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ANNEX A
AID LEVELS AlD THE RESQOURCE GAP

In India's present situation it would appear that aid is required
to £ill the gap in total resocurces needed to achieve a satisfactory
rate of growth of the economy, This rescurce gap, in itg simplest
teviais the difference between the agpregate investment required for a
given rate of growth in the national product and the douestic saving
that can be generated out of that national product, is larger than the
batance of payments gap calculaited as the diffeience between the level
of imporis required to sustalon a glven growth rate in the national
product, taking iato accouut the economy's import substitution capabil-
1ty, and the obtainable level of export earnings.

Imports have a somewhat different function ia the two situations,
Ia considering the balance of payments (or foreign trade) gap, the level
of required imports is deteimined by the imported iunput needs of the
productive sectors of the economy: the sum of (a) the maintenance import
vequirements of agriculture, Industry, and services, and (b) the imported
equipment component of fixed iuvestment, The iuport of final consumer
goods is in any case Severely .imited and permitted only under special
clieuwnstances, The ba:ance of payments gap is delermined from the leve.
of required imports. 1In the resource gap formi‘ation, imports eater
onty after the gap is aetermined. The level of imports necessary 1o
£i%% the resource gap is the sun of export earaings aud the gap. The

coxposition of the regquired leve.. of imports is still to be determined.

No conceptual probiem arises if the size of the two gaps is the
sane, and foreign ald is indeed available to fill them, If, however,
the balance of paymewts gap is lawger than the resouice gap, fiiling the
batance of payments gap will peuit a reiaxation of the resource con-
straints: the economy can cousure more aué save less, If, oa the other
hand, the resource gap exceeds the balance of payments gap, filling the
wesource gap will permit (or force) the econosy to lmpoit more than.it
"requives with existing goveranent policles on impolt restrictions,

If the difference is .arge, fiiling the resource gap would require major
changes in govermtent import poiicies, as discussed in Annex C.

The aid requirement projections discussed in Section I1.C,2 for
thies a ternative rates of growth in net domestic product (NDP) at
narliet prices were calcuiated pvimarily as resource gaps derived from
specific assumptions as to inecremental capital/output vatios (ICOR's)
and marginal savings ratios, The calculations are shown in Tavlies 1,

2 anc 7, A basic premise on which the tables were constructed was that,
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within the relevant ranges, the vesource constralats are less severe
for highew than for lover growth vates, Vith regara o marvginal
savings vatlos, we assert the obvious proposition that the faster

the rate of growth of Ircome, the easier it is to generate savings
out of the income incieases. Thus we used an aggrovate marginal
saving ratio of C,25 for 7 perceat growth, v.20 for 5.5 percent growth,
and 3,22 for 4 perceat growth, This variatioa in ggpregate marginal
saviug ratios with differevt growth rates is Lroad.y cousistent with
the constant 30 percewlt per capliia narglnaJ saving vatio used in the
DS {see &nnex E}. Vith rerard to the incremental capital/output
ratlo, we assert the “ess ooviouvs proposition that the faster the rate
of growth in WDP, the lower is the ICOR required to generate it. Our
basic rationalization of this proposition is that & noderate rate of
growth will bring into use a moderate volume of the nmutilized capacity
in the economy; a faster rate of zvowth will bring Iato use a greater
volume of umitilized capaeity, With siow growth, the existing degree
of wimtilized capacity will be veduced even less aud new investment
will be less effieiently used than at higher rates of growth, partic-
ulariy if the investment is divected to import subsititution act1v1t1es
that might be postponed if the foveign exchange sizuasion were easier,
Vle therelore used an ICCR of 2,! wising to 2.2 for ¥ percent growtih,
2.2 for 5.5 percent growth, ane 2,4 for 4 percent growth,

- Ia our aid requileme 1t projections in Tables Lnj, net invisibles
are enterved at a zerc level so thal the resource gap 1s rveflected as the
merenandise trade deficit. Exp0"ts are projected to 1ise at a steady &
percent ammal rate of growth from their 1968/69 “evel, Imports
required to fill the resource gap arve derived as the sum of the merchan-
dize trade deficit and exports. The projections ave made for a 10-year
perict in order to gauge the length of the period within which the
resource gap phases out to wero. Through 1973,/74, the tables also show
scheduied (or re-scheduled) repayments to the IMF anc the IBRD which are
added 1o the resource gap (merchandise trade deficit) to arrive at the
net aid requirement,

The figures for 1.6:,/7D in all three tabies zre a forecast for
the current year, with :{DP deternined by the prospects for agriculture
in a vear of satisfactory :ainfall and contiimed s . ow recovery in
maaufacturing, and net iovestuent determined by the oudgeted invesiment
cut.ays of the public sector, the apparentily cautious attitude toward
expansion of the private sector, and a Rs, 200 crores iuncrease in the
rate of iuventory accumi‘ation as foodgrains buirer stocls are btuili up.
The a_ternative growth tracks start ouly in 1970),71.,
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For 1:70/71, the figures are mostly a forecast, with NDP
determined largely by the agricultural. output expectet from noimal
weather and a further rise in manufacturing based vartly on lucreased
demands of the agricuitural sector, and a unet investuent set largely
on reasonable expectations of whatl the Goveriment's expenditure
inteations will be and a forecast of a decline in the vate of inventory
accwmlation from the previous year., The projectiouns fo- 197¢/71 were
made on the assumption that the GOI will react less conseirvatively than
it habitually does and will encouraze a level of activity that would
step up the flow of imports to the maximum that cou'd be generated by the
aid flow, rather than holding back and trying to create a greater degree
of proteciion against crisis by sale further build up in the ald pipeline.

The 1-723/71 aid utilization levei in the middie (5.5 percent)
growth case assumes that $385 miliion is the U,S. camitment for 1:6%/70
and that it is made available entire’y as non-project aid. In the higher
growth case, an additional $5C million of lmporis is Ineiuded in Iv70/71,
but this ocutlay could be made oniy in the event of additiocna’l commitinents
by IDA or the Consortium by the end of 1%69,.which could happen if the
Pearson Commission report in the fall of 1969 does have an immediate and
positive impact on aild donors., In the lower growth case, the aid
utilization level is below the middie case by only $135 million, which
assumes that the Consortium does not react immediately to a reduction in
the U,S,. commitment for 1969,70 to 3250 million,

Table 1 shows the net aid requirement for 7 percent NDP growth
rising to a peak of $1.6 biilion in 1973/74 and declinlug thereafter to
reach the zero ievel in 1¢78. Table 2 shows the net aid reqQuirement for
5.5 percent NDP growth reaching its peak in 1971/72 and deciiniug there-
after to reach the zero level in 1977, Table 3 shows the uet ald require-
meat for the Low (4 percent) growih rate declining from 1970,71 and
reaching zero in 1.975.

\ie have also derived an estimate of the direct import requirements
for the saume three alternative HDP growth rates over the next 5 yeaurs
(196S/70-1973/74) by appiying regression coefficients that relate imports
to iudustirial vaiue added and net iuavestment and atso to tine, the latter
represeating the established trends of import substifution. The
regression analysis ard these estimates are described in Anuex C. The
balance of payments (or foreign itrade) gaps implied by the Civect import
requirement estimates and exporis growing at 6 percent per year from
1963,69 are shown in Teble 4 where they are compared with ocur resource
gap esiimetes for the same years,
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ANNEX B

ECONOMIC OUTLOCK

The Indian economy has just completed its second year of recovery
following the drought years of 1965/66 and 1966/67. The recovery
started In 1967/68 with a 23 percent increase in agricultural production,
This had the irmediate effect of increasing National Income by 8.9 percent
despite virtual stagnation in the industrial sector. The agricultural
revival began to affect the other sectors of the economy during the last
quarter of 1967/68 when consumer goods production, spurred by increased
consumer demand and the increased availabllity of agricultural raw
materials, showed a year-to-year increase of about 9 percent, This
group of industries continued to lead the way throughout most of 1968/69,
The caplital goods sector experienced a mild recovery during the last
6 months of 1968/69 which at first was mainly due to increased exports
and a strong demand from agricultural areas for trucks and farm equipment
but later reflected = more widespread increase in overall Investment demand.

During 1968/69 industrial production rose by about 7 percent
stimulated mostly by increased consumer demand and larger availabjilities
of agricultural raw materials, In the meantime agricultursl production
dropped slightly from the previous year's record level. Foodgrain
production is estimated to have declined by about 2 percent while non-
foodgrain production remained virtually unchanged. OSharp declines in
raw jute, oilseeds and cotton were approximately offset by a 10 percent
increase in sugarcane production and increased production in several
other minor crops, Because 1967/68 had been such a good year and
inventories had been bullt up, the drop in foodgrain production had no
discernible effect on availabilities., A4s a result, foodgrain prices
are still about 6 percent lower than a year ago., This is the main
reason why the overall price level has remained stable through 1968 and
the early months of 1969 despite sharp increases in the prices of jute
and oilseeds, '

As a result of the above developments National Income in 1968/69
inecreased by only 2-2.5 percent which is not surprising in view of
the bumper crop and sharp rise in National Income in 1967/68, The
economy is now generally buoyant - except for capital goods where
demand is picking up but large amounts of capacity remain unutilized -
and conditions appear favorable for faster growth in 1969/70, Whether
rapld growth does in fact come about and whether it continues into
1970/71 depends on several crucial factors notably agricultural
production and the avallability of and demand for resources for investment.
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Agricultural Production

In many ways agriculture is the most promising sector of the
Indian economy, The GOI, recognizing that & more rapid agricultural
growth is necessary if the development process is to be sustained,
has given highest priority tc this sector in the revised Fourth Plan,
In addition, a new technology has been introduced which is capable
of dramatically increasing the rate of growth in aspricultural
production, Finally, it has been demonstrated that the Indian farmer
is willing and has the necessary skills to adopt the inputs and
practices which meke up the new technology.

In determining what agricultural production will be in 1969/70
and 1970/71 two factors are relevant: rainfall and the availability
and consumption of the inputs necessary to shift the growth rate
significantly upward. For purposes of forecasting, normal rainfall
is the only reasonable assumption. It should be noted, however, that,
since normal rainfall is defined as an average over a number of years
and there have historically been significant yearly fluctuations
around this average, the amount of rainfall in any one year is unlikely
to be "normal", Even assuming adequate consumption of agricultural
inputs, a significant lack of rainfall in 1969/70 would have the
immediate effects of reducling agricultural production, slowing down
the growth rate in National Income, and pushing up prices, Also,
reduced availabilities of agricultural raw materials wculd have a
dampening effect on industrial production., This possibility should be
kept in mind when considering the forecasts shown in Table 4 below.

Regarding agricultural inputs, the followlng table shows the
Mission's latest estimates of availabilities in 1969/7C and projections
of likely availabilities in 1970/71. These inputs acccunt for the

Table 1

AVATLABILITY OF MAJOR AGRICULTURAL INFPUTS

Unit 1968/69 1969,/70 1970/71
(thous,) f{est,) (est,) (proi,)

Gross irrigated area acres 89,000 94, 500 100,000
H.Y.V, area acres 21,000 27,000 32,500
Fertilizers tons 1,980% 2,361 3,178

* distribution
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bulk of the increased agricultural production which can be attributed

to the new technology. On the basis of observed responses of

production to the use of these inputs, it is estimated that, if 1968/69
had been a year of normal rainfall, the use of the inputs shown in the
above table would have brought foodgrain production to a level of about
98 million tons, It is also estimated that the inputs shown for 1969/70
and 1970/71 are sufficient to keep foodgrain production growing slightly
more than 5 percent a year.*

The question now becomes whether or not these inputs will be used
by the farmers, Thus far, wheat has experienced the most dramatic
growth rates, In this area there i1s no doubt, elther among the experts
or among the farmers, that the new technology has been successful.
Assuming that iIncreases in production will not have too adverse an
effect on prices, which seems reasonable in view of the GOI's policy
of price supports, the use of inputs is certain to increase in wheat
growing areas. Eventually, however, the rest of the agricultural sector,
especlally rice, will have to share in the new technology if the
5 percent growth rate is to be sustained., In rice there are some
indications that a breakthrough will occur in the near future, Rice
researchers have developed high ylelding varietlies suitable to Indian
conditions, The chances are very good that the use of these varieties
will have increassed substantially by 1970/71. This will assure that
the new inputs whose availasbilitles are continuelly increasing will
actually be used,

Therefore, on the basis of the likely availability and consumption
of agricultural inputs, especlally in wheat and rice, it seems reasonable
to conclude that Indian agriculture has in fact shifted to a 5 percent
growth rate, This implies foodgrain production of 103 million tons in
1969/70, an increase of 8 percent over the previous year when rainfall
was below normal, An additional 5 percent growth in 1970/71 would put
foodgrain production at about 108 millimn tons, Whlle the new
technology has not yet affected non-foodgrains 1n a big way, production
of these commodities which accounts for about one third of total
agricultural production has historically grown at about 4 percent,.
Since foodgrains are projected to grow at slightly more than 5 percent
a year, this is consistent with an overall 5 percent growth rate for
sgriculture.

Invegtment Outlook

In an economy such as India's, a buoyant agricultural sector has
wide ranging effects throughout the other sectors, Prosperity in the
“prural aress creates a demand for new construction and other forms of

* See Annex F,
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fixed capital formation in the agricultural sector, With about

45 percent of National Income stemming from agriculture and allied
activities, any increase in production in this sector is bound to
affect consumer demand, In addition, consumer demand ia the urban
areas increases as a result of inecreased production in the agri-based
industries &nd low food prices, While agri-based consumer goods often
respond erratically to changes in demand, non-asgri based consumer goods
are & good indication of the strength of consumer demand, 4 selected
group of these commodities is shown in Table 2, It will be noted that,
not only is production growlng rapidly in most of these industries, but
rates of capacity utilization are at a very high level, There is no
doubt that investment demand in this sector will be strong in 1969/70.

Table 2

PRODUCTION AND CAPACITY UTILIZATION
IN SELECTED CONSUMER AND INTERMEDIATE
GOODS INDUSTRIES

Capacity Utilization{%)* % change in
Industry 1967 1963 production in 1968
Electric fans 87,2 100,7 + 8,9
Radio receivers 1547 162,7 + 51.5
Domestic refrigerators 147.3 186,6 + 26,6
Room air-conditioners 0.1 79,3 - 11,5
Paper and paperboard 86.9 86,2 + 3.4
Cigarettes 96,2 113,64 + 19.3
Bicycles 103.3 85.6 + 10,1
Scooters n.a, n,a. + 32.0
Automobiles 68.0 76,0 + 11,9
Bicycle tires 108.6 110.3 + 7.4
Automobile tires 82,7 100.0 + 22,0

* measured on a one shift basis,

Source: Directorate General for Technical Development



The intermediate goods sector consisting of such items as
petroleum, chemicals, tires and paper has been growing at 13 to
14 percent a year since 1960, As demand from India's expanding
industrial sector continues to increase and as India proceeds with
its program of rapid import substitution, opportunities for investment
in a wide range of intermedlate goods will continue to arise, Table 3
gives some indication of the outlook for these industries during the
next five years,

Table 3

ANNUAL GROWTH RATES
IN THE CAPACITY FOR THE PRODUCTION OF SELECTED
INTERMEDIATE GOODS - FOURTH PLAN TARGETS

Annual growth Annual growth
Commodity rate Commodity rate
t nputs: Polyethylene 23.0
Nylon yarn - 34.0
Fertilizers - N 29.5
P205 35.5 Others
Pesticides -~ ppT 19.3
Tractors 28.0 Petroleum 9.5
Dry batteries 8.5
Chemicals Storage batteries 16,0
Paper and paperboard 5,0
Sulphuric acid 16.0 Dry core cables 5.0
Polystyrene 11.4 Automobile tires 12.0

Source: Draft Fourth Five-Year Plan, pp. 261-265.

One recent development which reflects the current strong position of
the private sector is the 20 percent rise in equity share prices since
the beginning of the year. The gain has been most marked in shipping,
but shsres of manufacturing and processing enterprises have also reglstered
large advances, especially edible oil processing, chemicals, paper, rubber
products, machinery, and cotton textiles. A contributory factor in the rise



B-6

in equities is probably the easy credit situation, which facilitates
speculative activity, despite all the measures of the Reserve Bank

to prevent such use of credit, Whatever temporary factors have
contributed to this interest in equity shares, however, it provides
a clear indication of revival of faith in the future of at least some
segments of the private corporate sector,

There is every likelihood that if the monsoon is normal this
summer private investment, corporate plus non-corporate, will rise
by about 8 to 9 percent as compared to an increase of 5 or 6 percent
last year. The availabllity of funds appears to be more than adequate
for the corporate sector, Commercial banks which experienced slack
credit demand and unexpectedly large deposit growth in 1968/69 are in
a good ligquidity position and most flnaneial institutions currently
find themselves with more investment funds than they can place, While
financing is a problem in the agricultural sector, the commercial banks
with one year of experience under "social control" should begin to play
a larger role in facilitating the purchase of inputs related to the
new technology.

It should be noted, however, that an increase of this kind in
private investment will riot have a major effect on the capital goods
sector. While the private sector 1s expected to account for 45 percent
of total investment during the Fourth Plan period, its share of fixed
investment in industry, power and transport and communications, the
most capitael intensive areas, is only about one third, In other words,
investment demand and especially demand for capital goods very much
depends on what happens in the public sector. Here, all there 1s to go
on are the 1969/70 Center and State budgets and the Draft Fourth Plan.
The 1969/70 budgets show Plan outlays of Rs, 2,219 for 1969/70 of which
the investment component is Rs., 1,959 crores. This represents an
increase of about 7,5 percent over the latest estimates of 1968/69 Plan
investments, In constant prices the rate of increase would be somewhat
smaller,

The increases in investment discussed above are moderate when
compared with either Third Plan achievements or Fourth Plan targets.
As a result, capital goods production which grew by an average of
12 percent a year during the Third Plan is not likely to increase by
that much in 1969/70. However, if investment increases as expected,
the capital goods sector is certain to continue its recovery into the
next yesr. After dropping by 4.8 percent in 1967/68, production of
capital goods increased by sbout 7.5 percent in 1968/69. Much of this

......
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increase was due to exports of engineering goods and iron and steel
products which rose by about 75 percent. In 1969/70 the situation
will be reversed with domestic investment accounting for virtuslly
all of the increase in production and exports increasing only
marginally. The net effect should be an increase of about 9 percent
in capital goods production this year. This impression is confirmed
by reports from capital goods producers in the public and private
sectors that orders are picking up and that production will be
substantially higher this year than it was in 1968/69, While a

9 percent growth rate is an improvement over the performance of the
last two years, many industries will still be operating at much less
than full capacity and some will not have returned to their 1965
production levels, This is especially true of the industries that
are dependent on government investment, The situation was aggravated
in these industries by the fact that substantial amounts of additional
capacity came on stream in 1966/67 and 1967/68 precisely when demand
for their products dropped.

While investment demand can be estimated fairly accurately for
the current year, it is really too early to meke any predictions for
1970/71. Assuming that the economy in 1969/70 performs as described
above and assuming that agriculture remains on its 5 percent growth
track, however, investment should rise faster in 1970/71 than in
1969/70, Incomes and savings will have increased sufficiently to
provide confidence and funds to private investors, In the public
sector, the Fourth Five Year Plan implies an annual growth rate of
12.6 percent, This is equivalent to an 8 to 10 percent annual increase
in investment since Plan current outlays normally increase at z much
faster rate than investment., The main question is whether the GOI will
be sufficiently successful in increasing revenues, holding down current
expenditures and will have sufficient confidence in its foreign exchange
prospects to proceed with its Fourth Plan on schedule,

Money and Credit

‘Deficit financing in 1969/70 is likely to be considerably larger
than last year, even after allowing for gubstantial exaggeration in
State Government budget deflcits, which now total almost Rs, 300 crores.
The Center will be obliged to cover & large part of this amount,
Furthermore, a shortfall in the Center's tax recelipts now seems likely.
Last year's receipts are expected to be about Rs, 45 crores less than
shown in the revised estimates presented in February on which budget
projections for this year were based, and the post-budget tax concessions
made by the Center will add a little more to the shortfall, Unless,
therefore, there is an unexpected increase in other revenue receipts
or unexpected buoyancy in tax collections, total revenue is likely to
be less than budgeted.
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The sum of State Govermnment budget deficits this year is so
much higher than in any past year that it is obvious that almost
all States have in varying degrees boosted them with a view to
obtaining larger assistance from the Center, However, there is
little doubt of the stringency in the financial position of most
States. One reason for this is that many State development
programs which had been financed with loans from the Center have
failed to yield revenues sufficlent to service the loans, much less
y1leld a surplus to the States.

& notable feature of State budgets this year is the size of
deflicits on revenue account, FPreviously the States have at least
tried to balance their revenue hudgets and even to produce surpluses
for capital expenditure., This year revenue budget deflicits amount
to Rs, 288 crores, compared with revised estimates for last year of
Rs, 112 crores. In face of this situation, only three States have
imposed asdditional taxes and two others modified existing ones, the
resultant yield expected from all these measures being the modest
sum of Rs. 16 crores.

Taking into account as far as possible all the factors in a
confused situation, it seems that the combined Center-State deficit
may be somewhere around Rs, 400 crores, A deficit of this order, in
combination with a possible increase in net bank credit to the private
sector of possibly Rs, 100 crores (as against an increase of only about
Rs, 50 crores in 1968/69), would result in an increase in money supply
of perhaps as much as 9 percent, In 1968/69, a deficit of about
Rs. 350 crores and an increase in the money supply of 7.8 percent were
accompanied by slight declines in both the wholesale and consumer price
indices, This was due mainly to the good harvests of 1967/68 and 1968/69.
If sgricultural production increases as expected this year prices should
again remain relatively stable,

The moderately expansionary budget plcture described above is
likely to be accompanied by a relatively easy credit situation, The
feature of commercial banking in 1968/69 was a sluggish demand for
credit accompanied by unexpectedly large deposit growth, resulting
in a fall in the credit-deposit ratio from 78.6 to 77.3 percent.
Compared with the year before, credit expansion was Rs, 3 crores less
and deposit expansion Rs. 40 crores more, Even more noteworthy was
the very large increase in time deposits,in spite of the fall in deposit
interest rates following the bank rate reduction from 6 to 5 percent on
March 1, 1968. The larger deposit growth was in fact made up of a fall
of Rs., 121 crores for demand deposits and a rise of Hs, 161 crores for
time deposits.
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Since the end of the financial year, up to May 30, 1969, credit
expansion has been much greater than in the corresponding period a
year ago, with an almost exactly matching increase in deposits,
However, the credit increase is largely, if not entirely, accounted
for by the State Bank of Indials advances, mainly to the Food
Corporation of India, for grain procurement, As a result, the State
Bank's credit deposit ratio increased during the year prior to
May 30, 1969 from 73.5 to 85.9 percent, that of the other banks
decreased from 80,4 to 76.2 percent.

Thus commercial bank statistics provide no evidence that
economic recovery has been Impeded by credit stringency. There are,
however, some factors that might produce a tighter credit situation
in the next "busy season", beginning some time in November, If
present crop expectations are fulfilled the quantity of agricultural
produce marketed may, with farm inventories now largely replenished,
be substantially larger than last year, Furthermore, the commercial
banks, which have been struggling with less than complete success to
meet their obligations, under "social control" of banking, to extend
a certain quota of credit to agriculturalists and small industrialiste
may have advanced further into these difficult and unfamiliar fields.
Nevertheless, the Reserve Bank should have ne difficulty in preventing
any credit tightness detrimental to economle expansion during the
current fiscal ysar, unless an unacceptable degree of price inflation
is threatening, a situation that at present seems unlikely to develop.

Balance of Payments

India's greatly improved export performance, continued import
restrictions and the GOI's policy of rapid import substitution suggest
that no balance of payments crisis is likely to occur in 1969/70. Last
year the trade deficit dropped by about $470 million below the 1967/68
level mostly because of lower PL 480 shipments and a 13 percent increase
in exports, Foreign exchange reserves increased by $51 million and
India was able to repay on schedule the $78 million due to the IMF,
thereby increaaing its second line reserves. In addition the non-project
aid pipeline at the end of 1968/69 was probably about $80 million higher
than at the end of the previous year. In short, India's balance of
payments situation improved considerably during 1968/69. Details on
imports, exports, debt service and aid are shown in Annex C.

In 1969/70 imports are likely to increase to about $2,540 million,
the result of higher maintenance goods requirements in the industrial
sector. Exports should meve ahead by about 5-6 percent over last
year's exceptionally high level with much of the advance coming from
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traditional goods, Although the trade deficlt 1s projected to decline
slightly, non-project aid requirements will be higher mainly because
of increased debt service reduced PL 480 financing snd IMF repayments,

The trends which are expected to prevail in 1969/70 will most
likely continue into 1970/71. Foodgrein imports should continue to
drop (perhaps by $165 million) if normal weather prevails. Industrial
malntenance imports will again grow at a slower rate than industrial
production, reflecting the continuing emphasis on import substitution.
The 6-7 percent export growth should continue assuming reasonable price
stability in world markets for India's traditional goods.

Conclusions

The critical factors which will determine whether the Indian
economy will continue its recovery of the last two years are
agricultural production and investment, Based on the likely increased
use of inputs during the next two years, the agricultursl sector loocks
promising, Assuming normal weather, agricultural production is projected
to increase by & percent in 1969/70 over 1968/69, a year of sub-normal
rainfall, and by 5 percent in 1970/71., If this happens, investment
demand is almost certain to pick up for two reasons. First,increased
agricultural production will result in increased incomes which will lead
to increased consumption, savings and investment in the rural areas and
consumer goods industries. Second, the increased availabilities of
foodgrains and other agricultural raw materials will dampen inflationary
pressures, 1t is only under conditlons of price stability that the
government can follow truly growth oriented policies and the private
gsector can be induced to increase savings and investment. It is estimated
that if the agricultural sector performs as expected net fixed investment
will increase by sbout 8 percent in 1969/70 and 10 percent in 1970/71.
This combination of high agricultural production and moderately rapid
increases in investment should result in National Income growth rates of
6.25 percent and 5.3 percent in 1969/70 and 1970/71 respectively. * The
National Income Accounts for the years 1967/68 to 1970/71 by sector of
origin are shown in Table 4.

* See Table C-1, Gross Nationsl Product
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Table 4

Estimates of National Income by Sector of Origin
(Rs. Crorea at 1967/68 prices)

1967/68 1968/69 1969/70 1970/71

1. Agriculture and allied

activities 14,973 14,935 15,888 16,498
2. Mining, Industry and

Small Enterprise 5,109 5,426 5,814 6,259
3. Transport and Trade 4,122 4y 342 4,637 5,002
4+ Other Services 3,983 4,119 by 284 4,489

5. Total,Net Domestic Product 28,187 28,822 30,623 32,248

6, Net factor income from
abroad 265 -315 ~333 =348

7. Total, National Income 27,922 28, 507 30,290 31,900

7a, Percent change from
previous year 2.1 6.25 5.3

The main uncertaintjes with respect to this forecast concern
agriculture and foreign exchange, If the 1969/70 agricultural growth
rate is only 5 percent, for example, National Income will be reduced
slightly but the situation will remein basically ag projected. However,
if there is a drastic fall in production, not only would National Income
not increase as forecast but the process of recovery in the other sectors
would be interrupted as well, If the foreign exchange situation and
prospect weakens in 1969/70 the government is likely to slow down public
sect;r Plan expenditure which would begin to dampen the expansion in
1970/71.
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ANNEX D

FOURTH FIVE-YEAR PLAN

1. Introduction

A revised Fourth Five-Year Plan 1969-74: Draft (which we will
refer to as the Fourth Plan) was presented to Parliament in April 1969
after a heated and inconclusive discussion by the National Development
Council. The new Fourth Plan replaced the suspended Fourth Plan
Draft Qutline of August 1966 as India's official framework for planned

development, after three years of Annual Plans of reduced size. A final
version of the new Fourth Plan is to be issued in October 1969,

The hostile reception given the Fourth Plan by the National Develop-
ment Council had two elements: criticism by leftist members of the
Council of the Plan's lack of socialist thrust; and discontent on the part
of most of the representatives of the States with the size of the Center's
transfers for Plan expenditures by the States., The final version of the
Fourth Plan is expected to increase somewhat the size of the Center's
transfers to the States.

This Annex comments on some of the highlights of the Fourth Plan
as they affect the discussion in the body of the Country Field Submission.
It is not intended as a full-scale and balanced analysis of the details of
the Plan.

2. Fourth Plan Magnitudes

The sectoral growth targets of the Fourth Plan are summarized by
the figures on value added in Table 1. From the base year used by the
Planning Commission for its projections {1967/68) to the terminal year
of the Fourth Plan period {(1973/74), net domestic product at factor cost
is expected to increase at an annual rate of 5. 3 percent, value added in
agriculture at 4 percent, and value added in industry at 8, 3 percent..
Within industry, large-scale manufacturing is expected to grow at 10,3
percent; electricity, gas and water at 10, 4 percent; and construction at
7 percent. Trade and transport fall between agriculture and industry
with a growth rate of 7. 4 percent, while other services trail behind at
3.5 percent (an oddly low figure since it includes among others housing,
education and other government services). Since 1968/69 was a year of
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low growth, reaching the 1973/74 targets from the actual levels of the
year before the Plan started will require somewhat higher rates of
growth, as shown in the table, The average annual growth rate for

NDP at factor cost will have to reach 5.9 percent to arrive at the 1973/74
target,

The key figure in the table is the 4 percent projected growth rate for
value added in agriculture, which implies a growth rate of 5 percent for
the value of agricultural production. It is the real prospect of achieving
the agriechlitural target as a consequence of the application of the ‘'‘new'
inputs and practices of the green revolution that gives the Plan its main
chance for success,

The Plan's targets for investment and national product are shown in
the national expenditure projections of Table 2, which has net investment
rising at an annual rate of 8.5 percent from 1967/68 to 1973/74. The
poor showing of 1968/69 is again of significance in this respect since, as
far as investment is concerned, a year of growth has been lost. Reach-
ing the 1973/74 target level from 1968/69 will require an average annual
growth rate of 11. 3 percent.

The magnitude of the incremental capital output ratio (ICOR) implied
by the Plan projection depends on the definition of national product used.
Projecting the national product aggregates by 5.5 percent for an additional
year, and dividing the 5-year (1969/70 - 1973/74) total of net investment
by the increment in national product from 1969/70 to 1974/75, we get the
following versions of the ICOR:

National Product Aggregate ICOR
NDP at factor cost 2,278
NDP at market prices 2,067
NNP at factor cost {national income) 2.302

The marginal saving ratio in the Fourth Plan projection from 1967/68
to 1973/74 also depends on which definition of national product is used:

Marginal

Saving
National Product Aggregate Ratio
NDP at factor cost 0. 246
NDP at market prices 0.219

NNP at factor cost (national income]) 0.249
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The Planning Commission's annual projection of net investment
and its breakdown between the public and private sectors is shown in
Table 3. For the entire Plan period, the public sector's share comes
to 55 percent of total net investment,

Net imports of goods and services are projected to decline from
Rs, 780 crores in 1967/68 to Rs. 300 crores in 1973/74, reducing con-
siderably the contribution of the rest of the world to India's total avail-
able resources, and increasing the share of net investment financed out
of net domestic saving. The small foreign deficit projected as a target
by the Planning Commission is the result of a combination of other opti-
mistic assumptions whose joint fulfillment seems doubtful, The first is
that the rate of import substitution can be stepped up over the already
intense experience of the 1960's. As indicated in Annex C, our estimates
of the maintenance imports required by the economy are in themselves
higher than the Plan's projections. A second is that exports will achieve
a 7 percent growth rate over the period, in itself a target we endorse
with enthusiasm, but one that will be difficult to achieve as domestic de-
mand picks up from its current slack levels, A third is that the required
amount of domestic savings to help finance the Plan's investment levels
will indeed be mobilized, This is discussed in Section 4 below.

The details of the Planning Commission's balance of payments pro-
jections differ somewhat from ours. For reference, the Planning Com-
mission's balance of payments figures for 1967/68 and 1973/74 are shown
in Table 4 (in rupees and dollars), with a year-by-year interpolation which
we have reconstructed from their assumptions.

Some of the Plan's specific commeodity production targets are set out
in Table 5, which also highlights the import substitution categories by
showing the proportion of domestic consumption met by production in the
target year as compared with the base year. Newsprint production is tar-
geted to rise from 27 percent of internal demand in 1967/68 to 75 percent
in 1973/74, nitrogenous fertilizers from 30 percent to 81 percent, alloy
and special steels from 27 percent to 92 percent, aluminum from 68 per-
cent to 95 percent, machine tools from 37 percent to 65 percent. The
growth rates for these categories and for generators and turbines are all
well over 30 percent per year (except aluminum for which it is 14 percent).
Mild steel production is expected to outpace domestic consumption. In a
way, much of the planners' real enthusiasm is for these "key" import sub-
stitution activities, which not only reduce direct foreign exchange outlays
but also broaden the base for India's eventual emergence as an industrial
power. The solidity of the base will, however, eventually depend on the
cost structure and efficiency of operation of the major import substituting
industries cited in the table,
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It is possible to criticize several of the commodity demand projec-
tions, in particular fertilizers, steel and electricity. There is some
ground for thinking that the Planning Commission's fertilizer demand
estimate is too high, in that the agricultural production targets can be
met with less fertilizer input than the Planning Commission projects.
Some slippage in Plan implementation will, therefore, not cause seri-
ous difficulties. Steel demand, on the other hand, may have been under-
estimated by the Planning Commission. With regard to electricity, the
State Ministers of Power have recently leveled a barrage of criticism
against the Plan on the ground that the Planning Commission did not ac-
cept the Ministers' demand projections., The Planning Commission
merely suggests that the difference between the two estimates could be
eliminated if the State Electricity Boards reduced electricity line and
other losses to more respectable levels.

3. Plan Outlay

The breakdown of Plan outlays by agent and by sector for the Fourth
Plan period 1969/70 - 1973/74 is shown in Table 6, where it is compared
with the same categories as contained in the old Fourth Plan Draft Out-
line for 1966/67 - 1970/71. In order to achieve greater comparability in
real terms, the Draft Outline numbers in Table 6 have been recalculated
at something approximating 1968/69 prices, by adding 10 percent to each
itemn to take account of the rise in prices of investment goods since the
Draft Qutline was issued.

A major shift in general strategy is reflected in the new numbers.
Although the total size of Plan outlays in the revised Plan is a little (3
percent) larger than in the Draft Outline in current rupees, it is some-
what (7 percent) smaller in real terms, It is, furthermore, to start from
the base of a projected national product at constant prices in 1969/70 over
15 percent higher than in 1966/67. More significantly, the Plan outlay
projection for the public sector has been sharply reduced (by 10 percent
in current prices and by some 18 percent in constant prices), while the
projection for the private sector has been sharply increased (by 29 per-
cent in current prices and 17 percent in constant prices). Although only
public sector outlays are under the direct control of the Government,
while investment projections for the private sector are at best "indicative'l,
the shift in shares of total Plan outlay represents a major change in the
Government of India's investment policies away from direct government
investment toward encouragement of the private sector. Within the Plan
outlay of the public sector, outlays for which the States and Union Terri-
tories are the agent have been reduced more than those for which the
Center is the agent.
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The major changes in regard to heads of development are: a sig-
nificant increase in projected Plan outlay for agriculture, with a de-
crease in public sector outlays but a doubling (in current rupees) of
projected private sector investment; an increase for transport and com-
munication, again most of it to come in the private sector; and a signi-
ficant decline for mining and manufacturing, with most of the decline
being absorbed by the public sector.

Public sector Plan outlay shows some major shifts in intentions
with regard to heads of development. Agriculture and irrigation in-
crease slightly their share of the reduced total public sector Plan out-
lay, while mining and manufacturing show a significant reduction in
their share. The power and transport and communications categories
increase their share while the housing, social service and other cate-~
gories show a decline. For no category is the absolute amount of pub-
lic sector outlay in the revised Plan higher than the Draft Outline figure
adjusted for the intervening price increase.

Within the revised Plan target for private sector investment, agri-
culture, transport and housing show substantial increases and together
account for all of the increase in the total private investment target.
However, the revised Plan target for private sector mining and manu-
facturing comes to only 44 percent of total Plan outlays in mining, manu-
facturing and small industry, leaving the public sector still investing the
leading share in these sectors. The figure for accumulation of inventories
by the private sector is also lower than in the Draft Outline,

Within total Plan outlay of the public sector, as shown in Table 7,
current Plan outlay accounts for almost 15 percent, most of it in educa-
tion, health, family planning and other social services. In the social
services group, current Plan outlay exceeds Plan investment, It should
be noted that the convention followed by the Planning Commmission is to
include current outlays for new Plan activities only during the life of the
current Plan., Thereafter, they are absorbed into the normal expendi-
tures of the government. This accounting fiction is not carried over to
the Budget accounting of the Ministry of Finance, which has its own sepa-
ration of outlays into a current budget and a development budget.

The breakdown of public sector Plan outlay by agent and by develop-
ment head, also shown in Table 7, brings out clearly the allocation of de-
velopment functions between the Center and the States. The States have
the preponderant responsibility, in terms of Plan outlays, for agriculture
and community development, irrigation, and electric power; the Center,
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for mining and manufacturing, and transport and communications. Public
sector Plan outlay for education, health and the other social services is
split equally between the States and the Center (including in the latter a
heavy share of Centrally-sponsored schemes for which responsibility is
eventually turned over to the States).

The Plan's objectives for agriculture are two-fold and partly contra-
dictory: to maximize production {partly in order to eliminate foodgrain
imports by the mid-year of the Plan period), and to spread the benefits
to the small cultivators and to the farmers in dry areas. The production
strategy as set down in the Plan {p.113} has several elements: continued
expansion of irrigation facilities and reorientation of irrigation practices;
expansion in the supply of fertilizers, plant protection materials, farm
machinery, and credit; full exploitation of high yielding varieties of cere-
als (the 5 percent target growth rate for all of agriculture implies a growth
rate of over 6 percent for foodgrains); intensive effort in selected areas to
raise the yield levels of major commercial crops; and improvement in the
agricultural marketing system in the interests of the producer and assur-
ance of minimum prices for major agricultural commeodities. The redis-
tribution strategy consists of an attempt to reorient cooperative lending
and credit policies in favor of the small farmers, and the intention of
setting up a Small Farmers' Development Agency in 20 selected districts.
For the time being, the only prescription for dry area farming is more
research,

The Plan outlays of the public sector in agriculture proposed for car-
rying out these aims are shown in Table 8, by agent. The largest con-
tributions of the Center are for agricultural production (including research),
support to financial institutions, and the building up of buffer stocks. The
States' Plan outlays will be concentrated on agricultural production, minor
irrigation and soil conservation.

The Fourth Plan provisions for agriculture represent a pragmatic ap-
proach toward consolidating and extending the production potential of the
green revolution, with some increased attention paid to inter-personal and
inter-regional distribution of the gains. Economic policy is becoming
more market-oriented, with its focus on the buffer stock. The priorities
in both objectives and policies appear to be consistent with the key role
of agriculture on the one hand and the limited overall resource position
of the Plan on the other,

In industry and mining, the Plan states that the major portion of pub-
lic sector outlay will go to complete projects already started and projects
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Draft Fourth Plan public sector Plan outlays in agriculture and allied fields

(Rs. crores, in ecurrent prices)

Centrally
sponsored

Program ' Center schemes
Agricultural production

(including research) 135 22
Minor irrigation 8 -
Soil conservation , 1 29
Area development 9 -
Animal husbandry 13 5
Dairying and milk supply 2 -
Fisheries 28 6
Forests 4 1
Warehousing, marketing and storage 57 -
Food processing and subsidiary foods 16 3
Central support to financial

institutions 263 -
Buffer stocks 125 -
Cooperation 29 22
Cammunity development and

Panchayats 6 12
TOTAL 694 100

a/ Figures rounded to add to line totals,
because of rounding.

Scurce: 'Draft Fourth Plan, p. 138,

Columns will not add to totals

Union

territories States

O~V OMONN

70

331
462
116
20
68
41
45
73
8

%
92
1,353

Iotaﬂé/

510
476
151
29
o1
45
84
92
65
19
263
125
151"
136

2,217
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for which investment decisions have already been taken; new projects
will be undertaken in '""high priority fields' such as fertilizers and
pesticides, petrochemicals, non-ferrous metals, and the mining of

iron ore, pyrites, and rock-phosphate. Investment in the currently
underutilized public sector engineering industries is limited to filling
critical gaps. Projects which must be started for capacity needed dur-
ing the life of the Fifth Plan have not yet been identified. A breakdown
of Central Government Plan outlay into expenditure on continuing schemes
and expenditure on new schemes by sub-sector of industry is shown in
Table 9, which also shows sub-sectoral totals for the old Fourth Plan
Draft Outline. Compared with the Draft Qutline the allocations in the
new Fourth Plan represent a sharp cut in public sector Plan outlay in
metallurgy, in the engineering industries, and in the so-called inter-
mediate goods industries (foundries, cement, paper, petrochemicals).
Fertilizers, which are at the heart of the drive to increase agricultural
output, show a sharp increase. The Plan document makes the point that
7 private sector nitrogenous fertilizer projects with a total capacity of
1.1 million metric tons have been approved, while feasibility studies
have been completed for 4 public sector projects and studies are in pro-
gress on 4 more,

Some of the major projects which will absorb these expenditures are
listed in Table 10. The Soviet-assisted Bokaro steel plant by itself ac-
counts for Rs. 622 crores ($829 million), or 21 percent of the total of
Plan outlay in large-scale industry and mining. Expansion of the Rourkela,
Bhilai, and Durgapur steel plants accounts for Rs. 53 crores ($71 million}.
In fertilizers, the largest new public sector project is the proposed Trom-
bay expansion, which accounts for Rs. 59 crores ($79 million).

The Plan document makes some severely critical remarks about the
past performance of the public sector industrial establishments: delays
in completion schedules, large increases in investment cost over original
estimates, output substantially below capacity, and reliance on budgetary
support to cover cash losses instead of the earning of profits that would
make a significant contribution to Plan resources. The recommendations
of the Administrative Reforms Commission for improving the operation
of the public sector industrial undertakings are cited. Implementation of
the recommendations is, however, outside the Planning Commission's
scope., The GOI is clearly aware of the problem; solving it is not an easy
matter,

The reduced emphasis on public sector industry in the Plan reflects
resource limitations (which led to some reduction in investment in long-
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Jable O

Fourth Plan Central Govermment Plan cutiay by
sub-gector of industry: Draft Outiine and revised Draft
(showing contimuing schemes and new schemes)

(Rs, crores)

Fourth
- Plan
Draft

Outline Draft Fourth Plan(1969/70-1373/74)

(1966/67- Contimuing  New

Sub-secior . 1970/71)  schemes schemes Total
Metals industries 1,625 683 304, 987.
Machinery & engineering . 337 100 53 153
Fertiligers & pesticides 268 217 266 483
Intermediates 290 59 126 155
Consumer goods 52 5 32 37
Other industrial schemes . 63 23 14 27
Loans to institutional financing

agencies 250 250 - 250
Minerals 836 571 146 AN
Atomie enérgy 40 42 19 61
"Economies" : -60 . - - -
Sub-total: Large scale industiy - - -

and mining a/ 3,801 1,951 C959 2,510

'Village and small industries 370 45
TOTAL 4y 171 3,055

a/ Details are rounded to conform with line totals rather than with
column totals.

Sources: Fourth Pian Draft Outline, pp. 242, 256-257, 283-293 (as summarized
in Table & of Anmbassy New Delh1 A-299, Nhy 1, 1965},
Draft Fourth Plan, p. 252.
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Table 10
Draft Fourth Plan Central Govermment Plan outlay by sub-sector of

industry aud mining: major projecis
(Rs. crores)

Sub-sector and project Rs, crores
Metallurgy 986,5
Bokaro Steel Plant , 622,0
Rourkela, Bhilai, Durgapur Steel Plants (expansion) 5344
Durgapur Alloy and Stainless Steel Plant 2.1
Mysore Iron and Steel Co, (expansion) 5.0
New plate mill 7540
Technical improvements, balancing equipment (all steel plants) 45,0
Preliminary work on new steel capacity 20,0
Nonferrous metals facilities 164.0
Engineering 153,0
Bharat Heavy Electricals Ltd. 31.5
Heavy Electricals Ltd. 11.0
Mining and Allied Machinery Corporation (Durgapur) 2.5
All other plants 108.0
Pertilizers and pesticides 483,5

Namrup Fertilizer Plant (including expansion) 2645

Trombay Fertilizer Plant {expansion) 59.4
Durgapur Fertilizer Plant 22,3
Sindri Fertilizer Piant (modernizqtion and expansion) 2443
Fertilizer Corporation of India: new projects 262,0
Madras Pertilizer Plant 27.3
Cochin Fertilizer Plant 21,4
Other fertilizer plants 35.6
Hindustan Insecticides 4.7
Intermediates lSé.S
Foundry Forge Plant (Ranchi) 26.2
Cement Corp. of Indis 20,0
Paper, pulp and newsprint schemes 50,0
Gujarat Aramatic and Petrochemicals Plant 16.3
Other plants and projects 72,3
Consumer goods 36,9
Other industrial schemes 37,2
Loens to institutional lending agencies 250,0

(contimed on next page)



_Table 10 (contd.)

Draft Fourth Plan Central Govermment Plan outlay by sub-sector of
industry and mining: major projects
(Rs, crores)

Sub-sector and project Rs,_crores
Minersls : 717,1
Ferrous metals 92.8
Nonferrous metals and nonmetallic minerals 60.5
Geological Survey, Bureau of Mines and Aerial Surveys 35.0
Coal, coke, lignite ' 6543
0il exploration and exploitation : 347 .6
0il refining . 35,1
0il distribution and marketing 30.8
Atanic energy : 60,9
Total large scale industry and mining 2,909.9

Source: Drafi Fourth Plan, pp. 253-260 (as summarized in Table 7 of
Amembassy New Delhi, A-299, May 1, 1969).
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gestation plants) and the GOI's recognition of the mediocrity of past per-
formance. It also reflects a more positive attitude on the part of the
Planning Commission toward the private sector, a new attitude that is
not fully shared by some political authorities who are determined to see
that the public sector meets most of the "priority" industrial needs that
require the establishment of large-scale industrial undertakings.

4, Financing of Plan Qutlay

In a formal sense, the investment outlays of the Fourth Plan will
be financed out of domestic savings plus the net foreign deficit, as shown
in Table 2 above. Both investment and domestic saving are expected to
rise at a much faster rate than the national product. The Planning Com-
mission's target of a marginal rate of saving out of increments to the NDP
at market prices of 21.9 percent with the NDP growing at 5,5 percent a
year is a bit high, but in itself not unreasonable. Mobilizing these poten-
tial savings and directing them into the desired pattern of investment will,
however, require overcoming a considerable number of political and in-
stitutional difficulties,

For the public sector, raising the current account budget surplus of
government agencies and the operating surpluses of the public sector en-
terprises will require three major achievements: additional Center and
State taxes of some Rs. 540 crores per year; a much better public enter-
pPrise earning record than hitherto; and great restraint in non-development
expenditure. For the private sector, the main task will be the mobiliza-
tion of rural savings.

The intended sources of financing of Plan outlay of the public sector
are shown in Table 11. For the public sector as a whole {Center and
States combined), domestic budgetary resources are to account for 36
percent of total resources, surpluses of the public sector enterprises for
13 percent, tapping of the savings of the private sector for 27 percent, un-
covered deficits (borrowing from the Central Bank) of the Center for 6 per-
cent, and the local currency counterpart of net foreign assistance of
Rs. 2,514 {$3. 3 billion) for 18 percent. The most significant figure in the
table is the Rs., 1,100 crores target for additional taxation by the States;
getting the States to take steps to achieve the target will be a major poli-
tical achievement. Transfers from the Center to the States are projected
in the Draft Plan at Rs. 3, 500 crores for the 5-year period, a figure that
met with strenuous objections from the representatives of the States on
the National Development Council. This last figure will presumably be
raised in the final version of the Plan.
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Drat't Fourth Plan: financing of public sector Pian outlay, 1969/70-1973/74
(Rs. crores and percent)

Rs, crores
Souzece of financigg Center States Total
1. Darestic budgetary resocurces 455 4,709 5,164
a, Balance from current revemues
at current rates of taxation 2,355 100 2,455
D, Additional taxation 1,600 -1,109 2,709
c. Assistance for State Plans -3,500 3,500 -
2. Surplus of public sector enterprises 1,508 587 1,805
a. Contribution of Railways _ 265 - 265
b. Surpius of other public enterprises. G0 955 1,465
c. Heserve Bank profit 133 32 165
3. Draft on savings of privete sector 3,205 770 3,975
a, Loans from public (net) 750 416 1,166
L. Sna’l savings , 274 526 300
¢, Amwuity deposits, CLS, prize bonds,
cold bonds -10i4 - - 104
d, State provident funds 343 297 540
e, Miscellaneous capital receipts (net) 1,942 - 812 1,130
f. LIC b/ loans to State housing schemes - 96 96
g. LIC b/ loans to State enterprises - 116 116
h, Market borrowing by Siate euterprises 131 131
4. Deficit financing 850 - g50
5. Bxilernal assistance 2,51 - 2,014
a, PL 480 380 - 380
2. Other (net of loan repayments) 2,134 - 2,134
TOTAL 8,332 6,066 14,398
a/ CDS = Compulsory Deposit Schelkes,
b/ LIC = Life Insurance Corporation,

Source: Draft Fourth Plan, pp. 82,'33.

Dercent

Total

2242

el
05 -
L ] L]

=
'_l

l._‘
-0
L ] L] L ]
o G2

}

i 0a
. e o
~J ASaE e

- L ] - L ] -
OG-0




D-24

To some extent, the shrill dialogue between the Center and the
States at the April 1969 session of the National Development Council
was merely a noisy episode in a continuing bargaining process. In
practice, the States have been exceeding their allocations and have
been financing part of their development ocutlays by running overdrafts
with the Center. The Plan document was a proclamation by the Govern-
ment that the States would have to increase their own resources if they
intended to increase development expenditures beyond the levels accepted
by the Center. In practice, the States will continue to run deficits which
will be met by running overdrafts with the Center. The Plan document
attempted to lower the levels from which these overdrafts will start,
The final version will inflate the level somewhat.

The resources proposed in the Plan document for raising Central
Government tax revenues include increased commodity taxes, broadened
coverage of income and wealth taxation, and taxation of capital gains and
of increases in urban real estate values. In the 1969/70 budget, a for-
ward step was taken to bring agricultural land within the scope of the
wealth tax., For the Center's enterprises, an effort to raise to 15 per-
cent the rate of return on capital of industrial and commercial under-
takings other than public utilities is recommended. For State enter-
prises in electricity and irrigation, the Plan document suggests an in-
crease in rates charged to users, hence a reduction in the subsidy ele-
ment in the price of electricity and irrigation water. For the State govern-
ments, the key suggestion is that the States levy income taxes on agricul-
tural income, a tax area forbidden to the Center and reserved to the States
by the Constitution. A rather weak proposal for tapping private savings
in the rural areas is for floating rural debentures to finance activities di-
rectly benefiting the rural population.

The Plan document's suggestions for the channeling of private saving
to finance private investment are also rather weak, being limited to ad-
vice to the Life Insurance Corporation, the banks, the cooperatives and
the land banks to 'intensify their efforts' to mobilize rural savings. Ac-
tually, the GOI's pressure on the commercial banks to increase their
lending to the rural sector in the context of '"'social control of banking"
may turn out to be an effective device for institutionalizing rural savings.
Hitherto, most of the commercial banks have stayed out of the rural areas,
leaving the risky agricultural banking field to the coops and the land de-
velopment banks. One effect of the opening of new branches of the com-
mercial banks may be to attract new rural savings into the banking system.
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5. Industrial Licensing Folicy

The Plan document proposes the adoption of a set of somewhat more
liberal policies toward industrial licensing than those of recent years,
The Planning Commission's view is in part a reflection of the shift in
emphasis away from public sector heavy industry, in its turn due partly
to the mediocre performance of the public sector's industrial undertak-
ings in recent years, partly to the emergence of a considerable degree
of overcapacity in heavy industry, and partly to a contraction of the re-
sources available for investment. It is, at the same time, a response
to widespread complaints about "unnecessary' restrictions placed on
private sector industrial activity, No decision will be made on adopting
the new policies until a report is submitted by the Industrial Licensing
Policy Inquiry Committee set up in July 1967 to look into the working of
the industrial licensing system. The Plan document's suggestions are,
therefore, at best a statement of intentions, ,not an official statement of
policy:

The Plan statement distinguishes three categories of industries:

(a) All basic and strategic industries involving significant in-
vestments or foreign exchange requirements. These should be 'care-
fully planned' and subject to industrial licensing. Once a license was
granted, however, credit, foreign exchange, and scarce raw materials
would be earmarked for them and made available on time, for units in
both the public and the private sectors. '

(b) Industries requiring only marginal amounts of foreign ex-
change for capital equipment (up to 10 percent of the total value of the
capital equipment). These could be exempted from the requirement to
obtain industrial licenses -- unless the maintenance import component
were high.

(c) Industries requiring no foreign exchange for the import of
capital equipment or raw materials, These should be exempted from
industrial licensing requirements.’

Even in this last case, however, the fundamental ambivalence of the
attitude of Indian officials toward private business emerges and the
Planning Commission adds the statement that safeguards may neverthe-
less be needed against congestion of industry in large metropolitan areas,
undesirable competition for traditional and small-scale industries, and
concentration of economic power, Like a number of other qualifications
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to practical policy suggestions in the Plan, the last caveat may be just
for the record.

The chances for the adoption of this somewhat liberalized industrial
licensing policy line appear teo be good., But the Plan document does not
even mention the other all-pervading set of controls on economic activity,
the import licensing system. The combination of protectionist sentiment
within the private sector and foreign exchange shortages clearly offsets
whatever domestic opposition to import controls there is.

6. General Observations and Conclusions

The general lines of development laid out by the Planning Commis-
sion for the Fourth Plan period are reasonable and reflect strategies and
policies that, in general, we endorse. The Plan's central emphasis on
agricultural development, its reduced emphasis on public sector as dis-
tinct from private sector investment in the aggregate, the restraint of
its projected expenditure on electric power and transportation infrastruc-
ture given the overall shortage of investment resources, and its new re-
cognition of the vital nature of family planning and nutrition, are all strongly
held views of the Planning Commission, and represent a pragmatic policy
package that we can (and should) support.

The Plan document does, however, show a basic ambivalence of at-
titudes which reflect a set of differences between what might be called
the pragmatic approach and the political approach. The pragmatic ap-
proach is, in this context, concerned essentially with economic growth;
the political approach is represented mostly by rhetoric without content
grafted onto the more significant statements of policy in the Plan docu-
ment, while fundamental issues such as rural unemployment are largely
avoided. A typical example of the ambivalence of views is the attitude
expressed in the Plan document toward the Ifinancing of corporate invest-
ment: "The corporate sector can meet its resource requirements only if
it ensures larger retention of the profits for re-investment' -- not by
increasing profits, but -- "through adequate restraint on dividend distri-
bution.! Although the structure of the whole Plan is ostensibly determined
by a reduction in the importance of public sector investment, the authors
are unwilling to face the fact that what motivates the private sector is
profits, and that without the expectation of profits, "indicative' planning
for the private sector is meaningless,

It is clear that import substitution continues to be a major preoccu-
paction of the planners, both in agriculture, where self-sufficiency in
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foodgrains by 1971/72 is a stated goal, and in industry. Although

there is a new recognition of the importance of exports in laying out

the lines of development, particularly in mining, the main thrust of

the Plan's objectives for industry and mining in both the public and
private sectors continues to be the substitution of domestic production
for imports in meeting India's rising demand for industrial goods. For
the public sector, the direction is set by the specific projects which are
financed; for the private sector, by the combined effect of the industrial
licensing system and import controls. The high cost of import substitu-
tion is not yet one of the major concerns of India's planners,

The major flaw in the Fourth Plan, as we see it, is the assumption
that the economy can grow at a 5.5 percent rate with as low a level of
imports as that projected by the Planning Commission. On the other
hand, the Planning Commission would obviously be much relieved (and
probably more sure of their internal projections) if enough foreign aid
were made available to permit them to relax the constraint on imports.

The basic difficulty with the Plan goes beyond that, however, The
size of the Fourth Plan is limited by India's resources; in a fundamental
sense it is not geared to India's overwhelming need to create vastly
greater employment opportunities and new sources of income for those
at the bottom of the income scale, a combined problem that could be
attacked by a massive increase in the investment outlays planned for
rural and urban infrastructure, There may, of course, be more that
India could do about it herself, But only a dramatic increase in the level
of foreign aid would permit the GQOI to risk the inflationary pressures
that could result from trying to step up growth rates much beyond those
targeted for the Fourth Plan period.



ANNEX E

DMS MODEL PROJECTIONS

The projections discussed in this Znnex explore the implications
of several different ald patterns for India's economic growbth and
development over the next decade, Unlike thg similar projections
employed in last year's Program Memorandum, thege projections are
ngl intended to evaluate the impact of an additional $100 millions
(4% of India's projected 1969/70 imports) aid to India in a given
year, Rather, the aid patterns considered here differ enough in
magnituds over the period 1969/70 to 1978/79 to be identified with
distinet U,S, attitudes toward the importance of India's economie
development, 1In particular, the need for ald to achieve the goals
of India's recently formulated Fourth Five Year Plan (1949/70 to
1973/74) is examined,

In the analysis of Part I of this Country Field Submiggion and
in Annex A, the dual role of ald in providing foreign exchange
(bridging the "trade gap") and in providing additional resources for
investment (closing the "resources gap") is discussed, The economic
model used for the projections reported in this Annex is a dynamic
multi-sectoral (DM3) linear programming model of the Indian economy.Z/
In the disecussion of the results from this model, the question of the
relative magnitudes of the trade and resources gaps will not arise
since the construction of the model ensures that the two gaps are
always identical for each year - ag, in fact, they must be in the
national income aceounting relationshiovs, The dnal role of ald in
the model appears in the sectoral cholece of investment in import
substitutlon activities based on comparative advantase and the
availability of imports, and in the overall amount of investment which
determines future insome levels,

1/ FY 1970 Program Memorandum-Indis: Annex C, Development Plamiing,
August 1968.

2/ This model was developed originally for the Mission by Professor
Alan Manne of Stanford University (then Economic Advisor to the
Mission) in collaboration with Professor Thomas Weisskopf (then of
the Indian Statistical Institute), ¥or detalls of the model and the

assumptions underlyinz it, see Ij > 4 -
Anngx_C, Develgmnment Plenping, August 1968, and i, 3, Manne and
T, E, "leiaskopf, "i Dynamic Multisectorsl model for India, 1967-75,"

Memorandum No, 57 (revised), Research Center in Tconomic Growth,
Stenford University, May 1968, Modifications to the DMS model mede
for the ealculstions reported here are surmarized in Annex T-1,
Professors Manne end “elsskopf should not be held responsible for
faults in the calenmletionsa introduced by these modifications nor
for the poliey interpretetions drawn here,
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the sarmlexities of the Tndizn ecamamy, 4 modal uhish inndides
sectors i-tail, as VS Anes, vondd annear te be mere reslistie
than 2 »irrde arpresative mods=l, 1z, modifieari-ms tn the TNG
madel irtrodueced for thes~ ecsleuletisong, inelndinr- explicit cone
csiderafion of vrutilized ~apacitics =nd sdfugtment of the fertilizer
5, srould add reslism te the model,
(See innex Ze1 far details ~f thece modificaticns,) RBut there is
need to servtinivze the eammntiong, deta, and recilt: of the model,
and to temrer conciusiecns Arewm Prem the model with ioformetion from
other gources, In particnlsy, at low sid levels nd lor retes of
seowth i+ ig 1ikely that the modelts roefficients {revresenting
segtors]l averares) understate the lesces from sutarlic import substi-
tution snd tightened gdministraotive alloention of irrorts,
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317 Jevelg and India's Fourth Plan

The five net aid patterns for whish projections sre civen here
ave pll measvrred in terme nf Indiate Lrade deficit for eonda, These
patterns were seleoted tn nroduce 2 wide range of oroyth poseibilities
for Indis's net domestic nroduct over the perind 193?/”” te 1978 /79 -
rates of rrowth extendin~ from less then 57 per y~ar t~ more than 7%,-/
The ealewlations for all natterns besin from a pr=liminary estimete of
India's aggregate economin nerformance and trade ~orrosition in
1060/70.? The timewrhaging of ~id in the various netterns varies
from a sharp ahace-out rennhine a trede surplus fand net remayment.)
nosition in 1978/79, to a sharn step-up in sid te 1575/74 Pollowed by
a grzduel phaseout of net nid theresfter,

The first =id natiern, identified by the letter "iM, was intended
exnlieitly to include foreisn trade estimates ecengictent wdth the
Plannine Comrission's recent. Ponrth Five Yaar Plan (Mr:ft) balanece of
payments estimates, In the final revieion of thie« MY i, the Flan's
implicit annual foreizn trede firures were adjngted ta tske account of
Mission forecasts for 1942/70 as well as sdjustments msde (a) in the
S=year totsl znd in the avnual nattern of the net invisibles belance
projected by the Plammin: “omrission, and (b) in the anmmal patiern of
renayments to the TMF implicitliy uged by the Plannin: Tomrmiegion., The
annual balance of paymentsz finmres consigtent with the Plannine Cormdission's
feyear totsls sand the DMS run are shown ir Table 1., 4id pattern YA"
orojsets a rapid phase~down of aid throush 1973/7/4 eotinuing to e trade
surplvs for goods of Az, 100 crores (*133 mi}lions) in 1079/79 —/a

1/ Wet domestic product is defined throughout this Annex in terms
nf market prices.

2/ See Part I, and imexec * =nd G, of thig Country Field Submission
for ravised estimsates,

3/ See Fourth Five Year Plan, 1969/74 (Dreft), »n, 29,0, Tables 5, 6,
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The magnitude and time-phasing through 1972/79 of trade deficits
for 211 five aid patterns, labeled "4i" through "E", are given in
Table 2 and are portrayed oraphically in Figure 1. “ote that numbers
are given only at twowyear intervels through 1975-76, with a three-year
interval remaining to 1978/79, This is because the DMS model makes
caleulations expliecitly only for these yesrs., Valnes for intermediate
years may be inferred, however, from the proiections for neichboring
years,

Aid pattern WM yug selected te provide sufficient assistance -
as estimated by the TM3 model - to achieve the Fourth esnd Fifth Plan
targets for net domestie product set in the Fourth Plan (Draft),

214 patiern "B" is intended to provide an intermediate nattern between
At and "2V, while aid patterns "D" and "E" are high growth treck
patterns intended to enable India te attain growth r:ztes exceeding 6%
per year,

As ground rvles for the projections made in this section, the
methodolegy hes been to employ assumptions as close to those of the
Tourth Plan (Draft as possible, F.z,, the Planning formissionts
estimates of export growth (about 7% per yesr from 1940/70) and
savings performance (32% per capita marginal savings rzte from per
capita NDP with a 1967/A8 bese, annual rate of population growth
2.5% 1967/68 to 1973/74 and 2,3% 1973/74 to 1978/79) are taken as
assumptiong, The implicntions of varying these assumptions are
examined in the next section, For two items -~ estimates of under-
utilized capacity and current year estimates for 1969/70 - Mission
estimates have been uszed since such estimates are not included in
the Plan deocument.

Projected growth patterns in India's net domestie preduct
corresponding to these various =2id levels are given in Figure 2,
(Detailed ageregative economic projections, together with import
projecticns by sector, are given in the tables in 4nnex E-2), 4id
pattern "A" fails tc achieve even a 5% annual growth rate from
1969/70 end 1978/79, Aid pattern "G" slightly surpasses a 6% rate
for this period, while a 77 rate is attained by pattern "D" and
exceeded by pattern "E",

Growth rates for the different patterns are elso tabulated in
Table 2 « here messured, where appropriate, from a 1967/68 base
instead of 1969/70 to facilitate compsrison with the Fourth Plen
(Draft), Aid level "C" just meets the Fourth Plan target of a 5.5%
annual growth rate, and slightly exceeds the Fifth Plan target rate
of 6,2%, In all cases there is an acceleration in the rate of growth
from the Fourth to the Fifth Plan periods, with the stepup more
pronoineed in the hisher aid cases,

1/ Ibid., p. 31, Table 1.
2/ Ibid., p. 31, Table 1, and p. 40, Table 6,
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TRADE DEFICIT (3 billions)
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Figure 1. Trade Deficit Assumptions for Growth Rate Calculations
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Figure 2. DMS Net Domestic Product Projections for Alternate Trade Deficit Levels
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Table 3

Average Annual Rates of Growth
of Net National Product
for Different Aid Levels, 1967/68 to 1978/79
(percents

First Second Entire
b=year S—year 11-year
periods period: period:
1967/68 1973/74 1967/68
to to to
Ald Pattemn 1973/74 1978/79 1978/79
A be'7 5.0 4Le8
B 5.2 5.9 55
c 5.5 A 5.9
D 5.9 Tk 6.6

E 6.1 7.9 6.9
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Note that the relative difference between these growth rates
worlld be magnified considerably if income growth were expressed in
per capita terms, With population increasing by 2.5% per year,
raising the aggregate growth rate from 4.8 to 6,9% per year almost
doubles the rate of growth in per capitzs income, ' ’

These calculations raise a significant question concerning India's
Fourth Plan: Why should there be such a large gap betw=en the DMS model's
estimates and the Planning Commission's estimates for aid requirements
to meet the same targets - a gap of about %800 millions per year in the
mid and late 1970's? Although these cslculations have adhered as closgely
es possible to the assumptions used by the Planning Commission, there
is room for divergence in two arems: estimates of the availability of
unutilized cepacity, and 1969/70 base estimates, The estimates of
vnutilized capacity included for the calenlations reported here are
given in Annex E-1, and amount to the equivalent of some $2,5 billions
in additional investment. This unutilized capacily is most significant
in the iron and steel, and machinery industries, At low ald levels,
the DMS model calculations suggest that for some machinery sectors
unutilized capacity might persist through the mid-1970's, The base
year estimates for 1969/70 investment and savings appear to be
slightly below what would be expected from an interpolation of the
Plan projections between 1967/68 and 1973/7L. Such a shortfall in the
early years of a Plan affects progress toward targets much more than
one in later years,

Imolicats £ a1t tive 2 1

In the previous section, the projections for different aid levels
were made under a set of assumptions corresponding as closely as possible
to those employed by the Planning Commission in formulating India's
Fourth Plan, Here the sensitivity of these projections to alternative
assumptions for export and savings performance will be tested, It is
not uncommon in India (or elsewhere) for planning targets to be missed
and for expectations to be off the mark, By this exereise it iz pot
meant to imply that the Planning Commissiont!s agsumptions are unrealistie,
But events sueh as droughts and wars do tend to upset assumptions and one
should be aware of the implicetions,

For exports, the alternative assumption employed 1s growth at a
5% per year rate from 1969/70 - contrested with 7% agssumed by the
Planning Cormission, While a 7% growth rate is possible if Indiats
current export push is maintained, it is an ambitious target, In
1978/79 if we could look back and see only a 5% export grcwth rate
attained from 1969/70, it would still be regarded as a solid accomplish-
mant by India, especlally in view of the low rate of export expension in
the last decads,

For savings, a per capita marginal savings rate of 30% from a
base level determined by 1969/70 estimates is taken - in contrast
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with the Planning Commissionts essumntion of 32% from s 1967/68 base.

A per capita marginal savings rate close to 327 was actually achieved

in the period 1960/61 to 1964/65, but statistically a rate of 307 or
slightly lower would be more likely if the longer perind 1960/61

through 1967/ were considered., Also, Mission populstion projections,
with annual growth rates of about 2,74 over the Fourth Plan and 2,6%
over the Fifth Plan, are uged in place of the Plamming Commission's
projectlons of 2,5% and 2.3%,

As shown in Table 4 for the single aid pattern "C", the change
in the export assumption affects growth withln the horizon of the
model more than the change in the population/savings assumption, In
faect, as a consequence of predetermined investment and savings levels
for 1969/70 and time intervals of two years, the chance of the popu-
lation/savings assumption has no effect on meeting the Fourth Plan
targets. (It would have a significant impact beyond the horizon of
the model, however.) As the case with changes in the export and
population/savings assumptions combined shows, one cannot afford to
be complacent in thase areas., The effect of the combined change is
to reduce growth to approximately the level of that reached ylth the
lower ald pattern "BY under the more optimistic assumptions, Growth
rates in later years of the A=zecnde are actually lower than those for
the lower 2id pattern with more ambitious domestic performance, Of
course, changing these assuwreptions with one of the lowsr aid patterns
would lesd to less rapid provress in those cases as well,

1/ See EY 1970 Prozram iemoranjum = Annex F=2, August, 1948, for

estimateg of mar¢inal savings rates,

BEST AVAILABLE
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Table 4

Average Anmual Pates of Growth of
Net National Product with Aid Pattern o,
Different Savings and Export Assumptions

{percent)
First Second Entire
buroar 5=year 11=year

pariod: period: period:

1947/68 1973/74, 1967/68

to to to

Assumptions 1973/7, 1978/79  1978/79
Fourth Plan 5.5 6.4 59
5% export growth 543 5.9 5¢6
30% per capita marginal 5.5 6.1 5.8

savings rate, USALD

population projections
5% export growth and 543 5.6 5.5

30% per capita marginal
savings rate, USAlD
ponilation proiechiona



ANNEX E-1

MODIFICATIONS T0 THE DMS MODEL

This Annex summarizes the modificatlons made to the Manne-Weisskopf
dynamic mxltisectoral (DMS) model of the Indian economy 1/ for the
calculations reported in Annex E, Although the data base for the model
(input-output coefficients, capital coefficlents, base year data) is
the same as for earlier versions, a number of revisions have been made
to update the time reference of the model and to introduce structural
modifications, These changes include:

{1) Extension of the model's time horizon from 1975/76 to 1978/79,

(2) Fitting the model's projections to estimates of aggregate
economic performance and import composition for 1969/70.

(3) Introduction of explicit capacity estimates as initial
conditions for the model.

(4) Integration of fertilizer import caleculations into the model,
and revision of the procedure for estimating miscellaneous imports.

(5) Estimation of savings performance through a per capita savings
function, coupled with meximization of terminal year net domestic product,
in lieu of the original DMS approach of maximizing a graduslly increasing
congsumption pattern.

(6) Revision of the conditions determining the composition of
terminal year investment to correspond to the savings function formulation,

Details of these modifications, keyed with references to the original
DMS model formulation, are given below.

1. -Time horizon., The original DMS model spanned the period
1967/68 through 1975/76, with 1967/68 taken as a datum and calculations
made at two-year intervals, i.e. for 1969/70, 1971/72, 1973/74,

1/ Alan S, Manne and Thomas E. Weisskopf, "A Dynamic Multisectoral
Model for India, 1967-75," Memorandum No. 57 {revised), Research
Center in Economic Growth, Stanford University, Mesy 1968, With
minor changes, this model was used for the calculations in F¥ 1970

Program Memorandum-India, Annex C, Development Planning, August 1968,
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and 1975/76, To span the period including India's Fifth Five Year
Plan, an additional period of three years has been added to extend

the time horizon through 1978/79. This extension required addition

of sets of congtraint groups 4, B, D, E, F, and G for the new time
period (t=11). These constraints are similar to those for earlier
pericds with the exception of the B group, in which investments for
period 8 are weighted by 3/kj rather than 2/kj to take into account
the different length of the terminal period.

The time subscripts for equation group C, the terminal year
investment constraints, havs been changed from year & to year 11,
Equations F28 and F68 have been modified to:

(F28) Ac, 1/3 (01: - c;)

»* *
(F68) Avg /3 (U, - Vg )

2. 1969/70 egtimateg., To ensure that the model's projections
would be consistent with likely actual economic performance by the
Indian economy in 1969/70, estimates of aggregate economic magnitudes
(net domestic product, consumption, savings, investmert, trade deficit)
and imports by sector were entered directly into the model, In the
absence of adequate projections of sectoral detail, determination of
sectoral investment and output levels for 1969/70 was .eft to the model.

Entering aggregate estimates for 1969/70 into the model required
the following changes. Increments in net domestic product and net
savings for 1969/70 were estimated to be Rs, 29,7 billions and

Rs. 4.45 billions respectively measured from 1967/68 base levels,
Activity N2 was deleted, and equation F92 was rewritten

(F92) c - S = 29,7

Equation G22 was modified to

(G22) S, = huS
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The allowance for inventory investment in equation F82 was changed
from 10% to 9% of net fixed investment,

Import estimates for 1969/70 for sectors 2, 6, and 9~16 were
entered by deleting the import activities Y42 and adjusting the
congtant terms of the corresponding material  balance equations A32
to include the estimated import quantities, Raill transport requirements
for imports of steel and petroleum products were entered in equation
A172. Equations E142, E152, and E162 (lower limits on machinery imports)
were deleted, Total imports were specified in the constant term of
equation F102,

One anomaly arose in attempting to fit the model to 1969/70
projections. It was impossible initially to £ind a solution consistent
with 1969/70 import projections for copper (sector 11) and lead/zinc
(sector 12). 1In order to obtain a solution, it waes necessary to provide
inventories of $15 millions each in copper and lead/zinc for drawdown
in 1969/70. Before accepting this seeming inconsistency as prima-facie
evidence of defective performance by the model, it should be recalled
that in the earliest results from the DMS model (September 1967), the
model!s projections of nonferrous metals imports seemed significantly
out-of-line on the low side compared with Mission import estimates for
1967/68. Since that time the model's projections have changed very
little, while the Mission's estimates have been reduced to a level which
now makes the model's requirements seem high.,

3. Capacity estimateg: Aside from an allowance for improved
capacity utilization in the estimation of replacement investments, the
DMS model was originally formulated under the assumption that capacity
utilization would not change substantially from the conditions existing
in 1967/68. Although definition and measurement of capacity utilization
is a difficult and imprecise undertaking, it is now accepted that
1967/68 (and 1968/69) were yesrs of recession in which capacity
utilization was below normal and that recovery would bring fuller
utilization of capacity. 1/ During these years, unutilized capacity
was especlally visible in the iron and steel, machinery, end chemical
(including fertilizers) industries,

These observations led to the judgement that a necessarily crude
adjustment for capacity utilization in the model would be better than
none. The assumptions underlying the model now are that, except for
the iron and steel, machinery, and fertilizers industries, capacity
utilization will be approximately normal at the recovery levels of
economic activity implied by the 1969/70 estimates. Estimates of base

1/ A recent survey of studies on capacity utilization in India is
given in "Excess Capacity and Production Potential in Selected
Industries in India", Regerve Bank of India Bulletin, April 1969,
pPp. 471=492,




E =4

year capacitles for the iron and steel, machinery, and fertilizers
sectors have been entered directly into the model, 1/ In addition,
estimates were deduced from the model for the value (measured as a
reduction in investment requirements) of the improvement in capacity
utilization in other sectors required to attain the 1969/70
macroeconomic estimates, '

Estimates of future capacity utilization in the fertilizer
industry were included directly in the projections made outside the
model for this industry. For iron and steel and machinery, estimates
by Ridker and Marwah 2/ of potential production in 1969/70 as related
to 1964/65 output were employed, Estimates of unutilized capacity in
these sectors are given ir. Table 1. The value of this unutilized
capacity in terms of reduced net investment requirements is
Rs, 7,306 millions - almost one billion dollars.

Unutilized capacities for these sectors were entered into the
DMS model by adjusting the constant terms of equations Bjit., It 1s
evident that the structure of each sector {due to differences in product
mix and capacity utilization within the sector) would make it unlikely
that full capacity utilization could be attained without additional
investment in the sector or without additional imports of products for
which the sector is in short supply. E.g., in steel there may be
unutilized capacity in structurals and merchant sections while large
amounts of flat products are in short supply and imported. To allow
approximately for such imperfect composition of sectoral unutilized
capacity, it was assumed that half the unutilized capacity in iron and
steel could be utilized by 1969/70, while full utilization of existing
capacity could be attained in 1971/72. No such restrictions were
placed on the machinery sectors since it was anticipated that the lower
limits on machinery imports {constraint group E) would ensure reasonable
progress toward fuller utilization of capaclty in these sectors.

1/ Estimates for the chemical industries in general have not been
included since this sector does not appear explicitly within the
model.

2/ R.G. Ridker and I, Marwah, "Prospects for the Indian Economy, 1969/70 :
Some Illustrative Estimates," USAID-New Delhi, January 1969,

gy W
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et

Even after providing the explicitly estimated unutilized sectoral
capacities discussed above, a more general improvemen® in capacity
utilization was required to meet the estimates for 1969/70 economic
performance, The wvalue of this improved capacity utilization in terms
of investment saved was estimated implicitly by deternining the
minimum amount of investment required by the model in 13567/68 to meet
the 1969/70 estimates, and comparing this amount with actual investment
for 1967/68. As given in Table 3-4, Annex E-2, net fixed investment
required by the model in 1967/$8 was Rs. 34,352 millions compared with
actual 1967/68 net fixed investment of Rs, 28,700 millions., The
investment value of unutilized capacity, Rs, 5,652 millions, is an
average over two years; thus the total investment wvalue of improved
capacity utilization is Rs. 11,304 millions (about $1.5 billions), The
total value of improved capacity utilization included in the model,
both explicitly and implicitly, amounts to $2.5 billions measured in
terms of equivalent investment.,

For subsequent calculations with the model, implicitly estimated
improvement in capacity utilization was included by constraining
1967/68 investment in the endogenous sectors 1-17 (mining, manufacturing,
power, and railway rolling stock) in equation F70 tc¢ *he corresponding

level of Rs. 11,427 milliong:

17

ujt = 11942’7

—

=1

Although the same definition of F70 was used in the computations for
the FY 1970 Program Memorandum (Annex C), the investment 1limit there
was Rs, 8,000 millions,

4. Fertilizer and maintenance imports. In previous computations
with the DMS model, estimates of the fertilizer sector (production,
imports, and investment in manufacturing facilities) have been made
outgide the model, To provide more flexibility in matching agricultural
growth rates to growth rates in consumption and national product
generated within the model, calculations of fertilizer imports have been
integrated into the model, In effect, it is now assured that the
expansion pattern of the fertilizer industry has been predetermined and
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that differences between fertilizer production and requirements for
different agricultural growth rates will be filled by imports.,
Fertilizer imports are calculated by making a single set of estimates
for one assumed estimated growth pattern for net domestic product

(and corresponding sgricultural growth rates) and then making marginal
adjustments to the import estimates corresponding to marginal changes
in net domestic product and asgricultural production,

From estimates of foodgrains requirements for growth rates of
5.0% and 6,5% in net domestic product,1/ it has been calculated that
an additlonal Rs, one billion net domestic product in a given year
would generaste an additional demand for 110,000 metric tons of foodgrains.
From estimates of agricultural production and input requirements,2/ it
has been estimated that gross additional production of about 21,0 metric
tons of foodgrains over the period 1973 to 1979 would require inputs
including about 1.0 metric tons fertilizer nutrients., Note that this
is not a fertllizer response ratio - it is a production response for
a complete ?ackage of inputs for which the fertilizer portion is 1.0 tons.
Assuming 125% foodgrains losses, application of 75% of fertilizers to
foodgrains, and an import cost of $178,50 per ton of NFK nutrients in
,=-2-1 ratio, the coefficient for adjusting fertilizer imports is $1.474
millions fertilizer imports per additional Hs., one billion net domestic
product,

The base level eatimates for fertilizer imports for the peried 3/
1971/72 through 1978/79 have been taken from Planning Commission estimates.
The corresponding levels of net domestic product have been taken to be
the targets set by the draft Fourth Plan.i/ '

The estimation of maintenance imports, or imports not elsewhere
classified, suffers from lack of any firm analytical or statistical base,
Ag defined in DMS, this category includes such diverse items as chemicals,
cashews, cotton, and jute, Maintenance imports accounted for about 25%

D. Erlenkotter and H, Lubell, "Additional Foreign Aid for Socially
Oriented Government Progrsms,’" USAID-New Delhi, April 1969, Table 7,

AN

"Supply Projections for Agricultural Commodities 1968/69 to 1983/84,"
USAID-New Delhi, January 1969, Table III,

Fourth Five Year Plan, 1969-74 (Dreft), p. 39, Table 5.

Fourth Five Year P 1969~ Draft), p. 31, Table 1.

LR R
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of total imports in 1967/68, Based on observations of historical

time series for these imports (see Table 2), one could not reject

the hypothesis that maintenance imports tend toward a constant

level subject to random fluctustions, Import substitution has

almost exactly offsel increases in demand for items in this

category, However, it is not reasonable to assume that the level

of maintenance imports could be held constant in the future regardless
of the rate of growth. The estimatimn procedure adopted here is to

fix maintenance imports for each year in a constant ratic to the level
of NDP, 1/ The ratio selected here is determined by the Planning
Commission's estimate of maintenance imports 2/ (see Annex E-2,Table 2-A)
and the indicated levels of net domestic product congistent with the
Planning Commission!s import estimates (see Annex E-2, Table 1-i), These
estimates are roughly consistent with historical behavior : i.,e,, if
historical rates of growth were maintained, imports in this category
would remain at approximately a constant level,

Estimates of both categories of imports are generated within the
DMS model by equation set F10t, which is now formulated:

. * —
(F10t) E + B+ I = Z Vi
1=2,6,
" 9=-16
F Fo* F
+ M + m (Nt - Nt)
M #*
+ m (No + Nt)

1/ This approach may be contrasted with that of the FY 1970 Program
Memorandum, Annex C, in which it was assumed that imports in this
category would grow at half the rate of NDP,

2/ Fourth Five Year Plan, 1969-74 (Draft), p. 39, Table 5.
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Table 2

Imports Not Elsewhere Classified,
1960/61 to 1968/69

Imports n.e.c.,

Year on
1960/61 732
1961/62 664,
1962/63 654
1963/64 621
1964,/65 636
1965/66 639
1966/67 630
1967/68 662
1968/69 686
Average, 9 years 658

Source: DP/E, 5/23/69
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with new symbols introduced as follows:

M base level of fertilizer
imports for year t

F
m change in fertilizer imports
per unit change in NDP
Nt level of NDP corresponding
to base level of fertilizer
imports for year t, measured
from 1967/68 NDP base N,
M
m ratio of maintenance imports

to NDP in year +t,

5. Savings and objective formuwlation., As originally formulated,
the objective of the DMS model was the maximization of a gradually
increasing consumption pattern. Subject to an upper limit on the
marginal savings rate, savings were determined as the difference
between the investment level required to sustaln consumption growth,
and net foreign resources, In some cases, particularly where the
level of net foreign resocurces changed rapidly over time, marginal
savings rates hetween periods performed erratically.

To ensure that savings growth would adhere to a more "gradual®
pattern, DMS has been reformulated to project savings in relation to
income according to a prespecified savings function. With this
modification the maximand is changed from consumption to terminal year
net domestic product. The savings function chosen is one where the per
capita marginal propensity to save from additions to per capita net
domestic product is constant over time. This formulation seems to fit
adequately savings performance in India during the 1940's, 1/

1/ See FY 1970 Program Memorandum — Indja, Annex C-2, August 1968,
for statistical computations of savings functions.
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Including the per capita savings function in the DMS model
required the following changes: The savings constraints G2t were
changed to the form:

* - * —
(G2t) s, *+ S = (X(Nt + ¥)- akb

where additional symbols required are defined as follows:

o per caplta marginal propensity
to save
Pt population in year t
AN = S
a = 0 2
Po

Also, constraints F1t, defining the gradualist consumption pattern,
were deleted,

6, Terminal year investment conditions. DMS contains specific
constraints to ensure that investment in the terminal year of the

model is consistent with the requirements for further growth in the

Indian economy, To prevent lnvestment requirements determined by

these constraints from conflicting with the investment level determined
by the savings function, the terminal year investment formulation has
been modified slightly, This modiflcation consists of deleting

constraint F211 (which ties the increment in consumption ACqq for

the first post-terminal year period to the absclute level of consumption
in the terminal year) and redefining constraint F611 in a manner similar
to constraints F5t as: 1/

1/ The modification in constraint Fé611 was formulated after the
computations for Ammex E were completed, and was tried only in
one unsuccessful computation which was terminated prematurely
by the computer, While this omission does not affect the total
level of investment in the terminal year, it does bias the content
of this investment slightly toward consumption-oriented activities,
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17

2
(F611) Avn = Z vj(ujn/kj) - cv 1.'3011
=1

2 2

+ e AE + 4 Av
F

v by /) dp

where it is assumed (as in constraint set C) that

52 T Ty ('“,-;11/1{:1)

This modification ensures that consumption increments could increase
at the model's target growth rate g in years subsequent to the
horizon beginning with the base level AC 1° 1/ (As in the original
DMS formulation, however, eventual balancing of the trade deficit

is not guaranteed by such a projection.)

1/ From the standpoint of demonstrating optimality over a longer
horizon, it would be desirable to define the maximand as C
instead of asg terminal year NDP, This experimert was tried for
one case and yielded results virtually identical to those obtained
by meximizing terminal year NDP,
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ANNEX E-2

DMS MODEL PROJECTIONS - SUMMARY TABLES

t of Table
Title

Macroeconomic Balances : Aid Pattern "A

Fourth Plan Assumptions
Macroeeconomic Balances : Aid Pattern "B"

Fourth Plan Assumptions
Macroeconomic Balances : Aid Pattern "CM

Fourth Plan Assumptions
Macroeconomic Balances : Aid Patterm "DV

Fourth Plan Assumptions
Macroeconomic Balances : Ald Pattern "EM

Fourth Plan Assumptions
Macroeconomic Balances : Ald Pattern "GU

5% export growth rate
Macroeconomic Balances : Ald Pattern "CW

30% per capita marginal savings rate
USAID population projections

Aid Pattern "CY

5% export growth rate

30% per capita marginal savings rate
USAID population projections

Macroeconomic Balances

Merchandise Trade Projections : Aid Pattern "A"
Fourth Plan Assumptions

Merchandise Trade Projections : Aid Pattern "B"
Fourth Plan Assumptions
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2-C
2-D
2-E
2-C1

2-C2

2~C3

3-C
4=-A

4=C

Merchandise
Merchandise
Merchandise
Merchandise

Merchandise

Merchandise

Trade

Trade

Trade

Trade

Trade

Trade

Net Investment -

Net Investment

Net Investment

Net Investment

Title

Projections

Projections

Projections

Projections

Projections

Projections

37 Sectors

37 Sectors

17 Sectors

17 Sectors

Gross Output by Sector

Gross Output by Sector

b

-

Ald Pattemn
Fourth Flan

Aid Pattern
Fourth Flan

Aid Pattern
Fourth Flan

4id Patterm

n C"
Assumptions

n DII
Asgumptions

" Ell
Assumptions

ncn

5% export growth rate

Ald Pattern

30% per capita marginal savings rate
USAID population projections

Ald Pattern

ncn

" Cll

54 export growth rate

30% per capita marginal savings rate
USAID population projections

Aid Pattern
Fourth Plan

Aid Pattern
Fourth Plan

Aild Pattern
Fourth Plan

Aid Pattern
Fourth Plan

Aid Pattern
Fourth Plan

Aid Pattern
Fourth Plan

n Aﬂ
Assumptions

" Cll
Agsumptlons

1t All
Assumptions

] Cﬂ
Assumptions

" Aﬂ
Assumptions

llClt
Assumptions
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ANNEX - G

EXPORT

INTRODUCTION :

During the year April 1968 to March 1369, Indian export earnings
reached a peak figure of $1,813.4 million, besting the previous record
of §1,715 million reached in 1964-65 and recording a very sizeable improve-
ment over the poor performance of the previous two years. There have
been notable changes in both the direction and nature of the past year's
frade, namely increased sales to hard currency markets of non-traditional
export items (notably engineering goods and iron and steel). In all,
earnings from non-traditional exports were more than enough to counter
losses in earnings of some traditional goods, such as jute, tea, raw
cotton and mica.

Assuming favorable weather conditions, stable world prices for
traditional exports and continued sales of non-traditional products at their
current levels, an upward trend of 6 to 7 percent can be anticipated
in exports for the next few years. This growth rate is projected in spite
of the assumption that economic recovery in the domestic market will
to an increasing degree put pressure on the supply of goods, especmlly
non-traditional items, available for export.

I. EXPORT PERFORMANCE DURING FY 68-69:

Of the total of $1,813.4 million earned by Indian exports in
the fiscal year April 1968 to March 1969, about $350 million represents
exports under rupee payment arrangements (where major increases have
been noted for cashews, iron and steel, leather and castor oil). The
Soviet Union absorbed 50 percent of the total.

Exports paid for in hard currency were about $1,455 million,
representing an increase of about 11 percent over the previous year's
total. Eleven commodities accounted for almost the entire net increase.
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These were: engineering goods, iron and steel, cashews, handicrafts,
leather, precious stones, castor oil, cotton piecegoods, oilcakes and
cotton yarn. Two items--engineering goods and iron and steel--accounted
for almost 40 percent of the increase,

Export earnings from jute and tea declined compared with the same
period a year earlier. In the case of tea, lower earnings were accompanied
by larger shipments and reflected reduced unit prices. Export earnings
also declined for sugar, iron and steel scrap, raw hides and skins,
unmanufactured tobacco, raw cotton and mica.

1I. DIRECTION OF TRADE:

More than 60 percent of the total net increase in exports of _
the year 1968/69 over the previous year was recorded in sales to countries
in the Indian ocean basin and nearby regions. The biggest buyers were
Japan, Iraq, Burma, Kuwait, Iran, Saudi Arabia, Ceylon and Nepal.

Exports to EFTA countries, particularly the U.K., declined by
over 10 percent mainly due to lower export earnings from tea, cotton
textiles, oilcakes and leather. ’

Exports to the Soviet Bloc increased by about $45 million, or

16 percent. Leading commodities in this trade were cashews, castor
oil, iron and steel and leather products.

III. GOVERNMENT OF INDIA 'S VIEWS OF EXPORT ACTIVITIES:

The sharp recovery in export performance this year has given
a greater sense of confidence to the administrators of India's export
promotion program. Criticism of continuing inadeqguacies and mal-
performance in certain areas are more readily accepted and the
Government of India's sensitivity on this subject is far less pronounced
than was the case a year ago. Most rewarding to the nation's ego
is the substantial increase in the export of engineering products. The
production and export of this category of goods symbolizes to many
Indians an emergence from the colonial period when the country was
able to export mainly primary commodities.
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It should be noted, nevertheless, that this vear's performance
is only 5 percent better than predevaluation export earnings during
FY 1964-1965 (which reached $1,715 million). It is also noteworthy that
some major items included in this vear's total exports have a small
domestic value added {(e.g. cut diamonds, copper cables), Importantly,
however, there is an optimism that continued improvement in export
performance is possible and both industry and government are anxious
to sustain the existing momentum.

While one may continue to criticize the sluggishness of the
Government of India in taking action to remedy some of the more basic
problems confronting exporters, the complaints of various groups are
being considered and, at times, resolved. For example, greater at-
tention is beirg given by Government of India officials to the views of
the Export Promotion Councils, which until a year ago were largely
ormamental institutions.

The Planning Commission, has prepared an elaborate study dealing
with alternative policies to promote exports. This study has been
selectively circulated within Government circies.

Along with the uncertainty regarding foreign aid levels, there
is a growing political sentiment which advocates rapid economic self-
reliance and the Government is obliged to give more attention to the
opportunities of generating greater foreign exchange earnings from
its own efforts. It can then be anticipated, for example, that the
Government of India will take further actions to adjust incentives and
establish export regulations for commodities which it believes enjoy a
comparative advantage, Progress can be expected in other fields.

For example, regulations governing export credit and the allocation of
foreign exchange for marketing and promotion purposes are likely to be
liberalized; modest efforts are being made to reduce procedural details
for exporters, both with respect to shipment and collection of cash
incentives and import entitlements; consideration is now being given

to the improvement of transport facilities; and new, semi-independent
entities are being created in the Ministry of Foreign Trade and Supply
and the Reserve Bank of India which are designed to give special
attention to export promotion activities which are not effectively handled
by existing governmental channels.
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1v. QUESTIONS REGARDING THE GOVERNMENT OF INDIA'S APPROACH:

The Mission's views on the overall strategy for exports, imports
and industrial growth are set forth in Annex C. Basically, the Mission
questions how far rational export growth and industrial growth can
progress as long as the current heavy emphasis on import substitution
is maintained.

Specific aspects of the current export incentive system seem
likely to cause difficulties in the future., Tirst of all, the maze of
Government of India's regulations and incentives is so complicated
as to make it difficult for exporters to understand and difficult for
administrators to carry out. The intent is to provide just enough in-
centives to encourage exports. Aside from the burden on bureaucratic
judgment this imposes, it also makes comparative advantage a question
of administration rather than market forces.

Another aspect of the current export promotion effort is the
general government pressures to have industries earn their own foreign
exchange requirements. This policy has two aspects:

1) Some industries are given export targets which they are
supposed to meet under threat (not yet carried out) of
cut backs in their import allocations;

2) Many requests for imports of capital goods for expansion
are approved only if the firm agrees to pay for these imports
through future exports.

Thus far the government has shown considerable flexibility in
carrying out these general pclicies, Nevertheless, these programs can
pose a serious danger to rational allocation of resources. Taken to
logical extremes, these policies call for each firm running a balance
in its own merchandise trade. The objections to this are :
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1) The economic justification for exports is not necessarily
related to the amount a firm imports.

2) Nine firms making the same product (e.g. machine tools)
and each attempting to export 10 percent of its output
are likely to be less effective than three firms exporting
30 percent. With nine firms exporting, India may need
three times as many salesmen abroad, three times as
many firms meeting world quality standards, three times
as many export subsidy judgments, etc, To date,
Indian industry has been geared to the domestic market
with (recently) a small margin for export.

. It is now advisable for India to begin encouraging the develop-
ment of selected industrial enterprises for world markets. Preferably,
such firms should be large, efficient, export-oriented units which can
economically raise the foreign exchange for India as a whole.

V. EXPORT PROJECTIONS FOR FY 1969-FY1970 AND BEYOND:

The Mission believes that India can achieve a six to seven
percent growth rate during the next year and probably sustain this rate
through the Fourth Plan period if the present emphasis on export
performance continues,

Detailed estimates for major export commodities in 1969/1970
and beyond are listed in Appendix 1.

The estimated rate of growth assumes stability in the world price
oftea and some further marginal reduction in the world price of jute.
Even so, increased export earnings from engineering goods, iron ore,
leather and other products should sufficiently offset the downward price
trend of some traditional exports to provide an aggregate 6 to 7 percent
increase in export earnings. Thus, India's total foreign exchange
earnings for the coming year should reach approximately $1,920 mililion
and should increase proportionately in the following years.
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Even if domestic prices begin to move upward, it is doubtful
that major exporting firms will allow the substantial investment they
have made to penetrate international markets to be fritiered away by
realigning their production exclusively to the local market, In any
case, the Government of India would be predictably "dismayed" if
exports of non-traditional goods slackened for any reason. Business-
men fully realize that such dismay could easily lead to a new line of
governmental controls and this is far more to be feared than, for example,
foregoing greater profits from domestic sales to maintain the existing
level of exports,

A detailed narrative of export forecasts by commodity for the
yvear 1969-1970 and beyond are in Appendix 2.

VI. EXPORT GROWTH BEYOND 1969-1970:

If a six to seven percent or better growth rate in exports is to
be continued through 1973-1974, it will soon be necessary to make
important investment decisions. The USAID-financed commodity surveys
and other studies are designed to explore some of these requirements
and provide information which, hopefully, will stimulate decisions in
this regard. In this connection, two questions come to mind: what
actions need to be taken by the Government of India to assure the
continuation of a reasonable rate of export growth, and what should be
the role of USAID to assist such actions. Comments on these points
follow:

1) Establishment of a "Planning Cell” : If Indian exporters
are to compete effectively in the world markets while operating under
the handicap of the myriad regulatory and allocation policies of the
Government of India , it is important for the Government of India to
reduce the reaction time of its administrative system. But changing
entrenched habits of any bureaucracy is extremely difficult. The flow
of information and advice from existing trade organizations (such as the
twenty Export Promotion Councils, the Federation of Indian Export
Organizations, the Indian Institute of Foreign Trade, the Board of Trade,
the Export Advisory Council, the Director General of Commercial In-
telligence and Statistics) is simply not timely or adequate for the task
at hand.
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Several observers have, in the course of the past year, recom-
mended that a semi-independent planning or program entity be created
by the Government of India which can monitor more effectively current
market information and convey timely policy recommendations to ap-
propriate officials. In the "Redbook' statement of trade policies issued
on April 1, 1969, the Ministry of Foreign Trade and Supply has proposed
that an "operational center” be created within its jurisdiction to assist
in the study of special export problems. This new unit, which is to be
assisted by the Administrative Staif College in Hyderabad, should be
fully supported by AID in its formative stage,

In a separate effort to improve the decision making capabilities
of officials concemed with export activities, USAID has offered to
finance a contract with a private consulting group to computerize Indian
trade and payments data as well as commodity and production data.
Effective implementation of this program is likely to take at least two
years, but the plan should be fully supported by AID.

_ 2) Investment in Ports and Transport Facilities : Other
deterrents to Indian exports are caused by high internal and international
freight costs, uncertain shipping facilities and poor handling facilities,
A recent study financed by AID on transport and freight rates highlighted
a number of needed actions (some of them requiring substantial capital
investment, others requiring improved administration practices), which
could be made in India's ports, shipping and air cargo activities.
Further assistance by AID may take the form of project loans for this
sector, :

3) Export Credit: The provision of attractive credit terms
is an indispensable competitive tool for certain export products, notably
engineering goods, and is a part of the package that must be offered
if India is to penetrate markets in competition with more industrialized
nations., Comments citing the possibilities of expanding the level of
overseas business for Indian firms are now commonplace. Generally,
however, e xisting promotional procedures and incentives--and part-
icularly credit facilities~-are either not well known or not well suited
to the needs of Indian firms who are exporting both commodities and
services. The problem is receiving some attention and recently the
Finance Minister asked the Asian Development Bank to grant assistance




to India for "export credit"” facilities., But more action is needed to
ease the problem and USAID involvement either in the formal technical
assistance or capital assistance, may be required.

4) Role of Private vs State Trading: During the past year
the Government has stressed the need to improve the operations of the
Government of India's State Trading Corporation. At the same time,
the effectiveness of India's existing private export houses is being
questioned. Unless the capability of private traders to offer effective
service can be improved, it is inevitable that the Government of India
will simply thrust most of its export problems upon the state trading com-~
panies and hope for magical solutions. This trend should be carefully
monitored and where feasible, assistance should be given to private
export houses to encourage their expansion.

5) Other Possible Actions by USAID: The reaction to
USAID's recent trade promotion activities has been encouraging. But,
the theory that Indian policy makers will make more sensible policy
decisions if they have more reliable data {(that is, data which has been
subjected to careful independent analysis) is yet to be proved correct.
It was originally contemplated that USAID assistance would terminate
in 1971 after the program had demonstrated the usefulness of having
timely trade information and had encouraged the Government of India to
adopt procedures and policies that would improve their export efforts.
It is believed that this position is essentially sound and that the influ-
ence on Government of India activities will be commensurate with the
cost and effort of the present program. In addition, however, if it is
agreed that institutions must be reorganized or created to advise better
the Government of India on basic export matters, a longer-run approach
will be needed. Institution-building takes a long time to achieve even
minimal standards of performance. Efforts to encourage such institution-
building could center about:

(a) Improvement of the Indian Institute of
Foreign Trade (IIFT) : This semi-govern-
mental organization conducts routine studies of trade activities, publishes
several trade journals, and conducts seminars and diploma courses in
foreign trade subjects. It regularly instructs Indian foreign service
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officers who are about to be given commercial assignments in Indian
Embassies. During the past year it has also performed a number of
market research surveys. The organization, although presently limited
in capabilities, has the advantage of having both a public and private
character and should be induced by AID to strengthen its activities

to serve better the needs of both the Government of India and private
export efforts.

{b) Support for Proposed "Planning Cell”: As
mentioned above, the Government of India has now agreed to set up an
"operational center” within the Ministry of Foreign Trade to serve the
needs of top government officials concerned with trade policies. Since
the Government has now taken the decision to establish a unit comparable
to the one AID has envisaged, it would seem appropriate to provide
guidance and assistance to the new group.

(c) Support for an Institute of Advanced Studies in
International Trade: At present there is no
educational institution in India offering modern, graduate level training
in international trade, finance, commercial policy and related subjects
needed by graduate students who expect to enter the field of interma-
tional trade. Some suitable educational institute--perhaps the Uni-
versity of Bombay~-should be induced to perform this important function.

{d) Tourism: Foreign exchange earnings from tour-
ism can be significantly increased in the next five year period. The
Government of India has recently initiated a number of estimates in
this area, It may well be that U.S. assistance will be requested,
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APPENDIX 1,

Comments on Export Qutlook by
Commodity for Period 1969/1970 to 1973/1974

1. JUTE: The outlook for jute is fair at best. Lower export
duties and some financial assistance for plant modernization may

slightly improve the competitive position of Indian jute products
in world markets, Sales of carpet backing are expected to rise
steadily, but jute hessian and sacking face severe competition
and slack demand. Ovwerall, jute export earnings should grow at
a rate of only 2 to 3 percent for the next few vears.

2, TEA: Bumper production in India and abroad coupled with
stagnant demand have led to a softening of export prices for Indian
tea. Local consumption is rising steadily. The threat of national-
ization of foreign owned tea plantations, which supply most of the

tea for export, is disturbing the local industry. India is now anxious
to have consumer countries {principally the United Kingdom and United
States) accept an international price and production stabilization
agreement, Generally, prospects for Indiantea are only fair, but
export earnings should reach a 4 percent growth per annum. (An
Indo-Ceylon price agreement could improve the outlook.)

3. COTTON TEXTILES: Improved demand, coupled with Govern-
ment of India incentives, have led to a spurt in export earnings

for cotton textiles in 1968-1969. The long term outlock is, however,
only fair as low productivity and high production costs impede
progress. Growth is not likely to exceed 3 percent annually.

: 8 IRON ORE: Foreign demand for Indian iron ore is excellent,
Sales will be limited by antiquated production technigues and
iransportation bottlenecks. Exports should, ne vertheless, increase
by 8 to 10 percent per annum,

MANGANESE ORE: Demand for manganese ore has slackened
and the Government of India's decision to channel exports through
the Minerals & Metals Trading Corporation has not vet improved
the situation. Export earnings can be expected to grow by about 4
percent a year,
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3. LEATHER: Presuming additional efforts are made to process
hides and skins into leather products as planned, export earnings
should increase at a rate of about 5 percent annually.,

6. ENGINEERING GOODS: The Indian recession of the years 1967
and 1968 lead to a spurt of export sales of engineering goods,

Even as the local demand for such products increases, most firms
continue to have sufficient capacity to produce a modest quantity

for the export market, Government regulations also induce firms

to export a portion of their total production. Prospects are good and

a growth rate of about 12 percent appears attainable,

7. IRON AND STEEL: The local recession during 1967 and
1968 contributed to increased exports of iron and steel products
during the past year., Currently, however, there is a local shortage
of pig iron, skelp and billets. The Government of India is likely to
encourage firms to export iron and steel products, but rising internal
demand and high costs of production will slow sales until further
capacity is available about 1971. Export earnings are likely to
remain stagnant.

8. CASHEWS: The supply of raw nuts for export {seventy per-
cent is imported from East Africa)sis the chief constraint as demand
for cashew nuts is strong. Some attention is being given to in-
crease the cultivation of nuts locally as it is anticipated that
eventually East African growers will develop suitable methods of
shelling raw nuts themselves and sell direct to the consumers.,
Thus the long-run prospect for export sales from I ndia is limited
and earnings may increase by only 3 percent per year.

9. QILCAKES: Demand for oilseeds is good and if local produc-
tion increases as anticipated (presuming favorable weather condi-
tions), export earnings should grow at about 7 percent for the next
 few years.
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10. GEMS AND JEWELRY: Precious gems are imported into India
and processed for export. Some semi-precious stones are also
mined locally. Given the availability of cheap Indian hand labor,

a growth in export sales of gems of about 5 percent a vear is
reasonable.

11. TOBACCO: Stocks of tobacco are still left from the 1968-
1969 season and domestic prices have softened. Although recent
floods in South India have damaged the current season's crop, the
prospects for tobacco sales from India are satisfactory and earnings
should increase by about 5 percent a year.

12, SPICES: The Government of India is paying more attention
to the spice trade since Indonesia has taken the play from India.

For example, an agreement on pepper is being discussed between
India and Indonesia. New areas are being developed for cardamoms
with financial assistance. Pest control is being tackled. Overall,
a growth rate of about 10 percent for all Indian spices seems reason-
able.

13, HANDICRAFTS: Demand for handicraft products is limited,
but the increase in tourist traffic may lead to a growth of 5 percent
over the plan period.

14. SEAPOOD: Exports of marine products, principally prawns,
have registered an increase of 100 percent in the past five years,
Increasing attention is being given to alleviating problems relating
to mechanized craft, suitable harbors and on-shore processing
facilities. A continuing annual growth of about 15 percent a year
is considered feasible.

15, CQOFFEE: A limitation on export sales of Indian coffee is
imposed under the Intemational Coffee Agreement, but India is
able to sell a significant portion of its crop to Bloc and other "non-
quota countries.” Local production is increasing while local
demand is being restrained by the Government. A growth of export
sales at about 7 percent a year is envisaged.
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16. MICA: Prospects for increasing the export eamings from
mica are uncertain, but the Mica Export Promotion Council is
undertaking a program of research on new methods of laminating
mica for diverse purposes. A growth rate of about 10 percent is
envisaged.,

17. COIR PRODUCTS: Though sales of coir products (made
from coconut husks) fared well in 1968-1969, the prospects for
growth are uncertain. If some mechanized factories are established,
earnings can grow at around 6 percent for several yvears. India

does not have any important competitor in coir, but the use of sub-
stitute products limits growth in the long run.

18. CASTER OIL.:  Exports of castor oil are expected'to increase
by about 12 percent (subject to weather conditions.)

19. CEMENT: With prodding by the Government of India, an
export growth of about 25 percent a year for cement can be anticipated.
There is a surplus capacity in some units in South India and new
production units are planned. The State Trading Corporation has

taken over the export of this commodity and is reported to have

done well in Gulf markets.

20. OTHERS: This important catch-all category includes rice,
chemicals, drugs, pharmaceuticals, dyeing and tanning substances,
paints, wood products, varnishes, glass, glassware, ceramics,
refractories, and asbestos products. The export potential for
selected plastics, linoleum, drugs and pharmaceutical products is
good and sales are expected to rise at about 10 percent annually.
The outlook for processed foods is also promising. A 15 percent
growth in this miscellaneous group is predicted. Several other
products including selected paper products and plywood plus
specialized types of rubber tires have good export potential. An
overall increase in earnings of 15 percent a year is predicted for
this category.
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Annex I

EVALUATION PLAN - 1969/70

PART I - Intensive Evaluations: 1969/70

The Mission plans intensive evaluations of nine projects or
programs in FY 1969/70, These nine divide into three groups as
follows: '

Group A: Review of six ongoing technical assistance projects.
Three of these are continuations of efforts begun in 1968/69. Three
are new, The projects are:

(1)  Soil and Water Management - 386-11-120-368, The
project aims to assist the GOI and the states develop
integrated soil and water management programs by
providing selective technical assistance to overcome
constraints in the development and pr oductive use of
India's soil and water resources, Emphasis is given
to building patterns of cooperation and coordination
among the several agencies charged with various
aspects of research, development and operations
programs and in developing competent technical
organizations to carry out Center and State programs,
The project, which began in FY 1967, is approaching
its mid-way point, The Mission plans an inte nsive
review by one or two outside consultants to as sess
progress to date and consider possible modfications
for future. The evaluation will begin in Mar ch 1970
and take about 45 days,

(2) Export Promotion - 386-15-260-384, FY 1970 marks
the third year of this four year exper imental pro gram.,
The Mission will review accomplishments to date as
basis for planning the future of the project, One
consultant will be recruited in December or January
FY 1970 to work with the Mission on the evaluation,

(3) Fertilizer Association of India, This evaluation will
review the growth of, and U, S, assistance to, the FAI
focusing on its contribution to increased use of
fertilizer in India and the relevance of similar
institutions to other countries, The evaluation was
suggested by AID/W in STATE 024544, One c onsultant
in March 1970,




(4)

(5)

(6)

-2 -

Title II - Child Feeding (Continuing)., This is a major
sample survey to measure what effect, if any, the $86
million school lunch program may have on its {18, 000, 000)
recipients, A pilot survey of about 2, 000 children in the
State of Andhra Pradesh was completed in May 1969,

The full survey of up to 15, 000 recipients in three

states will begin in the Fall, 1969,

Malaria Eradication {Continuing), Evaluation of GOI
National Malaria Eradication Program, The scope of
work for this evaluation has been under discussion
with the GOI and NCDC/Atlanta throughout the past
year, The Mission still expects to recruit a con-
sultant team for this evaluation although the timing

and precise scope are not yet settled,

Summer Science Institutes {Continuing). The Mission
has granted Rs, 100, 000 to the NCSE to conduct a survey
of participants and organizers of Summer Science
Institutes in order to analyze their impact and strengths
and weaknesses. The survey is expected to be completed
by December 1969,

Group B: Review of two terminating (or terminated) projects
to analyze reasons for effectiveness or ineffectiveness and seek to
draw lessons, if any, for the future, These projects are:

{1)

(2)

Coromandel Fertilizers, One consultant is due to
arrive in August 1969 to review this capital project
(see TOAID A-78 for details),

1IT/Kanpur., Kanpur has been one of the most successful
projects in Mission and perhaps AID history, Assistance
is beginning to phase down, The Mission plans an
intensive review by a two-three man team in 1970 to
pinpoint the present strengths and weaknesses of the
institute and analyze reasons for its success,

Group C: Development of a standard evaluation procedure for
measuring the maturity of the eight USAID assisted agricultural
universities, The procedure is to be developed and tested by con-
ducting an evaluation of the Punjab Agricultural University {see
TOAID A~138 for details),



PART II1 - PARs

The submission schedule for PARs follows below, The Mission
does not plan to fill out full PARs on all projects, For projects scheduled
for intensive evaluation, those recently evaluated, or those too new fo
benefit from an evaluation appraisal, only the PAR face-sheet will be
submitted with an explanatory note why the full PAR is not being
submitted. All PARs will cover activity through December 31, 1969,

Approximate PAR
Projects Completion Date

1, Agriculture

(a) Rice Research Improvement January 31, 1970
(b) Agriculture Production Incentives January 31, 1970
(c) Rural Electric Cooperatives January 31, 1970
(d) Agricultural Inputs Development February 28, 1970
(e} Agricultural Production Project March 31, 1970

(f) Agricultural University Development March 31, 1970
Only face-sheets of PARs will be submitted for the Soil and Water
Management projects and Punjab Agricultural University upon completion

of studies as both are scheduled for intensive evaluation,

I, Export Promotion

Only the PAR face-sheet to be submitted as an intensive evaluation
is scheduled,

ITII, Food & Nutrition

{1) Nutritonal Foods Development February 28, 1970
{2) Title II (Food for Development) July 31, 1970

Only the PAR face-sheet on the Child Feeding Program will be
submitted as an intensive evaluation is scheduled,

IV, Education

Only PAR face-sheets to be submitted; IIT/Kanpur is scheduled for
an intensive evaluation; the Science Education Improvement project has
just been recast and an appraisal of progress as of December 31, 1969
will be premature, In addition, the Summer Science Institutes will be
the subject of an intensive evaluation,



V. Family Welfare Planning Project March 31, 1970
VI, Labor January 31, 1969
VII, Malaria Eradication January 31, 1969

PARTIII - FY 1969 - Resume of FY 1969 Activity

As with other Missions, USAID/India began its formal program of
evaluations in FY 1969, Besides the five intensive evaluations begun in
FY 1969 and continuing into FY 1970 {Part I above) the Mission started
and completed five additional intensive evaluations during FY 1969,
These are: Agricultural Production project, Regional Colleges of
Education, Bombay Central Training Institute (Phase I), Government
Operations (Tax Assistance} (Phase I), and Phase I of the Railway.
Management sub-project, We also conducted a review of the Food
and Nutrition Program which shared elements of an evaluation and
a program planning exercise, In addition, the Mission completed
PARs on 49 projects or sub-projects,

The key question is whether this burst of new evaluative activity
has proved (or promises to prove) of operational significance to the
Mission, That is, has it contributed to improved management of
projects? As might be expected with a new program, early returns
are mixed, The investment of time and money in intensive evaluations
seems to be yielding appropriate dividends, This is especially true of
evaluations of on-going projects. Ewaluations of terminating projects
appear less useful although their relevance may begin to emerge as
several are completed and patterns of successful or unsuccessful
projects emerge,

The Mission did not find the PAR of significant value, We do not
feel it yielded benefits commensurate with the time and manpower devoted
to it, It did not yield many new insights into projects nor did it by and
large serve as a vehicle for decision making, The Mission has detailed
its reservations about the PAR in a recent airgram (TOAID A-565), We
believe research is needed to develop an annual appraisal form which
is simpler and less time consuming to complete and provides better
insights into the health of projects, The Mission has previously
suggested using the A,L D, /India program as a laboratory for develop-
ing a better evaluative instrument and is willing to participate in and
assist AID/W with any such research should AID/W decide on this
course,
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PART IV - Evaluations Planned Between July L, 1970 and December 31, 1970

The Mission plans three evaluations in the last half of 1970,
These are:

(1) Phase II of the terminated Government Operations
(Tax Assistance)} project, Phase I of the evaluation -
a report by Mr, Sol Luis Descartes « was completed
in December 1968, Mr. Descartes is expected to do
the second phase of the evaluation in June-July 1970,

(2} Phase II of the terminated Bombay Central Training
Institute project. Phase I of the project - a report
by Mr, Clarence L, Eldridge of the Department of
lLabor - was completed in March 1969, Mr, Eldridge
is expected to return in the Fall 1970 to conduct the
finall phase,

(3) Evaluation of Rural Electrification project,

DP/P:TMArndt:tdg 6/26/69
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Private Enterprise and Private Foreign Investment

The officially sought division of labor between the public and private
sectors, from the 1948 Industrial Policy Resolution onwards, has
fluctuated, but the scope for the private sector has been increasing
during most of the 60s, as just further indicated by the increased
share of the private sector in the total investment projected by the new
Fourth Five Year Plan, compared with the Third Plan and the draft
Fourth Five Year Plan of 1966. There has been considerable dis-
illusionment with the performance of large public sector manufactur-
ing enterprises, a predominant growth of "pragmatism', despite the
enervating politico-ideological prejudices of some members of the
Cabinet during the past two years; and during the past five years a
considerable net increase in the Government's appreciation of and
tendency to rely upon the market as an organizing mechanism.

Private industry in India has had a mixed background. Traditionally
"business' has had an unsavory reputation because of its "fast buck"
psychology and its tendency toward nepotism, but progressive elements
are now coming to the fore and there is a new generation of solid,
substantial and forward-looking entrepreneurs. The concern over
concentration of private economic power in a few hands is not just
rhetoric; it is a real problem, but the antimonopoly policies of the
Government are still mostly at the talking stage and responsible foreign
investors need not run scared. One means of improving competitive
discipline which AID supports would be to substitute reasonable tariff
protection for absoclute import bans. This would tend to reduce the
benefits of the protectionism which Indian firms enjoy and actively
lobby for. The constraint in pursuing such a policy, of course, is

the limited availability of foreign exchange.

The net flow of foreign private investment in India fluctuates from

year to year at a relatively low level. Since 1962, U.S. companies
have provided more than half of the total net private foreign equity
capital for India. Negotiations in process indicate the possibility of

a moderate increase in U. S, private investment during 1969 and 1970
over that prevailing in the immediate past, Investments in the ferti-
lizer industry are likely to predominate, but growth is also expected

in U.S. private investment in farm machinery, chemicals, pharmaceu-
ticals, electronic equipment and other products of advanced technology.

American firms see in India primarily a very large potential market
but also some political and bureaucratic stability and predictability,
Once they or their Indian affiliates are established in India, they can



K-2

expect to earn a substantial return on their investment which they can
either reinvest or repatriate at their option. The Government of
India prides itself on its excellent record on permitting repatriation
of profits and capital.

Government attitudes are slowly changing but we must expect officials
to remain selective in their approach to proijects involving private
foreign investment. They will continue to have reservations about a
wide-open door policy. One understandable constraint is their concern
about the cost to India of high interest rates on foreign exchange loans
from private sources and the longer-range cost of repatriation of
capital and profits.1/ Nationalism and the drive toward self-reliance
are also factors as are the mixed attitudes of the Indian private sector
toward private foreign investment. One promising area for investment
is in industries producing primarily for export. There is an increasing
focus in the Government on exports as a priority sector. Predictably,
however, U.S. and other foreign firms are sometimes reluctant to

set up new plants in India (or anywhere else) if they are expected to
compete with other plants of the same firms in foreign markets.

AID's primary emphasis should be to promote private enterprise and
private foreign investment on a selective basis. We should continue
our efforts io persuade the Government to approve Indo-American
collaborations and to license private sector projects in areas where
the Indians have themselves sponsored these ventures and to point
ouf, as a practical matter, important opportunities (e. g. protein food
processing} which they are missing.

The Mission's present support for private enterprise is multifaceted
(direct dollar loans, Cooley loans, pre-investment surveys, and
Specific and Extended Risk Guarantees)., It is focussed primarily in
the Office of Capital Development and the Development Loan Division,
but the interest is Mission-wide, including the Office of Agricultural
Development (AG) and Food and Nutrition Division (FAN),

The Mission is beginning a detailed study on private foreign invest-
ment in India, which is expected to be completed and forwarded to
AID/Washington later this year.

1/ Paradoxically, reinvestment of earnings by foreign private in-

vestors does not lower the foreign exchange cost of the investment.
Reinvested earnings earn increased profits, which will then be re-
patriated (usually when the firm does not require further equity funds
for growth or when the funds are more urgently required by the firm
in another country). Thus, reinvestment of earnings only extends the
time period during which the investment is to be paid back, but does
not change the cost of the investment; it is like the difference between
a short-term loan and a long-term loan, both at 12-15% interest.



.

ADDITIONALITY

The Mission strongly supports positive steps aimed at increasing U.S.
"commercial'' exports to India. We are concerned, however, that

the AID non-project eligibility list not be used merely to show that
some action has been taken. Updating of the additionality analysis
included in the 1969/70 Program Memorandum shows that U. S.
assistance to India in 1967/68 and 1968/69 was more than 100% addi-
tional and reconfirms that the long~run additionality factor for U.S.
assistance to India is also over 100%. (See Attachments 1 and 2). In
effect, the large scale U.S. assistance program in India has created
more new free exchange imports from the U.S., resulting from supplier
relationships built up under AID financing and from other reasons,
than it has lost through substitution on individual items, The problems
caused by the additionality restrictions placed on the India program
are summarized below:

a) Additionality restrictions reduce the fungibility of our assistance
and invite further GOI controls on licensing. As the IBRD Con-
sortium paper states, it is not possible to substitute completely
tariffs for direct controls on licensing so long as assistance from
various aid donors is not fungible. Our present item by item addi-
tionality restrictions have already created confusion and delay in
GOI processing of AID-financed import licenses, as will be sub-
sequently discussed,

b} Additionality restrictions reduce our influence and leverage with
the GOI on economic policy questions. As seen by the GOI it
appears that AID desires to restrict its eligibility list so as to
finance only those items where the U.S. is non-competitive. There
is also a credibility problem because, as discussed above, we
are imposing controls which complicate the GOI's problem of
administering a liberalized import system, while at the same time
telling the GOI to reduce its own controls on the licensing system.
As the staff of the Senate Committee on Foreign Relations put
the leverage problem:

"To the degree that the United States insists upon additionality,

it reduces the flexibility of program loans both with respect to
promoting economic growth abroad and with respect to influenc-
ing the borrowing country's economic policies ... Finally,
additionality puts another burden on the leverage which is supposed



to be exerted by a program loan, and it injects another
irritant into AID relationships with the borrowing country. 1/

This report was arguing that the costs to AID of achieving addi-
tionality are greater than the benefits. In India we have already
achieved additionality; yet we still have imposed additionality re-
strictions that have, in fact, put a substantial burden on our lever-
age, particularly with regard to our policy goal of encouraging
further liberalization of GOI import licensing policies. When we
urge the GOI to reduce licensing controls, we are forced to say,

in effect, ''"Do as we say, not as we do." GOI finance and licens-
ing officials are particularly sensitive about the additionality re-
strictions, and call them to the attention of Mission officials fre-
guently; they are particularly concerned about the way additionality
restrictions confuse and delay the processing of import licenses,
particularly since it is so difficult to determine now whether
particular spare parts are eligible or not. The reactions of these
GOI officials are significant because they are the same officials
that the Mission talks to about removal of delays in the import
licensing process and about major licensing reforms; since our
additionality restrictions are contributing directly to the need for
delays and case by case administrative review, our arguments are
weakened.

c) Additionality restrictions have a negative impact on private sector
industry in India. Private sector firms pay the price, in lost
production, for the delays introduced into the GOI import licensing
system, by additionality restrictions. The businessman who gets
an AlD-financed import license finds that it is a second class
license; more items are ineligible for procurement, for addi-
tionality, and other reasons, than under other licenses. If vital
components and spares turn out to have been ruled ineligible on
grounds of additionality, he must go through the delay, and perhaps
lost production, of applying for another import license. His
problem is compounded by the fact that AID eligibility rulings are
so complex that often neither the supplier nor the importer knows
that commodities are ineligible until AID's Form 11 review; by
that time the supplier may have produced the commodities in
question, or it may be too late for the importer to obtain them
from another source without some loss of production.

1/ "Survey of the Alliance for Progress, Colombia - A Case History
of US AID," a study prepared at the request of the Sub-committee on
American Republic Affairs by the staff of the Committee on Foreign
Relations, U.S. Senate, February 1, 1969,

L]
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d) Additionality restrictions also hurt our case when we urge
other donors to liberalize restrictions on their assistance. If
we have additionality restrictions, particularly when we do not
have an additionality problem in India, then other donors may
follow suit, thus reducing the value of their assistance.

e) There is the obvious factor that eliminating the most competitive
items from our non-project eligibility list reduces the value of
our assistance. U.S. goods are often high-priced in comparison
with goods from Japan and Europe, particularly where the 50/50
shipping requirement increases freight costs. Removing com-
petitive items from the eligibility list forces the GOI to buy
relatively higher priced items, so that our aid becomes worth less.

Last year the Mission argued that if some commodities had to be cut
on grounds of additionality, they should not be spare parts, as the
development costs of interfering with the supply of spares was dis-
proportionate to the value of the spares. Unfortunately, a highly
complex set of restrictions on spares was imposed; for example,
spares for diesel engines for crawler tractors are eligible, but
spares for the same engine if installed in an excavator are ineligible.
These restrictions are so complex that they are almost impossible
to implement without adding distortions and delays to the GOI's
licensing process. They are adding one more review--one more
control--to the GOI's import licensing process. As previously
reported, the spare restrictions have already killed the "Special
General License', which was the front-runner of the GOI import
liberalization program. The Special General License had eliminated
licensing entirely for spare parts for American industrial and earth-
moving equipment. In some cases importers are getting free ex-
change or IDA licenses which can be used for spares, but the process
for getting free exchange licenses is extremely slow and difficult,
and the lack of availability of spares is already beginning to result
in increased down time for U.S. equipment; the cost to the firm and
to the economy of down time is almost always far greater than the

- cost of spares.

An example of the problems caused by the additionality restrictions
on spares and components follows: Kirloskar Cummins, a joint
venture for the manufacture of diesel engines, between the Kirloskar
group of industries and Cummins Engine Co. of Indiana, imports
crankshafts and other components from Cummins. Recently, they
discovered from disapproved Form 11's that many of these com-
ponents fell under codes that had been ruled ineligible on grounds of
additionality, Kirloskar-Cummins has applied for another import
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license, but the delays involved threaten to disrupt its production
schedule, at a cost in lost production far greater than the cost of
the relatively few imported components required. Even if only part
of an order is disapproved, it can hold up total production of the
product in which it is used. If production is lost by Kirloskar-
Cummins there may be secondary production losses among those
using its products and among its suppliers.

Since U.S. assistance to India is already more than 100% additional
and since the present additionality restrictions have a high cost to
AID objectives in India, the Mission recommends that AID/W invoke
the Policy Determination on Additionality to eliminate the addi-
tionality restrictions from Loan 386-H-184 and to avoid their im-
position in future loans. Once additionality restrictions have been
eliminated, there would appear to be no necessity to continue use
of a "positive' list of eligible commodities; return to use of a
"negative' list would be more consistent with our policy of urging
the GOl to continue, and expand, import liberalization. These
recommendations have already been abled to AID/W,

The above discussion has presented the case against additionality
restrictions on non-project lcans to India, Yet there are a number
of positive steps which could be taken to increase U.S. commercial
exports to India. The reasons why U.S5. commercial exports to
India are not higher than their present market share (which is not
too bad) are ably spelled out by the Embassy Commercial Counselor
in New Delhi A-72, January 30, 1969, The crux of the problem is
that the Japanese and Germans are offering products well suited to
the Indian market at favorable prices, and that U.S. sales efforts

in India are disappointing in comparison either to what the Japanese
and Gemmans are doing or to what U.S. firms are doing in other
areas, such as Latin America. There are a number of steps that
can be taken to meet this problem. The Commercial Counselor has
made some useful suggestions in messages available in AID/W. His
proposals include setting up a trade center, having market surveys
prepared, and attempting to educate American businessmen about
potential markets in India. Fortunately almost all of the costs of
implementing these proposals can be met from excess U.S. uses
rupees. The Mission was pleased to note AID's interest, shown in
State 076523, in using excess rupees to support U.S. export pro-
motion. If the Embassy can obtain the necessary GOI clearances,
we strongly support implementation of these proposals, as we have
indicated in New Delhi 7597, and are ready to assist the Embassy
Commercial Counselor in identifying potential export markets for
U.S. products and in planning U,S. export promotion activities. We
recommend that AID/W take the initiative in supporting these measures.
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Attachment 2

Measurement of Additionality

See Annex L of the 1969/70 Program Memorandum for a detailed
description of the methodology used to estimate the ''additionality"
factor., The analysis described in that Annex was repeated, adding
data for 1967/68 and 1968/69. Least-squares regression analysis
of data from 1960/61 to 1968/69 gives the following estimating
equation:

Imports from US _ ,,3 (1-~Other donor aid) US aid
. % - . - + . 903 -
Total imports ( Total imports®) Total imports *

This equation shows that the '"normal" U.S. share of India's commercial
imports (in the absence of any U.S. aid) would be 12% (of total im-
ports minus all other donor tied aid) and that the additionality factor
is . 903 , or 103%. The Additionality benefit for 1968/69 (total

1- ,17%73
imports from the U.S. minus what imports would have been at 100%
additionality) was about $51 million.

However, as discussed in last year's Annex, the additionality factor
derived from this regression understates the actual additionality
factor. We know that the average U.S. commercial market share

for the Second Plan period was only 9. 7% (at a time when U, S,
asslstance was financing 14% of total Indian imports). The re-
gression analysis, which estimated the extent to which the U, S.
commercial market share exceeded 12%, therefore, understates

the relationship between increases in U.S. assistance (as a percentage
of total imports) and increases in the U.S. commercial market share.

To get a rough idea of what the actual additionality factor would be,
we estimated an additionality factor from the following three periods
(taking the yearly average in each case): the Second Plan, the Third
Plan, and 1966/67 to 1968/69, This analysis (which, it should be
emphasized, suffers from being based on only three observations),
yvields a normal commercial market share (in the absence of U. S.
assistance) of 7% and an additionality factor of 114%.

% Excluding imports from Bloc countries.
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PROJECT LOANS

. 1/
During the U. S, fiscal years 1960-68, AID authorized 68  dollar
loans totalling $2, 506 million—' for economic development in India.
Of these loans, 52, totalling $785 million, were for projects and 16,
totalling $1, 721 million, were for non-project assistance. The
pattern of lending during the last six years has been as follows:

Development Loans Authorized for:

Project Assistance 2/ Non-Project Assistance 2/
Number Amount Number Amount
($000) ($000)
FY 1963 6 137,103 1 238, 540
FY 1964 8 58,867 2 274,365
FY 1965 3 32,050 1 189, 426
FY 1966 - - 3 299, 863
FY 1967 - 1 12,000 2 182, 000
FY 1968 2 39,700 2 248, 000

In Y 1969, one non-project loan was authorized for $194 million.
Two project loans were authorized at the beginning of FY 1970, one
for $20 million for private sector capital equipment and one for

$15 million for the Cooperative Fertilizer project.

The sectoral composition of the 52 project loans authorized through
FY 1969 is shown in Table 1.

Of the 52 project loans, 39, totalling $667 million, were to the Govern-
ment of India for public sector projects and 13, totalling $118
million, were to Indian companies for privately owned projects,

AlD's project loans have helped to build up essential infrastructure
and industrial capacity throughout the country and the non-project
loans have financed imports of fertilizer, pesticides, and equipment
for agriculture and maintenance imports - machinery, equipment,
components, spare parts and some raw materials - for industry.
These loans have made a significant contribution to India's economic
development, especially to the "green revolution" which is rapidly
transforming Indian agriculture and leading toward self-sufficiency
in foodgrains in the 70's,

i/ Omits 5 loans authorized and later cancelled.
2/ Reflects deobligations since original authorization.
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Sectoral Composition of Project Loans Through FY 1968

Sector

Power
Water (Irrigation)
Transportation
Railway
Road
Industry
Automotive and
related industries
Fertilizer
Ball Bearings
Mining
Intermediate Credit
Institutions
Education
Family Planning
.Consulting Services

Number of Amount Percent of
Loans ($000) Total Amount
21 384,610 49,
1 24, 000 3.1
6 132,670 16.9
{ 5) (119, 625)
(1) ( 13,045
13 165,162 21.0
( 9) {( 87,322)
{ 3) {( 73,540)
(1) ( 4,300)
4 20, 246 2.6
4 42, 828 5.5
1 12, 000 1.5
1 2,700 0.3
1 900 0.1
52 785,116 100.0
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India has invested a substantial amount of its own resources and of
capital assistance received for donors other than the U.S. -~ prin-
cipally Germany, Great Britain, and the Soviet Union - in the devel-
opment of heavy industry, much of which is government-owned.
Although these public sector enterprises are criticized from time
to time for the slow delivery, high price and poor quality of their
products and for under-utilization of capacity and frequent operating
losses, they can and do supply a steadily increasing proportion of
the total amount of machinery and equipment needed for installation
in new plants or in the expansion of existing plants. The result is
to reduce the need for imports of major units and, therefore, the
need for foreign exchange to assist in financing new projects.

In the case of public sector projects there has been dissatisfaction

on the part of the Center and State government officials with the per-
formance of some American engineering firms, equipment manu-
facturers and a few construction firms., There are frequent disputes,
claims and counter-claims between Indian project authorities and
American contractors. This dissatisfaction, combined with growing
confidence and pride in the competence of Indian engineers, manu-
facturers, and construction contractors, has diminished the govern-
ment's interest in AID loans for public sector projects. An exception
applies in the case of very large projects requiring units of machinery
and equipment clearly beyond the capacity of Indian manufacturers.
Such projects will require some foreign exchange financing but will
at the same time utilize increasing amounts of indigenous machinery
and equipment,.

In the case of private sector loan applications, the Mission, acting
on instructions from AID/W, has informed the applicants that they
should seek dollar financing from private lending institutions in the
U.S. and that AID would assist them by considering requests by the
lenders for Extended and Specific Risk Guarantees. This advice has
apparently discouraged private applicants who were seeking direct
loans from AID. Several of them have faded away and are no longer
responsive when asked about their plans for financing and the current
status of their projects. Part of their problem has been to persuade
the Government of India to agree to arrangements for dollar financing
on the increasingly harder terms demanded by private lending insti-
tutions in the U.S. Indian Government officials are understandably
concerned about India's mounting debt service burden and reluctant
to add to it by approving dollar loans on other than concessional
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terms. Private sector applicants are caught between U.S, Govern-
ment policy favoring private foreign investment in developing
countries and Indian Government policy against any unnecessary
increase in the debt service burden. We are also in an increasingly
awkward position as Indian officials are quick to point out the dis-
parity between our views on the terms of aid of other donors and our
policy, nevertheless, of pressing for the use of the Extended Risk
Guarantee device during a period of sharply rising interest rates on
loans by private lending institutions in the U. S,

As stated in Part II of this CFS, the predominant requirement now is
non-project, rather than project, assistance., However, we are
still looking for good loans.

The long-term outlook for dollar project lending in India is for further
investment in large plants for the manufacture of fertilizer to help
maintain and perhaps increase the present rate of growth in agricul-
tural production and reduce India's dependence on food and fertilizer
imports. The most promising area for further dollar investment in
infrastructure is the expansion and mechanization of India's major
ports, which would reduce the very high cost of handling imports and
exports and increase India's foreign exchange earnings. For both
large fertilizer plants and major port improvement, dollar loans will
be needed for financing the costs of U.S. engineering and construction
services and imports of machinery and equipment from the U.S. to
supplement the equipment and services available from Indian sources.

Other possibilities include dollar financing of facilities for (1) the
mining, concentration and smelting of non-ferrous metal ores, (2)
manufacture of elemental phosphorous from newly discovered Indian
phosphate rock for use in the chemical industry, (3) conversion of
low-grade coal to crude oil, coal tar and sulfuric acid, and (4) a
domestic telecommunications network concentrating on the use of
television to broadcast educational programs in agriculture, family
planning, nutrition and other high priority areas which require under-
standing and voluntary participation by large groups of people. There
may also be a future need for very large thermal or nuclear power
plants requiring units of machinery and equipment which will have to
be imported. It cannot be overemphasized, however, that we see
literally no possibility of AID loans for traditional projects of the type
financed by AID in the past but rather GOI requests for financing of
specific components within a project or a sector.





