partnerships remains the same at the state level as
the central level. Specifically, public-private partnerships are “long-term arrangements in
which government purchases services under a contract [and] bears substantial risks — for
example, by guaranteeing revenue or returns — on projects” (Dutz et al. 2006).

The rest of the article is organized as follows. The next section of the article lays out
the argument. Section three lays out the research design and methods. Section four is
main empirical section that looks at private sector development in Andhra Pradesh,
Gujarat and Maharashtra. Section five discusses two potential alternate explanations.
Section six concludes. Appendix A provides the comprehensive list of PSEs reformed in
Andhra Pradesh.

2. The Argument: The Politics of Private Sector Development in India
In this section, I argue that while political competition discourages some forms of

" Also confirmed in personal interviews, July 25, 2012.
> Andhra Pradesh explicitly makes this policy through a Government Order (GO.MS.NO.: 16, dated 22 -3-
2001).

81



private sector development, it encourages others. Increasing political competition, in the
form of narrow margins of victory, and the fragmentation of the party system through the
proliferation of political parties, increases the risk of losing office for politicians. Such
competitive settings encourage politicians to limit the restructuring and privatization of
existing public sector enterprises (PSEs) — because restructuring and privatization can be
highly politically toxic in competitive elections.

On the other hand, competitive elections can make public-private partnerships
more likely — because politicians can integrate PPPs into a broader development agenda
that can be framed in terms of growth and development. In other words, increasing
political competition encourages a shift in the government’s attention away from
privatization through reforming existing public sector enterprises towards encouraging
greater private sector participation in industrial and infrastructure investment.

Second, the presence of international financial institutions (IFIs) can help foster
higher levels of privatization. Through greater access to global finance, as well as
technical expertise, IFIs can help local governments overcome opposition, persuade
skeptics and provide the technical know-how to implement complex reforms and
contracts. That said, the presence of IFIs is not sufficient to explain privatization — they
can only play an important but supportive role.

Intensifying Political Competition at the State Level

Political competition to politicians and political parties is intense when the threat
to re-election for political leaders and parties is credible — that is, when they run the risk
of losing elections to rivals. Political competition can become more intense in two

specific ways:
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1) First, competition can become more intense through narrow margins of
victory.

2) Second, competition can intensify through the proliferation of political

parties.

Political parties in India, both at the national and state level in India often win
elections with a narrow margin of victory. Vaishnav (2013a”), for example, shows that
there has been a declining margin of victory in Indian elections. In 2009, the margin of
victory was 9.7, which was the thinnest margin of victory since Indian independence.’* In
other words, many politicians today face serious risks to their individual reelection bids.
Crucially, this can occur in two-party of multiparty settings. Plenty of states in India have
a two party system, such as Rajasthan, Gujarat, and Madhya Pradesh, among others.
However, elections of leaders and political parties can still be competitive even within a
two party system. Rajasthan, for example, has had four turnovers of power in its last four
elections between 1998 and 2013. Gujarat, on the other hand, has been a one party state
in that entire time frame (also four elections).

Political competition can also intensify through the proliferation of political
parties competing in elections. A variety of scholars have described the rise of a variety
of new political parties on the Indian political scene. Jaffrelot (2003), for instance,
provides a remarkable account of the rise of regional and caste based parties after the
Emergency of 1977 in which Indira Gandhi temporarily suspended democracy. Similarly,
Chandra (2007) has detailed the rise of ethnic parties in India over time. In fact, Chhibber

and Murali (2006) have shown that almost a third of Indian districts have more than 2

effective parties in state elections. Multiple competitive parties, especially at the state

7 http://carnegieendowment.org/2013/09/10/five-trends-shaping-india-s-voting-landscape-pub-52870

7 That said, there is variation in margins of victory. For example, Vaishav (2013) also shows that in the
2009 elections, 22 percent of candidates won with more than 50% of votes. So while the margins of victory
are narrowing overall, some candidates do win with widespread support.
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level, are a fact of life in Indian elections.” The 15™ Lok Sabha, for example, which was
the Indian national legislature between 2009-2014, was comprised of 38 political parties
(Vaishnav 2013b). This proliferation of parties also intensifies political competition that
politicians perceive: an increase in party competition “increases political uncertainty and
pressure on state level incumbents” (Saez and Sinha 2010, p. 8).

Political Competition Makes Politicians Care about the Risk to Reelection

Following the rationalist approaches in my other articles, I make the assumption
that politicians care first and foremost about staying in power, and thus, re-election.’
Thus, when ruling leaders and political parties come to power in highly competitive
settings, they recognize that their chances of re-election are lower when compared to non-
competitive settings. Competition should thus make the politicians in the ruling
government more risk averse (Kahneman and Tversky 1979). Policies that attract
negative attention from voters or the media, therefore, are likely to get less support. On
the other hand, policies that garner positive voter or media attention are likely to get more
support.

Baker (2009) shows that in Latin America, politicians were sensitive to mass
opinion of market reforms because they had to care about the distributional effects of
neoliberal policies. Similarly, I am arguing that in highly competitive settings, politicians
have to care about the distributional effects of contentious policies like privatization. All
reforms, especially neoliberal reforms like privatization, create winners and losers. The

ability and willingness of politicians to weather the displeasure of the losers, therefore, is

7> That said, Vaishnav (2013b) has highlighted some of the dangers of overestimating the impact of the rise
of regional parties (particularly about their impact of the long-term prospects for national parties).
http://carnegieendowment.org/2013/11/13/complicated-rise-of-india-s-regional-parties-pub-53585

78 T justify this assumption in more detail at the national-level in Article 1.
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contingent upon how vulnerable they are to losing their seat.
Political Competition Makes Public Sector Enterprise Reform Less Likely

Public Sector Enterprise reform is a classic example of a policy that has
significant distributional consequences. A variety of scholars have shown that
privatization has severe consequences for public-sector workers, in terms of level of
employment, wages and working conditions (Bhaskar and Khan 1995, Cope, 1995;
Donahue, 1988; Walsh and O’Flynn, 2000; Domberger, Jensen and Stonecash, 2002).77
In other words, public-sector workers are often identified as a prominent group of citizens
that suffer, at least in the short term, as a result of the restructuring or privatization of
PSEs. They have a strong incentive to mobilize against privatization.

Second, public sector workers are very well organized through labor unions in
India, and one of the most important abilities of labor unions in India is the ability to
organize protests. Labor unions organize protests on a variety of issues for the benefit of
their members, ranging from wages, increasing benefits and against economic reforms
(Teitelbaum 2011). Uba (2005), for example, highlights a list of examples of labor union
protests against privatization. Further, various labor unions are tried to major political
parties (Kohli 1987; Teitelbaum 2011). Or course, not all unions are equally powerful.
Beale and Noronha (2014), for example, show that labor unions with allegiances to ruling
governments tend to protest more weakly than those without allegiances. That said, they
do show that unions remain vigorously active when it comes to worker rights and do not
shy away from protests.

Public sector workers, therefore, have both the motives to mobilize against PSE

"7 That said, Bhaskar and Khan (1995) do find that employment went down for white collar workers in the
public sector at a higher rate than manual laborers. La Porta and Lopez-de-Silanes (1999) studied
privatization in Mexico and found that workers’ real wages actually increased post-privatization.
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reform, as well as the means, through labor unions. Public sector opposition to PSE
reform then becomes an important factor to consider. Major efforts at PSE reform at the
national level in India have failed because of the crippling effects of organized labor
protests in the past, such as the famous case of the National Aluminum Company
(NALCO) in the early 2000s.”® Findings from other scholars corroborate the argument
that in electorally competitive settings, the public sector workers become politically
powerful. For example, Nooruddin and Rudra (2014) show that governments in less
developed countries that are trying to liberalize their economies end up also expanding
public sector jobs because they compensate politically sensitive constituencies by
maintaining or expanding their jobs while liberalizing other aspects of the economy.

On the other hand, the potential winners from privatization are consumers that
might benefit from lower prices, higher quality and more efficient delivery of goods and
services gained from privatization (Baker 2009). But the potential benefits are long-term,
and relatively uncertain, depending on how the privatization affects the performance and
the price of goods or services produced by the privatized firms. At the same time, this
pro-reform coalition’s ability to mobilize support is not as strong. Major pro-industry
groups might have access to government officials, and there is evidence that such groups’
preferences for reform have played a role in government choices (Kohli 2007). However,
their ability to deliver absolute number of votes in election time may not compare to
those of public-sector workers. This suggests that intense electoral competition should
reduce the government’s ability and incentives to enact PSE reform.

Political Competition Makes Public-Private Partnerships More Likely

8 Of course, public sector opposition (or lack thereof) alone cannot explain privatization through
disinvestment. A variety of cases of privatization occurred despite labor protest, such as the National
Mineral Development Corporation (NMDC) in 2009.
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Private sector development in the form of greater private sector participation
through public-private partnerships does not have the same distributional consequences
as privatization of PSEs. Specifically, the winners and losers in PPP policy have different
incentives and ability to mobilize support in favor of their policy preference on PPPs.

Part of “promise” of PPPs, or the rationale behind implementing PPP policy was
to generate economic growth and social development by funding new infrastructure that
does not already exist, or improve the delivery of goods and services for infrastructure
that already existed (Engel et al. 2014, p 11). This has been envisioned at the national
level in India (National PPP Policy 2011) as well as the state level (Kohli 2012).

Whether building a greenfield project, or renovating\expanding an existing one,
PPPs are meant to help governments develop much needed industrial and social
infrastructure for the benefit of average citizens. Unlike public enterprise reform, the
benefits of PPPs are more readily apparent. In the case of greenfield projects like ports
and roads, PPPs result in new roads, airports and other big-ticket items that benefit
average consumers. And this demand for improved infrastructure and delivery of goods
and services is likely to grow as the middle class grows. Ernst and Young estimates that
India’s middle class of about 50 million will grow to 200 million by 2020 (Ernst and
Young 2013).

Second, unlike private-sector companies, PPPs are specifically designed to fulfill
public-sector objectives, which often means protecting consumers from paying higher
(market) prices for goods and services (Colverson and Perrera 2012). Even amongst BOT
(Build-Operate-Transport) model PPPs that are designed to extract user fees from

individual consumers like toll roads, the state often bargains actively with the private
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player to strictly keep the price fixed below market value. In fact, private- sector
consultants like Ernst and Young regularly argue that this is one of the many reasons why
we do not see even more private-sector participation in PPPs in India (FICCI-Ernst and
Young 2012).

In other words, consumers can often be important pro-reform constituents for PPP
policy. At the same time, there is strong support amongst business groups for more, and
better implementation of, PPPs in India (McKinsey 2014). In fact, these groups are also
joined by powerful international financial institutions (IFIs) like the World Bank and IMF
that consider PPPs a strong potential source of inclusive growth in developing countries
like India (Datta 2009). Important IFIs like the United Nations Development Programme,
the World Bank, IMF, DFID and the ADB have been important sources of financing of
PPPs in India and elsewhere (Ibid).

Finally, politicians themselves have incentives to support PPPs. First, PPPs are a
source of economic reforms that create new avenues of rent-seeking by elites (through
lucrative governments contracts to friends, allies and even business family members)
without losing traditional sources of patronage like public-sector jobs.

Second, in intensely competitive settings, this demand for greater development of
infrastructure becomes politically attractive to politicians. By situating PPP policy within
the broader rhetoric of growth and development, politicians can use PPPs to show
progress to voters during election season. Many prominent chief ministers, from Naveen
Patnaik in Orissa, to Modi in Gujarat, Naidu in AP and Shiela Dikshit in Delhi have been
photographed at major PPP inaugurations, and gained political benefits from the

perception that they developed their state infrastructure (Mooij 2007; Vaishnav 2013b;
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Dholakia and Dholakia 2015).

In other words, increasing political competition encourages a shift in the
government’s attention away from privatization of existing public sector enterprises
towards encouraging greater private sector participation in industrial and infrastructure
investment.

International Financial Institutions (IFls) Foster Higher Levels of Private Sector
Development

IR theory has a long and storied history of arguing that the domestic policy of
states can be traced to international factors — variously, the preferences of major powers
(Wilkinson 2006; Drezner 2007); international institutions (Barnett and Finnemore 2003;
Keohane and Martin 2003; Woods 2006); and the preferences of global capital (Strange
1998; Abdelal 2007).

In this case of India, a variety of scholars have argued that economic reforms in
India were the result of the balance of payments crisis (Rakshit 2005), and the ensuing
structural adjustment program under the aegis of the IMF and the World Bank (Pattnaik
2005). In other words, these scholars argue that economic liberalization in India, and by
extension, the privatization of the public sector in India has been a result of the influence
of international financial institutions, like the Bank, IMF but also global capital (Bhaduri
& Nayyar 1996; Corbridge & Harriss 2000; Pattnaik 2005). Others argue that domestic
leaders can strategically use IFIs to bind themselves to economic reforms (Przeworski &
Vreeland 2002). They argue that it is possible that some countries may want fiscal
discipline to be imposed on them, but encounter domestic resistance. In order to achieve

fiscal reform then, they tie the government’s budget to the conditions of an IMF proposal.
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IFIs also provide a variety of benefits that help implement policies meant to foster
private sector development. They provide technical expertise that does not exist in
recipient countries (Barnett and Finnemore 1996). This expertise can help state
governments learn and create domestic institutions that can help implement complex
policies for which they have no previous experience (ADB 2007). Second, international
institutions can help attract global investors (World Bank 2011).

My argument, thus, is that IFIs can foster higher levels of private sector
development through greater access to global finance, technical expertise, and helping
overcome opposition by persuading skeptics. That said, the presence of IFIs is not
sufficient to explain private sector development — they can only play an important but
supportive role. There is ample evidence to suggest that there was great domestic
enthusiasm and eagerness for reform in India, even in the 1980s (Shastri 1997; Mooij
2005). In fact, reforms have continued well beyond the point where the original IMF loan
ended, which was in 1993. Since then, even a variety of states (within India) have signed
their own loans with international financial institutions such as Uttar Pradesh, Gujarat,
Mabharashtra, Andhra Pradesh and Karnataka.

Alternatives for Explaining Private Sector Development in India

There are two alternative narratives that have been used to explain privatization
and PPP policymaking in India, and it is important to see how they fit with the case
studies as well. First, a variety of scholars argue because reforms are unpopular with the
public, lawmakers use deceptive techniques to introduce reforms quietly, through
‘stealth’ (Jenkins 1999; Mahalingam 2005; Kohli 2006. This argument happens to be one

of the conventional explanations on economic reforms in India, and it has been explicitly
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applied to privatization in the 1990s as well as today at the state level (Mahalingam
2005). Thus, I will test whether ‘stealthy’ policymaking explains public sector reform and
PPP policy.

Another major explanation for private sector development comes from the
distributional coalition argument from the Latin American literature, which views the
process of privatization as a result of the preferences of private sector elites (Schamis
2002). This argument also has a lot of adherents in the Indian political economy literature
(Patnaik 2005, Kohli 2007, Datta 2009; Kohli 2012). Therefore, it is important to check
whether the preference of powerful business interests can help explain private sector
development in India at the state level.

3. Research Design
I use three cases studies to understand the impact of political competition and

international financial institutions on the development of the private sector at the state
level in India. Case studies will provide me with a unique opportunity to use casual-
process observations, which provide insights into contexts and mechanisms that are
harder to arrive at using statistical approaches (Collier et al. 2010). The advantage of
picking cases within India is that it allows me to control for the national context (Kohli
1987; Putnam 1993; Wilkinson S. 2004). Table 3 provides the universe of cases from
which the three case studies should be carefully selected. According to the relevant
literature and growth and reforms in India, 17 out of 29 states are viable choices.
Battacharya and Sakthivel (2004) rule out eight (8) states: Jammu and Kashmir because
of violence and instability, and seven states as being too small and for paucity of data (six
of the seven are in the Northeast). Four states, Chhattisgarh, Jharkhand, Telangana and

Uttarakhand, did not exist in 1991:
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Table 3: Universe of Cases

List of Major States in India, 1991
Andhra Pradesh | Madhya Pradesh
Assam Maharashtra
Bihar Orissa

Goa Punjab

Gujarat Rajasthan
Haryana Tamil Nadu
Himachal Uttar Pradesh
Pradesh West Bengal
Karnataka

Kerala

My first case is a study of private sector development in Andhra Pradesh. Andhra
Pradesh has been hailed as a champion of economic reforms and was one of the first
movers on privatization in India, and generally considered an extremely important state
for investment and development in India with a population of over 80 million (World
Bank 2011; Debroy et al. 2011). Andhra Pradesh is an interesting case study because we
can compare periods of lower competition (the 1990s), with a period of higher political
competition (the 2000s), to see if and how private sector development policies differs
across these two time frames within the same unit. My argument would suggest that the
first period should have a higher degree of PSE reform, while the second period should
see greater emphasis on PPPs and waning efforts at PSE reform.

For Andhra Pradesh, I conducted archival research at the state legislature, the
Department of Public Enterprises as well as State PPP cell, local newspaper archives, as
well as the Institute of Public Enterprises as Osmania University, Hyderabad. I also
conduct semi-structured interviews with state-level bureaucrats, political party leaders
within the Telegu Desam Party (TDP) and Congress party, external observers such as
technical experts, and state level labor union officials.

For my second state-level case, I study the state of Gujarat. Politically, Gujarat
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essentially has a two-party system in which only INC and BJP compete against each
other (Varshney and Gubler 2012). In fact, it is even less competitive — because the BJP
has won the last five elections in Gujarat since 1995, making Gujarat essentially a one-
party state (Shah and Jani 2014). Second, Gujarat has made significant progress towards
public sector enterprise reform. Finally, while Gujarat is considered a top destination for
PPPs, its has emphasized PPPs much more in recent years than before, and with more
emphasis on social and urban development PPPs.

My final case study looks at private sector development in Maharashtra.
Politically, Maharashtra has a more competitive electoral system. Since the 1990s, three
different political parties have been in power, and every single government over the last
five elections has been a coalition government — no party was strong enough to come to
power on its own. In terms of privatization, Maharashtra has failed to enact PSE reform
in any meaningful way. Finally, while Maharashtra is also considered a top PPP
destination like Gujarat, Maharashtra has made much more significantly higher levels of
PPPs.

Mabharashtra and Gujarat make for a particularly interesting comparison because
Gujarat and Maharashtra are neighboring states in western India. Both states are quite
similar in many key respects — from social indicators like the Human Development Index
to economic indicators like investment climate, ability to collect taxes, infrastructure,
urbanization and industrial development (Narayan 2005; Kohli 2012; Dholakia and
Dholakia 2015). They also share colonial roots — they were part of the same state during
the British raj, and Gujarat was literally carved out of Maharashtra in 1960 (Choudhary

2007).
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In order to collect data for Gujarat and Maharashtra, I conducted archival research
in at the state level and in New Delhi. I collected election data from the Election
Commission of India, and PPP data from the Center for Monitoring the Indian Economy.
The data on public enterprise reform at the state level comes from a variety of sources,
because there is no centralized repository of PSE data on reforms. I triangulated that data
through state level Ministry of Finance departments, the Institute of Public Enterprises at
Osmania University, Hyderabad, the Comptroller and Auditor General of India Audit
reports for Public Sector Enterprises at the state level, and finally, through secondary
sources. I also collected various government orders, memos and white papers from state-
level Ministries of Finance — particularly PPP cells and Departments of Public
Enterprises, as well as facts, opinions and relevant stories from local and national
newspaper archives.

4. Political Competition and Private Sector Development in Andhra Pradesh,
Gujarat and Maharashtra

Andhra Pradesh

History of Political Competition in Andhra Pradesh

Andhra Pradesh (AP) was formed as a state from the erstwhile Andhra state and
Telangana in 1953 (Kapoor and Ahluwalia 2015). The first few decades of elections in
Andhra Pradesh, much like many other states in India, was marked by Congress (INC, or
Indian National Congress) dominance at the state level (Kapoor and Ahluwalia 2015).
That changed markedly in the 1980s, when a regional, popular movie actor named N.T
Rama Rao (often called NTR affectionately) started the Telegu Desam Party (TDP).
Riding a wave of disaffection with the INC, which was affecting Congress’ fortunes all

over the country, NTR and his Telegu Desam Party rode to power within nine months of
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the formation of the party (Suri et al 2014, p 488). The TDP stayed in power in Andhra
Pradesh until 1989, when INC came back to power in 1989.

Power changed hands again in 1994, when the TDP came back to power with a
massive margin of victory — 190 seats, and captured over 73% of the total seats in the
state legislature (Election Commission of India 1994). In 1995, however, there was a
change of power within the TDP itself. N.T. Rama Rao, the head of the TDP was
displaced by his son-in-law — Chandrababu Naidu. Naidu took over the reigns of the
party, and the position of chief minister of the state from NTR (Kennedy 2004; Kapoor
and Ahluwalia 2015). Naidu took over decisively, and even though there was opposition
against him from within the TDP, successfully unites the party before the 1999 elections
(Kennedy 2004).

In the 1999 elections, the TDP is returned to power, marking the first time a party
retained power at the state level since before the TDP came into existence. While the INC
does gain seats and the margin of TDP’s victory shrinks, the number of competitive
parties in Andhra Pradesh remains two. While the BJP makes inroads all over India (it
comes to power at the center in the 1999 Lok Sabha elections to the national legislature),
it only gains 12 seats in AP. The left parties are effectively wiped out (Shireen 1999).”
So while the TDP does lose seats, their reelection in a simply majority without needing
any support from their ally BJP is seen as a victory and “vote of confidence” for Naidu
(Shireen 1999; Kennedy 2004, p 58). Most of his cabinet members and sitting party
leaders retained their seats (Shireen 1999). The left parties on the other hand, faced a
“near rout” (Ibid). In fact, the election is seen as a repudiation of Naidu and his reform

agenda (Kennedy 2004, p 58-59).

" http://www.rediff.com/election/1999/oct/07ap1.htm
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Conversely, the TDP loses to the INC in the 2004 elections in a comparatively
more intense electoral competition. Congress comes back to power for first time in
decade, with alliance from left parties and the Telangana Rashtra Samiti (TRS) (Suri et
al. 2014, p 482-83). However, the alliance is not very stable, and in fact, breaks apart
before the 2009 elections. In fact, both the Left parties and the TRS join with TDP for the
2009 elections. The TDP, for its part, loses power but does not lose much of its vote share
(Mooij 2007, p 50). In fact, Naidu remains popular and respected even in opposition
(Ibid). The INC wins the election but loses some of its vote share when compared to the
1999 election.

Part of this can be attributed to the rise of the Telangana Rashtra Samiti (TRS), a
regional party that came to power on the platform that Telangana, a region of Andhra
Pradesh, needed to be split into a separate state from AP. This brand new party ended up
with the third largest share of seats and votes in the house. The leftist party, the CPM,
also gained more seats and vote share as well. In other words, the INC came to power in a
single party government, but under greater level of political competition.

The 2009 elections saw further intensification of electoral competition, and a
greater degree of multiparty competition in AP. Suri et al (2014) consider 2009 to be the
year that saw the rise of true multiparty competition in the state, with the rise of two new
parties — the Praja Rajyam Party (PRP) and the anti-corruption Lok Satta party (p 488).
While the TRS remains as a prominent party in the legislature, the PRP ends up with the
third largest share of seats in the state assembly. While the INC comes back to power, it
does so with a much smaller seat share (Suri et al 2014, p 482). 2009 thus represents the

election with even greater political fragmentation — the INC returns to power, but
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everyone loses vote share, and the winning party loses both vote share and an additional
29 seats.

Overall, then, Andhra Pradesh until 2014 represented a growing trend of electoral
competition. While strong electoral victories and lower levels of competition marked the
1990s, the 2000s were marked by higher degrees of political competition and party
fragmentation.

Public Sector Privatization in Andhra Pradesh

While the Congress government at the state level was pro-reforms in policy,
public sector enterprise reform did not begin in Andhra Pradesh in earnest until the TDP
government came to power in 1995. In this section, I argue that the initiation, and the
acceleration of the public sector enterprise reform program in AP was tied to the strength
of TDP’s political victory (and lower level of competition from opposing parties).
Conversely, I show that as competition rose in state elections, the newly elected INC
governments were much more cautious on PSE reform. In the first term, the INC
government continued the reforms, albeit at a much slower pace, and when it was
reelected to a second term much weakened, it simply abandoned the PSE reform program
altogether. Table 4 below list the rate at which PSEs were reformed in Andhra Pradesh,
by year:

Table 4: Year-Wise Numbers on Public Sector Reform in Andhra Pradesh

SINo |Year No. of Enterprises Party in Power
Phase — I Total: 19

1 1999-2000 10 TDP

2 2000-2001 3 TDP

3 2001-2002 6 TDP

Phase — II Total: 58

4 2002-2003 15 TDP

5 2003-2004 15 TDP
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6 2004-2005 15 INC
7 2005-2006 14 INC
8 2006-2007 3 INC
Total (Phase I & Phase I1) 81
Source: Implementation Secretariat, Government of Andhra Pradesh

Between 1999 and 2002, eight PSEs were privatized, six were closed and five PSEs were
restructured. Between 2002 and 2007, seven PSEs were privatized, seven PSEs were
disinvested, 18 PSEs were closed and 30 PSEs were restructured. The majority of this
work occurred during the tenure of the TDP government.*’

The TDP government, which came to power in 1995 with a massive margin,
publicly started the reform process with much fanfare and publicity. Alivelu et al (2010)
points out that the process began with the K. Subramaniam committee, a government
committee formed by the incoming NTR government in 1994. This is crucial, because
many scholars tend to suggest that the reforms only happened because of Chandrababu
Naidu — Mooij (2007), for example, called AP’s reforms Naidu’s “one man show” (p 44).
While Naidu’s role in the reforms process cannot and should not be denied, it is also
equally important to remember that proponents of reform existed in AP government even
prior to Naidu’s rise. In an interview, one financial advisor involved in disinvestment in
AP through the 1990s and early 2000s admitted that the K. Subramaniam committee
existed during NTR’s time, and its suggestions had a pedigree from even before.®' That
said, he emphasized that reforms were not seriously on the agenda until the incoming
TDP government (Ibid).

The TDP government in 1994-1999 also conducted a variety of policymaking

work that laid the grounds for PSE reform in AP. First, the K. Subramaniam committee

% Interview with Implementation Secretariat official, January 27, 2014.
*! Interview with public sector expert, Feb 12, 2014.
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identified 28 PSEs for reform (Alivelu et al 2010, p 17). Second, the government created
the Implementation Secretariat within the Ministry of Finance to implement reforms.
Third, the government hired the global consultancy firm McKinsey in 1998 to write a
policy document outlining AP’s future development strategy. This iconic document,
called the Vision 2020 document came out to much fanfare, and identified various growth
engines necessary for AP (Government of AP 1999). The report strongly advocated
privatization of PSEs in AP, among other things (Kennedy 2004, p 41-45). Anticipating
this policy direction, in 1997, the government of AP signed a structural adjustment
program with the World Bank, called the Andhra Pradesh Economic Reform Program
(APERP), implemented in conjunction with the DFID — the UK development agency. Rs.
2000 crores of this program was devoted to reforming PSEs (Reddy 2007, p 166). In the
meantime, AP enacted power sector reform in 1998 through the AP Electricity Reform
Act 1998 (Kapoor and Ahluwalia 2015). The act unbundled the AP State Electricity
Board, allowing for increased private sector participation in electricity generation in the
state (Alivelu et al 2010).*

The TDP’s political control at the state level, and Naidu’s leadership were the key
reasons the World Bank agreed to give aid to the state to implement reforms (Reddy
2007, p 170). This sentiment is also corroborated in personal interviews. According to
one senior TDP party leader, the TDP and Naidu committed to reforms prior to the 1999
elections, and even got the DFID involved.*

The 1999 elections established Naidu as the “undisputed leader” of the TDP and

AP (Alivelu et al. 2010, p 18). Naidu saw this election result as repudiation of his reform

82 Unbundling refers to the breaking up of the power sector into three components — electricity generation,
transmission and distribution to the public.
% Interview with TDP party leader, Feb 8, 2014.
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agenda (Shireen 1999). Kennedy (2004) argues that the political stability that came with
this reelection gave the TDP greater willingness for aggressive reform (p 59). While the
first term had been spent laying the groundwork for the reform, the second term gave the
government the ability and capacity to implement it quickly (Kennedy 2004, p 61).
Second, in the 1999 elections, the TDP explicitly touted the reform agenda as part of their
election manifesto (p 61). Victory, therefore, gave TDP and Naidu the impetus to
proceed. This sentiment is echoed by a senior party leader during interviews, who said,
“we were [all] wondering whether Naidu would even come back [in 1999 elections], and
what would we do if he didn’t return. Once he returned in 1999, reforms began in
earnest.”®

This is borne out by the evidence — the pace of reforms picks up post 1999. As
Table 2 shows, 49 PSEs get reformed during this period. AP also invested in a Social
Safety Net Program, which was AP’s voluntary retirement scheme (VRS), meant to
provide alternative livelihoods, retraining and retirement benefits to public sector workers
(IS News 2004, p 15). In fact, the AP Government specifically issues orders that all funds
for VRS are to focus on PSEs that are undergoing restructuring and disinvestment.™
Finally, Approximately Rs. 190 crores of funds gained through disinvestment, all of
which went into a ‘State Renewal Fund’ were used for funding schemes including VRS
(IS Newsletter 2003, p 7).

In an interview, the head of the Implementation Secretariat, D. K. Panwar
specifically notes that says political support for the reform program absolutely crucial —

without it, nothing would have been possible (IS Newsletter 2003, p 7). In fact, he further

% Interview with TDP party leader, Feb 8, 2014.
% GO.MS.NO.: 16, dated Dt.22 -3-2001
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notes that the program going into 2004 was even more ambitious - — the Implementation
Secretariat wanted 36 more companies disinvested (Ibid).

The reform program undergoes a significant change after the 2004 elections. Keep
in mind that the INC government that came to power in 2004 did so under intensely
competitive settings, while compared to the TDP government in 1999. Of course,
Congress had been a pro-reform party in the past, as well as at the national level (Kumar
2004). The fact that they came to power with a strong margin of victory gave them the
ability to continue the reform process. In fact, this is exactly what they did. Officially,
they remained pro-disinvestment and reform for public sector enterprises (World Bank
2011). Further, the newly elected INC Chief Minister, Y.S Reddy and his top cadres,
publicly declared support for continual PSE reform (IS News 2004, p 15). During the
tenure of the first INC government (2004-2009), an additional 32 PSEs were reformed.

However, observers note that is a “marked slowdown in the pave of the public
enterprise reform program” (World Bank 2011, p 8). In fact, according to one TDP leader
during interviews, “the new government’s [reform program] is going through the residual
process... all that [the INC government did] has to do with what already started

before.”®

In other words, the INC wound down the reform program. Senior bureaucrats
within the Implementation Secretariat confirmed this by admitting that the level of
interaction with senior INC leaders dropped significantly over time."’

This change can be attributed to the INC’s position vis-a-vis political competition

with its rivals. Srinivasulu (2004) notes that INC’s rise was powered by a variety of

promises made to a broad electorate, including farmers and voters in rural and semi-urban

% Interview with TDP party leader, Feb 8, 2014.
%7 Interview with Implementation Secretariat official, January 27, 2014.
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areas. This included a range of subsidies (Srinivasulu 2004; Kumar 2004). And it resulted
in a government policy that was defined by the INC as “reforms with a human face” (IS
News 2004, p 15). TDP leaders corroborate this point: because INC’s victory was
dependent on a broader base of support, “the INC simply did not want to take risks with
their disinvestment policy... they [would] not take that risk.”™

Additionally, the rise of the TRS, and the Telangana issue (which was the demand
by many residents in the region of Telangana for a separate state) was politically
beneficial for the INC — they gained votes by supporting the bifurcation of AP, while the
TDP opposed it (Srinivasulu 2004). Another expert on PSE reform in AP pointed out that
this shaped the PSE reform process as well. Particularly, this resulted in the creation of
the ‘Holes Committee’ — which was a cabinet level investigative committee, whose job
was to find ‘holes,” or discrepancies in the disinvestments of PSEs conducted in the
Telangana region of AP.* Experts agree that this Telangana issue further complicated
PSE reform in the INC era (Ibid).

The 2009 elections effectively put the last nail in the coffin for PSE reform in AP.
As I have already argued, the INC came back to power in AP with a much-weaker
margin of victory and a fragmented political environment. During this government’s
tenure, the program effectively ended. This is not to say that the preferences of the INC
changed — from pro-reform to anti-PSE reform. It did not. In fact, the first INC
government in 2006 signed another World Bank loan (World Bank 2011). This loan
program also included a set of PSE reforms, called “Phase 3 PSE reforms (World Bank

2011, p 7).

% Interview with TDP party leader, Feb 8, 2014.
% Interview with PSE Consultant and Chartered Accountant, Jan 28, 2014.
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The INC government did try to enact Phase 3 reforms, but opposition from labor
was strong, and the government caved. In interviews, labor union leaders claimed that the
government had ordered the initiation of phase 3 reforms in a notice called “government
order number 5,” but after a strong negative reaction from labor, the new government
balked and rescinded the order.”® This is corroborated by the World Bank, which
identifies political opposition as one of the key reasons by Phase 3 of PSE reforms was
abandoned by the INC government (World Bank 2011).

In other words, governments of AP that came to power with a strong margin of
victory and a political environment with weak competition were able to enact higher
levels of PSE reforms. Conversely, governments in AP that came to power with a weak
margin and during intensely competitive settings eschewed PSE reforms and caved in to
opposition.

Public-Private Partnerships in Andhra Pradesh

Implementing public-private partnerships in Andhra Pradesh began during the
tenure of the TDP in 1994, and picked up pace during their second term. However, PPP
implementation really intensified under the first INC government in 2004, and the
emphasis on PPPs continued during the second INC government. There is evidence to
suggest that the INC’s focus on PPPs was sharper than the TDP. Figures 7 and 8 below
show that the INC governments’ terms in the 2000s were marked by higher levels of PPP

investment, when compared to the TDP government’s terms:

% Interview with three senior AP labor union leaders, Feb 2, 2014. I tried searching for the Government
Order No. 5 mentioned in the interviews, both at the AP Cabinet Secretariat, and online. The order is not
available.
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Figure 7: Number of State Level PPPs in AP
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Figure 8: Amount of Investment in State Level PPPs in AP (in 1991 Rupees)
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The two figures above confirm that PPP implementation has deepened in the state as AP
has shifted from TDP to INC rule. Second, as political competition intensified in the

state, and the ruling party became increasingly reliant on a broader base of voter support,
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there was a shift in framing PPPs as good for development of the economy and the
private sector towards framing PPPs as good for broad-based growth “with a human
face” (IS News 2004, p 15).

The TDP began the formulation of PPP policy in Andhra Pradesh, but as part of a
larger project to reduce the role of the state and increasing private sector participation
across broad swaths of the economy previously closed to the private sector. As such, PPP
policy was part of a larger reform agenda, which included creating a single window
clearance system (aiming to provide all manners of licenses to new private sector
enterprises in a one-stop shop), liberalizing labor laws, encouraging greater private
investment through tax holidays, and subsidies on land, water and other resources
(Alivelu et al 2010, p 18). In 1995, AP implemented its very first PPP in the form of
HiTEC City, which was part of a big push in developing the state’s nascent IT industry
(Kennedy 2004, p 38).

The Naidu government also set up the Andhra Pradesh Infrastructure Investment
Corporation, to help find finance for infrastructure projects. Even Vision 2020, which
laid out the rationale for greater private sector participation in infrastructure as a
requirement for future growth did so under the broader aegis of liberalization industrial
development (Kennedy 2004, p 41).

The new TDP government in 2001 intensified this focus on PPPs. Under the New
Industrial Policy 2000-2005, they set up the State Investment Promotion Board. Second,
the new TDP government enacted the Infrastructure Development Act 2001, which

establishes the promotion of PPP as a state policy. Applied to “all Infrastructure Projects
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implemented through Public Private Partnership”.”’ The act also established a state

infrastructure authority that oversees PPPs — and placed that authority in the SIPB.

The incoming INC government in 2004 under YSR accelerated the pace of
execution of PPP projects (Kapoor and Ahluwalia 2015, p 27). Alivelu et al (2010)
reports that the new government greatly expanded the role and authority of the State
Investment Promotion Board (p 25). Further, the government actively promoted the
development of Special Economic Zones (SEZs). The central government in Delhi
enacted a SEZ Act in 2005, but left its implementation up to the states, and there has been
great variation at the state level in terms of who has actively promoted SEZs (Jenkins et
al. 2014).

The INC government in Andhra Pradesh exhibited a strong pro-SEZ stance,
which was to be developed heavily though PPPs (World Bank 2011). In fact, out of the
571 SEZ proposals approved by Government of India, AP‘s share is 102 of which 72
have been notified. The APERL3 World Bank loan under INC in 2006, the only one they
negotiate, specifically mentions promoting greater use of PPPs as a key policy area for
which the loan is to be used (World Bank 2011, p 3). This was also a turning point in
PPPs because AP also begins to use PPPs to improve delivery of services in the social
sector (World Bank 2011).

There is other evidence to suggest that the government’s attention shifted away
from PSE reform, towards greater PPP implementation. First, the incoming INC
government neglects sophisticated institutional structures built for the purpose of PSE

reforms by the TDP government, like the Implementation Secretariat, going so far as to

! Government of Andhra Pradesh. 2001. Infrastructure Development Act, 2001. Hyderabad: Government
of Andhra Pradesh.
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essentially stopping interaction with them.”® This is particularly telling because previous
governments (and the World Bank and DFID) had already spent a lot of resources
developing technical expertise and a deep network of experts, consultants, chartered
accountants and lawyers. In one interview, a former consultant for the Implementation
Secretariat frankly admitted that the INC government refused to renew their contracts —
so after years of providing technical advise, these consultants were let go.”

Instead, the government instead spent newly acquired funds from the Asian
Development Bank to create a new PPP cell within the Ministry of Finance, designed to
help implement PPPs in AP.”* While comparing the governments of TDP and INC, a
career PPP official within AP government at the state level admitted that while the TDP
started the PPP process in AP, the INC has really brought it forward:

“The Congress government is very pro-PPP. Usually, what happens is when a

government comes in, they scrap the projects of previous governments. But [this]

new government came in, brought programs forward, implemented them as well.

[The PPP] concept started in TDP, but construction and operation of the projects

were brought by INC.... [the]new government that pushed PPPs, and even taken

[sic] up many other projects. AP is one of the leading states on PPP because of

INC... Fortunately, this CM is also very proactive on PPPs...even though he is

inundated with this bifurcation thing. Work is going on. People are doing their

work.”
The 2009 elections further cement the AP government’s shift away from PSE reform,
and much more focus on PPPs. The previous section showed that the new INC
government shied away from any PSE reform at all — going so far as to shut down Phase

3 reforms entire. Conversely, they expanded their commitment to PPPs. First, the new

government expands the capacity of the PPP cell to help implement PPPs across sectors,

%2 Interview with Implementation Secretariat official, January 27, 2014.

% Interview with PSE Consultant and Chartered Accountant, Jan 28, 2014.

% Government of Andhra Pradesh. 2007. GOM Order No. 4 2007.

% Interview with PPP Expert, PPP Cell, AP Ministry of Finance, February 7, 2014.
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using funds from the Asian Development Bank.”

The post-2009 scenario in Andhra Pradesh is significant for a second reason. At
the same time as elections have gotten more competitive in AP, there has been a shift in
the government’s focus towards greater emphasis on PPPs that help foster more broad-
based development. This has meant greater emphasis on PPPs in the social sector. Data
on state level PPPs from the Center for Monitoring the Indian Economy shows
substantial PPP initiatives in developing affording housing through PPPs in 2009, an
election year. All six of commercial construction developments through PPPs in AP were
enacted in the 2009-2014 period. Seven of twelve PPPs aimed at improving tourism in
AP were implemented in the 2009-2014 period. In 2009, the AP government signed onto
a World Bank program to help implement more PPPs in the health sector at the state
level.”” In 2010, AP signed another agreement with the International Finance Corporation
(of the World Bank) to oversee the building of four teaching hospitals in AP.”®

There is evidence to suggesting that this shifting focus towards greater use of
PPPs for broad-based development is the result of increasing political competition. The
INC’s ‘reforms with a human face’ slogan has resulted in a greater focus on
implementation of social sector schemes, and subsidies for poor and lower middle classes
(Kapoor and Ahluwalia 2015). Some might argue that this is because the INC’s base of
support comes from lower economic and caste strata in AP (Suri et al. 2014). While this
is certainly true, pro-poor policymaking is not the exclusive domain of the INC. In fact,
the TDP has a history of pro-poor subsidies as well (Mooij 2007).

I would argue, instead, that this greater focus on social sector schemes has

% Government of Andhra Pradesh. 2011. GOM Orders 302 2011.
97 G.0. Rt. No.813 Dated: 01.04 . 2011
% GO Rt. No.198, Agreement with IFC,HM&FW Dept, Dated.17.02.2010
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dovetailed nicely into the government’s PPP agenda. The government has begun to
harness the power of private sector participation to deliver more broad-based
development, and doing so because such development is political beneficial. PSE reform,
on the other hand, is not. During interviews, a senior TDP leader acknowledged that
“nobody is thinking of privatization now. Our issues are different.””” PPPs on the other
hand, garner no opposition, even from labor unions, because they do not “have an
immediate effect on the [labor wunion] stakeholders such as employees and
beneficiaries.”'*

On the other hand, PPPs, especially those in the social sector have immediate
benefits for a wider audience of potential voters. So governments, especially those
looking to widen their support base, are incentivized to implement them. In the case of
present day AP, one PPP expert opined that there is “pressure from the people to stay on
course, [which is] now driving PPP innovation and projects. [This is] because people

. 101
want more and more better infrastructure.”

He connects this explicitly to political
gains: “Whoever is delivering on this is only getting elected again, on the basis of
showing results... So whoever comes to power, they have to take it [PPPs] forward.”'**
International financial institutions in Andhra Pradesh

IFIs played a key role in providing financial assistance and technical expertise
that helped improve the implementation of public enterprise reform and public-private

partnerships in AP. In fact, Andhra Pradesh was the first state in Asia where the World

Bank conducted a subnational-level structural adjustment program (Reddy 2007).

% Interview with TDP party leader, Feb 8, 2014.

19 Interview with three senior AP labor union leaders, Feb 2, 2014.

! Interview with PPP Expert, PPP Cell, AP Ministry of Finance, February 7, 2014. Emphasis added.
12 Ibid. Emphasis added.
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The World Bank and DFID provided material support to AP in the form of four
separate development loan programs between 1998 and 2006 (World Bank 2011). Since
then, various AP governments have signed onto other loans meant to help implement
PPPs in AP. Observers, critics and proponents of reform, and the AP government itself
have all acknowledged the significance of World Bank and DFID support in pushing the
PSE reform as well as PPP implementation forward (IS Newsletter 2003; Srinivasulu
2004; Mooij 2007). International funding was particularly important for the successful
implementation of the retirement scheme for public sector workers, which in turn was
key to overcome opposition to privatization (World Bank 2011).

IFIs have also a key role in providing knowledge and technical expertise. Alivelu
et al (2010) points out that the seminal document on AP’s growth strategy in the 1990s,
the Vision 2020, was written by McKinsey. Also, the Adam Smith Institute, which was
created to provide technical assistance on PSE reforms, was based out of the AP State
Secretariat on the advice and support of the World Bank and DFID (Reddy 2007, p 169).
The importance of the Adam Smith Institute in successfully implementing disinvestment
was impressed on me in multiple interviews.'” Finally, PPP implementation in the state
benefitted from the nurturing of technical expertise on PPPs in AP through the creation
and expansion of the PPP cell in the Ministry of Finance using ADB funds.'"

There is also evidence of learning PSE reforms from peers as well (Dobbin et al.
2007). In one interview, a PSE expert admitted that prior to reforms, the individuals
involved in the reform process researched innovations taking place in other countries,

such as how other countries were promoting IT, and studying the tax reforms process in

1 Interview with Implementation Secretariat official, January 27, 2014; Interview with PSE Consultant

and Chartered Accountant, Jan 28, 2014.
1% GOM Orders 4 2007 and 302 2011.
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Europe.'” Another expert revealed that prior to disinvestment in Andhra Pradesh, the
government sent him and his team to go study the disinvestment in Sri Lanka first.'” In
fact, he further revealed that the TDP government also sent cabinet ministers to Brazil to
learn about their disinvestment process as well (Ibid).

That said, IFIs like the World Bank are not the primary reason for reform (Mooij
2007, p 47). In fact, Bank documents acknowledge their limitations and explicitly
recognize that political realities dictate the degree to which reform occurs (World Bank
2011). Local politics is cited as the key reason for which public sector enterprise reform,
and power sector liberalization does not occur to the degree the Bank wanted (World
Bank 2011). In fact, Reddy (2007) claims that the Bank made a variety of compromises
for both the TDP and INC governments in Andhra Pradesh as a result of ground political
realities.

Gujarat

Political Stability and One-Party Dominance in Gujarat

The two-party system is a prominent feature of Gujarat’s electoral politics (Shah
and Jani 2014). Until the 1990s, political power in Gujarat was concentrated in the hands
of the Indian National Congress, and opposition usually came from a single party or an
assorted alliance that banded together against the INC. In the 1950s, Congress’s
opposition came from the alliance of the Socialist Party and the conservative Hindu
parties (Shah and Jani, p. 100). In the 1960s, the main opposition to the INC came from
the conservative Swatantra Party. By the 1970s, the role of main opposition had moved to

the Janata Party (which came to power nationally in 1977 in the national elections). In the

105
106

Interview with PSE Consultant and Chartered Accountant, Jan 28, 2014.
Interview with PSE Consultant, February 14, 2014.
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1980s, the role of opposition was shared by the Janata Party and the newly rising
Bharatiya Janata Party (BJP).

The 1990 election marked a seminal turning point for the political fortunes of the
INC in Gujarat. In the 1990 election, the INC lost power for the first time, and a non-INC
political party came to power. After the 1990 election, the BJP played the role of
opposition, while the Janata Dal came to power with the support of the INC. From 1995
onwards, the BJP has been elected (and reelected) five times, “opening up the era of one-
party dominance in the state” (Shah and Jani 2014, p 101).

That said, Shah and Jani (2014) note that there is a trend suggesting that the gap
between BJP and the INC is narrowing in the 2000s. The high-water mark for the BJP
was the 2002 elections, in which they won a record 127 seats, right after the Hindu-
Muslim riots in Gujarat (Beale and Noronha 2014). In the last elections in 2012, they lost
12 seats, while the INC’s seat share rose from 51 in 2002, to 61 in 2012. Jaffrelot (2013)
also suggests some evidence that 2012 marked the first time Modi was worried about
opposition — particularly from Kesubhai Patel, the former BJP CM who left the BJP to
form his own party. He goes on to suggest that 2012 was the first time that Modi played it
safe and the state party gave tickets to all incumbent BJP MLAs, something he had not
done in the past (Jaffrelot 2013, p 84-85).

Internally as well, the ruling party in Gujarat has been increasingly centered on
their elected leader, Narenda Modi (until he became the Prime Minister).'’” Shah and Jani

(2014), for example, show that since 2002, all potential rivals and dissidents against Modi

17 Although some might argue that the state party is Gujarat is still centered around Narenda Modi. After
all, the current CM of Gujarat, Patel, who took over for Modi in 2014, is a close Modi ally, whom he
continues to support (Singh 2016: http://blogs.timesofindia.indiatimes.com/sanjeev-singh-blog/cabinet-
reshuffle-anandiben-patel-firmly-in-saddle-as-gujarat-chief-minister/).
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have been culled out of the party. By contrast, the INC is “faction ridden,” made up of
long-time INC members, as well as new former members of the Janata Dal or Rashtriya
Janata Party, which were absorbed into the INC (Shah and Jani 2014, p 105).
History of PSE Reform in Gujarat

Gujarat had prominent state-level public enterprises — in 1994, a total of 54 state
level PSEs employed upwards of 160,000 employees, accounting for 10% of the
workforce (ADB 2007). The government in Gujarat began PSE reform in earnest after a
new government came to power in 1995. The program was begun with a new industrial
policy issued in 1995 called Gujarat AD 2000 and Beyond (Sinha 2004). This industrial
policy advocated that Gujarat should take advantage of the national policy of
liberalization and embark on its own public sector enterprise reform program
(Government of Gujarat 1995; Sinha 2004). This support was then reiterated in the next
update to industrial policy, the Gujarat Industrial Policy 2000. In fact, government
bureaucrats strongly advocated deregulation, that the “government privatization program
was not to cover revenue deficits, but to professionalize the management of the firms
concerned, ... [and finally], that the state should not be in activities where it has not
business being” (Sinha 2004, p 88).

In order to help implement PSE reform, Gujarat borrowed $250 million from the
Asian Development Bank under the Gujarat Public Sector Resource Management
Program in 1996, which focused on public sector reform, and the creation of public sector
participation in infrastructure development (Choudhary 2007, p 121). The program
targeted 23 PSEs with a work force of 75,000, or 47% of total PSE employment in the

state (ADB 2007, p 74). A cabinet subcommittee, chaired by the chief minister with the
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ministers of finance and industries and the chief secretary, was established to review and
approve individual decisions. Finally, a technical secretariat was formed with the help of
the Gujarat State Investment Company, in order to implement the complex tasks of
disinvestment and restructuring.

As part of this program, the government created the State Renewal Fund (SRF),
which was used to fund a Voluntary Retirement Scheme (VRS) for public sector workers
(ADB 2007). In its first year, the VRS program was used to lay off 14,000 workers in
Gujarat Textile Mills (Sinha 2004). By 2002, over 18000 employees had taken been
given VRS, with the average payout ranging between Rsl lakh and Rs5.9 lakh per
employee, total Rs. 364.5 crores (ADB 2007, p 85).

Figure 9 below shows the number of PSEs restructured and privatized by the
government of Gujarat between 1995, when the program began, and the present:

Figure 9: Number of PSEs Restructured and Privatized in Gujarat, by Year
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As the graph shows, the peak of the reform program was 1997, when 5 PSEs were

reformed. Between 1997 and the present, Gujarat has made 18 specific reforms of public
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sector enterprises, including full and partial disinvestment, mergers and closures.'”® Of
these, the sale of assets (full or partial disinvestment) occurred in five companies. The
assets of companies that were closed were also sold to the private sector. The last
company to be disinvested successfully in Gujarat was Gujarat Alkali and Chemicals,
which was disinvested in 2006 (Choudhary 2007, p 124).

This is not the extent of the government’s effort. First, the companies identified in
Figure 9 are those companies that were successfully restructured or disinvested. The
government also made efforts to disinvest a series of other PSEs as well — in many of
these cases, the failure to disinvest was not the fault of the government itself, but rather
because the government felt that the private sector was undervaluing the company and
not offering enough money for the purchase. This happened in the case of Gujarat
Industrial Development Corp; in the case of Gujarat Industrial Investment Corporation
Ltd., and in the case of the shipbuilding company, Alcock Ashdown (Gujarat) Ltd (ADB
2007; PTI 2012).'" In this last case, Alcock Ashdown is a shipbuilding company that the
Gujarat government tried to disinvest in 2008, but in 2008, the government decided to
defer disinvestment because the highest bid received (Rs. 169 crore) was much lower
than the valuation of the company (Rs. 350 crore) (CAG 2008). By 2012, the company
was heavily lossmaking, and the government pushed to disinvest (PTI 2012). However,
no progress has yet been made.

The government’s push to reform PSEs was much more pronounced in the late

1% Two of the 18 decisions were repeat disinvestments - Gujarat Tractors Corp Ltd was disinvested in

December 1999 with a 51% stake sale, and the remaining 9% of the company’s assets owned by the
government were sold in May 2000. Similarly, 30% of the government’s 57% stake in Gujarat State Export
Corporation was sold in 2001, and the remaining was sold in 2004. So the 18 reform decisions were
implemented in 16 PSEs.

1% http://articles.economictimes.indiatimes.com/2012-04-02/news/31275355_1_cag-report-vessels-alcock-
ashdown-gujarat-limited
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1990s and the early years of the 2000s. In the late 2000s to the present, Gujarat’s efforts
have waned. Overall, however, Gujarat has made significant effort to restructure and
privatize its PSEs. The Asian Development Bank, in its assessment of the reform
program in Gujarat, concluded that the Gujarat government was particularly successful in
implementing full disinvestment and mergers, and somewhat less successful in
implementing partial disinvestment.

That said, they opined that the government’s commitment to PSE reforms was
strong (ADB 2007, p 85-86). Even after the ADB program ended, the government
constituted a new independent expert committee, which identified 13 more PSEs for
reform, and selected another 30 to be investigated after that (ADB 2007).

Additionally, Gujarat also began privatizing its power sector starting in 1995-
1996. Starting in 1995-96, Gujarat allowed private power suppliers to generate power for
the state (Choudhary 2007, p 131). Kohli (2012) points out that this policy has resulted in
rapid growth of the private sector in electricity generation in Gujarat.

There is ample evidence to support the argument that the PSE reform program of
Gujarat was aided by the low political competition in Gujarat, and not policy preferences
per se. Both major political parties in Gujarat — the Congress as well as the BJP favored
greater level of liberalization. In fact, the Congress government was the first one to
recommend PSE reform. In 1992, the ruling Janata Dal-Congress government
commissioned a State Finance Commission, which recommended a variety of
liberalization reforms, including restructuring and disinvestment of 21 state public
enterprises and the closure of 11 PSEs (Choudhary 2007; ADB 2007). However, the

reforms could not be implemented for “political” reasons (ADB 2007, p 72).
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Similarly, various members of the new BJP government supported higher levels
of liberalization (Sinha 2004, p 79). Others opined that the “government privatization
program was not to cover revenue deficits, but to professionalize the management of the
firms concerned, ... [and finally], that the state should not be in activities where it has not
business being” (Sinha 2004, p 88).

However, the program did not start until the BJP government came to power with
a “thumping majority” (Sinha 2004, p 94). Sinha (2004) puzzles over how Gujarat was
able to begin such an aggressive push towards privatization, argues that the lack of a
viable opposition and the availability of funding and retraining through VRS weakened
the local labor unions, the Majdoor Mahajan, and made restructuring possible beginning
in 1995 (p 106).

Similarly, Beale and Noronha (2014) argue that the BJP’s strong base in the state,
and its dominance in state and municipal elections clearly had a major impact on any
organized resistance from public sector workers or labor unions. Party or political
allegiances of many Indian labor unions can often result in unions being coopted or
restrained by political parties (Teitelbaum 2011). In Gujarat, Beale and Noronha (2014)
show that this restraint was even more pronounced because of BJP’s electoral dominance,
particularly for labor unions affiliated with the party.

Public-Private Partnerships in Gujarat

Gujarat was one of the first movers on public-private partnerships. In 1995, the
incoming BJP government in Gujarat created the Gujarat Infrastructure Development
Board, in order to foster private participation in infrastructure (Dholakia and Dholakia

2015).
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Another key piece of policy innovation in Gujarat was the Gujarat Port Policy
1995, which was meant to develop ports in Gujarat using PPPs, and then expanded in
1997 under the Build, Own, Operate and Transfer, or BOOT Policy (GIDB 2012). Under
the aegis of the newly created Gujarat Maritime Board, these policies have been used to
develop a variety of ports in Gujarat using PPPs, such as the Pipanav Port, Dahej Port and
Hazira Port (Dholakia and Dholakia 2015).""° In 1999, Gujarat enacted the Gujarat
Infrastructure Development Act, which built on the BOOT policy, and enacted the legal
framework and provided a roadmap for implementing PPPs in Gujarat (Shah 2013;
Government of Gujarat 1999). All of these policies have generated results. Gujarat is
regularly considered a top, attractive destination for public-private partnerships (GIDB
2012; Dholakia and Dholakia 2015).

Greater implementation of PPPs has been concomitant with increasing political
competition at the state level. I have already shown that PPP policy in Andhra Pradesh
has been driven in part by the political incentives for the policymakers to promote PPPs.
Evidence suggests that similar trends are at work in Gujarat, at a time when opposition
parties have begun to chip away at BJP’s monopoly.

In Gujarat, there have been five distinct industrial policy announcements — in
1990, 1995, 2000, 2003 and 2009 (Dholakia and Dholakia 2015, p 251). While the
policies of the 1990s focused on greater liberalization, public enterprise reform and
increasing private sector investment, the policy in 2003 marked a significant departure.
For the first time, the industrial policy not only included promoting private industry, but

also all infrastructure sectors including marketing and distribution (Dholakia and

"% That said, some of the ports developed in both Gujarat and Maharashtra owned, and have been

developed by the central government, not the state government. Those ports are thus not part of this
analysis.
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Dholakia 2015, p 252). It emphasized public-private partnerships, as well as handed large
and mega projects to the Gujarat Industrial Promotion Board, headed by Chief Minister
Modi himself (p 253). The Industrial Policy of 2009 added additional emphasis on mega-
projects through PPPs (Ibid).

In the 2007 and 2012 elections in particular, the BJP’s electoral pitch to the public
centered on development, and less on Hindutva, or Hindu nationalism (Jaffrelot 2013;
Shah and Jani 2014). This is in sharp contrast to the past. In the 1990s, the BJP’s electoral
strategy focused primarily on Hindutva, and then secondarily on economic issues or
issues of Congress corruption (Shah 1998). This strategy reached it zenith in the 2002
elections, which occurred in the wake of the Hindu-Muslim Godhara riots in Gujarat.
That election also prominently featured Hindu nationalism (Shah and Jani 2014, p 113).

Jaffrelot (2013), however, shows that this has changed drastically in the 2007 and
2012 elections, when the focus shifted strongly to development and economic growth. He
argues that in the last two elections, Modi and the BJP have successfully used a new type
of populism — that of development — aimed at the middle class (p 79). In the 2012
election, for example, Modi called him a “vikas purush” or man of progress (p 83). This
shifting focus is compatible with the acceleration in the implementation of PPPs that we
see in Gujarat in the late 2000s — because PPPs can be used to broaden the BJPs voter
base.

This shifting focus explains the trend towards social sector PPPs in Gujarat as
well. Whereas the earlier PPPs especially in the 1990s focused on building ports, roads,
Special Economic Zones and other projects that would benefit industrial development,

there has now been a greater focus on PPPs that would benefit a wider share of the public
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(especially the emerging middle classes), such as PPPs for the social sector and urban
infrastructure development. The Gujarat Industrial Development Board (GIDB) — the
major nodal authority on PPPs in India, has vigorously argued the idea that the focus of
the board should shift towards implementation of PPPs in the social sector (GIDB 2012).
One example of this was the Chiranjeevi Yojana (long life scheme), launched by the
Gujarat government in 2006 to reduce mothers’ mortality rate (Shah 2013). In fact, Shah
(2013) goes on to say that increasing numbers of social sector programs in Gujarat are
being implemented through PPPs (p 75).

Another key example of this shift is housing. Shah and Jani (2014) point out that
housing for the lower middle class was a big part of the BJP’s pitch in 2012. To support
this kind of broad-based development, the BJP government has used public-private
partnerships for major housing initiatives aimed at the lower middle classes. For example,
the Shubh Griha scheme, launched as a PPP with the Tata Housing Development
Company in 2012 was heavily promoted by the government in Ahmedabad, and is

"' n fact, this

designed to provide low cost housing to lower middle class home buyers.
scheme was borrowed from Maharashtra, where a popular low-income housing scheme
was implemented successfully (Ibid).
International Financial Institutions in Gujarat

In the case of Gujarat, IFIs have played a similar role to the one they played in
Andhra Pradesh. The ADB loan to Gujarat to initiate public sector reform played a key

role in the technical implementation of the program, as well as funding various portions

of the program, most notably the voluntary retirement schemes (; ADB 2007). The ADB,

i http://articles.economictimes.indiatimes.com/2012-02-29/news/31110819 1 low-cost-housing-shubh-
griha-tata-housing-managing-director

120



as well as private sector consultants, particularly from multinational corporations have
played a key role in drafting technical and important policy and vision documents
(Choudhary 2007, p 154). PPP initiatives such as the bullet train project between Mumbai
and Ahmedabad, would be nigh-impossible without the extremely low-interest loan from
the Japanese government.

That said, IFIs could still not be said to be the primary causal factors explaining
higher levels of private sector development. Even in Gujarat going as far back as the
early 1990s, Gujarat policymakers framed their liberalization program as being
“internally driven, rather than externally imposed” from the Center [or the global level],
despite similarities with the national program” (Sinha 2004, p 86).

Maharashtra
Political Infighting and Instability in Maharashtra

Mabharashtra is a highly fragmented state in terms of its political environment. On
the one side is Congress, which fragmented into two factions — the INC and the
Nationalist Congress Party (NCP), temporarily in the 1970s and then permanently in
1999. On the other side, the Hindu nationalist camp has long been divided between the
BJP and the Shiv Sena (Jenkins 2004). Also active in the state are an assortment of dalit-
oriented parties — the Samajwadi Party and the Bahujan Samaj parties — that are caste-
based parties (Chandra 2007). They have also played a role in both assembly and national
elections in Maharashtra (Jenkins 2004). Finally, the late 2000s saw the rise of another
prominent Hindu nationalist party, the MNS, which broke away from the Shiv Sena.

Up until the 1970s, Congress was the dominant force in Maharashtra politics

(Hansen 1998; Palshikar et al. 2014). However, the 1970s saw a “vertical split” within
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the INC (Hansen 1998, p 125). Specifically, a rising star within the INC — Sharad Pawar
— led a breakaway Congress faction, the INC-S (Palshikar et al. 2014, p 444). By 1986,
however, Pawar’s INC-S had merged back in with Congress. But the damage was done.
The 1980s saw the rise of another powerful force in Maharashtra politics — the Shiv Sena,
a Hindu nationalist party that came to prominence on a wave of caste and Hindu pride
(Palshikar et al 2014, p 444-45). The 1980s also saw the rise of another Hindu nationalist
party — the BJP. In fact, the BJP was ascendant nationwide, although it was weaker than
the Shiv Sena in Maharashtra. Together, however, two parties constituted a “saffron
wave” in the 1980s, which resulted in the permanent dismantling of INC dominance in
Maharashtra politics Hansen (1998, p 122).

Mabharashtra politics has been increasingly characterized as fragmented and
contentious in the 1990s to the present. While the INC won power in 1990-1995 with 141
seats, Palshikar et al (2014) argues that their term was characterized by “rampant intra-
party factionalism expressed through rebellion by candidates,” and contributed to their
loss of power in 1995 (p 445). Second, the BJP and Shiv Sena were in a position to be a
strong opposition block, with 94 seats between them. By 1995, the Shiv Sena and BJP
had gained enough seats to defeat the Congress party.

The two parties formed a coalition government as near-equal partners (Shiv Sena
had 73 seats and BJP had 65). Shiv Sena got the Chief Minister’s position, but their term
has also been described as volatile and troubled. Hansen (1998), for example documents
how the BJP and Shiv Sena constantly tried to undercut each other, even after they came
to power.

The 1999 elections saw further fragmentation of the political system in
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Maharashtra. While the Hindu nationalist block was already divided, the Congress bloc
split yet again — this time permanently into the INC and the newly-created Nationalist
Congress Party (NCP) under the leadership of Sharad Pawar (Palshikar et al. 2014). The
split badly hurt Congress in the state — it could only come to power with an alliance with
the NCP. The elections were so tight that the margin of victory between the winning
party and the opposition in terms of seats was 6 seats only (Election Commission of India
1999).

The 2004 election was equally fragmented. The coalition of INC and NCP came
back to power, but they were even more neck and neck than ever before. Both parties lost
vote share, but the NCP gained more seats than the INC. While the INC retained the
position of the Chief Minister, they were technically the minority party.

The system fragmented yet further in the 2009 elections. While the INC improved
their position somewhat by gaining 13 seats (although their vote share did not change),
the NCP, Shiv Sena and the BJP all fared worse (Palshikar et al 2014). The reason for
this was the rise of another Hindu nationalist party — the Maharashtra Navnirman Sena
(MNS), which split from the Shiv Sena. Palshikar et al. (2014) argues that the MNS
played “spoilsport to the BJP-Shiv Sena coalition” (p 436). In other words, the fact that
the NCP-INC alliance was reelected in 2009 can be attributed more to the electoral
competition that broke the opposition (p 437).

2014 marked the first time, in fact, that the level of fragmentation decreased in
Mabharashtra. The BJP came to power for the first time in the state, and with more than

100 seats — this is the first time a party gained more than 100 seats in the state since 1990
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(DailyMail 2014).""* That said, fragmentation still remains fairly high. For one, the BJP
and Shiv Sena ended their alliance just before elections (Ibid). Second, the Shiv Sena
reluctantly agreed to join the coalition, and only after the NCP announced that they
would give ‘unconditional’ support to the BJP to form a government at the state. Given
that the NCP has been an ally of the INC for the last three governments, this is a historic
break from the past (DailyMail 2014).

As the brief history of elections in Maharashtra above illustrates, the political
instability in Maharashtra is significantly different from the one-party system in Gujarat.
While Gujarat is characterized by political stability and the dominance of the BJP, the
political system in Maharashtra is characterized by temporary alliances, and constantly
shifting voter preferences.

Palshikar et al. (2014), for instance, find that “no coalition in the state is able to
retain more than half of its support base over two elections spread [even] over six
months” (p 439). In other words, voters in Maharashtra regularly shift allegiances within
parties. As a result, this electoral volatility has resulted in a highly fragmented and
contentious political environment in Maharashtra (Jenkins 2004).

History of PSE Reform in Maharashtra

Mabharashtra has made very little progress on public sector enterprise reform in the post
reforms period after 1991. As of 2001, Maharashtra had 66 State level PSEs (Planning
Commission 2002). While various governments in Maharashtra have wanted to enact
substantial PSE reform, they have failed to do so (Baijal 2008). As far back as 1993, the

government had identified a variety of enterprises that needed to be privatized,

"2 http://www.dailymail.co.uk/indiahome/indianews/article-2799548/bjp-scores-best-poll-performance-
maharashtra.html
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restructured, or sold. Mishra and Navin (2002), for example, point out that the Western
Mabharashtra Development Corporation was identified for privatization in 1993, and the
Maharashtra State Transport Corporation and Maharashtra Small Scale Industries
Development Corporation were chosen by 1995 (Mishra and Navin 2002). None of these
PSEs were privatized.

PSE reform was begun again by the INC-led government in 1999. In 2000, the
new incoming government passed the Maharashtra State Enterprises (Restructuring and
other special provisions) Act, 2000 (Planning Commission 2002). This act set up the
Maharashtra Board for Restructuring State Enterprises, to identify and recommend
restructuring and disinvestment for state PSEs in Maharashtra (PTI 2015).'"* The board
ostensibly had the legal authority to execute disinvestment of PSEs that were referred to
it (Baijal 2008). The board recommended disinvestment in 8§ state PSEs for disinvestment
and three PSEs for restructuring (Baijal 2008). By 2005, that number had increased to 18
PSUs (Dastane and Belsare 2015). However, the recommendations were ignored, and the
government delayed action on the recommendations (Dastane and Belsare 2015). And in
2007, the Act itself and the Board were scrapped. Even by the mid-2000s, the
government in Maharashtra had failed to create a disinvestment commission or
department, something that had been done by leading reformers like Andhra Pradesh and
Gujarat by the late 1990s (Baijal 2008). Finally, the government has tried to restructure,
privatize and disinvest lossmaking sugar cooperatives in the state several times, but failed
in the large majority of cases (Herekar and Shinde 2011).

There are a few exceptions to this general trend. Between 2003 and 2005, the

' http://www.dnaindia.com/money/report-maharashtra-government-to-disinvest-assets-in-seven-loss-
making-public-sector-enterprises-2142978
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Maharashtra State Textile Corporation disinvested five subsidiary companies (CAG
2005). In 2009, one company (Textile Corporation of Marathwada Limited) was
privatized (CAG 2010). In 2008, one non-working PSE distillery was privatized (Chitali
Distillary Limited), and in 2010, seven non-working companies were wound up (CAG
2009; CAG 2011). In 2011, a power generation consultancy company was wound up
(CAG 2012). Finally, 27 out of 165 cooperative sugar factories have been leased out to
private management or well-managed cooperatives.

These trends towards restructuring, however, are considerably smaller than
Gujarat’s because in these cases, subsidiary companies of state-level PSEs, rather than
the PSEs themselves are being closed or disinvested. In Gujarat, on the other hand, entire
PSEs were being restructured or disinvested.

For the most part, Maharashtra has made very little progress on PSE reform. In
the cases where it has, such as the few textile mills and sugar cooperatives, reform has
been piecemeal and not comprehensive. Many in the state have argued that there should
be a department of disinvestment, but the government has never attempted to create one
(Baijal 2008; Dastane and Belsare 2015).

Even the case of the power sector is different in Maharashtra when compared to
Gujarat. Gujarat unbundled its power sector (that is, breaking up the power sector into
generation, transmission and distribution), and allowed private companies to build power
generation plants starting in 1995. Maharashtra, on the other hand, did not implement
unbundling until 2005. Even then, however, the power sector was unbundled into four
companies, which are fully public sector companies (Totare and Pandit 2010). On the

contrary, the power sector in Maharashtra has always tended to encourage the use of
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public-private partnerships in power. In fact, the very first PPP in power was the Dabhol
power plant in Maharashtra in 1992, owned by Enron and the Maharashtra State
Electricity Board (OECD 2015). After unbundling as well, the government of
Mabharashtra began promoting a PPP model for distribution of power (Totare and Pandit
2010).

Various observers cite opposition to PSE reform as the key reason why
disinvestment or any other substantial form of PSE reform has failed to materialize in
Maharashtra. Mishra and Navin (2002), for instance, acknowledge that the opposition of
the labor force has been one of the key reasons the government was unable to reform the
PSEs it wanted in the 1990s.

In fact, various powerful actors in state politics that have incentives to oppose
restructuring and reform remain politically powerful in the state. First, trade unions in
Mabharashtra continue to have political clout, because they are connected with various
parties that are in power (Jenkins 2004, p 244). Trade unions in India have a history of
protesting against PSE reform (Uba 2005). In Maharashtra in particular, Majumdar and
Menezes (2014) have shown that protests against economic policies can be quite
successful in cases where political opposition poses a credible threat to incumbent
politicians. As a result, trade unions are likely to get the ear of ruling parties, particularly
when all major parties in Maharashtra — the INC, NCP, BJP and Shiv Sena — all need
broad based support from the rich as well as the middle and lower income classes
(Palshikar et al. 2014, p 442).

A second source of credible opposition to PSE reforms comes from the sugar

cooperatives. Shinde and Herekar (2011) have shown that 165 sugar cooperatives remain,
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of which at least 123 were actively crushing sugar in the past few years. While they have
continued to lose market share on sugar to privately owned sugar companies, they remain
politically powerful opponents of privatization (Shinde and Herekar 2011). In fact,
Sharad Pawar, the head of the NCP, publicly acknowledged in 2014 that sugar
cooperatives remain politically powerful. In fact, he scoffed at the idea that they had
weakened because of losing market share to the private sector (Ramchandran 2014).'"*

Considering the fact that the mindset of the INC-ruled governments in 2004 and
2009 were described by Pakshikar et al. (2014) as running on “survival mode,” it is no
wonder that politically contentious policies like PSE reform, which are likely to generate
public opposition, have failed to materialize in Maharashtra.
Public-Private Partnerships in Maharashtra

Gujarat is regularly cited as the top destinations for implementing PPPs (Deustche
Bank Research, Nov 2007). It has been the subject of accolades and attention for its
investment and private-sector friendly policies from supporters and critics alike
(Chatterjee 2011; Kohli 2012; Dholakia and Dholakia 2015). However, Maharashtra
actually has a higher level of implementation of PPPs than Gujarat by a significant
margin. Figure 10 below compares Gujarat and Maharashtra by the number of PPP

projects implemented between 1991 and 2014:

Figure 10: Maharashtra Has a Greater Number of State Level PPPs

"4 http://articles.economictimes.indiatimes.com/2014-10-10/news/54868341 1 sugar-barons-sugar-
cooperatives-sugar-cane-farmers
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This is not a misleading figure. Maharashtra also has a higher level of PPP
implementation in terms of the amount invested. Figure 11 below compares Gujarat and
Mabharashtra by the amount invested in PPP projects between 1991 and 2014, in 1991 Rs.
Billions'"*:

Figure 11: Maharashtra Has a Higher Level of PPP Investment (in 1991 Rs.

Billions)
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Source: Center for Monitoring the Indian Economy, New Delhi

Maharashtra began support for implementing PPPs very early on — even earlier
than Gujarat. For example, the first PPP in Maharashtra, which was actually the first PPP
in the power sector in India, was the Dabhol power plant — a PPP between the
Government of Maharashtra and US-based Enron (OECD 2015). To further build
momentum of private sector participation, the new incoming Shiv Sena government in
1995 implemented the New Industry, Trade and Commerce Policy for Maharashtra,

which emphasized private participation in the construction of irrigation dams, roads,

' Keep in mind that these are PPPs that have been implemented at the state level, and do not include PPPs

implemented by central government authorities.
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bridges, power projects, industrial estates and development of ports (Planning
Commission 2002, p 157).

However, promoting PPPs through policymaking has been different in
Mabharashtra than in Gujarat. Gujarat, recall, passed legislation to create a centralized
department to oversee PPP policy across multiple sectors of the state economy. By
contrast, Maharashtra has not centralized PPP policymaking into any one agency. Instead,
it has allowed its various departments and line agencies to develop their own PPPs
(World Bank 2006). For example, the ‘“[Maharashtra] State Road Development
Corporation and the Mumbai Metropolitan Region Development Authority have
developed policies for infrastructure development through private sector participation” (p
25).

While this may seem counterintuitive, the World Bank (2006) recognized that
“there is no clear link between institutional structures and success in developing PPPs in
India.” Explaining Maharashtra’s success in PPPs, the Bank suggests that it is possible
for states to have great success focusing on individual sectors rather than cross-sectoral
linkage: “it would seem clear from the experience of Maharashtra in the development of
PPPs for roads that it is possible to develop a PPP program in a single sector by building
up capacities in line departments” (p 25).

The government of Maharashtra has also actively engaged with civil society to
help implement development. For example, the Jawaharlal Nehru National Urban
Renewal Mission (JNNURM) was a major Central government initiative to improve
urban infrastructure in the state, and PPPs are a key component of the INNURM. Guha

(2011) shows that the government of Maharashtra has actively sought out the help of

130



several local NGOs (including prominent ones like Janagrahaa) to help sell the idea of
JNNURM through public-private partnerships to the public (Guha 2011, p 81).

The government of Maharashtra has also actively used PPPs to help develop
Mumbai. For instance, in 2003, the government released a report they commissioned with
the global consultancy firm McKinsey called Vision Mumbai, which was meant a
blueprint and roadmap for Mumbai’s development in the future. The report strongly
advocated the use of public-private cooperation for development (McKinsey 2003; Guha
2011). While the report was criticized as being too unrealistic, Guha (2011) points out
that many of the report’s suggestions were put into practice as part of the INNURM by
the Maharashtra government starting in 2005 (p 87).

Various governments in Maharashtra have highlighted their public-private
partnership policies to showcase their abilities to improve growth and development in the
state. Right from the very beginning, the Shiv Sena-led government in 1995, which was
responsible for India’s first toll road PPP — the Mumbai-Pune Expressway — made sure
that the public credited the government for improving the state’s infrastructure (Jore
2012)."'® In fact, for the construction of this toll road, the Government of Maharashtra set
up the Maharashtra State Road Development Corporation Limited (MSRDC) in 1997,
which has been in charge of road development in Maharashtra and an active user of PPPs.
Hansen (1998) goes so far as to say that the incoming Shiv Sena government in 1995 was
different from Congress because they ramped up urban development with “fanciful
projects full of action, grand scales and huge money” (p 153). As for MSRDC, it

continues to remain an important government agency today — the BJP used the top

"6 http://www.hindustantimes.com/mumbai/he-made-pune-expressway-a-reality/story-
yEbMNO3uXjhcfZWICrLpbK.html
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position at MSRDC as a key reward for its junior partner in government, Shiv Sena
(Phadke 2015).""

Similarly, successive INC-NCP governments (between 1999 and 2014) have
publicly highlighted their support for PPPs as a way to foster development in the state. In
an interview with the Business Standard, the Chief Minister of Maharashtra in 2003,
Sushil Kumar Shinde, claimed that “infrastructure was [his] number one priority” (Prasad
2003)."® He went on to emphasize his strong support for PPPs as a means of developing
the state’s infrastructure, especially for the purpose of urbanization (Ibid). In another
instance, Vilasrao Deshmukh, who was chief minister of Maharashtra between 2004 and
2008, called PPPs ““a great success in Maharashtra.” In fact, he names various line
agencies that he thinks can use PPPs successfully (Business Standard 2008).'"”

The focus on urban infrastructure development through PPPs fits well with the
incentives of politicians looking to broaden their support base. Vision Mumbai, the
roadmap for Mumbai development that strongly advocated the use of PPPs, for example
explicitly mentions the growth of new jobs as a benefit of development through private
sector participation (Guha 2011, p 87). Similarly, the government in Maharashtra began
in the late 2000s to promote developing affordable housing for the lower and lower
middle classes. In strong public support for such initiatives in 2008, then Maharashtra
Chief Minister Vilasrao Deshmukh declared 2009 the year of “housing for [the] common

man” (Business Standard 2008).

Even major greenfield projects are being framed in terms of their dispersed

"7 http://indianexpress.com/article/cities/mumbai/cm-gives-nod-to-rs-4785-crore-projects-under-sena-led-
msrdc/

"% http://archives.digitaltoday.in/businesstoday/20030928/cover2.html

"% http://www.business-standard.com/article/press-releases/maharashtra-govt-announces-slew-of-
measures-for-real-estate-108111101123 _1.html
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benefits. For example, the new high-speed rail project between Mumbai and Ahmedabad
— which will be India’s first bullet train, is being built using a public-private partnership.
In the press, BJP leaders and bureaucrats are framing it in terms of the shortened distance
to commute, the relatively low fare prices, and the fact that approximate 36,000 people
per day are projected to use the bullet train the year it is slated to open in 2023 (IANS
2016)."* Second, policymakers are quick to point out that only 80% of the parts for the
train system are being built in India through the Make in India scheme (Mittal 2016)."*!

More broadly, it is no coincidence that many of these broad based PPP initiatives
get announced around elections that are expected to be highly competitive. According to
PPP data from the Center for Monitoring the Indian Economy, Maharashtra’s had three
PPP initiatives on education, seven PPP initiatives on promoting tourism, and two
initiatives on promoting affordable housing. Of these, only three PPP initiatives on
promoting tourism were announced in the year after the 2009 elections. All of the rest
were announced in the year of, or prior to, the 2009 elections in Maharashtra.

Higher levels of political competition have thus resulted in overall higher levels of
PPPs implementation in Maharashtra, when compared to Gujarat. While the previous two
figures showed that aggregate levels of PPPs were higher in Gujarat, Figure 12 below
shows that on average, PPP implementation was higher in Maharashtra when compared
to Gujarat, even on a year-by-year basis:

Figure 12: Number of PPPs at the State Level in Gujarat and Maharashtra

"2 http://timesofindia.indiatimes.com/city/ahmedabad/Ahmedabad-Mumbai-bullet-train-fare-to-be-1-5-
times-higher-than-AC-1st-Class/articleshow/52117235.cms

"2 http://www.businesstoday.in/sectors/infra/all-you-need-to-know-about-the-india-first-about-mumbai-
ahmedabad-bullet-train-project/story/229230.html
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In the above figure, the red line represents Maharashtra, and the blue line is
Gujarat. As can be seen in the graph, the red line representing Maharashtra generally
stays above Gujarat (blue line). This is especially true between 1999 and 2009, a period
that saw the use of PPPs expand nationwide. Clearly, Maharashtra was getting a greater
share of the PPPs. Interestingly, there is greater convergence between the two states after
2009 — that is, the difference between the two states narrows considerably. This
phenomenon can be explained by the fact that political competition, already high in
Mabharashtra, is intensifying to some degree in Gujarat as well.

International Financial Institutions in Maharashtra

In the case of Maharashtra as well, IFIs have played a crucial in the
implementation of PPP policy at the state level. For instance, the government of
Mabharashtra formed a partnership with the World Bank in 2006 to improve power
transmission in Maharashtra by 120% over the next four years through PPPs. The Bank

assisted the government in conducting technical studies, writing contracts, soliciting bids,
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and by 2009, this resulted in awarded contracts worth $1.5 billion (World Bank 2009).'%
Second, IFIs have also helped improve technical expertise in various Maharashtra
agencies. For instance, the ADB helped fund the placement of a PPP expert within the
Mabharashtra Urban Infrastructure Development Company Ltd (Pillay 2010).'*

Finally, IFIs have also helped the government’s pivot towards greater use of PPPs
for broad-based development. In 2012, for instance, the World Economic Forum chose
Mabharashtra as the only state in India (along with 4 other countries) to initiate a Private-
Public Partnership (PPP) for Integrated Agriculture Development (PPP-IAD) project,
aimed at supporting PPPs for sustainable agriculture (Deshpande 2012).'**

The glaring omission here is the fact that there was no adjustment program or loan
in Maharashtra that focused on public sector enterprise reform, or provides funding for
VRS schemes. Clearly, IFI funding has helped states like Andhra Pradesh and Gujarat
implement painful PSE reforms and overcome opposition from public sector workers. Its
absence thus provides support for the idea that IFIs have a role to play in implementing

privatization.

5. Alternative Arguments
There are two key alternative arguments to explaining private sector development

policies in India. The first alternative explanation relies on the ‘stealth’ argument from
Jenkins (1999). Specifically, stealth-based arguments propose that because reforms are
unpopular with the public, lawmakers use deceptive techniques to introduce reforms
quietly (Jenkins 1999; Mahalingam 2005; Kohli 2006).

However, the stealth argument does not explain the variation in privatization in

'22 http://www.ppiaf.org/feature-story/successful-partnership-bridging-infrastructure-gap-maharashtra
'2 http://www.moneylife.in/article/the-states-ppp-thrust-will-be-on-urban-infrastructure/6860.html
124 http://archive.indianexpress.com/news/maharashtra-takes-ppp-route-for-farm-growth/942019/
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the three case studies. In the case of AP, Mooij (2007) states that the stealth-based
argument does not apply to PSE reforms (p 43). Reforms in AP were not introduced
stealthily, but rather with a powerful public relations campaign. Suri (2004), in fact,
claims that the reforms were “proclaimed from the rooftops of the state secretariat” (Suri
2004a: 5493). Similarly, PPP policy in the state has also not been stealthy. In fact, it has
been formulated over time, with consultations across private sector consultants, the
federal government in Delhi, and IFIs like the World Bank.

Stealth based arguments do not work in the case of Gujarat and Maharashtra
either. As was the case with AP, the BJP government in Gujarat also publicly and
proudly supported the PSE reform program. Similarly, PPPs have been a very public part
of Gujarat government’s development strategy as well as electoral strategy. For instance,
Jaffrelot (2013) shows that Modi has used PPPs effectively to illustrate his concern with
development for the masses. Similarly, Modi has also used heavily publicized events like
the annual Vibrant Gujarat summits to develop business opportunities with the private
sector (Dholakia and Dholakia 2015).125 Stealth, in this case, would be detrimental to the
aims of the government.

In the case of Maharashtra, stealth did not actually help the Maharashtra
government. If the stealth argument worked in this case, we would have been able to see
PSE reforms happening behind the scenes — something which has yet to transpire. On
PPPs, once again, the stealth argument is insufficient. In the case of Maharashtra, I have
shown that politicians interested in reelections in competitive settings can use PPPs to

garner a wider support base by touting more development. Stealth implementation of

12 Of course, Vibrant Gujarat summits are about promoting all forms of investment, PPPs as well as purely
private investment.
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PPPs, then, would hamper their ability to persuade a wider group of voters.

The other key alternative explanation for privatization from Latin American
studies of privatization is that policymakers only initiate reforms when they or their
business allies expect material benefits from new policies (Varshney 1999; Schamis
2002; Das 2005; Gould 2011). This explanation is made forcefully by Kohli (2012) in the
case of India.

Kohli (2012) absolutely makes a good case for why business interests are often
represented in government policymaking. However, I would argue that this argument
takes away too much agency from states. State policymaking can and does make a
difference (Panagariya and Rao 2015). Consider the role of Naidu as a promoter of
reforms in Andhra Pradesh (Mooij 2007, p 44)

Yes, emerging upper and middle class support for TDP was certainly important
for the rise of the TDP in Andhra Pradesh (Suri et al 2014; Mooij 2007). However, elite
support is important everywhere. In the case of Andhra Pradesh, the support of elite
Kammas and Reddy’s has been crucial to winning power (Suri et al. 2014). In Gujarat,
scholars have identified the Patidars, Banias and Brahmins as key to the BJP’s rise (Shah
and Jani 2014, p 110-11). In Maharashtra, rich and middle class support to INC-NCP
when they were in power, greater support to BJP when they are in power (Palshikar et al
2014). In other words, this explanation insufficiently explains the variation in
privatization that can be seen at the state level in India.

Second, there are plenty of examples of the state opposing powerful business
interests. Gujarat, for example, refused to sell Gujarat Industrial Investment Corporation

Ltd. to the private sector, because the government believed that the private sector bidders

137



were undervaluing the company (ADB 2007). In fact, they simply cancelled the
privatization decision because no company bid high enough.

In other cases, there have been scenarios where the government sued private
companies that did not share sufficient revenues — as the government of Gujarat did
against the US-based Creative Infocity Limited. In that case, the government had leased a
116-acre plot of land to the company for IT development through a PPP."*® In 2008,
however, the government terminated their Concession Agreement with the company,
citing violations of land use and construction schedule, and non-payment — and
eventually took the company to court (Ibid).

Third, governments cannot simply implement the preferences of business elites
because often, new incoming governments can act as government watchdogs. Consider,
for example, a PPP in Maharashtra that was implemented during a previous governments
regime. In this case, a toll-road PPP project awarded by the NCP-INC regime in
Mabharashtra in 2006 was challenged by a social activist, after he succeeded in gaining
internal documents by petitioning the new BJP government, using the Right to
Information (RTI) Act.'”” The documents showed that there might have been
irregularities in the way the contract was awarded. As a result of the outcry, the
government cancelled the tolls.'®
My point is that while the preferences of powerful businessmen often gets

translated into policy, this does not necessarily imply that privatization can be explained

as a result of business interests. Doing so is excessively reductionist, and ignores the

'2¢ http://timesofindia.indiatimes.com/city/ahmedabad/Resolve-Infocity-dispute-through-arbitration-
HCl/articleshow/8163474.cms

"7 http://indianexpress.com/article/cities/mumbai/sion-panvel-highway-improvement-project-rs-1-2-cr-
contract-likely-to-be-probed-for-flaws/

128 Of course, the private sector contractor objected. The matter is currently in court.
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agency that states have to implement key policy decisions.

6. Conclusion
My findings from Andhra Pradesh, Gujarat and Maharashtra provide broad support

for my theory. In AP, the governments of AP that came to power with a strong margin
and a political environment with weak competition were able to enact higher levels of
PSE reforms. In terms of PPPs, as political competition heated up, so did the ruling
government’s focus on implementing more PPPs as a part of growth and development —
especially towards social sector PPPs and urban infrastructure development. In Gujarat,
weak competition and BJP dominance led to substantial PSE reforms, whereas in
Mabharashtra, political fragmentation led to weak to no progress on PSE reforms. On
PPPs, Maharashtra has made greater strides towards PPPs than Gujarat, which can
arguably be attributed to politicians’ incentives to broaden their support base.

This article is just a first step towards understanding how political factors such as
electoral competition shapes the alternative strategies states can employ towards
developing their private sectors. In order to have greater confidence in the findings,
further investigation is necessary. Future research should test this question quantitatively,
by collecting privatization data from other states as well. However, since this data is not
available in Delhi or any other central repository, this would require extensive fieldwork.
Second, the findings from Andhra Pradesh have been bolstered through expert
interviews. Future research will be necessary to similarly strengthen the evidence on
Gujarat and Maharashtra as well.

Another limitation of the argument may apply to PPPs. It is possible for a skeptic
or critic to question whether the PPP trends we are seeing in the states are cyclical, and

that growth in the 2000s is simply a result of growing trends towards PPPs in general.
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And now that the global environment has potentially soured on PPPs, we will see falling
PPP patterns. If this is entirely the case, then PPP trends may not be shaped by the local
political environment — and my argument would not be explaining much. This criticism is
certainly worth investigating, and cannot be eliminated without further analysis.
However, that said, there is evidence from the three states that this is not
necessarily the case. In fact, states seem to be actively doubling down on PPPs. In
Andhra Pradesh, major projects have been introduced in the last two years alone across

. . . 129 . 130
various sectors — ranging from new roads and bridges, ~ to tourism PPPs.

In fact, just
recently, Chandrababu Naidu, who is back in power in the new Andhra Pradesh scored a
major victory on PPPs by introducing the ‘land pooling” model."*' Land acquisition for
PPPs remains a major problem in India, with many landowners, especially farmers and
those dependent on agriculture, often protesting against the government’s desire to give
land to private sector players for PPPs (and other private sector investments). The land
pool model is one where “landowners voluntarily give up their land for a project, and will
accept in return plots of developed land. The model is designed to ensure a landowner
stands to benefit from the whole project.”'*?

Because land pooling shares benefits from the PPP not just with private sector

developers, but also with potential losers like landowners and landless farmers, Naidu, in

December 2015, successfully used land pooling to gain 33,000 acres of land to develop

' http://www.newindianexpress.com/states/andhra_pradesh/New-Road-Bridge-on-Godavari-by-
May/2015/03/08/article2703472.ece

B0 http://www.deccanchronicle.com/150516/nation-current-affairs/article/andhra-pradesh-plans-theme-
park-tirupati

! Andhra Pradesh was split into two states — Andhra Pradesh and Telangana, in June 2014. Hence the
moniker of “new.”

"2 http://timesofindia.indiatimes.com/karnatka/Land-pool-model-to-connect-satellite-towns-in-
Karnataka/articleshow/50574048.cms
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into a brand new capital city, “without much protest.”'*®> Given the uncertainty and
potentially competitive political environment of a new state, Naidu’s efforts to be more
inclusive and generate broad-based development through PPPs are also compatible with
my argument. More importantly, the recent split of AP into Andhra Pradesh and
Telangana provides great future opportunities for comparative research. Similar examples
of states doubling down exist in Maharashtra and Gujarat as well. Of course, this is
anecdotal evidence that the support for PPPs isn’t cyclical, but rather, a strategic choice
made by politicians as a response to competition. Further research on this issue is
certainly necessary.

Finally, it is equally important to extend the argument to other states in India, as
well as outside India — to see if competition is shifting attention away from public sector
reform and towards PPPs that generate broad-based development. Another interesting
extension of my argument, which has only been briefly discussed in the article, has been
power sector reform. Interestingly, power sector reform in AP, Gujarat and Maharashtra
fits my argument. Both AP and Gujarat allowed greater levels of privatization and
unbundling of their state power sectors in the 1990s, during the tenure of governments
that came to power with a strong margin of victory. Maharashtra, on the other hand, did
not unbundle until 2005 — two years after the federal government in Delhi ordered all
states to do so (Gol 2003)."** Even then, Maharashtra unbundled, but it did not privatize
any of the four resulting companies (Totare and Pandit 2010). Instead, Maharashtra has
placed much greater emphasis on increasing power generation and distribution through

PPPs (Ibid). It even signed a $1.5 billion PPP loan agreement with the World Bank to

'3 http://indianexpress.com/article/india/india-news-india/land-acquisition-a-new-capital-city-in-farmland/
1** Government of India. 2003. The Electricity Act, 2003. New Delhi: Government of India.
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improve power generation in the state. Power sector reforms, therefore, seem to fit my
argument. More research should be done to see if the argument fits in other states, and

other sectors of the economy as well.
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Chapter 3: The Perils of Democratic Development: Assessing the Economic
Impact of Political Fragmentation in the Indian States

1. Introduction

There is a growing interest among scholars in comparative politics and political
economy in the relationship between the changes in the electoral dynamics of political
systems and their effect on developmental outcomes. In this paper, I explore the effects of
changes in the electoral dynamics of parliamentary democracies on investment, by
looking at the state electoral system in India. Existing research on parliamentary
democracies suffer from several problems. The existing comparative literature on the
behavior of coalitions has focused heavily on the creation & dissolution of coalition
governments, often neglecting the causes and consequences of the day-to-day life of
coalition governments. Among South Asia scholars, existing research has conceptualized
political fragmentation purely in terms of the number of parties competing in an election,
and seen this as good for investment. However, surprisingly little empirical analysis has
been undertaken to test these claims.

This paper seeks to address the various lacunae in the literature by positing a
novel argument about the economic effects of parliamentary democracy, by using data
from India’s post-Independence period (1951-2005) for 15 major Indian states. First, I
deconstruct the concept of fragmentation, and show that the underlying logic of political
fragmentation entails fragmentation in the policymaking process. Second, I show that two
kinds of changes in the electoral dynamics of parliamentary systems — coalition politics
and the rise of new lead parties — fragment the policy-making process. In turn,
fragmentation in the policy-making process generates regulatory uncertainty amongst key

external audiences like investors. This greater regulatory uncertainty amongst investors
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deters long-run investment. In order to show this, I use two-stage least squared regression
techniques that instrument both mechanisms by which fragmentation occurs using the
number of parties competing in elections. The results are statistically significant, and
robust to the inclusion of state and year fixed effects, as well as a variety of methods of
calculating the standard errors.

The paper is divided into the following six sections. The next section of the paper
discusses the need to study investment as the dependent variable. It establishes not only
that investment is an important outcome to study, but also that there is significant
variation across the Indian states to merit further study. The third section gives a brief
overview of the extant literature on studying development and fragmentation in India. It
shows that while various scholars have studied different developmental outcomes,
existing empirical tests of investment are lacking. The fourth section deconstructs
fragmentation, and introduces my theory of investment. It further shows how contrary to
conventional wisdom, political fragmentation adversely affects capital investment. The
fifth section outlines my model specification using the 2SLS approach. The sixth section
presents the empirical findings, and discusses the results in greater detail. The seventh
section tests my findings using a case study of Andhra Pradesh and Bihar. The final
section makes some concluding remarks.

Given the importance of studying investment to economic development, my aim
in this paper is to study the interconnections between changes in the electoral dynamics
of parliamentary systems, and its effect on key outsiders like investors. While prior
theories have focused on the creation or dissolution of coalitions, my approach breaks

new ground by situating the behavior of coalitions within the broader electoral dynamics
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that fragment decision-making in parliamentary systems, along with the previous
unexplored issue of the rise of new parties. The results of my analysis indicate that while
deepening democracy may certainly be a laudable goal in and of itself, I must be careful
not to overlook the potential costs I incur. Thus, further avenues of research may include
potential institutional solutions that may mitigate the risks of politics on economic goals
like investment.

2. Capital Investment in India

The importance of investment to economic development has been sufficiently
recognized in a variety of disciplines including economics and political economy. In the
case of India, Ahluwalia identifies investment as one of the “critical determinants of

growth” among states.'”

In other words, investment and economic growth are
inextricably linked. In fact, Sinha has further argued that studying investment as the
dependent variable is actually a more appropriate indicator of economic development

than merely studying growth rates.'>

While growth rates are more opaque, both
investment and its positive impact on economic and social development are directly
observable. Secondly, investment is also more sensitive to policy intervention than
growth rates are."”” Considering that the focus of this study is assessing the economic
impact of domestic politics, I would agree with Sinha that studying investment is both
theoretically and substantively appropriate.

Consequently, this study uses fixed capital investment as the dependent

variable."** Specifically, I use state level logged-real annual fixed capital investment per

13 Ahluwalia 2000, p 1642

136 Sinha 2005, p 9-10

7 Tbid

"% Nooruddin 2010 has argued that long-term investment is strongly preferable to short term investment.
Can I argue that fixed capital investment is a suitable proxy for long term investment?
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capita. First, 1 normalize fixed capital investment over population to standardize
investment, and thus make the numbers comparable across the states. Second, the
variable is also deflated using the standard year in the literature, which is 1993, so that I
have real, rather than nominal outcomes. Finally, the DV is also logged to make the
variable behave better. Consequently, each independent variable’s impact on the DV is in
terms of percentage increases or decreases.

A variety of scholars, including Saez & Sinha have made a persuasive case that
studies of cross-national variation in economic outcomes have not been nuanced
enough."”® In the case of India, it has been previously recognized that there is regional
disparity in India in terms of a variety of economic indicators. Bhattacharya & Sakthivel,
for instance, point to disparity in the state domestic product as well as growth rates across

the Indian states.'*

Following a similar line of reasoning, I argue that studying
investment at the national level also misspecifies the level of analysis. While cross-
national studies of investment can explain variation in investment across countries around
the world, I would argue that such studies mask interesting variation in investment within
countries.

The point is that explaining investment outcomes in India requires looking at
regional politics as well. India is a federal system, with a division of power between the
center and the state — and the states enjoy substantial policy autonomy.'*' In fact, it has
even been argued that the reforms in 1991 increased the role of the states, and that there

142

was a “gradual diffusion of power to the states” within India.™ In fact, Robert Jenkins

"*? Saez & Sinha 2009

140 Bhattacharya & Sakthivel 2004.

! Jenkins, Rob. Democratic Politics & Economic Reform in India. Cambridge: Cambridge, 1999; p 125
12 Economic Intelligence Unit, Country Report — India, 2" Quarter, 1995 (London, 1995): p 14
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even concludes that state governments had now become the “crucial point of contact for
entrepreneurs” in terms of economic policy towards investment, licensing and the like.'*?
Montek Ahluwalia, a prominent Indian economist and active participant in the 1991
reforms, concludes that in the post-reform period, states have much more scope in terms
of attracting foreign and domestic investment.'** Sinha concurs with this assessment and
concludes that industrial policy is the policy domain of the regional regimes, rather than
the center.'* Figure 13 below captures some of the variation across states, by looking at
the mean Fixed Capital Investment for the 15 states for which reliable data is available
for the years'*®:

Figure 13: Variation in Investment Across States in India, in 1993 Lakh Rupees
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Source: Annual Survey of Industries, Government of India

3. Theories of Investment in the Indian States

A variety of scholars have attempted to study the relationship between electoral

" Ibid.

144 Ahluwalia, p 1637

143 Sinha 2005, p 210

¢ However, the graph does not capture the fact that there has been variation within states over time as
well. I will include that in subsequent drafts.
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systems and important developmental outcomes in the Indian context. Chibber &
Nooruddin’s study looks at the impact of increasing political competition on development
spending, and find[s] that increasing political competition results in lower development
spending.'*” Contrary to Chhibber & Nooruddin, Saez & Sinha have argued that
increasing competition should have a positive impact on public goods provision.'** They
show that sometimes, competition is positively correlated with development spending.
They argue that this is because political competition makes it more important for
politicians to deliver public goods to the electorate in order to garner votes.

Aside from the debate over public goods provision, other studies of political
competition have looked at the impact of political competition on the behavior of labor
unions as well as investment. In a forthcoming book on labor protest, Teitelbaum argues
that increasing political competition induces greater pressure on politicians to deliver
high economic growth and economic stability in the regions. Thus, as competition
becomes more intense, politicians reach out to labor unions to mobilize support and at the
same time, try to co-opt union leadership to ensure worker cooperation and minimize

labor protest.'*

The key here is the underlying notion that increasing political
competition puts pressure on politicians to deliver on high growth outcomes. However,
the larger problem that I seek to address is the assumption that political competition
implies political fragmentation.

Outside the literature on political competition, two prior scholars have attempted

to explain investment. Sinha argues that the nature of the regional party in power’s

relationship to the central government explains variation in investment at the state

147 Chhibber & Nooruddin 2004
¥ Saez & Sinha 2009
' Teitelbaum, forthcoming.
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level."” States that follow an accommodating approach towards the center are rewarded
with better investment than states that follow a conflictual or anti-center approach.
Further, the state’s political environment — pro-center or anti-center — determines the
political stance of strategic politicians.

Another important work concerning investment is Irfan Nooruddin’s sophisticated

study of the impact of political competition on growth volatility in India.""'

It is key to
note, however, that Nooruddin’s dependent variable is growth volatility, not investment
per se. Investment only plays a role because Nooruddin argues that political competition
has a positive impact on reducing growth volatility via a positive impact on
investment.'”* He argues that government policy instability has a negative impact on
investment because unstable policy induces investors to flee or invest in the short-term.
In other words, if investors think that the economic policy is going to change, they will
not invest or use less risky (and less lucrative) investment.'” Finally, he argues that
coalition politics and the resulting fragmentation of authority induces a status quo bias
and produces a credible commitment to policy stability. Thus, coalition politics leads to
lower growth volatility via the mechanism of increased long-term investment.

These approaches to explaining investment, however, have a variety of
limitations. For example, in constructing her argument — that variation in stance towards
the center explains investment — Sinha makes a key implicit assumption that regional

party systems do not vary in other ways besides their stance towards the center. If this

assumption does not hold, it is quite possible that her argument would suffer from

150 Sinha 2005

51 Nooruddin 2010

152 Tbid.

133 Nooruddin 2010, p 32-35.
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omitted variable bias. The broader theoretical problem, therefore, is that pro-center v.
anti-center is a rather thin understanding of what matters in state politics. As I show
shortly, other features of the regional political system — specifically, fragmentation — are
crucial to explain investment.

Nooruddin’s approach also has serious limitations for my purposes. Specifically,
he studies the impact of coalition politics and political competition on growth rate
volatility. In other words, the observed outcome is volatility, not investment. The link to
investment is confirmed through survey data. Thus, the argument hinges on an outcome
that is easily observed, but is largely implied in his approach. In order to have greater
confidence in his findings, it would be useful the test the relationship between coalition
politics and competition on investment empirically. Second, following Chibber &
Nooruddin, he makes a similar intuitive leap that political competition is a proxy for
political fragmentation. As I show, however, there are several difficulties with this
assumption.

4. Rethinking Political Fragmentation in Parliamentary Democracies

Political fragmentation has been conceptualized across political science
disciplines in a variety of ways. Scholars studying causes and consequences of intra-state
conflict, for example, have thought of political fragmentation along ethnic lines."”* Others
scholars in comparative political economy, such as Kohli, have thought of fragmentation
in society along economic class lines.'”> Scholars of presidential systems, on the other

hand, have thought of political fragmentation in terms of divided government — where

154 See, for example, Fearon & Laitin 1996; Horowitz 1985; Jones 2008
135 Kohli 2004
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different branches of government are in control of different parties.'*®

In the study of politics in South Asia, the trend has been to think of fragmentation
purely in terms of political competition. Chhibber & Nooruddin’s study of government
performance in India use a count of the effective number of parties competing in
elections as the measure of political fragmentation.'”” Essentially, the study of party
systems in South Asia uses political competition and political fragmentation inter-
changeably. This assumption, however, deserves a more robust justification. Why is
political competition a measure of political fragmentation?

The underlying logic behind this assumption is actually that of the politics of
coalitions. Specifically, political competition is taken to be a measure of political
fragmentation because political competition increases the likelihood that a creation of a
majority government would require coalitions. So in reality, political fragmentation in
this case is really about fragmentation in the policymaking process.'”® Two issues thus
present themselves. First, this relationship between coalition governance & fragmentation
in policymaking is simply assumed, not explained or justified. It is not clear why
coalitions would fragment the policy-making process. Second, coalition politics itself is
easily observable, and political competition is a further step removed from fragmentation.
Political competition should increase the likelihood of coalition politics — it does not
guarantee it. I would argue, thus, that it makes much more sense to conceptualize
coalition politics as fragmentation over political competition. And in any case, this
assumption still needs to be justified.

Thinking about fragmentation in terms of fragmentation in policy-making is quite

1% Mayhew 1991; However, see Binder 1999 for a critique

157 Chhibber & Nooruddin 2004 (See Fn. 25); Also, Nooruddin 2010.
158 See, in particular, Nooruddin 2010, p33.
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similar to the logic used by scholars of presidential systems as well. While Mayhew
thinks of fragmentation in terms of inter-branch conflict, Binder thinks of it in terms of

159
In

intrabranch conflict — because of conflict between two parties in the legislature.
either case, the implication is policy gridlock because the key veto players cannot agree
on a compromise solution. This latter result is exactly what Nooruddin meant when

talking about fragmentation in policy-making.'®

These studies all conceptualize
fragmentation as rifts in the process of decision-making. Even outside political science,
this is not an unprecedented approach — scholars studying governance in economics have
thought of fragmentation in terms of the decision-making process as well.''

Thus, in presidential systems, the electoral dynamics of a two-party system
generate fragmentation through the vagaries of partisan politics between the two major
parties. In parliamentary systems, on the other hand, electoral dynamics generate
fragmentation in the political decision making process in two other ways: coalition
politics, and the rise of new lead parties.

The dominant understanding of coalition politics is in game-theoretic terms of
bargaining — as a strategic interaction across players with heterogeneous preferences.'®
As far back as the 1950s, Duverger recognized that the nature of multi-party politics was
characterized by “precarious alliance[s]” between multiple parties, each with their own
political programme & constituents — a condition that, in his view, often resulted in

paralysis.'® Coalition politics is thus best seen as strategic actions by political actors who

seek to pursue their objectives, and “seek to anticipate the behaviors of those with whom

1% Mayhew 1991; Binder 1999
10 Nooruddin 2010, p49.

1! K ontopoulous & Perroti 1999
12 Muller & Strom 2000

' Duverger 1954
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they interact.”'** As a result, the outcome of coalition politics — whether it is the selection
of cabinet members, or the policies that the government will enact, are subject to
negotiation by the members of the governing coalition.

Consider the ramifications of governance through a single party government in
comparison to governance by a coalition government. In the former case, the people
selected for positions, and the policies proposed or enacted by a government can be
traced back to the preferences of a single party. In the case of coalitions, however, this is
not the case. Both cabinet positions, as well as policymaking are a result of bargaining.

165 1n other words, I

Consequently, the process of decision-making becomes less cohesive.
argue that ceteris paribus, coalition governance should be characterized by a greater
degree of fragmentation in the policy-making process than single-party governance.

An additional source of fragmentation as a result of the electoral process in a
parliamentary system exists, but has not received much attention. The discussion on
multi-party systems has been dominated by ‘the number of parties’ in the electoral
system as being a key factor in explaining the behavior of multi-party democracies.'®
However, insufficient attention has been paid to the fact that over time, new parties
emerge and some of them go on to become lead parties.

Lead parties in an election are those parties that have the largest share of the vote

in an election. It is important to pay attention to lead parties in multi-party democracies

"% Muller & Strom 2000

1% One could reasonably object to this line of reasoning by arguing that bargaining and conflict can occur
within parties as well. If that were to be the case, single-party governance would be no different than
coalition governance. While it is undoubtedly true that compromises and conflict occur within parties as
well, empirical evidence of cabinet politics suggests that parties generally behave as a cohesive unit, and
are able to solve disagreements most of the time (See: Muller & Strom 2000). This makes sense intuitively,
since party leaders have an incentive to show party unity in the face of opposing parties and to the public.
One can therefore expect much more bargaining and conflict to occur at the inter-party level than the intra-
party level.

1 Duverger 1954; Tsebelis 1995
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because one can reasonably expect the lead parties to be extremely influential players —
both as opposition and as government parties. In case the lead party takes the role of the
opposition, the governing coalition would face a very powerful opponent in the
legislature as well as in the public sphere. Alternatively, if the lead party wins a majority
or joins a coalition, one can expect policy outcomes to reflect their preferences to one
degree or another.

In all cases, the voice of the lead party carries a lot of political weight because
lead parties have a lot of agenda-setting capabilities. This is not just in the case of
coalitions, where all governing parties have agenda-setting abilities based on the cabinet
positions they secure.'” While lead parties certainly have agenda setting abilities in case
they are part of the government — either as the only party or as a coalition member, they
also have them as the opposition party — the issues they raise, and the opinions they
espouse obviously carry weight with the public, given their share of the total vote.

This has important implications for policymaking in cases where the lead party in
question has never held that position before. Specifically, the rise of new lead parties
marks the rise of new veto players in the political system with significant agenda-setting
capabilities. Consequently, new lead parties fragment policymaking by shaping the
policy agenda based on the political programme and constituency that brought them to
power for the first time. In other words, the rise of new lead parties fragments the
policymaking progress by proliferating the issues open for bargaining at all.

A variety of scholars have recognized that the Indian system has seen the rise of
powerful new parties and the proliferation of the policy agenda. Kanchan Chandra, for

example, has documented and tried to explain the rise of ethnic parties in India that have

167 Muller & Strom 2000
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become key players in regional politics (such as the AIADMK in Tamil Nadu).'®®
Similarly, Christophe Jaffrelot documents the rise of caste politics and the importance of
smaller parties that have challenged the Indian National Congress in regional elections
around the country, such as the Janata Party or the Bahujan Samaj Party.'® These parties
have in many instances, brought attention to novel issues as well as forced sharp
compromises in policymaking. Jaffrelot’s study, for example, documents such sharp
compromises in terms of reservation policies for the Scheduled Castes and Tribes, and
170

even more so for the Other Backward Classes (OBCs).

Towards a new theory of Investment: Political Fragmentation, Uncertainty & Investment

Scholars have recognized elsewhere that the literature on governance in
parliamentary democracy has focused heavily on the creation and dissolution of coalition
cabinets.'”' The result has been a theoretical and empirical lacuna on the actual day-to-

. .. 172
day process of governing a coalition government.'’

This trend has recently begun to
change as scholars have begun to think of coalition not as single moments in time, but
rather, as “continuously ongoing processes.”' "> Strom particularly notes a new avenue of
research that looks at the interconnections between coalition governance and the outside
world — “politicians do not communicate only among themselves... [they] also need to
communicate with the outside world and perhaps particularly with those making critical
»174

economic decisions.

This last point about communicating with key economic decision-makers is quite

168 Chandra 2007

1 Jaffrelot 2003

70 1bid

7! Strom & Muller 1999; Martin & Vanberg 2005
172 Strom 2008

173 Strom 2008; See also, Martin & Vanberg 2008
17% Strom 2008
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important. As the economies of developing countries around the globe open further to
investment from both domestic and foreign investors, the role of investment becomes

175 . . .
> In line with this new wave of research,

important, both politically and economically.
then, it bears researching what implications such political fragmentation has on external
audiences. On the other hand, my work breaks new ground by situating coalition
governance as a sub-set within the broader electoral dynamic that fragments decision-
making in parliamentary democracies, along with the rise of new lead parties.

I argue that political fragmentation in the policy-making process, through
coalition governance and the rise of new lead parties, induces uncertainty about the
policy environment among investors. Specifically, it makes investors feel uncertain about
the content and direction of future policy, as well as about the probability of a cohesive
policy outcome in the first place.

The literature on coalitions has identified three problems posed by coalition
governance that induce uncertainty amongst external audiences like investors. The first of
these problems is what Martin & Vanberg call the “agency problem.”'’® A coalition
government is a bargaining game in which players with divergent preferences have to try
and govern together — that is, they have to come up with policy outcomes that they all can
agree upon. In order to do this in modern governments, coalitions form cabinets — and
members of a coalition bargain over who gets what cabinet portfolios. Cabinet positions
are very lucrative for two reasons. First, evidence suggests that significant legislative

177

actions in parliamentary governments are undertaken through government bills. In

addition, cabinet ministers have significant ability to shape the policies on the portfolios

' Teitelbaum 2011
"7 Martin & Vanberg 2005; See also, Martin & Vanberg 2004
"7 Gamm & Huber 2002
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that belong to them. " The problem that emerges from such cabinet formation is this:

“ministers, acting as agents of the cabinet as a whole, may not work fully in the interests
of all of their principals.”'”

In other words, the delegation of authority to make policy to individuals from a
party creates a risk for all other party members that the policy outcome will be
unfavorable, given their (the other parties’) preferences. As a solution to the agency
problem, Martin & Vanberg show that members of a governing coalition use legislative
review in order to ensure that cabinet ministers of other parties are not able to translate
their own preferences entirely in policy outcomes.'® The key point here is that policy
outcomes are ensured to be the result of some level of compromise in coalitions. External
audiences, like investors can thus expect the resulting policy to reflect a political bargain
that can be renegotiated — because investors can expect that ex-post oversight like
legislative review by other party members could reshape the bargain over time. All else
held constant, this nature of the “life” of a coalition induces some level of uncertainty in
the content and direction of future policy.

Along with agency problems, coalitions are also inefficient in economic terms.
The first inefficiency with coalition governance is the time and energy needed to make
policy-making. Due to the delegation of power to cabinet ministers, and the associated
legislative review, governance in coalitions takes time and energy, because legislative
review involves committee hearings, expert testimonies, interest-group petitioning, etc.'™!

Moreover, the more divisive the policy issue, the more likely the parties are likely to fight

178 Laver & Shepsle 1996; Muller & Strom 2000
"7 Martin & Vanberg 2005, emphasis mine.
180 77 -
1bid
'8! Martin & Vanberg 2004
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hard for their preferred policy positions, and the more likely they are to expend political
capital and time doing it. Thus, coalition governance, especially on divisive issues, are
likely to be more inefficient in terms of cost in comparison to single-party governments.
Beyond inefficiency in terms of time and energy, coalition governance is also
inefficient in terms of the actual bargain outcomes. Strom argues that “coalition politics is
often complicated by mutual fear and distrust that can render politicians unable to
cooperate, and there is therefore a deep need for ways in which politicians can commit

themselves to cooperative and mutually beneficial ways.”'®*

This need to cooperate even
though politicians do not trust each other results in sub-optimal bargains, where
politicians accept a worse outcome than they could otherwise have secured.

Diermeier et al. confirm this insight in an experimental study of coalition
formation, in which they found that participants in coalitions are driven by a “fear of

183 This fear often results in politicians accepting inefficient outcomes simply

exclusion.
because they do not want to be left out. Strom confirms this insight empirically by
looking at the behavior of European coalitions. Given these pathologies of bargaining,
external audiences can expect coalition bargaining results to be sub-optimal. Of course,
they could gauge the severity of the sub-optimality by measuring the degree of dissention
in the legislature.'™ But given that coalitions are likely to disagree over at least some
important policy issues, audiences like investors can expect that the resulting policy will

be sub-optimal. Second, they are likely to be uncertain about the cohesiveness of the

resulting policy.

%2 Strom 2008

' Diermeier et al 2008

"% Martin & Vanberg 2004, for example, measure the degree of dissension based on the length of the delay
in the time a policy is introduced and passed.
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The third problem posed by coalition governance that induces uncertainty
amongst external audiences is that of imperfect information. Coalition bargaining itself is
a game of imperfect information, in which each player is unaware of the true preferences
of the other players.'® More importantly for my purposes, this generates uncertainty in
the information environment within which investors must make investment decisions.
This is because coalition governance occurs in rounds of bargaining that are likely to
send conflicting or unclear signals to outsiders. As a result of these mixed signals,
investors become less certain about the true preferences of the various policymakers. This
makes it harder for investors to predict the content & future direction of policy.

Bargaining results in mixed or unclear signals for outside investors for a variety
of reasons. First, bargaining can occur over several rounds, and even then fail to produce
a solution. Second, it is possible that the parties may not negotiate in good faith, which
may render an official attempt at compromise a sham. In at least some cases, both the
parties and the observers may not be able to distinguish between real negotiations, and

the preliminary rounds of “non-committal” talks.'®

Finally, some negotiations may not
be open to the public, and may be closed-door even to key insiders.'®” While these may
not apply to all kinds of negotiations, one could expect at least some of these to apply to
negotiation over critical issues like economic policy, because the preferences of major
parties are likely to diverge on critical issues.'™

Someone skeptical of my line of reasoning could argue that I may overestimate

the amount of uncertainty generated by coalition governance. Clearly, both politicians

185 Strom 2008

"% Muller & Strom 2000
™7 Ibid

"% Martin & Vanberg 2004
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and investors are playing iterated games of incomplete information. Over time, the
quality of information may improve; thus, over time, one could generate reasonable
beliefs about the players and pick realistic equilibria.'"®” In other words, over time, an
informed investor can take prior information about all members of a coalition and make
educated guesses about what their positions on relevant economic policies might be.

While this criticism is well taken, I would respond in two ways. First, there is no
guarantee that the quality of information available to outsiders from coalition governance
may improve over time. In fact, if coalition governance constantly results in gridlock, it
may deteriorate. And second, even in the most extreme case — where the observer is most
astute and the parties quite explicit on their respective stances — there remains uncertainty
about what the actual bargain will look like. Parties are also strategic players, and their
behavior in government may not perfectly match their rhetoric. As Muller & Strom
imply, what party leaders say in the public sphere may not match their behavior behind
closed doors."” Finally, my argument is not about the amount of uncertainty generated.
Rather, I simply argue that ceteris paribus, coalition politics generates greater uncertainty
in the economic policy climate than single party governments.

The other electoral dynamic of parliamentary systems that fragments
policymaking, the rise of new lead parties, also induces uncertainty amongst external
audiences. The prior discussion on lead parties established that the majority share of the
vote in an election gives lead parties significant abilities to shape the agenda, both as
governing and opposition parties. New lead parties fragment policymaking by

proliferating the policy agenda. New lead parties thus induce regulatory uncertainty in

'% See Ferejohn 1991 for this kind of argument, about using well-grounded information to inform game
theory
" Muller & Strom 2000
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two ways. First, the rise of new lead parties marks the rise of new veto players in the
system, who must be given a seat at the bargaining table. In his work on veto players,
Tsebelis showed how the addition of each new veto player lowers the probability that a

compromise solution will occur at all.""

This generates uncertainty among investors
about whether parties will arrive at a rational solution at all. Second, there remains the
fact that new lead parties are the dominant players in the political scene for the first time.
In a study of the sovereign lending behavior of banks, Tomz found that economic
decision-makers look to the past history of debtor countries to make lending decisions.'**
One can reasonably argue that investors make similar decisions about investing in
domestic economies — they look at the behavior of past governments on key economic
policies. Because these parties have never been the dominant player before, investors
have no information on how policymaking under the new lead party’s tutelage will
change. Thus, the rise of new lead parties also generates regulatory uncertainty amongst
investors about the content and future direction of policy, and also about the probability

of a successful compromise in the first place.

The Detrimental Effects of Regulatory Uncertainty on Investment

Extant scholarship in psychology and neuroscience on decision-making shows
that there may be reasons to suspect investors to be risk averse when making decisions
about long-run investment. Kahneman & Tversky’s seminal work on decision-making
showed that individuals frequently engage in risk-seeking and risk-averse behavior —

. . . . 193 . .
depending on how the situation is framed. ™~ More recent work in neuroscience shows

P! Tsebelis 1995.
"2 Tomz 2007
193 Kahneman & Tversky 1979; See also, Kahneman & Tversky 1984
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. . . . . 194 .
that emotion often plays a key role in financial risk aversion. " In fact, experiments show
that people are even more risk averse when making life decisions, in comparison to

purely monetary games like gambling.'”

While short-run investment — like currency
trading — could be compared to monetary games previously mentioned, fixed-capital
investment of the type under study here represents long-run investment. This type of
investment would approximate the kind of real-life decisions that induce individuals to be
risk averse. One would thus expect that for risk averse individuals, the effect of
regulatory uncertainty on their decision on whether to invest in the long term or not
should be negative.

While the intrinsic risk averse nature of investors may be open to debate, there are
many other reasons to expect that uncertainty in the policymaking climate would have a
detrimental effect on investment. Several economists have studied the effect of economic
uncertainty on investment, showing how uncertainty in the economic climate deters

investment.'”®

Of particular import is the fact that the effect of uncertainty on investment
is even stronger for firms that cannot easily reverse investment decisions."”’ Fixed capital
investment of the type that is the focus of this study is precisely the kind of investment
cannot be easily reversed.

More importantly, the relationship between uncertainty & investment should

extend beyond economic uncertainty to regulatory or political uncertainty as well. I

would argue that there is no reason uncertainty of all types should have an equivalent

194 Knutson et al 2005; Paulson et al 2005; For a review of the neurological studies of choice, see Kuhnen

et al 2005.

13 Vartanian et al 2010

196 Guiso & Parigi 1999; Serven 2003; Bloom et al 2007
7 Guiso & Parigi 1999
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effect on investment.'”® This argument is supported in the political economy literature
elsewhere. On a study of private investment in developing countries, Feng shows that

199

policy uncertainty has a negative impact on investment. ~~ Others have shown that policy

uncertainty creates short-term bias in investment and leads to lower long-run investment

and output by firms.*”’

The implication in this case is that investors choose to forego
long-run investment (such as fixed capital investment) in favor of short-run investments,
a finding that is confirmed by Handley & Nimao.*'

Explicitly bringing politics in as an explanation for weakening investment,
Bittlingmayer argues that “political [or regulatory] uncertainty poses substantial risks to
investment.”*** Simon further extends this argument to Foreign Direct Investment as
well, arguing that uncertainty creates disincentives for foreign investors to invest in a
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country.” In fact, he provides evidence for this argument specifically from India,

arguing that policy uncertainty “made foreign investors nervous.””"*

Bittlingmayer’s sentiment if of particular importance here — economic studies
often fail to appreciate that economic decisions like investment are strongly conditioned
by politics as well.**” In line with his reasoning, I have shown that the electoral dynamics
of parliamentary systems — the politics of coalitions and the rise of new lead parties — are

exactly the kind of politics that create regulatory uncertainty in the minds of external

audiences like investors. In turn, this regulatory uncertainty represents an important

"% This is not an argument about which effect is greater. Rather, I simply argue that uncertainty’s effect on

investment is negative in all cases.
1% Feng 2001

% Jeong 2002

' Handley & Nimao 2012

292 Bittlingmayer 2001

2% Simon 2009

> Ibid

293 Bittlingmayer 2001, p 295.
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element in decision-making that deters long-run investment. Table 5 below summarizes

they key arguments to be tested:

Table 5: The Democratic Politics of Investment

Key Hypothesis

Fragmentation & Uncertainty

Effect on Investors

The electoral dynamics
of parliamentary
democracies  fragment
policymaking, which has
a detrimental impact on
investment by increasing
policy uncertainty
amongst investors

a)  Coalition  Governance  —
Bargaining amongst multiple veto
players with divergent preferences
- creates agency problems,
transaction inefficiencies, and
imperfect information

Expect policy
outcome sub-
optimality; Unreliable
prediction of policy
content or future
direction of policy

b) New Veto Players — Rise of new
lead parties -> rise of new
gatekeepers & proliferation of policy
agenda; Outside audiences have no
access to past history on new players

Uncertainty about
probability of
compromise;
Unreliable prediction
of policy content to

future direction

5. Operationalizing Key Concepts & Model Specification

The key variables that capture both forms of fragmentation are coalition politics
and the rise of new veto players. Coalition politics is captured by a dummy variable —
Coalition — that is 1 when a coalition government is in power, and 0 otherwise. The rise
of new veto players is captured by the New Lead Count variable. It is a running counter
of the number of new parties that gained a plurality of the vote in a state election. Thus, it
increases by 1 every time a new party dominates elections. The key here is that the
counter only increased by 1 when a new lead party emerges.

So for example, the rise of the Asom Gana Parishad in Assam, or the Shiromani
Akali Dal in Punjab, the DMK and AIADMK in Tamil Nadua, the Trinamool Congress
in West Bengal, or the Aam Aadmi Party in Delhi all count as new lead parties because
their rise also came along with winning a plurality of votes in elections. Other new parties

like the Shiv Sena in Maharashtra, or the Telangana Rashtra Samiti in Andhra Pradesh do
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not count as new lead parties. While they are prominent new political parties, my
argument is about the rise of new /ead parties. As such, the new lead party variable
cannot be a function of simply renaming parties — many of these parties came out from
movements where a party did not exist before. And other new parties that emerge as
breakaway factions of existing parties, like the Nationalist Congress Party in
Mabharashtra, do not always become lead parties. Even the Janata Dal (United) or the
RJID, which emerged as breakaway parties from the Janata Dal in Bihar could arguably
be considered new lead parties. While they share origins in the Janata Dal, their vote
banks are different, and they have often opposed each other ferociously in elections. As
such, they should be treated as two separate parties, not one.

Besides my key independent variables, I also include a variety of economic and
structural controls that may be driving state level fixed capital investment. Bhattacharya
& Sakthivel have indicated a variety of economic indicators that have impacted growth

and investment in India.?*®

First, they have argued that population seemed to have an
inverse relationship to growth in India. Thus, Lpop is the logged-population for the state-
year and captures the impact of the size of the domestic market. They further argue that
better infrastructure attracts greater amounts of investment in open economies.””’ Thus,
Logged Development Expenditure captures the impact of the state cumulative expenditure
on infrastructure, education and development. Finally, I also include logged-real State
Domestic Product per capita, which captures the sheer size of the state’s economy. This

is because the size of the economy may have a positive impact on investment — investors

might be inclined to go for larger markets for a variety of reasons. Table 1 in the

2% Bhattacharya & Sakthivel 2004
7 Ibid
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appendix summarizes the key statistics for the variables.

Model Specification

In order to test the argument I have made, I employ a two-stage-least squares
regression approach. Thus, I instrument coalition politics and veto-player dynamics using
political competition. Political competition will be the number of parties that effectively
compete in elections. This is an oft-used variable in the comparative politics literature.
The effective number of parties is calculated based on the number of votes received for
state assembly elections — called the Vidhan Sabha elections. The formula — developed by

Laakso & Taagepara (1979) — has been used widely in the literature:

n= 1
"~ Y pi?

where 7 is the effective number of parties and p; is the proportion of votes received by

each party in the state assembly.*”®

Using the instrumental variable regression approach has important advantages.
Most importantly, a quasi-experimental design such as instrumental variable regression
offers us the opportunity to have confidence in the causal inferences I draw from the
results.209 In other words, it gives us a measure of certainty about the effects of political
fragmentation on investment. But in order for political competition to be a suitable
instrument z, it must satisfy two key assumptions:

1) cov(z,u)=0
2) cov(z,x) #0**°

The first assumption states that the instrument z should not be correlated to the

disturbance term u — that is, with the part of the dependent variable not being explained

2% Ibid, p 165
2% Nichols 2007
219 Wooldridge 2009
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by the independent variables. The second assumption states that the instrument should be
correlated with the endogenous independent variable, x. This is to say that any viable
instrument should be theoretically uncorrelated to investment, but should be correlated to
political fragmentation.

In this paper, I am arguing that political competition satisfies the first assumption,
and is a viable instrument. This is because I do not expect it to correlate with investment
except via its impact on policy uncertainty induced by coalition politics and the rise of
new veto players. There is no theoretical reason to believe that higher levels of party
competition would have an impact on fixed capital investment, unless it was through the
expectations of investors about the impact of more key players on the policy climate in
which they would invest.

In this manner, the 2SLS regression approach allows us not only to test the impact
of competition on investment, but the mechanisms through which it operates. In fact, my
specification probably underestimates the impact of fragmentation on investment. This is
because not only is instrumental variable regression less efficient than OLS, the effect of
the treatment variables — fragmentation — on investment is estimated only though

2 In other words, the

capturing the impact of the instrument on the treatment variable.
estimation only captures a part of the impact of the treatment on the outcome — the part
being explained by political competition. I test this assumption empirically, by testing
whether the instrument — effective number of parties — is a significant predictor of the
dependent variable. I add the instrument to the full model and run an OLS regression, and

find that the instrument is not statistically significant, as should be the case. The results

are included in Table 10 in the appendix.

21 Nichols 2007.
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That said, I do expect the number of parties to have a strong relationship to
fragmentation in the form of the rise of coalition politics, and the rise of new veto
players. As the literature review outlined in detail, the rise of more political parties in
India has been concomitant with a greater occurrence of coalition and minority
governments. Indeed, this is exactly what motivated Nooruddin’s puzzle in the first place
— the decline in growth rate volatility even as more coalition and minority governments
come to power.”'* Second, the rise of more effective parties garnering electoral support
has also been concomitant with the rise of new entrants to the regional political scene. As
the literature review documented extensively, Indian states have seen the rise of a variety
of ethno-linguistic and caste-based parties in India that have come to challenge Congress
monopoly in the States over time. Thus, higher numbers of effective parties should be
positively correlated with both higher instances of coalition politics, and higher levels of
new veto players. In fact, this is exactly the trend I see in the data, as Figures 14 & 15
indicate:

Figure 14: Political Competition exacerbates Coalition Politics

Effect of Political Fragmentation on Coalition Politics

0 2 4 6
Mean Effective Number of Parties

212 Nooruddin 2010.
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Figure 15: Political Competition exacerbates the rise of New Veto Players
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Thus, I use Political Competition as an instrument for Coalition and New Lead Count. A
lagged dependent variable is also included in this specification as well, because even
within time series cross section applications of the instrumental variable approach,
autocorrelation remains an issue.””” Similarly, I include state fixed effects in order to
account for unobserved state-level heterogeneity. Finally, I use robust standard errors to
account for heteroskedasticity. In the model, I do not include both coalition and new lead
parties in the same model because I can only instrument one key independent variable at
a time. As such, I present the findings in 2 models — one for coalition, and one for new
lead parties.

6. Empirical Findings

Model 1 below presents the results from modeling the impact of the rise of new

new veto players on investment:

213 Wooldridge 2009
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Model 1: Impact of New Lead Parties on Investment

Independent Variable Coeff. 0.000

First Stage Regression

Political Competition 068*** 0.001
(.021)

N 513

Adj. R-Squared 0.75

Instrumental (2SLS)

Regression

New Lead Parties -.393%* 0.037
(.188)

Log(Development 058 0.372

Expenditure) (.065)

Log(Population) 1.23%%* 0.021
(.533)

Log(Real State Domestic | .127 0.340

Product Per Capita) (.133)

Lagged-DV 81 5%k 0.000
(.043)

Post 1997 - 157* 0.010
(.061)

Constant -13.57** 0.014
(5.52)

State Fixed Effects Yes

N 513

R-Squared 0.87

*p <0.1; ** p<0.05; *** p<0.01 (Two-tailed Tests)

The results from Model 1 suggest that the rise of new veto players has a
statistically significantly negative impact on investment. First, it presents some
preliminary confirmation of the use of Political Competition as an instrument for the rise
of new lead parties. The increase in the number of effective parties is statistically
significantly correlated with New Lead Party count at an alpha level of 0.01. In the
second stage of the regression (the instrumental regression), the instrumented variable —

New Lead Party — is strongly and negatively correlated with fixed capital investment at
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an alpha level of 0.05. Substantively, the emergence of a new lead party is correlated with
an approximate 0.4 percent drop in investment per capita. Development expenditure is
positively correlated with investment, but the results are statistically insignificant.
Population is strongly and positively correlated with investment per capita. A 1 percent
increase in population is correlated with a 1.23% increase in investment. Finally, real
state domestic product per capita is positively correlated, but the results are insignificant.

While I have theoretical reasons, as well as some preliminary empirical evidence
that Political Competition is a good instrument for New Lead Party Count, other tests can
also be helpful. First, the simple correlation between the two — Effective number of
parties by vote and — is approximately 0.28. Further tests of the strength of the
instrument-instrumented variable relationship are presented in the appendix. As the
results show, I strongly reject the null hypothesis that Political Competition is a weak
instrument for New Lead Party Count.

Model 2 below presents the results from modeling the impact of coalition politics
on investment:

Model 2: Impact of Coalition Politics on Investment

Independent Variable Coeff. 0.000

First Stage Regression

Political Competition 158 0.000
(.022)

N 513

Adj. R-Squared 0.35

Instrumental (2SLS)

Regression

Coalition - 170%** 0.008
(.064)

Log(Development -.061 0.294

Expenditure) (.058)
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Log(Population) 287%* 0.033
(.135)

Log(Real State Domestic | .330%** 0.000

Product Per Capita) (.079)

Lagged-DV (823 Ak 0.000
(.029)

Post 1997 -.224%%* 0.000
(.061)

Constant -3.57%H* 0.003
(1.19)

State Fixed Effects Yes

N 513

R-Squared 0.93

*p <0.1; ** p<0.05; *** p<0.01 (Two-tailed Tests)

The results from Model 2 also suggest that a greater occurrence of coalition
politics has a statistically significantly negative impact on investment. First, it presents
some preliminary confirmation of the use of Political Competition as an instrument for
greater coalition politics. The increase in the number of effective parties is statistically
significantly correlated with Coalition at an alpha level of 0.01. In the second stage of the
regression (the instrumental regression), the instrumented variable — Coalition — is
strongly and negatively correlated with fixed capital investment at an alpha level of 0.01.
Substantively, the fact that a coalition is in power is correlated with an approximate 0.2
percent drop in investment per capita. Development expenditure is negatively correlated
with investment, but the results are statistically insignificant. Population is once again
strongly and positively correlated with investment per capita. A 1 percent increase in
population is correlated with a .29% increase in investment. Finally, real state domestic
product per capita is also once again positively correlated, but now the results are
strongly significant. A 1 percent increase in the state domestic product is positively
correlated with a 0.33% increase in investment.
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Similarly to Model 1, I have strong theoretical and some empirical reasons to
believe political competition to be a good instrument for coalition politics. The
correlation between the two variables is 0.47, which is quite strong. Further tests of the
null hypothesis — that the relationship between Political Competition and Coalition is
weak — are reported in Table 3 in the appendix. As the results in Table 3 suggest, |
strongly reject the null hypothesis once again.

Discussion

Both models predict a statistically robust and a substantively negative impact of
coalition politics and the rise of new lead parties on investment. The appendix reports
results from a variety of robustness checks, in which I test the relationship by adding or
removing a variety of economic and political control variables.”'* Table 6 below
compares the results across the two models:

Table 6: Effects of Coalition Politics & Rise of New Players on Investment

Independent Variable New Lead Party Coalition
Count Politics
Coalition - 170%**
(.064)
New Lead Parties -.393%*
(.188)
Log(Development 058 -.061
Expenditure) (.065) (.058)
Log(Population) 1.23%%* 287%*
(.533) (.135)
Log(Real State Domestic | .127 330%**
Product Per Capita) (.133) (.079)
Lagged-DV 81 5%k (823 Ak
(.043) (.029)
Post 1997 - 157* =224k
(.061) (.061)
Constant -13.57** =357k
(5.52) (1.19)

Not included in this draft of the paper.
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State Fixed Effects Yes Yes
N 513 513
R-Squared 0.87 0.93
*p <0.1; ** p<0.05; *** p<0.01 (Two-tailed Tests)

Both coalition politics as well as the rise of new veto players show a robust and
statistically significant drop in the observed outcome — fixed capital investment. The
bargaining dynamics that emerge due to these two factors — fragment the policymaking
process, generating uncertainty amongst external audiences like investors. In turn, this
uncertainty induces rational investors to forgo committing to long-term investment.”'

In terms of interpreting the statistical analysis, my models show that the effects of
political fragmentation are substantively significant. In the case of the rise of new lead
parties, the rise of every new party results in a 0.4% annual drop in investment. In the
case of coalition politics, the drop in investment is 0.2%. However, the results are even
more statistically significant.*'® These drops are in real terms, as well as standardized
over population — which makes them comparable across states. Finally, this represents a
0.2 or 0.4 percent drop per capita. In terms of rupees of investment then, these represent
significant differences in the size of annual long-term investment. Given the importance

of investment in economic development, these results are some indication that

competition in India has had a significant detrimental effect on development.

1% One potential caveat is the fact that similar to Nooruddin, my argument also hinges on policy
uncertainty, which is an unobserved variable in the analysis. In other words, I all assume that domestic
politics has an impact on policy uncertainty, which results in the observed outcome of lower investment.
My response is that firstly, policy uncertainty is an exceedingly difficult variable to measure directly.
Secondly, I try to alleviate the concerns by using theoretical justifications for making uncertainty the
appropriate underlying causal mechanism. Finally, I have tried to employ a rigorous research design by
using a quasi-experimental approach instrumental variable regression in order to have confidence in my
findings.

218 In fact, the results for coalition politics are even robust to the inclusion of time fixed effects. See the
Appendix for more details.
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7. Case Study: Andhra Pradesh & Bihar

As a further test of the results, [ examine two cases from my universe of cases and
examine whether the causal argument I make has any traction or not. In order to test the
argument, | compare investment, and the underlying political climate in Andhra Pradesh
(AP) & Bihar. I have selected these two specifically because these state diverge on key
values of the independent and dependent variables.”'’” While Andhra Pradesh has seen
economic growth over the past two decades, Bihar has languished behind.*'® Figure 16
below graphs fixed capital investment in Bihar & Andhra Pradesh over time:

Figure 16: Comparing Investment in Andhra Pradesh and Bihar
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Andhra Pradesh

3
1

Fixed Capital Investment per Capita
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Year

Comparing Investment in Two States Over Time

As Figure 16 shows, investment in Bihar & Andhra show divergent patterns. Fixed
capital investment in Andhra Pradesh has risen steadily ever since the 1960s, while
investment in Bihar has shown a significant drop over time. In fact, while investment in
Bihar started much higher than Andhra Pradesh in the 1960s, the situation is now directly

opposed.

17 See King, Keohane & Verba 1994 for a discussion on picking cases based on values of the independent
and dependent variables. Also see: Brady & Collier 2010

¥ Debroy, Bhandari & Alyar 2011; See also, for a study on languishing development in Bihar, World
Bank 2005.
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I have argued that the electoral politics of the two states have played an important
role in this outcome. Andhra Pradesh’s governments have always been single-party
governments. That is, elections in Andhra Pradesh have always resulted in one party
gaining a majority vote — there wasn’t a single year in my analysis time that Andhra
Pradesh has been under the tutelage of a coalition government. Second, Andhra Pradesh
has only seen the rise of a single new lead party in its history as a state in independent

219

India — the rise of the Telegu Desam Party in the 1980s.”” For three decades prior, the

Indian National Congress ruled the state. Since the rise of TDP in the 80s, they won every

220 Andhra’s electoral

election until 2004, when Congress party came back to power.
system, therefore, has been marked by a pronounced lack of coalition governance, and
the rise of relatively few new gatekeepers.

Political life in Bihar is significantly different. In terms of electoral dynamics,
Bihar differs quite significantly from Andhra Pradesh in both coalition governance and
the rise of new lead parties. In terms of coalition governance, Bihar has a long history.
Bihar’s government was coalition based for 1968 through 1971, and then from 1990 to
1994, and most of the decade of the 2000s.**' In terms of the rise of new parties, Bihar
has seen the emergence of multiple new veto players. The first one emerged in the form
of Janata Party in 1977. The second new lead party emerged during the 1990 elections,
with the rise of the Janata Dal and the election of the highly controversial politician,

Laloo Prasad Yadav.?** The 2000 election saw the emergence of the Rashtriya Janata Dal

and 2006, the new lead party was the Janata Dal(U). In contrast to Andhra Pradesh,

*1% Srinivasulu & Sarangi 1998

2% Srinivasulu 2004

221 Data on elections available to us for Bihar ends in 2008
2 Long 2004
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Bihar’s governance has often been a result of coalition politics, and has been helmed by
new lead parties four times.**’

The empirical work done on Bihar and Andhra Pradesh further lends credence to
the argument that the differing electoral dynamics of these states have had an effect on
regulatory uncertainty amongst observers. And certainly, the empirical evidence on
investment shown in Figure 3 shows quite divergent patterns of investment. In a
comprehensive study on economic freedom in the Indian states for the Cato Institute,
Debroy, Bhandari & Aiyar found that AP was in the top three most economically free
states in India in 2009.%** By contrast, Bihar ranked in the bottom three in 2009. In 2005,
AP was 7", and showed the fasted improvement in economic freedom, while Bihar in
2005 was still last — it made no improvements over time. Even more importantly, the
study measured improvements on labor & business regulations, a part of which measures
rates of investment, among other things. On this measure, AP went from 10" in 2005 to
2" in 2009. Bihar actually worsened on that measure from 16™ to 19".**° The study goes
on to conduct a case study of Andhra Pradesh, and Aiyar attributes AP’s success to the
policy reforms put in place by chief minister Y.S. Rajasekhara Reddy. The author
specifically credits the government for enacting policies that improved the business
policy climate, and for greater communication with the private sector.

Needless to say, the policy stances of particular parties have played a key role
here — AP’s success story could not have happened if the political party in power had not

catered to the business community. But they key here is that the party was able to convert

3 As discussed in the methodology section, my analysis has been truncated in the 90s due to data issues
with the available data on the 2000s. I see no reason, however, why the argument would not apply in the
2000s.

% Debroy, Bhandari & Aiyar 2011

** Ibid.
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its preferences into policy successfully. The observed investment outcomes in Andhra
can be traced back to the state because the governments in power in Andhra have been
single-party governments, and the number of dominant political players has not
proliferated. In a survey of business respondents, Debroy & Bhandari found AP to be the
undisputed leader in terms of favorable perceptions of the state.””* Of particular
importance was the fact that respondents specifically credited AP with stability in
government finance and policy.**’

In contrast to Andhra, the perceptions of Bihar amongst external audiences is
quite the opposite. External audiences in India, as well as outside India, view Bihar’s
development and economic policy as heavily politicized, and policymaking in Bihar is
often described as marred by “chronic misrule.”**® Of particular importance here has
been the tenure of Laloo Prasad Yadav. Yadav has been widely credited as hollowing out

229
In a

the civil service, and infamous for corruption and inefficiency in government.
study of Bihar under Yadav, Matthew & Moore have argued that Bihar deteriorated
between 1990 & 2005 under Laloo Yadav because his strategy for mobilizing his voter
base was continual, fierce confrontation with the political (and upper caste) elite that had

historically governed the state.”*

In fact, he chose to leave bureaucratic offices empty,
and ignored development policies because it would have meant appointing experts that

belong to the upper caste. The implication here is that this kind of behavior sends strong

signals to investors that the state’s economic policy is likely to be sub-optimal, and

% Debroy & Bhandari 2002

7 Ibid.

¥ Long 2004; Singh 2005

% Long 2004; Matthew & Moore 2011
20 Matthew & Moore 2011
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incoherent, a result borne out by the evidence.”"
8. Policy Implications and Concluding Remarks

This study has attempted to advance our understanding of the relationship
between changes in the electoral dynamics of parliamentary democracies, and its effects
on economic development. The electoral dynamics of parliamentary systems — the
politics of coalitions and the rise of new lead parties — fragment the policymaking process
in ways that generates uncertainty in the regulatory climate amongst external audiences.
In turn, this greater regulatory uncertainty amongst economic audiences like investors
deters long-run investment. Ceteris paribus, single party governance, and a lesser number
of lead parties have a positive impact on investment because investors prefer greater
certainty in the regulatory climate — and a less fragmented policy-making process allows
investors to have greater confidence in the likelihood of a coherent policy, as well as in
the direction and content of future policy. In terms of my method of inquiry, a variety of
scholars have shown that instrumental variable approaches permit us to argue with
greater reliability about the effects of my causes.””” By instrumenting my key
mechanisms of political fragmentation, I have shown that changes in an electoral system
have a substantive economic impact because of the interconnections between the
behavior of governments and their external audiences.

The results of my study also lend themselves to some important policy
implications. There is often an explicit or implicit assumption in the literature— as well as

in the popular discourse on democracies — that the politics of compromise and greater

>! Debroy, Bhandari & Aiyar 2011; Debroy & Bhandari 2002
22 Dowd & Towne 2002; See also: Nichols 2007
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political inclusion of the previously disenfranchised is a good thing.”>> Thus, coalition
politics are characterized as compromises, and the rise of new parties is seen as the
greater inclusion of those that were erstwhile without political voice.**”

What this study suggests is that contrary to popular belief, societies can, in the
process of deepening democracy in parliamentary systems, do incur some costs. This is
not to suggest that we should stop promoting the idea of compromise, or that we should
discourage people from forming parties or voting for underdogs. It is simply to suggest
that perhaps the institutional environment in which we promote compromise or greater
inclusion may matter substantially — and that is something we should be mindful of. In
other words, promoting political competition may involve making simultaneous efforts to
make economic policymaking both transparent and responsive such that the concerns
about the risks of investing are mitigated.

This sentiment is strongly echoed on the literature on coalitions in Western
Europe. Muller & Strom argue quite persuasively that the institutional setting within

235
In other words,

which coalition bargaining occurs strongly conditions the outcome.
there are institutional solutions that may diminish the pathologies of bargaining, and the
addition of new gatekeepers. One can thus imagine advanced parliamentary systems like
Germany, which may not suffer similarly in terms of investment as a result of electing
new lead parties or a coalition government.***

This research presents important further avenues of research. The study has been

predicated on the key assumption that political fragmentation leads to a more uncertain

33 See Srinivasulu 2004 for a specific example of this in the literature on India
2% See Jaffrelot 2003 for an example of this latter type of reasoning.

>*> Muller & Strom 2000

281 thank Alex Reisenbichler for pointing out potential exceptions like Germany.

188



policy environment that investors shy away from. While I have important theoretical
reasons to argue that, more direct tests and evidence of the existence of this underlying
mechanism are needed. Additionally, this study presents opportunities to study the impact
of a changing party system on other development and political outcomes. For instance,
what is the impact of a changing electoral system on growth rates, or social spending?
Alternatively, what is the impact of increasing fragmentation on reforming economic
policies in a variety of sectors? Finally, the discussion on institutional solutions to
investment opens up interesting possibilities for research as well. One could imagine a
careful, paired comparison of economic systems that vary on the institutional setting to
see if they shape bargaining. Whatever the future possibilities for research, the research
on changing electoral dynamics in parliamentary democracies should have theoretical and
substantive value across a range of developing and developed countries. As policymaking
becomes more decentralized around the world, the importance of state politics to
economic realities is going to increase dramatically. Studying the economic impact of

domestic politics will thus remain an important puzzle to unpack for years to come.
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APPENDIX A
State: Andhra Pradesh
List of All Phase —I and Phase — Il Reforms, 299 —2007

PHASE -1(1999-2002)
Enterprises Privatised
1. Nizam Sugars Ltd.
2. Rajahmundry Co-op. Spg. Mills
3. Adilabad Spg. Mills
4. Parchur Spg. Mills
5. Hanuman Co-op. Sugar Mill
6. ASM Co-op. Sugar Mill
7. Nagarjuna Co-op. Sugars Ltd.
8. Nandyal Co-op. Sugar Mill Ltd.
Enterprises Disinvested — NIL

Enterprises Closed
1. A.P.Small Scale Industries Dev. Corporation
2. A.P.State Textile Dev. Corporation
3. Allwyn Watches Ltd.
4. Nellore Co-op. Spg. Mills
5. Chirala Co-op. Spg. Mills.
6. Chilakaluripeta Cepp. Spg. Mills
Enterprises Restructured
1. A.P.State Agro Ind. Dev. Corporation
2. A.P.State Irrigation Dev. Corporation
3. A.P.Meat Dev. Corporation
4. A.P.Handicraft Dev. Corporation
5. Nandyal Co-op. Spg. Mills.
Total Phase-I - 19 Enterprises

PHASE - 11 (2002 —2007)
Enterprises Privatised
1. Palair Co-op. Sugars
2. West Godavari Co-op. Sugars
3. Amadalavalasa Coop. Sugar Factory Ltd. (Under Court Case)
4. RESCO, Kuppam
5.RESCO, Siricilla
6. RESCO, Anakapalli
7.RESCO, Chipurupalli

Enterprises Disinvested

1. Godavari Fertilisers & Chemicals
2. Associated Cement Co.

3. Sirpur PapeMills
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4. TELCO

5.VST

6. A.P.Paper Mills
7. Voltas

Enterprises Closed

1. ANRICH

2. A.P.Fisheries Dev. Corpn.

3. A.P.Electronic Dev. Corpn.

4. FEDCON

5.Krishnadevaraya Oilseeds

6. Vijayavardhini Oilseeds

7. A.P.Spinfed

8. Karimnagar Co-op. Spg. Mills

9. Sugarfed

10. Chittoor Dist. Milk ProducersUnion
11.  Rajarajeswara Co-op. Spg. Mills

12. Atmakur RESCO

13.  Rayachoty RESCO

14.  Kadiri (E) RESCO

15.  Kadiri (W) RESCO

16.  RESCO, Jogipet

17.  A.P.State Co-op. Joint Farming Soc.
18.  A.P.State Co-op. Labour Cont. Soc.

Enterprises Restructured

1. A.P.State Seeds Dev. Corpn.
2. A.P.Technology Services
3.NEDCAP

4. A.P.Film Dev. Corpn.

5. A.P.State Warehousing Corpn.
6.LIDCAP

7.A.P.Housing Board

8. A.P.State Police Hsg. Corpn.

9. A.P.Foods

10. Girijan Co-op. Corpn.
11.  APCO

12. SERIFED

13.  HACA

14.  A.P.State Co-op. Union

15.  A.P.Markfed

16.  A.PForest Development Corporation

17.  A.P.Sahakara Vigyana Samithi Ltd.

18. AP Health & Medical Housing & Infrastructure Dev. Corp
19.  A.P.State Coop. Rural Irrigation Corp.

20.  A.P. State Finance Corporation
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21.  A.P.Coop Oil Seeds Growers Fedn Ltd. (AP OILFED)
22.  A.P.Coop Housing Societies Federation Ltd. (HOUSEFED)
23.  A.P.State Fishermen Coop Societies Federation Ltd.

Enterprises Restructured in Cooperative sector due to Courts intervention.
1. Cuddapah Co-op. Sugar Factory Ltd.
2.NVR Co-op. Sugar Factory Ltd.
3. Chittoor Co-op. Sugar Factory Ltd.
4. Nizamabad Co-op. Sugar Factory Ltd.
5. Sri Venkateswara Co-op. Sugar Factory Ltd.
6. Kovvur Co-op. Sugar Factory Ltd.
7. Anakapalle Co-op. Sugar Factory Ltd.
Total Phase-1I - 62 Enterprises
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APPENDIX B
CHAPTER 3 TABLES

Table 7: Summary Statistics of Key Variables

Variable W Mean  Std. Dev Min Max
Log(Real Fixed Capital 624 2.66 .80 15 4.71
Investment per capita)

Effective Number of Parties 759 4.37 1.32 2.48 9.60
New Lead Count 900 .87 1.02 0 4
Coalition 900 25 43 0 1
Log(Development Expenditure) 707 6.20 75 3.49 8.00
Log(Population) 825 1045 .66 8.64 12.09
Log(Real State Domestic Product 653 4.06 47 2.80 5.24

per capita)

Table 8: Testing the Strength of relationship between Competition and New Veto
Players

Independent Variable R-Sq. Adjusted R- Robust Prob>F

sq F(1,352
)

First Stage Regression

New Lead Party Count 0.76 0.75 10.47 0.0013
Minimum Eigenvalue | 8.35

Statistic

Table 9: Testing the Strength of Fragmentation as Instrument for Coalition Politics

Independent Variable R-Sq. Adjusted R- Robust Prob>F
F(1,352
)
First Stage Regression
Coalition 0.37 0.35 51.45 0.000
Minimum Eigenvalue | 74.32
Statistic
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Table 10: Testing Whether the Instrument is a Significant Predictor of Investment

‘ Independent Variable Coefficient
Effective Number of Parties -.042
(.029)
Coalition .025
(.036)
New Lead Parties .025
(.037)
Log(Development -.029
Expenditure) (.151)
Log(Population) 235
(.383)
Log(Real State  Domestic | .484***
Product Per Capita) (.134)
Lagged-DV 698 H*
(.045)
Post 1997 -39 *®*
(.059)
Constant -3.32
(3.34)
State Fixed Effects Yes
N 504
R-Squared 0.89
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