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China and India — The New Growth
Engines of the Global Economy?

Lisa Peterskovsky and Margot Schiiller

While the leading industrial nations are still recovering from the consequences of the
global financial crisis, China and India are already boasting very high growth rates
again. In the third quarter of 2009 China’s economic growth was 10.7 percent; India’s
was 7.9 percent. Both countries are again being portrayed as the growth engines of the
global economy.

Analysis

Despite their impressive economic successes, China and India face the following social
and economic challenges:

In the context of the economic growth, poverty in the two countries, particularly in China,
has declined significantly. However, disparities have increased in both China and India.

B High and increasing disparities in income and public goods such as health and edu-
cation could trigger societal conflicts and endanger social stability. In addition, un-
equal access to education could hamper human capital formation.

B The migration of the rural population to the cities is bringing about not only posi-
tive income and learning effects in both countries, but also considerable burdens on
infrastructure and social security systems.

B Both countries are confronted with major environmental challenges, which threaten
economic growth. Environmental policy measures often fail due to a lack of imple-
mentation at the local level.

B The inadequate expansion of infrastructure continues to be a barrier to growth. This
is particularly true of India and the rural areas of China.
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Introduction

Due to the different demographic, social, cultural
and political structures in the two countries, and
the varying reform efforts of recent years, every
comparison between China and India is of limit-
ed explanatory value. If undertaken, such com-
parisons are complicated by differences in the sta-
tistical collection and availability of relevant indi-
cators. Despite these limitations, this contribution
provides an overview of some of the development
problems that China and India face. If they do not
overcome these challenges, the continued global
ascent of both countries will be threatened.

1. The Dark Side of Economic Ascent

The social situation of China’s and India’s popula-
tion in China and India has improved significant-
ly with each country’s economic growth. This is re-
flected in the advancement of the Human Develop-
ment Index (HDI), which is based on life expectan-
cy, education and purchasing power (see Table 1).
While there is a considerable discrepancy in the
HDI between China and India, both countries
were able to significantly upgrade their rankings
within the index in the years from 1990 to 2007, al-
though China was more successful than India.

Despite these successes, the phenomenon of
poverty persists. The Headcount Index, used to
measure poverty, determines the percentage of a
population that lives below the poverty line. The
World Bank has set this line at US$1.25 per day.
Since the 1980s China has demonstrated a signifi-
cant improvement within this index. Between 1981
and 2005 the percentage of people living below the
poverty line dropped from 84 percent to 16.3 per-
cent. In India this percentage also decreased, drop-
ping from 59.8 percent to 41.6 percent. If the pov-
erty line is set at US$2,' the percentage of the pop-
ulation affected in China has declined significant-
ly (from 97.8 percent to 36.9 percent); in India this
percentage has only decreased from 86.6 percent
to 75.6 percent (Ravallion 2009: 31).

1 The United Nations and Welthungerhilfe use this poverty
line alongside the US$1.25 limit.

2 However, the growth of the Indian population since 1990
has been double that of China (see Table 1). Thus when eco-
nomic growth is seen as a determinant of poverty reduc-
tion, India would have to have achieved significantly high-
er growth than China simply to balance out the difference in
population growth.
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Table 1: Development Indicators for China

and India
Indicator China India
1990 | 2007 | 1990 | 2007
Gini Coefficient 29 42 31 37
Human Development
0.61 | 0.77 | 049 | 0.61
Index (HDI)
Population growth 1.3
052 | 21 1.4
(in %) (91)
Literacy rate
78 93 48 66
(in %)!
Pri - 5
rimary completion rate 105 101 64 85.7
1) 1)

Lif irth
.1 e expectancy at birt 683 73 597 | 647
(in years)

Infant mortality
(per 1,000 births)
Access to sanitary facilities

29 22 92 72

23 65 12 28
(% of the population)

A to drinki ¢
ccess to drinking water 67 38 71 88

(% of the population)
Urbanization ' 2% 46 o7 30
(% of the population) (08) (08)

1 Among the population over 15 years old.

% This is the ratio of the total number of students success-
fully completing the last year of primary school in a given
year to the total number of children of official graduation
age in the population. As a result of drop-outs, among
other things, values of over 100 percent result.

Sources: World Bank 1992, 1994, 2009, 2010; ADB 2009;
UNDP 2009.

While poverty has declined, income disparity has
increased in both countries. China’s Gini coeffi-
cient® grew from 29 in 1990 to 42 in 2007, pointing
to a strong increase in income disparity within a
relatively short period of time. India’s Gini coeffi-
cient increased as well, but only from 31 to 37 over
the same period (UNDP 2009). What are the rea-
sons for this growing inequality? Does it jeopar-
dize the continued ascent of the two countries?

In both countries there are similar factors that
have led to the increase in the Gini coefficient:

e [ncreasing regional disparities: Economic growth
in both countries has been notably higher in cer-
tain provinces and states than in others. In China
there are strong disparities between the east-
ern coastal provinces and the provinces in the

3 The Gini coefficient measures the unequal distribution of in-
come. It uses values from 0 to 100, with 0 representing abso-
lute equality and 100 representing absolute inequality.




country’s interior. In the eastern coastal prov-
inces poverty declined by 17 percent on aver-
age between 1981 and 2001, whereas in the inte-
rior provinces this decrease was only 8 percent
(Chauduri and Ravallion 2007: 83). In India in-
dustrialized states such as Gujarat, Maharash-
tra and Punjab are the primary contributors to
economic growth. In contrast, less developed
states such as Uttar Pradesh and Bikar as well
as parts of Madhya Pradesh, Orissa and Rajas-
than scarcely participate in overall economic
development. The average growth rate for indi-
vidual states (1981-2004) ranged from 1.7 per-
cent in Kashmir to 8.7 percent in Goa (Chauduri
and Ravallion 2007: 183). Half of the poor pop-
ulation is concentrated in five of the 28 states,
and 40 percent of the overall GDP is generated
by the five richest states.

e [ncreasing urban—rural disparity: The gap between
cities and rural areas is greater in China than in
India, and the average income in Chinese cities
is more than three times higher than that in ru-
ral areas. In India average living expenses in ur-
ban areas are only around twice as high as in ru-
ral areas (ADB 2009).* In China inequality in ru-
ral areas has increased at a rate similar to that of
the cities, but inequality within rural areas has
always been greater. In India, in contrast, the in-
crease in disparity in the cities has been greater
than that in rural areas.

o [ncreasing disparities between sectors: In both
countries, the various economic sectors have not
grown to the same extent. At the beginning of
China’s reform period it was the growth of the
primary sector which contributed predomi-
nantly to poverty reduction. Today it is the sec-
ondary and tertiary sectors which are main-
ly responsible for economic growth. In India it
continues to be the tertiary sector, followed by
the secondary sector, which generates growth.
The importance of agriculture has declined sig-
nificantly since the 1980s (Chauduri and Raval-
lion 2007: 184).

e [ncreasing disparities between social groups: InIndia
in particular there are large income gaps be-
tween the social groups that have emerged
from the caste system. In China there are also
certain social groups, namely, the ethnic minor-

4 The official statistics for China provide information on the
income of the population. For India, in contrast, they pro-
vide information on the living expenses.
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ities, that are disadvantaged in the distribution
of income.

* High concentration of income: The number of
people with above-average income has in-
creased in both countries, but a greater concen-
tration of income can be identified in China. In
2003 the richest 10 percent of the population
in China accounted for approximately 30 per-
cent of the income; in contrast, the poorest 10
percent accounted for only 1.8 percent (World
Bank 2009: 33). In India the proportion for the
same groups was 31.1 percent versus 3.6 per-
cent (Ghosh 2010: 15).

To what extent do the above-mentioned inequal-
ities represent a problem for continued ascent?
Chaudhuri and Ravallion (2007: 193) differenti-
ate between “good inequality” and “bad inequal-
ity.” Accordingly, a certain amount of inequality
simply reflects the reality of a functioning mar-
ket economy. Varying levels of education, factor
inputs , and readiness to assume risk are thereby
honored, and multifaceted incentives are created.
However, inequalities can also be the outcome of
market failure, poor coordination and inadequate
policies that are reflected in a low education lev-
el, social marginalization, corruption or econom-
ic exclusion. These deficiencies hamper economic
growth as parts of the population are left behind.
Growth and social change could be seen as nega-
tive, and possibly be blocked, by this part of the
population. The reduction of disparities is thus a
necessary condition for the continued ascent of
both countries. However, in addition to growth-
oriented strategies, sociopolitical policies are al-
so required. Ravallion (2009: 13) assumes that, in
contrast to the case for India, a redistribution of
income through the tax system could significantly
reduce inequalities in China.

* Migration as an opportunity and a challenge: Migra-
tion represents a particular challenge for both
countries. The UN estimates the number of inter-
nal migrants to be 136 million in China and 42
million in India (UNDP 2009: 106). From an eco-
nomic perspective this migration can be desirable
because it promotes labor mobility. The remit-
tances from migrants to their home villages con-
tribute to prosperity in rural areas; human capital
and labor productivity increases; and a transfer
of knowledge to the rural areas takes place.




Figure 1: The Poverty Line and the Gini
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Sources: UNESCP 2008; UNDP 2009.

The dark side of migration relates first and fore-
most to the worsening of living conditions in the
overpopulated cities, where the infrastructure is
overburdened. The migrants themselves are the
most affected.

In China migration takes place between rural
areas and cities, both within provinces and across
provincial borders from the central and western
provinces to the industrial metropolises on the
east coast. The high economic growth in the latter
area has created a strong demand for labor, par-
ticularly in the construction sector. However, the
rural migrant workers and their families are not
treated like the urban workforce. They are still not
integrated into the social security system of the
cities and have limited or no access to the educa-
tion system.

Due to language and cultural barriers, migra-
tion in India is relatively limited in comparison.
In 2001 migration between various states repre-
sented 13 percent of the population, thus affecting
five million people. A large part of the migration
movement takes place in the industrialized states
such as Punjab, Gujarat and Maharashtra, primar-
ily from rural areas to cities. In less developed
states such as Uttar Pradesh or Bihar, in contrast,
migration within rural areas predominates. It is es-
timated that the population will grow by 1.5 per-
cent annually (China: 0.65 percent) until 2026. As
a result of this growth, as well as because of in-
creasing rural-to-urban migration, the urban pop-
ulation will further increase. The strain on urban
infrastructure and the social security system will
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thus increase in India as well. Many Indian cities
already face greater problems than Chinese cities.

In both countries the state has in recent years
made efforts to improve the social situation of the
population. For example, in China the Western
Region Development Strategy is intended to re-
duce regional disparities. Additionally, the Mini-
mum Livelihood Guarantee Scheme has been in-
troduced to guarantee migrant workers a mini-
mum income. In India the National Rural Employ-
ment Guarantee Act has been in effect since 2005.
It is intended to facilitate 100 days of work annu-
ally at a minimum wage for uneducated workers.
These are only some of the policy measures which
demonstrate how seriously social disparities, pov-
erty and the challenges of increasing migration are
now being taken in China and India.

2. The Ecological Challenge

China’s and India’s economic ascent is accompanied
by enormous environmental impacts. The greatest
challenges for the two countries are as follows:

e Energy use and air pollution: With burgeoning
economic growth, energy use in both countries
has increased. The energy intensity is, however,
very high: 0.78 in China and 0.69 in India.” While
both countries have been able to reduce these
ratios, there is a large energy intensity gap com-
pared to the EU, which has a ratio of 0.15 (IEA
2007). As aresult of the energy mix, higher ener-
gy use means more severe environmental prob-
lems. In both China and India a large propor-
tion of energy requirements are met by utiliz-
ing fossil fuels, primarily coal. The proportion
of oil employed is also continually increasing.
The input of fossil fuels to produce energy is
responsible for 83 percent of emissions world-
wide. These emissions contain greenhouse gas-
es, including carbon dioxide and nitrous oxide,
which can cause major health problems among
the population and, as a result of acid rain, lead
to soil infertility, forest degradation and desert-
ification. According to the World Bank, 20 of the
30 cities with the worst air quality worldwide
are located in China (World Bank 2007: 174). A
further four are located in India.

5 Energy intensity indicates how much energy must be used
to generate a particular unit of GDP. The higher the energy
intensity, the more inefficient the production.




o Water pollution: It is estimated that 90 percent of
the bodies of water in Chinese cities are polluted
(China Daily 2009). In India the situation is al-
most as serious. The Indian Ministry of the Envi-
ronment has stated that 70 percent of the coun-
try’s ground water and its bodies of water are
contaminated. This is due to the fact that unfil-
tered industrial effluent is often discharged into
rivers. In China only approximately one-quarter
of effluent is treated in purification plants (Tei-
chert and Wilhelmy 2007). In India this figure
is also roughly 25 percent (German Trade and
Invest2009). Water pollution results from the ex-
cessive use of fertilizers and pesticides, as well
as from industrial effluent and private urban
households” waste water. The consequences in-
clude illnesses, particularly gastrointestinal ail-
ments, and an increase in the cancer rate as a re-
sult of industrial effluent.

e Waste disposal issues: Urbanization also leads to
waste being concentrated in the cities. It is esti-
mated that in the coming years the amount of
waste in India will increase significantly. China
already produces 16 million tons of waste annu-
ally, a quarter of the global total. This waste is de-
posited in large part in dumps, but has increas-
ingly been being burned. Both methods are as-
sociated with considerable environmental dam-
age: the sludge gas that results from the large-
scale dumping is 20 times more detrimental in
terms of climate change than carbon dioxide.

The governments of China and India are now ful-
ly aware of these environmental problems. How-
ever, in international fora they continue to argue
that their per capita energy use and emission lev-
els are lower than those of Western industrial-
ized nations and Japan.® Nevertheless, this decla-
ration doesn’t solve any of the above-mentioned
environmental problems, which could be reduced
through the use of alternative energies. Seven per-
cent of China’s energy is currently derived from
renewable energy sources. This proportion is to
be increased to 15 percent by 2020 (China FAQs
2009). In addition, energy efficiency is to be in-
creased through, among other things, the devel-
opment of alternative drive systems for the auto-

6 This claim is easy to support with figures. When one adds
up the total emissions from 1900 to 2005, China and India
account for only 10 percent, whereas the USA and the EU
account for 50 percent (World Energy Outlook. China and
India Insights, IEA 2007).
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motive industry and the general promotion of re-
newable energies. However, due to large domes-
tic coal deposits and low prices, China will con-
tinue to depend on coal as its most important ener-
gy source. The damages that can be ascribed to air
pollution—especially pollution resulting from the
use of coal—are estimated at 3 to 4 percent of the
GDP (China Daily 2009). Because the country con-
tinues to emphasize strong economic growth and
exports, it is unlikely that environmental costs will
be included in the product prices in the short run.

The development of more environmentally
friendly coal-fired power plants has already be-
gun in China , even though there are still almost
no incentives to do so. Such efforts are also occur-
ring in the industrial sector, which contributes sig-
nificantly to water pollution through its unfiltered
effluent. The central government has recognized
that solving all these environmental problems is
an important task and has included it in the five-
year plan. However, it is the local governments—
for whom the interests of their own province play
a primary role—that are responsible for the en-
forcement of environmental policies. The imple-
mentation of environmental policies is also made
difficult by the inflated bureaucracy.

The Indian government also faces the challenges
of solving the problems of effluent and waste in
the cities and promoting the use of alternative en-
ergies. Only half of India’s households are current-
ly connected to the electric grid. Power produc-
tion still relies heavily on coal, up to 65 percent of
which has to be imported (Boillot and Autheman
2009: 33). The pollution that results from burn-
ing coal is already significant, and thus alternat-
ive energies urgently need to be adopted. Renew-
able energies would reduce India’s contribution to
global climate change and simultaneously create
new fields of growth for the national economy.

According to the Asian Development Bank
(ADB), the expansion of renewable energies even
represents a precondition for continued growth.
Experts believe that India is pursuing a different
development path than Western industrialized
nations and that it can transition directly from tra-
ditional energy sources to highly developed tech-
nologies in order to satisfy its energy require-
ments. As is the case in China, however, India al-
so experiences problems with the implementation
of the various policies. Additionally, the necessary
technologies must be imported from other coun-
tries. The environmental awareness of the popu-




lations of both countries is still very limited. New
technologies for waste recovery are also lacking.
Because the costs of environmental pollution have
to date not been included in the prices of goods
and energy, there is little incentive for the devel-
opment of such technologies.

The social and ecological problems confronting
China and India thus represent major challenges for
the two countries. Against this backdrop, develop-
ment experts are calling on both countries to work
more determinedly towards the following goals:

e [ncreased income for the rural population: The gen-
eral conditions for higher labor force mobility
should be relaxed and improved.

o Infrastructure expansion: The expansion of infra-
structure is particularly important in rural areas.
For instance, the modernization of infrastruc-
ture in China has primarily benefited the east-
ern provinces. In some parts of India it is not so
much the expansion but rather the building of in-
frastructure that is necessary in order to support
economic development. To finance such efforts
foreign capital has to be introduced in addition
to the investment by the Indian government.”

® Provision of health care and education: Access to
health care and to the education system should
be guaranteed. Because of their demographic
characteristics, both countries face particular
challenges. In China the aging population will
soon represent a heavy burden for the social
security system. According to prognoses from
Deutsche Bank Research, the number of retirees
will increase dramatically in the next 40 years
(DB Research 2006). In contrast, India’s popu-
lation is very young: approximately 50 percent
of the country’s citizens are under 25 years old.
For this reason it is very important to improve
access to education and to develop the urgent-
ly required human capital stock. By 2020, how-
ever, the number of people over age 60 will
double; the pension and health-care systems re-
main unprepared for this.

Should the challenges mentioned here not be
tackled, or only be partially tackled, China’s and
India’s continued ascent appears in no way guaran-

7 This also has to do with the situation on the financial market
and the savings rate. In India the savings rate is significant-
ly lower than in China and other Asian countries. The rate
should be increased over the long term in order to make fur-
ther investments possible.
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teed, and also highly unlikely to be as smooth as is
often suggested in the Western media. Both coun-
tries have enormous potential for renewable ener-
gies. However, experts see possibilities for India
in particular to replace traditional energy sources.
The step-by-step reduction of environmental prob-
lems could trigger a multiplier effect which would
further support the growth of their economies.

The experiences of the global financial crisis
have demonstrated how important it is to reduce
social deficiencies, especially with regard to the
social security system. The crisis impacted China
primarily through the slump in demand on the
export market, which caused millions of migrant
workers to lose their jobs. The government was
able to head off social unrest primarily through
state-financed infrastructure projects which stim-
ulated employment and domestic demand.

India was also affected by the crisis, particular-
ly as a result of uncertainty on the financial mar-
kets and the slump in global demand for exports.
Through the use of both fiscal and monetary mea-
sures the government was able to maintain growth
of 7 percent in 2008.

The reactions of both countries to the global fi-
nancial crisis clearly demonstrate the relevance of
social deficiencies, which could endanger domes-
tic stability. The reduction of disparities and pov-
erty thus appears to be urgently necessary for the
continued ascent of both India and China.

3. Conclusion

The awe with which the rapid ascent of China and
India is viewed is often combined with the fear
that these two countries represent a threat. This
became apparent again in the comments regard-
ing China’s surpassing of Germany as the “global
export champion” in 2009. A rapid global ascent is
also expected of India, particularly in the areas of
new technologies and IT services, something that
could threaten jobs in Western countries’ high-
tech sector. The USA, Japan and the EU remain the
technological leaders, but competition from Asia
has intensified in recent years. Alongside the im-
pressive growth achievements of China and India,
however, are the enormous social and ecological
challenges. The success with which these are over-
come will have a decisive impact on the devel-
opment of the two countries, and thus on their
global influence.




Because of their increasing import demand
on global markets, China and India have already
gained importance. However, the effects of eco-
nomic developments in both countries on the
global economy remain relatively limited. In
its 2010 spring report the German Institute for
Economic Research (Deutsche Institut fiir Wirt-
schaftsforschung — DIW) cites the fact that both
countries only absorb approximately 10 percent of
industrialized countries’ exports as a reason for
this. Based on the analysis of the relation between
China’s growth rate and the growth rates of the
various economic regions in the global economy,
even the more economically advanced China is
not, according to the DIW, an economic driver of
the global economy yet (Dreger 2010: 6). Never-
theless, China’s and India’s economic ascent does
increase the competitive pressure facing the tra-
ditional industrialized countries. However, many
uncertainties exist with respect to the former’s
development. These will have to be addressed if
China and India are to become the new growth
engines of the global economy.
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