Why have private investments
dropped? | Explained

What is private Gross Fixed Capital Formation? When did private investments
pick up in India? Will strong consumption spending increase private sector
confidence? How do government policies affect private capital formation?
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The story so far:

What is GFCF and why does it matter?
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What is the trend seen in private investment in India?

The growth in private investment lasted until the global financial crisis of 2007-08. It
rose from around 10% of GDP in the 1980s to around 27% in 2007-08. From 2011-12
onwards, however, private investment began to drop and hit a low of 19.6% of the GDP in
2020-21.

Why has private investment fallen?
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Historically, however, an increase in private consumption has not led to a rise in private
investment in India. In fact, a drop in consumption spending has boosted private
investment rather than dampening it. Private final consumption expenditure dropped
steadily from nearly 90% of GDP in 1950-51 to hit a low of 54.7% of GDP in 2010-11, which
was a year prior to when private investment hit a peak and began its long decline. And
since 2011-12, private consumption has risen while private investment has witnessed a
worrying fall as a percentage of GDP. The inverse relationship between consumption and
investment is likely because the money that is allocated towards savings and investment,
either by the government or by private businesses, comes at the cost of lower
consumption expenditure.

Other economists believe that structural problems may likely be the core reason behind
the significant fall in private investment as a percentage of GDP over the last decade or
so. They have cited unfavourable government policy and policy uncertainty as major
issues affecting private investment. The rise in private investment in the 1990s and the
2000s correlated with the economic reforms programme started in 1991. The drop in
private investment, on the other hand, correlated with the slowdown in the pace of
reforms in the last two decades under both the UPA (second term) and NDA governments.
Further, policy uncertainty can discourage private investment as investors expect
stability to carry out risky long-term projects.

What about low private investment?

Others, however, think that government investment compensates for the lack of private
investment. It should be noted, however, that private investors are considered to be better
allocators of capital than public officials, helping avoid wasteful spending. Further, taxes
imposed to raise money for public spending can be a significant drag on the economy.
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