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Preface

More than two decades have passed since India embarked on major economic
reforms—and although official poverty rates have declined sharply since

then, millions of Indians continue to face significant deprivation in terms of
quality of life and access to basic services. India’s youthful and increasingly
vocal population is demanding more, and today the country’s leaders have an
opportunity to set higher aspirations. Not all of the options being considered are
feasible in the face of India’s current economic slowdown, however, and even
well-conceived plans seem beset by execution challenges.

Yet there is a set of choices India can make to accelerate the process of
bringing acceptable living standards to the vast majority of its population in

the relatively short time span of a decade. This path, if adopted, could have
profound consequences for the nation’s future economic growth and human
development. We believe it is within India’s grasp to ensure that all of its citizens
can fulfil their inherent rights to food, shelter, health care, basic dignity, and
economic opportunity.

In this research, MGI presents a new analytical measure, the Empowerment Line,
to assess what constitutes a meaningful, economically empowered standard

of living. We also introduce the Access Deprivation Score, a tool to measure

the availability of basic services across different parts of India. Our research
analyses recent history to understand what successfully drove improvements in
living standards in the past—and it looks ahead to quantify the relative potential
of various growth strategies that can create a better quality of life for the average
Indian citizen by 2022. We highlight critical reforms that are precursors to
achieving these outcomes and draw on more than 350 case examples to present
a host of innovations that can be used to deliver affordable basic services to the
poor more effectively.

This year-long research effort was led by Anu Madgavkar, a senior fellow of

MG, along with McKinsey directors Shirish Sankhe and Rajat Gupta and
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support. We thank the MGl communications and operations team (Tim Beacom,
Deadra Henderson, Julie Philpot, Gabriela Ramirez, and Rebeca Robboy) and
the McKinsey India External Relations team (Aparna Malaviya, Lotika Mehta,
Fatema Nulwala, and Ava Sethna) for their contributions.
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Executive summary

Long considered an immutable fact of life in India, extreme poverty is finally in
retreat. India launched its first wave of economic reforms in the early 1990s,
resulting in a decline in the official poverty ratio from 45 percent in 1994 to

37 percent in 2005. Over the next seven years, a period in which India achieved
the fastest rate of economic growth in its history and also implemented a number
of policies aimed at helping the poor, extreme poverty declined rapidly to

22 percent of the population, or some 270 million people.

This is an achievement to be celebrated—and yet now is an opportune time to
set higher aspirations. The government’s poverty line sets a fair benchmark for
extreme poverty, but it counts only those living in the most abject conditions.
Even a cursory scan of India’s human development indicators suggests more
widespread deprivation in terms of quality of life and access to basic services.
Above and beyond the goal of eradicating extreme poverty, India can address
these issues and create a new national vision for helping more than half a billion
people build a more economically empowered life.

This topic has been the subject of a national debate that has stretched well
beyond academic and policy circles. To advance the thinking around this issue,
the McKinsey Global Institute (MGI) has created a new analytical framework—
one rooted in sound economic methodology and utilising published government
data—to define a minimum acceptable standard of living. The result is the
Empowerment Line, a holistic measure of income-based deprivation, which this
report applies to the Indian context.

While India’s official poverty line focuses on extreme poverty, the Empowerment
Line poses an entirely different question: what is the level of consumption
required for an individual to meet the necessities of human development? To
answer this, we estimate the cost of fulfilling eight basic household needs (food,
energy, housing, drinking water, sanitation, health care, education, and social
security) at a level sufficient to achieve a decent, if modest, standard of living
rather than just bare subsistence.

In applying this metric for 2011-12, we find that 56 percent of India’s population
lacks the means to meet their essential needs. By this measure, some 680 million
Indians are deprived—more than 2.5 times the population of 270 million below the
official poverty line. Hundreds of millions have exited extreme poverty, but their
lives are still marked by a continuous struggle to achieve a modicum of dignity,
comfort, and security. The Empowerment Gap, or the additional consumption
required to bring these 680 million people to the level of the Empowerment Line,
equates to 4 percent of GDP. The cost of bridging this gap is seven times higher
than the cost of eliminating poverty based on the official poverty line.

The Empowerment Line is a measure of individual consumption, yet the ability or
willingness to spend money is not wholly sufficient to guarantee a decent quality
of life. In addition to having sufficient income, households need physical access



to affordable basic services of acceptable quality. Their own purchasing power
can meet some needs, such as food and energy, but they also require access
to community-level social infrastructure such as health clinics and schools.
Therefore, to complement the Empowerment Line, we introduce a second
parameter to measure this: the Access Deprivation Score (ADS), which captures
the availability of basic services at the national, state, or even the district level.
The ADS metric reveals that, on average, Indian households lack access to

46 percent of the basic services they need.

In seeking solutions, a look at the past is revealing. Three-quarters of the
reduction in the Empowerment Gap achieved from 2005 to 2012 was due to
rising incomes, while one-quarter was due to increased government spending
on basic services. The contribution of rising incomes could have been even
higher, however, if India had created non-farm jobs at a faster pace and boosted
agricultural productivity—and the recent economic slowdown has stalled further
progress on these fronts. Although government spending on basic services
increased rapidly during this period, its impact was also dampened by inefficient
programme delivery. In fact, by our estimates, half of what was spent did not
produce better outcomes for the poor. India’s ability to further increase social
spending is also coming under pressure, as slowing economic growth limits the
available fiscal resources.

If India’s recent weak economic momentum persists in the coming decade, in
what we have termed the “stalled reforms scenario”, some 470 million people, or
36 percent of India’s population, would remain below the Empowerment Line in
2022 and as much as 12 percent would remain below the official poverty line.

But our research outlines a more ambitious yet economically sound path of
“inclusive reforms”—one based on a vision for delivering a better life to the
average Indian citizen by 2022. This scenario can be achieved by launching a
virtuous cycle of job creation and productivity growth that raises incomes and
generates resources for public spending; it also involves making the delivery of
basic services more effective. This has the potential to leave 100 million people

(7 percent of the population) below the Empowerment Line in 2022, and just

17 million (1 percent of the population) below the official poverty line. All told,
more than half a billion Indians could cross the threshold of consumption required
for an economically empowered life. Access to basic services, too, would vastly
improve, with access deprivation falling from 46 percent in 2012 to just 17 percent
in 2022.

Merely increasing government subsidies can achieve only a fraction of this goal,
however. Our estimates indicate that as in the past, almost three-quarters of
the potential impact of raising people above the level of the Empowerment Line
depends on unlocking investment, job growth, and productivity. More public
spending alone, without addressing issues of waste and inefficiency, is likely to
deliver at most 8 percent of total potential impact.

The importance of this message cannot be overstated. Government spending is
critical to ensure access to basic services, but simply channelling more money
into the same programmes without addressing their operations and outcomes
will deliver very little. It is within India’s grasp to bring the share of the population
below the Empowerment Line to single-digit levels and virtually eradicate
extreme poverty by 2022—but doing so will require policy makers at all levels

of government to focus on an agenda that emphasises job creation, growth-
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oriented investment, farm sector productivity, and more innovative delivery of
social programmes.

While the framework and funding would fall to the central government, many of
the specific initiatives that would make this agenda a reality can be implemented
at the state level. The only requirements are political will and a relentless focus on
results—and with these building blocks in place, India could realise its long-held
goal of providing all its citizens with basic dignity and economic opportunity.

The Empowerment Line reveals that 56 percent of
India’s population lacks the means for a minimum
acceptable standard of living

A new and more holistic measure of income deprivation, the Empowerment Line
is an estimate of the minimum economic cost for a household to fulfil eight basic
needs: food, energy, housing, drinking water, sanitation, health care, education,
and social security (Exhibit E1). This research calculates the level of consumption
required to meet these needs in India, assuming that infrastructure and access
points are available at an efficient cost. This measurement can form the basis for
a new national vision of a better standard of living for all citizens.

Exhibit E1
Eight basic services contribute to a minimum acceptable standard of living
Insurance to cover income 2,100 (urban) or 2,400 (rural)

loss based on 2% calories, including 60 grams protein
premium-to-coverage ratio and 40 grams fat, per capita per day’

Social
Access to primary education security
and secondary education
(substitutable with vocational
training) for all children
based on accepted norms

Access to clean cooking fuel and
electricity for lighting needs,
based on minimum energy
consumption levels

Basic
services

Access to an essential basket Health care 215 (rural) or 275 (urban)
of primary, secondary, and square feet of acceptable
tertiary health-care services housing

Drinking
water

Sanitary latrine in rural households, and 70 (rural) or 135 (urban)
underground sewerage with wastewater litres per capita per day of
treatment in urban households piped water supply?

1 Protein and fat norms for adults.
2 Drinking water encompasses water for household uses as well as for personal consumption.
SOURCE: McKinsey Global Institute analysis

In looking at what constitutes an acceptable living standard, the Empowerment
Line considers human development and applies externally defined norms to set
the standards for each basic need. Overall, the Empowerment Line’s minimum
standards of consumption are approximately 1.5 times higher than those implicit
in the official poverty line. Consumption requirements for health (including drinking
water and sanitation) and education are 5.5 and 3.8 times higher, respectively,
reflecting the minimum cost of meeting these essential needs. After taking

into account the value of government spending on basic services that already



reaches the people, we calculate India’s Empowerment Line at Rs. 1,336 per
capita per month, or almost Rs. 6,700 for a family of five per month." As of 2012,
the consumption levels of almost 680 million people across both urban and
rural areas of the country fell short of this mark. This far outstrips the 270 million
Indians below the official poverty line.

At a more detailed level, the Empowerment Line is set some 38 percent higher

for urban India than for rural India. Based on this benchmark, 171 million urban

residents (or 44 percent of the urban population) were below the Empowerment
Line, compared with 509 million rural residents (or 61 percent of the

rural population).

The Empowerment Line reveals that the challenge of improving people’s lives

in a fundamental and more lasting way is much greater than the challenge of
eradicating official poverty. The Empowerment Gap, or the difference between
each person’s current consumption and the levels called for in the Empowerment
Line, is about Rs. 332,000 crore ($69 billion) per year, or 4 percent of GDP. This is
seven times larger than the Rs. 50,000 crore ($10 billion) poverty gap (that is, the
difference between the current consumption of India’s officially poor and the level
implicit in the government’s poverty line, shown in Exhibit E2).

Exhibit E2
The Empowerment Gap, at Rs. 332,000 crore ($69 billion),
is seven times larger than the poverty gap

Average monthly consumption expenditure
INR per capita per month, 2011-12, in 2011-12 prices

3,000
2,500
2,000

Empowerment Gap'
1,500 + INR 332,000 crore ($69 billion)? .
4 Empowerment Line

/ Below Empowerment Line 1,336
1 - 56% (680 million people
000 b people) < Official poverty line

,_— 874
500
Poverty gap'’ Below poverty line
INR 50,000 crore ($10 billion)? 22% (267 million people)

0 ! ! ! ! ! ! ! ! ! ! ! ! ! ! ! ! ! |

0 5 10 156 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90
Percentile of population (%)
1 The Empowerment Gap and the poverty gap are defined as the aggregate differential between actual private

consumption expenditure and the consumption requirements of the Empowerment Line and the poverty line, respectively.
2 Using average exchange rate of $1 = INR 48.0769 for April 2011-March 2012.

SOURCE: National Sample Survey Office survey, 68th round; McKinsey Global Institute analysis

But the challenge of bridging the Empowerment Gap is more complex than simply
raising public spending by an additional 4 percent of GDP. In reality, it will require
investing substantially more in order to fill gaps in infrastructure and access to
basic services over a sustained period of time—and these basic services will have
to be operated more effectively to extend their benefits to the maximum number
of people. We estimate that on average, Indians lack access to 46 percent of

the services they need and that just 50 percent of government spending actually
reaches the people.

1 All Empowerment Line figures are given in 2011-12 prices.
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Rising incomes drove three-quarters of India’s past
reduction in the Empowerment Gap, while more

government spending drove the rest

From 2005 to 2012, the head count of people below the Empowerment Line fell
by 183 million, as India’s economy grew at a rapid pace of 8.5 percent per year.
Rising personal incomes associated with economic growth produced three-
quarters of the drop in the Empowerment Gap. The remaining one-fourth was
driven by an expansion of public spending on basic services. Even for those
below the official poverty line, who typically reap greater benefit from public
spending, rising incomes drove 66 percent of the reduction in the Empowerment
Gap. But both of these trends could have delivered much more impact.

Despite rapid GDP growth, the majority of India’s labour force remains engaged
in low-productivity activities. Almost 60 percent of those who live below the
Empowerment Line derive most of their livelihood from agriculture, but India’s
land productivity is just half that of other emerging Asian countries. A faster shift
of labour from farm to non-farm jobs (matching China’s pace) could have lifted
100 million more people above the Empowerment Line from 2005 to 2012. Today
there are too few job opportunities outside the farm sector, a factor that limits the
economic opportunities available to women in particular. In fact, just 57 percent
of India’s working-age population participates in the labour force—well below the

norm of 65 to 70 percent in other developing countries.

India’s labour productivity also lags due to the high prevalence of unorganised
and sub-scale businesses.? Enterprises with fewer than 49 workers accounted
for 84 percent of India’s manufacturing employment in 2009, compared with

70 percent in the Philippines, 46 percent in Thailand, and a mere 25 percent in
China. Tiny enterprises in India, across both manufacturing and services, typically
have just one-eighth the productivity of larger enterprises with more than 200

workers (Exhibit E3).

Meanwhile, government spending on basic services rose at 11 percent per year
in real terms, faster than GDP, from 2005 to 2012, but it did not fully translate

into benefits for the poor. Our estimates, based on published government

data, indicate that approximately half of India’s total public spending on basic
services did not produce the desired results, with much of it lost to inefficiency or
corruption (Exhibit E4). Some 35 percent of India’s food subsidy, for instance, did
not reach consumers, and the poorest population segments received less than
40 percent of the subsidy intended for them despite the fact that they account for

80 percent of the hunger gap.

Apart from leakage and waste, the quality of services is also lacking. State-run
schools and health centres produce weak learning and health outcomes—in
fact, our analysis of relative efficiency across India’s states indicates that the
same outcomes could have been achieved with half the level of spending on
education and about one-third of the spending on health. These inefficiencies
represent a tragically lost opportunity: if subsidies and social programmes had
been 75 percent effective in reaching the poor, approximately matching the level

2 Enterprises in the government, public sector, private limited or public limited companies,
cooperative societies, and other enterprises employing more than ten workers, are

considered organised enterprises in India.



of effectiveness already achieved in India’s best-performing states, an additional
85 million people (7 percent of the population) could have moved out of extreme
poverty from 2005 to 2012.

Exhibit E3

India’s manufacturing sector is characterised by a glut of
sub-scale, low-productivity enterprises

Share of manufacturing employment by firm size, 2009

%

200+ employees 11
50-199 employees 6 23 29

1-49 employees

India Philippines Indonesia Thailand China

_— A = =

Value add per worker, 2005"
$ thousand per year

Businesses with 13.1 14.0 12.4 13.1 311
200+ employees

Businesses with ° @ @ @ @
5-49 employees?
1 Both manufacturing and services businesses.
2 Productivity data is only for small enterprises (i.e., 5-49 employees) and does not include micro enterprises
(i.e., 1-4 employees).
NOTE: Numbers may not sum due to rounding.
SOURCE: Asian Development Bank, Key indicators for Asia and the Pacific, 2009; McKinsey Global Institute analysis

Exhibit E4
Currently, some 50 percent of public spending on basic services does not
reach the people because of inefficiencies in governance and execution

PUbol |c_spend|ng on basic services, 2012 Estimated efficiency/effectiveness of government spending
100% = INR 570,000 crore . .
% of spending that typically reaches the people
Spending
reaching Food! 64
the people
MNREGA? 52
—
Education 51
(until secondary)
50 Fuel 47
Inefficiencies Health, family welfare,
and leakages drinking water, 36
and sanitation

INR 285,000 crore'not reaching
the intended beneficiaries

1 For people below official poverty line, only 36% of food subsidy reached the intended beneficiaries in 2009-10.
2 Mahatma Gandhi National Rural Employment Guarantee Act.

SOURCE: National Sample Survey Office; government fiscal statistics; McKinsey Global Institute analysis
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While health care is a critical gap across the board,
hunger is a dominant issue for the poorest and
housing is a growing need in urban areas

Because the poor cannot be painted with a single brush, the Empowerment Line
offers a more nuanced view of how deprivation is experienced. We define three
segments of the population according to their depth of poverty (Exhibit E5). Some
57 million Indians are classified as “excluded”; they are the poorest of the poor,
unable to afford minimal food, shelter, and fuel. An additional 210 million are
“impoverished”, with consumption above bare subsistence levels but still below
the official poverty line. Just above the official poverty line, some 413 million
Indians are “vulnerable”. They have only a tenuous grip on a better standard of
living; shocks such as a lost job or a bout of illness can easily push them back
into extreme poverty.

Exhibit E5

There are three distinct segments below the Empowerment Line
India’s population and Empowerment Gap by segment, 2011-12"

%

INR 332,000 cr. Ratio of Empowerment
100% = 1.2 billion ($69 billion2) Line to average MPCE3

38
Empowered 45

Vulnerable 34 46 1.9x

Impoverished

Excluded

Population below the  Empowerment Gap'
Empowerment Line

1 The Empowerment Gap is defined as the aggregate differential between actual private consumption expenditure and the
Empowerment Line.

2 Using average exchange rate of $1 = INR 48.0769 for April 2011—March 2012.

3 Monthly per capita expenditure.

NOTE: Numbers may not sum due to rounding.

SOURCE: National Sample Survey Office survey, 68th round; Oanda; McKinsey Global Institute analysis

The needs of all three segments are critical to address. The excluded are in
desperate circumstances and require immediate help. The impoverished, who
represent almost half of India’s Empowerment Gap, would benefit from better
management of existing programmes targeted to those below the official poverty
line. Finally, designing policies to address the needs of the vulnerable segment will
become increasingly important over time, as more people exit extreme poverty
but find themselves stuck in the ranks of the vulnerable.

Health care, clean drinking water, and sanitation are critical gaps for all of these
groups, whether in urban or rural India. These basic services make up the largest
share (39 percent) of the cumulative Empowerment Gap of Rs. 332,000 crore
($69 billion). However, the pattern of needs varies by segment. The most urgent
unmet needs of the excluded and impoverished are hunger and health, while
health, education, and housing are major issues for the vulnerable. Urban Indians,



while less prone to being impoverished or excluded, are almost as likely to fall into
the vulnerable category as rural residents, and affordable housing is a significant
unmet need for them.

Apart from income-based deprivation, India’s people
also lack access to 46 percent of the basic services
they require

When it comes to the availability of social services, geography is destiny for

those below the Empowerment Line. Patterns of deprivation are more complex
and multi-dimensional than what is implied by income or consumption measures
alone. Even for households of similar income levels, the actual experience of
poverty varies dramatically based on where they live. The availability of well-

run social infrastructure and free or low-cost services in the vicinity of the poor

is a crucial determinant of their quality of life. MGI has constructed the Access
Deprivation Score (ADS) to capture this factor. It supplements the income-based
measure of the Empowerment Line by highlighting geographical gaps in access to
basic services.

Using the ADS, we map India’s 640 districts into five distinct archetypes based on
their relative levels of access to schools, health centres, drinking water, sanitation,
and improved energy sources (Exhibit E6). The ADS for each district measures
the extent to which these basic services are absent relative to the aspired levels
of coverage. Nationwide, the gap is 46 percent, but the range is wide: people
living in the Most Deprived Districts may lack access to almost 60 percent of
basic services, while those in the Least Deprived Districts lack access to about
34 percent.

Based on cross-sectional data for 640 districts in 2010, we find that residents of
India’s more prosperous districts are more likely to be able to afford household-
level services that they can purchase themselves (by building toilets in their
homes, drilling tube wells, or using liquefied petroleum gas-based cooking stoves,
for instance). However, the positive effect of income is muted when it comes

to education and health care. In India’s largest and most crowded cities (which
are classified as Community Services—Deprived Districts), residents have higher
purchasing power, but that does not mitigate the difficulty of obtaining affordable
medical care and quality education. The expansion of social infrastructure has not
kept pace with growing population density.

The utilisation of health and education services, as measured in the ADS,
seems to go hand in hand with greater levels of grassroots community
involvement, especially by women. In fact, some of the poorest districts by
income fare significantly better on access to health care and education than
would be expected at their income levels if they also post stronger indicators for
women’s empowerment.
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Exhibit E6

Each of India’s districts falls into one of five categories based on
the extent and pattern of deprivation found there

2011

Most Deprived

126 districts

27% population share
Average ADS": 59 percent

Household Services Deprived
177 districts

18% population share

Average ADS: 49 percent

Moderately Deprived
127 districts

26% population share
Average ADS: 41 percent

Community Services Deprived
59 districts

15% population share

Average ADS: 37 percent

Least Deprived

151 districts

14% population share
Average ADS: 34 percent

5
%

1 Access Deprivation Score: distance of each district from the point of no deprivation.

SOURCE: Census 2011; District-level Health Survey, 2007-08; District Information System for Education, 2009-10;
National Sample Survey Office survey, 2011-12; India state of forest report 2011, Ministry of Environment and
Forests; McKinsey Global Institute analysis

India can lbring more than 90 percent of its people
above the Empowerment Line in just a decade by
implementing inclusive reforms

We have developed two scenarios to see how rapidly India can raise people to
the standards of living implied by the Empowerment Line. The first, which we
call “stalled reforms”, assumes that no bold policy measures are taken and that
slow economic growth continues. The second considers an alternative path of
“inclusive reforms”.

In the stalled reforms scenario, poverty is likely to maintain its grip on a large
share of India’s population. India’s economic engine has been sputtering since
2011, and there has been a growing sense of legislative and administrative
paralysis. In the absence of major reforms, the scenario assumes that India’s GDP
grows at just 5.5 percent from 2012 to 2022 and that the effectiveness of social
spending remains unchanged.

In such a scenario, some 470 million Indians (36 percent of the population) would
remain below the Empowerment Line in 2022, and 12 percent of the population
would still be trapped below the official poverty line. At this rate, the goal of
eliminating extreme poverty would not be reached until the mid-2030s. The lack
of decisive reforms also makes it unlikely that India would convincingly address
gaps in access to social infrastructure. Lower GDP growth implies lower fiscal
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resources, limiting public spending for basic services. As a result, India’s access
deprivation would only come down to 26 percent by 2022.

The path of inclusive reforms envisages a far more positive alternative, one in
which the nation takes steps to stimulate investment, job creation, and farm
productivity, as well as dramatically improve the delivery of basic services. These
reforms could potentially allow India to achieve an average GDP growth rate of
7.8 percent between 2012 and 2022. This could lift 580 million people above

the Empowerment Line, leaving 100 million (7 percent of the population) below

it in 2022 and 17 million (just 1 percent) below the official poverty line—virtually
eliminating extreme poverty in just a decade.

The higher GDP growth inherent in the inclusive reforms scenario generates
more tax revenue that can be ploughed back into spending for basic services—
and it simultaneously ensures that India meets its fiscal objectives more quickly.
To achieve this goal, India will need to increase its investment rate from nearly
36 percent of GDP since 2005 to an average of 38 percent over the next

ten years. The combination of higher investment, faster economic growth, and
increased tax revenue could allow India to bring its fiscal deficit to 6 percent of
GDP from 2017 onward while enabling a moderate but steady increase in social
spending, in line with GDP growth, that could bring access deprivation in basic
services down from 46 percent to just 17 percent. Although these goals are
aspirational, they are feasible based on successes already demonstrated by
India’s better-performing states.

FOUR CRITICAL ELEMENTS ARE KEY TO THE PATH OF
INCLUSIVE REFORMS

The inclusive reforms scenario hinges on four key elements (Exhibit E7):

®=  Accelerating job creation. India needs reforms that unlock the economy’s
potential to add 115 million non-farm jobs by 2022 (about 40 million more than
the stalled reforms scenario would generate). This would absorb the expected
growth of 69 million in the working-age population, raise the labour force
participation rate by some 2 to 3 percentage points, and reduce the share of
farm jobs from 49 percent of total employment in 2012 to 37 percent in 2022.
Construction will need to be the biggest contributor, adding some 50 million
jobs. The manufacturing sector will need to accelerate growth to create some
21 million to 27 million jobs, while some 35 million to 40 million jobs will need
to come from the services sector.

®=  Raising farm productivity. Increasing investment in agricultural infrastructure,
research, and extension services can help raise the average farm yield per
hectare from 2.3 tonnes in 2012 to about 4.0 tonnes in 2022. This would bring
India’s yields in line with those in other emerging Asian countries. Gains in
agricultural productivity would also accelerate the transition of labour to more
productive non-farm jobs.

= |ncreasing public spending on basic services. India cannot fully realise
the potential of its human capital until its population has wider access to
affordable basic services. In absolute, real terms, public spending on social
services needs to nearly double from Rs. 570,000 crore ($118 billion) in
2012 to Rs. 1,088,000 crore ($226 billion) in 2022 to fill critical gaps in social
infrastructure. This entails an annual real growth rate of about 6.7 percent in
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public spending for basic services (which is actually lower than the 11 percent
annual rate of increase from 2005 to 2012). If India can achieve the higher
rates of economic growth assumed in the inclusive reforms scenario, this
would continue to represent about 6 percent of GDP. The share allocated

to health, water, and sanitation services, however, needs to increase from

21 percent in 2012 to nearly 50 percent of total social spending in 2022. Just
as expanding access to primary education was given top priority in the past
decade, India needs a concerted push to build more extensive health-care
infrastructure in the decade ahead.

®  Making basic services more effective. The impact of higher public spending
on basic services is magnified if more of that spending reaches its intended
beneficiaries. The inclusive reforms scenario assumes that the nation as
a whole can raise the effectiveness of social spending from 50 percent to
at least 75 percent by 2022, matching the levels already demonstrated by
India’s best-performing states. If India increases funding for basic services

Exhibit E7
Pursuing inclusive reforms in four key areas can achieve faster GDP growth
and unprecedented poverty reduction

Four areas of reform 2012 2022E Stalled reforms [l 2022E Inclusive reforms

Create new non-farm jobs
Million

Increase farm productivity
Yield (tonnes per hectare)

2.3

Increase public spending on basic services

INR thousand crore, 2012 rupees

Improve effectiveness of public spending

%

50

50

Faster poverty reduction and GDP growth

Head-count ratio W BEL! GDP growth rate Compound annual
% of population B BPL2 % growth rate
56 10 .
Inclusive
9 reforms
:
7
6 Stalled
1 5 reforms
2012 2022E 2022E 0 T v v v (55%
Stalled reforms  Inclusive reforms 201338 2017 2022E

1 Below Empowerment Line.
2 Below official poverty line.

3 GDP growth of 5% in 2012—13 based on provisional estimates.

SOURCE: McKinsey Global Institute analysis
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but does not improve on this current performance, nearly Rs. 545,000 crore
($113 billion) of social service spending will fail to reach intended beneficiaries
in 2022, up from about Rs. 285,000 crore ($59 billion) today. Best practices
and innovative examples from around the world (and from pilot programmes
within India itself) show how this can be done. Some of the most promising
strategies include forming partnerships with the private and social sectors,
mobilising community participation, and using technology to streamline and
monitor operations.

While all four of the levers are essential, a surge in job creation would make the
largest potential contribution to poverty reduction. In fact, job growth in non-farm
sectors combined with productivity growth in agriculture would directly contribute
to lifting more than 400 million people above the Empowerment Line, or more
than 70 percent of the total impact in the inclusive reforms scenario. The impact is
even more pronounced for the vulnerable segment, but even for the impoverished
and the excluded, jobs and productivity growth are the most powerful drivers

of higher living standards (Exhibit E8). Raising public spending alone, without
improving the effectiveness of delivery, would contribute less than 10 percent of
the potential impact across segments.

Exhibit ES
Productivity improvements and public provision of basic services

contribute in different proportions based on the poverty segment
% of population Contribution to
poverty reduction

Improve
Increase public  effectiveness
Population Create new Increase farm spending on of public Population
share, 2012  non-farm jobs  productivity basic services  spending share, 2022E
Impoverished 22 ) 8
and Excluded - 4
Below the official 00 | 3
N — 5
poverty line I
I 1

I 34 ) 18
Vulnerable - 6

Above the official _ , 1 4

poverty line but D ] 6
below the o

Empowerment

©

56

|
|
Overall

Below the
Empowerment

NOTE: Numbers may not sum due to rounding.
SOURCE: National Sample Survey Office, 68th round; McKinsey Global Institute analysis
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India needs to create 115 million non-farm jobs
through cross-cutting reforms and targeted public
investment

India needs 115 million new non-farm jobs over the next decade to accommodate
a growing population and to reduce the share of agriculture in employment. The
manufacturing and construction sectors can form the backbone of this effort, as
these sectors are well-suited to absorbing lower-skilled labour moving out of farm
jobs (Exhibit E9). Labour-intensive services—such as tourism, hospitality, retalil
trade, and transportation—will also need to add 35 million to 40 million jobs.

The government can catalyse job creation by rebalancing its spending pattern

to increase public investment in the economy. The subsequent uptick in growth
and investor sentiment would crowd in private investment. Put together, the
overall investment rate would rise from an average of 36 percent since 2005 to an
average of 38 percent over the next decade in the inclusive reforms scenario.

Exhibit Eg

India’s industrial sector will need to lead the way on Compound annual
job creation, especially in construction and manufacturing growth rate
Incremental job creation in inclusive reforms scenario, 2012-22E

Head count, million

80
st _ e @ o ’ o

Manufacturing’ 27 3.9%

Services 35-40

Agriculture 20

Total 95 Construction’ @

1 Calculated assuming 80 million new industry and 35 million new services jobs.
2 Includes mining and quarrying, electricity, gas, and water supply.
NOTE: Numbers may not sum due to rounding.

SOURCE: McKinsey Global Institute analysis

Almost half of the required jobs will need to be generated for the workforce in
states with particularly difficult starting conditions (including challenges with the
quality of education, which exacerbates skills shortages, as well as low levels of
urbanisation). Uttar Pradesh’s labour force, for example, will need some 23 million
non-farm jobs (approximately one-fifth of the national requirement), although the
state is largely rural and organised enterprises account for only 9 percent of its
employment. Some 11 million workers from Bihar will need to be absorbed into
the non-farm sector in an even less advantageous climate. India’s job-creation
strategy must provide broad-based reforms that invigorate job growth both in
these regions and across the entire country.



As China moves up the value chain, India and other emerging economies with
low labour costs have an opportunity to capture a larger share of labour-intensive
industries by integrating domestic manufacturing with global supply chains.

But today an array of barriers limits the ability of Indian businesses—both large
and small—to invest and become more competitive, scale up, and create jobs.
Revitalising India’s job-creation engine will require decisive reforms and a laser
focus on implementation in six high-priority areas:

= Accelerate critical infrastructure for power and logistics. Infrastructure
gaps, especially in power and transportation, hinder economic growth,
particularly in manufacturing. For better execution of projects, the government
could establish a high-level National Infrastructure Delivery Unit in the prime
minister’s office to build an integrated view of the country’s infrastructure
needs, coordinate across ministries and functions, set and monitor schedules,
and address bottlenecks. This unit could work with the Cabinet Committee on
Investment to expedite infrastructure projects. A State Chief Minister’s Office
could also set up a State Infrastructure Delivery Unit for the same purpose.

= Reduce the administrative burden on businesses. Complex and archaic
regulations pose a significant cost, especially for micro-, small, and medium-
sized businesses, discouraging both investment and their move into the formal
economy. India can reduce this burden in a phased manner, starting with
quick wins that require simple changes in administrative rules and procedures
rather than new legislation. In the medium term, the rollout of e-government
platforms and “one-stop shops” supported by automated government
processes can be accelerated, with more fundamental improvements such as
selective outsourcing to private-sector providers and extending the Right to
Public Services laws to business services as the third phase.

= Remove tax and product-market distortions. India’s many taxes result in
high compliance costs, and differences across states and sectors balkanise
the national market, harming the ability of businesses to achieve economies
of scale. If implemented, the proposed goods and services tax, a harmonised
consumption tax across nearly all goods and services, represents a step
towards reducing complexity and lowering the tax burden. In addition to
cross-cutting tax reform, India can spur growth by removing tax and duty
distortions in individual sectors—especially those that will be the most
significant sources of non-farm job creation, such as garment manufacturing
and tourism.

= Rationalise land markets. In 2013, India enacted the Land Acquisition,
Rehabilitation and Resettlement Bill, which was intended to create a
framework to deal fairly with the displaced. However, inefficient land markets
remain a major impediment to economic growth, as property rights are
sometimes unclear and the process for land acquisition is time-consuming.
India can reinforce property rights by demarcating land holdings through
geospatial surveys and providing standardised title to landowners through
digitising records, as Karnataka has done. Similarly, restrictions on monetising
land can be loosened or eliminated to facilitate private transactions for major
projects and encourage the farm to non-farm shift.
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= Take phased steps to make labour markets more flexible. At least 43
national laws—and many more state laws—create rigid operating conditions
and discourage growth in labour-intensive industries. But ironically, they
secure rights for only a tiny minority of workers. India can make its labour
market more flexible in a phased manner, and states that have begun this
process have higher job-creation rates on average than those that have not.
A multitude of rules that restrict terms of work and work conditions can be
simplified or eliminated. In the medium term, India could rationalise laws
governing dismissal, pairing this with measures to reinforce income security
for the unemployed.

= Help poor workers build skills with government-funded mechanisms.
Vocational education is needed most acutely by the poorest workers—
those with little or no education and those who live in rural areas. There are
278 million Indians of working age in these segments, but they are under-
served. Providers such as IL&FS Skills have built effective models that focus
on providing low-cost delivery, fostering interactive learning, and teaching skills
that are in demand. The government can scale up this approach by giving
poor workers vouchers that can be redeemed for vocational training with
accredited providers that are subject to monitoring and certification. Workers
in informal sectors and the self-employed (for example, caregivers, cooks,
nursing aides, hairdressers, shop assistants, plumbers, and electricians)
can raise their incomes through skill building. Short training courses of a few
months’ duration, along with certification systems, could help.

INVESTMENT IN “JOB-CREATION ENGINES” CAN PROMOTE
MORE GEOGRAPHICALLY BALANCED GROWTH AND BE SELF-
SUSTAINING

Along with making broad-based reforms to improve the business environment,
India can invest in stimulating specific “job-creation engines”. Our research finds
that investing in 70 to 100 sites, such as industrial townships or service hubs,
tourism circuits, and food-processing parks, can add 11 million incremental jobs
within a decade, and many more as these sites grow in scale. To be successful,
they would need to be located in areas with potentially high competitive
advantages (where natural endowments, traditional skills, and some base of
entrepreneurs already exist, for example)—and there are hundreds of such
locations in India across most states.

These job-creation engines would need to be seeded by public investment in
infrastructure and services, including reliable and low-cost power, road and

rail connections, and affordable housing and schools for workers’ families. By
our estimates, launching 35 industrial townships over a decade could require
capital expenditure for infrastructure averaging some Rs. 30,000 crore ($6 billion)
annually for the first eight years, after which cash flows turn positive. (Launching
tourism circuits or food-processing zones is significantly less capital-intensive.)
Such investments can be self-sustaining, yielding internal rates of return to

the government in excess of 25 percent per year and generating funds for
additional investment. Creating thriving new job centres across the country would
encourage more geographically balanced economic growth, raising the share

of population in small and medium-sized cities. This could alleviate some of the
pressures on basic services in India’s largest cities.

15
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India can raise farm yields by rebalancing investment
and making targeted reforms in the agricultural sector

Focusing on the productivity of the agricultural sector to lift the incomes of
smallholder farmers is one of the most direct routes to addressing rural poverty.
Yet agriculture has not kept pace with growth in India’s broader economy.
Today the nation’s yield per hectare is half the average of China, Indonesia,
Malaysia, and Thailand. But India has the capacity to raise its yield growth from
2.0 percent, its historical level, to 5.5 percent annually over the next ten years—
and this can raise approximately 10 percent of the nation’s population above the
Empowerment Line.

A range of technical levers can help to achieve productivity gains of this
magnitude. These include fertiliser and manure use to improve the quality of the
soil, more efficient water management (for example, through decentralised water
harvesting and micro-irrigation), research-driven improvements in seed quality,
technology-based “precision farming”, better market access, and improved post-
harvest logistics to reduce crop waste (Exhibit E10).

Exhibit E10

By 2022, India can increase farm yields to 4 tonnes per hectare,

which would be comparable to current yields in other emerging economies
Yield

Tonnes per hectare

India 0.4 03 4.0
0.3 0z
o5 T
23 T |
Yield, Soil fertility  Irrigation Seed quality Precision Market Yield target,
2012 farming access' 2022E
Other 7.4

countries,
2011-12

Thailand Mexico Indonesia Malaysia Vietnam China

= 1 = = 1R

1 Includes post-harvest infrastructure and rural roads.
NOTE: Numbers may not sum due to rounding.
SOURCE: UN Food and Agriculture Organization; McKinsey Global Institute analysis

In the past, India’s spending on agriculture has focused on input and output
price support rather than investment in agricultural infrastructure, scientific
research, and extension services (which educate farmers on new technologies
and best practices). In 2010-11, the government spent Rs. 86,000 crore

($18 billion) on input subsidies (primarily fertiliser), but less than half that amount
(Rs. 34,000 crore, or $7 billion), on building storage and irrigation systems, as
well as scientific research and extension services. Along with rebalancing this
investment profile, policy makers can focus on reforms in nine high-priority areas
of the agriculture sector:
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= Enable private trade by reforming APMC acts. India’s agricultural produce
market committees (APMC) place severe restrictions on private trade in farm
produce. APMC reform could introduce a greater degree of competition and
enable farmers to obtain sufficient value for their output. Some states have
excluded certain agricultural products from APMC coverage, but these are
piecemeal solutions at best. The Model APMC Act issued by the central
government in 2003 facilitates private trade in more comprehensive way, but
the states have varying track records for implementation. To create a sense
of accountability and urgency for state-level reforms, India can strengthen
transparency and awareness among farmers by keeping a digital record
of the prices and quantities at APMC auctions; organising annual krishi
mahotsav gatherings; and improving direct interaction among farmers, traders,
corporations, bureaucrats, and the agriculture minister. A greater role for
the private sector, including modern retail, can also enable the agricultural
produce market to flourish.

= Use technology for better price discovery. Poor price information reduces
farmers’ bargaining power with traders and prevents them from selling
their product in the most lucrative market if multiple options are available.
Fee-based price dissemination services can help: Esoko, which operates
across Africa, provides automatic and personalised price alerts and buy and
sell offers by SMS to farmers. In India, IFFCO Kisan Sanchar Ltd. provides
information on market prices via voice messages in local languages.

= Rationalise price supports for agricultural produce. The government’s
minimum support price for a wide range of crops distorts the efficient
allocation of resources. For example, it deters farmers from diversifying to
higher-value crops such as fruits and vegetables, which are six times as
productive per hectare as cereals. The government can rebalance minimum
support prices to reflect consumer preferences and the true cost of
production, within fiscal boundaries. The creation of an independent regulatory
agency to set support prices within a fixed fiscal framework, responsive to
consumer needs and preferences, could help.

® Introduce hybrid public-private crop insurance programmes. Only
17 percent of India’s farmers are insured. The National Agriculture Insurance
Scheme, the government’s flagship crop insurance programme, needs to
become more responsive to their needs. A hybrid model, such as the one
that prevails in France (where private-sector companies offer crop insurance,
with premiums subsidised by the government) could boost utilisation. With the
introduction of competition, market forces, and better administration, public
insurance providers would be forced to respond by improving technology and
introducing new products and pricing strategies.

= Provide financial incentives to adopt new technology. More can be done
to encourage farmers to adopt the latest technologies. Under the National
Mission on Micro Irrigation, for example, the central government funds
40 percent of the cost of a micro-irrigation system, while the state government
contributes 10 percent. Andhra Pradesh has set up special-purpose vehicles
for micro-irrigation subsidies.
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= Overhaul the public extension network and enhance private-sector
participation. A holistic approach to extension across various divisions and
departments has been successful in some states. In Gujarat, for example,
krishi raths (mobile vehicles) visit village after village to share information
on agricultural best practices. Fee-based private extension services (such
as those offered by Mahindra Subhlabh Services Ltd.) can boost extension
support to medium-size and large farms with the capability to pay. Public
extension will need to play an important role for poor farmers and those
in remote geographies, and the focus will need to shift to mobile-based
innovations (such as disseminating weather forecasts, new seed information,
and improved farming tips through phones).

= Improve farmers’ access to credit. Regional disparities in access to credit
can be addressed by complementing commercial bank lending with channels
such as cooperative banks. Technology and delivery innovations such as
business correspondents (third-party, non-bank agents who extend banking
services right to people’s doorsteps) can be deployed in areas with low
conventional banking penetration. Targets can be set on the basis of cropped
area and level of technology to ensure more equitable access to capital.

= Reform land markets and create an institutional framework to promote
leasing. Land markets in several parts of rural India are dysfunctional, as
mentioned above. Creating more modern and comprehensive landownership
records is a crucial first step in addressing this issue. The leasing market
could also be strengthened by the introduction of public land banks that allow
absentee landowners to “deposit” their land and receive rent for its use. Small
and marginal farmers could be encouraged to borrow and cultivate the land,
knowing that they have secure tenancy for a fixed period. This would utilise
more arable land and allow farmers to increase their output.

= Integrate governance of agriculture at a grassroots level. Gujarat has
achieved an impressive agricultural turnaround, and at its core is good inter-
ministerial coordination. But in most of India, the organisational bureaucracy
overseeing the farm sector is overwhelming, with separate ministries for
agriculture, chemicals and fertilisers, food processing, water resources,
and rural development at the centre, and an even greater multiplicity of
authorities at the state level. A formal structure such as a Delivery Unit could
be considered to coordinate ministries and departments. Similarly, agricultural
missions could empower a team of bureaucrats and domain experts to make
decisions and allocate financial support.

Public spending will need to increase by
about 7 percent per year to expand access
to basic services

Access to basic services remains extremely weak and fragmented across most
of India. To bridge the gaps, India would need to increase social spending by
6.7 percent per year in real terms (as compared to 11 percent annual growth
between 2005 and 2012). Total public spending for basic service would

need to almost double, rising from Rs. 570,000 crore ($118 billion) in 2012 to
Rs. 1,088,000 crore ($226 billion) in 2022. The pace of economic growth will
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determine whether government revenue will be sufficient to support this increase.
Under the inclusive reforms scenario, this higher level of spending would continue
to represent about 6 percent of GDP in 2022, approximately the same as at
present. In the stalled reforms scenario, however, maintaining funding for basic
services at 6 percent of GDP would mean that only about 70 percent of the
required amount of spending would be possible due to fiscal constraints.

Much of the incremental spending in the inclusive reforms scenario will need

to be channeled into health care, clean drinking water, and sanitation, where
deprivation is deep and broad-based (Exhibit E11). These services account

for about 39 percent of the Empowerment Gap. In addition, our cross-district
analysis indicates that improvements in access to health care are not very
responsive to increases in individual income, thus necessitating higher public
spending. Health care, drinking water, and sanitation would require up to

49 percent of total social spending in 2022, an increase from 21 percent in 2012.
Future allocation decisions should consider the areas with the most serious gaps,
both in terms of geography (building health centres in the Most Deprived Districts,
for instance) and in terms of recipients (targeting nutritional support to reach
more of the bottom three deciles of the population by income, who feel the need
most acutely).

Exhibit E11

Public spending on basic services needs to almost double, with more
resources allocated to health care, drinking water, and sanitation
Public spend on basic services

%; INR thousand crore, 2011-12 rupees

1,088
12 3 Housing
4 Social security

Food

Education

Drinking water and sanitation

Health care

Per capita’
INR per month =20 b2

1 Not accounting for inefficiencies and leakages.

NOTE: Numbers may not sum due to rounding.

SOURCE: Indian Public Finance Statistics; McKinsey Global Institute analysis
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India can transform the delivery of basic services,
matching the results already achieved in its best-
performing states

Providing all Indian citizens with the basic services they need will require not only
an increase in public spending but also fresh thinking about the best ways to
deploy resources to achieve maximum results.

One key initial step in making social spending more effective is selecting the
right delivery model. There are two main types: in-kind transfers, in which the
government provides the service, and financial transfer models, in which the
government transmits benefits directly to consumers and enables them to go
directly to the service provider of their choice. To deliver nutritional support, for
instance, the government can provide in-kind aid as it does through the Public
Distribution System (PDS), which is relatively well-managed in some states (such
as Tamil Nadu and Chhattisgarh) but not in others (such as Uttar Pradesh and
Bihar). Or it can give consumers electronic transfers that can be redeemed at a
variety of shops (the model employed by Oportunidades, Mexico’s successful
conditional cash transfer programme). Each model can be successful if the right
enablers are in place.

Above all, India’s public services need an uncompromising push for better
outcomes. The focus must shift from simply spending more to spending more
effectively. Bringing the entire nation up to the standards already achieved in
the best-performing states for food and fuel subsidy distribution, health, and
education services would result in a 50 percent increase in the effectiveness of
national social spending (Exhibit E12).

Exhibit E12
At a national level, India can match the effectiveness of spending on
basic services currently achieved by its best-performing states

Current estimated 65
efficiencyl/effectiveness of
government spending, 2012 52 51
% of spend reaching people 47
36
Food MNREGA Education Energy Health, family

(until secondary) welfare,
drinking water,
and sanitation

We set a modest target of 75% efficiency in 2022, based on best-performing states

Food Education Health care

Top 5 states

6-10 68 61 56
11-15 54 % 36 % 34

16-20 40 % 33 % 24

SOURCE: McKinsey Global Institute analysis
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External agents—from the private and social sectors—can inject new thinking and
new operational approaches to basic service delivery. They can be deployed in a
variety of ways, whether by having an outside entity run an entire system funded
by the government (for example, public-private partnership schools in which the
government provides infrastructure while management is handed over to third
parties) or by contracting out specific parts of the process (for example, utilising
nongovernmental organisations to run some parts of government health-care
systems). In all these approaches, it is critical to have clear and airtight contracts,
service-level agreements, and stringent monitoring by the government and

other stakeholders.

Engaging local communities, especially women, can have a dramatic effect on
improving public services. India is starting to see encouraging developments on
this front. In Chhattisgarh, gram panchayats (village councils) are monitoring food
subsidy recipients. Cooperatives and women’s self-help groups in Tamil Nadu are
running fair price shops, the point of contact for subsidised food distribution. This
kind of involvement transforms the poor from beneficiaries to active participants in
the system.

Continuous measurement and tracking of key metrics can make a big difference
to the effectiveness of any service provider. Pratham, the largest educational
NGO in India, has implemented a systematic national measurement process to
evaluate children’s learning outcomes, which is creating pressure on schools to
improve performance. In Maharashtra, villagers are using pictorial report cards
to track doctor and nurse absenteeism and audit the availability of medical
supplies. Technology is one the most promising avenues for transforming the
delivery of services. SMS-enabled systems are being used to build stronger
communication with beneficiaries, while digital checks and balances (using simple
computerisation, electronic transfers of funds, or RFID tracking tags and smart
cards) can help guard against corruption.

India also needs a more dynamic and creative approach to augmenting human
resources; social franchising models, for example, can transform community
members into “basic service entrepreneurs”. SughaVazhvu, a health-care service
provider in rural Tamil Nadu, operates clinics run by local health extension
workers and people with degrees in traditional medicine. CARE Rural Health
Mission provides primary health care in Andhra Pradesh using local workers who
are trained as "village health champions” and equipped with electronic devices to
connect with professionally trained doctors.

Today a host of interesting ideas, models, and experiments are being tried around
the world and across India. Based on an analysis of more than 350 case studies,
we have identified a range of promising approaches to redesigning the delivery of
basic services, with a focus on three critical areas: food and nutrition, education,
and health care, all highlighted below.

FOOD AND NUTRITION: SIMPLE INTERVENTIONS CAN
SIGNIFICANTLY REDUCE HUNGER AND MALNUTRITION

Hunger is a daily reality for India’s impoverished and excluded segments, who
rely on subsidised cereals for food security. The government-run PDS manages
an elaborate machinery for procurement, storage, and distribution, and there is
ample scope to improve its efficiency. India could consider selectively moving
from its physical food transfer model to one involving cash transfers in cities, thus
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providing consumers with greater choice and also potentially reducing waste
and leakage in the supply chain. However, in rural areas, there are significant
challenges to rolling out cash transfers at present due to low penetration of
banking services and of private food shops that stock cereals in bulk quantities.
The physical transfer of subsidised grain through government channels is likely
to continue to be an important channel of subsidy delivery in such parts of

the country.

The state of Chhattisgarh has shown that simple interventions, such as
computerising and regularly updating beneficiary lists, can yield considerable
results. Communities are actively involved: fair price shop management has
shifted from private dealers to community-based organisations such as gram
pachayats, women'’s self-help groups, and cooperatives. The government sends
SMS alerts to villagers to inform them when shipments of grain are on the way,
converting entire communities into watchdogs. Similarly, surprise checks and
audits by the Tamil Nadu government are proving helpful to monitor irregularities
in food distribution across the supply chain.

Beyond increasing the overall calorie consumption of the poor, it is crucial

to diversify their diet to combat widespread micronutrient deficiencies. New
manufacturing technologies can fortify food items with vital micronutrients—

and a variety of creative approaches can be used to deliver these to the poor.
Widely consumed local staples such as rice, oil, and salt are potent vehicles for
micronutrients, and the Philippines and Bangladesh, for example, have launched
large-scale production of golden rice, which adds beta carotene that the body
converts to vitamin A. Enriched foods can be integrated into existing nutritional
programmes, through the PDS, maternal centres, or school meals. For-profit
companies and NGOs can also play a role. For example, Britannia has developed
iron-fortified Tiger biscuits that are distributed by the Naandi Foundation to
150,000 schoolchildren in Hyderabad, and fortified yogurt is distributed house to
house by local “Grameen ladies” in the Grameen Danone Bangladesh project.

EDUCATION: INNOVATIVE APPROACHES CAN PRODUCE
BETTER LEARNING OUTCOMES

India’s education system is ripe for innovation, and our case studies have
yielded a number of interesting ideas and models that could play a role in
improving primary and secondary schools. Outcome-oriented educational
systems, such as US charter schools, can promote greater accountability for
performance. Performance pay for teachers has also proven to be effective. The
use of vouchers (currently being piloted by the Centre for Civil Society in Delhi,
Uttarakhand, Rajasthan, and Uttar Pradesh) introduces competitive pressure on
participating schools to improve performance in order to gain enrolment share.
Hiring teachers from the local community enables them to better connect with
the students and puts reputational pressure on the teacher to deliver. Some
communities may not have a sufficient pool of potential teachers, but this can be
overcome through focused training and ongoing support.

School leaders can be powerful change agents. Africa’s Bridge International
Academies, for example, employs a franchise model through which each school’s
manager is responsible for its performance, with salaries and bonuses linked

to outcomes. Bridge also extensively trains and supports school leadership

and management with detailed standard operating procedures for financial and
operational management, dashboards, and tracking of performance metrics.
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This model incorporates the use of mobile phones, tablets, and customised text
messages to reduce the costs of teaching, training, assessments, outreach,
and school management. Bridge has lowered costs by 80 percent through this
“academy in a box” approach.

New digital learning tools could play a role in transforming teacher training
and student engagement. Standardised high-quality content (such as Khan
Academy’s video tutorials) can allow students to follow lectures at their own
pace at home, giving teachers leeway to help each student in a tailored way in
the classroom. In Brazil, Minas Gerais has pioneered the use of technology to
generate assessments regularly and chart each student’s progress.

HEALTH: TECHNOLOGY AND INNOVATION TO BRIDGE
HUMAN RESOURCE GAPS CAN EXPAND ACCESS

India’s 12th Five Year Plan set out the objective of universal health coverage, but
the nation is starting with wholly inadequate health infrastructure and a shortage
of trained medical professionals. Given the magnitude of the current gaps, there
is ample room—and a strong need—for multiple models to proliferate, and many
of them can complement the existing government system.

One of the most urgent priorities is training more skilled health-care professionals
at all levels. SughaVazhvu, as mentioned above, solves this problem by tapping
into the large human resources pool of alternative medicine practitioners and
offering them a three-month training and certification programme, supported

by strong protocols. Overseas, Zambia’s home-based care model for HIV/AIDS
and tuberculosis has mobilised teams of community nurses and health workers
to care for patients at home and train family members to provide additional care
themselves, thus relieving some of the pressure on the overburdened formal
health-care system. A standardised approach to diagnosis and adherence to
treatment protocols is vital to maintain standards of care and address a lack of
highly trained practitioners.

Using the latest in technology has a direct impact on improving outcomes. For
example, Mexico’s Medicall Home provides remote care to people in rural areas
through the use of mobile phones. Healthpoint Services offers video-conferencing
services with urban doctors in more than 70 health points (micro-clinics) in
Punjab. The new Swasthya Slate (health tablet) has been introduced in India

to perform diagnostic tests (such as blood pressure or blood sugar readings)
remotely, at a fraction of the cost of traditional diagnostics. Operation ASHA

has treated more than 30,000 tuberculosis patients in India and Cambodia and
prevented millions of additional cases. Its eCompliance tracking system verifies
patient enrolment and treatment against records from government labs, hospitals,
and medicine warehouses. A portable biometric identification system using
fingerprints is employed every time the patient receives a dose of medication, and
programme managers receive a text message to follow up whenever a patient
misses a dose.
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Better governance is the key to implementing
inclusive reforms

A failure to execute well on vital programmes has prevented India from achieving
its full economic potential. The government’s performance in all its roles—from
regulatory oversight to providing services to businesses and citizens—is too often
marked by inefficiency, unresponsiveness, or even outright corruption. Today,
however, there is growing conviction across India that the time has come to
demand greater accountability.

The problem of poor governance can be overcome by efforts on two parallel
tracks: building stronger institutional capabilities and strengthening systems

to ensure accountability in the public sector. Institutional capabilities can be
improved by creating appropriate organisational structures, attracting the right
talent to government roles, managing performance, and streamlining processes.
Accountabilities can be strengthened by creating multiple checks and balances—
whether democratic, reputational, legal, or regulatory—for government agencies
and institutions. Six promising ideas, outlined below, can set this process

in motion:

= Empowered agencies for high-priority initiatives, given operational
flexibility but held strictly accountable for outcomes. These agencies
(led by externally recruited “change agents” or high-performing civil servants)
can be set up with a specific mandate—perhaps building a health-care or
drinking water system or creating a tourism circuit. The Unique Identification
Authority of India, for example, is a quasi-independent agency mandated to
issue personal identification numbers to citizens; it has significant flexibility in
running its operations while reporting to a high authority. Such empowered
agencies in the central and state governments, focused on the most important
priorities, could dramatically improve outcomes and governance in focus
areas. Similar efforts, with “chief executive”-style leadership, have been
employed in Singapore, the United Kingdom, Chile, and elsewhere.

= Public transparency. The Right to Information Act was an important start on
the journey to greater public transparency. The next steps are more voluntary
government disclosure (by, for instance, putting draft policies and legislation
online for public debate) and a massive digitisation effort to get government
data into open, shareable form. The imperative for more openness and
transparency in government can be strengthened by extending the Right to
Public Services, now enacted in 17 states, to a host of citizen and business
services. Using this framework, performance metrics can be defined and
ongoing feedback loops (such as digitised public scorecards at the state, local
authority, and specific desk/office levels) can be instituted.

= Decentralisation. Through the 73rd and 74th Constitutional Amendments in
1992, India sought to devolve powers to gram panchayats. In several areas,
such as the PDS in Chhattisgarh, panchayats have played a constructive
role. Giving them substantial independence in revenue and expenditure,
greater autonomy over how to implement programmes, and more training can
strengthen their capabilities; the same point applies to local bureaucracies.
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= Talent and performance management in government. Performance
management systems can ensure that public officials fulfil their duties.
Government commissions on administrative reform have pointed out
that India’s bureaucracy tends to be more focused on internal processes
than on results. To reverse this, bureaucrats should have incentives for
good performance and penalties for consistently poor performance.
Teacher absenteeism in public schools, for instance, can be reduced if the
consequence is strict disciplinary action. Senior bureaucratic positions can be
filled through a competitive application-based process, even from within the
civil service, to create incentives for delivering outcomes.

= A robust anti-corruption framework. India ranked 94th among 174 countries
in Transparency International’s 2012 Corruption Perceptions Index. Mass
protests against corruption culminated in the Lokpal and Lokayuktas Act of
2013. While the impact of this move remains to be seen, more can be done
(such as establishing whistle-blower protection). International best practices,
such as the model set by Hong Kong’s Independent Commission Against
Corruption, can be used as a template in India.

= Simplifying laws and building legal and judicial capacity. Speedy access
to justice at a reasonable cost is critical to empowering households and
enterprises economically. To achieve this, India would need to increase the
number of courts and judges, review a host of archaic laws, and build greater
institutional capacity in its legal and regulatory arms. This will create an
ecosystem in which citizens can claim their rights.

CENTRAL AND STATE GOVERNMENTS, THE PRIVATE SECTOR,
AND CITIZENS CAN ALL PLAY A PART IN MAKING IT HAPPEN

Pursuing an agenda of inclusive reforms will require considerable political will
and a laser focus on implementation and outcomes—but it holds the promise of
tangibly improving the lives of more than half a billion Indians.

Political leaders at the central and state levels can shape a new agenda

focused on the four priorities outlined here: job creation, growth in farm yields,
expanded access to basic services (especially health, water, and sanitation)
through moderate spending increases, and more effective basic service delivery.
Engaging civil society as well as the private sector and the social sector will be
crucial to building a broad national consensus around this approach.

Once the strategic direction is set, the central government can drive momentum
by making funding commitments that match these national priorities and putting
the enablers in place that will support broad economic growth: infrastructure
for power and logistics, the right taxation structure, investment in job-creation
engines, and measures that expand financial and digital inclusion.

For their part, state governments could start implementing various reforms

and governance ideas almost immediately. Many of them do not require

new legislation and can be achieved by simplifying and rationalising existing
procedures and programmes. Chief ministers can further critical initiatives in their
own states by bringing “change agents” into government, defining and monitoring
outcomes clearly, and creating implementation offices that are charged with
tracking progress and breaking through departmental silos.
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The government’s efforts to create a business climate that is more conducive
to growth will be critical to building greater confidence among the companies,
investors, and entrepreneurs who ultimately will have to drive most of the job
creation and productivity gains that can raise incomes. It will also be important
to find ways to work with the private sector—along with the social sector and
NGOs—to bring in innovations and new operating models that can better
deliver basic services. And above all, citizens can do their part by exercising
their voices in the demand for greater accountability that can push through
comprehensive reforms.

o 0O 0O

Fulfilling the fundamental rights of all Indians to economic opportunity and basic
dignity is a daunting challenge in the face of such overwhelming need. But if the
central and state governments adopt an agenda built around inclusive reforms,
convert it into well-designed programmes, and follow through with execution,
India could be poised to make unprecedented gains in living standards. In the
decade ahead, the world’s largest democracy will prove to be a crucial testing
ground in the fight to eradicate extreme poverty worldwide. But the nation can
set its aspirations even higher—and if they are met, the result could be a profound
and historic step forward in India’s economic and human development.









1. The Empowerment Line:
A new measure of poverty
in India

The once-elusive goal of eliminating extreme poverty is finally within the world’s
reach—and 2030 appears to be a realistic target date, given the unprecedented
momentum of the past two decades. There is undeniable progress to celebrate,
but above it looms a hard question: is ending extreme poverty enough to achieve
a decent standard of living and sense of dignity for the poor?

This question has particular urgency in India, the world’s largest democracy and
home to one-third of the world’s poor. While the nation has made encouraging
progress in reducing poverty, its human development indicators suggest that
there is no room for complacency—and in fact, it is time to set higher aspirations
for delivering a better standard of living to all citizens. To achieve this vision over
the next decade, policy makers need a more comprehensive benchmark to
measure the gaps that must be closed and better target available resources.

MGI has created the Empowerment Line as a new and more holistic measure of
poverty and deprivation in India. We calculate what it would take for an Indian
household to fulfil its essential needs and then compare these benchmarks to
actual consumption data to determine the degree to which these needs are
going unmet.

In applying this standard for 201112, we find that 56 percent of the population,
or 680 million Indians, lack the means to achieve a minimum acceptable quality
of life. This total is some 2.5 times the official poverty count of 270 million—and it
implies that providing better living standards to India’s entire population will be a
much stiffer challenge than the goal of eradicating extreme poverty.

The Empowerment Line begins with the simple premise that every household

in India should be able to attain a fundamental sense of economic security,
opportunity, and dignity.® Setting a benchmark for consumption based on a
package of basic needs reveals the dimensions of today’s problem and provides
a framework for designing interventions that could deliver on the vision of a better
quality of life for the majority of India’s citizens.

From 1981 to 2010, the world lifted some 700 million
people out of extreme poverty

It is helpful to view India’s progress on poverty reduction in a global context. In
the past three decades, the world has made unprecedented strides in lifting large
populations out of “extreme poverty”. This terminology refers to people living on
less than $1.25 a day, a benchmark set by the World Bank Group and commonly

3 Ineconomic development, “empowerment” is the concept of expanding the narrow options
currently available to the poor and increasing their ability to fulfil their potential. See, for
example, Empowerment and poverty reduction: A sourcebook, World Bank, May 2002.
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used for international comparisons.* In 1981, 1.9 billion people, or 52 percent of
the population of developing economies, struggled to survive on even less. By
2010, however, that number had fallen to 1.2 billion, or 21 percent.®

The pace of improvement has been accelerating. From 1981 to 1990, just

29 million people exited extreme poverty, hardly registering a dent in the ranks

of the world’s extremely poor. In the following decade, that number rose to

167 million people. Momentum grew sharply from 2000 to 2010, when 527 million
people were lifted from extreme poverty.®

But these gains have been uneven. In fact, China accounts for 94 percent of the
world’s progress, having reduced its extreme poverty head count by 678 million
from 1981 to 2010 (Exhibit 1). As the nation’s remarkable economic rise unfolded,
China’s GDP per capita grew by an average of 10 percent per year. Meanwhile,
the number of people in extreme poverty fell by 168 million in the rest of East Asia
and by 62 million in South Asia (including India); these are substantive gains but
on a far smaller scale than China’s transformation. Sub-Saharan Africa actually
added more than 200 million to the ranks of the extremely poor over these

three decades.

Exhibit 1
China accounted for 94 percent of the decline in extreme poverty
between 1981 and 2010

Population below the $1.25-per-day poverty line
(in purchasing power parity, at 2005 international prices)

Million
Other 468 470
Sub-Saharan 205 1,389 Ig;a: czhoa1r(1)ge
Africa 330 1215 —

315
249

India -219

+209

China

1981 1993 2005 2010

NOTE: Numbers may not sum due to rounding.
SOURCE: World Bank; McKinsey Global Institute analysis

4 In this chapter’s discussion of global poverty, the “extremely poor” are those living below
the World Bank Group’s $1.25-a-day line (at 2005 international prices). Within India
itself, however, we use the terms “officially poor” and “extremely poor” to refer to the
population below India’s official or national poverty line (which is estimated based on the
recommendations of the Tendulkar Committee and is sometimes referred to as the Tendulkar
poverty line).

5  The global estimates of extreme poverty discussed in this section are from World Bank
Group data.

6  Throughout this report, “lifting populations out of poverty” refers to reducing the poverty head
count, which accounts for population growth as well as people exiting poverty.
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The positive shift in trajectory since 2000 has been apparent across regions,
however, raising hopes that the rest of the world could someday match China’s
rapid gains. From 2000 to 2010, East Asia (excluding China) raised 113 million
people from extreme poverty, posting gains three times faster than in the previous
decade. South Asia (including India) also raised 113 million from extreme poverty
from 2000 to 2010, marking the first decade in which the number of people living
below the $1.25-a-day line did not increase. Even though 37 million people were
added to the ranks of extreme poverty in sub-Saharan Africa during this period,
this represents less than half of its net additions in the preceding decade.

The world may be poised to eliminate extreme
poverty in the next 15 years

The goal of eliminating extreme poverty was enshrined as one of the eight
Millennium Development Goals (MDGs) adopted by the United Nations. Working
from the starting point of 1990, when 43 percent of the developing world’s
population was living on less than $1.25 a day, the MDGs set an intermediate
target of cutting this proportion in half by 2015. The rapid progress achieved after
2000 met this benchmark even faster than envisaged, as the share had dropped
to 21 percent by 2010.

This positive momentum has prompted the world to consider adopting a more
ambitious goal for the future. In June 2013, the World Bank Group set new targets
to reduce the global rate of extreme poverty to single-digit levels by 2020 and to
virtually eliminate it by 2030.

Several studies indicate that realising this goal is possible. A recent World Bank
report found that even in a pessimistic scenario, global poverty would fall from

19 percent in 2012 to 12 percent by 2027—but a more hopeful outlook would
reduce it to 9 percent by 2022 and 3 percent by 2027, lifting nearly one billion
people out of extreme poverty well before 2030.” Other studies have also

found that based on “optimistic” economic growth assumptions (in line with the
International Monetary Fund’s economic forecasts), it would be possible to reduce
the global rate of extreme poverty to about 4 to 5 percent of the population in
developing countries by 2030 (Exhibit 2).8

India is home to one-third of the global population living below the $1.25-per-day
line—and as a result, much of the world’s hope for eliminating extreme poverty
now rests there. If India can implement effective policies over the next decade to
raise living standards, it can turn the tide in the global fight against poverty.

7 Martin Ravallion, How long will it take to lift one billion people out of poverty? World Bank
policy research working paper number 6325, January 2013. The more optimistic scenario
assumes that over the next decade developing economies maintain the faster trajectory of
economic performance and poverty reduction they have achieved since 2000.

8  See Peter Edward and Andy Sumner, The future of global poverty in a multi-speed world:
New estimates of scale, location, and cost, International Policy Centre for Inclusive Growth
working paper number 111, June 2013; Laurence Chandy, Natasha Ledlie, and Veronika
Penciakova, The final countdown: Prospects for ending extreme poverty by 2030, Brookings
Institution policy paper number 2013-04, April 2013; and Homi Kharas and Andrew
Rogerson, Horizon 2025: Creative destruction in the aid industry, Overseas Development
Institute, July 2012.
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Exhibit 2
Extreme poverty is forecast to fall to approximately O Extreme poverty rate®
9 percent globally by 2030 e e

Population of developing economies below
$1.25-per-day poverty line' (in purchasing power parity,
at 2005 international prices)
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1 Forecasts use survey methodology and include two economic growth scenarios and three income distribution scenarios.
2 Simple average of six scenarios.
3 Based on medium variant population forecast.
SOURCE: World Bank; Peter Edward and Andy Sumner, The future of global poverty in a multi-speed world, 2013;
UN Population Division; McKinsey Global Institute analysis

India contributed to the world’s progress by halving
the share of people in poverty from 1994 to 2012

India has made significant strides in reducing poverty: the share of people
living below the government’s official poverty line dropped from 45 percent to
37 percent during the post-reform period of 1994 to 2005, even as the absolute
number remained static at about 400 million.®

From 2005 to 2012, India’s GDP grew at a more rapid clip of 8.5 percent per
year. Suddenly, India was among the ranks of the fastest-growing developing
economies in the world—and simultaneously, the government made a strong
commitment to faster poverty reduction through increased spending on social
welfare programmes. India also endeavoured to create a rights-based framework
for development through the Mahatma Gandhi National Rural Employment
Guarantee Act (MNREGA) in 2006, the Right to Education Act in 2009, and, most
recently, the National Food Security Act in 2013.°

This confluence of events ought to have yielded tremendous bengfits for

India’s poor. And indeed, from 2005 to 2012, India’s pace of poverty reduction
accelerated. The share of the population below the official poverty line fell from
37 percent in 2005 to 22 percent in 2012—the fastest rate of poverty reduction

9  Throughout this report, we refer to periods in the Indian context based on accounting year
conventions in India. Thus 1994 refers to the accounting period 1993-94, running from April
1, 1993, to March 31, 1994.

10 See Appendix F for a list of major government programmes.



McKinsey Global Institute
From poverty to empowerment: India’s imperative for jobs, growth, and effective basic services

India has achieved since the economic reforms of the early 1990s—as an
impressive 137 million people rose above this threshold (Exhibit 3).

Exhibit 3
Since 1994, India has halved the share of those in extreme poverty

Head-count ratio of people below India’s official poverty line
%
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official poverty line
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India’s total population
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890 1,090 1,190 1,230

SOURCE: Planning Commission of India; McKinsey Global Institute analysis

Even as we acknowledge this achievement, it is time to question whether
exiting poverty is enough to guarantee a decent life. Answering this requires
an understanding of the extent and nature of the needs—both met and
unmet—of India’s people. It requires exploring whether achieving the official
poverty benchmark enables the poor to obtain nutrition, health, education, and
economic security.

India’s official poverty line does not fully account for
human development, making a more holistic measure
necessary

India’s human development indicators show that deprivation extends well beyond
the 22 percent of Indian who live below the official poverty line. Forty percent of
the nation’s children under the age of 3 suffer from malnutrition. Fifty percent of
its households have no access to improved sanitation facilities. Seventy percent
of those between the ages of 15 and 65 have only a primary school education—or
no education at all. These statistics are symptomatic of the broader issue of poor
living standards experienced by a significant portion of India’s population. India’s
human development indicators do not compare favourably to those of several
other countries at similar or lower levels of income (Exhibit 4).
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Exhibit 4
A number of countries with lower incomes than India Worse than India
have achieved better human development indicators @ Better than India
2010
GDP Children under 5 Population
per who are Mean years DPT immunisation  with improved
capita’ underweight of education among 1-year-olds sanitation

E India 1,543
m Nigeria 1,485
‘ * Vietnam 1,408
E Laos 1,261
m Cameroon 1,196
ﬂ Senegal 1,083
m Cambodia 878

Kenya 816

% (adults) % %

1 2011 data.
SOURCE: United Nations Development Database; World Bank Group; McKinsey Global Institute analysis

A focus on these aspects of poverty led MGI to consider whether there is a way
to create a more comprehensive measurement using the currently available
government data sets and estimates of what it would take for the average Indian
household to meet its full range of fundamental human development needs.
The result is the Empowerment Line, which is an expenditure-based poverty
measure—one that takes into account what constitutes a “minimum acceptable
standard of living” as defined by the ability to meet eight basic needs.

In addition, poverty goes beyond incomes and the affordability of basic services—
it also involves lack of access to those services. This is especially relevant in
education and health care, which depend on shared social infrastructure such
as schools and hospitals. For example, India has only 1.3 hospital beds per
thousand people, well below the world average of 3.0 and the recommended
norm of 3.5 set by the World Health Organization. The shortage of medical
facilities is compounded by absenteeism among doctors, nurses, and other
health-care professionals. Even in India’s cities, where the density of hospital
beds is much higher, it is often difficult to obtain affordable health care. Poor
human development outcomes reflect weak levels of access to basic services,
compounded by much of the population’s inability to afford these services even
where they are available.

Effective poverty reduction that can lift human development requires addressing
the issue from both of these angles (see Box 1, “The need to measure poverty
beyond expenditure and income”). Therefore, to complement the Empowerment
Line’s focus on household purchasing power, we also build an assessment

of availability of basic services and social infrastructure from a geographic
perspective, using more current district-level (rather than household-level) data.
See Chapter 4 for more on MGI’s Access Deprivation Score.
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Where there is deprivation, there are barriers to the advancement of human
development, which economists Mahbub ul Hag and Amartya Sen defined for

the United Nations Development Programme as “a process of enlarging people’s
choices. The most critical of these wide-ranging choices are to live a long and
healthy life, to be educated, and to have access to resources needed for a decent
standard of living. Additional choices include political freedom, guaranteed human
rights and personal self-respect”. Designing a rigorous economic metric that can
integrate this multitude of aspirations is no easy task.

Expenditure-based (or income-based) poverty measures view deprivation through

a single lens: consumption expenditure (or income). But this approach has proved
inadequate in capturing the multiple deprivations that are part and parcel of a life
lived in poverty, including education, health care, drinking water, and housing, all

of which are fundamental to the concept of human development.! Someone living
above the poverty line in terms of expenditure may still be deprived if he cannot
access medical care, is illiterate, or finds it difficult to get safe drinking water despite
the ability to pay. The limitations of expenditure-based metrics have prompted
researchers and scholars to develop alternate measures of poverty.

The Multidimensional Poverty Index (MPI), a household survey-based assessment
devised by the Oxford Poverty and Human Development Initiative (OPHI), is a strong
push in this direction. It was developed to complement the $1.25-a-day measure
created by the World Bank Group. The MPI goes beyond the traditional focus on
expenditure or income to reflect the multiple deprivations that a poor person faces

in three key areas: education, health, and living standards.? It takes into account ten
indicators (such as child mortality, school enrolment, and access to electricity) and
arrives at a measure of poverty that captures the hardships experienced by the poor.

Based on the MPI, 1.6 billion people worldwide (or 31 percent of the population

in the 104 countries analysed) lived in poverty in 2013. This is far higher than the
1.2 billion people (or 21 percent of the developing world’s population) living in
extreme poverty as defined by the $1.25-a-day line. Just over half (51 percent) of
those considered poor by the MPI benchmark live in South Asia and 29 percent
in sub-Saharan Africa. The MPI identifies at least 400 million people who are not
“extremely poor” but are poor in the practical and tangible sense of doing without
the basics.

The MPI was estimated for India in 2005-06 (based on National Family Health
Survey data). It indicated that 48.5 percent of India’s people were deprived on
multiple indicators—compared with government figures showing that 37 percent

of the population was officially poor in 2004-05. This suggests that India’s official
poverty count, which stood at just 22 percent of the population in 2012, may also fail
to measure the true extent of deprivation. Unfortunately, the OPHI has not been able
to update India’s MPI since 2006 due to limitations in the current data sets available.

1 Sudhir Anand and Amartya Sen, “Concepts of human development and poverty: A
multidimensional perspective”, in Human development papers 1997, United Nations
Development Programme.

2  Sabina Alkire and Maria Emma Santos, Multidimensional poverty index, Oxford Poverty and
Human Development Initiative, July 2010.
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The Empowerment Line reveals that 680 million
Indians lack minimum acceptable standards of living

MGI's Empowerment Line is a new metric that takes into account the needs

of hundreds of millions of citizens who are above the threshold of the official
poverty line but continue to face multiple deprivations. We start by defining an
economically empowered household, in the Indian context, as one that is able
to fulfil eight basic needs at a minimum acceptable level: food, energy, housing,
drinking water, sanitation, health care, education, and social security. Meeting
these requirements would guarantee a decent if modest quality of life.

Using the cost-of-basic-needs approach, MGlI’'s Empowerment Line is an
expenditure-based measure of poverty that builds on the thinking of leading
welfare economists (see Box 2, “The cost-of-basic-needs approach”)."" We
estimate the cost to each family of obtaining the goods and services required to
meet these needs, assuming that infrastructure and access points are available
at an efficient cost. We then subtract the estimated value of public goods and
services that are already being delivered to them, free of cost.” This formula
yields the Empowerment Line, or the level of private household consumption
needed to achieve minimum acceptable standards of living (Exhibit 5).

Between poverty and empowerment lies a continuum of incomes and
expenditures. Poverty lines aim to define in a relatively precise yet simple
way the threshold of income, consumption, or well-being above which a
person is no longer “poor”, in order to shape policy responses.

The cost-of-basic-needs approach employed in the Empowerment Line
estimates the normative cost of a minimum threshold of consumption across
the most basic human needs. First used in a study of poverty in York,
England, by Seebohm Rowntree in 1899, the cost-of-basic-needs method
has the advantage of anchoring the definition of poverty in the day-to-day
economic realities of the poor. But it does elicit some criticism, since it
requires some judgment to define what constitutes “basic needs” and the
minimum amount of consumption across each one to no longer be “poor”.
It is also difficult to use this approach to make consistent comparisons over
time, given incomplete pricing data and changes in what constitutes the
appropriate bundle of goods and services that make up basic needs.

Nevertheless, the cost-of-basic-needs approach can more accurately
assess the extent of unmet needs and guide programmes that attempt to
bridge these gaps. The Empowerment Line we propose for India is a starting
point that can be further refined in terms of the essential components of

a “minimum acceptable standard of living”. Richer data can also be used

to identify regional price variations and better estimate the cost of service
delivery in different parts of India.

11 See Jonathan Haughton and Shahidur R. Khandker, Handbook on poverty and inequality,
World Bank, 2009, and Martin Ravallion, Poverty lines in theory and practice, Living
Standards Measurement Study working paper number 133, World Bank, 1998.

12 Where goods are partially subsidised by the government (as in the case of subsidised food),
we subtract the subsidised component.
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Exhibit 5

The Empowerment Line calculates the cost of meeting eight basic needs,
minus the value of government services that reach the people

Normative consumption requirement and Empowerment Line

INR per capita per month, 2011-12; 2011-12 prices

1,544 208
14 14
Other! 221 25
37 29 I 1’335
Social security 30
Housing 96 221
Educationz “
Energy 154
128

Health3
Food

Normative Effective public spend Empowerment Line

consumption required on basic services

1 Includes clothing, footwear, travel, entertainment, communication, and domestic appliances.
2 Includes costs of primary education and secondary education (or vocational training).

3 Includes health care, drinking water, and sanitation.

NOTE: Numbers may not sum due to rounding.

SOURCE: McKinsey Global Institute analysis

To estimate the number of people who live below the Empowerment Line, we
use the National Sample Survey Office’s (NSSO) household consumption survey,
which is also the base data set used by the government to estimate the number
of people living below India’s official poverty line.™

The Empowerment Line thus presents a more holistic picture of deprivation in
India using the most current and credible data sets available, and we believe it
can serve as a helpful starting point for a larger debate on how India can finally
break the grip of poverty.

Determining India’s Empowerment Line at the national level, as well as for urban
and rural India, involves the three steps outlined below, which are described in
further detail in Appendix A.

STEP 1: THE COST OF MEETING EIGHT BASIC NEEDS IS
ESTIMATED AT RS. 1,544 PER CAPITA PER MONTH FOR THE
AVERAGE INDIAN

We prioritise eight basic needs as core elements: food, energy, housing, drinking
water, sanitation, health care, education, and social security (Exhibit 6). We

also make a modest allowance for additional consumption such as clothing,
transportation, communication, and recreation. We include only consumption

13 The accuracy of the NSSO surveys has been widely debated. However, we have used
statistics from the NSSO, as it is the most accurate and extensive household-level
expenditure database available. For a detailed discussion of this issue, see Arvind Panagariya
and Megha Mukim, A comprehensive analysis of poverty in India, World Bank, Policy research
working paper 6714, December 2013, or Surjit S. Bhalla, Inclusion and growth in India: Some
facts, some conclusions, London School of Economics Asia Research Centre working paper
number 39, 2011.



requirements in the basket, while acknowledging that issues such as the
expectation of physical security or the right to self-expression are essential parts
of human development but are harder to quantify in economic terms.

Exhibit 6

Eight basic services contribute to a minimum acceptable standard of living
Insurance to cover income 2,100 (urban) or 2,400 (rural)
loss based on 2% calories, including 60 grams protein

premium-to-coverage ratio and 40 grams fat, per capita per day!

Social

Access to primary education security
and secondary education
(substitutable with vocational
training) for all children
based on accepted norms

Access to clean cooking fuel and
electricity for lighting needs,
based on minimum energy
consumption levels

Basic
services

Access to an essential basket Health care 215 (rural) or 275 (urban)
of primary, secondary, and square feet of acceptable
tertiary health-care services housing

Drinking
water

Sanitary latrine in rural households, and 70 (rural) or 135 (urban)
underground sewerage with wastewater litres per capita per day of
treatment in urban households piped water supply?

1 Protein and fat norms for adults.
2 Drinking water encompasses water for household uses as well as for personal consumption.

SOURCE: McKinsey Global Institute analysis

For each basic need, we define minimum acceptable standards of consumption
in physical terms, at an individual or a household level, using goals and norms
established by the Indian government and expert bodies. Physical standards of
consumption in food, for instance, set the requirements of 2,400 calories per
day for an individual in rural areas and 2,100 in urban areas (validated for the
carbohydrate, fat, and protein mix and for gender, ages, and occupations). For
energy, we use estimates of the value of minimum non-discretionary rural and
urban fuel consumption per person. For housing, we take a minimum space of
215 square feet for rural areas and 275 square feet in urban areas. For water,
government estimates indicate that individuals in rural areas require at least

70 litres per day and urban individuals require 135 litres per day to cover both
personal consumption and household uses. For sanitation, we assume every rural
household should have access to a latrine, and every urban household needs
access to sewerage and a solid waste management system. For health care, we
use the cost of providing universal coverage, which is estimated by constructing
a package of basic health-care interventions. Educational needs are pegged at
a minimum of primary and secondary schooling for all children (with vocational
training as an acceptable substitute for the high school component). See
Appendix A for details on the various sources used.

For each component of consumption, we develop estimates of a normative cost
(that is, the cost at which each need can be met), assuming there are efficient
models of delivery available to all households. We develop variations of these
costs for urban and rural areas and for each state. We add the cost of each
element together to arrive at the total economic cost of achieving a minimum
acceptable standard of living.
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Using this methodology, the national average normative consumption required

to meet the minimum acceptable standard of living is Rs. 1,544 per capita per
month (in 2011-12 prices). For a family of five, this would mean a cost of living of
Rs. 7,720 per month. The average normative consumption required in urban India
is Rs. 1,922; in rural India, it is Rs. 1,420.

STEP 2: THE VALUE OF GOVERNMENT SERVICES REACHING
THE PEOPLE IS ESTIMATED AT RS. 208 PER CAPITA
PER MONTH

Part of an individual’s normative cost of living may be borne by the government.
Hence, we lower the total cost of an acceptable standard of living by the amount
of public spending on these goods and services that actually reaches the people.
The public spending for each basic need is the total of expenditure by India’s
central and state governments towards addressing that need (for example, the
money spent to subsidise food and fuel, run health-care centres and schools, or
pay wages under MNREGA). In 2012, India’s annual government spending on the
eight basic services in our basket totalled Rs. 570,000 crore' ($118 billion)—or
Rs. 390 per capita per month.'®

Not all this spending translated into benefits delivered to citizens, and the
Empowerment Line is adjusted to reflect only the portion that did. This share

is estimated using data from the government’s National Sample Survey for
food, fuel, and employment guarantee wages, and government statistics on
health and education outcomes vs. spending across India’s states. Overall,

we estimate that just half of government spending—or Rs. 208 per capita

per month'®—helps people achieve their basket of eight essential needs (see
Chapter 2 and Appendix B for further details). We deduct this adjusted amount
of public spending from the normative consumption requirement to reach the
Empowerment Line.

STEP 3: AT RS. 1,336 PER CAPITA PER MONTH, THE
EMPOWERMENT LINE IS MORE THAN 1.5 TIMES THE
OFFICIAL POVERTY LINE

The nationwide Empowerment Line is estimated at Rs. 1,336 per capita per
month ($27.80 in 2011-12 prices). A family of five would need about Rs. 6,700 per
month of private consumption to reach this threshold.”

The Empowerment Line’s minimum standards of consumption are more than

50 percent higher than those implicit in the official poverty line (Exhibit 7). Food
costs are 23 percent higher, for example, although food accounts for a smaller
share (43 percent) of the consumption embedded in the Empowerment Line than
its share (54 percent) to meet the official poverty line. Non-food elements, notably
health and education, are given greater weight in the Empowerment Line basket
of consumption than in that of the official poverty line.

14 One crore is equal to ten million.

15 There are two types of public spending: substitutes for private expenditure (such as electricity
subsidies or the cost of running a school) and spending that boosts private incomes (such as
cash transfers through work programmes). Because of the empirical difficulty of separating
out the two, we include both types of public spending.

16 The estimated average government spending on basic services that reaches a person in the
bottom seven deciles of the population by expenditure.

17 All Empowerment Line figures are given in 2011-12 prices.
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Exhibit 7

The Empowerment Line is more than 50 percent higher than the official
poverty line, with substantial variation in requirement by service
Official poverty line and Empowerment Line

INR per capita per month, 2011-12; 2011-12 prices

Ratio of Empowerment Line
1,336 g .
to official poverty line

221 Other? 1.2x
16 Social security
106 Education* 3.8x
874
128 Energy 1.2x
185
46 ] Health® @

Food @

Official poverty Empowerment
line 2011-2012" Line 2011-2012

Subcomponents calculated based on Tendulkar poverty estimation methodology used in 2004-05.

Includes clothing, footwear, travel, entertainment, communication, domestic appliances, etc.; corresponding category in

official poverty line does not include travel.

3 Corresponding category in official poverty line includes travel costs.

4 Includes primary and secondary education costs; corresponding category in official poverty line includes all education
costs.

5 Includes health care, drinking water, and sanitation; corresponding category in official poverty line includes health care
only.

NOTE: Numbers may not sum due to rounding.

SOURCE: Report of the Expert Group to Review the Methodology for Estimation of Poverty, Planning Commission, 2009;

McKinsey Global Institute analysis

N =

As expected, there are significant variations across urban and rural India,
reflecting different physical norms and costs of living. The urban Empowerment
Line is set at Rs. 1,692 per capita per month, and the rural Empowerment Line is
estimated to be Rs. 1,228.

680 MILLION PEOPLE LIVE BELOW THE EMPOWERMENT
LINE, 2.5 TIMES THE OFFICIALLY POOR

As of 2012, almost 680 million people (56 percent of India’s population) had
consumption levels below the Empowerment Line. This is 2.5 times the number of
Indians who fall below India’s official poverty line—and it indicates that a majority
of citizens lack the ability to meet their basic economic needs.

The cost of bridging the gap between the population’s current consumption
and the levels called for in the Empowerment Line in 2012 was about

Rs. 332,000 crore ($69 billion) per year or about 4 percent of GDP. We call this
the “Empowerment Gap”—and it is seven times the cost of bridging the poverty
gap, or the difference between the current consumption of India’s officially poor
and the consumption level implicit in the official poverty line (Exhibit 8).
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Exhibit 8

The Empowerment Gap, at Rs. 332,000 crore ($69 billion),
is seven times larger than the poverty gap

Average monthly consumption expenditure

INR per capita per month, 2011-12, in 2011-12 prices

3,000
2,500

2,000

Empowerment Gap'
1,500  INR 332,000 crore ($69 billion)? )
< Empowerment Line

/ Below Empowerment Line 1,336
1,000 F 56% (680 million people
b ) < Official poverty line
}/ 874
Poverty gap'’ Below poverty line
INR 50,000 crore ($10 billion)? 22% (267 million people)

0 ! ! ! ! ! ! ! ! ! ! ! ! ! ! ! ! ! |

0 5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90
Percentile of population (%)

500

1 The Empowerment Gap and the poverty gap are defined as the aggregate differential between actual private

consumption expenditure and the consumption requirements of the Empowerment Line and the poverty line, respectively.

2 Using average exchange rate of $1 = INR 48.0769 for April 2011-March 2012.
SOURCE: National Sample Survey Office survey, 68th round; McKinsey Global Institute analysis

Urban India is home to 171 million people below the Empowerment Line, while
the remaining 509 million live in rural areas. However, the depth of deprivation,
as measured by the per capita Empowerment Gap as a proportion of the
Empowerment Line, shows that people below the Empowerment Line are equally
disadvantaged regardless of whether they live in urban or rural India (Exhibit 9).

Exhibit 9
The per capita Empowerment Gap is similar in urban and rural India
on a relative basis

Empowerment Line and per capita Empowerment Gap, 2012
INR per month

Urban Rural

1,692

1171
370
859 (30%)
Empowerment MPCE of BEL Per capita Empowerment MPCE of BEL Per capita
Line population’ Empowerment Line population? Empowerment
Gap? Gap?

BEL population
% 44 61
Million 171 509

1 MPCE = Monthly per capita expenditure, average; BEL = Below Empowerment Line.

2 The Empowerment Gap is defined as the monetary value of the difference between actual private consumption
expenditure and the consumption requirements of the Empowerment Line.

NOTE: Numbers may not sum due to rounding.

SOURCE: McKinsey Global Institute analysis
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The Empowerment Line therefore magnifies the economic challenge of alleviating
poverty by a factor of seven. Bridging the Empowerment Gap will be significantly
more challenging than simply raising public spending by an additional 4 percent
of GDP, however. In reality, it will require investing substantially more in order to

fill gaps in social infrastructure and access to basic services over a sustained
period of time—and these services will need to become more effective to ensure
that the maximum number of people can derive real benefit from them. As we will
discuss in greater detail in the chapters that follow, we estimate that on average,
Indians currently lack access to 46 percent of the services they need and that just
50 percent of government spending actually reaches the people.

o 0O O

India has made tangible strides in alleviating extreme poverty, but even

the millions who have risen above the official poverty threshold continue to
struggle for a basic sense of security and dignity. The Empowerment Line, as

a new measure of what constitutes a minimum acceptable standard of living,
quantifies their needs and creates a framework for addressing their aspirations
for a better life. In magnifying the challenges facing India’s policy makers, this
framework also points to the need for a broader set of solutions beyond a simple
increase in subsidies.









2. What keeps India poor

Since independence, poverty reduction has been the focus of successive
governments in India, as encapsulated in the 1971 Garibi hatao (“Abolish poverty”)
campaign. Yet the cost-of-basic-needs lens adopted by the Empowerment Line
highlights the fact that the vast majority of Indians still do not have minimum
acceptable living standards. They lack both adequate incomes and access to a
range of effectively delivered basic services.

To understand what keeps India poor, a look at the recent past is revealing.
Productivity growth that led to rising incomes and private consumption has driven
the major share of recent poverty reduction. However, its impact could have been
greater if India had created more and better non-farm jobs and raised agricultural
yields faster. Public spending on basic services, the other lever, contributed

much less to poverty reduction. Not only has India under-invested in critical
areas such as health care, but across all areas, just half of what is spent actually
reaches the people. Addressing these shortcomings is critical to solving India’s
poverty challenge.

Some three-quarters of past reduction in the
Empowerment Gap was due to rising incomes

Productivity growth is the key to raising incomes and living standards. This

is evident when we look back in time to identify factors that led to past
improvements in the Empowerment Gap. Between 2005 and 2012, India’s share
of people below the Empowerment Line fell from 78 percent of the population to
56 percent. During the same period, the Empowerment Gap fell by 44 percent,
from Rs. 597,000 crore in 2005 to Rs. 332,000 crore in 2012 (in 2011-12 prices).

This progress was driven by two factors: rising incomes and personal
consumption on the one hand, and rising public spending on basic services on
the other. To quantify the impact of the first lever, we rely on NSSO estimates of
the per capita private consumption of people who were below the Empowerment
Line in 2005, adjusting for population growth in the seven years to 2012. To
quantify the second lever, we rely on published fiscal data, assuming constant
effectiveness of spending over this period.

Based on these broad estimates, we conclude that rising incomes and private
consumption growth contributed an estimated 74 percent of the reduction in the
Empowerment Gap achieved from 2005 to 2012 (Exhibit 10). Increased public
spending had a much smaller effect, driving 26 percent of the reduction in the
Empowerment Gap for those below the Empowerment Line in 2005. Its impact
was greater for the poorest segments of the population, contributing 30 to

35 percent of the improvement experienced by those below the official poverty
line, though rising incomes drove the bulk of the impact for them, too.
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Exhibit 10
About 75 percent of recent reduction in the Empowerment Gap was
attributable to higher incomes, the rest to more public spending

Empowerment Gap from 2004-05 to 2011-12
INR thousand crore, 2011-12 prices

332
Empowerment Impact of increase Gap (2011-12) Private Additional public ~ Empowerment
gap, 2004-05 in population holding per capita consumption spend reaching gap, 2011-12
consumption growth due to the people’
constant higher incomes
Share of past poverty reduction For below
o B 74 26
%o Empowerment Line
For below poverty line 66 34

1 Public spending reaching the people is about 20% of monthly per capita expenditure for the population below the
Empowerment Line in 2012.
NOTE: Numbers may not sum due to rounding.
SOURCE: National Sample Survey Office, household consumption survey, 61st (2005) and 68th (2012) rounds; McKinsey
Global Institute analysis

The contribution of private consumption to the narrowing of the Empowerment
Gap was high due to productivity growth. As India experienced rapid GDP growth
of 8.5 percent annually from 2005 to 2012, household incomes increased.'® But
more broad-based economic growth driven by additional non-farm job creation
could have reduced the Empowerment Gap to an even greater extent.

India has raised public expenditure on social welfare programmes aggressively
since 2005, but the impact has been muted—in large part because much

of that spending never reached its intended beneficiaries. An estimated

Rs. 285,000 crore ($59 billion), or some 50 percent of public resources meant for
improving the lives of average citizens, did not actually reach the people as real
benefits in 2012, as we will discuss in further detail later in this chapter.

Broad-based income gains were limited by weak
non-farm job creation

Improvements in productivity—both within individual sectors and due to the
movement of labour into higher-productivity sectors—lead to higher incomes.
Although India has made strides on this front, the most meaningful productivity
improvements have been concentrated in capital- and skill-intensive sectors.
Three factors have contributed to a relatively poor productivity performance in
the broader economy: the slow pace of non-farm job creation, a high share of
unorganised and sub-scale enterprises, and a skills shortage in the labour force.

18 Government employment guarantee programmes may have also had an indirect impact on
household consumption due to an increase in rural minimum wages, but the impact is hard to
quantify, and we have not disaggregated this component of total consumption growth.
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NON-FARM JOB CREATION HAS BEEN INADEQUATE,
RESULTING IN LOW PRODUCTIVITY

Nearly half of India’s workforce (and 60 percent of the “working poor”) is
employed in agriculture—but the sector’s labour productivity is one-third to half
the levels in unregistered manufacturing® and construction, which are themselves
among the lowest-performing sectors in the economy (Exhibit 11).

Exhibit 11

More than half the workforce is concentrated in agriculture, B Agriculture
where productivity is far below that of other sectors Industry
Productivity and employment by sector, 2010 Services

Productivity per worker
INR thousand per year, in 2004—-05 prices

1,000
r Banking and insurance

800 Real estate and business services
(T Utilities

600 Registered manufacturing

Mining
(( Public administration and defence

400 Transport, storage, and communications
Trade, hotels, and restaurants
Other services
200 (

Construction

( Unregistered manufacturing
F ’7 Agriculture

0 !

0 5 10 15 20 25 30 35 40 45 50 55 60 65 70 75 80 85 90 95 100

Share of employment
%

SOURCE: National Sample Survey Office survey, 66th round; Ministry of Statistics and Programme Implementation;
McKinsey Global Institute analysis

Job growth in non-farm sectors has a doubly favourable impact on poverty
reduction. These higher-productivity jobs offer workers higher wages—and they
also raise the labour productivity of those left on farms, as fewer workers are
employed per unit of land. But India’s shifting of labour out of agriculture has
moved too slowly to have a great impact on poverty reduction. India created just
65 million non-farm jobs in the past decade (China, by comparison, generated
120 million non-farm jobs over this period). This was just enough to keep pace
with growth in India’s labour force, but not enough to move workers out of
agriculture. In addition, India’s labour force participation rate remains low by
international standards (see Box 3, “India’s missing female workforce”).

19 The “working poor” are defined as employed persons with monthly household consumption
expenditure below the official poverty line.

20 The registered sector of manufacturing covers all factories employing ten or more workers
and using power; those employing 20 or more persons but not using power; and bidi and
cigar establishments registered under the Bidi and Cigar Workers’ Act of 1966 employing ten
or more workers using power and 20 or more workers but not using power.
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Box 3. India’s missing female workforce

Just 57 percent of India’s population participates in the labour force—well below
the levels of 65 to 70 percent seen in other developing economies (Exhibit 12).

A major factor behind this anomaly is the notable dearth of Indian women in

the workplace. A smaller share of women works outside the home in India than

in virtually any other nation in the world (only Pakistan and a few countries in

the Middle East and North Africa have lower shares). Just 40 percent of India’s
women in their prime working years (ages 25-54) were economically active in
2010, compared with 88 percent of women in China and 73 percent in Brazil. This
is not just a rural phenomenon: only 24 percent of women of prime working age in
India’s cities have jobs, compared with around 65 percent in urban China.

Between 2005 and 2010, women’s participation in the workplace actually fell
from an already low 42 percent to just 32 percent. The general trend of slow
job creation, which stymied both men and women seeking better employment
opportunities, is potentially one factor behind this. Women from the poorest
and most unskilled segments of the population are more likely to be driven to
work by necessity, and they often turn to agriculture, low-skill retail trade, and
construction. At slightly higher income and education levels, such work may
become unappealing, resulting in a drop in women'’s labour force participation
in the absence of more attractive options. Other drivers could also be at work,
including poor workplace security and a scarcity of opportunities involving better
and safer jobs in medium-skilled services and light manufacturing.

Exhibit 12

India has a lower labour force participation rate than many other countries,
due to the low participation of women

Labour force participation rate, 2010’

o mEEem e E

Age India China Thailand Brazil Indonesia gtnai::: Mexico Malaysia

15-24 54 61 56 72 62 52 62 47
Male 25-54 98 97 96 93 97 89 95 96

55+ 67 56 62 54 71 46 62 58

15-24 || 22 63 40 55 41 50 34 32
Female | 25-54 40 88 82 73 58 75 55 56

55+ 23 25 40 28 40 34 26 18
Share of

215-year- olds

%

74

62

1 Defined as ratio of number of persons in the labour force in a cohort to the total population of the cohort.
SOURCE: International Labour Organisation; National Sample Survey Office survey, 66th round; McKinsey Global Institute

analysis
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When workers leave the farm, it can have a direct positive impact on their
incomes. At current average productivity levels, an agricultural worker could
become two to three times as productive in a non-farm job, even in unorganised
manufacturing or construction. He would be five times as productive if he could
acquire the right training and obtain a job in the retail trade sector, in a restaurant
or hotel, or in another low- to medium-skill service sector (such as security
services or chauffeuring). That worker’s productivity would be ten times as high
with a job in formal manufacturing.

The importance of this shift is hard to overstate. If India had created 50 million
more non-farm jobs from 2005 to 2012 (assuming these jobs had the same
average productivity as the construction sector and that overall labour force
participation remained constant), the results would have been significant. The
higher earnings associated with this shift could have lifted 100 million more
Indians above the Empowerment Line.

Chapter 6 contains a more in-depth discussion of the structural barriers that
inhibit non-farm job creation in India. These include inadequate infrastructure,
inefficient land markets, the administrative burden and excessive red tape facing
businesses, tax and product-market distortions, inflexible labour laws, and a
shortage of workforce skKills.

PRODUCTIVITY IS LOW DUE TO THE PREVALENCE OF
UNORGANISED AND SUB-SCALE ENTERPRISES

Non-farm sectors in India’s economy have the potential to increase wages, but
they face multiple barriers to productivity growth. The potential income growth
of workers on the whole is dampened by the large share of employment in
unorganised enterprises.?! A low-skilled worker who moves from agriculture

to retail trade or light manufacturing, for example, would typically work in a
small, unorganised enterprise. The average labour productivity of unorganised
enterprises is estimated to be less than one-fifth that of enterprises in the
organised sector due to their small scale of operation, low levels of investment
in technology and capital, inefficient supply chains, and limited market access.
Employees in the unorganised sector have a lesser degree of job security and
less promising future prospects.

The share of employment in the organised sector varies significantly by state,
with the more prosperous states having created a greater share of jobs in
organised sectors. While organised sector employment was about 14 percent of
total employment nationally in 2010, its share for Tamil Nadu, Maharashtra, and
Kerala was close to 21 to 22 percent; for highly urbanised Goa, it was as high as
58 percent. At the other end of the spectrum, just 5 percent of Bihar’s workforce
was employed in the organised sector, while the share in Uttar Pradesh and
Madhya Pradesh was close to 9 percent.

21 Enterprises in the government, public sector, private limited or public limited companies,
cooperative societies, and other enterprises employing more than ten workers are considered
organised enterprises.
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India’s pace of job creation in organised enterprises has lagged behind what

is needed to accommodate population growth and make substantial income
gains. From 2005 to 2010, 65 million jobs were created, but just 20 percent

(or 13.5 million ) were in the organised sector—and most came from the
government’s rural employment guarantee programme, or MNREGA (Exhibit 13).
While these jobs did raise rural incomes, they actually lowered overall productivity
in the construction sector during this period.

Exhibit 13
Job growth in the organised sector has been led by rural construction,
which is characterised by low productivity

Organised sector employment, 2005 Incremental organised sector employment M urban
2005 and 2010 by industry, 2005-10
Million 2010 Million B Rural
Share of total 45 13.5
employment
%
29.9 30
71
Urban 14
37.0 33 13 | m
6.6 | 06|
© |
Rural
28.8 8
52.3 12
All India
65.8 14
Con- Public Real Other Total
struction’  admin- estate and
istration business
services

1 Mahatma Gandhi National Rural Employment Guarantee Act (MNREGA) contributed to about 75% of increase in
construction employment between 2005 and 2010; however, construction productivity fell by 2.1% per annum.
NOTE: Numbers may not sum due to rounding.
SOURCE: National Sample Survey Office survey, 61st and 66th rounds; Central Statistical Organisation; McKinsey Global
Institute analysis

The extremely small scale of enterprises lowers overall productivity in the
manufacturing sector. Enterprises with fewer than 49 workers account for

84 percent of India’s manufacturing employment. In sectors such as metals,
machinery, and textiles, about two-thirds of the workforce is employed in
unorganised enterprises that are typically small in size, but this share is as high
as 85 to 95 percent for more labour-intensive sectors such as wood and wood
products, apparel, and tobacco products. Extremely small units are far less
productive than larger enterprises: across manufacturing and services, a worker
in a unit employing more than 200 workers would produce 8 times the value
and earn 4.5 times more than a worker in a unit with fewer than 49 employees
(Exhibit 14).

Very small enterprises are typically the first rung up the economic ladder for
low-skill workers coming out of agriculture or entering the workforce for the

first time. In the absence of employment opportunities being created by larger
companies, many workers tend to set up their own shops (small kirana stores or
tea shops, for example) or tiny manufacturing units (engaging in businesses such
as tailoring). Alternatively, they may find work in similar establishments set up by
family members. These jobs can play a significant role in poverty reduction, but
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only if they provide the sustained growth in productivity and income required to
raise a family’s standard of living above the Empowerment Line. India seems to be
doing an inadequate job of enabling these small businesses to grow in both scale
and efficiency.

Exhibit 14

Economies of scale are positively correlated with higher productivity
and wages

Productivity by firm size, 2005

Value add per worker per year, 2005 $

Number of Average annual wage
employees $

5-49 1,450 @

50-199 5,223 @

200+ 13,089 @

+803%

SOURCE: Key indicators for Asia and the Pacific 2009, Asian Development Bank, August 2009; McKinsey Global Institute
analysis

A LACK OF SKILLS CONTRIBUTES TO LOW
WORKFORCE PRODUCTIVITY

Education and skills are critical components of productivity, and India faces
enormous challenges on this front. While significant strides have been made

in expanding primary education over the past decade, almost 70 percent of
India’s working-age population (ages 15 and above) is not educated beyond
primary school. Even more startling, nearly 50 percent of the prime working-age
population (ages 25 to 54)—or some 200 million people—has had no education at
all. Seventy-five percent of the uneducated who are employed in rural India work
on farms.

India has been expanding vocational education, but its progress pales in
comparison to the sheer size of the labour force that could benefit from training.
While 44 million workers have received formal or informal vocational training, this
is only 9 percent of the labour force. Even in the states with the most extensive
training options, no more than 20 percent of the workforce has been able to

take advantage of these opportunities; the share of workers who had received
vocational training was only 19 percent in Kerala and 18 percent in Goa in 2010.2?
In the poorer states of Bihar and Jharkhand, the corresponding numbers were

1 percent and 3 percent, respectively.

22 National Sample Survey Office (NSSO) survey, 66th round.
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Agricultural yields are only about half the levels of
many peer countries

Productivity is the driving force behind economic growth, and yet nearly half of
India’s vast labour force is engaged in low-productivity agricultural work. Because
of the sheer weight of this sector in the Indian workforce, agriculture will have to
be front and centre in any broad-based poverty reduction programme. While no
poor country has ever successfully reduced poverty through agricultural reforms
alone, very few have achieved it without increasing agricultural productivity as
part of a broader plan.®

The nation’s yield per hectare is half the average level for China, Vietnam,
Indonesia, Malaysia, and Thailand (Exhibit 15). Consequently, farm incomes

are low and climbing slowly. Farm worker productivity grew at 3.2 percent per
year between 2000 and 2010, far below the rates posted by manufacturing and
services, where labour productivity over this period grew by 5.6 and 5.7 percent
per year, respectively. The agricultural sector also reports under-employment

of about 20 percent, meaning that those employed in agriculture are not
productively occupied for 20 percent of their time.?*

Exhibit 15
Indian crop yields are significantly lower than Asian averages

Yields in India are below Asian yields Indian yields started at a lower level and are not
for all food grains except wheat catching up with those of other countries
Yield of select food grains, 2012 ® United States | Agricultural land yield
Indexed to world average g Tonnes per hectare
® Asia
® China 80 1
. China
[ ]
India 70
World 2x world
average average 6.0
Millet - ° Vietnam
e 5.0 Malaysia
Indonesia
Wheat (] 4.0
3.0 Thailand
Rice u [ [ ] -
India
2.0
Lentils e ° o
10 r
Maize n [ ] [ J o Lertrrrrii i
1980 85 90 95 2000 05 2011

1 Including India.
SOURCE: Food and Agriculture Organization of the United Nations, FAOSTAT; McKinsey Global Institute analysis

23 Growth and poverty reduction: The role of agriculture, UK Department for International
Development, December 2005.

24 NSSO Employment Survey, 66th round. This is based on the usual principal and subsidiary
status (UPSS) approach and includes workers who had work in household enterprises or
regular employment. It includes person days not worked for such issues as attending to
domestic duties, educational institutions, or being unavailable for work due to disability or
sickness (casual workers).
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In Chapter 7, we discuss some of the underlying issues in India’s farm sector that
contribute to keeping yields low. For instance, India’s farms have highly variable
levels of input intensity in terms of fertiliser, manure, water, and improved seeds.
Sowing and harvesting are undertaken with little knowledge of modern methods
and practices. Farmers have weak market access for their produce because of
issues as diverse as archaic laws, inadequate roads and storage infrastructure,
and low dissemination of price-related information.

Many of the barriers to raising yields reflect a long-term pattern of investment

in the agricultural sector. Over the past 20 years, government support to

Indian agriculture has emphasised input and output price supports more than
infrastructure, scientific research, and extension services. In 2010-11, the
government spent Rs. 86,000 crore ($18 billion) on input subsidies (primarily
fertiliser and irrigation), but only Rs. 34,000 crore on building agricultural
infrastructure such as storage, expanded irrigation systems, research, and
extension services. Input subsidies have been consistently growing 2 to 3 percent
faster than productive investment in the past decade. This has slowed the pace of
yield improvement on India’s farms.

Despite rapid overall growth, public spending is
insufficient in critical areas such as health care, water,
and sanitation

Public spending is needed to address both lack of access to services and the
inability of the poor to afford these services even where they are available. It
has played a critical role in helping the poorest segments of the population
survive—and yet we estimate that it drove just a quarter of the reduction in the
Empowerment Gap achieved between 2005 and 2012.

India has ramped up social spending in recent years (Exhibit 16). Between
2008 and 2012, government spending on the basket of eight basic services
increased at a compound annual growth rate of 20 percent in nominal terms
(about 11 percent in real terms), while nominal GDP grew at 17 percent per year.
By 2012, annual government spending on the eight basic services in our basket
of core needs totalled Rs. 570,000 crore ($118 billion)—or nearly one-quarter of
India’s annual state and central expenditure.

Spending has grown faster in some areas than in others. Between 2008 and
2012, the food subsidy programme grew by 24 percent per year in nominal
terms. Spending on India’s flagship social security scheme, the Mahatma
Gandhi National Rural Employment Guarantee Act (MNREGA) programme, also
accelerated in the past three years, posting 31 percent annual growth.?® These
programmes are designed to combat hunger and provide the poor with a social
safety net in the absence of better employment opportunities.

25 MNREGA entitles one adult member of every rural household to 100 days of unskilled
manual labour per year within 5 km of the household’s village. The people are to be
employed in the creation of durable assets and public works that would benefit the
household. If the government is unable to create employment, it is obligated to pay an
unemployment allowance.
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Exhibit 16
Approximately 23 percent of public spending goes to basic household
services; this has risen faster than GDP

All-India (central and state) spending, 2011-12
INR thousand crore ($ billion), 2011-12 prices

408 ($84) 100 £$21) 777777777 2,467 ($513)
,,,,,,,,, 4%
660 ($137) 17%
27%
728 ($151)
"""" 100%
30%
570 ($118)
Basic services Security and Infrastructure Interest Other Overall
administration payments
* Food subsidy = Defence * Railways = Fertiliser subsidy
= Fuel subsidy = Border roads = Telecom = Response to
* Education (up * Fiscaland = General economic natural calamities
to secondary) administrative services = Scientific
* Health care services = lIrrigation research
= Drinkingwater = Organs of = Power and public
and sanitation state, pension works
* Housing = Local bodies * Industry and
* Social security minerals
Government (central and state) fiscal expenditure Compound annual
INR thousand crore growth rate, %
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1 Data for 2011-12 reflects revised estimates.

NOTE: Data for 2001-02 and 2002—-03 were not available, so their values have been calculated by interpolating along the
graph. Values differ slightly from calculations for 2009—10 shown previously, as this takes into account only fiscal
expenditures; tertiary education is also included in basic services here. Numbers may not sum due to rounding.

SOURCE: Indian Public Finance Statistics, 2013; national and state budget documents; International Monetary Fund;

McKinsey Global Institute analysis

But India also needs more water systems, affordable housing, a more extensive
health-care network, and well-equipped public schools. Based on various
measures of access to such infrastructure (Exhibit 17), we estimate nationwide
access deprivation of 46 percent in 2011—that is, on average, people in India
lack access to 46 percent of the services they need to fulfil their requirements for
an acceptable standard of living. (See Chapter 4 for further detail on the Access
Deprivation Score, which has been calculated at the district and state levels as
well as at the national level.) The gaps are caused by inadequate public spending
in some areas (notably health care, water, and sanitation) as well as ineffective
spending across all areas.



McKinsey Global Institute
From poverty to empowerment: India’s imperative for jobs, growth, and effective basic services

Exhibit 17
On average, Indians do not have access to 46 percent of basic s