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Chart XV.12: Gross Domestic Behaviour Survey Results

Source: India Today, Nagrik Post (https://gdb.indiatoday.in)

15.60. In practice, strengthening enforcement is not only an operational challenge but
also an institutional coordination problem. Urban local bodies often operate within
fragmented authority structures, overlapping mandates, and limited administrative
autonomy, which dilute accountability for rule implementation. Where responsibilities
for street management, traffic, solid waste, and public health are dispersed across
multiple agencies, consistent enforcement becomes difficult even when intent
exists. Aligning mandates, clarifying ownership of outcomes, and insulating routine
enforcement from ad-hoc intervention are therefore central to making rule certainty
credible in everyday urban governance.

The new city: Creative, liveable, and interconnected

15.61. While fixing the aforementioned challenges, similar emphasis must be on the
‘liveability’ of cities. The existing ‘Ease of Living Index’ by MoHUA, incorporates ease of
living by measuring quality of life across the parameters of education, health, housing,
water and sanitation, waste management, mobility, safety, and recreation. In 20254,
the top 10 cities that topped Ease of Living are Pune, Navi Mumbai, Greater Mumbai,
Tirupati, Chandigarh, Thane, Raipur, Indore, Vijaywada, and Bhopal. Notably, the cities
on this list are largely newer or Tier-2 urban centres that have not yet been subjected to
the intense population pressures experienced by Bengaluru, Delhi, or Mumbai over the
past two decades. They remain ahead of the curve: urbanising, but not yet overwhelmed.
Crucially, these cities already possess a foundational layer of infrastructure and viable
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access to employment. Additionally, greenfield new cities such as Amaravati in Andhra
Pradesh are coming up where an urban living space has to be designed from scratch.
This combination creates a rare window of opportunity—where growth can still be
shaped deliberately, rather than retrofitted after congestion, informality, and service
deficits have set in.

15.62. Indian cities will not become more liveable by fixing footpaths alone. Liveability
emerges when cities are designed around people’s time, choices, and creativity, not just
around infrastructure delivery. Globally, the most liveable cities are not necessarily the
richest or newest; they are the ones that organise urban life to reduce friction, enable
expression, and reward everyday participation.

15.63. The agglomerated densities of cities, if leveraging education and
interconnectedness, grow faster than infrastructure-heavy ones. For example, Detroit
in the US made massive investments in highways, factories, stadia, but ultimately
did not keep up with the scale of investments in terms of economic output and yet
the population collapsed. On the other hand, Boston in the US is infrastructure-light,
with old housing styles, narrow lanes, and limited road and flyover construction, but
it is swarming with educational institutions and a high concentration of universities.
This has ultimately led to a shift towards modern and emerging sectors like education,
finance, and biotech. In India, Bengaluru, arguably with insufficient physical
infrastructure compared to Delhi or Mumbai, is almost the Silicon Valley of India,
reaping the dividends of the agglomeration benefits of an entrepreneurial ecosystem.
It grew primarily due to the concentration of engineering talent and institutions, and
to wage growth and the creation of a modern city. Glaeser in the Triumph of Cities
shows that a 10 percentage point increase in the share of college graduates in a city is
associated with ~0.5—1 percentage point higher annual population and income growth.

Planning, Governance and Financing

15.64. The Government of India has taken a series of concerted efforts to address the
financing requirements of city and urban development. The Urban Infrastructure
Development Fund (UIDF), announced in the Union Budget 2023—24 with an initial
outlay of 310,000 crore, was designed as a revolving fund routed through financial
institutions to support Tier-2 and Tier-3 cities that lack creditworthiness but have
viable infrastructure projects. Operated through the National Housing Bank, UIDF is
intended to finance well-prepared projects and recover capital over time, pushing cities
toward better project structuring, cost recovery, and credit discipline. Close on its heels
is the X1 lakh crore Urban Challenge Fund (UCF), announced in the Union Budget
2025-26, to build on this momentum by introducing competition and leverage into
urban funding. The performance-linked urban financing mechanism will be used to
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implement proposals for ‘Cities as Growth Hubs’ through Creative Redevelopment’ and
enhancing water and Sanitationand financing bankable projects The fund is structured
to co-finance up to 25 per cent of the cost of bankable urban projects, subject to the
condition that at least 50 per cent of the cost is funded through bonds, bank loans, and
PPPs. An allocation of 10,000 crore in 2025-26 is expected to kick-start the fund
and push Indian cities toward innovative, sustainable, and bankable infrastructure
development rather than entitlement-based grants.

15.65. With such well-intentioned goals, it is essential that the regulatory and policy
and implementation methodologies are also upgraded in sync with the objective of
the economic planning. This requires a shift in thinking, from a scheme-compliance
mindset to a balance-sheet and outcomes mindset. First, cities need to build credible,
multi-year capital investment plans that integrate land use, transport, utilities, and
economic development, instead of proposing isolated projects Every million-plus city
should be required to prepare a statutory 20-year City Spatial and Economic Plan,
updated every five years, with three non-negotiable elements: (i) a transport network
plan, (ii) a housing supply plan with annual unit targets, and (iii) a land-value capture
framework linked to infrastructure corridors. Instead of discretionary case-by-case
exemptions or incentives for FSI, planning permissions should shift to rule-based
approvals using published FSI, height, and mixed-use norms related to transit. This
single change would reduce uncertainty, accelerate redevelopment, and unlock formal
housing supply in high-demand areas..

15.66. Finally, fiscal effort has to be hardwired into urban institutions. This means
strengthening own-source revenues through property tax reforms, user charges linked
to service quality, and systematic land value capture around infrastructure investments.
Property tax should be converted into a self-updating area-based or capital-value tax in
all large cities, with mandatory revaluation every few years using GIS and transaction
data. Cities that meet minimum revenue-effort benchmarks should be allowed to issue
municipal bonds without state guarantees, backed by escrowed property tax or user-
charge revenues. Even modest but visible fiscal effort signals seriousness and is critical
for crowding in debt or private capital under UCF-type structures. Central transfers
should shift from scheme-based grants to performance-linked urban block grants,
rewarding cities that increase own-source revenue, reduce approval timelines, and
meet housing and mobility targets. These steps would allow cities to operate on balance
sheets rather than utilisation certificates.

15.67. Most importantly, already in vogue in certain cities, it is necessary to
institutionalise the implementation and service delivery mechanism. Million-plus
cities may benefit from streamlining institutional frameworks and moving toward more
integrated metropolitan governance models. This is one of the principal differences that
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make Noida in UP4, different from Gurgaon in Haryana after a rain deluge®°, despite
both cities being satellite cities to Delhi. Even otherwise, dedicated urban project units,
standardised contracts, and time-bound approvals reduce execution risk, which is
often a larger deterrent than financing itself. States play a role here, but cities must
own outcomes rather than act as pass-through agencies.

Reimagining Physical Infrastructure

15.68. With sufficient ground coverage of urban infrastructure under AMRUT, Swachh
Bharat, most large cities now have baseline assets in sanitation, water supply, and
solid-waste management. The next phase of urban infrastructure must move beyond
expanding coverage towards designing systems that are resource-conservative,
financially-intelligent, and reflective of real-time data. World Bank estimates that
India will need to invest $840 billion5' over the next 15 years—or an average of $55
billion per annum—into urban infrastructure if it is to effectively meet the needs of its
fast-growing urban population. There is no urban infrastructure type that exists in the
world but has not been experimented with in India, a country that has everything from
monorails, metros, BRTS, to open amphitheatres, rainwater harvesting structures, and
more. However, compared to global cities, the gap is not in ambition but in coordination
- Indian cities build roads, metros, drains, and utilities as separate projects rather
than as interconnected systems. Moving forward, we need urban infrastructure that
is integrated, people-centred and productivity-enhancing rather than fragmented
and asset-driven. For e.g., Metro divorced from ToD (Transit-oriented Development)
principles, stands as an engineering project rather than a city-shaping project. Station
areas remain low-density, poorly connected, and constrained by rigid zoning, resulting
in under-utilised capacity, weak farebox recovery, and limited impact on overall urban
mobility, unlike global examples where metro stations anchor dense, mixed-use
neighbourhoods that maximise ridership, shorten commutes, raise land values, and
generate revenues to sustain the system. Efforts must be made to reduce the project-
system mismatch to build integrated systems. Road expansion must be paired with
effective parking management, pedestrian infrastructure, and prioritisation of public
transport. Flyovers should give way to network-level traffic management and junction
redesign. Additionally, drainage upgrades must be planned at the city scale, linked
to natural water flows and land use patterns. Institutionally, this requires aligning
planning, finance, and execution under a single urban or metropolitan authority, with
clear incentives for coordination across sectors. Shifting the focus from asset delivery
to system performance is essential if infrastructure investment is to translate into
meaningful and sustained improvements in urban outcomes.
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15.69. Infrastructure funding should be conditional on city-climate plans, ensuring
that drains, pumping stations, roads, and public spaces are designed for future rainfall
and temperature patterns, not historical averages. Cities need to be incentivised as well
as coerced into designing newer buildings with rainwater harvesting infrastructure.
Examples of such systems exist within India, such as the IIM Kozhikode campus, and
can be replicated in future greenfield cities of Amaravati. Grey-water reuse must be
enforced through building codes, especially in water-stressed cities. Development
control regulations can require minimum on-site water retention and reuse capacities,
reducing pressure on municipal networks. Similarly, climate-responsive building
codes—including ventilation norms, shading, reflective materials, and green roofs—
can significantly lower indoor temperatures and energy demand at low cost. Cities
like Ahmedabad, which pioneered heat-action planning, show that simple design and
operational changes can save lives and reduce stress on urban systems. Use of local
building material and local designs must be actively encouraged since they help in natural
heat reduction and geophysical adjustment, as is shown in independent buildings in the
country, such as Solar Passive Hostel, University of Jodhpur?, the TERI SRC building
in Bengaluru and the Indira Paryavaran Bhavan33, New Delhi. Lessons from the Cochin
International Airport, which is the world’s first fully solar-powered airport, can be used
by other cities in similar sunshine-intensity areas.

15.70. Nature-based solutions’* are also slowly becoming popular to address the urban
heat island effect in cities in our tropical environs. Going forward, urban infrastructure
must be planned as nature-based and circular systems, not linear utilities. Stormwater
drains should be integrated with lakes, wetlands, and open spaces to absorb floods
rather than merely channel water away. Solid-waste and wastewater systems should
prioritise decentralised treatment, reuse, and energy recovery at the neighbourhood
level (e.g., Areas in Surat). Transport and street design must incorporate shade, tree
cover, and cool surfaces to counter urban heat. These interventions are not about
adding new schemes; they are about rewriting standards and codes so that every road,
building, and public space automatically contributes to climate resilience.

Developing Social Order and Urban Civic Sense

15.71. Cities must prioritise rule certainty over rule proliferation: Urban governance
works best when rules are few, legible, and consistently enforced. Fewer, enforceable
by-laws, digitised challans, time-bound adjudication, and visible enforcement in high-
friction public spaces are more effective than dense rulebooks that are weakly applied.
Consistency and inevitability of enforcement matter more than severity. When penalties
are predictable rather than discretionary, cooperation stabilises, and norms become
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self-reinforcing.

15.72. Urban design and service delivery must be used as behavioural instruments:
Urban form and service operations should be treated as behavioural instruments.
Legible street design with pedestrian priority, physically segregated lanes, defined
vending and parking zones, and standardised signage reduces ambiguity and lowers
compliance costs. Integrating civic outcomes into project design standards is more
effective than addressing behaviour downstream. Operations and maintenance funding
should be embedded in capital contracts, with service-level benchmarks and publicly
reported periodic audits.

15.73. Incentives aligned with correct behaviour: A credible civic compact depends on
visible value delivered by local governments. Property taxes, user charges, and fines
should be transparently linked to improvements in neighbourhood services such as
cleanliness, lighting, footpaths, drainage, and public safety. When citizens see tangible
returns, their willingness to comply rises. Treating streets, footpaths, lakes, parks, and
utilities as assets to be governed requires clear ownership of outcomes, defined rules
of use, and shared accountability, backed by professional operations and maintenance
budgets.

15.74. Using behavioural nudges to encourage social contract around civic sense:
Behavioural tools work best when embedded in credible systems. Footpath markings,
coloured lanes, queue lines, bin placement at points of waste generation, pedestrian
countdown signals, and standardised parking bays make the right action intuitive. Public
display boards showing service levels and compliance indicators shift expectations
by making performance visible. Default options such as automatic waste segregation
reduce reliance on individual choice. Behavioural cues reinforce cooperation when they
are backed by consistent enforcement and reliable services.

15.75. System-based civic-sense awareness rather than episodic messaging:
Communication should reinforce predictable systems rather than substitute for
them. Simple, local, and repetitive messaging focused on a small set of high-impact
behaviours works best when delivered at the point of action. Over time, environments
that repeatedly teach, remind, and reinforce the same rules build habits. Civic charters
and service guarantees can formalise this compact, signalling what citizens can expect
from local governments and what they are expected to provide in return.

15.76. Efforts to strengthen civic order must recognise the distributional dimensions
of urban rules. Street vending, informal transport, home-based enterprises and low-
income rental housing are integral to the urban economy, and poorly designed or
abruptly enforced regulations can impose disproportionate burdens on vulnerable
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groups. Rule certainty, therefore, requires not only consistency but also fairness,
consultation, and transitional support, so that compliance is experienced as legitimate
rather than punitive. When rules are perceived as enabling livelihoods as well as order,
cooperation becomes more resilient and self-sustaining.

Box XV.5: The concept of contextual compliance

Behaviour that appears unruly or indifferent to the commons in one context becomes
orderly, considerate and norm-abiding in another — often within the same city, the same
class of users, even the same individuals. Orderly conduct in the Metro rail service in
Indian cities and the queues that greet the Mumbai BEST service are examples. Rather than
disproving the perception, these examples help explain it: they show that behaviour toward
the commons is highly context-dependent, and that good outcomes emerge when design,
incentives and norms align. They transform an “open” commons into a structured, legible
and predictable shared system. Several features tend to coincide in such cases.

First, the system is clearly designed to reduce ambiguity about what constitutes the right
behaviour. Entry and exit lines, barriers, turnstiles, marked queues, platform doors or
painted bays convert an undifferentiated public space into something closer to a rule-guided
environment. When the environment signals order, people usually follow it; when space is
ambiguous, they improvise, and improvisation in crowded settings often looks like chaos.

Second, there is a credible expectation of enforcement, even if it is light-touch. In the Metro,
the presence of staff, fines and surveillance creates a background “shadow of authority”. But
crucially, enforcement is consistent and impersonal, unlike in many other public settings,
where it is uneven or negotiable. Where rules feel fair and predictable, compliance becomes
easier to internalise.

Third, there is high reliability of service. If trains come at regular intervals and everyone
knows that waiting a minute or two brings the same outcome, there is little payoff to pushing,
grabbing or jumping the line. By contrast, in systems where scarcity, delay or uncertainty
dominate — irregular buses, unpredictable traffic, intermittent utilities — people rationally
switch to opportunistic behaviour because they cannot trust the system to treat patience
fairly.

Fourth, repeated interaction among strangers in a stable system allows norms of mutual
accommodation to develop. Once people see that others queue, give space, or avoid blocking
doors, conformity starts to move toward order rather than disorder. The Metro’s “inside
behaviour” becomes a social script; deviation attracts disapproval not only from authorities
but from fellow passengers.

Fifth, there is often a degree of status and identity attached to the space. The Metro has come
to symbolise modernity, efficiency, and civic pride; users perceive it as a valued asset rather
than a neglected public utility. Where the commons appears broken, poorly maintained, or
captured by vested interests, people feel less of a moral obligation to care for it — neglect
breeds neglect.
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There are similar pockets elsewhere: orderly boarding in parts of Chennai and Bengaluru’s
metro systems, relatively disciplined pedestrian behaviour in some gated or well-managed
public campuses, or compliance with rules in airports and passport queues. These are not
simply “middle-class islands”; they are environments where institutional design and social
expectations reinforce each other.

Commons works when institutions make cooperation rational, visible and dignified —
through clarity of rules, reliability of provision, credible but fair enforcement, physical
design that nudges behaviour, and a sense that the space belongs to everyone and is worth
preserving. Where these elements are weak or absent, behaviour adapts in the opposite
direction, often producing the very disorder that later gets moralised as cultural deficiency.

In sum, when governance, design and trust align, collective behaviour improves quickly —
not because people change, but because the system does.

NON-TANGIBLE ASPECTS OF FUTURE CITIES

15.77. However, even as the three wise men of Magi in the urban context, i.e, governance,
financial devolution and urban infrastructure are strengthened, it becomes imperative
to think of urban design from a future perspective. What should we do differently so

that our cities look and behave differently from what we have always done? It is in this
context that we can adopt certain principles:

a.

Time as the central urban resource: The most liveable global cities systematically
minimise time lost to commuting, services, and uncertainty. Neighbourhood
planning in new urban expansions and redevelopment zones should align housing,
schools, anganwadis, health centres, and workplaces within short travel radii.

Streets as social infrastructure, not just traffic corridors: Street design can be
guided by Guillermo Penalosa’s “8-80” philosophy that good streets must work
equally well for an eight-year-old and an eighty-year-old in order to prioritise
safety, comfort and accessibility. In cities like Barcelona, the “superblock” model
reclaims streets for walking, play, cafés, and culture by restricting through-traffic.
Melbourne deliberately designed laneways to encourage cafés, art, and informal
commerce, turning leftover spaces into cultural assets. Liveability will require
a shift from road-widening to street-making, where public space is designed
for lingering, interaction, and safety. 10—15 per cent of city streets need to be
designated as pedestrian-first or low-traffic streets, especially in dense commercial
and residential areas. Road-widening norms should include street design codes
that mandate features such as shade, seating, vending space, and safe crossings.
In certain cities, “weekend streets” can be piloted before scaling citywide.

Encouraging creative density, not just economic density: Globally engaging cities
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actively nurture art, music, design, food, and street culture as part of urban policy.
Indian cities are culturally rich but institutionally hostile to creativity: restrictive
licensing, noise rules without zoning nuance, lack of affordable inner-city spaces,
and moral policing push culture into the margins. Making cities engaging in India
means protecting spaces for expression, not over-regulating them out of existence.
Low-rent creative zones in inner cities (e.g., craft clusters in Jaipur) should to
be created using public or underutilised land and with single-window approvals
for studios, theatres, institutional spaces (such as the Okhla Institutional Area in
Delhi), rehearsal spaces, and galleries.

Integration of informality through in-situ upgrading of informal settlements (tried
in places such as Ahmedabad) with secure tenure, infrastructure, and incremental
formalisation, instead of eviction plans. Streets need to be planned and designed for
vendors with formalised vending spaces. The Street Vendors Act 2014, supported
by schemes such as PM SVANidhi, has formalised street vending zones in certain
states, including Madhya Pradesh, Odisha, and Assam.

Governance that enables participation, not just compliance: Deliberate
movement from the current model of distant and procedural urban governance
to participatory models where citizens are invited into decision-making through
neighbourhood councils, participatory budgeting, cultural grants, and transparent
planning processes. This creates emotional ownership of the city (e.g citizenry
participation in the Smart City Proposals). Planning documents, zoning changes,
and infrastructure proposals should be publicly accessible and open to public
comment by default.

Finally, there is a psychological dimension: cities that inspire imagination. Cities
like New York City and Amsterdam offer constant cues that ambition, diversity,
and reinvention are the norm. Indian cities are aspirational but exhausting; they
demand resilience rather than reward curiosity. To become engaging, Indian cities
must move from survival-oriented urbanism to possibility-oriented urbanism,
where public spaces, culture, mobility, and governance expand what people feel
they can do with their lives.

15.78. As India competes globally for skilled workers, entrepreneurs, and ideas, cities
that exhaust people will lose them, regardless of wage differentials. Cities that offer
dignity, expression, and predictability will retain and attract them.

15.79. As long as citizens feel ownership of cities, they will assume responsibility for

it, like their own houses — a phenomenon called the endowment effect. However, since
the system fails and is unrewarding for common citizens, their ownership is limited
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and often driven by individual values rather than collective sense. Improving daily
service delivery, such as road maintenance and traffic management, can help reduce
the cognitive load on citizens and foster a stronger sense of ownership.

Conclusion

15.80. India stands at a pivotal moment in its urbanisation journey. The evidence
presented in this chapter shows that the country is far more urban in economic,
functional, and spatial terms than conventional definitions suggest. Yet our cities
have not been equipped with the institutional, fiscal, and planning foundations
commensurate with their role in national prosperity. Urbanisation has concentrated
productivity, innovation and labour markets in our cities. But it has also concentrated
congestion, informality, and complexity of governance.

15.81. Tackling these issues demands an integrated approach. On the supply side,
unlocking urban land through clearer titles, improved density norms, and transit-
oriented development can expand affordable housing and reduce peripheral sprawl.
On the mobility front, prioritising people over vehicles through improving public
transport and demand management can raise productivity while improving liveability.
Urban sanitation, waste management, and water systems must evolve from coverage-
led expansion to circular and resource-efficient systems.

15.82. These physical investments will deliver their full dividend only if accompanied
by stronger metropolitan governance, predictable enforcement, and a credible civic
compact that aligns incentives between citizens and the state. Cities will also need to be
empowered with better finances and performance-oriented accountability. Ultimately,
the promise of building India’s urban future lies in making our cities economically
dynamic, socially inclusive, environmentally sustainable and institutionally capable.
They must work for the everyday lives of their citizens. When cities are planned,
financed, and governed around this purpose, urbanisation can become a source of
shared prosperity and a better quality of life for all citizens.

KHX



PART-I

FROM IMPORT SUBSTITUTION
TO STRATEGIC RESILIENCE AND
STRATEGIC INDISPENSABILITY

India enters the second half of the 2020s with stronger macroeconomic
Jundamentals than most major economies. Growth has been resilient, financial
stability has been preserved, and policy autonomy has been retained despite
repeated global shocks. These achievements matter. At the same time, the nature
of India’s development challenge is now changing. In a world characterised by
geopolitical fragmentation, strategic trade, volatile capital flows, and rapid
technological disruption, the central constraint is no longer macroeconomic
management alone. It is the depth and quality of state capacity.

The chapter is structured in two parts. Part I situates India’s development
prospects within a changing global environment and argues that future
economic strength will be determined not only by how fast India grows, but also
by whether growth builds durable, productive capabilities, reduces external
vulnerability, and embeds India more deeply into global economic systems. The
chapter frames this transition as a movement from strategic resilience - the
ability to absorb shocks and preserve stability towards strategic indispensability
- the ability to become a source of reliability, capability, and value for others.
Manufacturing, exports, disciplined indigenisation, and participation in global
value chains are treated not only as economic objectives but as institutional
stress tests that reveal whether the State can support learning, coordination,
and execution at scale.

Part II turns the lens from external challenge to internal change and argues
that India’s overarching priority is an institutional incentive structure that
encourages action, experimentation, and learning under uncertainty. State
capacity is examined not as a single reform agenda, but as a composite outcome
shaped by how decisions are taken, how risk and failure are processed, how
administration is organised around outcomes, how regulation is designed and
delivered, and how incentives shape the behaviour of officials, firms, and citizens.
Bureaucratic risk aversion, fragmented accountability, and proceduralism
weaken the State’s ability to act decisively and adaptively. At the same time,
the chapter emphasises that capacity is co-produced: firms and citizens shape
whether the State is pushed toward capability or pulled into discretion and

enforcement.
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The chapter also examines the ongoing compliance-reduction and deregulation
initiative as a practical illustration of state capacity in action. Deregulation is
treated not as regulatory withdrawal, but as institutional reorientation, shifting
administrative effort from low-value policing toward coordination, facilitation,
and problem-solving. In doing so, it demonstrates how disciplined friction
removal can strengthen the State.

Taken together, the two parts advance a unified argument: India’s ability to
convert current macroeconomic strength into long-term strategic leverage
will depend on whether the state can act under uncertainty, learn from
implementation, coordinate across systems, and sustain discipline over time.
State capacity, in this sense, is the economic infrastructure on which strategic
resilience is built, and the pathway through which strategic indispensability
becomes possible.

T g 49 |
THET H A |
TAET q T |l
The foundation of well-being is dharma.

The foundation of dharma is economic strength.
And the foundation of economic strength is the state.
—Chanakya Sutras

We have done well

16.1. Following the COVID-19 pandemic, the Indian economy has performed
exceptionally well. India’s growth rates are the envy of the world. The growth rate looks
set to continue in the coming financial year. India’s potential growth may have shifted
higher towards 7.0%. The banking system is in good health. Credit intermediation
remains healthy. The private sector is doing well and is investing, but can do more.
Capital formation as a percentage of GDP is above 30%. The current account deficit
is comfortably low. Foreign exchange reserves are ample. External remittances are
strong. The agricultural sector is doing well. Monsoons have been good, and a good Rabi
crop is expected. Rural sentiment is buoyant, with positive real wage growth in rural
areas and rising rural consumption. Urban consumption, in comparison, is relatively
more cautious, although the evidence is anecdotal. Contrasting evidence that paints a
different and more optimistic picture is also available, especially since fiscal transfers
to households by states have become sizable.
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16.2. The government, on its part, has continued with public investment in
infrastructure and incentivised states to do the same, offering 50-year interest-free
loans. Furthermore, the government has undertaken significant structural reforms.
Four labour codes, which provide flexibility to employers and fair treatment to workers,
were notified in November 2025. The government has suspended many Quality Control
Orders that, on balance, proved counterproductive for the economy, as they extended
protection to large companies at the expense of downstream producers without
corresponding obligations on the part of those protected.

16.3. In February 2025, the government offered significant relief to households by
raising the minimum tax threshold to 12 lakhs for individuals. A family of two income
earners would not have had to pay tax on an annual income of up to around Rs.
26.7 lakhs. Together with extremely low food price inflation over the past year, this
has left considerable disposable income in the hands of households. In September,
the government implemented a far-reaching reform of the Goods and Services Tax,
reducing the number of slabs to two and shifting many items to the lower slab. That
further boosted household purchasing power and lowered inflation. The government
simplified the income-tax provisions and the language. It opened up the insurance sector
and nuclear power generation to foreign investors and the private sector, respectively,
as announced in the February 2025 budget.

16. 4. Apart from these reform initiatives, the government has been systematically
strengthening national resilience by investing in achieving self-sufficiency in critical
minerals and semiconductors, as well as supporting the shipbuilding industry through
sustained and persistent efforts. These are covered in greater detail in Chapters 8, 9
and 10, respectively.

16.5. More importantly, following the surprise of the reciprocal tariffs and penal
tariffs imposed by the U.S. government on India in April and August, respectively, the
Indian government intensified negotiations with other countries to open more markets
for Indian exporters. The government also passed a relief package for exporters and
announced a five-year export promotion package to support expansion into new
geographies.

16.6. Asaresult of the government’s systematic and laser-focused efforts, the economy
is well-positioned to continue growing. That prospects look good amid pervasive global
uncertainty is all the more creditable.

Not so sure about the world

16.7. Global uncertainties are not only pervasive but also deeply structural. For better
or worse, the global order that had prevailed for five and a half decades since the War
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ended began to unravel in the new millennium. The first warning came with the end
of the TMT (Telecommunication, Media and Technology) and Internet bubble in the
early 2000s. China entered the World Trade Organisation in 2001 and, over the next
two decades, proceeded to become a global manufacturing and export powerhouse,
upsetting manufacturing and investment across developed and developing nations.
Then came the big one — the global financial crisis of 2008. It almost caused a collapse
of the financial sector in America and significantly dented the world's confidence in
the U.S. dollar and the American model of post-industrial financialisation-led growth,
pursued since the 1980s.

16.8. The response of policymakers in the developed world was to use short-run
monetary policy tools as the stabiliser of aggregate demand for a long period. Policy
rates were lowered to zero, and long-term rates were kept lower through the active
purchase of government bonds by central banks. These actions further financialised
their economies and made manufacturing-centric communities vulnerable to social
and economic disruption.

16.9. The onset of COVID-19 in 2020 and the disruption it caused further aggravated
economic and social problems across the world. Globally, public sector debt has
increased significantly due to policy actions taken to address the pandemic. The rise
of China as a manufacturing export powerhouse, rising debt, growing middle-class
disaffection, and declining growth have brought about political changes across the
Western world, upending the international economic order that has prevailed since the
1980s.

16.10. Presciently, in February 2020, shortly after the COVID-19 pandemic broke
out, fund manager Alberto Gallo warned that the extraordinary monetary easing that
followed the 2008 Global Financial Crisis — and the even more aggressive response to
the pandemic — risked locking advanced economies into a prolonged phase of ultra-
loose monetary conditions. After a decade of quantitative easing and steadily declining
nominal and real interest rates, monetary policy, he argued, was losing traction in
stimulating productive investment, with liquidity instead flowing into interest-rate-
sensitive and safe-haven assets, inflating asset prices and compressing real yields —
a dynamic he termed the “QE Infinity Trap”, in which economies become dependent
on sustained accommodation merely to preserve activity. Several elements of this
prognosis are now visible: financial repression and negative real yields have unfolded
in much of the developed world, while geopolitical tensions, trade frictions and conflict
have contributed to a more uncertain and fragile global environment. With that, the
world has entered a period of uncertainty, unpredictability and danger. The new
administration in the United States is also re-evaluating its approach to alliances and
relationships and is busy reconfiguring them. Trade has become a matter of bilateral
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agreements rather than multilateral arrangements. Countries are pursuing beggar-
thy-neighbour trade policies, and export licensing is now more the norm than the
exception.

Chart XVI.1: The QE Infinity Trap
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16.11. In the meantime, more than two decades after the end of the first technology
bubble, America and some parts of the world are betting heavily on a boom in Artificial
Intelligence (AI), reshaping how we work, how we secure ourselves and how we
learn and teach. Where techno-optimism leads, financial engineering follows. In this
instance, history may be repeating itself rather than just rhyming. For the time being,
the development of AT has proceeded along resource-intensive lines. This intensification
of energy demand is reflected in the sharp projected rise in electricity consumption by
data centres across major regions (Chart XVI.2). Grids have become unstable, power
supply is disrupted, and energy costs have risen, compounded by the push towards
intermittent power sources like solar and wind. Frugal AI may be possible, but it is
not yet on the horizon, nor is it yet on a commercial or global scale. The US federal
government has prevented states from regulating Al.
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Chart XVI.2: Projected rise in electricity consumption by data centres

TWh
1000
o
S, )
N g
8 o
cD - ’/’ -
Q_ ”/’ ) “r
750 /‘,::’/ /,/"Europe,_
- ,,f"/ China
500
250 ﬁ""‘—‘—
g United States
07 I I | | |
2020 2022 2024 2026 2028 2030
IEA. Licence: CCBY 4.0
© United States @ China © Europe @ Asiaexcluding China O Rest of world
Source: TEA!

Narrower and narrowing alliances

16.12. The surge in power demand has led to a corresponding increase in demand
for copper. Copper prices have surged nearly a fifth in 2025 (Chart XVI.3), even as
yields have fallen. Not just critical minerals and rare earths, but even basic metals will
face supply constraints as demand surges and supply tightens due to both natural and

nationalistic reasons.

1 International Energy Agency (IEA), Data centre electricity consumption by region, base case (2020—2030).
https://tinyurl.com/4fc63kks
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Chart XVI.3: Copper prices reach historic highs amid surging demand
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16.13. Stating that the 20th century ran on oil and steel and that the 21st would run on
‘compute’ (short-hand for computing power or Graphic Processing Units (GPU)) and
the minerals that feed it, America announced a Pax Silica Declaration? with a few like-
minded countries, aimed at building the Al ecosystem of tomorrow, from energy and
critical minerals to high-end manufacturing and models.

16.14. In the meantime, the United States passed the GENIUS Act (Guiding and
Establishing National Innovation for U.S. Stablecoins Act) in July 2025, which would
take effect from January 2027 or 120 days after the implementation regulations are
issued, whichever is earlier.# Regulated private sector institutions can issue US dollar-
backed stablecoins. Depending on its success, it carries the potential to disrupt capital
flows to emerging and developing economies.

16.15. India has managed its external accounts prudently in the last decade. Foreign
exchange reserves have risen, external debt remains manageable, and crisis episodes
have been navigated without systemic collapse. These achievements reflect sound

2 Mark Burton and James Attwood. Bloomberg. 23 December 2025. https://tinyurl.com/375y6tv4

3 U.S. Department of State. Pax Silica Summit. December 11, 2025. https://www.state.gov/releases/2025/12/pax-
silica-initiative/

4 United States House Committee on Financial Services. July 2025. Guiding and Establishing National Innovation
for U.S. Stablecoins Act (GENIUS Act): Section-by-Section Summary. https://tinyurl.com/2x9azsbm
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macroeconomic management. Yet the source of stability matters. Much of India’s
external financing has come through portfolio flows, debt inflows, and episodic surges
of foreign investment. These flows are valuable, but they are conditional and reversible.
They respond not only to domestic fundamentals, but to global liquidity cycles,
risk sentiment, and geopolitical developments beyond India’s control. Currencies
backed primarily by capital inflows behave differently under stress than currencies
backed by persistent export surpluses. In moments of global risk aversion, capital
retrenches. Exchange rates adjust, sometimes abruptly. Central banks can help smooth
volatility, but they cannot permanently offset structural imbalances through reserve
accumulation or interest rate adjustments. This is the hard constraint confronting
India’s macroeconomic aspirations, and India has already felt its impact this year.

16.16. High market valuations and questions over the long-term trajectory of Indo-
American relations, stemming from America's imposition of high tariffs on India and
its establishment of warm relations with Pakistan, prompted portfolio investors to
take profits and wait on the sidelines. While foreign direct investment inflows have
improved, they have not been enough to offset the large portfolio outflows. Further,
Indian companies have also been required to invest in other countries due to rising
trade restrictions. One has to produce locally to be able to sell locally. With India
running an overall trade deficit because the surplus in the services trade does not offset
the deficit in the goods trade, and with remittances and net invisibles also insufficient,
India relies on global capital flows to finance its imports. When that fails to materialise
to the extent needed, the currency is vulnerable to depreciation.

Deepening uncertainties lie ahead

16.17. As 2025 drew to a close, China made a significant announcement regarding
Hainan Island. The Hainan Free Trade Port (FTP) is China’s bold experiment to open its
economy more extensively than anywhere else on the mainland. Instead of being just a
city or a small zone, the whole island province of Hainan has been turned into a special
trade and business area with very relaxed rules on trade, customs, taxes, investment,
and visas.

16.18. In simple terms, tariffs on most imports are removed, allowing goods from
abroad to enter the island without customs duties. The island operates a special customs
system separate from mainland China. Goods made in Hainan that add real value (e.g.,
with at least 30% local processing) can be sold throughout the rest of China without
additional tariffs if they meet rules designed to encourage genuine production, rather
than just re-export. Within the island, goods, people, capital and services flow freely
with minimal friction. This officially began on December 18, 2025, when Hainan’s full-
island customs operations commenced, marking it as a functioning free trade port.
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16.19. For India, Hainan’s Free Trade Port is best understood not as a single disruptive
shock but as a gradual structural development that subtly changes the economics of
trade, logistics and investment in China’s near neighbourhood. In practical terms, it
creates a large, low-tariff, services-heavy economic space in the northern reaches of the
Indian Ocean and the South China Sea, which could, over time, influence patterns of
supply-chain routing, tourism flows, and corporate investment decisions in Asia.

16.20. The significance of this development, however, lies not only in the competition it
creates for investment, but in the way it unfolds within a global setting that is becoming
more unsettled, where decisions about production, capital and supply chains are
increasingly entangled with a broader sense of fragility in the world economy.

16.21. As we write this chapter?, despite the initial impression that the world economy
has weathered the 2025 shocks better than feared, the situation remains fragile. The
window for ‘Business As Usual’ (BAU) or ‘muddling through’ may be closing with
respect to the economy, politics and financial markets. Chances of a moderate to
significant disruption or a major rupture in world affairs exceed the chances of a ‘BAU’
scenario. As a country dependent on global capital flows, India has to plan for liquidity
and external capital buffers in the coming year. Capital flight, including with the advent
of U.S. stablecoins, is another risk to watch out for. India will remain better placed
than most in its ability to maintain a decent growth rate, but its resilience will be tested
as strategic vulnerabilities persist due to external dependence for capital, energy and
other critical inputs, such as fertilisers.

16.22. Looking further ahead, India will have to be prepared for a prolonged period
of geopolitical uncertainties and conflicts, as well as the consequent disruptions in
developed societies. It is quite possible that the period between now and 2045 might
resemble the interwar years of the twentieth century. Of course, numerous innovations
occurred during the 1930s, amidst the Great Depression and the onset of war.® The
war itself contributed to the growth of industrial capacity that later served the global
economy well. But to survive such a turbulent period and to turn necessities into
innovations requires not a defensive but a proactive or offensive policy framework.
Indeed, the contours of a more uncertain and strategically contested world are already
visible in the international economic environment confronting India today.

16.23. The global economic environment confronting India today is materially different
from that of the previous phase of globalisation. Assumptions that shaped much of the
post-Cold War period, such as open trade, predictable rules, stable capital flows, and
relatively apolitical interdependence, hold less firmly today. Trade, technology, finance,

5 We were writing this on the 3rd January 2026 when the United States announced a successful regime change in

Venezuela

6 See Morgan Housel: https://collabfund.com/blog/careful-what-you-wish-for/, April 2017.
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and supply chains are increasingly shaped by strategic considerations. In this setting,
outcomes depend not only on macroeconomic stability or factor accumulation, but on
institutional and strategic capacity.

16.24. Institutional and strategic capabilities take time to build. They require patient
institution-building, firms that compete rather than rely on shelter, and citizens who
internalise rules rather than treat them as negotiable. Capability-building also involves
trade-offs between speed and patience, protection and competition, and autonomy and
integration that cannot be avoided but only managed.

16.25. This reflects a deeper change in how major manufacturing powers now view
trade itself’. China, in particular, increasingly treats trade not as a reciprocal exchange
between interdependent economies, but as a transitional phase in a longer strategy
of production dominance, seeking to sell to the world while steadily reducing its own
dependence on external suppliers. In such a setting, openness becomes asymmetric,
where some countries remain exposed to external markets and inputs, while others
retain the ability to restrict access with limited self-inflicted cost.

16.26. In a world where economic relationships are increasingly strategic and contested,
the ability to learn selectively becomes a core element of statecraft. The epic Ramayana
provides a valuable metaphor for strategic learning in complex and contested
environments. In the Yuddha Kanda, the moment of Ravana’s defeat becomes a lesson
in discernment, as Lord Rama reflects that insight may be drawn even from adversaries,
without inheriting their values or methods. The teaching is subtle yet powerful: learning
is compatible with autonomy. In today’s fragmented global economy, the capacity to
learn without dependence becomes an essential strategic skill.

Swadeshi is inevitable and necessary

16.27. The strategic context has shifted in ways that materially alter the calculus of
openness. Export controls, technology denial regimes, carbon border mechanisms, and
industrial policy in the West and East alike signal the end of naive globalisation. We
operate in an environment where access to inputs, technologies, and markets cannot
be assumed to be frictionless or permanent. In such circumstances, Swadeshi becomes
a defensive as well as offensive policy lever: a means to ensure continuity of production
in the face of external shocks, and a pathway to build enduring national capabilities
that reinforce economic sovereignty. The policy question is no longer whether the state
should encourage Swadeshi, but how it should do so without undermining efficiency,
innovation, or global integration.

7 Robin Harding. Financial Times. 26 November 2025. China is making trade impossible. https://tinyurl.com/
ykhfyhbn
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16.28. Not all import substitution is desirable, and not all forms of protection support
long-term competitiveness. The most persistent objection to Swadeshi-oriented policies
is not ideological but empirical. India’s own history, like that of many developing
countries, offers ample examples where protection bred complacency, entrenched
inefficiency, and insulated firms from global competition. Swadeshi is a disciplined
strategy rather than a blanket doctrine.

16.29. Import substitution is justified when domestic production is already feasible at
reasonable cost but is impeded by non-economic factors such as coordination failures
or legacy regulatory burdens, when temporary and explicitly time-bound protection can
facilitate learning, scale-building, and productivity gains, when the protected industry
is subject to export discipline and measurable performance benchmarks, and when
the good concerned is strategically critical even if cost disadvantages persist. These
conditions differentiate intelligent import substitution (conditional protection) from
indiscriminate sheltering of domestic incumbents.

16.30. The converse also holds: permanent protection is inappropriate in sectors
where India is already cost-competitive, where exports are being undertaken at
scale, where products serve as general-purpose intermediates across supply chains,
or where inputs are critical for labour-intensive industries. In such cases, protection
risks raising economy-wide costs, dampening competitiveness, and weakening export
potential. Similarly, we must caution against protection that shields poor-quality
producers, entrenches incumbency through inverted duty structures, or severs the
link between support and innovation, learning, and global integration. The lesson is
that protection without productivity-enhancing investment, capability upgrading, and
export orientation creates fragility rather than strength.

16.31. A disciplined approach to indigenisation requires clarity on when intervention
builds long-run capability and when it merely preserves inefficiency. A simple decision
framework for indigenisation and protection in a fragmented global economy is
presented below. The objective is not to justify intervention in general, but to discipline
it. The framework proceeds by identifying where intervention may be warranted,
clarifying where it should be avoided, and embedding discipline through sequencing,
conditionality, and export exposure.

16.32. In practice, the application of this framework yields differentiated priorities.
Some inputs are systemically critical and warrant early attention due to concentrated
global supply or strategic exposure. Others are economically viable candidates for
domestic capability building, where scale, learning, and export orientation can
deliver competitiveness over time. A third category comprises goods for which import
dependence does not translate into vulnerability, and where domestic substitution may
raise costs without enhancing resilience. The tiered framework below formalises this

differentiation (Chart XVI1.4).
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Tier I: Critical vulnerabilities with high strategic urgency

16.33. This tier includes goods, components, and technologies where denial of
access would impose immediate and asymmetric national costs, and where global
supply is highly concentrated. Typical examples include defence-critical systems,
core infrastructure inputs, energy security components, public health essentials, and
foundational industrial technologies.

16.34. For Tier I items, the objective is assured availability under stress, not short-term
efficiency. Domestic production may be justified, even if it is initially costly. However,
support must remain disciplined. The goal is to establish minimum assured domestic
capacity within a defined timeframe, not permanent protection.

Tier II: Economically feasible capabilities with strategic payoffs

16.35. This tier comprises goods where domestic production is economically feasible
at reasonable cost, but imports persist due to coordination failures, historical path
dependence, early scale disadvantages, or entrenched procurement and contracting
practices rather than genuine comparative disadvantage.

16.36. Indigenisation in this tier is primarily justified on economic grounds, with
strategic benefits serving as a complement. The objective is not protection for its own
sake, but rather accelerated capability formation through scale, learning by doing, and
integration into global value chains. Temporary and targeted support can help firms
overcome early barriers, but must be explicitly time-bound, performance-linked, and
conditional on productivity improvement, cost convergence, and export readiness.
In practice, this tier could include manufacturing activities characterised by modular
production, scope for scale economies, and exposure to competitive export markets.

16.37. Without export exposure and credible exit, intervention in this tier may risk
entrenching inefficiency rather than building capability.

Tier III: Low strategic urgency or high-cost substitution

16.38. This tier includes goods for which import dependence does not create systemic
vulnerability, where global supply is diversified, or where domestic substitution would
impose high economy-wide costs relative to the strategic benefits.

16.39. Fortheseitems, indigenisation may be unwarranted. Risk may be better managed
through diversified sourcing, inventory buffers, or contractual safeguards rather than
domestic production. Attempting to indigenise such inputs risks raising downstream
costs, weakening export competitiveness, and converting resilience policy into implicit
taxation of the manufacturing ecosystem. In such cases, restraint itself is a form of
strategic discipline.
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16.40. These tiers are not static. Items may move across tiers as technologies mature,
costs decline, or geopolitical conditions change. What matters is that indigenisation
proceeds sequentially rather than simultaneously, with policy effort concentrated
where strategic returns are highest. Where feasible, indigenisation should culminate in
export capability, which is the distinguishing feature of intelligent import substitution.

Chart XVI.4 From Import Substitution to Strategic Resilience:

A Tiered Framework for Strategic Indigenisation
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A new National Input Cost Reduction Strategy: competitiveness as
infrastructure

16.41. For export discipline to work in India’s favour, competitiveness must be
achievable and affordable. Resilience strategies can fail if they raise costs across the
economy. A repeated lesson from successful industrialisers is that protecting final
goods while leaving input costs high makes it harder to scale production and compete
internationally. Affordable and reliable inputs are foundational to competitiveness. For
India, if indigenisation is to strengthen resilience without eroding exports, it must be
paired with systematic input-cost reduction. This is the rationale for a National Input
Cost Reduction Strategy.

16.42. Input costs of raw materials, intermediates, energy, logistics, and compliance
shape competitiveness across sectors. Unlike final-goods protection, which benefits a
narrow set of producers, elevated input costs impose diffuse and persistent penalties
on downstream manufacturing, exports, and employment. Thin margins in export-
oriented manufacturing, high sensitivity among MSMEs, and weaker incentives to
invest in upgrading make this constraint binding. In this sense, input costs function
like infrastructure, as they may raise transaction costs across the economy.

16.43. Tariff inversion illustrates the problem. Higher duties on intermediates than
on finished goods penalise downstream producers and encourage assembly-oriented
imports rather than deeper domestic value addition. This erodes competitiveness,
discourages exports, and increases reliance on protection for final goods. Correcting
such distortions is not a marginal trade adjustment, but a structural reform with
economy-wide implications.

16.44. The core logic of an input-cost strategy is rule-based rather than sector-specific.
Inputs widely used across sectors should not be treated as revenue sources or protection
instruments once domestic capacity exists. Protecting such inputs may benefit a small
number of producers, but it raises costs for many downstream users, weakening
competitiveness and job creation. Lowering input costs strengthens multiple value
chains simultaneously.

16.45. A structured, rule-based distortion audit can guide reform, avoiding ad hoc
adjustments, by asking whether an input is widely used, whether domestic capacity
exists, whether protection materially raises downstream costs, and whether continued
support serves a strategic purpose or merely entrenched interests. Inputs imposing high
economy-wide costs without clear justification become candidates for rationalisation.

16.46. Indigenisation and input-cost reduction can coexist when their scope is clear.
Targeted support for critical components can coexist with competitive pressure on
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general-purpose inputs once the capability exists. This prevents indigenisation from
becoming across-the-board protection.

16.47. Such reforms are, of course, difficult because benefits are dispersed, while
resistance is concentrated. Sustaining reform requires a clear articulation of economy-
wide gains and rule-based processes that limit discretion and capture. Lower input
costs enhance export competitiveness, facilitate global value chain integration, increase
employment, and stimulate incentives to invest in upgrading. Treated strategically, they
allow manufacturing and exports to reinforce each other, strengthening both resilience
and external stability.

16.48. Reducing input costs is a necessary foundation for competitiveness, but it is not
sufficient for capability building. Lower costs remove system-wide handicaps, but they
do not by themselves create discipline, learning, or scale. Once the economy becomes
cost-competitive, the binding constraint shifts from prices to performance, in the form
of reliability, process control, quality, and coordination across institutions. It is at
this stage that advanced manufacturing becomes decisive. Advanced manufacturing
exposes weaknesses that sheltered activities can absorb for long periods. It tests
infrastructure, logistics, regulation, skills, and enforcement simultaneously, and it does
so under external benchmarks that cannot be negotiated away. In this sense, input-
cost reduction prepares the ground, but advanced manufacturing is where capability is
actually built and revealed.

Advanced manufacturingas a disciplining system: why manufacturing
shapes institutions

16.49. Advanced manufacturing matters not only because it expands output and
exports, but because it exposes weaknesses that sheltered activities can carry for a long
time. When production is process-driven, scale-intensive, and benchmarked against
global standards, small frictions compound into failures in cost, quality, and reliability.
That is why advanced manufacturing becomes a stress test for the state and for firms. It
forces predictable rules, reliable infrastructure, faster logistics, enforceable contracts,
and institutional follow-through. Cost control, operational reliability, and continuous
improvement become conditions for survival, not optional aspirations. Adjustment can
be uncomfortable, but it is also transformative.

16.50. Unlike activities that can operate in enclaves, manufacturing is embedded in
supply chains and factor markets. It depends on ports, power quality, transport reliability,
standards and certification, dispute resolution, and predictable administration.
When these are weak, the penalty is immediate and externally visible. In that sense,
manufacturing does not merely benefit from state capacity; it also actively calls it forth

by making governance failures costly to conceal.
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16.51. In sheltered activities and protected sectors, firms can survive by substituting
access for efficiency. Regulatory discretion, administrative mediation, or protection can
sustain profitability even when productivity lags. However, in advanced manufacturing,
survival depends entirely on execution, not negotiation, and that pressure reshapes
firms, institutions, and incentives.

Learning, scale, and the discipline of competition

16.52. Manufacturing capability is accumulated, not declared. Early stages are often
inefficient, and learning occurs through repeated process improvement, supplier
development, and incremental upgrading. But learning becomes a capability only when
paired with discipline. Support that is unconditional and permanent becomes shelter.
Support that is time-bound and performance-linked can enable learning while still
fostering competitiveness, especially through export exposure.

16.53. India’s experience also highlights a contrast with services-led growth. Services
exporters can often operate through specialised infrastructure, regulatory carve-outs,
or organisational separation from domestic supply chains. As a result, services can
thrive even when broader transaction costs remain high. Manufacturing, by contrast,
engages multiple factor markets and public systems simultaneously. Weaknesses in
logistics, standards enforcement, or coordination are quickly and visibly apparent.

Why East Asia Matters (and Why It Is Often Misread)

16.54. Any discussion of Swadeshi, import substitution, or industrial policy inevitably
turns to East Asia. Japan, South Korea, Taiwan, Singapore, China, and, more recently,
Vietnam are routinely cited as success stories. Yet the lessons drawn from these
experiences are often superficial or selective. Some observers focus narrowly on
protection, while others emphasise export orientation or macroeconomic stability.
Both miss the deeper institutional logic that made these strategies work. The central
lesson from East Asia is not that the state intervened, but how it intervened—and,
equally importantly, how it exited. These economies did not succeed because they
avoided mistakes; rather, they succeeded because their systems were designed to learn
from mistakes and to reallocate resources when bets failed. This required a level of
bureaucratic autonomy, political backing, and performance discipline that many
countries found difficult to sustain.

16.55. For India, the relevance of East Asia lies in understanding the architecture of
state capacity that underpinned its industrialisation. Without that architecture, similar-
looking policies can produce radically different outcomes.



From Import Substitution to Strategic Resilience and Strategic Indispensability

Box XVI.1: East Asia — Architecture of State Capacity

Japan: Bureaucratic Authority Anchored in Outcomes

Japan’s post-war industrialisation is often associated with its powerful economic bureaucracy,
particularly the Ministry of International Trade and Industry (MITT). What is less frequently
appreciated is the incentive structure under which Japanese bureaucrats operated.

Officials enjoyed long tenures within ministries, deep sectoral specialisation, and significant
discretion in policy design. Crucially, their careers were not derailed by individual project
failures, provided those projects were aligned with national objectives and implemented in
good faith. This reduced the fear of experimentation and encouraged calculated risk-taking.

At the same time, support to firms was never unconditional. Subsidies, credit access,
and protection were tied to performance metrics, including export growth, technological
upgrading, and scale. When firms failed to meet expectations, support was withdrawn, even
if this entailed short-term disruption.

The Japanese model combined bureaucratic empowerment with accountability for outcomes,
not processes. It also relied on dense information flows between the state and industry, allowing
policymakers to update strategies based on real-world feedback rather than static plans.

South Korea: Failure Tolerance with Ruthless Exit

South Korea’s experience offers perhaps the starkest illustration of disciplined industrial
policy. The Korean state actively promoted national champions, provided directed credit,
and protected domestic markets in the early stages. Yet this support came with explicit
expectations and severe consequences for non-performance.

Bureaucrats frequently rotated between government and industry, ensuring a practical
understanding of production constraints and global competition. Failure, when aligned with
national goals, did not end careers. What was not tolerated was persistent underperformance.

The state withdrew support when firms failed to meet export targets or achieve technological
upgrading. Several chaebol collapsed or were restructured under pressure from the state. The
political economy of this system was harsh, but it prevented the accumulation of “zombie”
firms living off protection.

For India, the Korean lesson is that discipline must be visible, predictable, and enforced,
even when it is politically inconvenient.

Singapore: Speed, Regulatory Flexibility, and Credibility

Singapore represents a contrasting but complementary model. Lacking a large domestic
market, it focused on becoming indispensable within global value chains through reliability,
speed, and regulatory credibility.

Regulatory agencies were empowered to waive or adapt rules temporarily to facilitate
investment and innovation. Speed of execution was valued over formal perfection.

Importantly, this flexibility was accompanied by strict enforcement once standards were

set, preserving trust and predictability.
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Singapore’s experience highlights a dimension often neglected in Indian debates: regulatory
friction is itself a competitiveness variable. Even well-designed industrial policies can fail if
approvals, clearances, and dispute resolution are slow or uncertain.

Vietnam: Relentless Cost Reduction and Institutional Learning

Vietnam’s recent manufacturing success underscores the importance of continuous cost
reduction and institutional adaptation. Rather than relying heavily on protection, Vietnam
focused on reducing regulatory and transaction costs, reportedly by as much as 20 per cent
in certain periods.

This approach made Vietnam an attractive destination for global supply chains seeking
diversification. While its domestic technological base remains limited, its integration into
global manufacturing networks has accelerated learning and capability formation.

The lesson here is not that protection is unnecessary, but that competitiveness is multi-
dimensional. Cost structures, regulatory efficiency, and labour productivity matter as much
as tariff policy.

The Common Thread: The Entrepreneurial State

16.56. Despite their differences, East Asian experiences share a common institutional
logic, i.e., the presence of an entrepreneurial state. This does not mean a state that
replaces markets, but one that is willing to experiment, take calculated risks, absorb
failures, and dynamically reallocate support. This approach becomes especially critical
in an environment where policy is made under uncertainty, outcomes cannot be known
in advance, and mistakes cannot always be reversed without cost.

16.57. Three features stand out:
i. Outcome-oriented bureaucracy: Officials are evaluated on results, not rule-
following.
ii. Failure tolerance with learning: Errors are acceptable; stagnation is not.
iii. Credible withdrawal of support: Exit is as important as entry.

16.58. These features are conspicuously absent in systems where industrial policy has
failed. Where bureaucracyis punished for honest failure, risk aversion dominates. Where
support cannot be withdrawn, inefficiency is entrenched. In such systems, institutions
respond to uncertainty not by learning and adapting, but by avoiding action altogether,
weakening state capacity over time.

16.59. The East Asian experience does not offer a ready-made template for India. But it
does offer a clear message that industrial policy has a far better chance of success with
institutional reform.

From Swadeshi to Strategic Resilience to Strategic Indispensability

16.60. India’s policy challenge does not stop with institutional reform for achieving
import substitution or Swadeshi, or domestic industrial policy, and doing it intelligently
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in terms of making the industry meet world standards. India also needs to build domestic
capacity in areas that would make it strategically resilient. Strategic resilience is about
building buffers and strengths to withstand external shocks. It means investment
in national strength. Intelligent Import Substitution is the first step in investing
in national strength. ‘Investment in national strength’ takes us to the next stage of
‘strategic resilience’ and then to the final stage of ‘strategic indispensability.” Table
XVI.1 formalises this distinction by placing import substitution, strategic resilience,
and strategic indispensability side by side in terms of their core purpose.

Table XVI.1: Proposed Conceptual Definitions

Concept Definition Core Objective
Import An economic strategy that promotes | To reduce import dependence by
Substitution domestic production of goods that | producing domestically what was

were previously imported. earlier imported.
Strategic A broader capability of an economy | To ensure continuity,
Resilience or system to withstand external adaptability, and security of
shocks, including geopolitical, critical supply chains and
economic, technological, or capacities under stress.
environmental, and continue
functioning.
Strategic Integration of the economy with To take on global leadership and
Indispensability | global systems in a way that enable leverage in geopolitical
makes an economy fundamentally | negotiations and conflicts
important to the global system and
gets others interested and invested
in its continued functioning.

16.61. Table XVI.2 highlights how this transition alters the economic focus, time
horizon, and geographic logic of policy. Table XVI.3 complements this by summarising
how underlying assumptions, policy instruments, and risk orientation evolve across
these stages.

Table XVI.2. From Import Substitution to Strategic
Indispensability: A Comparative Perspective

Dimension Import Substitution Strategic Resilience Strategic
Indispensability
Economic | Mainly sectoral Systemic (spans energy, | Global-embedding
Focus (manufacturing, food, data, health, national industries
consumer goods, defence, infrastructure, |and technologies as
intermediate goods). and technology). indispensable nodes in
global networks.
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Dimension Import Substitution Strategic Resilience

Strategic

Indispensability

addition.

Time Short-to-medium term | Medium-to-long term | Long-term structural
Horizon industrial policy tool. national capability positioning in global
framework. value chains and
institutions.
Geographic Produce at home: D?versify and. secure: Shape and anch9r:
Logic focus on domestic value | mix of domestic, allied, | build and control critical

and friendly sources.

global interdependencies.

Table XVI.3. Policy Logic and Risk Orientation across Import Substitution,
Strategic Resilience and Strategic Indispensability

underdevelopment.

including energy
shocks, pandemics,
cyberattacks, and
geopolitical coercion.

Import Substitution Strategic Resilience Strategic
Indispensability

Underlying | Domestic capacity Global interdependence | Global interdependence

Assumption | can replace imports will persist; risk can be shaped; national
effectively. management through | power lies in being a

redundancy and node that others cannot
diversification is bypass.
essential.

Policy Tools | Tariffs, local content Supply chain mapping, |Building horizontal
mandates, subsidies, redundancy planning, |and ecosystem
protective measures. friend-shoring, efficiencies to enhance

stockpiling, dual competitiveness, aim
sourcing, R&D security. | for global dominance

Risk Focus |Trade deficit, industrial | Systemic vulnerabilities, | Global influence or

relevance, over-
exposure to external
rule-making or
technology ecosystems

16.62. India’s challenge is that the three stages of Aatmanirbharta that will bring us
closer to the goal of Viksit Bharat are telescoped into each other due to the rapidity of
the flux the world is experiencing. A famous quote, "There are decades where nothing
happens; and there are weeks where decades happen," is attributed to Vladimir Ilyich
Lenin. We are in a period where decades seem to happen in weeks. Interestingly, Russia
is playing an instrumental role in the current episode.

16.63. Therefore, India must pursue its near, medium and long-term policy priorities of
import substitution, strategic resilience, and strategic indispensability simultaneously.
There is no time to waste. It is like running a marathon and a sprint at the same time,
or having to run a marathon like a sprint!
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16.64. Aatmanirbhar Bharat is often discussed as a defensive response to supply chain
disruptions, geopolitical tensions, or economic coercion. While resilience is a necessary
objective, it is not a sufficient one in itself. A nation that merely absorbs shocks remains
reactive. A nation that shapes outcomes becomes influential. This is a higher bar than
self-sufficiency and a more demanding aspiration than resilience.

This distinction between resilience and influence is also reflected in external comparative
assessments of economic power in Asia, discussed in Box XVI.2.

Box XVI.2: From Resilience to Influence - India’s Power Gap in Asia

Recent external assessments reinforce the distinction between resilience and influence. The
Lowy Institute’s Asia Power Index (2025)® provides a useful lens in this regard.

The Index distinguishes between resources (what countries possess) and influence (how
effectively those resources are translated into regional outcomes). It also introduces the
concept of a Power Gap, which measures the divergence between a country’s expected
influence based on its resources and its realised influence.

India’s profile in the Index is instructive. India has now reached major power status in
Asia, and its overall power continues to grow steadily. For the first time since the Index
was launched in 2018, India’s ranking on economic relationships has improved. Notably,
India has overtaken China as the leading destination for inward investment in Asia, after the
United States, measured on a ten-year cumulative basis. This reflects both the geopolitical
diversification of supply chains and India’s growing attractiveness as an investment
destination.

At the same time, the Index highlights persistent gaps. India ranks 3rd in overall power, but
1oth in economic relationships, and records a negative Power Gap (—4.0), indicating that
India is not yet translating its resources into external economic influence.

The picture that emerges is mixed but revealing. India has demonstrated strong resilience
and absorptive capacity in the face of global shocks. The next phase of its development
challenge is different: to move from being primarily a recipient of stability to becoming a
source of stability and opportunity for others.

This transition from resilience to interdependence is central to India’s journey towards
Viksit Bharat. It underscores that competitiveness, export capability, and deep integration
into regional and global production networks are essential instruments of influence in a
fragmented world.

16.65. The highest form of economic power is influence exercised without coercion,
when others align with our interests because it is in their interest to do so. Strategic
indispensability delivers precisely this form of power. With strategic indispensability
comes global influence. When global firms rely on Indian production, when supply

8 Lowy Institute. Asia Power Index. 2025 Edition. https://power.lowyinstitute.org/power-gap/
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chains cannot be easily reconfigured without India, and when Indian exports are trusted
by default, the country’s voice carries weight beyond its borders. This is the promise of
Aatmanirbhar Bharat grounded in strategy.

16.66. In simple terms, when the world moves from ‘thinking about buying Indian’ to
‘buying Indian without thinking’, India will have attained strategic indispensability. The
Prime Minister threw down the gauntlet to the industry in his address to the nation on
Independence Day, when he said that Swadeshi meant producing goods of the highest
quality at the lowest possible price, so that people would be automatically drawn to
buying Indian.

Manufacturing, Export capability, and currency strength

16.67. Swadeshi must not be judged solely by import reduction, but by the creation of
export capability. Creating capability is both urgent and important in a world where
capital flows are increasingly shaped by shifting geopolitical alignments and national
interests rather than neutral market forces. As India's economy grows, its imports are
expected to rise. This is evidenced in the history of economic development over the
last two centuries, and is therefore not a policy failure. In reality, import growth is
inevitable and even desirable as incomes rise and economies diversify. Chart XVI.5
illustrates this pattern by showing that China’s imports rose as its per-capita income
increased, even as China became a top global producer of goods ranging from steel and
cement to fertilisers, cars, and drones.

Chart XVI.5 China’s Import Growth and Rising Per-Capita Income

14000 3500.00
12000 3000.00
10000 2500.00
2 o
5 8000 2000.00 .S
= a
) a
= 6000 1500.00 ©
= o}
&)
4000 1000.00
2000 500.00
e
o) 0.00
(o)} honl [sel o D~ N =] (52 e} o~ [N} — (2] o o~ [e)} — (3] [fe} [ ()} bl ™
E ® 0 ® ® 0o L A X X Q o 9 © © 73 #Z 5§ g 7z 9 o
o ©°
22222 2F 222285 §8 898837 q
——GDP Per Capita (Current $) —Imports of Goods and Services ($, Billions)
Source: World Bank Data

16.68. In India’s case, such inevitable import growth also brings currency vulnerability
into sharper focus. As a rising economic power, it is reasonable for India to aspire to



From Import Substitution to Strategic Resilience and Strategic Indispensability

a strong and stable currency. Currency strength is often associated with advanced
economies. However, the notion of a “hard currency” is frequently misunderstood as
being driven only by monetary orthodoxy or central bank credibility. While these are
necessary conditions, they are not sufficient.

16.69. The exchange rate is best understood as a signal rather than a policy objective. It
reflects a combination of trade balances, capital flows, risk perceptions, and geopolitics.
Hard-currency behaviour emerges when markets believe that a country can earn foreign
exchange reliably through trade, that external liabilities are matched by productive
external assets, that the economy can withstand shocks without emergency financing,
and that currency depreciation is not the primary adjustment mechanism.

16.70. Historically, currencies that exhibit such behaviour, including those of Germany,
Japan, Switzerland, and later East Asian industrialisers, have rested on their export
capabilities rather than dependence on capital inflows. Monetary discipline reinforced
this foundation; it did not create it. Capital inflows can support growth, but they are
reversible. Export earnings, by contrast, are earned repeatedly through competitiveness
rather than confidence alone. India’s currency, by contrast, remains structurally soft.
This is not a failure of policy, but a reflection of underlying trade dynamics. As long
as economic growth mechanically widens the trade deficit, the exchange rate must
continue to act as a buffer against external pressure.

16.71. Currency depreciation will therefore remain the primary adjustment mechanism
unless export capabilities are developed rapidly. The export capability envisaged
here primarily refers to manufacturing exports, not service exports, in which India
has achieved remarkable success. India’s performance in IT, business services, and
professional services has been extraordinary. These exports have generated foreign
exchange, supported growth, and deepened global integration. However, services
exports face intrinsic limitations. They are less employment-intensive at scale,
generate fewer backward linkages, rely heavily on open digital regimes, and do not
anchor physical supply chains. They are necessary, but insufficient to counterbalance
the import intensity of industrialisation. Manufacturing exports, by contrast, create
supplier ecosystems, absorb large workforces, and generate durable trade surpluses
when scaled. They remain the only proven route through which late-industrialising
economies have achieved lasting external strength.

Route to Strategic Indispensability runs through Global Value Chains

16.72. Manufacturing export capability does not emerge overnight. Its foundations
are scale, reliability, and integration built over time through disciplined capability
building. Integration refers to embedding Indian firms into global value chains as well
as embedding global production systems within India.
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16.73. Global trade is increasingly concentrated around a relatively small set of
multinational production networks. This reinforces the importance of attracting such
firms to India, not merely as sources of capital, but as anchors of export capability and
currency strength.

16.74. Foreign Direct Investment is not a homogeneous category. The identity of
investors matters as much as the volume of investment. A small number of global
brands, particularly in electronics, machinery, apparel, automotive, and consumer
goods, account for a disproportionate share of world trade.

16.75. Evidence from global trade data suggests that nearly half of the developed world’s
imports from China originate from the supply chains of roughly fifty multinational
brands. These firms do not merely assemble products. They orchestrate ecosystems
comprising supplier networks, logistics platforms, quality systems, and continuous
design feedback loops that shape entire industries.

16.76. For India, attracting such firms is not about prestige. It is about accelerating
ecosystem formation. When a global brand commits at scale, suppliers follow, skills
deepen, standards rise, and exports become endogenous rather than policy-driven.
This represents the fastest route from Swadeshi as capability-building to Swadeshi as
strategic indispensability.

The Role of the State

16.77. The state’s role in this vision is demanding. It must be firm in enforcing
discipline, flexible in adapting rules, and fair in allocating support. Firmness ensures
that protection does not become entitlement. Flexibility allows policy to respond to
feedback rather than assumptions. Fairness preserves legitimacy and prevents capture.
Balancing these attributes is difficult, but not optional. States that fail on any one
dimension either stifle initiative, entrench inefficiency, or provoke backlash.

16.78. India’s diversity and federal structure are often cited as constraints on its
development. In reality, they can be sources of strength. Different states possess
different endowments, geographic, demographic, and institutional, and can specialise
accordingly. A national Swadeshi strategy should enable competition among states,
reward outcomes, and disseminate best practices. The government’s task is to set
direction, remove frictions, and provide credibility.

16.79. The journey from resilience to indispensability can be but need not be long. It
requires patience, discipline, and institutional courage. But it is neither unprecedented
nor unattainable. India has the scale, the talent, and the democratic legitimacy to
attempt it. What remains is alignment between intent and execution, between policy

®
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and institutions, between short-term pressures and long-term goals. If that alignment
is achieved, Aatmanirbhar Bharat will be remembered as a doctrine of confident
integration in a fractured world. To achieve the right alignment, we must reimagine the
state. That is what we turn to in Part II of the Chapter.
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You have a right to action alone, not to the fruits of your labour.

Do not let the fruits of action be your motive, nor allow yourselfto fall into inaction.

—Bhagavad Gita, Chapter 2, Verse 47

Why is State Capacity the binding constraint today?

16.80. India’s economic development over the past three decades has unfolded within
an institutional setting that is distinctive in both comparative and historical terms. It
is a rare example of a large, diverse, low-middle-income country that has combined
sustained growth with democratic continuity, periodic macroeconomic consolidation,
and incremental yet cumulative policy reform. This achievement has rested not only
on markets and entrepreneurship, but also on a State that has gradually learned to
reconcile stability with change in a society marked by plural preferences and high
expectations of public provision. Any discussion of state capacity must therefore begin
from this vantage point, not of institutional failure, but of demonstrated resilience and
adaptive competence.

16.81. As discussed in the first part of this chapter, India is now entering a phase of
development qualitatively different from that experienced since the early 199o0s.
Structural economic transformation at home is unfolding against a backdrop of
persistent and profound geopolitical reconfiguration. The global economy is shifting
towards a more segmented form of globalisation, in which trade is increasingly organised
around blocs, capital flows are shaped by strategic and security considerations, access
to technology is selectively restricted, and geopolitical risk premiums are embedded in
economic decisions.

16.82. In this setting, the demands placed on the State have not diminished; they
have changed in character. Stability, prudence, and democratic legitimacy remain
indispensable, but they are no longer sufficient on their own. They must now be
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complemented by a greater capacity to coordinate across institutional boundaries, to act
with confidence under conditions of uncertainty, and to change course when learning
exposes the limits of prior assumptions. The central question is therefore no longer
whether India has the right policies or the right institutions, but whether it possesses
sufficient state capacity - institutional, administrative, social, and cognitive to operate
effectively in a world that is less forgiving of disorder, indiscipline, and short-termism.

16.83. State capacity, in this chapter, is understood in the sense articulated by
Somanathan and Natarajan (2022)}, as the ability of the government to “get the right
things done.” It refers not merely to the availability of resources or formal authority,
but to the institutional capability of the State to effectively design policies, implement
them, and deliver on commitments made to citizens. State capacity, in this conception,
spans both policymaking and execution, and rests on administrative judgement,
technical competence, and organisational arrangements that allow the State to act
under constraints and uncertainty. Weak development outcomes, in this view, arise
less from a lack of ideas or intent than from deficiencies in the State’s ability to translate
decisions into sustained and reliable action.

16.84. In what follows, this part of the chapter advances a simple but central argument.
India’s most consequential constraint today is no longer the absence of policy intent,
ideas, or resources, but the incentive structures within institutions that shape how
decisions are taken under uncertainty. This core constraint manifests across multiple
domains: bureaucratic risk aversion, organisational design, regulatory practice, private-
sector behaviour, and citizen expectations. The sections that follow examine these
manifestations in turn, not as independent weaknesses, but as interlinked expressions
of the same underlying incentive problem. The chapter then examines ongoing efforts
at deregulation and compliance reduction as a practical test of whether institutional
alignment can be restored in practice.

Why entrepreneurial governance is hard

16.85. The first part of this chapter argued that a world of deep uncertainty requires
a shift towards an entrepreneurial state, not to replace markets, but to act under
uncertainty, structure risk, and learn systematically. Accepting this diagnosis, however,
raises a more difficult question: if such a state is conceptually necessary, why has it
proven so difficult to realise in practice? The answer lies not in intent or ambition,
but in the institutional mechanisms through which risk, failure, and accountability are
processed.

1 Somanathan, T. V., & Natarajan, G. (2022). State capability in India. Oxford University Press.
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16.86. For starters, India’s difficulty lies in the fact that its institutional environment has
evolved in ways that place an asymmetric burden on visible action relative to procedural
continuity, especially under conditions of uncertainty. Temporary measures have often
become permanent through what might be called irreversibility creep, raising the stakes
of any experiment. Good-faith decisions are subjected to retrospective scrutiny through
audits, vigilance processes, and judicial review, often without adequate recognition of
the uncertainty under which they were taken. Entrepreneurial initiatives are evaluated
using metrics suited to routine administration, such as compliance, revenue collection,
and procedural correctness, rather than learning, capacity creation, or long-term impact.

16.87. No country that has successfully navigated structural transformation attempted
to make its entire bureaucracy entrepreneurial. Equally, it may not be possible for the
bureaucracy to be entrepreneurial all the time, because stability and predictability too
are necessary traits of good administration. Instead, successful states created bounded
institutional spaces - zones where experimentation was permitted, accountability rules
were differentiated, and learning was explicit. Japan’s sectoral desks, Korea’s planning
agencies, and Singapore’s regulatory institutions all functioned as such safe spaces.

16.88. For India, entrepreneurial safe spaces could take several forms: mission-based
cells focused on manufacturing, energy, logistics, or urbanisation; regulatory sandboxes
extending beyond fintech into labour, environmental, and trade regulation; explicit
legal protection for good-faith decisions; and independent ex-post review mechanisms
that prioritise learning over blame. Such spaces are not exempt from accountability,
but are legally bounded domains in which accountability recognises ex-ante and real-
time uncertainty rather than retrospective certainty. What matters is not the specific
institutional form, but the underlying principle: experimentation must be bounded,
reversible, and accountable in a manner appropriate to uncertainty.

16.89. Democracy adds a layer of complexity. In democratic systems, politicians
are often closer to lived realities and public sentiment, while bureaucracies provide
continuity, memory, and procedural integrity. The risk, of course, is that politicians
drift into populism while bureaucracies drift into insularity. An entrepreneurial state
requires a more subtle division of labour. Political leadership must set direction and
articulate priorities. Bureaucracies must discover pathways, solve problems, and adapt
instruments. Institutions must absorb error without collapsing into either paralysis
or permissiveness. Whether a bureaucracy is becoming entrepreneurial can only be
assessed through its learning capacity.

16.90. Moving from diagnosis to action requires reform on several fronts. Legal and
institutional frameworks must codify protection for good-faith decision-making and
clearly separate error from corruption. Incentive systems must reward problem-solving
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and capacity-building rather than mere procedural compliance, and rotation policies
must allow for continuity when learning is cumulative. Accountability mechanisms
must shift away from hindsight-driven punishment towards context-aware review,
while visibly penalising inertia where damage is clear. Above all, political leadership
must send consistent signals that reversible failure is acceptable, experimentation is
necessary, and course correction is a mark of competence rather than weakness.

16.91. A useful contrast is provided by the experience of the Republic of Korea,> which
illustrates how entrepreneurial state capacity was built not through bureaucratic
boldness alone, but through carefully designed institutional sequencing. Korea’s early
export-led industrialisation forced firms to comply with demanding foreign standards,
initially as adopters rather than setters. This created an external discipline that
reduced discretion while simultaneously compelling learning. Over time, the Korean
state invested systematically in national standards bodies, metrology, and conformity
assessment, treating them not as peripheral technical functions but as core instruments
of industrial strategy. Crucially, these institutions operated as bounded spaces in which
technical judgment, experimentation, and feedback from firms were encouraged, while
accountability remained aligned to ex ante objectives rather than ex post outcomes.

16.92.The broader lesson is not one of institutional replication, but of design logic.
Accountability mechanisms focused on whether decisions were reasonable given the
information available at the time, rather than on whether all outcomes succeeded.
This architecture allowed the state to act under uncertainty without paralysing fear
of error, and to evolve from a rule-taker to a rule-shaper in global markets. For India,
the relevance lies in the principle that entrepreneurial governance emerges when
experimentation is disciplined, incentives are aligned to learning, and institutional
design explicitly distinguishes good-faith error from malfeasance.

16.93. The opportunity before India is considerable. Few countries possess India’s scale,
diversity, institutional depth, and democratic legitimacy. If these assets are combined
with a bureaucracy that is capable of acting entrepreneurially (disciplined, reversible,
and learning-oriented), the state can move beyond being a regulator of economic activity
to a catalyst for structural transformation. In a world defined by uncertainty, it is not
the most controlling states that will succeed, but those that learn fastest, adapt most
intelligently, and retain the confidence to correct course. India has the institutional
foundations to do so. The task now is to align mindset, incentives, and accountability
with that possibility.

2 Lee, H., & Kim, M. J. (2025). From Standards Adopter to Standards Author: The Case of the Republic of Korea.
Background paper for World Development Report. https://tinyurl.com/42arcdst
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Box XVI.3: Bureaucratic Integration, the Entrepreneurial State,

and Mobilising Culture for Scale in India

In India’s social and business life, trust tends to be strongest within families, castes,
communities, and familiar networks, and much weaker outside them. Inside these circles,
people rely on reputation, social pressure, and mutual support to manage risk and enforce
good behaviour. Beyond them, transactions become more uncertain, more costly, and
harder to scale. As a result, individuals and firms often stick to familiar networks, not out
of preference alone but because dealing across social boundaries carries greater risk and
higher penalties when things go wrong. In this way, culture limits how far economic activity
can easily expand at any given moment.

Over time, state-led efforts at bureaucratic integration have eased this constraint by replacing
personal connections with predictable rules and procedures. When authority is impersonal
and reliable, people can transact with strangers without having to rely on trust built through
kinship or community. After Independence, national examinations and public-sector career
ladders produced cross-regional élites with portable credentials; land reforms in parts of
the country weakened entrenched hierarchies; and the creation of national financial and
regulatory institutions enabled firms to engage the state as formal entities rather than
through local intermediaries. More recently, platforms such as Aadhaar, the Unified
Payments Interface, GST, and digitised land and property records have reduced dependence
on relational credit and informal verification, allowing small entrepreneurs and migrants
to transact beyond their immediate circles. In logistics and exports, the standardisation
of customs and port procedures has begun to weaken historically entrenched commission
networks. Culture continues to matter, but its ability to limit cooperation beyond close
networks is weakened.

The entrepreneurial state complements this institutional integration by coordinating
expectations and bearing risk in sectors where fragmented private actors would otherwise
hesitate to act. In automotive components in Tamil Nadu, pharmaceuticals in Gujarat
and Hyderabad, and more recently electronics manufacturing clusters in Noida and
Sriperumbudur, public policy has not only regulated but convened and aggregated:
facilitating cluster formation, underwriting early investment, shaping procurement and
export pathways, and making global standards attainable for small and mid-sized firms.
In renewables, space, defence manufacturing, and select digital infrastructure, public
institutions have signalled technological direction in advance of market consensus.

These initiatives have worked not by negating cultural repertoires but by selectively
mobilising them. Industrial upgrading and strategic manufacturing have been framed as
projects of national dignity, technological self-respect and upward mobility. This narrative
function is particularly important in a low-trust environment, as it legitimises collaboration
with unfamiliar partners, compliance with common standards, and the transition from
informal networks to formal systems, without requiring individuals to disavow their local
loyalties. Culture thus becomes partially endogenous to policy.

The Indian experience also underscores the limits of this endogeneity. Hierarchy, insider
advantage and patronage frequently re-embed themselves within new institutional shells.
Yet, where bureaucratic integration has reduced uncertainty and the entrepreneurial state
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has provided visible ladders of mobility — as in segments of the automobile, pharmaceutical,
and electronics industries — kinship-based constraints have become less binding, and
coordination has scaled without cultural rupture.

Seen this way, state capacity is not about overriding culture but about making it less binding.
The task is to lower the penalty for stepping outside one’s circle through fair and predictable
institutions, and to raise the reward for doing so through credible pathways to technological
and economic upgrading. When that occurs, elements of the same cultural repertoire, such
as aspiration, thrift, perseverance, status ambition, and pride, can be mobilised as assets for
development and scale rather than as barriers to them.

16.94. As the State takes on a more active coordinating role of integrating markets,
convening actors, and shaping expectations, the nature of institutional risk also
changes. Actions taken to reduce uncertainty and facilitate activity can gradually
harden into expectations and routines, raising the cost of adjustment over time. For an
entrepreneurial state, the ability to withdraw or recalibrate becomes as important as the
ability to act. Box XVI.4 examines this issue through the lens of hysteresis and policy
reversibility, and its implications for the exercise of state capacity under uncertainty.

Box XVI.4: Hysteresis, Policy Reversibility, and the Entrepreneurial State

In public policy, hysteresis occurs when temporary measures become permanent, when
incentives solidify into entitlements, and when regulatory or administrative interventions
alter expectations and political alignments in ways that render reversal costly or infeasible.
Subsidies, protection, exemptions, and discretionary approvals are particularly prone to this
dynamic. Once economic and political actors reorganise around such interventions, reversing
them can trigger litigation, political backlash, and administrative disruption. Anticipating
this, officials rationally avoid experimentation altogether, leading to institutional risk
aversion and policy inertia.

An entrepreneurial state cannot function under such conditions. Entrepreneurship in
governance does not mean boldness without restraint; it means acting under uncertainty
while preserving reversibility. Avoiding hysteresis therefore requires deliberate design of
state capacity along three dimensions: staffing, processes, and mindsets.

First, staffing structures must privilege judgement over risk avoidance. Entrepreneurial
functions such as mission cells, regulatory sandboxes, and policy pilots require small, stable
teams with analytical depth, legal support, and continuity of tenure, insulated from routine
compliance and ex post policing. Thin but capable decision layers reduce the tendency to
lock in permanent solutions merely for defensibility.

Second, reversibility must be built into administrative processes by default. Schemes should
be designed with explicit exit options rather than assumed permanence. Sunset clauses,
staged scaling, conditional rollouts, and mandatory post-implementation reviews should be
routine for subsidies, exemptions, and experimental regulations. Equally important is the
separation of learning-oriented ex-post review from blame-oriented scrutiny. Where
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oversight mechanisms assess decisions against information available at the time (rather
than outcomes revealed later), officials retain the confidence to act.

Third, administrative mindsets must shift from 'correctness' and adherence to precendence,
to judgment. In high-uncertainty environments, credibility lies not in never reversing
course, but in revising decisions transparently as evidence evolves. This requires a clear
institutional distinction between good-faith error, design failure, implementation failure,
and malfeasance. Without such differentiation, fear substitutes for judgement, and
institutions learn to delay rather than decide.

Hysteresis risk is not uniform across policy domains. It is highest where benefits are
concentrated and costs are diffuse — subsidies, protection regimes, financial forbearance,
land and environmental permissions, and large infrastructure contracts. In such areas,
entrepreneurial action must be especially bounded, legally disciplined, and accompanied by
credible exit mechanisms. Political leadership plays a critical role here by absorbing some of
the short-term costs of reversal to protect long-term administrative learning.

A state that cannot reverse cannot learn; a state that cannot learn cannot adapt. Preventing
hysteresis is therefore not a technical refinement, but a foundational requirement of an
entrepreneurial state.

Learning without forgiveness: Why States that punish failure lose
the future

16.95. Policies that operate in uncharted terrain, whether in industrial strategy, financial
regulation, technology governance, or social policy, cannot be optimised ex ante. They
must be tested, revised, and sometimes abandoned. Yet Indian institutions treat visible
correction as evidence of incompetence rather than maturity.

16.96. Institutional forgiveness does not mean leniency, nor does it imply the abdication
of accountability. It is not a tolerance of corruption or negligence. On the contrary,
forgiveness becomes meaningful only when it is paired with a clear distinction between
good-faith error and malfeasance. High-capacity states draw this distinction sharply.
Low-capacity states blur it, often deliberately, until fear substitutes for judgment.

16.97. Historically, the states that escaped this trap did so by building institutional
memory rather than institutional blame. In post-war Japan, policy failures in industrial
targeting were common, sometimes costly. What mattered was not the failure itself, but
whether it generated insight that informed subsequent action. The same official could
preside over an unsuccessful sectoral bet and still advance, provided the reasoning was
sound and the learning explicit. Career trajectories were shaped by judgement under
uncertainty, not by the absence of error.

16.98. Authoritarian systems have achieved learning through a different route: political
insulation rather than institutional forgiveness. Local experimentation is encouraged,
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failure tolerated, and success rapidly scaled — so long as political red lines are respected.
This model produces speed, but at the cost of transparency and often at the risk of
hidden fragilities. It is not transferable to a democratic, legalistic polity like India. But
it underscores a crucial point: learning is never free; it is merely paid for differently.

16.99. For democracies, the price of learning must be paid through institutional design
rather than political discretion. This requires a deliberate architecture of forgiveness.
Such an architecture begins with how failure is viewed. Not every adverse outcome is
a failure of intent or competence. Some are failures of hypotheses. Others are failures
of timing. Still others are failures of coordination. Equally important is the temporal
dimension of accountability. Ex ante clarity and ex post proportionality matter more
than real-time scrutiny. This may require an explicit re-orientation of the approach of
agencies like the Comptroller & Auditor General and of Vigilance systems. It will also
need an appropriate balance in laws relating to the prosecution of public servants.

16.100. For India to have the entrepreneurial state it sorely needs, honest officials must
be protected from vexatious prosecution. Where a complex regulatory or economic
decision is being alleged to be ill-motivated but without clear evidence of quid pro
quo, the answer is difficult. The law will need to weigh this without making economic
decision-making risk-averse.

16.101. In the decades ahead, India will face decisions for which there are no manuals.
In each case, outcomes will depend less on the correctness of initial choices and more
on the State’s capacity to learn, revise, and act with confidence under uncertainty.

Box XVI.5: The RTI Act: Transparency without Blindness

The Right To Information (RTI) Act, 20035, is widely seen as one of India’s most powerful
democratic reforms. The RTI Act is first and foremost an anti-corruption and accountability
instrument, and its contribution to democratic governance is beyond dispute. It empowered
citizens to demand answers, lifted the veil of administrative secrecy, and gave ordinary
people a tool to challenge corruption. Yet, like any powerful instrument, it carries risks.
Unless carefully balanced, RTT risks becoming an end in itself, with disclosure celebrated
regardless of its contribution to better governance. That may undermine the very purpose it
was meant to serve. It must be reiterated, however, that any re-examination must preserve
its central role as an accountability instrument, while refining its operation in narrowly
defined areas of internal deliberation.

The idea of citizens’ right to know is not uniquely Indian. Sweden pioneered it with the
world’s first Freedom of Information Law (FOIA) in 1766. The United States enacted
its FOIA in 1966, and the United Kingdom followed in 2000. Interestingly, former UK
Prime Minister Tony Blair later admitted he regretted introducing it, not because he
opposed accountability, but because he felt governance itself suffered: “You can’t run a
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government without being able to have confidential discussions with people on issues
of profound importance.” The UK House of Commons Justice Committee (2012—-13)
reached a similar conclusion, urging wider use of exemptions to protect candid internal
debate. The global experience suggests that transparency works best when paired with
room for candid discussion.

By global standards, India’s RTI Act is relatively expansive. In the United States, internal
personnel rules, inter-agency memos, and financial regulation reports are exempt from
disclosure. Sweden protects fiscal and monetary policy, supervisory activities, and the
economic interests of institutions under its secrecy provisions. The United Kingdom exempts
policy formulation where disclosure may harm the public interest, with ministers retaining
veto powers even against orders of courts or commissions. The World Bank similarly
excludes deliberative information and administrative matters from its disclosure policy.

India, in contrast, leaves far less space for such carve-outs. Draft notes, internal
correspondence, and even personal records of officials often enter the public domain,
sometimes even where the link to public interest is weak. Unlike the United States, the
United Kingdom, or South Africa, which explicitly shield policy deliberations and draft
documents, India has no general “deliberative process” exemption. File notings, internal
opinions, and draft notes fall squarely within the Act’s definition of information, with only
Cabinet papers protected temporarily until a decision is made. Combined with a strong
public-interest override that can compel disclosure even of exempt material, this makes
India’s RTI regime particularly broad. The challenge now is to preserve this openness while
also retaining space for candid and effective decision-making.

The Law of Unintended Consequences

The concern is predictable: if every draft or remark might be disclosed, officials may hold
back, resorting instead to cautious language and fewer bold ideas. The candour needed
for effective governance is blunted. This is not an argument for secrecy by default. Rather,
democracy functions best when officials can deliberate freely and are then held accountable
for the decisions they finally endorse, not for every half-formed thought expressed along the
way.

Indian courts have already recognised these boundaries. In Girish Ramchandra Deshpande
v. CIC (2013), the Supreme Court exempted personal records of public servants from
disclosure. In R.K. Jain v. Union of India (2013), the Court shielded Annual Confidential
Reports. More recently, in Canara Bank v. C.S. Shyam (2017), it reaffirmed that employee
data cannot be disclosed unless an overriding public interest is established. These rulings
affirm that privacy and confidentiality complement democracy rather than weaken it.

A Case for Re-Examination

Nearly two decades on, the RTI Act may need re-examination, not to dilute its spirit, but to
align it with global best practices, incorporate evolving lessons, and keep it firmly anchored
to its original intent. A few possible adjustments may be worth exploring. One could be to
exempt brainstorming notes, working papers, and draft comments until they form part of
the final record of decision-making. Another option could be to protect service records,
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transfers, and confidential staff reports from casual requests that add little value to the
public interest. A third might be to explore a narrowly defined ministerial veto, subject
to parliamentary oversight, to guard against disclosures that could unduly constrain
governance. These are not prescriptions, but suggestions worth debating to ensure that the
Act remains effective while also safeguarding the integrity of decision-making.

The RTI Actwasneverintended asatool foridle curiosity, nor asa mechanism tomicromanage
government from the outside. Its purpose is far higher, and the law itself makes that clear.
The Act seeks “to promote transparency and accountability in the working of every public
authority” and “to contain corruption and to enhance the people’s participation in the
democratic process.”

The Act is best understood not as an end in itself, but as a means to strengthen democracy.
The wiser path is to keep it anchored to this original aim: enabling citizens to demand
accountability for decisions that affect them, while also ensuring that space for candid
deliberation and respect for privacy remain protected. That balance between openness and
candour is what will keep the RTI Act true to its purpose.

Organisational design and the burden of governance — Capacity
depends on how responsibilities and ownership are organised.

16.102. The ability of the State to learn, correct course, and act with confidence under
uncertainty ultimately depends on how responsibilities, authority, and ownership
are organised within its institutions. As organisations expand in scale and their
responsibilities become more complex, the weight placed on inherited functional
structures tends to increase faster than their capacity to deliver outcomes. In such
environments, challenges arise not merely from resource constraints or managerial
effort, but also from the architecture that organises responsibilities, authority, learning,
and execution. Traditional function-based structures serve important purposes by
concentrating expertise and preserving professional depth, yet they often locate
multiple, sometimes competing, roles within the same organisational boundaries.
When regulatory, developmental, operational, supervisory, and coordination tasks
coexist inside the same units, managerial attention is stretched, and priorities become
blurred. At the same time, outcomes increasingly depend on collaboration across semi-
autonomous units, delivery systems, geographic footprints, and external partners. This
disperses accountability and weakens feedback loops unless organisational design
evolves in parallel with mission complexity.

16.103. In both public and private institutional contexts, effectiveness improves when
structures are organised around clearly articulated missions and outcomes with
explicit objectives and time horizons, rather than being anchored solely to permanent
functional mandates. This is fundamentally a design challenge rather than a behavioural
one. Capability is not strengthened by exhortation alone; it depends on whether roles
that conflict are separated, whether mission-oriented structures are created where
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objectives are interdependent, and whether continuity is protected in posts where
institutional memory and learning curves make a material difference to performance.
Ultimately, capability is tested in execution, and even sound strategies falter when
responsibilities are fragmented and when no clearly identifiable locus of ownership
exists for the outcomes the organisation seeks to achieve.

16.104. The question of ownership and accountability arises with particular force in
cluster-based and mission-oriented structures. Cluster arrangements can improve
coherence by grouping related domains around shared strategic purposes, yet they
risk becoming merely forums for consultation if responsibility is diffused too widely.
More robust designs distinguish between shared contribution and clearly assigned
ownership of outcomes. In such architectures, the cluster lead assumes ownership of
the outcome. It is responsible for defining priorities, sequencing actions, reconciling
trade-offs, and reporting on progress. At the same time, the participating units retain
control over their instruments and resources and operate within an outcome-anchored
performance frame. Responsibility for actions may be distributed, but accountability
for outcomes is located, visible, and reviewable.

16.105. Thelogic underpinning these arrangements has close parallels in the evolution of
large private-sector organisations as they have grown across product lines, geographies,
and technologies. Firms that began with strongly functional structures often found that
functional excellence did not automatically translate into enterprise-level performance
once they diversified or internationalised. As product portfolios widened and regional
operations multiplied, coordination costs rose, and conflicts of priority emerged between
specialist functions that continued to optimise for their own domains. In response,
many organisations shifted toward divisional, business-unit, or matrix designs that
retained functional expertise. At the same time, product, market, or regional leadership
was added to oversee end-to-end outcomes. In such systems, business-unit or regional
heads assumed ownership of results for their domains, while cross-cutting missions
such as digital transformation, operational resilience, or sustainability transition were
sponsored at the senior executive level and implemented through dedicated, mission-
oriented structures that cut across functions and territories.

16.106. These private-sector trajectories highlight design lessons that resonate in public
and quasi-public systems. First, as organisations become multi-mandate or multi-
domain systems, purely functional structures struggle to manage interdependence
because they lack a natural locus for integrating objectives and brokered trade-offs.
Second, coordination mechanisms are effective only when coupled with recognisable
centres of outcome ownership that possess the authority and informational vantage
point required to align contributors toward a shared objective. In both sectors, the
challenge is not simply to coordinate activities, but to ensure that coordination is
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embedded within an accountability architecture that makes outcome responsibility
visible and actionable.

16.107. Public-sector organisations often face an additional layer of complexity because
policy, regulatory, and implementation responsibilities coexist with inter-organisational
and inter-jurisdictional collaboration. Cluster and mission-oriented approaches can
play a role here by providing institutional stability, domain depth, and continuity on
the one hand, and direction, prioritisation, and outcome focus on the other. The central
coordinating entity functions most effectively when it acts as an enabling and integrative
platform that aligns incentives, resolves conflicts across missions, strengthens
monitoring and learning, and prevents both excessive centralisation and unproductive
diffusion of authority, rather than as a substitute for specialised structures.

16.108. In both public and private contexts, therefore, mature organisational design
entails a dynamic balance between functional depth, mission or cluster alignment, and
explicit outcome ownership. Functional structures preserve expertise and professional
capabilities, while mission-oriented or clustered arrangements align related mandates
around shared purposes. Clearly identified outcome owners ensure that results have a
clearly accountable centre of gravity. When these elements are aligned, organisational
performance becomes less dependent on informal coordination or individual effort
and more grounded in institutional capability, learning, and intent. By progressively
aligning structures with the goals they are intended to serve, organisations operating
in complex environments are better able to adapt to interdependence while preserving
clarity of purpose and integrity of execution.

16.109. In India’s federal structure, States pursue capacity building and policy objectives
through different institutional arrangements, reflecting differences in history,
administrative capacity, and development priorities. What is common across States,
however, is a growing recognition of the importance of organisational design and clear
outcome ownership in delivering results. These initiatives, in their different forms, are
all means directed towards the larger end of strengthening state capacity.

16.110. The State Support Mission of NITI Aayog represents one such example of how
these principles are being put into practice to strengthen cooperative federalism and
state capacity. (Box XVI.6).

Box XVI.6: Developed States for Viksit Bharat@2047: Strengthening

Cooperative Federalism through State Support Mission

The State Support Mission (SSM) of NITI Aayog is a flagship initiative of NITI Aayog to
operationalise its core mandate of strengthening cooperative federalism and advancing the
shared national vision of Viksit Bharat@2047.
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Recognising that States/UTs follow diverse pathways for development and the requirement
for an agile, forward-looking institutional framework to steer the scale of transformation
required, the SSM focuses on institutional strengthening, capacity building, fostering
innovation, promoting cross-state learning, dissemination of best practices, and leveraging
knowledge institutions to support evidence-based policymaking and strategic development
planning.

A central pillar of the Mission is the establishment of State Institutions for Transformation
(SITs), envisioned as State-level think tanks that provide continuity in long-term visioning,
strategic reforms, evidence-based policymaking, and enhance implementation capacity.
States and UTs are encouraged to either establish dedicated SITs or reimagine and strengthen
existing Planning Departments/Boards/Commissions to perform these functions.

As of date, 32 States and UTs have established SITs. These include, among others, the Gujarat
State Institution for Transformation (GRIT), Maharashtra Institution for Transformation
(MITRA), State Institute for Empowering and Transforming Uttarakhand (SETU Aayog)
and the Tripura Institution for Transformation (TIFT). Further, 26 States and UTs have
also partnered with Knowledge Institutions (LKIs) such as IITs, IIMs, and leading Central
and State Universities, by leveraging the technical, analytical, and sectoral expertise of these
institutions to support State-led reforms.

The Mission has encouraged States and UTs to articulate long-term development visions,
and integrate advanced analytics and domain expertise into their sectoral strategies.

The SSM has also supported States and UTs in strengthening Monitoring and Evaluation
(M&E) frameworks, addressing high-priority information needs and enabling data-
driven governance. The NITI for States (NFS) Knowledge Platform has reduced
information asymmetry by offering a single-window repository of best practices, policies,
datasets, and knowledge products to inform decision-making.

Overall, the State Support Mission is empowering every State and UT to evolve into a
Developed State, to contribute to building a Viksit Bharat. Seen in this light, the State
Support Mission can be viewed as an institutional effort to support state capacity.

State Capability as a Human System: Culture, Skills, and Execution
(Mission Karmayogt)

Toged aaed § a1 A ST |
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Move together, speak together, and let your minds be aligned.
Just as those before acted in shared understanding to pursue a common purpose.

—Rig Veda, Mandala 10, Sukta 191, Verse 2

16.111. Institutional arrangements such as mission-oriented coordination platforms
and state-level transformation units can create the architecture for collective action,
but their effectiveness ultimately depends on how they are inhabited and exercised
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in practice. States act through institutions, and institutions, in turn, act through
individuals. As policy challenges become more complex, technology-driven, and
expectation-intensive, the quality of public outcomes increasingly depends on how civil
servants interpret roles, exercise judgment, and engage with citizens. State capability,
in this sense, is not only a function of formal structures or procedures, but also of the
human systems through which public authority is exercised in practice.

16.112. India’s administrative system carries the imprint of its historical origins.
Designed initially for command, compliance, and hierarchy, it prioritised order and
control. Over time, democratic deepening and developmental expansion extended
this administrative architecture into domains it was not originally designed to
serve, enabling delivery at scale but also shaping interactions between policymakers
and citizens through procedures and rules. As a result, governance has often been
experienced as rule-bound and impersonal, reflecting inherited structures more than
contemporary intent. Yet in everyday life, citizens increasingly expect the State to be
accessible, responsive, and fair.

16.113. At the same time, India is witnessing the strengthening of a participatory ethos
through Jan Bhagidari, reflecting a shift towards governing with citizens as partners
in public outcomes. This orientation aligns with the broader national vision of Sabka
Saath, Sabka Vikas, Sabka Vishwas, Sabka Prayas, which emphasises partnership,
development, trust, and collective effort, and is reinforced by ideas such as Nagrik
Devo Bhava and Antyodaya, which place respect, empathy, and fairness at the centre
of public service. Mission Karmayogi, implemented through the Capacity Building
Commission, plays a critical role in shaping bureaucratic culture towards citizen-
centric service by emphasising not only what civil servants do, but how they engage
with citizens and how feedback from these interactions informs institutional learning.

16.114. As economies move to higher levels of development, the challenge for public
administration is no longer only to expand capacity, but to repurpose the idea of
service itself. Modern governance increasingly requires systems that can learn, adapt,
and absorb change rather than merely comply with static rules. Large organisations,
including governments, evolve more effectively when reform is treated as a process of
absorption rather than disruption. Incremental learning, role clarity, and the gradual
internalisation of new practices enable durable change, whereas abrupt or purely
structural interventions often provoke resistance.*

16.115. Depth in analytical and administrative support, along with systems that enable
coordination, analysis, and follow-through, significantly increases the likelihood of

3 Dr. R Balasubramaniam. The Statesman. 13 November 2025. Citizen and the State. https://tinyurl.com/
bddpo29v
4 Dr. R Balasubramaniam. The Statesman. 23 October 2025. Repurposing service. https://tinyurl.com/5xeydbz2
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successful execution. Strengthening state capability, therefore, involves investing in
high-quality teams, improving the skills and continuity of supporting staff, and ensuring
that specialised analytical and technical functions are adequately resourced alongside
general administrative roles.

16.116. As governance challenges become more project-oriented and time-bound,
execution also benefits from flexibility in team formation. Enabling senior officials to
assemble teams around clearly defined objectives improves focus and accountability,
particularly for complex initiatives. Supplementing core administrative capacity with
young professionals and domain specialists adds analytical depth, fresh perspective,
and speed, especially in purpose-driven and time-bound goals. Over the medium
term, recruitment strategies and skill profiles matter for sustaining such capability, as
administrative systems perform best when the breadth of perspective is complemented
by functional competence.

16.117. Rapid technological change is also transforming the nature of work within
government itself. While automation and artificial intelligence can improve efficiency,
the future of governance increasingly depends on distinctly human capabilities,
including judgment, ethical reasoning, collaboration, and systems thinking. Mission
Karmayogi reflects this shift by moving away from rigid role definitions towards
dynamic capability frameworks that align individuals with evolving functional needs. By
embedding continuous learning, competency mapping, and domain-specific capacity
building within the civil services, the programme recognises that effective execution in
complex environments depends not only on technology adoption, but on how officials
interpret responsibility, manage uncertainty, and exercise discretion in real-world
settings.>

16.118. A distinctive feature of Mission Karmayogi lies in its explicit grounding in values
drawn from India’s civilisational traditions. Effective reform in the Indian context
must combine modern administrative practices with ethical anchors that emphasise
duty, service, and collective purpose. The mission’s guiding principles—development,
pride in service, duty, and unity—along with personal virtues such as self-reflection,
collaboration, and citizen-centric purpose, position public service as a vocation rather
than a transactional role. This approach underscores an Indian pathway to reform,
where institutional change is sustained not only through formal rules and incentives,
but through internalised values that shape behaviour over time. In doing so, Mission
Karmayogi seeks to strengthen state capability by aligning professional identity with
public purpose and reinforcing trust between institutions and citizens.®

5 Dr. R Balasubramaniam. The Statesman. 30 July 2025. Strategic humanisation. https://tinyurl.com/ynwvzm?zj

6 Dr. R Balasubramaniam. The Statesman. 28 August 2025. An Indian Way. https://tinyurl.com/3swswyyp
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The Regulatory State as a Core Component of State Capacity

16.119. Regulation is one of the most consequential interfaces between the state and the
economy. Regulators provide publicgoodsin the publicinterest by protecting consumers,
enabling market development, and enforcing rules. In doing so, they exercise powers—
legislative, executive, and judicial —that closely resemble those of the Government itself.
Governance through regulators offers clear advantages: specialisation, continuity, and
insulation from day-to-day political pressures. At the same time, it raises significant
concerns about accountability, the concentration of authority, and procedural fairness.
The central challenge is therefore to minimise these risks while preserving the strengths
of the regulatory form. Given the complex agency relationships involved, the design and
placement of regulators must be anchored within a coherent vision of public interest
rather than treated as ad hoc institutional solutions.

16.120. In practice, regulators operate as mini-states within their domains,
simultaneously exercising quasi-legislative, executive, and quasi-judicial powers.
Frequently, the same individuals or internal divisions perform multiple roles such
as lawmaker, investigator, and judge, without clear procedural separation. There is
nothing inherently inappropriate about regulators exercising these powers, as modern,
complex markets require strong and responsive institutions. However, when power is
concentrated without adequate internal checks, credibility suffers.

16.121. Therefore, regulatory capacity is a question of institutional design as much as
it is of intent or effort, spanning rule-making, enforcement, accountability, and the
structuring of delegated authority as discussed in Box XVI.7.

Box XVI.7: Regulatory Capacity as Institutional Design

Regulatory capacity depends on how formal powers granted to regulators are structured,
exercised, and constrained through institutional design. Some important considerations are
discussed in the following institutional design choices:

Clarity in rulemaking and guidance

In many regulatory systems, the volume of circulars, guidelines, and master directions
exceeds the parent statute, creating uncertainty and diluting the authority of the parent
regulation. When subsidiary instructions begin to substitute for regulation, the boundary
between law and administration becomes blurred, complicating compliance. Regulatory
frameworks should, therefore, clearly distinguish between regulations and subordinate
guidance. Substantive rulemaking must follow transparent processes, including publication
of draft regulations, public consultation, and disclosure of responses, and should rest with
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the governing board. Subsidiary instructions should remain confined to clarificatory and
procedural matters, subject to internal discipline and periodic review.”

Separation within authority

Regulators often exercise quasi-legislative, executive, and quasi-judicial powers within
the same institution. This reflects the complexity of modern markets and is not inherently
problematic. However, it places a premium on internal separation and discipline.

Regulatory boards that anchor accountability

The effectiveness of regulatory institutions depends on their governing boards that act
as principals, holding executive management accountable while exercising independent
judgement on policy and enforcement. Board composition plays a critical role in this
regard. The presence of independent and part-time members brings external perspective,
professional diversity, and detachment from day-to-day operations. This enables boards to
shape decisions rather than merely endorse managerial outcomes. Balanced representation
across relevant disciplines, including law, economics, and market expertise, strengthens
deliberation and institutional oversight. Institutional independence is further supported
through fixed tenures, eligibility criteria, safeguards against arbitrary removal, and post-
tenure restrictions.®

Proportionality and discipline in enforcement

Regulatory capacity is tested in enforcement. If sanctions are imposed without regard to
intent, scale, duration, or harm, enforcement risks becoming checkbox compliance rather
than advancing regulatory objectives. A robust enforcement architecture, therefore, requires
proportionality to be embedded in institutional design. Proceedings should culminate in
a single, reasoned determination of contravention, enabling calibrated use of penalties,
disgorgement, remedial directions, or suspensions based on clearly articulated aggravating
and mitigating factors. Interim measures should remain preventive, time-bound, and
subject to safeguards.

Due process as an operational norm

Asregulators exercise powers analogous to those of a civil court, procedural fairness becomes
an essential component of regulatory capacity. Capacity is weakened when enforcement
proceeds without full disclosure of material relied upon or when adjudicatory outcomes are
inadequately reasoned.

Democratic anchoring and transparency

Regulatory autonomy without democratic anchoring risks eroding trust. Regulatory capacity,
therefore, depends not only on expertise and independence, but also on transparency and

M S Sahoo and V Anantha Nageswaran. Business Standard. The Securities Markets Code: Regulatory Governance,
Finally Codified. https://tinyurl.com/nhk54bnj

M S Sahoo and V Anantha Nageswaran. Business Standard. Regulatory architecture 2.0: Securities Markets Code

marks a decisive shift. https://tinyurl.com/3d3nhyem
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accountability to representative institutions. Statutory publication of regulations, subsidiary
instructions, enforcement orders, and governance decisions, along with parliamentary
laying and periodic review, situates regulatory action within a democratic framework while
preserving operational independence.

Delegated regulatory capacity within a principal-agent hierarchy

Modern regulatory systems operate through layered delegation rather than direct command.
As analysed by Braun and Gilardi,’ democratic governance functions as a chain of principal-
agentrelationships, beginning with citizens and extending through legislatures, the executive,
and specialised regulatory institutions. Each step in this chain involves a transfer of authority
accompanied by risks of agency loss, making institutional design, constraints on discretion,
and oversight mechanisms central to regulatory capacity. Regulatory effectiveness depends
on how delegation is bounded, monitored, and overseen. Recent statutory experience
under the Securities Markets Code, 2025, illustrates this approach by empowering market
infrastructure institutions as statutory actors, while subjecting delegated authority to due
process, transparency, and parliamentary oversight.*® In this context, Chapter 3 (Box II1.6)
offers a detailed discussion of the Securities Markets Code, 2025.

Building Regulatory Capacity - School for Regulations

16.122. A significant gap persists in the availability of human resources capable of
ensuring the efficient functioning of a market economy. While academic institutions
have tailored traditional courses in law, economics, accounting, and management to
address the demands of a market economy, a dedicated, comprehensive, and structured
programme aimed at building regulatory capacity remains elusive. Consequently,
regulators and businesses rely on professionals trained in conventional disciplines,
often requiring extensive adaptation.

16.123. Regulators need experts capable of balancing freedom with oversight, while
businesses require professionals who can harness this freedom to drive growth
while adhering to regulations. With the right talent in place, regulators, businesses,
and professional firms could better appreciate each other's perspectives, fostering
collaboration and significantly improving the overall ease of doing business. This
calls for an institutional arrangement that cultivates a cadre of professionals adept in
regulatory design and implementation to improve the ease of doing business. Schools
of Regulatory Studies could be established either as new stand-alone institutions or as
additions to existing institutions.

9 Braun, D., & Gilardi, F. (Eds.). (2006). Delegation in contemporary democracies. London: Routledge. https://
tinyurl.com/s5n6h4atz

10 M S Sahoo and V Anantha Nageswaran. Business Standard. When market infrastructure institutions start

becoming the state. https://tinyurl.com/7nmnhprd
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Responsible Regulation

16.124. The recruitment process for full-time members of regulatory agencies
and tribunals has predominantly drawn upon candidates with prior experience in
government, particularly those with long tenures in public administration. At the same
time, to build sustained expertise, regulators and regulatory tribunals should attract
professionals at a younger age to pursue dedicated careers. Regardless of the age at which
they join, appointees should serve until the standard retirement age for government
service. This would ensure a steady infusion of expertise and independence, equipping
these institutions to meet the demand.

16.125. State authorities operate through layered hierarchies, where each level can revisit
and revise the decisions of the level below, even after implementation. Crucially, such
revisions occur without any institutional accountability for the disruption caused. Each
authority can afford to be wrong, repeatedly, without consequences. This asymmetry
undermines the integrity of the resolution process. If regulated entities must act
decisively and face the consequences of their actions, why should state authorities not
be subject to similar standards of responsibility and finality? If business decisions can
be made in one go, there is no reason state approvals cannot be the same.

16.126. The interests of business and the economy demand certainty in commercial
transactions. These should, at most, require approval by a single designated authority.
Once granted, such approval should be final. Of course, finality of approval pertains
to transactional certainty, not to immunity from investigation, sanction, or corrective
action where fraud, misrepresentation, environmental harm, or violation of law
is subsequently established. This principle must form the bedrock of all economic
regulatory frameworks. Rigorous oversight is essential to deter misconduct and hold
wrongdoers accountable. However, such oversight must be disentangled from the
validity of commercial transactions once they have been lawfully approved or deemed
approved. A streamlined, single-tier approval process, coupled with institutional
accountability for any lapses, is essential for an economy aspiring to be a developed
country.

16.127. Most regulatory processes, including approvals, investigations, enforcement
actions, disputes, and appeals, are driven by money. Delays, therefore, impose real
economic costs. To address this, decisions must be subject to strict timelines, with
provisions for deemed approvals when authorities fail to act within prescribed periods.
Under the Competition (Amendment) Act, 2023, the Competition Commission of
India (CCI) now operates with shorter statutory review timelines for mergers and
combinations. The overall review period has been reduced from 210 to 150 calendar
days, and the CCI is required to form a preliminary (prima facie) opinion within 30
calendar days of notice. This amendment, which deems combinations approved if not
decided within a fixed timeframe, provides a useful precedent.
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16.128. Economic laws should specify timelines for every stage of regulatory action, with
consequences for non-compliance. Just as obstructing a public servant is penalised,
failure by authorities to deliver services within mandated timelines should be treated as
an obstruction to economic activity. Moving from discretionary, open-ended processes
to enforceable deadlines is essential for embedding respect for the time value of money
within the regulatory system.

16.129. Having examined the institutional design and accountability of the regulatory
state, it is equally necessary to examine how private economic actors respond to, and
shape, this institutional environment.

The Private Corporate Sector and Nation-Building

16.130. Even a well-designed regulatory architecture cannot generate state capacity
in isolation. Regulatory institutions operate within a broader political-economic
equilibrium shaped not only by law and administration, but by the behaviour of the
actors they regulate. In India, the private corporate sector is not merely a subject of
regulation; it is a structural participant in the incentive environment that determines
whether the state upgrades its capacity or governs through discretion.

16.131. The large Indian corporate sector occupies an intermediate position between
two historical archetypes. It has not functioned as a developmental partner to the state
in the manner seen in late-industrialising East Asia, where firms actively demanded
state competence and discipline. Nor has it behaved like the arm’s-length, rules-
bound corporate sector typical of mature Western economies. Instead, it operates
in a hybrid zone where rents are available, enforcement is uneven, and political
mediation substitutes for market discipline. Three structural characteristics define this
equilibrium.

16.132. First, there is a relative lack of willingness and appetite to invest efforts towards
long-term risk absorption and becoming globally competitive. Regulatory arbitrage,
protected margins, and firm-specific accommodations often dominate productivity
enhancement, scale competition, or learning-by-doing. This preference is rational
in an environment where downside risks are socialised through bailouts, banking
forbearance, tariff protection, or retrospective renegotiation. A corporate sector that
externalises risk to the state does not exert pressure for higher state capacity; instead, it
generates demand for discretion. Discretion, in turn, corrodes rule-based institutions.

16.133. Second, capital allocation horizons remain short. Despite notable exceptions,
Indian corporate investment is characterised by low R&D intensity, caution in
frontier manufacturing, and concentration in real estate—linked, regulated, or quasi-
monopolistic sectors. This reflects not merely culture, but governance structures—family
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control, succession orientation, weak managerial labour markets, and underdeveloped
long-horizon capital. When firms do not require fast courts, skilled labour at scale, or
predictable regulation to generate returns, they cannot function as a forcing mechanism
for institutional upgrading. Comparative experience shows that corporates induce state
upgrading only under specific conditions, when productivity is the sole path to survival
(See Box XVI.8).

Box XVI.8: Profit, Capability and National Purpose: International Precedents

The historical record provides numerous instances where business leaders and firms
acted not merely as profit-seeking entities but as institutional partners in broader national
projects, particularly during periods of reconstruction or strategic transformation.

In post-war America, the corporate sector internalised a nation-building role in two
overlapping arenas: reconstruction abroad and technology-industrial leadership at home.
Large manufacturers such as General Motors, Ford, and Caterpillar were not only rebuilding
their balance sheets but also supplying machinery, vehicles, and industrial equipment that
underwrote the Marshall Plan’s reconstruction of Europe.

Their participation was commercially profitable, yet it simultaneously advanced an explicit
American objective of stabilising allies, rebuilding markets, and containing communism.
The post-war research orientation of companies such as Bell Labs, IBM, and RCA similarly
reflected a fusion of corporate strategy and national purpose. Investment in semiconductors,
computing, communications, and aerospace served the Cold War technological race but
also generated foundational public goods in science and engineering. Senior executives
frequently framed these choices in civic language — as duties to “national strength” and
“modernisation” — and willingly accepted long investment horizons and collaboration with
universities and federal laboratories. The American private sector’s role in the interstate
highway system, defence contracting, and space exploration likewise married commercial
incentives with a shared understanding that corporate capacity was an instrument of
national modernity and geopolitical credibility.

West Germany’s story after 1945 illustrates a different but related ethic. The rebuilding of
German industry occurred in a context where corporate leaders explicitly embraced “Soziale
Marktwirtschaft,” the social market economy, as amoral and national settlement. Firms such
as Siemens, BASF, and Volkswagen operated under strong expectations of codetermination,
vocational training, and wage-productivity bargains that supported social stability and rapid
reconstruction. Their export orientation was not presented as narrow profit maximisation
but as a route to restoring Germany’s legitimacy, rebuilding employment, and anchoring
the country within Europe. Business federations worked closely with regional banks and
the Mittelstand, accepting constraints on price behaviour and capital allocation to sustain
production, apprenticeships, and technological upgrading. In effect, the private sector
absorbed part of the burden of national rehabilitation, treating competitiveness and social

cohesion as mutually reinforcing obligations.
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Japan’s post-war industrialisation offers another powerful example of how private
enterprise internalised national purpose. Major firms organised within keiretsu groupings
pursued profits, but they also accepted coordinated investment, export discipline, and
technology-acquisition strategies aligned with national upgrading ambitions. Companies
such as Toyota, Sony, and Nippon Steel invested heavily in process quality, productivity,
and engineering even when short-term returns were uncertain. Corporate leaders publicly
cast these choices as contributions to Japan’s recovery and international standing, and
there was a strong cultural framing of the firm as a national institution rather than merely a
private property. The “catch-up” imperative created a moral economy in which managerial
prestige was tied to moving the nation up the technological ladder, not simply to dividend
payouts. Even intense domestic competition operated within this shared horizon of national
advancement.

The later East Asian experiences in Korea, Taiwan, and Singapore similarly reveal business
traditions that bound private gain to national transformation. In Korea, the rise of the
chaebol — Samsung, Hyundai, LG — is often described in terms of state guidance. Still, it is
equally a story of corporate elites internalising an export-national mission. These firms took
on highly leveraged investments, diversified into technologically demanding industries,
and accepted exposure to international competition as proof of national capability. Senior
leadership routinely articulated performance in terms of patriotic achievement, and internal
cultures emphasised sacrifice, discipline, and organisational loyalty as national virtues.
Profitability remained essential, but prestige was derived from elevating Korea’s industrial
status and earning foreign exchange for the country.

Taiwan offers a contrasting but complementary pattern. Itsindustrialisation was powered less
by conglomerates and more by dense networks of small and medium-sized firms embedded
in local communities and global supply chains. These enterprises frequently reinvested
surpluses in skills, machinery, and export learning, and treated participation in the island’s
transformation as a civic project. Business associations coordinated standards, technology
diffusion, and supplier upgrading in ways that strengthened collective competitiveness
rather than merely protecting individual margins. The private sector thus functioned as the
backbone of a wider developmental coalition, with entrepreneurial success imagined as a
contribution to national resilience and external security.

Singapore’s case highlights yet another modality of alignment between corporate strategy
and national interest. Private firms operated alongside government-linked companies and
sovereign investment arms, but many domestic and multinational enterprises internalised
the city-state’s ethos of excellence, reliability, and global trustworthiness. Businesses
adopted rigorous standards, workforce development, and long-term investments in logistics,
finance, and advanced manufacturing because these were understood to serve not only
corporate interests but also Singapore’s reputation and survival as a small, trade-dependent
nation. Corporate leaders often spoke in the idiom of stewardship: firms were expected
to be custodians of national credibility in global markets, and commercial behaviour was
evaluated accordingly.
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Across these very different contexts, what stands out is not uniform policy design but a shared
moral framing of enterprise. Business leaders viewed their firms as institutions embedded
in a national project, and willingly accepted constraints, risks, or long-term horizons
when these advanced collective goals, such as reconstruction, technological upgrading,
export capability, social stability, or geopolitical standing. Profit and national interest
were not seen as antagonists to be reconciled after the fact, but as dimensions of the same
vocation.

National transformation is most durable when business leaders see themselves not merely
as beneficiaries of growth but as trustees of a larger developmental project. The most
successful corporate histories in post-war America, Germany, Japan, and East Asia were
marked by firms that invested ahead of immediate returns, treated technological capability
and workforce upgrading as civic obligations, and derived legitimacy from strengthening
national resilience, enhancing export competitiveness, and promoting social stability. Their
pursuit of profit was not suspended; rather, it was embedded within a moral economy in
which reputation, prestige, and long-term value were tied to advancing national capability
rather than extracting short-term gains. The underlying ethic was one of stewardship:
firms imagined themselves as institutions of the nation, not just participants in its
markets.

For India, this implies a private sector that is willing to accept longer investment horizons in
innovation, skills, and quality; one that treats formalisation, productivity, and technological
deepening as collective goods rather than optional strategies; and one that recognises its
role in shaping social trust and institutional credibility. It calls for business leadership that
is comfortable with competition at global standards, that reinvests success into capability
building rather than financial engineering, and that frames corporate ambition in terms of
what it does for India’s productive base, employment quality and international standing. In
a society undergoing rapid structural change, the private sector’s legitimacy will increasingly
rest on its ability to marry commercial dynamism with a conscious contribution to nation-
building, not as a slogan, but as a guiding discipline in strategy, capital allocation and
organisational culture.

16.134. Third, political economy experience shows that when firms cannot rely on
protection, discretion, or rent extraction and must compete on productivity, quality, and
export performance, they develop a direct interest in strong, predictable, and impartial
public institutions. In this sense, productive firms can act as a forcing mechanism for
higher state capacity.

16.135. Yet, state capacity is not shaped by firms alone. Public institutions ultimately
operate through everyday interactions with individuals and households, whose
compliance behaviour, expectations of fairness, and willingness to engage with formal
systems are equally decisive. The private sector, therefore, must be understood not only
as a collection of enterprises, but also as a society of citizens. It is to this broader societal
role in achieving Viksit Bharat that we now turn.
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Citizens, norms, and the social foundations of capability

16.136. If the private corporate sector co-shapes the incentive environment in which
state capacity evolves, citizens shape it even more pervasively through the daily norms
that determine whether public systems must rely on enforcement or can function
through internalised responsibility.

16.137. The Indian state today operates under intense pressure: to deliver growth,
manage distributional conflict, maintain macroeconomic stability, absorb geopolitical
shocks, and prepare for technological disruption, all while operating within democratic,
judicial, and media constraints. In such an environment, the cost of enforcement rises
sharply. Every rule that must be policed rather than internalised, every policy that must
be coerced rather than complied with, every reform that is litigated socially before it
is debated intellectually, consumes scarce administrative bandwidth. This is where
the behaviour of citizens, often treated as a secondary or moral question, becomes a
primary variable in political economy.

16.138. In a world that is changing faster than most people can fully process, the role of
citizens is no longer limited to voting, paying taxes, or following rules. It shows up in the
way people live their daily lives, how they learn, how they treat their work, how they care
for their bodies and minds, how they handle disappointment, and how they think about
the future of their children. Development, in that sense, is not something that happens
“out there”, in ministries and boardrooms; it happens in homes, neighbourhoods,
workshops, offices, and factory floors, through the quiet habits people build every day.

16.139. Technology is bringing this reality closer to individuals than ever before. For
years, people believed that as long as one had a degree and a “respectable” job, the world
would not change too much around them. But artificial intelligence has unsettled that
comfort. Many kinds of work that once felt secure, such as drafting emails, compiling
reports, and processing information, can now be done faster by machines. This does
not make people useless; it simply changes where human worth is expressed.

16.140. It shifts value toward things that depend on care, discipline, skill, and
judgement, fixing a machine so that a line does not stop, handling a complex delivery
schedule without chaos, building something with the hands and taking pride in its
finish, working with others calmly when things go wrong. These are not “lesser” forms
of work. They are the kinds of work on which reliability rests, and reliability is what
allows large systems such as ports, highways, hospitals, power grids to function without
constant breakdowns.

16.141. To thrive in such a world, people need to think of learning as a lifelong companion
rather than a phase that ends with a certificate. That learning may not always come from
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courses or formal training. It may come from listening to a younger colleague explain a
new tool, from being willing to move into a different role, or from admitting that an old
method is no longer the best. The humility to adapt without feeling diminished will be
as important as raw intelligence.

16.142. But this transition is not only about skills. It is also about how people hold
themselves together in an age that constantly pulls at their attention. Many lives today
are lived through screens, constantly scrolling, reacting, and comparing. Over time,
this drains energy, leaving people anxious, restless, and prone to anger. When that
becomes the emotional climate of a society, it becomes increasingly difficult to sustain
effort over extended periods. Work feels heavier, patience wears thin, and everything
becomes urgent even when it is not.

16.143. Looking after one’s physical health, protecting sleep, finding time for quiet or
for exercise, learning to step away from social media before it consumes the day — these
are not indulgences. They are forms of self-care that strengthen the ability to work
steadily, to think clearly, and to respond with maturity rather than impulse. A society
that values reliability must also value the inner stability that makes reliability possible.

16.144. This connects, in a deeper way, to how people think about comfort and sacrifice.
Development always involves some trade-off between what feels good now and what
pays off later. It may mean waiting at a red light even when the road appears empty,
spending a little extra time to do a job properly instead of cutting corners, or accepting
inconvenience when a city is being rebuilt. These may look like small inconveniences,
but together they create an environment where systems run smoothly rather than
constantly fight friction. Where people constantly negotiate rules or look for shortcuts,
the state has to tighten enforcement, create more paperwork, and spend energy policing
behaviour, which slows everything down and makes everything more frustrating for
everyone.

16.145. In India, this tension is visible most sharply in the contrast between how people
care for their private spaces and how they behave in the commons. Homes are often
kept with great diligence, and personal hygiene and domestic order are observed with
discipline and pride. Yet the ethic weakens once one steps outside the door. Streets,
drains, railway tracks and vacant plots are treated as spaces without a custodian, and
therefore without obligation. Other societies that have fared better on public hygiene,
from Sri Lanka to parts of Africa and Latin America, have not produced more fastidious
individuals inside their homes. They have raised the moral status of the commons to
the level of the household. Public space is seen not as a zone of no responsibility but
as an extension of shared life. Where that sensibility takes root, and where the state
matches it with predictable collection, maintenance and civic services, behaviour shifts
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from indifference to stewardship. The difference, in that sense, lies less in individual
virtue than in whether collective spaces are experienced as worthy of care. Chapter 15
on urbanisation covered this issue in detail.

16.146. The same logic extends to public money. Handouts and freebies can be a
compassionate gesture in the present, especially when people are struggling. But they
are not paid by anybody. Much of the cost is pushed into the future through borrowing,
and it is the next generation that must work longer and harder to repay it. In an
emotional sense, this is easy to forget because the burden is invisible — no one sees
the child who will one day pay the interest on today’s promises. But the burden is real,
and recognising it is part of what it means to act as responsible citizens rather than as
short-term beneficiaries.

16.147. None of this is about asking people to become saints or to live lives of constant
restraint. It is about recognising that the world India is entering is more competitive,
more interconnected, and more technologically driven. It is also a world that rewards
steadiness, skill, and maturity. A country cannot scale industries, logistics, or complex
supply chains unless millions of people, across thousands of moments every day, show
up on time, do their work with care, and hold themselves to standards even when no
one is watching.

16.148. The deeper lesson is that capability in a society is co-produced. When citizens
experience public systems as reliable, they are more willing to internalise norms of
responsibility in shared spaces; when those norms take hold, the state spends less
energy on policing and paperwork and more on solving problems that truly require
authority and expertise. The commons is therefore not a peripheral arena but a quiet
test of alignment between behaviour and institutions. Where private discipline coexists
with public indifference, the machinery of the state is drawn into constant enforcement;
where the ethic of care extends beyond the household into the civic realm, institutional
capacity expands without the need for dramatic reforms or grand programmes. It is in
this reciprocal strengthening — between how people live their everyday lives and how
systems respond — that the foundations of durable capability are laid.

16.149. When citizens treat learning as a habit, respect physical and technical work, care
for their own health and emotional balance, use technology without becoming captive
to it, and understand that today’s comfort can sometimes become tomorrow’s burden,
they do more than improve their own lives. They make the state’s job easier, reduce
the need for constant enforcement, and create the trust on which institutional capacity
grows. In that quiet alignment between how people live and how systems function lies
the real strength of a society that wants to rise without losing its balance.
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Delayed Gratification and the Cost of Impatience

16.150. Another recurring but underappreciated constraint on India’s development
trajectory is the difficulty of sustaining delayed gratification. Competing in the global
big league, whether in manufacturing, logistics, institutions, or elite sports, requires
incurring near-term costs for returns that are uncertain, delayed, and often invisible
in the short term. Where delayed gratification weakens, systems begin to substitute
shortcuts for capability, visibility for depth, and speed for learning.

16.151. A common misunderstanding is to treat “working smart” as the opposite of
“working hard”. In practice, working smart is the result of working hard over time.
Shortcuts are not discovered first and applied later; they are earned only after long
exposure to detail, repetition, and error. One has to put in the hours before one can
see which steps can be skipped. One has to learn the full complexity of a task before
knowing which details truly matter. And one has to do the work wrong many times
before discovering how to do it right. Delayed gratification is therefore not a moral
virtue, but a productive capability.

16.152. Recent developments in Indian sport illustrate what happens when this
sequence is inverted. Accelerated entry into professional leagues through short-format
performance, limited competitive exposure, or social-media visibility has lowered entry
barriers and expanded access. Yet it has also weakened the long apprenticeship that
builds endurance, judgement, and technique. The costs are not immediately visible, but
they accumulate quietly.

16.153. A related manifestation is the persistence of doping violations. Performance-
enhancing substances offer immediate gains by bypassing the slow, disciplined work
of training, recovery, and incremental improvement. While enforcement and testing
matter, the deeper issue is behavioural. When delayed gratification breaks down,
systems become vulnerable to shortcuts that deliver short-term results at the expense
of long-term credibility. Trust and legitimacy collapse far faster than they can be rebuilt.

16.154. These tendencies are not confined to sport. They mirror everyday practices
such as queue-jumping, informal compliance, unsafe construction, and negotiated
enforcement that offer convenience to individuals while imposing diffuse and lasting
costs on the system. An ‘India Today’ cover story from the late 1990s characterised the
‘Ugly Indian™ not as immoral, but as convenience-seeking, willing to bend rules, cut
corners, and externalise costs while still aspiring to status and scale. The underlying
pattern remains familiar: institutions are created, but the norms that sustain them
are weak; laws exist, but compliance is often negotiated; and outcomes are demanded

without the corresponding effort.

11 Swapan Dasgupta. India Today. 24 August 1998. The Ugly Indian. https://tinyurl.com/mry8jrj4
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16.155. At higher levels of development, growth relies less on ingenuity and more on
reliability. Complex systems such as ports, highways, industrial clusters, supply chains,
or regulatory institutions function only when millions of small actions align predictably
over long periods. This alignment cannot be legislated into existence. It depends on
citizens and organisations accepting delayed gratification as an economic necessity
rather than a personal sacrifice.

16.156. For state capacity, the implication is direct. An entrepreneurial state cannot be
sustained in a society that treats shortcuts as substitutes for learning. Experimentation
requires tolerance for early inefficiency; competence emerges only through repetition
and correction. Where delayed gratification is socially reinforced, institutions gain the
space to learn, adapt, and reverse course without panic. Where impatience dominates,
hysteresis sets in: skills decay, institutions forget how to do the hard work, and the cost
of rebuilding capability rises sharply.

Deregulation — Institutional capability in action

16.157. The preceding discussion has focused on how state capacity is shaped by human
systems (skills, culture, teams, and values), through which public authority is exercised.
Yet state capacity ultimately reveals itself not in organisational intent or internal reform
alone, but in how institutions function at the interface between the State and economic
actors. It is at this interface that coordination failures, procedural rigidities, and risk
aversion are most visible, and where improvements in capability translate most directly
into economic outcomes. Deregulation and compliance reduction, therefore, offer a
concrete and observable test of state capacity in practice, bringing together many of
the institutional challenges discussed in this chapter: coordination across agencies, the
exercise of discretion under uncertainty, the ability to learn and correct course, and the
reorientation of administrative effort from routine policing towards problem-solving
and delivery.

16.158. Chapter 5 of the Economic Survey 2024-25 discussed deregulation in operational
terms, emphasising the role of States in undertaking systematic deregulation through
a review of regulations for their cost-effectiveness, and framing Ease of Doing Business
2.0 as areform effort that needed to be led at the State level. The chapter highlighted that
States function as rule-making authorities across critical areas, including land, building
regulations, labour welfare, electricity, and local trade and commerce. It also examined
how regulatory mandates, such as permits, price and quantity controls, fees and taxes,
inspections, and penalties, impose costs on enterprises by increasing the time, effort,
and uncertainty involved in starting or operating a business. This analytical diagnosis
provided the basis for moving from problem identification to institutional response.
The ongoing Task Force on Compliance Reduction and Deregulation initiative of the
Government of India represents the next step in this progression.

®
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16.159. The Task Force on Compliance Reduction and Deregulation was constituted in
January 2025 under the chairmanship of the Cabinet Secretary to drive reforms that
simplify regulations and streamline procedures across States and Union Territories. The
key objectives include: identifying redundant, overlapping, or outdated compliances
and recommending their rationalisation; guiding States in amending laws, subordinate
legislations, and procedures to align with principles of minimal regulation; encouraging
adoption of standardised reform templates to promote consistency and predictability
across jurisdictions; facilitating risk-based compliance frameworks and third-party
involvement in inspections especially for micro, small, and medium enterprises;
promoting digitisation and integration of all G2B services through an effective country-
wide Single Window System linked to the National Single Window System; and
documenting best practices of States and international benchmarks for replication and
cross learning.

16.160. What distinguishes this exercise from earlier deregulation drives is not only the
number of reforms, but the institutional process: cross-agency coordination, iterative
problem-solving with States, and real-time learning, which touch the core elements of
state capacity discussed in this chapter.

16.161. The Task Force identified 23 Priority Areas across five broad sectors that
together account for a large share of regulatory interaction between enterprises and the
State. These Priority Areas were identified through extensive consultations with Central
Ministries, States, industry associations, and knowledge partners. The sectors include
Land Use, Building and Construction, Labour, Utilities and Permissions, and a set of
Overarching Priorities (Chart XVI.6). The emphasis has been on reducing procedural
complexity without diluting legitimate safeguards.

16.162. Since March 2025, three rounds of Task Force visits have been undertaken,
involving interactions with Chief Secretaries, senior officers, and industry associations.
Officers from the Cabinet Secretariat, DPIIT, Ministry of MSME, and NITI Aayog formed
part of these delegations. Additionally, regular monthly meetings are held between
the Special Secretary of the Cabinet Secretariat and the Nodal Officers of the States.
This continuous engagement model has reinforced ownership of reforms within State
administrations and ensured that implementation challenges are addressed through
iterative problem-solving rather than post-hoc assessment.
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Chart XVI.6: Priority Areas across Five Sectors

Land Building and Labour Utilities and Overarching
Construction Permissions  Priorities

Progress and National Scale of Implementation

16.163. The scale of the reform effort reflects both its ambition and its execution
discipline. Chart XVI.7 provides an overview of the implementation progress to date.
With 36 States and Union Territories expected to implement 23 Priority Areas each,
the total number of actionable reforms across the country amounts to 828. As of 23
January 2026, 630 Priority Areas, representing 76 per cent of the total, have already
been implemented. Another 79 Priority Areas, accounting for 10 per cent, are under
active implementation. A limited number have been identified as not applicable in
specific State contexts. Progress is tracked through a digital MIS platform that enables
real-time monitoring, the identification of bottlenecks, and the dissemination of best
practices, reinforced by regular high-level reviews and monthly monitoring by the
Cabinet Secretariat. The cumulative progress of this effort across States and Union
Territories is presented in Chart XVI.8, which reflects the implementation status of
each priority area based on updates reported through the Task Force’s monitoring
framework (as on 23 January 2026).

Chart XVI.7: Progress in Implementation (as on 23.01.2026)
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Best practices and reforms beyond Priority Areas

16.164. Beyond the identified Priority Areas, several States and Union Territories have
undertaken innovative reforms that go beyond the common reform templates, tailored
to their specific administrative, economic, and spatial contexts. This demonstrates how
the compliance reduction agenda has encouraged States to internalise deregulation as a
continuous governance process rather than a checklist exercise. Best practices emerging
from States are documented through State-wise dockets and shared on the MIS portal,
enabling peer learning and replication across jurisdictions.

16.165. For instance, in Andhra Pradesh and Uttarakhand, the requirement for land
conversion or change inland use has been eliminated for specific categories, significantly
reducing procedural delays. In Assam, Jammu & Kashmir, Odisha, Puducherry, and
Tripura, negative lists have been introduced for mixed land use zones, whereby all
activities are permitted unless explicitly prohibited, replacing earlier prescriptive
zoning frameworks. These reforms have enabled greater flexibility in land use while
maintaining regulatory clarity. In the area of building and development norms,
Haryana, Madhya Pradesh, Odisha, Tamil Nadu, Uttar Pradesh, and Uttarakhand have
liberalised building bye-laws, and simplified development norms relating to setbacks,
Floor Area Ratio (FAR), parking restrictions, and minimum plot area. These measures
have reduced land loss, enabled higher utilisation of urban land, and facilitated project
execution, particularly for industrial and commercial developments.

16.166. Several States have expanded the use of third-party inspections and self-
certification to reduce regulatory bottlenecks. Chhattisgarh, Mizoram, Rajasthan,
Tripura, and Uttar Pradesh have introduced third-party inspection mechanisms for
building plan approvals. For environmental clearances, Andaman & Nicobar Islands,
Andhra Pradesh, Goa, Tamil Nadu, and Uttarakhand have enabled self-certification
and third-party certification for Consent to Operate, reducing dependence on routine
departmental inspections. In the labour domain, Bihar, Gujarat, Odisha, Maharashtra,
and Telangana have removed restrictions on women working in a wider range of
industries and commercial establishments. Fire safety regulations have also been
streamlined through the use of accredited third parties in Assam, Odisha, Telangana,
and Tripura. Chhattisgarh, Gujarat, Haryana, Karnataka, and Uttar Pradesh have
introduced State-level Acts similarto the Jan Vishwas Act, repealing outdated provisions,
amending legacy statutes, and decriminalising minor offences. These reforms have
reduced the fear of penal action for procedural non-compliance and reinforced trust-
based regulation.
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Case Studies from Tripura, and Andaman & Nicobar Islands

16.167. The impact of deregulation is evident in State-level case studies. In the Andaman
and Nicobar Islands, the introduction of an online process for Change in Land Use led
to the disposal of hundreds of applications within months, the creation of additional
tourism capacity, and a visible improvement in household and entrepreneurial
credit flows. In Tripura, a comprehensive reform programme covering land, building
regulations, labour, utilities, and overarching statutes has delivered measurable
results. Following the Rising Northeast Investors Summit 2025, a substantial number
of Memoranda of Understanding have progressed to implementation, with Tripura
accounting for a significant share of the total investments committed to the Northeast.
These outcomes reflect the cumulative impact of systematic deregulation, institutional
coordination, and sustained engagement with industry. These experiences demonstrate
how systematic deregulation translates administrative reform into improved economic
outcomes.

16.168. The outcomes of the Compliance Reduction and Deregulation Initiative are
visible in reduced compliance burdens, faster approvals, greater reliance on digital
processes, and improved predictability for businesses. More importantly, the initiative
demonstrates how deregulation, when pursued as a continuous governance process
rather than a one-off exercise, strengthens state capacity itself. By lowering friction
at the interface between firms and the State, administrative energy is redirected from
routine policing towards coordination, monitoring, and problem-solving.

16.169. Outcomes of Phase I are encouraging. The experience of Phase I illustrates
a broader lesson of this chapter: that state capacity is built not only through new
institutions or additional controls, but through disciplined removal of frictions that
impede productive activity. Phase II of the Compliance Reduction and Deregulation
initiative was rolled out in January 2026 to cover additional priority areas, including
land, building and construction, utilities and permissions, environment, education,
health, labour, and overarching reforms.

16.170. The current phase of deregulation demonstrates how disciplined removal
of friction can strengthen state capacity at scale. India’s development history also
evidences how phases emphasising facilitation, neutrality, and ecosystem-wide public
goods proved successful. In other words, India is no stranger to the ‘entrepreneurial
state’ which was discussed and defined in Part I of the chapter under the section titled
‘The Common Thread: The Entrepreneurial State’. It simply has to rediscover that
spirit. The transformation of India’s software industry illustrates this with particular
clarity (Box XVI.9).
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Box XVI.9: What visionary bureaucracy can achieve: India’s case experience

from “Produce and Protect” to broad-based industry promotion

India’s experience in developing a globally competitive software industry illustrates a
distinctive mode of state capacity in action. From the 1960s to the early 1980s, the electronics
and computing sector was governed by a “produce and protect” regime, characterised by
state-owned enterprises, import substitution, and pervasive controls over private and foreign
participation. Despite substantial public investment, the state proved unable to coordinate
production, technology selection, and market development, resulting in fragmentation,
delays, and weak outcomes.

A decisive shift occurred in the mid-1980s, when the state moved away from direct production
and protection towards broad-based industry promotion. Rather than withdrawing from
the sector or selecting national champions, public policy focused on reducing regulatory
barriers, enabling private entry, and lowering ecosystem-wide costs. This included
recognising software as an industry, easing foreign exchange and import restrictions for
exporters, investing in technical education, expanding telecommunications infrastructure,
and creating technology parks that offered reliable power, connectivity, and single-window
clearances.

The shifttoindustry promotion was accompanied by changesinleadership and administrative
orientation. Senior officials more open to private initiative and foreign participation
were deputed in the Department of Electronics. At the time, a growing cohort of Indian
expatriates trained at the IITs and holding executive positions in U.S. technology firms,
recognised India’s technical talent but remained wary of the country’s restrictive regulatory
environment, particularly in the aftermath of IBM’s exit in 1978. With the change in policy
stance, foreign firms began to test India’s openness. In 1985, the government approved
Citibank’s proposal to establish a private satellite link to support remote software services,
followed shortly by a similar approval for Texas Instruments to set up an offshore software
development centre in Bangalore. Reflecting the extent of regulatory flexibility exercised
during this phase, N. Seshagiri, one of the original members of the Bhabha Committee and
later the principal adviser on electronics policy to the Prime Minister of India, candidly
observed that “we broke 26 separate rules to accommodate Texas Instruments’ Bangalore
subsidiary and are willing to break more.”

Crucially, these promotional policies were neutral across firms and scale. They did not
privilege individual incumbents, nor did they insulate domestic players from competition.
Instead, they supported the industry as a whole, allowing multiple firms to emerge, compete,
and integrate with global markets. The result was a fragmented yet dynamic ecosystem that
proved resilient, innovative, and export-oriented.

12 Dinsha Mistree. Stanford Law School Working Paper Series. From Produce to Protect to Promoting Private
Industry: The Indian State’s Role in Creating a Domestic Software Industry. https://law.stanford.edu/wp-

content/uploads/2019/12/Mistree-Making-Electonics-in-India.pdf
13 SIPA News (1988), quoted in Evans (1989)
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This experience underscores that effective state capacity does not require pervasive control
or discretionary intervention. When institutional effort is redirected from protection and
micromanagement towards facilitation, coordination, and provision of public goods, the
state can shape outcomes decisively while preserving competition and private initiative.

Conclusion

16.171. India’s recent economic performance has demonstrated that macroeconomic
stability and growth can be sustained even in a turbulent global environment. But this
chapter has argued that the nature of the challenge now facing India is changing. In a
world marked by geopolitical fragmentation, contested trade, volatile capital flows, and
rapid technological shifts, growth by itself is no longer the binding constraint. What
increasingly differentiates countries that merely absorb shocks from those that shape
outcomes is the depth and quality of their state capacity.

16.172. The first part of the Chapter locates this challenge in the global context. It argued
that India’s transition from Swadeshi to strategic resilience, and ultimately to strategic
indispensability, will be determined not only by how fast the economy grows, but by
whether domestic capabilities become embedded in global production systems in ways
that enhance reliability, learning, and external stability. Strategic resilience rests on the
State’s ability to anticipate vulnerabilities, coordinate across institutions, and respond
under stress without disorder. Strategic indispensability demands more: the capacity
to build capabilities that others depend upon, making India a source of stability and
value rather than only a participant in global markets.

16.173. The second part of the chapter examined what this requirement implies
institutionally. It showed that state capacity is not a single reform or a single institution,
but a composite outcome shaped by how decisions are made, how risk and failure are
managed, how administration is organised around outcomes, how regulation is designed
and implemented, and how incentives influence the behaviour of firms and citizens.
Weakness in any one of these dimensions can negate progress in others. Capacity is
therefore not built by proclamation, but through steady alignment across institutional
systems.

16.174. Equally, the chapter has emphasised that state capacity is not produced by the
State alone. It is co-created through the everyday behaviour of firms and citizens. Where
firms compete by building productivity, scale, and technological capability rather
than by seeking protection or negotiation, the demand placed on the State shifts from
discretion to competence. Where citizens internalise compliance and care for shared
systems, enforcement burdens fall and administrative effort can be redirected toward
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coordination and delivery. Where these alignments hold, institutional performance
improves even without expanding the size of government.

16.175. The experience with Compliance Reduction and Deregulation Initiative
illustrates this logic in practice. Deregulation, when pursued as a continuous and
coordinated governance process, is not a retreat of the State but a strengthening of
it. By simplifying rules, clarifying responsibilities, and making processes predictable
and time-bound, administrative effort is shifted away from low-value policing toward
problem-solving, monitoring, and execution. In this sense, deregulation becomes not
only a pro-business reform, but a mechanism for building state capacity itself.

16.176. The broader lesson is that India’s movement from Swadeshi to strategic
resilience, and from resilience to strategic indispensability, cannot be achieved through
insulation alone. Intelligent indigenisation requires discipline, outward orientation,
and credible exit. Manufacturing, exports, and participation in global value chains act
as institutional stress tests, exposing weaknesses that sheltered activities can conceal.
Success in these domains depends as much on the quality of institutions as on capital,
incentives, or intent.

16.177. In a more uncertain world, risk is unavoidable. The advantage lies in managing
it better. Countries that can act before certainty emerges, correct course without
paralysis, and align incentives across the State, firms, and citizens are better placed to
convert growth into influence. State capacity is therefore not an administrative concern
at the margin. It is the foundation on which strategic resilience is built and the pathway
through which strategic indispensability becomes possible.

“IfIndiaisto truly fulfillits potential, it must move froma ‘Ruler’s Raj’to a ‘Citizen’s Raj’.”
— Sir Mark Tully, 9th Nani Palkhivala Memorial Lecture, Chennai, February 12, 2011
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