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India in the new world

Slashing tariffs, seeking FDI

Economics
India

¢ The combination of high import tariffs and low FDI in mid-
tech sectors has hurt India’s export potential over the past
decade

¢ One positive from the potential US trade tariffs is that they
could become a catalyst for change, but reforms must run
deep

¢ The experience of China, ASEAN, and India’s own success
with services exports could shed light along the way

Too many uncertainties on the external front will likely hurt India’s GDP growth in the
short term. But can these be turned into opportunities in the medium term? We go back
in history to see what has worked in the past, and what has not. We analyse India’s
economy over two periods — the ‘high growth’ decade, FY01-FY10, when India’s growth
soared, alongside rising global export share and investment; and the ‘lower growth’
decade, FY11-FY20, when all three softened. How can India escape ‘lower growth’ and
ascend to ‘high growth’?

One key differentiating factor between the two periods was import tariffs, falling in the
former, but rising in the latter. In fact, India’s import tariffs are amongst the highest
globally, and were hurting exports even before the Trump administration put them
centrestage. How have high tariffs hurt India? The economy has not fully plugged into
global supply chains. One reason why China could raise its exporting strength (or its
forward participation) was because it was open to importing (raising backward
participation) before it became self-sufficient. Protectionist tendencies in India may have
led to a premature clamping down of backward participation, hurting its export potential.

India’s FDI story also sheds light. After soaring in the pandemic period, high-tech FDI has
fallen, as global competition has picked up. What India seems to have overlooked is mid-
to-low tech FDI in labour intensive manufacturing sectors like food, apparel, furniture, and
toys, which stagnated in the ‘lower growth’ period. In fact, India did not gain as much as
ASEAN in these sectors during the first Trump Presidency. But if supply chains are
rejigged during the second Trump Presidency, following higher tariffs on current large
exporters, and the world looks for new producers, India may get a second chance. If
sectors such as electronics, apparel, furniture, and footwear, where Vietham made
significant progress in the first Trump Presidency, is a reflection of where global
opportunities from supply rejigging lie, it is worth noting that India is already a player, with
room to grow. Incidentally, China’s excess capacity is not as large in these mid-to-low
tech sectors. Space for another manufacturer may well be there.

But first India needs to make changes. And there is good news here. Potential US tariffs
may have become a catalyst for reforms — lowering import tariffs, opening up to regional
FDI, fast-tracking trade deals, and making the INR more flexible. And India does not have
to look too far for models to emulate. Its success in services exports has demonstrated
the power of moving up the value chain, from basic (e.g. call centre services) to high-tech
(professional services). But for similar success in goods trade, reforms must run deep.
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Growth was high in FY01-
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Certainly uncertain

There are too many uncertainties on the external trade and tariffs front (see exhibits 1 and 2).
Higher tariffs on India’s exports will likely lower its GDP growth directly (for instance, as we
discuss later, reciprocal tariffs could lower India’s GDP growth by about 0.3ppt), and indirectly
(for instance via lowering global FDI flows). In this report, however, we look beyond the
immediate impact, and how this adverse shock can be turned into an opportunity. After all, in
the past India has reformed best in periods of crisis (a la 1991).

We go back into history to understand what worked in the past, and what has not. We analyse
India’s economy and its external finances over various periods, and a few lessons are clear. If
India can dare to be different by opening up for business by lowering tariff and non-tariff
barriers, and be more welcoming of regional FDI in labour-intensive sectors, even as the world
is turning more protectionist, it could more meaningfully plug into global value chains, and in the
process create more jobs and growth.

India may have already embarked on this journey, but success will depend on how far it is ready
to go. Let us elaborate.

Ex 1: Market volatility has risen amidst a Ex 2: The INR has depreciated quickly
looming threat of tariffs against the USD in recent months
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Going back in history

Two distinct periods in India show good insights: FYO1-FY10 and FY11-FY20 (see exhibit 3).

High growth FY01-FY10: This period showed high GDP growth (averaging 7.8% per year),
rising investment (by 1.1% of GDP per year), and strong export growth (13% per year in real
terms). India’s global export share more than doubled in this decade.

This was a period when India was cutting import tariffs (even bringing them down to where
China'’s tariffs were by 2010, see exhibit 4). There were high imports too, leading to a worsening
of the c/a balance (by 0.3% of GDP per year). But because growth was strong, so were capital
inflows. The c/a deficit was easily funded, leaving behind a high BoP surplus (2.9% of GDP).

Lower growth FY11-FY20: The next decade was quite the opposite. GDP growth was lower
(average 6.6% per year), investment weaker (falling by 0.2% of GDP per year), and export
growth softer (6% per year). India’s global export share was broadly stagnant in this period.
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This was a period when India’s import tariffs stopped falling, and even started to rise from
2018 onwards (see exhibit 4). Imports were low too, leading to an improvement in the c/a
balance (of 0.3% of GDP). But because the growth prospects were weaker, capital inflows were
softer, leaving behind a smaller BoP surplus (0.9% of GDP).

What is clear from these periods is that high growth is a function of strong investment and
export, and has been experienced best at times of falling import tariffs. The worsening of the c/a
balance during the higher growth period has not been a problem, because it was fully funded by
higher capital inflows.

The challenge for India is to break out of the ‘lower growth’ track, and ascend to ‘high growth’.
What can it do right?

Ex 3: Learning lessons from two distinct periods: ‘high growth’ with falling import tariffs,
and ‘lower growth’ with rising tariffs
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Lower growth (FY11-20)

Ex 4: India’s import tariffs fell for a decade
before rising again

Ex 5: India’s share in global exports has
been low and risen gradually
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Are import tariffs too high?

India’s share in global merchandise exports has been low and sluggish (see exhibits 5 and 6).

The obvious next question is why? Although global liquidity was lower in the ‘lower growth’
period than the ‘high growth’ period, all countries should have suffered. Why did India’s export
share stagnate? There could be many reasons, such as the hurdles around the ease of doing
business and quality of infrastructure, but what stands out for us in the current environment is
elevated tariffs.
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India has had amongst the highest import tariffs (see exhibit 7), and they have been on the
rise (see exhibit 4, although this does not include some cuts in the recent budgets). Non-tariff
barriers are also rife (although harder to quantify). WTO data shows that India ranked second
after China in imposing antidumping measures against the US. Quality control orders (QCOSs)
are also on the rise (from 14 notified in 2014 to 186 notified in 2024). These orders are quality
standards imposed on imports. They are meant to ensure quality and safety, but can also
double up as non-tariff barriers.

India’s high tariff and non-tariff barriers have begun to stand out at a time when President
Trump has suggested reciprocal tariffs on India’s exports (see exhibit 8), although it is not clear
what form reciprocal tariff increases will take, or the likely timeline. Going by the tariff differential
with the US, the sectors most impacted could be agriculture, automobiles, jewellery, and
pharmaceutical products (see exhibit 9).

All said, these tariff barriers were already hurting India, even before the Trump administration
brought them centre stage. Next, we explore how exactly India has been hurt by high tariffs by
undertaking a comparative assessment of India and China in trade integration.

Ex 6: Goods exports as a % of GDP has Ex 7: India has among the highest tariffs
fallen in the last decade globally
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India’s still-low integration in the global goods value chains

Our India and China analysis uses OECD'’s trade in value added (TiVA) database, which helps
understand how economies have become integrated into global value chains over time.

We use two concepts, backward and forward participation, both expressed as a share of an
economy’s gross exports. Backward participation refers to the use of foreign-sourced inputs to
produce a country’s exports, and forward participation refers to the use of domestically
produced value-added in a foreign countries’ exports.

In the case of China, the forward participation has been on the rise for a few decades, making
more countries dependent on Chinese produce (see exhibit 10). No surprise that China’s global
export share has continued to rise.

An important enabler in the process was falling tariffs throughout the period, and higher imports, at
least initially. China’s backward participation shows that the reliance on imported inputs increased for
several years, before China deepened its manufacturing and became more self-sufficient.

In the case of India, we go back to the ‘high growth’ and ‘lower growth’ periods referred to
above. Forward participation was rising until about 2010, after which it stagnated (see exhibit
11). Backward participation increased in the ‘high growth’ period, but declined in the ‘lower
growth’ period, when import tariffs began to rise. The high tariffs may have made it costly to
import, and given that the intermediary inputs industry had not developed by then, India’s
forward participation, or more broadly, its export potential, suffered.

India may have become a victim of premature protectionism. But this can now change, and
there are some nascent signs (more later).

Ex 10: China’s forward export participation  Ex 11: India’s forward export participation

has been on the rise for a few decades has stagnated since 2010
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India’s FDI mystery

Having analysed trends in external trade, we move to its funding counterpart, i.e. foreign direct
investment (FDI). What's gone on there?

Net FDI into India increased appreciably in the five years before the pandemic (from USD22bn in
FY14 to USD31bn in FY19). During the pandemic it increased further (to USD44bn in FY21).

Thereafter net FDI has been declining sharply, now to about USD3.5bn (sum of the past four
quarters, see exhibit 12). India’s share in regional FDI has also declined (exhibit 13). Which
parts of FDI flows have led to this?
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To recap the definitions: Net FDI: FDI to India — FDI by India; FDI to India: Gross FDI — repatriation.

We find that FDI to India has fallen while FDI by India has inched up (see exhibit 14). And within FDI
to India, gross FDI has been sluggish, and repatriation has risen (see exhibit 15).

The rise in repatriation is not too great a concern in our view, as it is largely secondary sales
and IPOs by MNCs as well as exits by PE firms, and perhaps adds to investor confidence that

investing in India can be profitable.

What bothers us is that gross FDI has been more sluggish than one may have expected given
India’s strong growth potential in the few years following the pandemic.

The mystery thickens when we find that throughout this period, foreign investment intention in
high-tech and futuristic sectors such as renewables, semiconductors, green hydrogen, and data
centres was strong (see exhibit 16 and 17). Some of this pledged money never came.

Looking closer we find that much of the FDI instead went to advanced economies, in
several instances where large government incentives made it attractive. In fact, 23% of global

FDI in 2023 went to the US alone.

Ex 12: India’s net FDI inflows have been
declining...
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Ex 14: FDI to India has fallen while FDI by
India has inched up
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Ex 13: ...and its share in the regional FDI
has also fallen
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Ex 15: Within FDI to India, gross FDI has
been sluggish, while repatriation has risen
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Ex 16: Foreign investment intention in Ex 17: ...in both value and volume
high-tech and futuristic sectors have
risen...
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A case of missing mid-to-low tech FDI

Our constructed indices show that much of the FDI boost in the pandemic period was led by
high-tech sectors such as autos/EVs, electronics, pharmaceuticals, and computer services (see
exhibit 18) . This FDI culminated in strong growth in high-tech exports (see exhibit 19). And it is
this FDI segment that declined in recent quarters given the fierce global competition (as other
economies, some with deeper pockets to give subsidies, are competing for the same funds).

While high-tech FDI is critical for growth, what seems to have been overlooked is the other half —
mid-to-low tech FDI. This includes foreign investment that fuels the more labour intensive sectors
such as food, textiles, furniture, and toys. This has stagnated in the ‘weaker growth’ period
(falling from 40% of overall FDI in 2000-10 to 30% in 2011-17, and further to 25% in 2018-24).

No surprise that India’s mid-to-low tech exports have also been weak.

Ex 18: While all eyes were on high-tech Ex 19: ...culminating in strong high-tech
FDI, mid-to-low tech FDI stagnated... exports, but sluggish mid-to-low tech
exports
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1 Within high-tech FDI, we include items such as machinery, aircratft, railway and autos components, boilers, cement, chemicals, commercial
and household equipment, computer software and hardware, consultancy services, defence, pharma, electronics, information broadcasting,
medical appliance, metallurgical industry, non-conventional energy, petroleum & natural gas, scientific instruments, ship building,
telecommunications and trading. Within mid-to-low tech FDI, we include items such as agriculture services, fermentation, food processing,
textile, leather, footwear, furniture, toys, mining, paper, printing, rubber, soaps and cosmetics, sugar, tea, coffee, timber, and vegetable oils.
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Lessons learnt from the first Trump Presidency

As a result of elevated tariffs and soft mid-to-low tech FDI, we believe India was not able to fully
seize the opportunities in the first Trump Presidency, when supply chains were rejigged
following the imposition of new and elevated tariffs.

Did India benefit at all? Yes, but narrowly. It did gain market share in the export of electronics
and iron & steel articles (see exhibit 20). But it was not able to gain significant market share in most
other sectors, largely mid-tech (e.g. furniture, footwear, apparel, and toys), as well as some high-tech
(e.g. machinery, instruments, and vehicles).

Other blocks like ASEAN made more progress in raising their global export share (see
exhibit 21). Vietnam, in particular, made substantial gains in both mid-to-low tech and high-tech
sector exports.

If supply chains are rejigged again during the second Trump administration, India may
have a chance to grow. If the sectors where Vietnam made most progress during the first
Trump administration is a reflection of where global opportunities from supply rejigging lie, note
that India is already a player in these sectors.

India’s exports in sectors like electronics, apparel, furniture, and footwear are 15-40% of
Vietnam’s exports (see exhibit 22). This shows that India’s footprint is large enough to show
capability, but with room to grow. After all, wage competitiveness is still on India’s side (see
exhibit 23). But what does India need to do right this time around?

Ex 20: In the first Trump Presidency, India’s benefits were limited to higher exports of
select products like electrical machinery, iron & steel
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Ex 21: ASEAN and China gained global export share in the first Trump Presidency
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Ex 22: India’s exports in electronics, Ex 23: Wage competitiveness is still on
apparel, and furniture are 15-40% of India’s side
Vietnam’s exports, reflecting room to grow
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Overcoming obstacles: US tariffs and China’s excess capacity

There are two obstacles for India to overcome before it can increase goods manufacturing and
exports — the potential US tariffs under the second Trump Presidency and China’s excess
capacity. Let's address both:

US tariffs. India stands out because of its trade surplus with the US (see exhibit 24). Back of
the envelope estimates show that reciprocal tariffs could shave off growth by 0.3ppt (although
there are many uncertainties around the details)?. And then there are plans to impose a 25%
tariff on pharma and iron and steel products, which could hurt exports further.

But these threats could also become a catalyst for India to change a few things that kept it from
becoming a larger manufacturing nation. In fact, it is already changing course on several fronts,
becoming more ‘open for business’.

¢ Lowering import tariffs: Some key tariffs were reduced recently. In the February budget,
import tariffs were cut for items like high-end motorcycles, smartphone components, solar
cells, and chemicals. Recent news articles show that the government plans to cut tariffs for
several other goods such as automobiles, agricultural products, chemicals,
pharmaceuticals, and medical devices?.

¢ Opening up to regional FDI: The economic survey of July 2024, which is an important
policy document, made a case for India to become more open to regional FDI, in particular
from China*. However, this has not culminated in higher FDI inflows yet.

¢ Fast tracking bilateral trade deals: India plans to sign a bilateral trade agreement with the
US by late 2025°. Reports suggest that it plans to buy more oil and defence equipment from
the US and increase cooperation in nuclear energy. All of these will likely reduce India’s
trade surplus with the US. It has also shown signs of wanting to fast track its trade
agreement discussions with other regions such as the EUS.

2 India’s direct exposure to the US is c2% of GDP (via exports) and indirect exposure (including direct exports and re-exports via third markets)
is c4% of GDP. The effectively applied tariff differential between the US and India is 6.5% (weighted average). If the US were to impose
reciprocal tariffs under this backdrop, it could shave off GDP by up to 0.3ppt.

3 Business Standard | Govt considers tariff cuts on cars, chemicals as Trump duties loom, 27 February 2025

4 Economic Survey 2023-24 | Medium term outlook: A growth vision for New India

5 Ministry of External Affairs | India- USA Joint Statement, 13 February 2025

6 Business Standard | India, EU to push for long-pending free trade agreement by 2025-end, 28February 2025
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¢ Making the INR more flexible: The currency’s 4% depreciation against the dollar over the
last few months, and likely flexibility going forward, could help make exports competitive,
and give manufacturers the confidence to set up and export from India.

As supply chains become rejigged once again, as they did during the first Trump Presidency,
and the world looks for new countries to manufacture from, India may have an opportunity to
grow its manufacturing sector and exports.

China’s excess capacity: Another concern would be the challenge of growing exports at a
time of excess capacity in China.

Here, we find that while China may have overcapacity in some sectors like electronics, electrical
appliances, and automobiles, the same may not be true for other sectors, like furniture, apparel,
and chemical products (see exhibit 25).

In fact, ASEAN has shown that growing export share despite Chinese overcapacity is possible.
Its trade balance is better than pre-pandemic levels for several consumer manufactured goods.
Therefore, we believe there are opportunities to grow, despite excess capacity in some pockets.

Exhibit 24: India runs a trade surplus with Exhibit 25: China has larger excess
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Why manufacturing should learn from services

India’s services have done a better job in climbing the value chain than manufacturing (see
exhibit 26 and 27). From a focus on call centres in the 1990s, to software solutions in the early
2000s, it is now a seller of complex professional services.

In the case of manufacturing, India may have tried to jump directly to high-tech without first
going through low and mid-tech.

This is not to lower the importance of high-tech manufacturing. It is more to say that lessons
from low and mid-tech manufacturing can make India an even better high-tech manufacturer.

All said, we do not want to underestimate the challenges of navigating a world with rising
protectionism and excess capacity. But we believe that if India remains focussed on being ‘open
for business’, it could benefit from supply chain rejigging in response to tariffs on key exporters.



Ex 26: India has gained more share in
global services exports
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Ex 27: India’s services have done a better
job in climbing the value chain than
manufacturing
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