orruption in Indiaevokes an image

of suitcasesof cash. Theaction by

the government of demonetizing

Rs500 and RsLOOO notes ha \hll all

personswho have pilesof cash that
they cannot justify.

Persons placed in such a predicament willnot
burn orshred the currency notes. These will be
sold at adiscount, and laundered in various
ways. The person who has unaccounted cash will
have to bearasubstantial loss: of 25-50%. This is
agood thing.

There ismuch schadenfreude on the part of the
people who have always resented corruption
and criminality in high places. This tapsinto the
latentanger of ordinary people. The govern-
ment has succeeded in portraying itselfas being
against corruption. This has come at a price, of
course, in terms of a disruption of the cconomy.
Cashisalarge partof India’s money supply, and
isacritical vehicle for transactions. The action of
8 Novemberisalarge contractionary monetary
shock, which has had adverse implications for
the business cycle.

While, in the publiceye, pilesof cashare
onymouswith corruption, we shouldbe ¢
about distinguishing between the three compo-
nentsofblack economy. The firstis the underly-
ingsource of corruption. An example of this
would be the high stamp duties on real estate
transactions thatlead to paymentsin cash. The
second is the methods adopted for storing unac-
counted wealth. An example of this would be
holding assets in gold. The third element is the
method through which transactions are
effected. This could involve cash.

The blackeconomy involvesall three ele-
ments. Targeting unaccounted cash onone par-
ticular day is only a small part of the story. There
isagame of musical chairsbeing played. One
day, lllcmlhl( stopped playing and the persons
whowere holding the cashwere penalized by
25-50"%. Can we set our sights higher and disrupt
the entire gam

Peoplewho participate in the black economy
arelikely to e more cireumspect about trusting
the new Rs500 or Rs2,000 notes. But this does
not pose asignificant impediment for them,
Bundlesof rupees can be replaced by bundles of
USdollars. We expect that by the end of the year,
Indian smallbusinessmen will be as fluent with
bitcoin as they are comfortable with US dollar
bills. Then, there is always the “harbarousrel
gold, to fall back upon. To have an impact on cor-
ruption, we have to go deeper.

The main focus of the war on corruption
should be Lo go after the core corrupt activity.
We see six battlegrounds in this war: gold, haw-
ala, real estate, taxation, politics and elections,
and administration.

GOLD

Bollywood movies of the 1970s depicted the
world of gold smuggling, and the illegality that
wentwithit. In 1991, we putan end to that world
by eliminating restrictions against gold imports.

ix battiefronts for
e war on corruption

To truly disrupt the shadow economy, reforms targeting gold, hawala, real

estate, taxation, politics and elections, and administration are a must

at deal of work went into the establishment
ofawhite-money gold and jewellery business.
“This developmental work received amajor sc
backin 2013, when the customs duty on gold was
reintroduced. Every buyer of gold now has abias
in favour of making cash payments in order to
geta discount. This has dealta body blow to the
worldofgold and jewellery conducted through
white money.

Wecansetup police stings targeting thou-
sands of jewellers and millions of their custom-
ers. Butitwould be better to eliminate the cus
toms duty and solve thisat the oot cause. Cus-
tomsduties are “bad taxes” and should go.

HAWALA
Similar problems afflict India’s cross-border
activities. India’s businessmen and ¢
aglorious history ofbusine: i

Indian citize ns, international diversification
helps reduce risk. Yet, our cross-border activi-

ties are mired in complicated regulations. The
conflictbetween Tata and Docomo is an exam-
pleofhow even the most sophisticated players
are tripped up by India’s capital controls. Cross-
border activities are vital to sophistication of
business, and the cost of doing business has been
escalated by the )slumnl‘m]vilulmnu-o]x

The hawalabusiness came up in the 1960s and
1970s inresponse to capital controls that were a
partof Indiansocialism. We can setup police
action against everyone involved in this llegal-
ity. Butitwould be better to kill the hawala busi-
nessat the root.

On 1l November, inaspeech at the Confedera-
tion of Indian Industry ( (II) Keidanren Business
Luncheon, Prime Minister Narendra Modi said,
“My resolveis to make India the most open econ-
omy in the world”. This requires capital-controls
reform. There is an internationally accepted
measure of capital-account restrictions—the
Chinn-Ito index. Indiais at the bottomof the
table, and can easily get up to the median value
for emerging markets.

REALESTATE
The real-estate businessis enveloped in lle;
ity. Buying agricultural land, obtaining urban
infrastructure like electricl nd get-
tingabuilding plan approved:all are mired in
problems. Buying real estate on the secondary
market generally involves a cash component.
Cash paymenisarc favoured soas toavoid
stamp duty. Stamp duty, like customs duty
bad tax and should go, and the real-estate
should be merged into the goods and ser
(GST.

Land title systems are critical infrastructure
thatmake the market economy possible. At
present, buying land and settling disputes often
involves criminality, as there are title dispute:
The equity market has shown how to build infr
structure for tracking property rights and
achieving frictionless transactions. Building
sound land-title systems will enable law- dhldll]}:
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citizens tobuy and sell land without abrush with
cashorcriminality.

Utban governance i the key (o solving the
problem of getting approvals for building plans
and getting connected (o waterand electricity.
This requires establishing a city government
that controls urban governance and is accounta-
ble toitsvoters.

TAXATION
Atourlevel of limited capabilities in tax adminis-
tration, tax policy must puta low *load” upon the
tax administration by favouring simplici
Jow rates. We must firstlearn to run this tax
administration without corruption. Once that is
achieved, in the future, we can look at the possi-
bility of raising rates. Under present levels of
state capacity, when tax policy llirtswith high
rates and a complex tax code, ollapse into
high corruption.
Inthe GST, weneeda
inatediscretionin cla

ingle rate, soas o clim-
ying agiven productat

ahighrate oralow rate. Andalow rate pushes
both the taxadministrator and the citizen in
favour of compliance. With income tax, the
sound path in tax policy involves the draft Direct
Tax Code, asharp reduction of taxation of corpo-
rations, and alow ukm(nmv Lax rate,
Anew Tax A required,
which sets up the Central board of direct taxes
and Centralboard of excise and customs with
sound processes for their legislative, executive
and quasi-judicial functions, and their top level
governance. Taxes other than income tax and
GST, at the centrallevel, should be removed.
This will take us to a high-compliance and low-
uption environment

col

ADMINISTRATION

v poweris the root cause of corruption.
We have to be cautious when persons in govern-
ment have the discretion to change arule, give a
licence, conduct an investigation, or hand down
punishment. Each of these situations must be
covered by procedural law, which enshrines
good governance. When acoal mineis tobe allo-
cated, it must be done through awell-structured
due process. Before any punishment is meted
out, the accused must he given a statement of the
accusation and the evidence inwriting, and be
givenan opportunity to de
cexamples may seem like basic hygiene, butitis
presently lacking in many parts of the Indian
state.

Regulatorsare particularly problematic, as
they combine legislative power (the power to
write law, i.e. regulations), exccutive power (the
o give licences, the power to conduct
ion) and quasi-judicial power (the
power to award punishment). addsup to
extreme power. The culatorsin India,
where junior officials put anew law on a website
without warning, where licences are given out to
[riends, where investigations are inflicted at will,
and where punishmentsare meted out withouta
hearing or reasoned order.

In 1946, the US putanend to this with the
‘ederal Administrative Procedures Act” which
imposes basic hygiene upon all federal agencies.
In India, there are 120 sections of Taw in Justice
Srikrishna’s draft Indian Financial Code, which
need to be enacted onasimilar scale.

POLITICS AND ELECTIONS

Running a political party and fighting elections
requires large-scale resourcing. The procedures
inInc ical parties Lo engage in
these activities using black money. This is rein-
forcing political partics as family businesses,
which can hold secretsand manage treasuries
through informal systems. Fundamental
reforms are required in order o change over toa
political system grounded in white money. This
willalso take us beyond family-dominated politi-
cal parti
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