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PREFACE
 

The world's two most populous countries, China and India, are cur
rently engaged in all attempt to liberalize and revitalize their econo
mies after decades of state control. Although the two nations udopted 
different political systems in the 1940s-communism in China and 
democracy in India-they follower' similar development strategies 
from the early 1950s through the 1980s. In hoth countries, the state was 
the engine of*development, and )lanning gui(led economic decisions. 
Now each is fae(ed with undoing (ecades of government control. regl
lation, an(d ownership of economic enterprises. 

China began its economic reforms in 1978 under Deng Xiaoping. 
Since then it has gradually allowed for greater individual initiative by 
farmers and businesspeople and has conduicted a number of experi-
Inents in liberalization in various regions of' the country. Productivity 

in the (:ounitry has risen driamatically. 
India did not begin reforms until 1991, and then only in response 

to economic crisis. Facing high delit, high inflation, increased oil 
prices. and the possibility of default on ftieign loans, the government 
made f'ar-reaching changes to the system of foreign trade and payments. 

The authors of AoricIttmuty and Trade in India and China look 
carefully' at the economic history of these two countries since 195(0 to 
determine how the vital sectors of' agriculture and t'alde inluen(ced 
(levelo)ment. In both countries agriculture accountedl for most of the 
employment and output in 1950 and gradually gave way to indusLtr'. 
Now China anl India are discovering, as are many developing coun
tries, that trade offers great prolnise for growth if' they can harness its 

)otenltial by competing su(:(:essfilly in wold markets. As yet both 
countries are still struggling to make their export products (omlpetitive, 
and T. N. Srinivasan, Justin Yif'u Lin. aid Yun-Wing Sung assess the 
future prospects for the two countries. If they succeed in liberalizing 
their e(conoriias and reaping the henefits of' trade, they will serve as 
important example, to thp many other countries, such as those in the 
former Soviet bloc, who are embarking on this same path. More imtpor
tant, China and India can, together, improve the lives of nearly half the 
world's population. 

xiii 
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Overview
 

T. N. Srinivasan 

Four decades ago Wilfred Malenbaum opened an article comparing and 
contrasting China and India as they began their quest for economic 
development by saving: "Few economic events during the coming de
cade will be of more importance than the comparative economic de
velopment of India and China" (Malenbaum 1956: 1). He concluded that 

on the whole, therefore, the early accounts of comparativye progress 
should show advantages for the Indian effort. Moreover, even if the Chi
nese program were to gain mion1entoin relative to India's-by its fouirth or 
fifth year, say-the h0nger-run oitcorne would probably he a very iu ch 
greater relative increase in Chinese total output than in her standards of 
consumption (p. 24). 

just three years later the same Malenbauni wrote that "the present 
analysis thus indicates economic developments overwhelmingly fa
vourable to Chinese effort, both with respect to actual performance and 
to potential for further growth"! He cautioned, however, that the Chi
nese economy performed better not because "totalitarian methods 
serve better than those concerned and implemented under democracy" 

I have drawn extensively on the subsequent four chapters of this volume by 
Justin Yifu Lin (on China's agriculture), Yun-Wing Sling (on China's foreign 
trade), and myself (on India's agriculture and foreign trade). I thank Anne 
Krueger, Justin Yifu Lin, and Yin-Wing Sting for their comments on an earlier 
draft. 
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but because the Chinese government was better than the Indian gov
ernment at defining the tasks of growth realistically and implementing 
them faithfully (Malenbaum 1959: 298, :308). 

Two decades later, the American Economic Association (AEA) de
voted a session to a comparison of China and India at its annual con
ference in December 1974. The authors of the two papers presented at 
the session agreed that China had outperformedlIndia until then. Rich
flan cencluded that "China has cone considerably better than India in 
the last twcntv five years or so with regard to most indicators of (level
opmnt" and that 'unfortunately,the outlook for India's future level
opolment does not look nearly so bright at this timre' (Richman 1975: 
345, 354). Interestingly. he argued that "if' evolve into aChina does 
truly advanced econoi\y, itwould seen that some of' the more imlpor
tant aspects of pure Maoist-Marxist-Len in ist ideology would have to be 
compromised considerably i the (p).)rocess" 354). This statement 
only apparently anti(:il)ates the lDeng Xiaoping "deviation" that has 
occurred since 1978. Unlike Deng,who views the deviation as a nec
essarv condition for China's heconiing a truilv advanced economy, 
Richman views itas a concomitant of China's evolution into an ad
vanced economy. Weisskopf (:onclded, 

In sum, neither the Chinese nor the 111ian ap)roach to developilent can 
he considered optimal with re q(t to thu aciievemeiit of rapid economic 
growth. Yet the Chinese approach appears t- have been significantly 
more conducive to growth as well as to equity andI to self-reliance than 
the Indian approach (Weisskopf 1975: 362). 

One of the discussants of the two papers, Desai, rightly criticized the two 
authors for their inadequate metho(ology and for their eagerness to draw 
conchusions based on flimsy evidence. She asked, "When facts are scarce 
and scholarly analysis and s(:rutinv are rare because infeasible [sic], how 
does one arrive at the critical judgments that are necessarv to evaluate 
and compare the Chinese society and economy with the Id ian?" (Desai 
1975: 367). She then listed six issues on whiih(:criti:l judgments were 
necessary )ut impossible to reach because of tack of'information. The 
other discussant, Gurley, dismissel the analyses of both authors, as
sorting that their "explanations" wre abit superficial, "for they suggest 
that 'India' and 'China' each sat down, like Rodin's thinker, to work out 
the best thing to do.(hina, with more brains, a firmer resolve, and wider 
options, won out." While complimenting Weisskoplf for getting to the 
heart of the matter when he asc:ribed China's wider options to) the fa:l 
that the Chinese leadership has achieved a true redistrihiition of power, 
Gurley nevertheless concluded that this insight "should only he the 
beginning and, not ending, of an analysis" (Gurley 1975: 370-71). 
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Malenbaum wrote fairly early in the development of the two coun
tries, and the AEA discussion in 1974 precededl the death of Mao Ze
dong, a full revelation of the horrors of the Cultural Revolution, and 
Deng's initiation of reforms in 1978. Besides, as Desai pointedl out, the 
information (particularly with r0sl)e(:t to China) on which (:omparisons 
were based left much to he desired. Nontheless, Malenhatim was right 
about the importance of a comparative analysis of the development 
strategy, policies, an(l performance of (hina and India. Alter all, China 
and India, the two most popuIous and poorest countries of the world, 
have attempted to develop economically and alleviate l)overiy through 
similar development strategies but tnder vastly different poitical 
frameworks, namely, a communist dictatorshii ) in China an(l a relre
sentative democracy in India. Botb have tundertaken major econoinic 
reforms, China beginning in 1978 and India in a piecemeal fashion in 
the 1980s an(l comprehensively since 1991. An analysis of their su:
cesses and failures is of great relevance to the (levelol)ing world. 

In the two decades since the AEA session, much more inuformation 
oni anl critical analysis of the Chinese economy have become availahle. 
This study is an attempt to conpare, and( contrast whero appropriate, 
the Chinese anti Inlian policies and )erformance with respect to agri
culture and foreign trade. In hoth econom ies agricultlre l)rnvied em
ployment to over 60 percent of the labor force as recently as 1990 and 
is a significant source of raw materials fltr processing indlustries and 
exports as well. Policies with ree(,t to foreign trade, particularly the 
pursuit of' import substitution, have heen central to the industrial de
velopntent of oth economies. While couentrating on these two im
portant setors, the stulv ton(:he, also on other as)ects of deve hlment 
of the two societies, including in plarti:uhlr the social sector. 

It is worthwhile to hegin with a hrief (hescritlion of the two econ
omies as they initiated their development efforts in the late 1940s, their 
politico-econonmic-social frameworks, and thcir aclhievement as of the 
early 1990s in terms of important sncioecnnmic indi:ators. 

India an(l China are aniong the poorest attd most p)opulous coon
tries of the world, witih an estimated population of 850 million and 1.13 
billion respectively in 1990. [he Chinese Coimunist party took the 
reins of government of a unified country in 1949 after a p)rotta:tled civil 
nar and foreign invasion. British coloial tWde in India ended in 1947 
with the establishment o the two indep)endent countries of India and 
Pakistan into which the stales pieviouisly under the c:ontrol of princes 
subordinate to the British :trowi w(er also integratel. The governments 
of both China an(I India titrn'ed to planning for nationaI (levelonnent 
soon thereafter: Chin's First Five-Year Plan coveredl the period 1952
1957, while India's covered 1951-1956. China's Eighth Five-Year Plan 
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is for the period 1991-1995 while India's is for 1999-1994. China is still 
a dictatorship, while India is a representative democracy with regular 
elections to the national parliament and the state legislatures. Until the 
death of Mao Zedong in 1976, China was a command economy in which 
private producers and markets played insignificant role! in resource 
allocation and factor accumulation. India is a mixed economy with a 
large private sector and functioning markets. China began moving away 
from the command system in 1978 with the introduction of the house
hold responsibility system in agriculture and the development of export
oriented special economic zones in coastal areas. The large industrial 
state enterprise systmn, however, has yet to be reforiled significantly, 
although smaller rural and township enterprises have grown rapidly. 
India also began liberalizing its economy, hesitantly and to a limited 
extent, in the early 1980s. In 1991 the government of Prime Minister 
P. V. Narasimha Rao embarked on a bolder, coherent, and mutually 
consistent set o," reformus in several sectors of the economy. 

Compared with data on India, data on the Chinese economy have 
always be, and continue to be, relatively sparse for the period before 
1978. They are of uncertain reliability, and their internal (:onsistency has 
not been subject to rigorous examination. China has undertaken four 
po;pulation censuses sinc- 1949, in '1953, 1964, 1982, and 1990. The 
World Bank points out, however, that tile first of these was a modest 
effort that canvassed individuals only about their age, sex, nationality, 
ai.d relationship to the head of housei,,,i'd (World Bank 1983: 231). The 
second census added questions on the education, class status, and oc
cupation of individuals. Only the last two were comparable to censuses 
elsewhere in the world. India has had regular censuses each decade 
since 1881. In China's command economy the relative prices of goods 
and services could hardly he deemed to represent the marginal rates of 
substitution of conimodities in their use or the marginal rates of trans
formation in their supply. This means that gross national product (GNP) 
at domestic Chinese prices is not a good indicator of China's production 
capacity or of the welfare of Chinese citizens. The World Bank (1992: 
218) reports China's per capita GNP in 1990 as US$370 and India's as 
US$350. It also reports that the average annual rates of growth of GNP 
per capita btween 1965 and 1990 in China and India were 5.8 percent 
and 1.9 percent respectively. If the data for 1990 GNP and the growth 
rate estimates for 1965-1990 are both correct, then China's GNP per 
capita in 1955 must have been only 41 percent of India's! No knowl
edgeable analyst of the two countries would subscribe to this relative 
value of China's GNP per capita in 1965. A plausibhle explanation for 
these paradoxical figures is that the figure of US$370 as China's 1990 per 
capita GNP reflects the consideration that a more realistic figure might 
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soon make China ineligible fbr loans from International Development 
Association, the soft loan affiliate of the World Bank. In fact Ma and 
Gaurnaut (1992) suggest that only if China's per capita income were 
three to four times the income reported by the World Bank would the 
consumption pattern of' China be comiparable, as one would expect, te 
those of Taiwan and Hong Kong. 

In its first detailed report on the Chinese economy, the World Bank 
(198:3) also came to tile conclusion that the Indian and Chinese econ
omies enjoyed roughly similar per capita incomes in the range of 
US$50-60 (in 1952 dollars) in the early 1950.;. China's l)opulation was 
a little over 1.5 times that of India's 360 million in 1951. On the one 
hand, India had a more diversified industrial structure and a more 
extensive network of transport and cominunications than China even in 
1979 (India had three times the route kilometers of railways and more 
than 3.5 times the route kilometers of highways per square kilometer of 
land area). On the other hand, China's average yield per hectare of' rice 
was twice that of India, and its yield of wheat was more than 1.5 times 
that of India. Crude birth rates were about the same (ahout thirty-seven 
to thirty-eight per thousand), while China's crude death rate, at about 
seventeen per thousand, was significantly lower than India's twenty
four per thousand (again in the early 1950s), perhaps reflecting the 
biher nutritional status enjoyed by the Chinese population because of 
highor foodgrain output per head. 

Rawski recently reworked the estimates of output in China for the 
period 1914--1949 and concluded that "with the exception of the war 
period 1937-49, China's economy has now experienced seven decades 
of rising aggregate and per capita output stretching back to 1914, if not 
earlier" (Rawski 1989: 347-48). A careful examination of Rawski's re
working of scanty Chinese data and a comparison with more plentiful 
and reliable Indian data lor the period 1914-1949, however, led Kumar 
to conclude that "the safest view is still that the overall growth story 
was not very different in the two countries-a slow growth of popula
tion, ind s!ow or no growth in per capita income, in marked contrast to 
the post 1950 experience in both countries. The per capita income of 
both India and China was very low in 1949 and given the nargin of 
error, it is not worth arguing about which country was the poorer. 'rile 
demographic data suggest that the physical quality of' life was higher in 
China, but this is based on unreliable data" (Kulnar 1992: 30). 

The available data thus do not seem to support any stronger con
clusion than that India and China had roughly the same level of per 
capita income in the early 1950s and had experienced similar growth in 
the previous fifty years. If World Bank figures of per capita GNP of the 
two countries in 1990 are taken a' their face value, then their growth in 
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the forty years following 1950 could not have been dissimilar either! 
On the other hand, Maddison's estimates of per capita real gross do
mestic product (GDP, in 1980 dollars adjusted for purchasing-power 
parity) for China and India respectively were US$370 and JS$350 in 
1830 and 1870; US$415 and US$399 in 1913, US$338 and US$359 in 
1950, US$774 and US$513 in 1973, and US$1,748 and US$662 in 1987 
(Ma&dison 1991: 39). Given the problemnq with the primary dlata and the 
procedures For adjusting for price differences, there is likely to he a 
wide margin of error surrounding each of Maddison's estimates, hut at 
least they are consistent with the widely held belief that real GNP per 
capita grew much faster in China than in India after 1950. 

Whether or not China's per capita income was roughly the same as 
India's in 1950 and 1990, the World Bank data suggest that China was 
far ahead of India in 1990 in so,:ial indicators such as life expectancy 
(seventy years in China compared with fifty years in Indla}, infant 
mortality (twenty-nine per thousand live births compared with ninety
two), and adult literacy (73 percent compared with 48 percent). In the 
1980s overall economic growth, as well as the growth of exports, was 
much faster in China than in India. With the initiation of reforis in 
1978, China's real CDP rose by 2.5 fines and exports by more than 3 
times between 1980 an( 1990, while in Indi a the corresponding figures 
were 1.8 times for both GDII and exports. The apparently superior 
performiance in terms of social in(i(:ators and the greater success of 
reforms in China compared with In(dia call for an examination of their 
development strategies and the thrust, content, and implelnentat ion of 
their economic reforms in tf,,1980s. 

This chapter wi II offer an overview of the development strategies of' 
the two contries, which gave primary imIportance to in(lustrialization 
in general and to the (evelopment of heavy in(lustry inpairticular. The 
continuing importance of the agricultural sector as a source of employ
ment for an overwhelming majority of the laboir force ill theitwo coun
tries is in part a reflection of the failura of the development strategy of 
both countries to generate productive(employment opportunities out
side of agriculture. Drawing on chapters 2-5, 1will then compare the 
agricultural policies and performance of China and India and the foreign 
trade and exchange control regimes employed by the two countries in 
support of their import-substituting, capital-intensive industrialization 
strategies.
 

DEVELOPMENT STRATEGIES 

Not only were India and China at a similar stage of development when 
they began planning for national development in the early 1950s, but 
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they also adopted similar development strategies. Not surprisingly, the 
Communist leadership of China was heavily influenced by the then
perceived success of the Soviet Union in rapidly industrializing a largely 
rural economy in the relatively short span of four decades without 
significant external assistance. China received aid from the Soviet Union 
until 1960, when relations between the two Communist giants were 
broken off. Ili the case of India, the future prime minister, Jawaharlal 
Nehru. had visited the Soviet Union in the lato; 1920s and come away 
deeply impressed with its planning. lle was the ( hairman of the National 
PlanningComm ittee established in 19:38 by the doinnant political party 
that led the struggle for India's independence froi the British. This 
committee, which completed most of its work before Nehru's arrest by 
lhe colonial government in 1940, articulated a develolioent strategy 

whose main elenlents were iIt.orporated into postindependence )lan
ning. Besides this committee, other groups (of', for example,( business
men, labor unions, anid followers of Gandhi) published their own ideas 
for Inlia's development in the 1)ostin(lepenclnce era. Indeed, mnaniy of 
tle ideas andf debates about development strategy in the post-World 
War 11literature were clearly anticipate(d in these prew\ar Indian (level
opment plans and debates (Srinivasan 1993). From the lnid-1 950s until 
its collapse in 1991, the Soviet Union provided1(India with technological 
and defense-related aid as well as political Sup)ort. 

Professor P. C. Mahalanobis, the author of India's Second Five-Year 
Plan (1956-1961), which formally articulated the development strategy 
that was p'itisued over the next th irty-five years, had also visited the 
Soviet Union and was familiar with the major features of' the Soviet 
planning system. Indeed, the Mahalanobis two-sector model of devel
opnlent, which provided the analytical foundation for the plan, had 
been formulated in the Soviet Union by (;rigorii Alexandrovich Feld
man in the 1920s, though Mahalanobis al)I)arently arrived at it inde
pendently. The model postulated a closed econoiny with two )rodu(c
tion sectors, a consumer goods sector and a cal)ital gools sector, each 
with its own capital-output ratio. With capital as ille only factor of 
production, the share of investinent devoted to augmntMting the stock of' 
cal)ital in the eqiment-l)rolucing sector determined the long-run rate 
of growth of the economy. The larger this share, the greater the growth 
rate. Devoting a large share of' investment to expanding capital goods
producing heavy inmustry was therefore supposed to accelerate long-run 
growth. This rationale led both China antd India to a(opt a Soviet-style, 
inward-oriented developennt strategy that emphasized heavy industry, 
producing intermediate and capital goods. As Ihey gained experience 
over time both countries made some changes in emlphasis in tile strategy. 

In the early 1950s neither China nor India had any capital goods
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producing industry to speak of. Most of the equipment needed for 
investment therefore had to be imported, at least until enough capacity 
had been built in heavy industry. Heavy industry was capital-intensive 
as well. Thus the emphasis on heavy industry made substantial de
mands on foreign exchange and investment flows. To generate and 
allocate resoirces for heavy industrial development, )oth countries 
relied on administrative mechanisms such as investment licenses and 
import quotas rather than a price nmechanism working through markets. 
Clearly the operation of these discretionary administrative mechanisms 
created rents (for example, import premia), with the inevitable diver
sion of resources from production to seeking rents and administrative 
corruption. Until China's reforms of 1978, however, the rents (as well 
as resources directed to rent seeking) in that country were modest. The 
scope for consuming rents was limited because the goods available for 
consumption were few in number and poor in quality. Accunmlating 
rents was not attractive either since private wealth was difficult to hide 
and conspicuous consumption was politically risky. This is not to deny 
that party functionaries engaged in "collective" rent seeking and con
spicious consumption in heavily protected party "guest houses," but 
only to suggest that the diversion of resources to such activities was 
limited. In postreform China, with wealth accumulation imo longer 
frowned upon and with the phienomenal increase in the supply of 
consumer goods (particularly imported durables), the diversion of re
sources for rent seeking has increased substantially. Chinese policy 
makers, however, have attempted to eliminate any potential rents 
quickly, as indicated by the difference in the llack market -nd official 
prices of foreign exchange and raw materials. Yet given the still rudi
mentary and segmented markets in China and the fact that goanxi (or 
"connections") is still important in getting ahead, it is unlikely that 
rents have been eliminated. In India corruption and rent seeking have 
been significant all along. Further, with a legal ban on corporate con
tributions to political parties, politicians have been unable to resist 
opportunities to create rents through the administrative mechanisms 
and to extract part of the rent for use in Indian electoral campaigns. The 
economic, social, and political costs of the administrative allocation 
system have been substantial. 

Both countries shifted relatively rapidly away from agriculture. 
The share of GDP originating in agriculture fell from over 50 percent in 
the early 1950s to about 27 percent in China and 30 percent in India in 
1991. In India, however, the share of manufacturing industry in GDP 
rose slowly, from about 15 percent in the early 1950s to about 20 per
cent in 1991, while in China this share rose to nearly 40 percent in 1991 
from less than 20 percent in the 1950s. In both countries the capital
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intensive nature of investment in industry meant that the share of ag
riculture in total employment remained high, as much as 60 percent in 
China and nearly Iwo-thirds in India in 1991. Thus agriculture contin
ues to be the major employer in both countries. 

It was noted earlier that both China and India implemented their 
industrialization programs through controls on investment dnd foreign 
trade, although the mechanisms of control were somewhat different. In 
India's mixed economy with a large private sector, the control mecha
nism had to ensure that industrial development in the private sector 
conformed to the national plans by tpreventing diversion of investible 
resources and foreign exchange to privately profitable but socially un
desirable activities. The World Bank (1983) reports that in the three 
decades between 1950 and 1980 real growth in China's foreign trade 
was about the same as that in GNP so that the share of' trade in GNP 
hardly changed. In the 1980s, however, China's trade expanded phe
nomenally, raising its share in GDP from about 13 percent in 1980 to a 
high of 37 percent in 1991. In India the share of trade in GDP fluctu
ated; until the early 1960s it averaged over 12 percent, only to decline 
to a low of less than 10 percent in the early 1970s and to slowly rise 
thereafter to about 16 percent in 1979/80. Since then the share has 
moved within a narrow range of 18 to 20 percent. While India's share 
in world expoi-ts declined from over 2 percent in the early 1950s and 
stabilized around 0.5 percent in the 1980s, China doubled its share 
from 1 percent to 2 percent between 1980 and 1991, the share having 
fallen from about 1.25 percent in 1952-1955 to 0.75 percent in 1978. 

AGRICULTURAL POLICIES AND PERFORMANCE 

When the People's Republic was established in 1949, China was an 
overwhelmingly rural agrarian economy. For millennia the tr.dditional 
farming institution had been the small, independent family farm with 
a few large landlords owning a significant proportion of the cultivated 
area (around 40 percent in 1950). The socialist regime that took power 
in 1949 confiscated land from landlords and rich peasants without 
compensation and redistributed it to poor and landless households that 
were gradually collectivized. Until 1955 the collectives were largely 
small "mutual aid" teams of 4 or 5 neighboring households that pooled 
their farm tools and animals and exchanged labor while retaining the 
ownership of land and the claim to its produce. The next stage was the 
elementary cooperative, in which 20 to 30 neighboring households 
pooled their farm implaments, animals, and land under a unified man
agement. The net income was divided into one payment for the use of 
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tools, animals, and land owned by each household and another payment 
for labor. Tile third stage was tile advanced cooperative, in which all 
means of production, including land, were collectively owned with tile 
remuneration of each meml)er depending solely oin the amount of work 
he or she contributed. Thus the income of a family depended on the 
number of "work points" earned by its members, and the average value 
of a work point was determined by the net in(:one of the cooperative. 
Starting from about 30 households, advanced cooperatives evolved to 
include all 150 to 200 households in each village. By, 1957, 750,000 
advanced cooperatives with 119 million member househclds had been 
established. 

Collectivization ecountereid no serious resistance from the )eas
antry initially. What is more, it succeeded in raising the real gross value 
of agriculural outpmt by 28 percent and the value of grain by 22 percent 
between 1952 and 1958. Tbis apparent success embo)ldene(l the lead
ership to l)r:eed t a further stage in collectivization, the establishmlent 
of ",people's coninitunes," with Iragic(:conseqluenc:es. In a short span of 
three months between August and November of'1958, the then 753,[000 
collective farins with 120 million member hooselpols (9 lt)erceunt of the 
rural )o)ulati)n) were forcibly transformed into 24,000 communes. The 
average size ofthe co mutine was irouid 5,00)0 househ(lds vith 10,000 
workers and 10,000 acres of land. Worker (:ompensation arrangements 
were radically changed, and the subsistence nee(s of h(ouseholds, rather 
than the wxork contributed )v them, became the dominant consideration. 
Household memlbers were no longer allowed to work on private ptlots. 

By significantly reducing the incentives for work and encouraging 
free riding, the coercive measures and new compensation system 
quickly aid unsurprisingly led to a profound agricultural crisis. The 
gro:;s valu of agricultural output fell by 14 percent in 1959, 12 percent 
in 1960, and a further 2.5 percent in 1961. Grain output dropped by' 15 
percent in 1959 and 16 percent in 19160. The steep decline in grain output 
culminated in a famliine in which 30 million )eople (in excess of normal 
mortalityI) died from starvation and malnutrition. Although both China 
and India had experienced periodic famines in their long history before 
World War II, India has had no famines since independence. In total
itarian China, unlike in (I-mocratic India, there was no free press to 
clainor for remedial action through grain imports from better-endowed 
regions and the rest of the world to prevent the fall in output from 
resulting in a famine. It has been claimed that China atntempted to import 
grain (hiring the famine but did not succeed (except for imports from 
Australia) iecause of a trade embargo orchestrated by the United States. 
This argument is not wholly convincing. First of all, the nJited States 
did not succeed when it tried a similar embargo against the Soviet Union 
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much later, and second, an open admission by the Chinese leaders of the 
severity of famine would have resulted in worldwide sympathy for 
China and a demand for the lifting of the embargo. That the leadershi tp
let the fam le occur is enough to indict the Chinese retime, whatever 
might be its achievements in the social sectors. Even the death of 30 
million, however, did noi lead the regime to abandon communes but 
only to delegate inanagenent tasks in ea,:h commune to much smaller 
units called "production teans," cor,sisting of albout twenty to thirty 
households. Land was nonetheless still jointly owned by the commune, 
brigade, and production team. More important, the incone of' each 
household was based on the work points contributed by its members to 
the production team. While several improvements in the valuation of' 
work points were made after 1M62, the )i'odttion team remained the 
basic farming i list itu tion until the reforis of1978 introduced the house
hold responsibility system. 

In India, before independence, land ownership was extremely con
centrated, and layers of intermediaries between the tiller and the state 
laid claim to the produc(e of land. An agrarian reform committee estab
lished by the govern ment soon after independence conclutded that land 
must )elong to the tiller and that all intermediary rights oughlt to be 
abolished. It recommended that subletting of land 5e prohibited, that 
tenants be given the right to) purchase the land they were then leasing 
at a reasonable price, and that occu)ancy, rights be conferred on those 
who had been cultivating land contin uoush, for a pe(iod of six years or 
more. Basod oil the committee's recoin inenalit ions, the Indian Parlia
ment enacted laws changing the terms and security of tenure, abolish
ing the so-calle(l zamindari farming rights conferred in perpetuity by
the British in certain parts )f India, and setting ceilings on tihe size of 
individual landholdings. In India's constitutional democracy, the 
courts declared some of' these laws uiinconstit tit ional . In respoose, the 
government amended the constitution within a year of its adoption to 
place land reform legislaticn out of the purview of the judiciary. 

The land reform laws other than those abolishing zami ndari rights
and stipulating tenancy rights l)roved to be ineffective. The laws setting 
c-lings on landhollings were largely evaded. Yet the very process of 
evasion through division of large holdings among extnfded family
members appears to have resulted in a reduction in the c:oncentration 
of the distribution of land ol,nid as well as land operated (that is, land 
owned plus land leased in mintis land leased out). 

The organization of agricultural production, as (fistinct fromn reform 
of ownership rights, also attracted the attention of policy makers. At the 
time of the formulation of the Fiht Five-Year Plan in 1951. the govern
ment proposed that each village community manage all the land (cul
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tivated and uncultivated) in the village as if it were a single farm, but 
with actual cultivation undertaken by households with their own hold
ings in cooperation with other households. Whatever its economic mer
its, this idea turned out to be politically infeasible. 

Twenty-five years later the National Commission on Agriculture 
asserted that the organization of production in small peasant farms run 
with household labor supplemented with labor exchanged with other 
households and occasional hired labor was most appro)riate under 
Indian conditions. This conclusion simply re,.ognized a long-standing 
reality: India, as the Royal Commission on Agriculture had stated in its 
report of 1928, was "predominantly the land of sinall holders and the 
typical agriculturist is still the man who possesses a pair of bullocks and 
who cultivates a few acres with the assistance of his family and occa
sional hired labour" (as quoted in India, Minist:' of Agriculture 1976: 
126-27). 

The green revolution, which introduced higlh-yielding dwarf va.i
eties of rice and wheat and hybrids for other cereal crops in the mid
1960s made middle peasants far more prosperous than small and large 
operators. Although the green revolution technology was mostly neutral 
with regard tc scale, middle peasants had the greatest access to inputs 
needed to derive the full benefits of the technology, such as irrigation 
water, fertilizers, and .redit for working capital, because of' the way 
public policies operated.Available data suggest that the cultivated area 
under tenancy steadily declined from about a fifth in the early 1950s to 
less than a tenth in the early 1980s, though a rise since then cannot be 
ruled out. 

Both China and India operate(l an urban public (listribut ion system 
for the supply of limited rations of foodgrains and other necessities. In 
1953 China institutedt a restrictive rationimg system, which remained 
essentialiy unchanged until the post-Mao reforms of the late 1970s. To 
secure food for urban rationing, the country esta)lished a compulsory 
procurement system under which peasants were required to sell spec
ified quantities of grains, edible oils, cotton, and other crops at govern
ment-set prices. In India as well, the government purchased foodgrairns 
(primarily rice and wheat) at specified procurelnent )rices, which until 
recently were below the ruling open-market prices.The l)rocess of set
ting procurement prices, however, became )oliticize(l over time. The 
procurement prices at which only the limited quantity neeed to main
tain the public distribution system was to be bought became support 
prices at which the government was required to buy all that was of
fered. Over time, therefore, the iniplicit taxation olfproducers, based on 
purchasing their goods at below-riarket prices, disappeared. Since the 
government sold the Foodgrains to urban consumers in ration shops at 
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prices below the cost of procurement, transportation, and storage, sub
sidies fcr the public distribution system became substantial. In addi
tion, government subsidies offset the relatively high cost of fertilizers 
produced domestically under the import-substitutng industrialization 
strategy. Electricity andi irrigation water used by farmers were subsi
dized as well. Food, fertilizer, electricity, anid irrigation subsidies to
gether accounted for 3 to 4 percent of GDP in 1990/91. 

The fact that the land reform legislation in India (lid not result in a 
major redistribution of land, whereas in China land ownership was 
collectivized and access to land through the collectives was relatively 
egalitarian would lead to the expectation that income (listribtution in 
rural areas would be more tinecual in India than in China. In fact, 
unequal distribution, ef rural incomes was not significantly higher in 
India Based on available data, the World Bank concluded that the 
poorest 40 percent of people received 20 percent of ru'al income in 1979 
in China (World Bank 1983). The ichest 20 percent received 39 percentof rural income. Likewise, in Lidia the poorest 40 percent received 20 

percent of rural income in 1975/76, while the richest 20 percent received 
42 percent. The Gini coefficieni was 0.31 in China in 1979 and 0.34 in 
India in the 1973-1976 period. Although the World Bank reports a 
somewhat higher inequality in urban i;come distribution in India in 
1975/7, than in China in 1979, the large weight of rural areas in both 
countries means that overall incomne distribution was roughly similar in 
the two countries. Since income distribution data are problematic in 
both countries, however, these figures have to be used with caution. 

China and India each cover a large and agroclimatically diverse 
geographical area, and substantial regional income disparities imight 
be expected in both. It has been suggested that regional disparities are 
greater, and intraregional inequalities smaller, in China than in India 
even though the overall inequalities are about the sane in the two 
countries. If individuals anti households are likely to be miiore concerned 
about their incomes relative to those of their neighbors within a region 
than relative to those of householdIs in (istant regions, then intrareg
ional in(;quality would be of more serious concern than interregional 
inequalities. But there is no evidence that households behave in this 
fashion. In India thegovernmnent imposed few policy barriers to the move
ment of labor and capital across state lines, although in practice socio
cultural differences, including language differences, restricted labor 
mobility. In China public policy prohibited labor migration. Moreover, 
in the prereform era the Chinese government encouraged the economic 
self-sufficiency of the provinces for security reasons. Because the var
ious regions developed differently in the prereform era, their ability to 
respond to reforms also differed, with the more-developed regions hay
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ing the most success. Some evidence suggests that because of these 
differences regional disparities have widened and continue to widen in 
the postreform period in China. 

Both China and India emphasized agricultural research, establish
ing agricultural research institutes and universities. China developed a 
high-yielding dwarf variety of rice in 1964, two years before the release 
of the well-known dwarf variety IR-8 by the International Rice Research 
Institute in the Philippines. In 1976 China became the first, and as yet 
the only, country to develop and commercialize the production of hy
brid rice. Some of the Indian agricultural research institutions date to 
the preindependence era. Starting from imported germ plasm in the 
midI-1960s Indian plant breeders quickly developed a number of high
yielding dwarf varieties of rice and wheat suited to varying local agro
climatic conditions and tastes. Chinese researchers, in spite of their 
isolation from the international research community, performed as 
well as or better than the international comimn ity in plant breeding. 
Although Indian researchers were not isolated in pricniple, in practice 
constraints on resources limited their interchanges with the interna
tional community. 

Although institutional changes, such as changes in land tenure, 
evolved (Iifferently in the two countries and there were differences a,; 
well as similarities in their agricultural policies, their overall perfor
mances did not (iffer greatly. Between 1952 and 1978, before the in

troduction of the househld responsibility system, the average annual 
growth rate of agricultural output in Ciina was al)out 2.9 Percent (in real 
value terms). In India the average annual growth rate of the; output of all 
crops from 1(949/50 to 1989/90 was 2.66 percent. The corresponding 

figures for grain output were 2.69 percent in China and 2.67 percent in 
India [Ministry of Agriculture 1992: 2581. The rate of growth of agri
culture in India and China is modest aml less rapid than that in some 
other low-income countries. For example, the World Bank (1992: 220) 
reports that gross value added by agriculture grew at an average annual 
rate of 5 percent in Kenya, 4.3 percent in Indonesia. and 3.3 Percent in 
Pakistan between 1965 and 1980, compare(l with China's 2.8 percent 
and India's 2.5 percent. 

FOREIGN TRADE AND PAYMENTS REGIMES 

Until the reforms of 1978, Chinese foreign trade was monopolized by 
nine national foreign trade corporations. The profits and losses of these 
corporations were absorbed by the Treasury. Neither the pro(lucers nor 
the corporations had an incentive to be cost-conscious and efficient. In 
India, since foreign trade was largely in the hands of the private sector, 
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the government established an elaborate system for controlling and 
allocating foreign exchange to ensure that the foreign exchange earned 
by exporters was used to import only those commodities that con
formed to the priorities set in the five-year plans. The complexity of the 
system led to a wide range of implicit exchange rates across the spec
tLiuof imports and exports and associated efficiency losses. 

Before 1978, foreign trade policy in China shifted with the ideo
logical winds. The country did not exploit foreign trade to achieve 
efficient development based on its dynamic comparative advantage. 
Three broad periods can be distinguished before 1978: 1949-1 958, the 
period before the Great Leap Forward; 1958-1970, the period from the 
Great Leap Forward until tile dust from the Cultural Revolution settled; 
and 1970-1978, the period of recovery from the aftermath of the Cul
tural Revolution until the overthrow of the Gang of Four. 

Chinese industrial output grew rapidly between 1952 and 1957, 
resulting in massive imports oflplant and equipment. Exports at constant 
world prices grew ai the rate of 9.7 percent a year from 1950 to 1960 and 
imports at 10.7 percent. Over 70 percent of: the value of' exports from 
1952 to 1959 consisted of food and raw materials including cotton. 

Soviet aid to China ceased in 1960. I'll(,failures of' the Great Leap 
Forward turned China from a modest net exporter of grain into a net 
importer. The share of food in exports dropped dranatically and that of' 
manufactures rose to around 50 )ercetl, where it remained on average 
for more than two decades beginning in 1959, Imports of' machinery 
had to he cut sharply. During the period 1963-1965, the v""')nomyre
covered from the ravages of the Great Leap an'] the taip. . that had 
killed 30 million people. By 1966 the nominal value of trade regained 
its 1959 value. But Chairman Mao uneashed the Cultural Revolution 
and the Red Guards the same year, bringing disaster on the economy 
and society. According to Lii Guoguang et al. (1987), in 1966-1976, the 
decade of the Cultural Revolution, 

The production developed at a lower speed than before, with the result 
that a decrease was registered in agriculture, industry and the national 
income; the alreadv serious imbalance between industry and agriculture 
and between heavy anti light industries worsened; the economic results 
deteriorated with quite a few norms falling below those of the First Five-
Year Plan period; tha real wages of workers and staff members fell, the 
income of peasants rose only nominally, and the people as a whole were 
leading a hard life, (p. 21). 

The period 1970-1979 saw the revival of fcreign trade, with the 
share of exports in GDP rising from 2.55 percent in 1970 to 5.30 percent 
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in 1979. Foreign trade was no longer viewed as a necessary evil, but as 
an essential ingredient in modernizing the economy. Although the 
open door policy and a modernization program initiated by Mao's suc
cessor, Hua Guofeng, were poorly conceived and largely failures, they 
led to reforms that were much more carefully thought out. These re
forms included the creation of new agencies to promote exports, attract 
foreign investment, and introduce foreign technology. Also, foreign 
trade reforms were coordinated with dnomestic economic reform. The 
country took, however, "two steps forward and one step backward." In 
each reform drive China opened up several geographic areas and gave 
them autoniomy in their foreign trade and investment decisions. Each 
opening led to an investment and import bnom, resulting in inflation 
and balance of payments problems. In response to these problemis the 
government paused in its reform drive but soon opened up more areas 
and so on. There were three such drives between 1979 and 1988. 

Although the open door policy was by no means free of controls on 
exports, imports, and foreign exchange transactions, it nevertheless led 
to rapidly rising exports, partic:ularly of manufactures. As mentioned 
earlier, exports of all goods and services grew rapidly in the 1980s, 
rising from US$18 billio:i in 1980 to JS$71 billion (at constant 1987 
prices) in 1991. Manufactured exports rose from US$11 billion in 1980 
to US$49 billion in 1991. Imports of 0goods and servic:es grew from 
US$23 billion in 1980 to US$56 billion in 1991 (World Bank 1992: 
Tables 3.5, 3.8, and 4.3). 

It is virtually impossible to evluate the resource cost of this im
pressive performance. The Chinese domestic price structure remains 
distorted, and the net effect of various incentives and disincentives on 
exports and imports is difficult (o quantify. Substantial investment has 
gone into developing the infrastructure, consisting of highways, rail
way lines, housing, water supply, telephone systems, and luxury ho
tels, in coastal areas, parti(:uilarly in special economic zones near Hong 
Kong and Macao. A hard-headed cost-henefit analysis using appropri
ate prices and discount rates is needed to judge whether the return from 
this investment was as high as that from other forgone investment 
opportunities. 

India's development strategy has three broad objectives: economic 
growth, self-reliance, and social justice. It assigned the state a dominant 
role in development and made key industries such as railways, tele
communications, and electricity generation the exclusive responsibil
ity of the public sector. The massive rise in investment and high level 
of imports during the second plan created the expectation that foreig., 
exchange would become scarce and precipitated a severe balance of 
payments crisis in 1957. Ever since, Indian planning has been driven 
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by the perceived need to conserve foreign exchange expenditures. The 
broad features of the foreign exchange and investment licensing system 
instituted in the late 1950s remained essentially unchanged, though its 
severity waxed and waned, until the reforms of 1991. 

The licensing mechanism was designed to approve (sometimes 
with modifications) or deny an application for a license. Since the 
criteria for evaluating applications were broad, licensing authorities 
had significant room for discretion. At best the licensing mechanism 
placed bureaucrats under constant pressure from interested parties, 
and at worst it led to their corruption and to the politicization of their 
decisions. An information system to keep track of the li:enses granted 
and their implementation did not exist. In the final analysis, tile pro
celure for granting licenses followed rules of thumb rather than any 
economic rationale. It degenerated into an exercise in dispensing po
litical and other forms of l)atronage and a source of rents for personal or 
political use. 

The following periods can be distinguished between 1957 and 
1991: 1957-1966, which began with a foreign exchange crisis and 
ended with the devaluation of the rupee; 1966-1 968, (:overing an abor
tive attempt at economic liberalization; 1968-1975, wlhen the govern
ment reverted to a restrictive regime: 1975-1985, a decade of selective 
relaxation of ontrols in response to an exog,-lous improvement in 
foreign exchange availability; and finally, 1985-1991, a period ,,'some
what more systematic liberalization (Blhagwati and Srin ivasan io975; 
Srinivasan 1992). 

The system of (1080titative restrictions (QRs) on foreign trade, in
stituted by the colonial govornient during World War 1I, was vastly 
expanded after the 1957 foreign exchange crisis. It was also used to 
provide autonatic and custom-madle prote(:tion to any domest i: activ
ity that substituted imports. By 1962 policy makers realized that the QR 
regime was penalizing exports and introduced a plethora of export 
subsidization schemes. A severe drought in 1965 and the suspension of 
foreign aid following tie Indo-Pakistan i war of late 1965 caused import 
premiums to rise to unprecedented levels by early 1966. Donors made 
tile resumption of' large-scale aid and access to IMIF credit conditional 
on the liberalization of the economy, tie first step of whi:h was the 
devaluation of the rupee. In Jnie 1966 tile governlment devalued the 
rupee, eliminated export subsidies, and redtced import duties. 

Tile drought of 1965 was followed by another disastrous drouglt in 
1966, resulting in pri(:e increases, decreases in traditional exports, and 
an industrial recession induced by a shortage of agro-basod raw mate
rials. Devaluation was seen as capitulation to external pressure, not 
only by the opposition but also by some within the ruling Congress 
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party, whose power was eroded in the 1967 general elections, Further, 
the promised external aid did not materialize. The hesitant steps to
ward !ieralization introduced with devaluation were largely aban
doned by 1968. With the abandonment of liberalization, import premi
ums retlrned to high levels. Export sul)sidies were reinstated and 
augmented. Industrial licensing reverted to its severely restrictive 
mode. Import allocation criteria Iecamne increasingly colplex. 

The restrictive regime continued until the mid-I 970s, when foreign 
exchange availability imnlrovef (ramatic:allv, fuelh(l in )art by remit
tances from the increasing number of Indians working in West Asia. 
With the spread of the green revolution, f)odgrain imports e(;ased. The 
net result of these c:hanges was a relaxation: in the severit, of the QR 
regime. Import allocation rules were inmde simpler, and allocation of 
foreign exchange for essential imports not competing with domestic 
production was increase(d. 

The next stage in lihelalization caie in April 1985 when the gov
ernment announced an import andI export policy that was to cover a 

period of three years, rather than six months or a year as it had in the 
past. This innovation was meant to bring some stability to the policy. 
But in practice no such stabi lity was achieved. Thus the 1988-1991 
policy statement (:andidly recognized that (:hanges woul have to be 
announced within the three-year )eriod and stated, "It is proposed to 
issue a revised version of tle import and export policy at the heginning 
of each year." 

The import (onfrol regimie has :onfine( imports to essential con

sumer goods, raw materials, and investient goods neeld for domeslic 
production and exports. The composition of India's exports has shited 
moderately away firom primary products to manufactured goods. The 
share of manufact urers rose from aliou 5(1 perc(;ent in 1950/51 to about 
80 per(ent in 1990/91. Yet, the profssed obiective of Planners, a di
versified and dynamic export sector, has not energe(l: aniong manu
factured products, just four items (leather, gems, garments. anld textiles) 
account for 56 percent of the growth [letween 1980-19B5 and 1986
1990. Of course, considerations of dynamic comparative advantage (1o 
not necessarily imply that all countries should (liversif' the :ouiinmod
ities in their export basket. Given India's dfiversified resource lIase and 
the pattern of indlustrial development, however, it is not unreasonable 
to p)r(osulnei that a diversification of exhorts would have been consistent 
with India's (:omparative adlvantage. 

The P1rerefori (evelo)ment strategies of' India and China had re
stricted foreign trade even beyond the limited role that it is expected to 
play in econonmies xvith large domesti(: markets. Whether, given India's 
poverty and slow growth in per calita income, it would be (onsidered 
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large in this sense is an open question, The policy instruments used to 
implement this strategy created avoidable efficiency losses, including 
those arising from diversion of productive resources to rent seeking. 

Both economies have succeeded in building a diversified industrial 
structure. Both produce a far greater variety of industrial goods, includ
ing capital goods, than most developing countries. They depend to a 
much lesser extent on imported equipment. Their scientific and tech
nological capability is evident in their success in ventures ranging from 
putting satellites into orbit to designing audt operating nuclear power 
plants. Both have so far avoided accumulating a heavy foreign debt, 
althougl India is close to joining the ranks of' the heavily indebted. 
China has succeeded in eliminating abject poverty and improved the 
education, health, and nltritional status of its population, as showlo by 
its high literacy rate for males and females and high life expectancy at 
birth, al though regional inequalities in income remain and may even be 
increasing since the reforms. Although India's achievements are less 
impressive, they are nonetheless significant. 

Ihese a(:hievements have been obtained at a high costlThe diver
sified industrial strtit:ture is in most, if not all, cases not internationally 
competitive in cost and qualitv of output, certainly illIndia and ler-

Iaps in China. The Indian industrial an l iml)ort licensing system en
coouraged the creation of small-scale, high-cost plants in many indus
tries and sheltered them1 from internal and external competition. Most 
of the industries in the public sector have yielded negligible returns. It 
is doubtfu'tl whether the protected capital goods industries in the two 
countries have a(ccumulated the dynamic l"urning experience to l)ring 
about significant techmical improvements in the equipment they pro
duce. There is amplle evidence showing that total factor productivity in 
India's manufacturing industry dil not rise and possibly declined until 
the early 1980s and some evidence of a rise tlhereatlkc (Ahluwalia 1985, 
11991). 

A comparison with South Korea will illustrate the extent of the 
failure of the two giants. In 1965 exports of manufactured goods from 
India and China were valued respectively at USS607 million and 
US$554 million. The,;e were about eight times as much as manufac
tured exports of Korea at US$72 million (Yeats 1991). By 1990 Korea 
was exporting nearly US$41 billion of manufact:h d(goods to countries 
of the Organization for Lconoinic Cooperation and Development 
(OECD), compare( with Indlia's US$9 billion and China's US$34 bil
lion. The size of Korea's manufacturing sector as measured by value 
added was less that US$2 billion (at purchaser's prices) in 1970 com
pared with India's US$8 billion (at producer's prices) and China's 
US$28 billion (at purchaser's prices). By 1989 the figure for Korea was 
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US$66 billion against India's US$44 billion and China's US$146 billion 
(World Bank 1992: 228). Korea's total exterulq debt at the. end of 1990 

was US$34 billion compared with India's US$70 billion and Chin:'% 

US$53 billion. Because of its high GNP and export growth, Korea is 

not viewed as a potential problem del)tor, while India might become 

oie.
 

The contrast between the achievements of China and India with 

respect to poverty alleviation and in the social sectors is significant. 

The World Bank (1983), in its very first report on China, concluded: 

China's most remarkable a:hieven ment during the past three decades has 
been to make low-income groups better off in t-rlns of' hasicfI'r needs 
than their counterparts in most other poor cointrie,. Thy all have work; 
their food supply is guaranteed through a nixture of state rationing and 
collective self-i SUrance; most oftheir chiflen arc not only at school,but 
being comparativel y well taught; and the great majoritv have access to 
hasic health care and faiily p1anining services. Li fe expectaicy--whose 

-
proh 
ably the best single indicator ofth, extent of real poverty in a country-is 
(at 64 years) outstandiingly higli for a country at China's per capita income 
level (p. 111. 

(ependlence olmany other economic and social variables makes il, 

Yet a comparison with Sri Lanka is instructive. Sri Lanka was a peace
ful democracy until deadly ethnic conflict broke out in the 1980s, and 
its per capita income was not much higher than that of India or China. 
Its superior achievements in social sectors suggest ihat neither higher 
incomes nor a totalitarian regime such as China's (or Cuba's) are 
needed to promote social development. In any case, Ch ina's achieve
ments in social sectors were by and large accomplished by the early 
1960s. For example, the crude death rate had fallen from about twenty
eight per thousand in 1945-1949 to ten per thousand in 1965, and life 

expectancy at birth had risen from about thirty-six years to sixty years 

during the same period. Adult illiteracy had been hialved by 1965 from 
about 80 percent in 1945-1 949. As such, it is difficult to excuse con

tinued totalitarianism in Chi ma, even if one were to bel; 'e it was 

needed to bring about signific nt improvements in social indicators. 
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Chinese Agriculture:
 
Institutional Changes
 

and Performance
 

Justin Yifu Lin 

China's socialist revolution of 1949 brought dramatic changes to the 
country's farming institutions. Traditional agriculture in China had 
been characterized by small, independent household farms with less 
than one hectare of fragmented landholding. A,, the socialists gained 
control over the country in the late 1940s, however, they effected a land 
reform program, which spread across the nation by 1952. Under this 
program, !he government confiscated land from landlords and rich 
peasants without compensation and gave it to poor and landless peas
ants. Individual household farms were then collectivized under the 
provisions of the First Five-Year Plan in 1953. This collective farming 
system prevailed until the introduction of the household responsibility 
system in 1979. 

Two achievements of the collective farming system are frequently 
mentioned: it fed an exploding population, and it supported a dramatic 
structural change in China's economy. When the socialist government 
was founded in 1949, the amount of cultivated land per capita was only 
0.18 hectare. By 1978 this figure had dropped to 0.1 hectare as a result 
of rapid population growth.' Nevertheless, the collective system was 

1. The cultivated Ian I and population were 97.9 million hectares and 541.7 
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able to keep food production ahead of population growth. Meanwhile, 
the economy experienced a spectacular transformation, with industrial 
income expanding from 12.6 percent of total national income in 1949 to 
46.8 percent in 1978. 

An important issue that confronts most developing countries is 
how to develop agriculture rapidly in order to support urban industri
alization and to meet the increased food demands brought on by ex
plosive population growth. The small and fragmented holdings that 
characterize the landscapes in most developing countries are often re
garded as obstacles to mechanization, irrigation, l)lant protection, and 
efficient allocation of' inputs. Therefore, some economists suggested 
that collective farming in China provided a model of' agricultural (le
velopment for underdeveloped, (tensely populated economies (Robin
son 1964). Recently released data, however, indicate that between 1952 
and 1978 grain production grew at a rate of 2.4 percent per year, only 
0.4 percent above the population growth rate for the same period. Per 
capita availability of grain, therefore, increased only 10 percent in more 
than a quarter of a century. The per capita income o" the farm popuhl
tion increased only about 50 per(:ent in the same period. Compared 
with the remarkable ec(nomic transitions in other East Asian econo
mies-Taiwan, I-long Kong, Singapore, ind Korea-China's economic 
performance in the 1960s and 1970s was disappointing. 

Frustrated by their inability to improve the welfare of the Chinese 
population substantially after thirty years of socialist revolution, the 
veteran leaders who had been purged during the Cultural Revolution 
and regained power after the death of Mao Zedong in 1976 initiated a 
series of sweeping reforms in agriculture at the end of' 1978. The re
forms, including the replacement of the collective system with a new 
houselold-based farming system, resulted in remarkable growth during 
the first half of the 1980s. Between 1978 and 1984, the value of the 
agriculture sect., as a whole grew at a rate of 7.4 percent annually, and 
grain output grew at 4.8 percent. Both of these rates are far above the 2.9 
percent and 2.4 percent achieved (luring the previous twenty-six years. 
Meanwhile, the population growth rate dropped from an annual rate of 
2 percent in 1952-1978 to 1.3 l)ercent in 1978-1984. The availability of 
agricultural products and the overall living standards of both urban and 
rural lopulations improved substantially for the first time in about 
three decades. 

The success of agricultural reforms in 1971-1984, especially the 

million respectively in 1949, and 99.4 million hectares and 962.2 million in 
1978. 
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remarkable growth of grain output, greatly encouraged China's political 

leaders. As a result, they undertook a series of more market-oriented 
reforms at the end of 1984 in both the urban and rural sectors. Agri

culture as a whole still grew at a respectable average rate of 4.1 percent 
per year after 1984. Grain production, however, stagnated after reach
ing a peak of 407 million tons in 1984. Most political leaders in China 

give a high priority to the principle of grain self-sufficiency. Therefore, 
the optimism that robust agricultural development generated during 

the first five years of rural reforms was swiftly replaced in the subse

quent downturn by a pessimistic mood. Poor grain production from 
1985 to 1988 gave some political leaders a strong reason to reemphasize 
more conservative, plan-oriented agricultural policies. Some leaders 
even called for re-collectivizing the individual household-based farm

ing system with the ostensible goal of pursuing economies of scale in 
agricultural production. Although China's rural institutional reforms 
may hvi become irreversible, poor performance in grain production 
will always be a political issue in China. 

In the rest of this chal)ter, I provide an analytical description of 
China's agricultural instilutions and policies and their effects on agri
cultural performance and development. I will also examine issues re
lated to sustained agricultural growth in China an(t discuss the reforms 
neL.,::sary to achieve this goal. 

ECONOMIC DEVELOPMENT STRATEGY 
AND THE ROLE OF AGRICULTURE 

To assess China's agricultural develot)nlent aflter the socialist takeover 
in 1949, I will start with a description of the role of agriculture in tle 

socialist government's overall economic development strategy. It will 

become clear in the following discussion that both the agricultural 
problims that precedeii the 1979 reforms and those that followed the 
reforms stemmed from the development strategy that the Chinese gov
ernment adopted in the early 1950s. 

At the founding of the People's Reputblic in 1949, the Chinese gov
ernment inherited a war-torn agrarian economy. More than 89 percent 
of tie population resided in rural areas, and industry ac(:ounted for 
only 12.6 percent of national income. A developed heavy-industry sec
tor was the symbol of a nation's power and economic achievement at 

2. This political wisdom, shaped over millennia, is encapsuled in a motto
nong bu wen'" (Without a strong agriculture', the society will not be sta

ble)-often cited in agricultural policy debates in China. 
"Wo i 
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TABLE 2.1 	 SECTORAL COMPOSITION OF STATE INVESTMENT 
IN CAPITAL CONSTRUCrION IN CHINA, 
1953-1985 (PERCENTAGE) 

Light Heavy
Five-year plan Agriculture industry industry Other 
First (1953-1957) 7.1 	 36.26.4 	 50.3 
Second (1958-1962) 11.3 6.4 54.0 28.3 
1963-1965 17.6 45.93.9 32.6 
Third (1966-1970) 10.7 4.4 51.1 33.8 
Fourth (1971-1975) 9.8 5.8 49.6 34.8 
Fifth (1976-1980) 10.5 6.7 45.9 36.9 
Sixth (1981-1985) 5.1 6.9 38.5 49.5 
1953-1985 8.9 	 6.2 45.0 39.9 
S u re: Statv St iicis l irea,,. ZhonI gI injl ziu n tzII i to iqji z ilI . 1)i50-1! l5 (CIii i .:i taI 
construction statistical dala 1950-195) tileiiing: China Shtfisthis l'ress, 1017). p. 97. 

that time. The new political leadership in China, like the leadership in 
India and many other newly independent developing countries, in
tended to accelerate the development ol heavy industries. Moreover, 
after China's 	involvement in the Korean War and the resulting embargo 
and isolation from the Western camlp, catching u) with the indistriai 
powers also 	became a necessity for national security reasons. In addi
tion, the Soviet Union's outstanding record of nation buil(ling in the 
1930s, contrasted with flie Great Depression in the W,!stern market 
economies, provided the Chinese leader, !iip with both inspiration andexperience for a development strateie, oriented toward heavy industry. 

After its recovery from wartime destruction, therefore, the Chinese gov
ernment adopted a Stalinist-type development strategy in 1S53. The 
goal was to build the country's capacity to produce capital goods and 
military materials as rapidly as possible. 

This development strategy was shaped in 1953 through a series of 
five-year plans. :, Table 2.1 shows the sector shares in state investment 
in capital constructitn from the First Five-Year Plan (1953-1957) to the 
Sixth Five-Year Plan (1981-1985). Although more than three-quarters 
of China's population lived on agriculture, agriculture received less 
than 10 percent of the investment in 1953-1985, while 45 Percent went 
to heavy industry, Moreover, healvy industry received most of the in

3. The five-year plan was disrupted in 1963-1965, the period irimn-tdiately 
after the agricultural crisis of 1959-1962, whitCh will he discussed in detail in 
the next section. The First to the Seventh Five-Year Plans covered, respec
tively, the periods 1953-1957, 1958-1962, 1966-1970, 1971-1975, 1976-1980, 
1981-1985, and 1986-1990. 
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TABLE 2.2 	 SECTORAL COMPOSITION OF NATIONAL
 
INCOME IN CHINA, 1949-1985 (PERCENTAGE,
 
IN CURRENT PRICES)
 

Year Agriculture Industry ConstrucLion 'ITransportation Conierce 
1949 68.4 12.6 0.3 3.3 15.4 
1952 57.7 19.5 3.6 4.3 14.9 
1957 46.8 28.3 5.0 4.3 15.6 
1962 48.0 32.8 3.5 4.1 11.6 
1965 46.2 36.4 3.1 4.2 9.4 
1970 41.3 40.1 4.1 3.8 10 7 
1975 39.4 44.5 4.5 :3.8 7.3 
1980 39.1 45.8 5.0 3.4 6.7 
1985 40.2 40.3 5.7 3.6 10.2 
Sourc : State Statistical Bureau, (;uoninshourn tongiji ziliuo huibiau (A :onildhili n of"nali uI 
inuit( e statistical data) ([leijing: {China Statistics Press. 1187), p. 9. 

vestments under the heading "other," including workers' housing and 
infrastructure. At the same time, China prohibited most private inilia
tive in economic activities. This pattern in government investment is 
the best indicator of' the hias in the official development strategy. As a 
result of this develolment strategy, industrv grew at an average rate of 
11 percent between 1952 and 1980, and agriculture's share in national 
income declinel. In 1952, the year before the heavy-industry strategy 
was implemented, agricultural income made 111) for 57.7 percent of the 
total national income. In the 1970s and 1980s agriculture's share 
dropped to about 40 lercent. Meanwhile, the val tie of industrial output 
in national income grew from less than 20 p~ercent in the 1950s to more 
than 40 per{ent in the I970s and 1980s (see Table 2.2). Also, as a result 
of these investment prioriies, fixed assets per industrial worker rose 
from 3,000 yuan per worker for 5.26 million industrial workers in 1952 
to nearly 9,000 yuan per worker for 50.05 million industrial workers in 
the late 1970s. The rural work for,.(e of 294 million in tle late 1970s had 
only 310 yuan of fixed assets per i)efson (Perkins and Yusuf 1984: 16). 

Heavy industry is a capital-intensive sector. The constru:tion offa 
heavy-industry project has three characteristics: (1) it :anltake ten y'ears 
or more to complete a project: (2) each project requires a large initial 
investment; and (3) most heavy equipment for the proje:l must be 
imported from more advanced economies. The last c:haracteristic is 
specific to a developing economy.4 When the Chinese government ini
tiated the heavy-industry development strategy in the early 1950s, 

4. Ifa country produces its own heavy equipment, it is no longer a developing 
(,conomnly. 



28 Justin Yifu Lin 

China was a poor, underdeveloped, capital-scarce, agrarian economy. 
Only limited credit was available in the market, ind tile interest rate 

was high.i Likewise, foreign exchange was scarce and expensive. The 
spontaneous development of capital-intensive industry in a capital

scarce economy is impossible., Therefore, to implement a heavy-indus
try development strategy in a capital-scarce economy such as China's, 

a specific set of economic policies is required. To reduce the costs of 

interest and of importing equipment for the priority industry, China 

introduced a low interest rate policy and an overvalued exchange rate 

policy at the beginning of the First Five-Year P!an. 7 Meanwhile, for the 

purpose of securing enough funds for the industrial expansion, a policy 

of low wages for industrial workers evolved alongside the development 
strategy. Policy makers assumed that the state-owned enterl)rises 
would be able to create large profits through low costs and to reinvest 

the profits in infrastructure and capital construction. Therefore, al
though real GNP per ca)ita tripled between 1952 and 1978, the real 

wage rate was kept almost constant, increasing only 10.3 percent dur
ing that period (State Statistical Bureau 1987c: 15 1).1 The practice of 
establishing low prices for energy, transportation, and other raw mate
rials, such as cotton, was instituted for the same reason." 

5. A rate of 3 percent per nionth, or :36 percent per year, was a normal interest 
rate in the informal financial miarkets before the revolution. 

6. The spontaneous (levelopment of heavy industry in a capital-scarce econ
omy is difficult for several reasons. First, it is difficult to mobilize enough funds 
for any large lump-suin investment. Second. the interest payient will make it 
impossible for any investment in a long-term construction project to le prof
itable. For example, if the interest rate is 30 percent per year (2.5 percent per 
inonth) and it takes ten years to complete the construction and beginnilng pro
duction, the princilpal and interest payinent for each dollar's investlment inade 
in the first year of the project will be 13.8 dollars. Even if it only takes five years, 
the payment will be :3.7 dollars. It is obvious that no project that requiresa oiig 
period of construction will be able to pay such a high interest rate. Since most 
equipment must be importe(l from industial countries, the Iinited supply of 
foreign exchange also makes the construction of heavy industry expensive 
under the prevailing market rate. 

7. For example, the interest rate of bank loans was officially set at abou 5 
percent per year. For a one-dollar investment at the beginning of a ten-year 
project, the principal and interest payment at the time the project was comn
plet¢(l would be only 1.6 dollars. 

8. The wage rate in the early 1950s probably was not underpriced, because of 
cornpetition between the state enterprises and private enterprise s.The private 
enterprises were soon nationalized, however, and the state became the sole 
employer and was able to depress the wage rate. 

9. The low interest rate, overvalued exchange rate, low wage rates, and low 
prices for raw materials and living necessities constituted the basic policy 
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To make the policy of low wages possible, the government had to 
provide urban residents with inexpensive food and other necessities, 
including housing, medical care, and clothing. A restrictive rationing 
system was instituted in 1953 to distribute the low-priced food and 
other basic necessities, and this system remained in effect until the 
1979 reforms.' At the same time, in order to secure a source of cheap 
supplies for urban rationing, a compulsory )rocurement policy was 
imposed in rural areas. The policy obliged peasants to sell to the state, 
at government-set prices, certain quantities of their produce, including 
grain, cotton, and edib!e oil. The state nearly monopolized the trades in 
grain and other major agricultural products. This monopoly completely 
insulates Chinese consumers from price fluctuations in domestic and 
international markets. Meanwhile, to prevent the rural population from 

environment of the heavy-industry strategy. This policy environment create(d 
imbalances in the supply and demand of credit, foreign exchange, raw miate
rials, grain, and other living necessities. In order to guarantee that the limited 
supply of credit, foreign exchange, and other resources were allocated to pri
ority sectors, a systen of adininistrative controls, including planning and ra
tioning of credit, foreign reserves, labor, raw materials, mid living necessities, 
w'as instituted. In the literatore, many authors equate this set of policy envi
ronment an(l administrative controls with socialism. From the above discus
sion, however, we find that the rationale for the existence of these policies and 
controls is not "socialism.' Rather, it is the adoption of a capital-intensive 
heavy-in(lustry strategy in a capital-scarce economy. All the socialist econo
inies ha a siinilar set of policy environnent and administrative (:ontrols be
corise tIlev all adopted the saine (leveloiement strategy, probably uider tile 
influence of Stalin. Nonsocialist (levelopllng econonies, such as India, how
ever, would also have a similar set of policy environnent a1( adiniistrative 
controls if they a(1eloted the sai e (levelolment strategy. This policy environ
ment and administrative control systen made rapid expansion of heavy indus
try possible in a cap ital-scarce economy, but it also made resource allocation 
very inefficient. While the pUrpose (If China's economic refornis was to im
provc the efficiency of the economy, so iar most reforms only attempted to 
liberalize the administrative controls without altering this policy environment. 
Planning, rationing, and adiinistrative controls are necessary tecause of tile 
policy environment of the low interest rate, overvalue(d exchange rate, an(1 low 
prices for raw materials and living necessities. Therefore, the liheralization of 
administrative controls without simultaneous reforms in the policy environ
ment always results in unbearable chaos. For further discussions of the (ilem
mas involved in reforming administrative controls and maintaining the ol( 
policy environment, see Lin, Cai, and Shen (1!8.. 
10. In addition to grain, edible oil. pork, sugar, cotton cloth, and other living 
necessities were also ratione(l. At the peak, the items of rationed goods for each 
urban residence numnberedl over 100. Since the reforms in 1979. the government 
has attempted to abolish the ration system. So far, the only remaining items are 
grain and edible oil. These last two items will also be eliminated in 1993. 
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TABLE 2.3 URBAN AND RURAL POPULATION IN 
CHINA, 1949-1985 

Total population Urban Rural 
Year (millions) (%) (%) 

1949 541.67 10.6 89.4 

1952 574.82 12.5 87.5 
1957 646.53 15.4 84.6 
1962 672.95 17.3 82.7 
1965 725.38 18.0 82.0 
1970 829.92 17.4 82.6 
1975 924.20 17.3 82.7 
198(0 
1985 

987.05 
1,050.44 

19.4 
36.6 

80.6 
63.4 

SoUrce: State Statistical lurean. Zholl,,gu, tongii niiiahin 1919 (China statisti cal yearbook 1Vfft)) 
(Beijing: Chii Statistics Press, 19/1t t7.), 1). 

rushing to the cities to buy the low-priced rations, the government 
instituted a rigid urban household registration system, which virtually 
closed off rural-urban migration." As a result, even though agricul
ture's share of the national incole dropped from 57.7 percent to 39.1 
percent owing to rapid industrialization from 1952 to 1980 (see Table 
2.2), the rural population only dropped from ,37.5 percent of total pop
ulation to 80.6 percent in tie same period (see Table 2.3). 

In addition to providing cheap food for industrialization, agricul
ture was also the main source of foreign exchange, which, as mentioned 
earlier, was as iml)ortant a constraint as capital for the heavy-industry 
strategy. In the early 1950s, most equipment and raw materials for 
heavy industry could not be l)ro(duced in China at a reasonable cost 
because of the weak industrial base and ineeded to be imported from 
abroad. Agriculture remained the main source of scarce foreign ex
change until the 1970s (see Table 2.4). In the 1950s, agricultural prod
ucts alone made u1) over 40 i)erc:etnt of all exports. If processed agricu I
tural pioducts are also counteld, agriculture contributed to more than 60 
percent of China's foreign exchange earnings until the 1970s. And as 
Table 2.5 shows, except for the years (duringand immediately after tie 
agricultural crisis of the early 1960s, most foreign exchange wvas used to 
import machinery, equipment, and raw materials for industrial uses. 

11. The urban resi(lents were en titled to numieroiis subsidies, estita ted to be 
as high as 8,Vpertent of their wage earnings, whereas the rural t)(pplatim had 
none )f those benefits. The urban residents in effect became a new vested
interested class. They often became a barrier to market-oriented reforms in 
cities. 
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TABLE 2.4 COMPOSITION OF EXPORTS IN CHINA, 1953-19,85 

Share in total exports (%)Total 
value Processed Industrial 

(millions of Agricultural agricultural and mineral 
Year USS) products piroducts products 

1953 1,022 55.7 25.9 18.4
 
1957 1,597 401 31.5 28.4
 
1962 1,490 19.4 45.9 34.7
 
1965 2,228 33.1 36.0 30.9
 
1970 2,260 36.7 37.7 25.6
 
1975 7,264 29.6 31.1 39.3
 
1980 18,272 18.5 29.5 51.8
 
1985 25,915 17.5 26.9 55.6 
Source: Fditorial Trade, AlmanacBoard (if the Almanac of China's Foreign Ecoomnic Relations andi 
r1'Chilrl's onmic Itejhtionsand 'trod. {!iijing: 'ress, 1986), p.t'oruvigo 1c.1 19116 Zhtngguto Zhanwang

9154.
 

TABLE 2.5 COMPOSITION OF IMPORTS FOR CHINA, 
1953-1985 

Share in total imports (%) 

Raw and intermediary materials 

Val ue "1"otal
 
(millions iachin,'ry For industrial For agricultural 

Year of USS and etqipinlent use use Staple goods 

1953 1,346 56.6 33.7 1.8 7.9 
1957 1,506 52.5 34.6 4.9 8.0 
1962 1,173 14.6 35.1 5.5 44.8 
1965 2,017 17.6 40.1 8.8 33.5 
1970 2,326 15.8 57.4 9.5 17.3 
1975 7,487 32.1 45.7 7.6 14.6 
1980 19,550 27.5 44.1 7.3 21.1 
1985 34,331 31.9 46.6 4.3 17.2 
Source: Edilorial Board of the Almanac if :hina' Foreign Economic Rtelations anl Trade. Almanaoc 

of Chin 's~tmigo I',uouzc uic ltelution (0( id ud ( lljig:11116t Ztuugguto /.haollVulg I ress, 1!t1tit. p. 
958|.
 

The country's capacity to import capital goods for industrialization in 
the early stage of development clearly depended on agriculture's per
lorunance. 

In short, agriculture played a supporting role in the heavy-industry 
development strategy in China. Although the majority of the popula
tion resides in rural areas, the state has invested only modestly in 
agriculture. Because of its meager initial state, however, agriculture's 
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stagnation or poor performance would not only affect food supply, lit 
also have an almost immediate and direct adverse effect on industrial 
expansion. Therefore, even though agriculture only assumes a support
ing role in the overall development strategy the government can not 
ignore the importance of agriculture's growth. The unique feature of 
China's agricultural development, however, was the reliance on orga
nizational reforms as a means of achieving development goals. The 
following sections will examine the effectiveness of this agricultural 
development strategy. 

RURAL INSTITUTIONAL CHANGES 
AND DEVELOPMENT POLICIES 

The major changes in Chinese agriculture after recovery from the war 
can be divided into two periods: (1) the collectivization period of 1952
1978, and (2) the household-responsibility system reform period of 
1979 to the present. 

Collectivization and Agricultural 
Development Policies 

Although the top-priority sector in China's economic development 
strategy was heavy industry, the pace of industrialization was never
theless constrained by the performance of agriculture. 12 Agricultural 
development requires resources and investment as much as industrial 
development. 'lhe government, however, was reluctant to divert scarce 
resources and funds froin industry to agriculture. Toherefore, alongside 
the heavy-industry development strategy, the government adopted a 
new agricultural developiment strategy that would not compete for re
sources with industrial expansion. The core of this strategy involved 
the mass mobilization of rural labor to work on labor-intensive invest
ment projects, such as irrigation, flood control, and land reclamation. 
and to raise unit yields in agriculture through traditional methods and 
inputs, such as closer planting, more careful weeding, and tie use of 
more organic fertilizer. Collectivization of agriculture was the institu
tion that the government believed would perform these functions.1: 

12. This subsection draws heavily on Lin (1992). 
13. The government also viewed collectivization as a convenient vehicle for 
effecting the state's procurement program of grain and other agricultural prod
ucts. As an economist noted: 
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TABLE 2.6 	 CLASS STRUCTURE AND LANDHOLDING IN CHINA, 
1950 AND 1954 (PERCENTAGE) 

1950 	 1954 

Status of Share of Share of Share of Share of 
peasanits population land pulation hind 

Poor 52.37 14.1d 52.2 47.1 
Middle-income 33.13 30.94 39.9 44.3 
Rich 4.66 13.66 5.3 6.4 
Landlord 4.75 38.26 2.6 2.2 
Other 5.09 2.86 0.0 0.0 
Source: Slati statistic~al Bureau. /ian,,qntmWonrichuanguo notngyv tongiiMiiao 1949/-1979 (National 

3 
(lVijii g: Stat' Sttit ui l i . 

ugricultural stalistics Forthem ears since the founuing oftiho Poople's Rupultic of Chtina 1041-1979) 
lShrvuau. 1)1(1). 	 19. 

The independent fminly irm had been the traditional frming unit 
in rurli China for thousands of years before the founding of the Peo
ple's Republic. The typical farm was not only small, but also frag
mented. In the wake of the socialist revoluHion, nearly 40 percent of the 
cultivated land inrural China was owned by landlords who leased land 
to peasant tamilies (see eale2.6). Rent was often as high as 50 percent 
of the value of the main crol)s. Starting in the 1940s. a land reform 

program was in l)hen ted in areas under the Comunlnist party's Col
trol, under which land was confiscated without compensation from 
landlords and rich peasants and distributed free to poor and landless 
peasants. Tli land reform program was continued after the success of 
the revolution and com)letel nationwide in 1952. After the land re
form, the distribution of land in rural China was quite equal, as Table 
2.6 suggests. 

Table 2.7 reveals that experiments with various forms of coopera
tives began even before the completion of land reform. Tih first type of 
cooperative was the "mutual aid team' in which 4 or 5 neighboring 
households pooled their tarn tools and dUatP animals and exchanged 
their labor onl a temporary or )ermanent basis, with land and harvests 
belonging, to each hmisehold. Th mutual aid team was the pretomi-

A still more fundamental reasom for the (ollectivization of agriculture.., was 
the fact that Chiiia had em barke I on the co nstuction of a plnned ci alist 
ecu nonv in 1 953. For large-scale develo)pint of the national econoiny, it 
was ipmlerative that chan.es he effected in the snmal peasant emonomy to 
enable it to provide the large quantities of grain. cotton, oil-hearing crops,

3sugar crops an other in dustrial raw materiaIs neede(1by develo p ing indus
try ... the solution of which could only he found in the collectivization of 
agriculture (Luo 1985: 53). 
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TABLE 2.7 	 THE COLLECTIVIZATION MOVEMENT
 
IN CHINA, 1950-1958
 

1950 1951 1952 1953 1954 1955 1956 1957 1958 

Mutual aid 
teams: 

Numl)er of 
teams 
(thousands) 2,724 4,675 8,026 7,450 9,931 7,147 850 

I10use0holds
 
per teal 4.2 4.5 5.7 6.1 6.9 8.4 12.2
 

Elementary
 
cooperatives: 
Numbier 

of coops 
(thousands) 0.018 0.129 4 15 114 633 216 36 

Households 
per coop 10.4 12.3 15.7 18.1 20 26.7 48.2 44.5 

Advanced
 
cooperatives:
 

Number
 
of coops
 
(thousanls) 0.001 0.001 0.01 0.15 0.2 0.5 540 753
 

1lurseholds 
per coop 32 30 184 137.3 58.6 75.8 198.9 158.6
 

Coll llties:
 
Number of
 

conrmnums 24,000 
Ihouseholds 

per 
conm tine 	 5,(000 

Blank cell undicatesnot applicable. 
Source: luo llanxian, lEconoluic Changes ill Rural China (lteijing: New Worhl Press, v185), p. 5!); 
Agricultural Cooperativizatio in Chim office, "Chronicle of Events in Agricultural Coop-Fdiloriai 


l Zhn)erativization in Modern Chir Ina m." o longre hwzioshi ziliao Utlislorical material of agricul
lturalc)o erativization ill China), no. :t (une 1187). 

nant form of cooperative until 1955. The second typie was tile "elelen
tary cooperative," ill which -hout 20 to 30 neighboring households 
pooled farni tools, draft animals, and land under unified lanagemefnt. 
The net income of a coolperative was distributed in two categories: one 
payment for the land, draft animals, and larm tools owned I)y each 
h1oLISehlold; and another for the work performe(l by eaclh worker. The 
third type was the collective farm, or tile "advanced cooperative,'" ill 
which all means of production, inclding land, draft aninlals, and farm 
tools, were (:ollectively owned. RemunIeration ill an advance(d cooper. 
alive was base(d solely o1 the anmount of work ea:h member contrib
uted. The income of a family in an advanced cooperative depende(d o 
the number of work points earned by family memblers and on the av
erage value of a work point. The latter, ill turn, deplended oil the net 
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production of the collective farm. The size of an advanced cooperative 
was initially about 30 households and later evolved to includa dln 150
200 households in a village. 

The official approach to collectivization was initially cautious and 
gradual. Peasants were encouraged to join the different forms of coop
erative on a voluntary basis. In the summer of 1955, however, propo
nents of accelerating the pace of collectivization won the debate within 
the Party. There were only 500 advanced cooperatives in 1955. By the 
winter of 1957, 753,000 advanced cooperative Farms, with 119 million 
member households, had been established on a nationwide basis (see 
Table 2.7). 

Collectivization was surprisingly successful in its initial stage. It 
encountered no active resistance from the peasantry and was carried 
out rel:. :vely smoothly. The gross value of agriculture (measured at 
constant 1952 prices) increised 27.8 percent, and grain output in
creased 21.9 percent between 1952 and 1958 (Ministry of Agriculture 
1989: 112, 143). This experience greatly encouraged the leadership 
within the Part, and led them to take a holder approach. The "people's 
commune,' which consisted of about 30 collectives of 150 households 
each, was introduced in the fall of 1958. Within only three months, 
753,000 collective farms were transformed ino 24,000 communes, con
sisting of 120 million households, over 99 l)ercent of total rural house
holds in China in 1958. The average size of a commune was about 5,000 
households, with 10,000 laborers and 10,000 acres of cultivated land. 
Payment in the comnmune was nMade partly according to subsistence 
needs and partly according to the work performned. Work on private 
plots, which existed in the other forms of coperatives, was prohibited. 

Although billions of man-days were mobilized, the commune 
movement ended in a profound agricultural crisis between 1959 and 
1961. The gross value of agriculture, measured at 1952 prices, dropped 
14 percent in 1959, 12 percent in 1960, and another 2.5 percent in 1961. 
Most important, grain output fell 15 percent in 1959 and another 16 
percent in 1960. It remained at the same low level for another year and 
(lid not recover its 1952 level until 1962. This dramatic decline in grain 
output resulted in a widespread and severe Famine. The evidence avail
able now suggests that 30 million people died of starvation and mal
nutrition (Aston et al. 1984). This disaster was undoubtedly the worst 
catastrophe in hunan history. 

Cummunes were not abolished after the great crisis. Starting in 
1962, however, igriculttiral operation was divided and management 
was delegated to a much smaller unit, the "production team," which 
consisted of about twenty to thirty neighboring households. In this new 
system, land was jointly owned by the commune, the brigade, and the 
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production team. The production team was treated as the basic oper
ating and accounting unit, and income distribution, based on the num
ber of work points earned by each member, was undertaken within the 
production team. This remuneration system was similar to that in the 
advanced cooperative. After 1962 many attempts to improve the grad
ing of work points were made. The production team, however, re
mained the basic farming institution until the household responsibility 
system began in 1979. 

China adopted a more realistic approach toward agicultural devel
opment after the 1959-1961 crisis. Although the mobilization of rural 
labor for public irrigation projects continued, greater emphasis was 
given to modern inputs. Irrigated acreage increased gradually from 
30.55 million hectares (29.7 percent of total cultivated area) in 1962 to 
44.97 million hectares (45.2 percent of total cultivated area) in 1978. As 
Table 2.8 shows, however, most of this increase resulted from the 
spread of powered irrigation rather than the construction of labor-in
tensive canals and dams. The use of chemical fertilizer was also accel
erated. Starting from a modest 22.5 kilograms per hectare in 1962, 
usage per hectare increased to 291 kilograms in 1978. Equally impres
sive was the expansion in the use of electricity, which increased by a 
factor of 17.5 between 1962 and 1978. 

As the use of chemical fertilizers and other modern inputs was 
increasing, the government also initiated a program to establish an 
agriculturil research and promotion system for modern varieties. As a 
matter of lact, agricultural research is one of the few areas of which the 
Chinese government can be proud. In 1957 the Chinese Academy of 
Agricultural Sciences was founded in Beijing in 1957, and each of the 
twenty-nine provinces established its own academy of agricultural sci
ences as well. In the 1950s researchers focused on selecting and pro
moting the best local varieties. Their emphasis later shifted to the 
breeding of new, modern, high-yield varieties. A major breakthrough in 
rice breeding occurred in 1964, when China began full-scale distribu
tion of fertilizer-responsive, lodging-resistant dwarf rice varieties with 
high-yield potential, two years earlier than the release of IR-8, the va
riety that launched the green revolution in other parts of Asia, by the 
International Rice Research Institute in the Philippines. At about the 
same time, hybrid corn and sorghum, improved cotton varieties, and 
new varieties of other crops were also released and promotod. Farmers 
rapidly adopted these high-yielding varieties. A second major break
through in rice breeding occurred in 1976, when China became the 
first, and until now the only, country to commercialize the production 
of hybrid rice. The innovation and commercial development of hybrid 
rice was heralded as the most important achievement in rice breeding 



TABLE 2.8 	 USE OF IRRIGATION, TRACTORS, CHEMICAL FERTILIZER, AND 
ELECTRICITY IN CHINA, i952-1988 

Irrigation 	 Tractor-plowed area Chemical fertilizer Electricity 
Total Irrigated Powered- Total Total (millions

irrigated area area in total irrigation area Share in amount Per of 
(millions cultivated in irrigated (millions sown area (millions hectare kilowatt-

Year of hectares) area (%) area (%) of hectares) (N) of tons) (kg/ha) hours) 

1952 19.96 18.5 1.6 0.14 0.1 0.08 2.25 50 
1957 27.34 24.4 4.4 2.64 2.4 0.37 11.25 140 
1962 30.55 29.7 19.9 8.28 8.1 0.63 22.50 1,610 
1965 33.06 31.5 24.5 15.58 15.0 1.94 61.50 3,710 
1978 44.97 45.2 55.4 40.67 40.9 8.84 291.00 25,310 
1984 44.64 n.a. 56.4 34.92 n.a. 17.40 519.75 46,400 

° 
1988 44.37 n.a. 5 8 40.91 n.a. 21.42 616.49 71,200 
n.a.= not available.
 
Source: State Statistical Bureau. Zhongguo tong/i nianfian. 1989 (China statistical yearbook, 1989) (Beijing: China Statistics Press. 1989].
 
p. 183; Ministry of Agriculture. Planning Bi!reau, Nongye fingji ziliao, 1949-1983 (Material of agricultural economics. 1949-1983] 
(Beijing. 1984]. pp. 290-91; Ministry of Agriculture, Planning Bureau. Zhongguo nongcun fingii tongi zihiao daquan. 1949-1986 (A
comprehensive book of China rural economic statistics. 1949-1986] (Beijing: Agriculture Press. 1989. pp. 340-41. 
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TABLE 2.9 	 GRAIN OUTPUT, TRADE, AND AVAILABILITY IN
 
CHINA, 1952-1988
 

Grain Grain Grain available
 
output trade" per capita
 

PopuJation (millions of tons) (millions of tons) (kilograms)
 
Year (millions) (2) (3) ((2 + 3)/1)
 

1Ni52 547.8 163.9 -1.5 283
 
,z57 646.5 195.1 -1.9 299
 
1982 673.0 160.0 3.9 244
 
1965 725.4 194.6 4.7 275
 
1978 962.6 304.8 5.7 322
 
1984 1,038.8 387.3 7.2 380
 
1988 1,096.1 394.1 8.2 367
 
"A positive figure indicates net iiports, anida negivt figure inljcates netexports.
 
Source: State Statistical Bureau. Zhongg,'oo tongii niji I 1a'1)(Clhina statistical Yearbook. 1! 1t9)
 
(Beijing: China Statistics Press. 1989),lpp. Vt7.198. (639!, 642: Ministry of Agricultijo, Planning lthiiu,
 
Zhongq jo 1o1g1:1111 Iingii tongji ziiao duquaj 1149-19fIt of"Clhini rural
, (A comprehensive biook 

econonjic statistics, 1949-19)1 (lteijing: Agriculture 'ress, I 6tt9), pp 520-22, 534-35.
 

in the 1970s (Barker and Herdt 1985: 61). By 1979 the percentage fig
ures for area sown with high-yielding varieties were 80 percent for rice, 
85 percent for wheat, 60 percent for soybeans, 75 percent for cotton, 70 
percent for peanuts, and 45 percent for rape (Ministry of Agriculture, 
Planning Bureau, 1989: 348-49). 

Despite the rapid increases in modern inputs and im)rovements in 
varieties in the 1960s and 1970s, the performance of agriculture re
mained poor. Although government leaders placed great emphasis on 
self-sufficiency, China changed from a net grain exporter in the 1950s 
to a sizable grain importer from the 1960s through the 1980s. The 
availability of grain per capita increased only 14 percent between 1952 
and 1978 (see Table 2.9). This dismal picture prompted dramatic in
stitutional reforms in 1979. 

The Household Responsibility Sy,tern 

The discouraging record of Chinese agriculture changed abruptly in 
1978 when China started a series of fundamental reforms in the rural 
sector.t" Output growth accelerated to a rate several times the long-term 
average in the previous period. The annual growth rates for the three 
most important agricultural products-grain, cotton, and oil-bearing 
crops-averaged 4.8 percent, 17.7 percent, and 13.8 percent respec

14. This subsection draws heavily on T'n (1992). 
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TABLE 2.10 	 AVERAGE ANNUAL GROWTH RATES 
OF AGRICULTURAL OUTPUT IN CHINA, 
1952-1987 (PERCENTAGE) 

Agricultural Crop 
output output Grain Cotion Oil crops 

Period value value output output output Population 

1952-1978 2.9 2.5 2.4 2.0 0.8 2.0 
1978-1984 7.4 5.9 4.8 17.7 13.8 1.3 
1984-1987 4.1 1.4 -0.2 -12.9 8.3 1.3 
Source: Ministry of Agriculture, Planning Buretau, Zhonggoo nongyv tongiji ziliuo. IM13)7(China agri
cultural statistical material, (Beijing: Agriculture Press, IMPl)),IM1t7l pp. 28, 34: Ministry of Agricul
ture, Planning lureali, Zhonlguo nongcati jingji tongjiziliaoduquan. 1949-1916 (A comnpreliensive 
hook of China rural economic staisti:s, 111491-110IM) llleijing: Agriculture Press. 111M), pp. 112-15. 
146-49, 189-92: Stile Stat isticil BIureaui. Zhongguo tongji nianiiani. 11i1t1W(hina slatis!ical Yearbiooik. 
I198H(Heiiing: China Stalislics Press. 191811},p).97. 

tively between 1978 and 1984, compart.d with the average rates of 2.4 
percent, 1.0 percent, and 0.8 percent per year over the twenty-six years 
frm 1952 to 1978. Average annual growth rates for the cropping sector 
and agriculture as a whole were equally impressive, rising froin 2.5 
percent and 2.9 percent to 5.9 Ipercent and 7.4 percent (see Table 2.10). 
In 1985, China was once again a ne, grain exporter, the first time aflter 

a quarter of a century.'. 
This dramatic growth in output was a result of a tpackage of reforms 

that reduced the function of ideology and tplanning and emphasized the 
roles of individual incentives and narkets. Broad changes in rural pol
icy began at the end of 1978, when policy makers recognized the im
portance of giving enough incentives to farners to break the bottleneck 
of agricultural production. The original intention of the government, 
however, was to achieve this goal through raising the long-depressed 
government procurement prices for major crops, modlifying manage
ment methods within the context of the collective system, and increas
ing budgetary expenditures on infrastructure, sich as irrigation sys
tems, for agricultural development. 

Pricerejorm. The most importan, policy change envisioned by the 
government at the beginning of the reforms was the adjustment of pro

15. In 1985 China exported 9.33 toillion tons of grain and imnported 5.97 mil
lion tons (State Statistical Bureau, China Statistical Yearbook, 1986: 569,572). 
The net export in 1986 was 1.69 million tons. Because of the decline in grain 
output in 1985 and stagnation afterward, however, China began to intort grain 
again in 1987. The net grain imports for 1987 and 1988 were 8.81 million and 
8.15 million tons, respectively (State Statistical Bureaut, China Statistical Year
book,1989: 639, 642). 
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curement prices for major crops. Before the reform two distinct prices, 
quota prices and above-quota prices, existed in the state commercial 
system. Quota prices applied to crops sold in fulfillment of procure
ment obligations; above-quota prices to crops sold in excess of the 
obligation. Effective beginning in 1979, quota prices increased 20.9 
percent for grain, 23.9 percent for oil crops, 17 percent for cotton, 21.9 
percent for sugar crops, and 24.3 percent for pork. The average increase 
for quota prices was 17.1 percent (State Statistical Bureau 1984: 404-6). 
In addition, the premium paid for above-quota delivery of grain and oil 
crops was raised from 30 percent to 50 percent of the quota prices, and 
a 30 percent bonus was instituted for above-quota delivery of cotton. '" 
The average increase for state procurement prices was 22.1 percent 
(State Statistical Bureau 1984: 401). If only the marginal prices, that is, 
the above-quota prices, are considered, the increase in the state prices 
was 40.7 percent (see Table 2.11). 

Corresponding to the increas, in procurement prices, retail prices 
rose 33 percent for pork 32 percent for eggs, and 33 percent for fish in 
1979. The retail prices fbr basic necessities such as grain and edible 
oils, however, were not changed. To compensate for the rise in retail 
prices of pork, eggs, and fish, each city dweller was given five to eight 
yuan a month,17 thereby increasing the government's expenditure on 
public subsidies. The financial burden became especially unbearable 
when the unexpected output growth began to emerge in 1982. Price 
subsidies increased from 9.4 billion yuan (8.4 percent of the state bud
get) to 37 billion yuan (24.6 percent of the state budget) in 1984 (State 
Statistical Bureau, China Statistical Yearbook, 1988: 747, 763). In an 
effort to reduce the state's burden and to increase the role of markets, 
the mandatory procurement quotas were abolished, for Cotton in 1984 
and for grain in 1985, and replaced by proculrement contracts that were 
to be negotiated between the government and farmers and agreed upon 
by both parties. The contract price was a weighted average ( - the basic 
quota price and above-quota price. ''his change resulted in a 9.2 per
cent decline in the price margin paid to farmers between 1984 and 1985 
(see Table 2.11). Following the decline in grain and cotton production 
in 1985 and the stagnation thereafter, however, the contracts were 
made mandatory again in 1986 (Sicular 1988a). 

16. For a detailed chronology of the price changes in 1979 and thereafter, see 
Sicular (1988a). 
17. Quanguo vujia gongzi huiyi jiyao (Summary of National Conference omi 
Wage and Price) in State Statistical Bureau, Urban Sampling Survey Team 
(1988: 8-14). 
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TABLE 2.11 	 PRICES, CROP PATTERNS, AND CROPPING
 
INTENSITY IN CHINA, 1965-1987
 

Share of 
production 
teams using Crop patterns in sown areas 

Index of household C Multiple
above-quota res)onsibility Grain Cash cropping

prices system crops crops Other index 
Year (1978 = 100) (% (%) (%) (%) (o) 
1965 84.1 0 83.5 8.5 8.0 138.3 
1970 97.2 0 83.1 8.2 8.7 141.9 
1971 98.4 0 83.1 8.2 8.7 144.7 
1972 98.4 0 81.9 8.5 9.6 147.0 
1973 98.1 0 81.6 8.6 9.8 148.2 
1974 98.4 0 81.4 8.7 9.9 148.7 
1975 98.7 0 81.0 9.0 10.0 150.0 
1976 99.4 0 80.6 9.2 10.2 150.6 
1977 100.0 0 80.6 9.1 10.3 150.5 
1978 100.0 0 80.4 9.6 10.0 151.0
 
1979 140.7 1 80.3 10.0 9.7 
 149.2 
1980 140.4 14 80.1 10.9 9.0 147.4
 
1981 145.1 45 79.2 12.1 8.7 
 146.6 
1982 144.3 80 78.4 13.0 8.6 146.7
 
1983 144.9 98 79.2 12.3 8.5 
 146.4
 
1984 142.5 99 
 78.3 13.4 8.3 146.9 
1985 129.4 99 75.8 15.6 8.6 148.4
 
1986 130.1 99 
 76.9 14.1 9.0 150.0 
1987 130.2 99 76.8 14.3 8.9 151.3 
Source: Justin Yifu Lin. "Rural Reformis and Agricithural (;rowth ini China," Atneric n Economic 
Beform 82, no, I (March): p. 37. 

Institutionalreform. Unlike the price reform, the change in the 
institutional structure of farming from the collective system to the 
household-based system, now known as the household responsibility 
system, was not intended by the government at the beginning of the 
reforms. Although the government had recognized in 1978 that solving 
managerial problems within the production team system was the key to 
improving low incentives, the official position at that time was still that 
the production team was to remain the basic unit of lroduction man
agement and accounting. Subdivision of collectively owned land and 
delegation of production management to individual housoholds were 
considered violations of the socialist principle and thus prohibited. 
Nevertheless, toward the end of 1978 a small number of production 
teams, first secretly and later with the blessing of local authorities, 
began to try out the system of dividing a team's land and the obligatory 
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procurement quotas among individual households in the team. A year 
later these teams were producing yields far larger than those of other 

teams. The central authorities later conceded to the existence of this 

new form of farming, but required that it be restricted to poor agricul
tural regions, mainly to hilly or mountainous areas and to poor teams 

in which people had lost confidence in the collective. This restriction, 
however, was ignored in most regions. Production performance im

proved after a team adopted the new system, whether it was a rich team 
or a poor team. Full official recognition of the householct responsibility 

universally acceptable farming institution was eventuallysystem as a 
given in late 1981, exactly two years after the initial price increases. By 

that time, 45 percent of the production teams in China had already 
instituted the household rcsponsihility system. By the end of 1983, 98 

percent of production teams in China had alopted this new system (see 

Table 2.11). It is worth emphasizing that the household responsibility 
system was created initially without the knowledge or a)proval of the 

central government. It was worked -it by farmers themselves and 
because of its inerits. In short, this institutionalspread to other areas 

shift in Chinese agriculture was not brought about by any inlivilual's 
will but evolved spontaneously in response to underlying economic 
forces. This change )roviles empirical evidence For the induced insti
tutional innovation hypothesis.", 

When the household responsibility system was originally 	 intro

duced, a share of the collectively owned land was leased to each of the 

households in a team For one to three years. Along with the land lease 
a contract between the household and the team specifying thewas 

household's ol)ligations to fulfill state procurement quotas and to pay 

various forms of local taxes.- A household r "d, however, retain any 

product in excess of the statedI obligations. :. the (listribution of land 
leases, egalitarianism was in general the guiding princile. rherefore, 
collective land in most cases was allotted strictly in proportion to the 
number of people in a household rather than the number of workers 
(Kojima 1988) and thus inhibiting efficient land use. Moreover, in the 

initial distribution, land was first classifiedl into several cli fferent grades, 
and households were given portions of each grade. As a result, a house
hold's holding was fragmented into an average of nine tracts, though the 

18. For a chrono~logy of the poIicv evolution, see Ash (1988). F.'or a soinin ary of 
the 	(levelopnment from variants of the responsibility system to the household 

new issuesresponsibility system, see Kieh (1984). FIor a disci ssion of some 

related to the household responsibility systeom, see Kojinma (1988). For a rigor

ous test of the induced institutional innovation hypothesis, see Lin (1987). 

19. Crook (1985) provides a detailel analysis of a model contract. 
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total holding size was only about 1.2 acres. The one-to-three-year short 
contract was also found to have detrimental effects on incentives to 

"invest in land improvement and soil conservation. 1'To remedy these 
problems, several new policies were introduced. First, in 1983 house
holds were allowed to exchange labor with other households and to 
employ a limited amount of labor for farm work (Kueh 1985). Second, 
in 1984, to provide better incentives for soil conservation and invest
ment, leases were allowed to be extended to fifteen years. Third, to make 
land consolidation possible and to prevent land fron. being left idle 
when the household engaged in nonfarm business, the subleasing of 
landholdings to other households with compensation was also sanc
tioned in 1984. These policy reforms may eventually revive labor and 
land markets in rural China. So far, however, transactions in land exist 
only marginally in China, and [he hiring of labor for farm work is mainly 
confined to certain regions in tha coastal provinces (Lin 1989). 

National policy still stresses the importance of maintaining the 
institutional stability of the newly established household farming sys
tem. The doctrine of equating big tractors with advanced technology 
and large farm size with efficiency, however, is still deeply rooted in 
the minds of many scholars and prominent leaders (Ash 1988). Be
cause of increasing discontent with the stagnation of grain production 
since 1984, a call for re-collectivization has emerged in the guise of 
enlarging operational size to exploit returns to scale. In some localities, 
this call has .'esulted in contracts being disrupted before expiration 
without the consent of farmers (Jiang 1988). There is a concern that 
farmers may once again be deprived of the economic independence and 
increased freedom they have enjoyed over the past ten years (Johnson 
1989). Nevertheless, the institutional reform of ftrming may have be
come irreversible. Any attempt to change the institution back to a col
lective system is doomed to fail. 

,L-nket andplanning reform. The third most important element of 
the rvforms is the greater role given to markets, in place of planning, for 
guiding production in the rural sector. The prevalence of planning in 
agriculture before the reforms was a result of the emphasis placed on 
self-sufficiency in grain, which was a component of the Stalinist-type 
heavy-industry-oriented development strategy that the Chinese govern
ment pursued after 1953. Because state grain procurement prices were 

20. Wen (1989) provi(les a theoretical investigation of the possible effects of 
tenure insecurity on long-termi farn investments. 
21. For an insightfll critique of this doctrine, see Schultz (1964: Cli. 8). 
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kept at an artificially low level, the more grain an area exported, the more 
tax it effectively paid. Areas with a comparative advantage in grain 
production were thus reluctant to raise their levels of grain output. 

Consequently, grain-deficient areas had to increase grain production if 

grain demand increased with growth in population or income. National 
self-sufficiency thus degenerated into local self-sufficiency. To guaran

tee that each region would produce enough grain for its needs, the 

government embarked on extensive planning of agricultural )roduction. 
Mandatory targets often specified not only the sown acreage of each 

crop, but also yields and levels of inlputs. Because planners focused on 

grain, they gave insufficient attention to economic considerations. To 

increase grain output to meet state procurement quotas and local de
mands, local governments were oflen forced to exl)and grain-cultivation 
area at the expense of cash crops and to increase crop)ing intensity, even 

though these practices often resulted in net losses to farmers. Such 
measures undoubtedly caused land allocation increasingly to depart 
from the principle of comparative advantage. The loss of regional com

parative advantage was especially serious in areas that traditionally 
depended on interregional grain tra(le to facilitate specialization in cash 
crops."" 

The loss of allocation efficiency caused by the self-sufficiency pol
icy was conceded at the beginning of the reforms. Although planning 
was still deemed essential, more weight was given to market consider
ations. The decision to increase grain imports, cut down grain procure

ment quotas, and reduce the number of l)roducts covere( by planning 

reflected this intention.- :' Moreover, restrictions oi private interre
gional trade in agricultural products were gradually loosened (Sicular 
1988b). Special measures were also taken to encourage areas that tra
ditionally had a comparative advantage in cotton production to expand 

2 
cotton acreage, 4 

22. Cotton acreage dropped 16 percent nationally between 1957 and 1977/78 
and fell even more in the northern provinces that initially had substantial 
comparative advantages in cotton production. For example, cotton acreage in 
Hebei. the province witl the strongest initial comparative advantage, fell 58 
percent between 1957 andi 1977. Consequently, north China ceased to export 
cotton in the late 1970s (Lardy 1'83: 62-63) 
23. Net grain imports increased from 6.9 million tons in 19711 to 14.9 million 
tols in 1982 (Ministry of Agriculture, Planning Bureau, 19M: 522, 535). lie 
grain purchase quota was re(luce(d 2.5 million tons in 1979 (Ash 1988). For 
exam ple, the number of plin nel product categories and obligatory targets was 
reduced from twenty-one and thirty-one, resl)ectively, in 1978 to sixteen and 
twenty in 1981, and further to only thirteen (;ategori,,s in 1982 (K'meh 1984). 
24. In 1979 a policy was instituted that rewardm ahoxe-quota delivery of 
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All of these policy changes reduced the role of direct state planning 
and increased the function of markets in guiding agricultural produc
tion. As a result, cropping patterns and cropping intensity changed 
substantially between 1978 and 1984. The area devoted to cash crops 
increased from 9.6 percent of total sown acreage in 1978 to 13.4 percent 
in 1984, a 41.6 percent increase. Meanwhile, the multiple cropping 
index declined from 151 to 146.9 (see Table 2.11).2'5 Much of the change 
iii crop patterns conformed with regional comparative advantages. For 
example, between 1978 and 1984, the seven provinces traditionally 
specializing in cotton production increased their cotton acreage by 2.33 
million hectares, while the rest of the provinces reduced their cotton 
acreage by 1.19 million hectares.-" Although cotton acreage increased 
only 25 percent nationally between 1978 and 1984, total output in
creased 189 percent. A subtantial portion of this dramatic outp ut ;irge 
was attributable to gains in comparative advantafle.27 

The climax of the market reforms was the declaration at the begin
ning of 1985 that the state would no longer set any rmandatory produc
tion plans in agriculture and that obligatory procurement quotas were 
to be replaced by purchasing contracts between the state and farmers.1" 

The restoration of household farming and the increase in market free-. 
doin prompted farmers to adjust their production activities in accor
dance with profit margins. The acreage devoted to cash crops further 
expanded from 13.4 percent of total acreage in 1984 to 15.6 percent in 
1985, while grain acreage declined from 78.3 percent to 75.8 percent 
(see Table 2.11). Expansion in animal husbandry, fishery, aid subsid
iary production was even faster. As a result of these adjustments, ag

cotton with low-price(l grain. This policy made a huge expansion of cotton area 
possible in the traditional cotton-producing region. 
25. The multiple cropping index inlicates how r~anv times a piece of land is 
sown for crops in a year. An index score of 151 inlicates the land is sowin 1.51 
times a year. Because the cropping intensity m i,;'.( have exceeded a reasonable 
level in certain areas, the reduction in multiple cropping may increase the net 
revenue to farmers in those areas, though the gross output may decline. 
26. The seven provinces traditionally specializing in cotton production are 
Hlehei, Shalxi, liangsn, Shandong, lenan, llubei, and Xinjiang (Lardy 1983: 
58). The cotton acreage data are taken from the State Statistical Bureau (1984:
78), and the Editori d Board of China Agriculture Yearbook (19815: 150). 
27. Another reason for this rapid growth was the introduction and diffusion in 
the early 1980s of a new high-yield variety called hnian vi'.:0. 
28. "Zhonggong zlongyang guowuyuan guanyu jinyibu hunyne nongcun jingji 
de shixiang zhengce" (Ten policies of the CCI' Central Committee and the State 
Council for the further invigoration of the rural economy) in Editorial Board of 
China Agriculture Yearbook (1985: 1-3). 

http:advantafle.27
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riculture output still grew at a respectable rate of 3.4 percent in 1985. 
Nevertheless, the aggregate output of the cropping sector declined 1.9 
percent. In 1985, of the three most important agricultural products, 

grain output declined 6.9 percent and cotton 33.7 percent; only oil 

crops registered a 3:3.3 percent increase." This stagnation of the crop

ping sector has lingered since 1985 (see Table 2.10). 
The market-oriented reforms aroused anxiety in some sectors of the 

government from the very beginning. Concet over loss of control was 

widely reported in the early 1980s (Sicular 1988b). In the wake of the 

unprecedented successes between 1978 and 1984, the pro-market 

group was able to push the reforms further toward the market. When 

growth rates slowed down and grain output (eclined in 1985 and there

after, however, tio government retreated from its position and once 

again made the voluntary procurement contracts mandatory. The pol

icy announced in 1985 has not formally been reversed, and ihe gov

ernment still hopes to rely on market measures to stimulate grain pro

(tuction.:"1 Nevertheless, adin istrative intervention in markets and 

production has been increasing. For examle, to facilitate tile fulfill

ment of procurement quotas, local governments often blockaded mar
kets in grain, cotton, silk cocoons, tobacco, and other products. Inter

vention in production is revealed by the fact that the acreage devoted to 

cash crops declined after 1985 and the multiple (:rop)ing index in

creased to 151.3 in 1987, a level even higher than th't reached in 1978 

(see Table 2.11). The attempts to increase grain output were not suc

cessful until 1990. Faced with the stagnation in grain piroductiom, the 

state monopolies ill regional grain trade and markets in chemical in

puts were instituted again in 1989. 

Summary of reforms. The three types (-f retorms-price, institu

tional, and market reforms-all contributed to the remarkable output 

growth between 1978 and 1984. A careful econometric analysis, using 

province-level input-output dlata covering the period 1970 to 1987 and 

employing the production function approach, found that of the 42.2 

percent output growth in the cropping sector in 1978-1984, about 48.6 

29. 1lowever, the output of oil crops also declined sharply after 1985. 
30. The governmnent further reduced tlie quantity of grain procurem ent coil
tracts by 22 percent in 1986 and again Iby 10 plerce it in 1,987. Th is in easuire 
increased the quantity of grain sold to governnient at "negotiated prices." 
wiich are higher than contract prices andl closer to market prices. The govern
ment also instituted a policy called "three-linkups," awarding subsidize(l 
credit, chemical fertilizer, and diesel for grain, cotton, and other selected crops 
(Sicular 1988a). 
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percent can be attributed to productivity growth due to reforms. Of the 
productivity growth, 96 percent is attributable to the institutional 
changes from the prodtiction team system to the household responsi
bility system, and the remaining 4 percent is attributable to changes in 
cropping patterns and cropping intensity. These last two factors are 
rclated to reformis in the role of markets and planning. The rise in state 
procurement prictes also had a significant effect on output growth, but 
its effect was derived indirectly from the effect oil inpuilt uses (Lin
1992).''1 

AGRICULTURAL PERFORMANCE SINCE 1952 

Before the socialist takeover in 1949, China's agriculture had been rav
aged by war for several decades. TFhe success of the socialist revolution 
brought peace to rural areas. A COiseinsus among students of the Chi
nese economy is that the economy had recovered froi the war by 1952. 
In the following discussion, I will use 1952 as a base year. 

Sources of Agricultural Output Growth 

To evaltiate agricultural performance in China, I will divide the peri(d 
after 1952 into four subperiods: 1952-1965, 1966-1978, 1979-1984, 
and 1985-1988. The institutional structure of farming was changed 
from the household system to the collective system in the first subpe
riod. Tile collectivization movement resulted in all agricultural crisis in 
1959-1961, and agricultural production did not recover its precrisis 
level until 1965. While the focus was on traditional technology in the 
first subperiod, more emphasis was given to modern technologies in 
the second suibperiod. In the third subperiod, the inst:tutional structure 
of farming was shifted from tile produoction team to the lIouseholld 
responsibility system. The last subperiod is the postreform period. 

The performance of agriculture differs from one subperiod to an
other. Table 2.12 shows thilt illterms of output all crops-except soy
beans, oil crolps, and jute in the first subperiod and potatoes in the third 
subperiod-had positive average annual growth rates in the first to 

31. Estimates using Solow-Denisuii-typ growth accounting by McMillan, 
Whalley, and Zhu (1989and Vell (1989 lso filld the household" responsibil
ity system reform to have been the in i source of productivity growth in 
1978-1984. 



TABLE 2.12 AVERAGE ANNUAL GROWTH RATES OF CROPS IN CHINA 
Ap952-1988 (PERCENTAGE) 

1952-1965 1955-1978 1978-1984 1984-1988 

Crop Production Area Yield Production Area Yield Production Area Yield Production Area Yield 

Grain 1.33 -0.27 1.60 3.51 0.06 3.45 4.95 -1.09 6.04 -0.82 -0.62 -0.20 
Rice 1.88 0.38 1.50 3.53 1.11 2.42 4.49 -0.61 = 10 -1.31 -0.91 -0.40 
Vheat 2.57 -0.02 2.59 6.01 1.29 4.72 8.50 0.22 8.28 -0.69 -0.68 -0.01 
Maize 2.65 1.71 0.94 6.84 1.88 4.96 4.63 1.23 3.40 1.32 1.52 -0.20 
Soybeans -3.32 -2.33 -0.99 1.62 -1.41 3.03 4.22 0.33 3.89 4.69 2.75 1.94 
Potatoes 1.52 1.96 -0.44 3.67 0.42 3.25 -1.79 -4.43 2.64 -1.35 0.18 -1.53 

Cotton 3.73 -0.83 4.56 0.25 -0.21 0.46 19.33 6.05 13.28 -9.76 -5.44 -4.32 
Oil crops -1.11 -0.77 -0.34 2.84 1.44 1.40 ,4.75 5.70 9.05 2.61 5.18 -2.57 
Jute -0.71 -2.83 2.12 11.04 10.44 0.60 5.40 -4.12 9.52 -7.80 -3.51 -4.29 
Sugar crops 5.58 6.95 -1.37 3.42 4.10 -0.68 12.31 5.75 6.56 6.66 7.92 -1.26 

Sugarcane 4.98 5.14 -0.16 3.56 3.50 0.06 111.01 4.83 6.18 5.56 6.14 -0.58 
Beets 11.24 12.88 -1.64 2.40 5.22 -2.82 20.53 7.21 13.32 11.51 10.36 1.15 

Tobacco 4.05 4.39 -0.34 8.32 4.99 3.33 6.59 2.62 3.97 10.94 16.20 -5.26 
Fruit 2.19 n.a. n.a. 5.59 n.a. n.a. 6.97 n.a. n.a. 14.06 n.a. n.a. 
Meat 3.82 n.a. n.a. 3.45 n.a. n.a. 10.28 n.a. n.a. 9.24 n.a. n.a. 
Aquatic crops 4.56 n.a. n.a. 3.50 n.a. n.a. 4.85 n.a. n.a. 14.42 n.a. n.a. 

Freshwater 
crops 5.05 n.a. n.a. 4.59 n.a. n.a. 1.52 n.a. n.a. 11.36 ri.a. n.a. 

Seawater 
crops 3.63 n.a. n.a. 0.68 n.a. n.a. 13.37 n.a. n.a. 19.25 n.a. n.a. 

n.a. = not available.
 
Source: State Statistical Bureau. Zhongguo tongli nianjian. 1989 (China statistical yearbook. 1989) (Beijinp.-China Statistics Press. 1989). pp. 192, 198-201,
 
213.219. 
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third subperiods. The predominant source of output growth for 
foodgrains in these three subperiods was increased yield. This is a 
dramatic departure from the historical pattern found by Perkins (1969: 
33), in which over 50 percent of grain output growth in the several 
centuries before the socialist revolution was attributable to the expan
sion of cultivated acreage. As with foodgrains, the main source of out
put growth for cotton in the first to the thud subperiods was incresed 
yield. For other cash crops, however-such as oil crops, jute, sugar 
crops, and tobacco-acreage expansions were the major source of out
put growth in the first and second subperiods, while vield increases 
played a more important role than acreage expansions in the third 
subperiod. 

The average annual growth rates of yield for foodgrains in the sec
ond sub)period are about twice as high as those in the first suhperiod. 
This reflet:ts changes in the government's agricultural technology pol
icy. In the first subperiod, the focus of the 1)01icy was the selection and 
promotion of best local varieties, while after the secoa(d subperiod the 
,(:us shifted to the green revolution- hat is, the introdiuction of mod
ern high-vield varieties and increases in the use of' chemical fertilizer 
and other modern inputs. From the comparison of the growth rates of 
yields in the second sublperiod, it is clear that the green revolution was 
corfined largely to foodgrains. 

In the third subperiod, the growth rates of output as well as yields 
of most crops outperformed the previous two subperiods. The average 
annual growth rate of yields for grain as a whole increased from 3.45 
percent in the second subperiod to 6.04 percent in the third subperiod, 
mainly because of improvements in the yields of rice and wheat. Even 
more impressive were the improvements in cash crops. The average 
annual growth rates of yields for cotton, oil crops, jute, and sugar crops 
all outperformed those of grain. Part of the reason may be the diffusion 
of the green revolution from grain crops to cash crops. :Z Since the 
annual population growth rate in this period was only 1.3 percent, the 
per capita availability of grain, edible oil, fibers, and other agricultural 
products increased substantially. 

The pattern of output growth in the last subperiod-the postreform 
period--was dramatically different from that of the first three subperi
ods. First of all, the yields of all crops exrcept soybeans and sugar beets 
had a negative growth rate. The growth rates of sown acreage for rice, 

32. For example, a new cotton variety, lunianyihao, was released in 1980 and 
widely adopted in northern China. This variety is reported to outperform the 
old varieties by a substantial margin. 
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TABLE 2.13 	 PRODUCTION OF MAJOR COMMODITIES IN CHINA, 
1952-1988 (IN THOUSANDS OF TONS) 

1952 1965 1978 1984 1988
 

Graii; 163,920 194,530 304,770 407,310 394,080 
Rice 68,430 87,220 136,930 178,260 169,110 
Wheat 18,130 25,220 53,840 87,120 85,430 
Maize 16,850 23,660 55,950 73,410 77,350 
Soybeans 9,520 6,140 7,570 9,700 11,650 
Potatoes 16,330 19,860 31,240 28,480 26,970 

Cotton 1,304 2,098 2,167 6,258 4,149 
Oil crops 4,193 3,625 5,218 11,910 13,203 
Jute 306 279 1,088 1,492 1,078 
Sugar crops 7,594 15,376 23,819 47,804 61,875 

Sugarcane 7,117 13,392 21,116 39,519 49,064 
Beets 497 1,984 2,703 8,285 12,811 

Tobacco 222 372 1,052 1,543 2,337 
Fruit 2,443 3,239 6,570 9,845 16,661 
Meat 3,385 5,510 8,563 15,406 21,936 
Aquatic crops 1,670 2,981 4,660 6,190 10,610 

Freshwater crops 1,060 2,010 3,600 3,940 6,060
 
Seawater crops 610 970 1,060 2,250 4,550
 

Souirce: State Ititreai . Zhonqpl nionian, 119 [(C.1:1astatistical Yearbook. it99)
Statistic:a tongJIi 


(Beijing: China Statistics Press, 19H9t), pp. 1911-201. 213, 219.
 

wheat, cotton, and jute were also negative. As a result, the output 
growth rates for rice, wheat, cotton, and jute were negative. For the 
crops with a positive output growth rate, most rates were substantially 
lower than those in the previous subperiod. Nevertheless, for fruit, 
meat, and aquatic products, the average annual growth rates for output 
were several times the rates in the previous subperiods (see Table 2.12). 
As a result, the growth rate of the agricultural sector as a whole, mea
sured at constant prices, stayed at an average rate of' 4.1 percent per 
year in 1984-1988, which is remarkable compared with thc. growth 
rates in other countries in the same period. : 

Table 2.13 documents output growth in absolute terms from 1952 
to 1988. There was a net quadrupling of wheat and maize output, a 

33. The coexistence of stagnation inthe cropping sector and dynamiism in the 
noncropping agricultural sector is a result of farming institutional reform and 
price reform. Afer the household resp( isibility system reforn, a household's 
autonomy in making production decisions increased. Except for grains, oil 
crops, cotton, and a few (ther crol)s. most ])rices for agricultural products were 
decontrolled after 1984. The profit margin for those decontrolled protucts in 
generai is higher. Therefore, it is natural that farmers allocated their resources 
away from crops to the more profitable noncro]) agricultui-al )roducts. 
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TABLE 2.14 	 DAILY PER CAPITA INTAKE OF CALORIES,
 
PROTEIN, AND FAT IN VARIOUS COUNTRIES
 
(ANNUAL AVERAGE FOR 1984-1986)
 

Calories Protein Fat 
(kilocalories) (grams) (grams) 

World 2,694 70.3 65.3 
China" 2,565 68.8 41.3 
India 2,204 53.9 35.7 
Indonesia 2,513 53.4 42.9 
Pakistan 2,244 59.1 53.1 
Egypt 3,313 81.1 80.6 
Brazil 2,643 61.1 57.5 
Japan 2,858 (18.0 84.5 
United States 3,642 106.5 164.4 
"1985 figures.
 
Source: Editorial Botid of China AgricultUre Yethook, Zhoigglio nongyl, nianjian, 1989 (China
 
agricuture veartook, I ,111) (leiling: Agriculture 'ress, 11.(), p. 631.
 

doubling of rice and foodgrains as a whole, a tripling of cotton and oil 
crops, and a more than sixfold increase in sugar crops, tobacco, fruit, 
meat, and aquatic crops. In the 1980s, thanks to this output growth, the 
daily nutritional intake of the Chinese population moved close to the 
world average, surpassing those of India and many other developing 
countries (see Table 2.14). 

Farming Institutions and Agricultural Performance 

The discussion of average annual growth rates of output and yield 
suggests that agriculture performed differently as a result of different 
institutional arrangements. Many factors, however, may affect the per
formance of agriculture. The rates of increase and the reliability of 
supplies of modern seed varieties, chemical fertilizers, pesticides, irri
gation, tractors, and other inputs would also affect the rates of yield 
increase and output growth in each period. The best way to measure 
the effect of farming institutions on agricultural perfornance is to coin
pare total factor productivity in each period. This approach first uses 
factor shares as weights to compile individual input series into a total 
input series, and then divides the aggregate output series by the total 
input series to obtain the total factor productivity index. Figure 2.1 
depicts Wen's (1989) est iiates of changes in total factor productivity in 
the 1952-1988 period. In Wen's estimates, the gross value of agricul
tural output is calculated from grains, cash crops, and livestock. Inputs 
include labor, land, capital, and current inputs. The weights used are 
0.50 for labor, 0.25 for land, 0.10 for capital, and 0.15 for current inputs. 
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FIGURE 2.1 	 TOTAL FACTOR PRODUCTIVITY INDEX FOR
 
CHINA, 1952-1988
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SoIrce: Gtianzhong James Wen, "The Current Land Tenure and its Impact on Long-Term 
Performance of the, Farming Sector: The Case of Modern China" (Ph.). dissertation, 
University of Chi:ago, 1q80). 

Figure 2.1 shows that the total factor productivity indexes in 1952
1983 can be divided into four periods: 1952-1958, 1959-19,78, 1979
1983, and 1984-1988. In 1952-1958, that is, during the period of vol
untary collectivization, total factor productivity shows a rising trend, 
although the increments are small. Total factor )roductivity declined 
dramatically in 1959/60, when compulsory collectivization was first 
imposed, and throughout 1961-1978 stayed at a level about 20 percent 
below the level reached in 1952. The record improved (ramatically 
after 1978, the period o decollectivization. By 1983 total factor pro
ductivity had regained its 1952 level. In 1985-1988, the post-relorm 
period, total factor productivity remained about 30 percent higher than 
the 1952 level, though the rate of increase slowed. 

Two puzzling questions must be addressed before we can draw 
conclusion,; about the different effects of farming inshttutions on agri
citural performance: First, why did total factor productivity collapse 
in 1959-1961 and stay at a low level throughout the period 1961-1978? 
Second, why did increasing trends in total factor productivity take 
place during the transition periods both from the household farming 
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system to the collective system in 1952 to 1958 and from the collective 
farming system to the household responsibility system in 1978 to 1984? 

The commonly accepted explanations for the agricultural crisis of 
1959-1961 are bad government policies, poor management in the com
munes, three successive years of bad weather, and poor incentives 
owing to the unwieldy size of communes (Perkins and Yusuf 1984: 79; 
Eckstein 1966: 379; Chinn 1980; Aston et al. 1984). As discussed in the 
previous section, all of these conditions had been eliminated by the time 
the commune system was replaced by the production team system in 
1962. If these explanations were sufficient, then agricultural produc
tivity should soon have recovered its pre-1958 level. The empirical 
evidence, however, indicates that total factor prodluctivity did not return 
to its precrisis level until the production team system was abandoned. 

In a recent paper, I argue that because of the difficulty of supervis
ing agricultural work, the success of an agricultural collective depends 
on a self-enforcing contract, in which each member promises to disci
pline himself (Lin 1990). A self-enforcing contract, however, can be 
sustained only in a repeated game. In the fall of 1958, the right to 
withdraw from a collective was eliminated, thus changing the collec
tive fnom a repeated to a one-time game. This (:hange had a significant 
effect on the incentive structure of collectives. In the case of a repeated 
game, collective members can decide at the end of each production 
round whether they want to parti:ipate in the collective in the next 
round. If it is perceived as advantageous to he a member of the collec
tive, members will retain their membership; otherwise, members will 
withdraw from the collective. Since in China a household's landhold
ing is often highly fragmented and too small to allow a single house
hold to raise a draft animal, farmers can achieve certain gains by pool
ing the land and farm tools of several households (Chion 1980). Gains 
from economies of scale, however, are ultimately overshadowed by the 
incentive issue arising from the difficulties of sul)ervision in agricul
tural prod:uction. To make a collectiwye an efficient institution, some 
effective substitute for supervision is required. A self-enforcing agree
ment among collective members in which each one promises to pro
vide as Much eff rt as oil his own household tfrm is an effective alter
native when supervision is too costly. : Certainly, because of the 
heterogeneity of personal pre(ferences, abilities, and endolwments, a 
memtber may determine that he vill he better off by reneging on the 
agreement. That is, the member may break the promise and not con
tribute as much to production as promised initially. When this is the 

34. For further discussion of self-enforcing agreements, see Telser (1980). 
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case, the other collective members have to decide whether to stay in the 
collective and allow this member to continue to be derelict toward the 
agreement or to withdraw from the collective and resume household 
farming. If they find that the losses due to this member's default are 
larger than the gains from economies of scale, the collective will dis
integrate. The possibility of thle collective's colla)se. however, obliges 
the would-be shirker to rethink his position: should he break his prom
ise and let the collective collapse, or should he honor his commitment 
and prevent the dlisintegration of the collective? If he shirks in the 
current round, the member is definitely better off at the end of this 
round. If the collective collapses, however, the member will lose the 
gains from economies of scale from the second round on. If the dis
counted present value of future losses is larger than the one-time gains 
in this round, the member will honor the agreement. Therefore, it is the 
threat of a collective's collapse that greatly reduces the incidence of 
shirking. This implicit threat also guarantees that the production in a 
voluntarily formed collective will he at least as good as the sum of 
production of a group of households working separately.3. Even in tie 
worst case, if the collective collapses agricultural production will re
main at the precollective level. 

When a collective is imposed and withdrlval is prohibited, how
ever, it becomes impossible to use withdrawal as a way of either pro
tecting oneself c: checking the possibility of shirking by other mem
bers. Consequently, the self-enforcing agreement cannot be sustained 
in the "one-time-game" collective (Telser 1980). Supervision becomes 
crucial in establishing work incentives and productivity levels in the 
collective. If'the supervision of each membei's work is perfect, the 
incentives to work will be excessive rather than insufficient (Lin 1988). 
This is due to the fact that the return on a nember's additional effort 
has two components. First, the member will get a share of' the increase 
in the collective output. Second, the member wili get a larger share of 
the total net collective income, as now the member contributes a larger 
share of total effort and thus has a larger share of work points. The 
former itself provides insufficient incentives, but is overcompensated 
by the latter. On the other hand, if there is no monitoring of effort, a 

35. This statement assumes that one's inc(ome is the only objective for joining 
a collective and that reorganization is cost-free. If a collective also provides 
services like risk sharing and if reorganization is costly, the productivity of a 
collective is allowed to be somewhat lower than the sum of' the household 
farms. Moreover, if moral suasion is used in forming a collhctive, a member will 
also accept a somewhat lower income in the collective for fear of social oppro
brium. 
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member will not get more work points for the additional contribution 
of effort. In this case, the return on a member's increase in effort has 
only one component, namely, a share of the increase in team output, 
which is in itself an insufficient incentive. The degree of increase in 
work point share for an additional unit of effort depends on the extent 
of supervision. Therefore, incentives to work in an imposed collective 
are positively correlated with the degree of supervision. The higher the 
degree of monitoring, the higher the incentive to work, and thus the 
more effort contributed. 

Supervision, however, is very costly. The management of a collec
tive thus needs to balance the gain in productivity from increased in
centive and the rise in the cost of supervision. Other factors being 
equal, the optimum degree of supervision is higher if the work is easier 
to supervise in the production process and lower if the work is more 
difficult to supervise. Therefore, the degree of incentive to work de
pends on how difficult it is to monitor effort in the production process. 
Difficulty of Supervision is affected by many factors. For example, all 
things being equal, the larger the size of a collective, the harder it is to 
monitor each peasant's effort. The nature of the production process, 
including spatial and temporal factors, also influences the ease of su
pervising effort. 

The supervision of agricultural operations is particularly difficult 
because the processes involved typically span several months and 
many acres of land. Farming also requires peasants to shift from one 
kind of job to another throughout the production season. In general, the 
quality of work provided by a peasant does not become ap)arent until 
harvest time. IFurthermore, it is impossible to determine each individ
ual's contribution by simply observing outputs, owing to the random 
effects of nature on production. It is thus very costly to provide close 
monitoring of each member's contribution of effort in agricultura, pro
duction. Consequently, the optimum degree of monitoring in a collec
tive mainly engaging in agricultural production is necessarily low, and 
the incremental income for an additional unit of effort is only a small 
fraction of the marginal )roduct of effort. Therefore, work incentives 
for peasants in an imposed collective must also be low, and agriculture 
in the collective system performs dismnally. 

In short, the collapse of agriculture in 1959-1961 and the dismal 
agricultural performance until 1978 was brought about by the abolish
ment of the right to withdraw in 1958 and the continued imposition of 
collectivization until 1978. Total factor productivity improved in the 
period 1952-1958 because collectivization was voluntary and in the pe
riod 1978-1984 because incentives to work were improved with the 
elimination of imposed collectivization. 
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Farming Institutions and Income Distribution 

Although collectivization was ineffective in terms of the performance 
of agriculture, one often-mentioned favorable effect was its impact on 
income distribution (Riskin 1987: 225-32; Lippit 1987: 159-60; Lardy 
1978). As Table 2.6 shows, the land reform program in the early 1950s 
confiscated and redistributed the landlords' property to poor peasants, 
significantly improving the distribution of income in rural areas. The 
formation of collectives further eliminated differences in income re
sulting from variations in the amounts of land owned by individual 
households. In a country as large as China, however, there are substan
tial cross-regional variations in agroclimatic and natural resource en
dowments. Moreover, for historical reasons, the (levelopment of urban 
centers, markets, and transportation varies significantly from region to 
region. Therefore, the major source of income differences in China is 
regional disparity, which cannot be eliminated by means of' collectiv
ization. A study based on simulation found that the Gini coefficients 
before and after collectivization were, respectively, .227 and .211 (Roll 
1974: 72, quoted in Perkins and Yusuf 1984: 110). This estimate is 
supported by a recent study based on nationwide household survey 
data. It found that the Gini coefficient in 1978 was .2124 (see Table 
2.15). The estimated Gini coefficients show that collectivization left 
nationwide income inequality basically unchanged. 

The first row of Table 2.15 shows that inequalities in income dis
tribution worsened after the rural reforms in 1978. The Gini coefficient 
increased from .2124 in 1978 to .3014 in 1988. 1:Since land owned by 
production teams was more or less equally distributed among tearn 
members in the household responsibility reform, the increasing dispar
ity of household income after the reform may arise froln other sources 
than the distribution of operational land. Table 2.15 shows that accom
panying the reform were substantial changes in the composition of 
household income. Inl 1978, 85 percent of income derived from agri
cultural production. This share dropped to 63.4 per ent in 1988. Mean
while, the share from nonfarm sources, in(luding rural industry, tranls
portation, construc(; 'ion, and comlerce, increased from 7 percent in 
1978 to 27.3 percent in 1988. Since the opportunity to engage in non
farm activities exhibits large regional variation, and the ability to cap
ture such opportunity differs from household to household owing to 
differences in human capital and other endowments, the worsening of 

316. Two studies using recently released provinial-hevel data also confirm that 
the regional disparities were not reduc ed in the collective period and that 
inequality increased after the reform (see LVoIs 1991; Tsui 1991). 
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TABLE 2.15 	 GINI COEFFICIENT AND AVERAGE PER CAPITA
 
NET INCOME OF AGRICULTURAL HOUSEHOLDS
 
IN CHINA, 1978-1988
 

1978 1980 1984 1985 1986 1987 1988 

Gini coefficient .2124 .2366 .2577 .2635 .2848 .2916 .3014 
Average per 

capita net 
income 
(yuan) 133 191 355 398 424 463 545 

Composition 
of income (%) 

Agricultural 
income 85.0 78.2 70.5 66.3 65.8 65.0 63.4 

Nonagricul
tural income 7.0 8.8 18.2 21.7 22.6 25.4 27.3 

Nonproduc
tive income 8.0 13.0 11.3 12.0 11.6 9.6 9.3 

Niit(:: Agricultural inowiou refers olicomalie from crops, aniiial husbandrv. fiore..trv, fisliery. and 
household halidic:raft prodlicu:tioi. Nonigriciultural i coniie refers to the inicolme fron township and 
village industries, constructioun, transportation, counierce. ind the catering trade. Nonproidulicti e 
incoine refers to reiiittaicesand transfers from the al] govermlient.iullcuti"'es 


coefficient 

ghu shourn chavi yvanini" Study of Agriculture Ilous,iohl l n ome l)ifhfrei:e] (Bteijing: China
 
Source: (;ini is fron State Stalistical lhireau. :Agriciltural IHousehold Surve 't a "', Noni

(A 
11iiii o). are from 

nioijian, yearliab (lhoiing:Chi i Slatisth:s Press. I 98iO), 74:1. 

Statistics Press, 19,.!1. lw rest of the data State Statistical Ihtrea. Zhongguo tongii 
989 (Chila statisti:al k.l!tttt) 	 p. 

income inequality may arise from policies that encouraged the nonfarnl 
activities rather than from the household responsibility reform itself. 
Without more detailed and careful studies, however, it is impossible to 
ascertain tlhe main sources of the increase in income disparities. 

The most important disparity in China is the gap in living stan
dards between tile urban and rural lpopulation, which existed at the 
beginning of the First Five-Year Plan. A natural way to reduce this dis
parity would be to allow the poor rural population to migrate into 
cities. The employment opportunities created by the heavy-industry
oriented developlment strategy, however, were not sufficient to absorb 
the increasing urban labor force. Thus, in the 1960s and 1970s, tile 
government even had a program to send urban youth to rural areas and 
effectively blocked the rural-to-urban migration. It relaxed the restric
tions on this migration only slightly during Ihe 1980s. 37 As a result, tlhe 

37. Peasants now lowed to find tenporary jobs inthe cities. H-lowever,are :il 
they are not entitledto any of the subsidies given to the regular urban residents. 
Moreover, they are often forcibly sent back to rural areas when the urban 
economy suffers. 
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FIGURE 2.2 RELATIVE CONSUMPTION LEVELS OF PEASANTS 
AND NONPEASANTS IN CHINA, 1952-1990 
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Source: State Statistical Bureau, Zhongguo tongii nionjian, 1991 (China statistical year

book, 1991) (Beijing: China Statistics Press, 1991), p. 270. 

gap between urban and rural areas has persisted throughout the past 
four decades. Figure 2.2 depicts the relative annual per capita con
sumption levels of peasants and nonpeasants. The consumption level 
of peasants was only about 40 percent that of nonpeasants throughout 
the period from 1952 to 1990. The situation reached its worst during 
the 1959-1961 agricultural crisis and in 1978, the year before tie 
household res)onsibility system reform began. Although the gap was 
narrowed substantially in the reforms up to 1984, it started to worsen 
again in 1985. By 1990 the disparity in the relative consumption of 
peasants and nonpeasants returne(l to its l)rreform level. 

Although rural reforms did not reduce the consumption gap be
tween peasants and nonpeasants, it did significantly improve peasants' 
absolute level of constnption. Figure 2.3 shows that between 1952 and 
1q78 peasants' p(:capita consumpt)tion, measured at com)arable prices, 
inci ased only 57.6 l)ercent, with an annual growth rate of only 1.8 
percent. In contrast, the consum)tion level inore than doubled between 
1973 and 1988, increasing 8.1 percent por year, although it declined 
slightly in 1989 and 1990. Similar improvement is also found in a corn
parison of peasants' per capita net income before and after the reforms. 
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FIGURE 2.3 	 CONSUMPTION LEVEL OF PEASANTS
 
IN CHINA 1952-1990
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As shown in Table 2.16, 65 percent of households in '1978 had per capita 
net incomes of less than 150 ylan, and only 2.4 percent had per capita 
incomes of more than 300 yuan. In 1988 only 2 percent of' households 
had per capita incomev of less than 200 yuan, while more Ihan 80 
percent of households hadl per capita incomes of' higher than 300iayuan. 
Even though the price index for consunption goods in rural periodic 
markets increased 112 per(ent between 1978 and 1988, the increase in 

per capita income still represents i. substantial improvement. !t is thus 
safe to conclude that, in terms of absolute level and rate ol growth of 
consumption and income, peasants are much better tff uler the house
hold-based farming system than thev were under the collective system. 

ISSUES TO BE SOLVED FOR SUSTAINED 
AGRICULTURAL GROWTH 

So far, China's agricultural reforms have been successful. Even the 
average growth rate of 4.1 percent per year after 1984 is remarkable. Two 
important, related issues, however, need to be addressed: (1) What is the 
future of the market-oriented reforms in rural areas? and (2) what is the 
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TABLE 2.16 	 PEASANTS' PER CAPITA NET INCOME IN CHINA, 
1978-1988 (PERCENTAGE OF HOUSEHOLDS) 

1978 1980 1983 1984 1985 1987 1988 

Above 500 yuan 0.0 1.6 11.9 18.2 22.3 35.7 47.0 
400-500 yuan 0.0 2.9 11.6 14.1 15.8 17.2 16.7 
300-400 yuan 2.4 8.6 22.1 24.5 24.0 21.3 17.5 
200-300 yuan 15.0 25.3 32.9 29.2 25.6 17.5 13.5 
150-200 yuan 17.6 27.1 13.1 9.4 7.9 5.0 3.3 
100-150 yuan :11.7 24.7 6.2 3.1 3.4 2.4 1.5 
Below 100 yuan 33.3 9.8 1.4 0.8 1.0 0.9 0.5 
Source: State Statistical Bureau, Zholi~lo toigi nialiun, tim a statistical Yembook, illt (C ill i 
(leijitng: China statistics Press. 1!tt1)).p. 742. 

prospect for sustained growth in agriculture? A positive response to both 
of them cannot he assured until further reforms take place inl the whole 
econolly. 

The stagnation of the cropping sector, especially grain production, 
during the 1984-1989 period hurt the momentum of markel-*,riented 
reforms. It is a deep-seated view aimong Chinese leaders and scholars 
that abundant grain production is a key to political and social stability. 
'I'herefore, the poor performance of' grain production since 1984 has 
aroused some alarm and has even led to calls for collectivization in 
some circles. : The main reason for the cropping sector's poor perfor
mance, however, lies in its unfavorable price relative to otlher prducts 
after 1984. Improving the outIput of, the cro)ping sector, including 
grain, does not involve recollect ivization, but reform of current agri
cultural price policies. 

The success of the reform towarl househohl-lasecl farming also 
brings with it issues that are potential lVdetrimental to sustained growth 
in the future. The beneficial effects of farming institutional reform on 
agricultural productivity is essentially a ote-shot effect. Future agri
cultural growth wilI (lepend on conventional chatnnels, niamely, in
creases in inl)uts and iml)rovements in technology. The speed with 
which the agricultural sector will he able to grow through conventional 
channels will bo determined by public as well as private investment in 
agriculture. 'The household responisibilit y system reform, however, has 
negative effects on both types of investment. To improve incentives for 
public and private investment in agriculture will require some funda
mental reforms in the overall economic development strategy. 

311.In China the general public and most economists often regard agriculture 
as consisting only of grain production. Despite a respJectable growth rate for 
agriculture as a whole in the past seven years, they often perceive agriculture 
as stagnating and in decline because of the grain situation. 
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Agricultural Price Policy Reform 

The poor performance of the cropping sector-including grain, cotton, 
oilseeds, and sugar-in the postreforml period is mainly clue to the 
government's failure to change the pricing system for these products. 
Since 1984 the government has liberalized the control of most agricul
tIural products. Grain, oilseeds, and sugar, however, are basic necessi
ties for the rural population, and cotton is a major input for industry. 
The obligatory lrourennt quotas for these )ro(u(:ts remain, and their 
prices are regulated by the government. After the l)ri:e liberalization, 
the production of v'egetables, fruits, animal husblandry, and other non
crop p)roducts in most cases has higher profit margins than the produc
tion of the regullatcd produc(ts. Since the hotsehold responsibility re
form offers farmers greater autonomy in pdut)nction, the diffterence in 
profitability induces farme;rs to shift away from the cropping sector and 
to reallocate their time, effort, and other resources under their control 
to more profitable activities.:"' Therefore, a market-oriented price re
form for grain, oilseeds, sugar, cotlton, and other regulated agrictltural 
products is the most hlaniental way to break tile production stagna
tion of these products. 

The government's low prices for these regulated produc:ts are related 
to the early heavy-in(ustry-ori(nted developnent strategy. The basic 
framework of tl"Hexisting grain price policy, for example, was estab
lished in 1953 to secure the government's control of the grain supply on 
the on hand and to meet the demand of urban residents for low-priced 
grain on the other hand. Grain in China, as in many other countries, is 
more than just a commodity. Once the government becones involved in 
grain distribution, any shift in It(sale price of grain becomes a political 
event. Thus, to avoid piossible 1)olitical unrest, ration prices have 
changed little since the ration system was first instituted in 1953."' 

When the quota system was introduced in 1953, procuremnent 
prices were set at a level under which the state grain procurement and 
marketing agency could make a small profit. After the great agricultural 
crisis of 1959-1961, however, grain procurement prices were raised an 
average of 25.3 percent to improve incentives for grain production. 

39. In addition to lhe one-shot incentive effect of the institutional shift to 
household-based farming, in 1984, it is estimated that the outmigration of the 
labor force and the decline in tie growth rate of chemical fertilizer use con
tributed to the stagnation of tile cropping sector after 1984 (Lin 1992). 
40. For example, between 1953 and 1986 the procurement price of rice in
creased 128.7 percent. The ration price of grain, however, increased only 9.4 
percent in the same period. 
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After that, four more major price adjustments were made, in 1966, 
1979, 1985, and 1988. Because ration prices were kept nearly constant, 
each raise in the procurement price resulted in an increase in the 
amount of the government subsidy.-, 

The existence of a gap between the government-set procurement 
price and the market price confronts the government with a dilemma. 
If the government tries to make the procurement price as competitive as 
the market price, its financial burden becomes unbearable. If, on the 
other hand, it attempts to limit the procurenment price so that the 
amount of food subsidies can be controlled, the peasants' incentive to 
produce grain and to fulfil] quota obligations is impaired. Since the 
household responsibility reform has given individual households more 
autonomy in production decisions and has weakened the government's 
enforcement measures, the issue of incentives has become particularly 
important. 

Procurement prices have to he !ow because the sale price of ra
tioned grain is low. Unless the urbau. food-rationing policy is elimi
nated and the sale price of grain is liberated, the dilemma cannot be 
solved. The attempt to keep the ration price at a low level was justifi
able in the 1S950s; in 1957 exl)enditures on grain alone represented 22.8 
percent of total household expenditures for an average urban house
hold. This share, however, had declined to 7.6 percent by 1987 (State 
Statistical Bureau, China Slalislical Yearbook, 1986: 668, 1988: 807). 
Even if the sale price of grain doubled, expenditures on grain in an 
urban household's budget would not excee( 15 )er(:ent. 

The obstacle to reforming the food-rationing policy, then, does not 
arise from urban resi(lents' inability to pay the market )rice of grain. 
The low-priced food ration is, in effect, a vested interest of urban lus
idents. As a rule, a reform will not te supported by a group of' pel)ole 
whose vested interests are weakened by that reform, even though it 
may be beneficial to the economy as a whole and, indirectly, to this 
particular group of people. All workers in state enterprises and the 
majority of workers in the collective enterprises are entitled to food 
rations, and since over 90 percent of government income is obtained 
from state and collective enter)rises, the government is particularly 
conscious of the support of workers and protective of their interests. 
Furthermore, all cadres in the government system itself enjoy the same 

41. The subsidy per fifty kilos of grain sold at the gove'nment-set ration price 
was 2.65 yuan in 1965, 3.22 yuan in 1970, 3.56 yuan in 1978, 7.83 yuan in 1979, 
15.11 yuan in 1984, and 18.67 yuan in 1987. 
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privilege. The government's reluctance to change the food-rationing 
policy in the past is thus understandable. 

In 1991 the government for the first time substantially increased the 
retail price of grain in the urban areas by 40 percent. Although workers 
are compensated for the price increase and the retail prices are still not 
high enough to cover the procurement prices and transportation, stor
age, and other transaction costs, this is a big step toward the eventual 
liberalization of the retail price. It is reported that tile retail prices of 
grain were further raised in 1992 to a level that can break even. So far, 
the dominant motives for the government ore to reduce the l)urden of 
subsi.ies and to maintain a fixed retail price. As long as retail prices 
are fixed, however, the range for adjustment in the procurelment prices 
is limited. Therefore, unless the government is willing to increase sub
sidies to farmers when the prices of' other regulaied agricultural prod
ucts increase, it is unlikely that the production of grain cal maintain a 
competitive profit margin. The production of' grain may still stagnate. 
Therefore, the solution is to liberalize procurement and retail prices. 42 

The government is finally moving toward this direction in 1993. 

Public Investment 

Improvements in technology, irrigation, and other infrastructure are 
crucial to modern agricultural development. Since investments in 
these activities have large externalities, governments need to play an 
important role in financing these activities. This is particularly true for 
China. Areas to which irrigation can easily be extended have been 
irrigated for decades, or even centuries. Yields for many crops, espe
cially grains, are at or close to the highest levels in the world. Further 
increases in irrigation and improvements in seed va'ieties will require 
the government's active involvement. 

Table 2.17 reports the shares of agriculture and water control in the 
Chinese government's annual investment in capital construction. The 
share of water control in total capital construction fell fromn about 7 
percent before 1978 down to about 3 percent in the early 1980s, and 
further to about 1.5 percent in the late 1980s, while the share of agri
culture droppe(l from about 10 percent to 6 and then 3 percent over the 
same period. 

42. The government maintains low prices for oilseeds, sugar, and cotton for the 
same reason that it maintains low grain prices. Overcoming the stagnation in 
the production of these crops will require a solution similar to that for grain 
production. 
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TABLE 2.17 	 NATURAL CALAMITIES AND IRRIGATION IN
 
CHINA, 1953-1988
 

Cultivated area Share of government investment budget 
hit by 

natural calamity" Water control Agriculture 
Year (%) (%) 

1953 4.9 	 5.4 8.6 
1954 8.5 	 2.3 4.2 
1955 5.2 	 4.1 6.2 
1956 8.2 	 4.5 7.7 
1957 9.5 	 5.1 8.3 
1958 5.2 	 7.3 9.8 
1959 9.7 	 7.0 9.4 
1960 15.3 	 8.2 11.6 
1961 18.6 	 8.0 13.3 
1962 11.9 	 11.6 20.2 
1963 14.3 	 12.4 23.0 
1964 8.8 	 10.4 18.6 
1965 7.8 	 8.4 13.9 
1966 6.7 	 n.a. n.a. 
1967 n.a. 	 n.a. n.a. 
1968 n.a. 	 n.a. n.a. 
1969 n.a. 	 n.a. n.a. 
1970 2.3 	 n.a. n.a. 
1971 5.1 	 n.a. n.a. 
1972 11.6 	 n.a. n.a. 
1973 5.1 	 n.a. n.a. 
1974 4.4 n.a. n.a. 
1975 6.7 6.3 9.3 
1976 7.6 7,5 10.8 
1977 10.2 7.4 10.8 
1978 16.8 6.9 10.5 
1979 10.2 6.7 11.0 
1980 15.4 4.7 9.2 
1981 12.9 3.0 6.5 
1982 11.2 3.2 6.0 
1983 11.3 3.5 5.9 
1984 10.6 2.7 4.9 
1985 15.8 1.7 3.3 
1986 16.4 1.5 3.0 
1987 14.1 1.6 3.1 
1988 16.5 1.5 3.0 
n.a. = not available. 
"Sown acreage reported to have been hit by flood, drought, frost, or had and to have had a yield 3(0 
percent or more below normal. 
Source: Ministry of Agriculture. Planning Bureau, Zhonggto nongcon jingji iongii ziliao daquan, 
1949-198; (A comprehtnsive hook of Chinrv rural economic statistics, 1949-19116) (leijing: Agricul
ture Press, 19119), pp. :354-57; State Slatistical Btoreau, Zhonggi'o guding zichln longi ziliao, 1950
1985 (China fixed capital investment statistics, 1950-1985) (Beijing: Chins Statistics Press, 1987):
Sta Statistical tureau, Zhongguo tongi nianfian, 1987, 1918 and 19119(Ch;na statistical yearbooks, 
1987, 19811, and 1!989) (leijiog: China Statb;tics Press, 19H7, 1911), and 1189). p. 471 (19117), j. 572 
(1988), and pp. 192, 229. 490 (19119). 
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The table also reports the percentage of total cultivated acreage 
reported to have been hit by natural disasters resuling in a 30 percent 
or more yield reduction compared with normal years. The percentages 
of disaster-hit area are significantly higher in the post-1978 reform 
period than in the pre-1978 reform period. The dramatic reductions in 
investments in water control are probably one of the main reasons for 
the weakening of agriculture's resistance to natural disasters. 4' 

Along with the reductions in government agricultural investment 
have come reductions in government expenditures on agricultural re
search and extension services. Many extension workers find that the 
current government budget covers only their 'asic salaries, leaving no 
funds for trips to visit farmers. Since technological innovation and 
diffusion are fundamental to modern agricultural growth, a reduction 
in public expenditures on research and extension will undermine the 
long-term sustainability of agricultural growth. 

When rural reforms were first conceived in 1978, the need for 
substantial increases in government funding for agriculture was a 
consensus among policy makers. The low allocation of state funds to 
agriculture and the high indirect taxes levied on agriculture through 
unfavorable state-manipulated terms of trade were believed to be pri
mary causes of the low rate of agricultural growth. It was proposed that 
the share of agriculture in the government's investment in capital con
struction be increased from its then current rate of 11 percent to 18 
percent. The government. also endorsed an increase in the share of state 
budgetary expenditures allocated for noninvestrnent expenditures on 
agriculture. None of the planned increases in state budgetary support 
materialized, however, and the current levels of state support for agri
culture are the lowest in history (Lardy 1986). 

The (ramatic reduction in government support for agriculture after 
1978 has its roots in the policy environment created by the heavy
industry-oriented development strategy in the 1950s. Earlier in this 
paper I argued that the current policy environment-including low 
interest rates, overvalued exchange rates, low wage rates, and low ag
ricultural prices-was designed to facilitate the rapid development of 
heavy industry. In such a policy environment, investment in industry 

43. Another probable cause is that the prevention of floods, droughts, pests, 
and other natural disasters has strong externalities and requires the concerted 
efforts of farmers in a region. The household responsibility system has weak
ened local authorities' ability to mobilize farmers for disaster control. The 
individual household farms after the reform are thus more susceptible to nat
ural disasters than collective farms. 
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is much more profitable than investment in agrictilture'- Thus, the 
temptation to allocate more funds to industry always exists. Before the 
reform, however, the government needed to maintain investment in ag
riculture at a certain level because of dismal agricultural performance." 
The output growth brought on by the household responsibility system 
reform reduced the pressure on the government to maintain its level of 
investment in agriculture. As a result, the government is once again 
diverting funds to the more profitable industrial sectors. The stagnation 
of grain production since 1984 has led again to a call to increase govern
ment investment in water control, agricultural research, and other sup
port for agriculture. Once the output growth of agriculture as a whole, 
and grain production specifically, achieve satisfactory levels, however, 
this pressure will disappear. Therefore, if the basic policy environment 
favoring industrial expansion is not changed, a cyclic pattern in public 
agricultural investment and agricultural growth i. inevitable. 

Private Investment 

The transition to the household responsibility system of farming has 
implications for private investment in huinmn as well as physical cap
ital. In the household responsibility system, farmers are residual claim
ants, giving them higher incentives to put effort into current produc
tion, which has rcsulted in a one-time jump in productivity. 
Furthermore, empirical evidence shows that, for the same reason, farm
ers in the household system also have higher incentives to obtain new 
information and learn new technology (Lin 1991). The increase in 
knowledge will contribute to agriculture's dynamic growth. 

While the effect of' the household responsibility system reform on 
human capital investment is positive, its effect on physical capital 
investment will probably be negative. In the household responsibility 
system the collectively owned land is leased to individual households 
for periods up to fifteen years. The average size of a household farm is 
only about 0.5 hectare. In addition, landholdings were fragmented into 
an average of nine tracts each to compensate for differences in land 

44. The Chinese government's main source of hudgetary revente is the income 
of state enterprises. Therefore, tie governinent has higher incentives to invest 
its limited resources in inore profitable sectors. 
45. The agricultural disaster in 1959-1961 caused government investment in 
agriculture to reach a historical peak in 1960-1965 (see Table 2 1). The heavy
industry-oriented strategy was also teniporarily replaced by an -agriculture
first" strategy. As agriculture recovered from the crisis, state investment in 
agriculture gradually dropped to precrisis levels. 



67 Chinese Agriculture:InstitutionalChanges and Performance 

quality when the household-based farming system was first adopted. 
Such fragmentation and small farm size make investment in certain 
forms of machinery, equipment, tools, and draft animals unprofitable. 
Since land is still collectively owned and the ideological heritage of 
collectivism is strong, there is a risk that farmers will rever[ to certain 
forms of collective farming. Moreover, since a given tract of land may 
not be reassigned to the same household in the next contract, tenure is 
insecure. This may reduce incentives for investments in land improve
ment such as maintenance of land fertility. To provide better incentives 
for physical investment, the policy of improving tenure security and 
facilitating the consolidation of landholding through market ex

was introduced in 1985, should be strengthened.4"changes, which 

CONCLUSION 

China's experience in agricultural development, both its successes and 
its failures, provides many valuable lessons for other developing 
countries. China has been able to feed over one-fifth of the world's 
population with only one-fifteenth of the world's arable land and to 
transform a predominantly agrarian economy into an industrial power. 
Before the 1979 reform, however, China paid a high price for these 
achievements. The collective farming system was so detrimental to 
work incentives that, despite sharp improvements in technology and 
increases in modern inputs in the 1960s and 1970s, grain production in 
China barely kept up with population growth. The performance of ag
riculture just matched its performance in the six centuries before the 
socialist revolution. 

The shift toward tie household (esponsibility system of farming in 
1979 greatly improved peasants' work incentives. Grain production 
and the agricultural sector as a whole registered on precedentedl growth 
between 1979 and 1984. The increase in work incentives resulting from 
the institutional reform of farming, however, had mainly a one-time 
discrete impact on agricultural productivity. While the average annual 
growth rate of 4.1 percent for Chinese agriculture from 1984 to 1988 
was remarkable compared with the agricultural growth rates of other 
developed and developing c(.untries, grain production in China stag
nated after reaching its peak in 1984. This stagnation is mainly due to 

46. Collectivization should be ruLoed out as an alternative for sol%,ing the prob
lems of fragmentation, small size, and tenure insecurity, although it is appeal
ing to some decision makers in China. The collapse and stagnation of agricul
ture after collectivization in 1959 provide a lesson that should not be forgotten. 



68 Justin Yifu Lin 

the fact that food policy reform has lagged behind institutional reform. 
Individual households now have more autonomy in production deci
sions, so farmers in the household responsibility system will allocate 
more resources to crops that command higher profits. Reforms have 
freed the marketing of most cash crops and other products of animal 
husbandry and fishery. Grain, however, is among the exceptions. In 
many counties, farmers are still required to meet grain quota obliga
tions at government-set prices. In addition, local governments often 
impose blockades on grain markets, thus reducing grain prices in areas 
with comparative advantages in grain production. The stagnation of 
grain production in the postreform period, contrasted with the sizable 
growth of agriculture as a whole, can be attributed mainly to the de
cline in profitability of grain compared with other crops. 

Most people in China, including political leaders and economists, 
believe that China should be self-sufficient in grain. Because of the 
stagnation of grain production, the optimism about Chinese agriculture 
that developed in the first six years of reform has been quickly replaced 
by pessimism. The small farm size and the fragmentation of cultivated 
land in the household-based farming system are often wrongly blamed 
for the poor performance of grain production after 1984. Some areas 
have begun to recollectivize the household responsibility system, un
der the guise of pursuing economies of scale in agricultural produc
tion. • 7 This practice is especially appealing to local officials, because it 
simplifies the task of procuring grain under state quotas. 

The lessons of the period before tie 1979 reform demonstrate that 
collectivization is not a solution to the increasing demand for grain 
arising from population growth and inciustrial expansion. The final 
way to break the current stagnation of grain production is to let prices 
carry the right signal to farmers. As long as the grain price brings farm
ers profits as attractive as those from other crops, the individual house
hold-based farmers in China will be able to produce enough grain to 
feed the Chinese population. Grain, however, is a land-intensive prod
uct, and China's land endowment is extremely scarce. This makes grain 
self-sufficiency a costly policy. A better policy for China would be to 
rely on comparative advantages and allow the nation to produce other 
labor-intensive crops in exchange for part of the grain requirement 
through international trades. Crop patterns and resource allocation in 

47. See the report by Jiang Yaping, "We men bu guo yao zhong di: beijing
shungyixian yiqi chengbao tudi hetong jiufen jishi" (All we want is to cultivate 
land: an on-the-spot report of a dispute of land contract in Shungyi County, 
Beijing), Renmin ribao(People's daily), October 26, 1988. 
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each region and in the nation as a whole would be greatly improved if 
5 percent of the grain requirement (about 20 million tons) were im
ported. This policy is inconceivable, however, until the government 
gives up the ideology of grain self-sufficiency and allows urban resi
dents to face, at least partiaily, world price fluctuation. 

Agriculture is a supporting sector in the existing development strat
egy, receiving Fublic attention only when a poor harvest constrains 
industrial development. Under such a strategy, the contribution that 
agriculture makes to modern economic growth is systematically under
valued, and a cyclic pattern in agricultural production is inevitable. 
Sustained agricultural growth will be possible only when China re
places its current policy environment, which was shaped by its heavy
industry-oriented development strategy, with a policy environment 
that allows the economy to exploit its regional as well as international 
comparative advantages. In the latter policy environment, both the 
prices of commodities and factors of production will reflect their rel
ative scarcities in the economy. Such prices can only be obtained 
through demand and supply in undistorted markets. 
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Indian Agriculture:
 
Policies and Performance
 

T. N. Srinivasan 

India is a largely rural nation of agriculturalists consisting of owner
cultivators, tenants, and landless agricultural workers. Agriculture is 
still the occupation of a little less than two-thirds of the population of 
working age, a proportion that has (eclined slowly over the century 
since the first population cenFus of 1881. The share of agriculture in 
gross domestic l)reI(ict, however, has declined much more rapidly, 
particularly since independence in 1947, from over three-fifths to less 
than one-third in 190/91,. thus (,)nsiderably widening the disparity in 
the average product of l bor in qricu Itore and that in the rest of the 
economy. Primary exports including agriculture constituted 20 percent 
of the total value of exports in 19i90/91. Food and fiber )ro(lucts from 
agriculture are the basic raw materials for food processing, jute, and 
cotton textiles industries, which have a weight of about 22 percent in 
the index of industrial pro(,iction with the base year of 1980/81. 

Arable land per capita is extremely modest, at 0.25 hectares in the 
mid-1980s, although it is higher than that of China. As would be ex
pected of a country that has been under settled agriculture for millen
nia, the scope for expanding cultivated area by bringing new land tin
der the plow is limited. Of course the same "and could be cropped more 

I thank Robert Evenson and Sudhin Mukhopadhyay for their comments on an 
earlier draft, without implicating them in any errors that remain. 
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than once a year if moisture was available. Although the rulers of India 
have invested in irrigation since ancient times and such investment has 
accelerated since independence, cultivators in many parts of India are 
still subject to the vagaries of tile monsoon. Thus, expanding cropped 
area through multiple cropping is constrained by the extent of irriga
tion and moisture availability. Nonethehz.ss in the first two decades 
after independence, cropped area grew at about 1.6 percent per year on 
the average. In the subsequent two decades this growth slowed to 0.8 
percent per year. 

With slow and decelerating growth in cultivated area, growth in 
output deleds on the use of land-augmenting inlputs such as fertiliz
ers and technical change in the form of the introluction of better crop 
varieties. Indeed, the use of chemical fertilizers per uiinit of cropped 
area has increased substantially from virtually nothing before 1950 to 
about 62 kilos per hectare in the late 1980s (and l)esticide use increased 
as INell). Still, tifis is not a very high (losage, andi Indian crop vields are 
low in comparison ith other lan(l-scarce countries such as China. 

An overwhelming majority of lanilholdings are siall, less than 2.5 
hectares in size (see Tables 3.1 and 3.2). Farms, even small one(s, are 
fragmented into llny smaller larcels located at somel distance from 
each other. A signihicant proport ion of' the rural households consist of 
landless laborers. With small anti fragmented lanlhhllings and modest 
crop yields per unit of area, a significant portion of' he cultivators are 
poor. The landless are even poorer. Until recently, the )rol)ortion of 
poor among rural households did not dii i nish over tihe hut l1ficttlated 
from year to year depending on agricultural output. The fall in this 
proportion in the late 1980s to less than 3(0 perc:ut coinmpared with over 
50 percent in earlier years, if suistaine(l, would constitote a welcome 
break from the l)ast. In any case, the iluortailce of rapid agricultural 
growth for alleviatlig poverty cannot he exaggerated. 

India is a mixed economy in which agriculture is in private hands. 
The decisions of millions of indiviohtal farmers regarding cropping 
patterns, input use, and investment determ-ine agricultural lperfor
inance. Even though sul)s'stence agriculture (cliracterized by produc
tion largely for the cultivator's own use is still of some sign ifica nce, it 
is flair to say tlhat the pri:es farmers receive for the output they sell in 
the market and the prices they pay for purchased in puts greatly inilu
ence these decisions. Thus government interventicii in the markets for 
inputs and outtputs, public investments in irrigation and infrastructuro 

(particularly in triansport ani communication), aid public exl)endi
tures on agricultural research and extension are exthemely important iii 
determining the pace and character of agricultural develoliment. The 
institutional structure, particularly credit arrangements, pro)erty 

http:Nonethehz.ss
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TABLE 3.1 	 SIZE OF HOUSEHOLD OWNERSHIP HOLDINGS IN
 
RURAL INDIA, 1953/54-1982
 

1953/54 1961/62 1971/72 1982 

Size of Cum - Co111_1- Cu1mu- Cumt- Cunu- Cumu- Cum- Cumu
household lative lative lative lative lative lative lative lative 
ownership %of of of, % of %/0'of, ' % of 1%o" /0 of 
holdings house- land house- Iand house- lind house- land 
(hectares) holds owned holds owined holds owned holds owned 

0.00 23.09 0.00 11.68 0.00 9.64 0.00 11.33 0.00 
Below 0.21 41.10 0.45 37.90 0.54 37.42 0.69 39.93 0.90 
lelow 0.41 47.26 1.37 44.21 1.59 44.87 2.07 48.21 2.75 
Below 1.01 61.24 6.23 66.06 7.59 62.62 9.76 66.64 12.22 
lelow 2.03 74.73 16.32 75.22 19.98 18.11 24.44 81.34 28.71 
Below 3.04 82.55 26.28 83.51 31.55 86.00 37.14 18.61 42.55 
Below 4.05 87.23 34.72 88.08 40.52 90.05 46.36 92.12 52.09 
Below 6.08 92.28 47.50 93.17 54.49 94.67 60.93 96.02 66.73 
Below 8.10 94.94 57.08 95.64 64.15 96.71 "0.19 97 66 75.55 
Below 10.13 96.40 63.83 97.1,F 71.75 97.88 77.09 98.57 81.92 
Below 12.15 97.40 69.55 98.01 77.08 98.55 81.89 99.01 85.73 
Below 2(.25 99.06 82.46 99.40 88.87 99.59 92.14 99.76 94.57 
All sizes 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 
Concentration 

ratio 0.75 0.73 0.71 0.71 
Souirce: Nauional Sample Survey., "ANote on Snmw Aspecis of Imuoseluh Ownership I folding: NSS 
37th Round [Jnuary-Decemnhr 1182)." Srwvekshlna 11. no. 2:1-1B. 

rights in land, and the existence and functioning of markets for tenan
cies, can also affect agricultural performance negatively or positively. 

In this chapter, I provide an analytical description of India's agri
cultural policies and performance, taking into account the institutional 
setting, the major policies and prmgramis relating to agricultural pro
duction, and crop output and input use since 1950. I will assess the 
impact of the public distribution system andl poverty alleviation poli
cies in rural areas and will conclude the chapter with a brief look at 
future prospects. 

INSTITUTIONAL DEVELOPMENTS 
IN INDIAN AGRICULTURE 

'fhe leaders of the struggle for political independence from British rule 
viewed ameliorating the poverty and misery of the bulk of the rural 
population as one of the major objectives of the postindependence 
state. This poverty was ascribed to the extreme inequality in the own
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TABLE 3.2 SIZE OF HOUSEHOLD OPERATIONAL HOLDINGS 
IN INDIA, 1953/54 AND 1961/62 

1953/54 1961/62 

Size of household Cumulative Cumulative Cumulative Cumulative 
operational holdings 0/%of 'Yoof area % of % of area 
(hectares) households operated households operated 

Below 0.20 34.24" 0.44 8.55 0.32 
Below 0.40 40.23 1.25 17.13 1.27 
Below 1.01 54.80 5.93 39.07 6.86 
Below 2.02 70.71 16.79 61.69 19.18 
Below 3.04 79.95 27.31 74.53 30.91 
Below 4.05 65.58 36.42 81.49 39.88 
Below 6.07 91.11 49.00 89.44 54.08 
Below 8.09 94.42 59.71 93.19 63.66 
Below 10.12 96.09 66.72 95.48 71.05 
Below 12.14 97.28 72.81 96.79 76.35 
Below 20.23 99.09 85.57 98.97 88.40 
All sizes 100.00 100.00 100.00 100.00 
Estimated 

number of 
holdings 
(thousands) 66,659" 50,765 

"Including households possessing lessIthan 0.02 hectare (imublering 4.162 million) and possessing 
below 0.04 hectare (numbering 6.9915million). 
Source: Nalional Commission on Agriculture, Agrarian lleforms, ParlXV of the Report of Ih,!National 
Commission on Agricul:tre (New Delhi: Ministry of Agriculture, 1976), Appendix 67.6. 

ership of land and the existence of a layer of intermediaries between 
the tiller and the stale who claimed rights to the produce from land. 
After independence, the Indian National Congress, the dominant po
litical party of' the freedom struggle, formed the government. It soon 
constituted a committee to make recommendations on agrarian reforms 
as well as on cooperative farming, methods of improving agricultural 
production, and the condition of various rural classes such as tenants, 
subtenants, and landless laborers. This committee strongly held the 
view that land must belong to the tiller and that all intermediary rights 
between the tiller and the state ought to be abolished. It recommended 
that, barring certain relatively minor exceptions, the subletting of land 
be prohibited, tenants be given the right to purchase the holdings they 
were leasing at a reasonable price, occupancy rights be conferred on 
those who had been cultivating a piece of land continuously for a 
period of six years or more, and owners be allowed to resume personal 
cultivation of tenanted land only under certain well-defined condi
tions, including that they put in a minimum amount of physical labor 
and participate in actual agricultural operations (Dantwala 1987). 
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After considering the committee's report, the central and state gov
ernments (the latter have primary responsibility for matters relating to 
agriculture under the Indian Constitution) enacted a number of laws 
regulating agriculture. In some ways these laws had their precedents in 
the laws enacted during the brief period in the late 1930s when popular 
ministries ruled the provinces under the Government of India Act of 
1935 enacted by the British Parliament. In the new laws tax farming 
rights that had been conferred in perpetuity to the so-called zamindars 
by the British were abolished after paying compensation. Other laws 
provided security of tenure, regulated the rents payable by tenants, and 
consolidated fragmented holdings. Laws establishing a ceiling on the 
size of land ownership were also enacted. Many of these laws were 
successfully challenged in the courts and were named unconstitutional 
dleprivations of private property rights, leading the government to 
amend the Constitution within a year of its adoption to exclude land 
reform legislation from the purview of the judiciary. Yet, other than 
zamindari abolition and legislation on tenancy in some of the states, 
the remaining laws, particularly the ceiling laws, were not effective. 
Ceiling laws were largely evaded through subdivision of large holdings 
among members of an extended family and others. One study con
cluded that "the impact of ceiling laws in terms of surplus land re
leased was virtually negligible.. . at 25 acres (10 hectares) ceiling about 
11 million hectares of surplus land should have become available for 
distribution. But even under the scaled-down ceiling limits, only 0.35 
million hectares were declared surplus by 1971/72 of which only 0.16 
million hectares had been acquired for distribution ..... he position 
had not improved up to 1977" (ICSSR 1980: 38). 

The same study noted that in spite of the failure of ceiling laws, a 
relative shift occurred in favor of small and medium owners. This shift 
is confirmed l)v the available data on the size distribution of ownership 
and operational holdings (land owned plus land leased in minus land 
leased out) given in Tables 3.1 and 3.2. The concentration ratio of the 
distribution of ownership holdings has declined a bit and the share of 
land in ownership holdings exceeding 10.13 hectares (25 acres) fell 
from about 36 percent in 1953/54 to 18 percent in 1982. At the same 
time, the share of holdings below 2.02 hectares (5 acres) increased from 
about 16 percent in 1953/54 to 29 percent in 1982. Whether there has 
been a significant increase in the proportion of rural households that 
have no access to land (either through ownership or through various 
tenancy arrangements) and depend on wage income from manual labor 
for more than half their income has not been conclusively established, 
though some have asserted that it is the case and see an unmistakable 
trend toward proletarianization of the agricultural economy. 'fable 3.1 



78 T. N. Srinivasan 

shows that the proportion of households that did not own any land has 
decreased from 23 percent in 1953/54 to 11 percent in 1982. The data 
in Tables 3.1 and 3.2 taken together indicate that the distribution of 
operational holdings is less concentrated than that of ownership hold
ings, suggesting that the land lease market has had a favorable redis
tribution effect. Of course, these data are based on responses to ques
tions in schedules of inquiry canvassed in sample surveys. To the 
extent the respondents deliberately falsify the information they provide 
in order to conceal fraudulent transfers and partitions of the large hold
ings, the data will be biased. Unless both transferors and transferees 
have to falsify in a consistent way, however, this bias may not be 
quantitatively significant. 

Apart from reform of the rights of land ownership that the laws 
discussed above addressed, the issue of the organization of production 
also confronted the policy makers. When the First Five-Year Plan for 
national development was formulated in 1951, it was thought that each 
village community would manage the entire area of the village, both 
cultivated and uncultivated, as if it were a single farm. Although actual 
cultivation would be arranged in family holdings, planners also envis
aged a form of cooperative farming by households. It turned out that 
the idea of coopurative farming (lid not find political acceptance. A 
1976 repo't of the National Commission on Agriculture compared three 
alternative organizations, with privately owned, large, capitalist, mech
anized farms run with family and hired labor at one end and perhaps 
equally mechanized, collectively owned farms run with communal la
bor at the other. The report named small peasant farms run with family 
labor supplemented with labor exchange with other fhmilies and occa. 
sional hired labor as most appropriate under Indian conditions (Nation
al Commission oi Agriculture 1976b: 154). 11 many ways this conclu
sion is essentially a reiteration of the view expressed by the Royal 
Commission on Agriculture in its report in 1928: "India is still preem
inently the land of small holders and the typical agriculturist is still the 
man who possesses a pair of bullocks and who cultivates a few acres 
with the assistance of his family and occasional hired labour. He re
quires all the help that science can afford, and which organisation, 
education and training can bring within his reach" (National Commis
sion on Agriculture 1.976a: 126-27). The actual trends in the size dis
tribution of farms have not quite conformed to this preferred pattern, 
however, mainly because of the nature of the technical change in ag
riculture. 

The introduction of the high-yielding dwarf varieties of rice and 
wheat (and hybrids for other cereal crops) in the mid-1960s placed 
middle-sized farms in an advantageous position relative to both very 
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small and very large farms. Although this technology was by and large 
scale neutral, access to a controlled source of water, to credit for the 
purchase of fertilizer, and to electricity or diesel for running irrigation 
pumps was decidedly not. Middle peasants had considerably better 
access to subsidized formal credit and informal credit than did very 
small farmers, while government policy precluded the provision of 
subsidized credit to very large farmers. The fragmentation of holdings 
and lumpiness of investment in a deep tubewell or in energizing a 
shallow well made such investment infeasible for small farmers. On the 
other hand, very large farms, except those located in the command 
areas of major irrigation reservoirs, did not have adequate irrigation 
potential. 'Thus, the middle peasants, aptly named bullock capitalists 
by the political scientists Rudolph and Rudolph (1987), have prospered 
economically with the advent of the new technology. Unsurprisingly, 
they have also organized themselves politically to safeguard their pros
perity by ensuring that various public subsidies, investments, and ex
penditures benefiting them are maintained and expanded. 

The available data on the extent of tenancy suggest that it has been 
declining. ICSSR (1980: 37) reports that the area under tenancy de
clined from nearly a fifth of the total operated area in 1953/54 to about 
a tenth in 1971/72, most of the decline having occurred by 1961/62. In 
1982, according to the National Sample Survey (1987), the proportion 
of area leased out to total area owned by those owning some land was 
4.30, and the proportion of area leased into total area owned was 7.47. 
These figure:; imply that tenanted area was roughly 7 percent of oper
ated area. The ICSSR (1980) re)ort recognizes that the data may over
state the extent of the decline, since in those states where tenancy had 
been legally abolished it was known to exist under informal arrange
nments. There may even have been an increase in tenancy since the early 
1980s. The coml)arative advantage of middle-sized farms with respect 
to the green revolution technology may have induced the middle farm
ers to lease in land from both large and small owners. Unlike tenants in 
earlier years, however, who had little land of their own and were at the 
mercy of the landlords, the mid(le-farmler-cmin-tenant has more bar
gaining power with the owners of tenanted land. 

Another major institutional feature of the rural scene in the imme
diate postindependence years was that the commercial banks and other 
institutions providing formal credit were virtually absent from rural 
areas except possibly the land mortgage banks in some states. This 
meant that the rural population, including farmers, tenants, and labor
ers, depended on the informal markets for their credit needs. Tradi
tionally the informal lenders included the proverbial moneylenders 
and the richer members of the community, particularly the landlords. 
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TABLE 3.3 SHARE OF INSTITUTIONAL CREDIT IN 
OUTSTANDING DEBT IN INDIA, 
1951/52--1981 (PERCENTAGE) 

Institutional Noninstitutional 
Year credit credit 

1951/52 12.3 87.7 
1961 18.4 81.6 
1971 .31.7 68.3 
1981 63.3 36.7 
Source: D. K. Desai, "Institutional C:edil Requiremenls for Agricultural I'rouiction-2000 A.D.," 
Indian Journal of Agricultural Economics43, no. 1(1981): Table 1. 

The bulk of the borrowing was for consumption purposes. The conven
tional wisdom about such borrowings was that lenders charged usuri
ous interest rates and caused poor, illiterate, and uninformed borrow
ers to become so heavily indebted that they would never be able to 
repay as a way of alienating land and other assets that borrowers may 
have pledged as collateral. Also, whien landlords and traders were lend
ers, they tended to link their credit transactions with tenancy, labor, 
and output marketing transactions so that the terms of lending, crop 
share, wage rates, and price of output became interrelated. There is a 
considerable literature that views such interlinking as exploitation by 
the economically powerful of the economically weak. A more modern 
view is that interlinking need not necessarily be exploitative but may 
simply represent the response to moral hazards and default risks in a 
world of asymmetric information and incomplete markets (Stiglitz 
1988). Be that as it may, the decennial surveys of rural indebtedness 
conducted by the Reserve Bank of India show that since 1969, when all 
major commercial banks were nationalized and initiated a palicy of 
expanding banking into hitherto unserviced rural areas, the depen
dence of the rural population on noninstitutional informal credit ap
pears to have been weakened considerably. Table 3.3 proviles the rel
evant data. Bell (1990), however, has questioned the reliability of these 
data. It should also he re(. ied that tlh( adoption of the green revolution 
technology introduced in the mid-1A60s requires substantial credit, 
both for long-term investment in irrigation and draft power and for 
working capital for the purchase of chenical fertilizers, pesticides, fuel 
and power, and even for wage payments for hired labor. Thus, besides 
an apparent shift away from informal sources, there was also a shift 
after the early 1970s toward borrowing for production purposes rather 
than for consumption. 

It was mentioned earlier that the National Commission for Agricul
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TABLE 3.4 	 DISTRIBUTION OF PERSONS AGE FIVE AND ABOVE 
BY CURRENT WEEKLY ACTIVITY STATUS IN INDIA, 
1977/78 AND 1983 (PERCENTAGE) 

Rural Urban All India 
1977/78 1983 1977/78 1983 1977/78 1983 

Working 44 40 36 34 42 38 
Self-employed 29 25 15 14 25 23 
Regular employee 4 4 16 15 6 6 
Casual labor 11 11 5 5 10 9 

Unemployed 2 3 3 4 2 3 
Not in labor force 54 57 61 62 56 58 
Total populacion 100 100 10( 100 100 100 
Share of wage labor 

in working 
population 34 38 59 59 38 39 

Soirce: National Samp, v Survey. "Resilts of the Siecond Quiniquennial Survrwy on Emnploymnent andI inreri jlrrymrnt," .Sar'ukshrnra5, . 1 and 2 (1!t 1}li;"Preliinaory Results f the Third Quiinquienniau 
Sirvify (II EImployient and thrrplynienlt, lased on First 'rc Stlrrounts Data," Sanekshina 9. 
not. 4 [1986). 

ture opted for peasant farming as a production organization and ex
pected that by and large the labor requirements for cultivation would 
b met by household labor. The occupational pattern of the popula
tion of working age in rural areas is consistent with this view of the 
labor market. Most of the participants in the labor force are self
employed (Table 3.4). Wage employment is the occupation of about 
a third of those working, although, as briefly mentioned earlier, some 
see an increasing trend in this prol)ortion. It is clear that the labor 
market as an institution has functioned efficiently in the sense of gen
erating a diverse set of arrangements to suit the risks associated with 
the diverse agroclinmatic conditions of Indian agriculture and the dif
ferential factor endowments (land labor and draft power) of rural 
households. These include employment and self-employment as culti
vators, as casual agricultural laborers on a daily basis, as attached farm 
servants for a whoel '-rop season or crop year, as seniattached laborers 
with an obligation 1: s;er-,e the employer when called but otherwise free 
to engage in any other activity, and as part of a team of contract labor
ers. In addition to migrating to nearby towns and distant cities within 
a stato, rural workers from one state migrated to other states in search 
of employment in agriculture. The most cited example of suh migra
tion is that of migrant agricultural workers from the slower-growing 
and poorer eastern state of Bihar to the faster-growing and richer north
western states of Haryana and Punjab since the advent of the green 
revolution. 
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AGRICULTURAL DEVELOPMENT POLICIES 
SINCE INDEPENDENCE 

Policies that affected or were expected to affect the pace and character 
of agricultural growth can be broadly divided into six categories rang
ing from broad-based to specific and from direct to indirect: 

1. 	official campaigns to augment agricultural output, selective 
area-based programs, and package programs around nontradi
tional technologies 

2. 	 public investment and public sector outlays, including current 
expenditures devoted to agriculture in the five-year plans 

3. 	direct and indirect taxes affecting agriculture, including vari
ous taxes, subsidies, andi quantitative restrictions affecting pro
duction, consumption, and foreign trade: and the public dis
tribution system (PDS) of subsidized rations of foodgrains, 
sugar, and ecble oils provided to urban rcsidents, the supplies 
for which are obtained in part from purchases at below open 
market prices from )roducers 

4. 	 other price and inventory policies, including price support 
policies, crop insurance schemes for encouraging adoption of 
risky technologies that raise average output, and a buffer stock 
policy that is meant to stabilize prices 

5. 	 credit policies 

6. 	 poverty alleviation policies that work primarily through the 
income generation process in agriculture 

General and Selective Production-Oriented Policies 

During World War II, with the Japanese occupation of Burma and the 
disruption of shipping lanes, imports of essential food article- includ
ing foodgrains became risky and uncertain. The colonial government 
responded to this in two ways. It controlled (ldemand by instituting 
statutory rationing of scarce agricultural commodities in urban areas, 
cordoning off rural areas with agricultural surplus, and regulating the 
exports of the surl)ls to other areas. It encouraged production under a 
Grow-More-Food Campaign initiated during the second half of the war. 
This campaign was later modified, extended to includc cotton and jute, 
and :renamed the Integrated Production Programme. In 1946, a year 
before independence, the (:olonial government issued a statement on 
agriculture and food policy in India, whose overriding objectiv,2 was 
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"to lead the country away from the menace of famine to a new vigour 
and prosperity." The statement included ten cardinal objectives run
ning the gamut from production, equity and efficiency, and consump
tion to prices and research. It also identified ten priority measures and 
twenty-six other measures in a program of action and assigned specific 
roles to the central and provincial governments (Sarnia 1974). The par
tition of the country at independence in 1947 and the related disloca
tions made this statement largely nonoperational. 

The First Five-Year Plan (1951-1956), into which the Integrated 
Production Programme had been essentially merged, accorded the 
highest priority to agriculture, including irrigation. Policy measures 
relating to land reform and tenancy reform were included in the plan, 
as discussed in the previous section. Largely because of favorable 
weather conditions, the production targets of the plan were more than 
achieved. This perhaps led to some complacency on the part of the 
planners when they put together the considerably more ambitious Sec
ond Fivu--Year Plan (1956-1961). As the weather turned less favorable, 
the production of foodgrains fell from its peak value in 1953/54 and 
stagnated for the next few years. With the growth in demand arising 
from growth in per capita income and population, a situation of excess 
demand and consequent upward pressure on food i)rices developed,' 
coinciding with the foreign exchange shortage arising froim massive 
imports that the ambitious second plan generated. With little foreign 
exchange available to pay for food imports at world market prices, 
concessional imports under U.S. Public Law 480 had to be sought. The 
emerging food crisis led the Ford Foundation to assemble a team of 
experts to inquire into India's food problem. 

The team gave its report in 1959 (Ministry of Community Develop
ment and Cooperation 1959). Based on this report, the government 
initiated a program known as the Intensive Agricultural District Pro
gramme (IADP) in 1960 in seven districts and later extended it to six
teen districts. This program was aimed at increasing food output in a 
relatively short time and hence focused on those districts that had the 
highest potential for rapid growth. The policy innovation consisted of 
providing a package of inputs that would raise the profitability of cul
tivation. Indeed the program was popularly called the Package Pro
gramme. The idea of the application of a pa(kage of practices was then 
extended to larger areas with either irrigation or assured rainfall. It 
came to be, called the Intensive Agricultural Area Programme (IAAP) 
and covered about 1,200 community development blocks in addition to 
the 300 blocks already covered under IADP. A number of studies eval
uating the IADP and IAAP are available. The (quantitativeeffects of the 
two programs on aggregate output were not large, for without technical 
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change, the potential for increasing yields through intensive cultiva
tion of traditional varieties using heavy doses of fertilizers and other 
inputs was limited. 

The technological breakthrough came with the importation ofseeds 
of dwarf varieties of wheat and rice in the mid-1960s. Because of their 
short stature, these varieties did not lodge when heavy with grain, and 
hence could withstand heavy doses of fertilizers and provide high 
yields. Indian agricultural scientists and plant breeders then devised 
other varieties, based on these seeds, that suited Indian agroclimatic 
conditions and the tastes of the Indian population. These rice and 
wheat varieties and im)roved varieties of corn and sorghum formed the 
foundation of the New Agricultural Strategy launched in 1965. 

Although the new varieties gave somewhat higher yields than tra
ditional varieties even on unirrigated land with little or no use of chem
ical fertilizer, their potential was greatest with controlled irrigation and 
adequate use of fertilizers. It was natural that the new strategy focused 
on those areas with controlled irrigation. Whether the use of available 
fertilizers should be concentrated on these varieties or should be spread 
thin over all varieties was debated. Given diminishing marginal returns 
to fertilizer use, spreading would have been more appropriate. The 
strategy. however, called for concentration. Since farners using these 
varieties had a greater requirement for purchased inputs and hence for 
credit, access to credit became an important issue. Although early on 
there was some apprehension that the new strategy would accentuate 
income inequalities within the agricultural community and regional 
disp-.rities arising from differences in irrigation and other endowments, 
the evidence accumulated over the two and a half decades since the 
introduction of the strategy has shown that these apprehensions were 
Lxaggerated. 

It should be mentioned that even before the Ford Foundation 
team's report, the government had decided to establish agricultural 
universitics based on the model of land-grant colleges in the United 
States. The first of these universities was established in Pant Nagar in 
the state of Uttar Pradesh. Since then each of the major states has 
established its own agricultural university. Although not all are equally 
effective, the contributions of the Punjab Agricultural University at 
Ludhiana and the Pant Nagar University to the success of the green 
revolution have been significant. 

Agriculture in the Five-Year Plans 

Western economists and others have persistently criticized the plan
ners of Indian five-year plans for neglecting agriculture until the steep 
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fall in food output in the two disastrous drought years of 1965/66 and 
1966/67. The consequent need to import food at a high political cost, 
say the critics, forced Indian planners to change. This view is at best an 
exaggeration and at worst a distortion of history. This neglect is often 
inferred from the decline in the share of agriculture in the plan outlays 
since the first plan. It is not obvious that the only measure of emphasis 
or neglect of a sector is the proportion of total investment allocated to 
that sector. Nor is it demonstrable (at any rate it has not been demon
strated by the critics) that additional investment in agriculture would 
have yielded substantial returns before the availability of the new tech
nology in the mid-1960s. Even based on this admittedly crude and 
arguably inappropriate comparison, however, the planners could not 
be accused of neglect of agriculture. On the basis of data provided by 
the Planning Commission, the World Bank put together the sectoral 
composition of real outlays and actual output levels in comparison 
with targets in all the plans. These data are presented in Tables 3.5 and 
3.6. Remarkably, except for the First Five-Year Plan, which in many 
well-known ways is an exception, the share of agriculture together with 
irrigation and flood control has remained virtually constant, within the 
range of 21-24 percent. Even the share of agriculture alone does not 
vary much. Further, agriculture does not do worse than other sectors in 
the ratio of achievements to targeted output levels in successive plans. 
Thus, the alleged "neglect" of agriculture cannot be traced to a declin
ing share of plan outlays or to its failure to achieve targets to a greater 
extent than other sectors. 

A major part of public investment in agriculture went for the con
struction of irrigation reservoirs and distribution systems. Irrigated ar
eas increased from about 22 million hectares in 1950/51 to about 74 
million hectares in 1990/91. In the officiail statistics any plot of land 
that is irrigated at least once in a crop season is counted as an irrigated 
plot. Since no information about the adequacy and intensity of irriga
tion from the perspective of the crop yields is available, the official 
statistics of irrigated area might overstate the contribution of irrigation 
to output growth. For a num)er of reasons, there has also been an 
increasing gap between the irrigation "potential" created by invest
ment and its actual use. For example, as of the end of the sixth plan in 
1984/85 the potential created wa,; 68 million hectares, while the use 
was 60 million hectares. To some extent this difference may be more 
apparent than real, because of the overestimation of the potential under 
the mistaken assumption that faimers will spread irrigation water over 
a large area to protect crops against stress when deprived of moisture 
owing to a lack of rainfall. Instead, farmers. in their choice of risk
return combinations, often opted for using, water more intensively to 



TABLE 3.5 ACTUAL PLAN OUTLAYS FOR AGRICULTURE AND IRRIGATION IN INDIA, 
1951/52-1990 (ANNUAL AVERAGES AT CONSTANT 1970/71 PRICES) 

First Second Third Annual Fourth Fifth Sixth Seventh' 
Plan Plan Plan plans Plan Plan Plan Plan 

(1951/52- (1956/57- (1961/62- (1966/67- (1969/70- (1974/75- (1980/81- (1985
1955/56) 1960/61) 1965/66) 1968/69) 1973/74) 1978179) 1984/85) 1990) 

1. Agriculture and allied programs 
Billions of rupees 1.09 1.79 2.66 2.64 3.02 5.33 9.46 33.38 
% of total outlays 12.04 9.71 9. 10.24 10.68 i2.33 13.85 14.17 

2. Irrigation and flood control 
Billions of rupees 1.75 2.07 2.90 3.05 3.35 4.25 6.88 17.64 
% of total outlays 19.34 11.23 10.89 11.84 11.85 9.83 10.07 7.49 

3.1 + 2 
Billions of rupees 2.84 3.86 5.56 5.69 6.37 9.58 16.34 51.02 
% of total outlays 31.38 20.94 20.87 22.08 22.52 22.16 23.92 21.66 

4. All sectors 
Billions of rupees 9.05 18.43 26.64 25.77 28.28 43.23 68.30 235.6 

"Provisional. 
Source: World Bank. private communication. 



TABLE 3.6 ACHIEVEMEJT OF PLAN TARGETS IN INDIA, 1951/52-1990 (PERCENTAGE OF PLAN TARGET) 

First Plan Second Plan Third Plan Fourth Plan Fifth Plan Sixth Plan Seventh 
(1951/52- (1956/57- (1961/62- (1969/70- (1974/75- (1980/81- Plan 
1955/56) 1960/61) 1965/66) 1973/74) 1978/79) 1984/85) (1985-1990) 

Plan outlays (in constant 1970/71 prices) 
Agriculture and allied programs 77 78 78 69 123 91 110 
Irrigation and flood control 93 84 92 93 83 65 76 
Industry and minerals 54 110 80 68 124 80 105 
Power 92 91 107 95 71 82 89 
Transport and communications 96 79 111 76 118 81 120 
So:al services 90 69 87 78 98 70 8 
Total 88 85 92 79 95 80 90 

Infrastructure (increase over plan period) 
Fertilizer --onfumption (per year) n.a. n.a. 39 28 
Gross irrigation area 30 34 48 89 
Electricity 

Irstalled capacity 51 64 65 47 
Generation (per year) n.a. 75 66 n.a. 

Railway freight (per year) n.a. 66 52 -31 

Annual production (increase over plan p.riod) 
Foodgrains 187" 136" -14" 19, 
Coal and lignite 119 76 31 27 
Finished steel 75 37 46 6 
Fertilizers 71 18 19 24 
Petroleum products n.a. 400 92 41 
Cement 95 38 62 43 
Cotton cloth 120 32 42 3 

Gross domestic product (annual growth rate over plan period)' 
Agriculture n.a. 82 2 34 
Mining and manufacturing n.a. 68 55 56 
Other sectors n.a. 119 108 67 
Total 178 87 56 52 

n.a.= [lot available.
 
NOTE: Targets and achievements have been comparcd on an annual average basis. Source does not give data for Fifth through Seventh plans.

"Actual increase in foudgrain production has been calculated as difference between average production *n three years centered on last year, and production in base year
 
of each pim.
 
'For actual domestic product, trend growth rates have been calculated by least squares estimation.
 
Source: World Bank. private communication.
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raise the yields of high-value crops in a smaller area. Another reason is 
the lack of coordination between public investment in reservoirs and 
main channels and private investment in field channels. To the extent 
there is a time lag between the creation of potential and its use, to that 
extent the return from irrigation investment is lower than it could have 
been. 

Investment in railways, roads, electricity generation, and commu
nications, while providing the infrastructure for the whole economy, 
also furtlered agricultural growth. Given the priority accordled to food 
production in the various )lans, whenever there was a power shortage, 
nonagricultural users were made to al)sorb most of it. Radio programs 
for farmers that disseminate knowledge about better agricultural prac
tices and newer technologies have been broadcast for several decades. 
Since the introduction ol'television, community television sets have 
been provi(led in many villages and once again special programs for 
farmers are telecast. Given the high adult illiteracy among the rural 
population, the radio and television broadcasts are important means of 
communicating new knowledge. 

Current public expenditures on agriculture include those on crop 
production, irrigation, livestock and dairy development, area develop
ment, and soil conservation as wel! as on community development and 
cooperatives. These expenditures have grown substantia1y faster than 
real income andi are estimated to account for a)out 3 percent of gross 
domestic product in 199J/91. Only a puot of the expenditure is recov
ered from farmers (see the following section for estimates of suLbsiClies). 
The current expendituves includhle exl)enlitures on agricultural re
search, training, and extension. The establishment of agricultaral uni
versities has already l(;inmntiomied. Even before independence, 
higher education in agricuItt re w;," organ izedI in Coialbatore in south 
India in 1878 and Pune in west ,.::i in 1890. An agricultural research 
'ustitute was established inl PUsa iT.'bc eastern state of Bihar in 1905. 
This institute was later shifted tc Deill,! iid became ti major research 
organization devoted to agriculture. tnt:, its aiisli:-.s several exper
imenta! stations were established iv (Iiffereat parts of the country. In 
the postindependence era the institute carried out several experiments 
on different crops and varieties to (etermine their response to various 
doses of fertilizers (nitrogenous, phosplhoric, and poiassic), boti under 
the strictly controlled cnvironment ofdxperinient stations and on farm
ers' fields. As mentioned earlier, IIhe plant sciciotists at this institlte 
contributed significantly to the development of' a tiumber of high-yield
ing dwarf varietieF of rice and wheat that were resistant to droughls and 
pests and yielded grain that met the requirement of Indian tastes. An 
extension network was also created to provide knowledg, and advice 
about the new varicties and better methods of cultiVation. It used the 
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services of a trained worker, called the village level worker (VLW) in 
each village, though extension was only one of the many responsibil
ities of the VLW. 

Taxes, Subsidies, and Quantitative Restrictions 
in Agriculture 

Agricultural income at the personal level has been largely exempt from 
central income taxes, and state agricultural income taxes are minor. 
Taxes on landholdings, which used to be important sources of revenue, 
have been vastly reduiced. In 1950/51 land taxes accounted for nearly 8 
percent of the tax revenue of the central and state governments. By
1990/91, this percentage had fallen to less than 1 percent. Estate duties 
and wealth taxes have raised only limited revenue from farmers. Thus 
the direct tax burden on agricuIlture is relatively light and getting 
lighter. 

Among the indirect taxes, taxes on exports of jute, raw cotton, tea, 
and a few other minor agricultural commodities were significant in the 
1950s and 1960s. But export duties have been negligible at least since 
the early 1970s. Although some of the excise and sales taxe, at the state 
level may involve agricuIlt ural commodities, they are unlikely to be of 
major significance. Thus agricuItural output is largely free of explicit
indirect taxes as well. Of course, the rural population and agricultur
alists among them bear their share of indirect taxes on manufactured 
consumer and intermediate goods. And, above all, tile indirect effects 
of industrial protection anrt overvalued exchange rates on agricultuire
 
have been considerable.
 

Before tuirning to explicit and implicit taxes and subsidies on out
put and consumption of agricultural commodities, I will turn to taxes

and subsidies on agricultural inputs. First of all, irrigation water from
 
public reservo'rs is heavily subsidized. Irrigalion charges levied 
 on 
farrmers do not even cover the cost of maintaining irrigation reservoirs 
and canals, let alone contribute to an adequate retturn on capital in
vested. The eitimated losses on irrigation projects, defined as the dif
ference between current expenditure on tIle operation of the projects
and irrigation charges, amounted to about 0.5 percent of GDP in 1989/
90. Obviously, this is an underestimate since it did not allow for an 
adequate rate of return on ca)ital invested in computing operational 
expenses. Second, concessions granted on electricity sold by the state 
electricity boards accounted for a large part of their losses amiunting to 
over 1 percent of GDP in 1989/90. Once again these are underestimates,
for the same reason as mentioned in the case of irrigation losses. Third, 
subsidies on fertilizers amounted to nearly 1 percent of GDP in 1989/
90. Fourth, subsidies on livestock development and assorted poverty 
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alleviation programs that are agriculture based are estimated at about 
1.5 percent of GDP again in 1989/90. At a minimum, therefore, agri
culture-related subsidies accounted for 4.0 percent of GDP in 1989/90. 

The only implicit tax on agricultural output is that associated with 
procurement at below-market prices of foodgrains and( a few processed 
agricultural commodities including sugar for the public distribution 
system. It has been suggeste(d, most notably by Dantwala (1967), that 
the overall effect oni producers of the procuremn,t and p)ublic distri
bution system is a price subsidy to producers of grain. He argued that 
the subsidized (listribution of a limited quantity of foodgrains rei oves 
poor consumers with price-elastic (emand from the market, so that the 
price received by the producers on their open market sales to price
inelastic consumers call raise their total revenue from procurement and 
open market sales above what they woul have been in the absence of 
the system. One need not take a stand on this empirical issue, since in 
recent years procurement prices have not been significant ly below mar
ket prices and as such the implicit tax, if any, has been negligible. The 
difference between the 1price of a so-called levy sugar that manufactur
ers are require(l to deliver to the public (listribution system and the 
open market price is significant, but this is at the first instance a tax on 
sugar manufacturers rather than on suigarcane cultivators. The subsidy 
on the public distribution of foodgrains, however, has been substantial. 
In 1989/90 these amounted to about 0.7 percent of GDP. 

The more important quantitative restrictions affecting agriculture 
presently are those relating to foreign trade. In the immediate postin
dependi.nce period, however, interstate (and even interdistrict) move
ments of foodgrains by private traders from surplus areas were prohib
ited. This prohibition was meant to make it easier for the public 
authorities to procure grains for the public distribution system from 
surplus districts since the ruling market prices would be lower than 
what they would have been with no such )rohibi;tion assuming that 
the amounts procured fall short of what would have been exported 
from these areas. Of course this blunted incentives for production in 
surplus areas and encouraged production in deficit areas by raising 
marke[ prices above what they would have been under free movements. 
The market segmentation and violation of regional comparative a(van
tage arising from such a )rohibition imlosed a (leadweight loss, and 
many economists argued the case for and succeeded in achieving its 
abolition. 

Foreign trale in several agricultural commolities (raw and pro
cessed) is canalized through state trading agencies. Canalization meant 
that world market lrices and prospects did not necessarily de
termine the trading decisions-indeed the domestic market was to a 
considerable extent insulated from movements in world prices. For 
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FIGURE 3.1 INDEX OF RICE PRICES IN INDIA, 1971/72-1987/88 
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Source: International Rice Research Institute (IRRI). World Rice Statistics, 1987. (Los 
Banos. The P~hilippines: IRRI. 1918). Table 93; Minislry of Fintance. Economic Su rey' 
1991-92. (N(ew Delhi: Controller of Publications, 1992), Tahle 5.2. 

example, in Figures 3.1 and 3.2 the trends in world export and Indian 
wholesale prices of rice and wheat are shown. The movements in the 
two prices do not match For either crop, although the two seem to be 
converging for rice. It is clear that domestic prices fluctuated much less 
around an increasing trend compared with world prices. Even those 
commodities that were not so canalized were subject to arbilrary re
strictions at times; a notorious example is the ban oi onion exports at 
the time of the general elections in 1980. Onions are an essential in
gredient in Indian cuisine, and a spurt in domestic prices on the eve of' 
the elections due to strong export demand from West Asia was viewed 
with alartn by the party in power! 

Price and Buffer Stock Policies 

Apart from setting procurement prices for purchases for the public 
distribution system from producers and issue prices at which rations 
are sold to urbati consumers, the government also sets ininlimum sup
port prices for a number of grain and fiber crops and statutory mini
mum prices that processors are required to pay growers for sugarcane, 
jute, and tobacco. The support prices were prices at which the govern
ment stood ready to buy whatever quantities were offered. The ratio
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FIGURE 3.2 INDEX OF WHEAT PRICES IN INDIA, 1971/72-1987/88 
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valo ior the policy of price supports is to reduce the risk from a collapse 
of market prices in a bumper harvest in part because of the belief that 
anticipation of such a collapse would keap producers from adopting 
yield-raising innovations. The statutory minimum prices are meant to 
ensure that relatively few and powerful proc,-ssgrs do not exploit mil
lions of relatively weak producers. 

The procurement prices for wheat and paddy were set at a level 
higher than support prices because they applied to limited purchases 
for the public distribution system in all years, good and bad, while 
support prices were meant to be effective for unlimited purchases in 
those good years of very large harvests. Indeed, until the onset of the 
green revolution the support prices were never invoked and the open 
market prices were sufficiently above procurement prices that pur
chases for the public distribution system involved taxation of produc
ers. With the rapid rise in the output of wheat (and later rice) that 
accompanied the onset of the green revolution, however, market prices 
began to drift toward procurement prices. At the same time a newly 
organized farm lobby campaigned successfully for raising procurement 
prices so that the government in fact bought whatever was offered at 
those prices and not just the amount needed for public distribution. 

With purchases exceeding the needs of the public distribution sys
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tem, the government was forced to accumulate increasing foodgrains
stocks, particularly after the mid-1970s. Stocks reached a peak of 25
million tons at the end of 1984/85. With the shortfall in purchases and 
an increase in the off-take from the public distribution system during the 
severe drought years of 1987 and 1988, the stocks were depleted to less 
than 10 million tons. As of the end cf 1991 Ihe stocks were only 14.7
million tons. Given the high cos! of storage and the losses due to spoilage,
however, not to mention 1he consumption by rodents because the grain 
was often stored in open areas, it is debatable whether the social benefit 
of such a stock policy exceeded that of other alternative policies in
chiding the use of foreign trade and exchange reserves as a means of 
smoothing domestic consumption of grain in the face of fluctuating 
output. 

Before closing this section, I should make a brief reference to the 
continuing debate about tile feasibility and efficacy of influencing the 
terms of trade between agriculture and industry (or alternatively be
tween rural and urban areas) to extract the food and other surpluses
needed to support rapid industrialization. An early contribution to this 
debate was Evgenii Alexeyevich Preobrazhensky's entrance into the 
Soviet policy discussion in the 1920s. It was resumed in the develop
ment economics literature in tile 1950s (see Sah and Stiglitz 1984 for a 
recent discussion). In the Indian context, a distinguished political
economist on the left of the political spectrum, Ashok Mitra, argued
that "in recent years the domestic terms of trade in the country have 
moved continuously in fhvour of farm products in general, and within 
the agricultural sector in fiavour of those specific crops that are mar
keted by ... the richer sections of the peasantry." This shift in terms of 
trade can be viewed as 'mirroring a political arrangement entered into 
by tile urban bourgeoisie with the rural oligarchy" (Mitra 1977: 141). 1 
have shown elsewhere that this view had little empirical support and 
the terms of trade shifted against agriculture soon after Mitra's book 
was published (Srinivasan 1986)! 

Credit Policies 

The National Commission on Agriculture (1976a) traced the evolution 
of the institutional financing system for agriculture to the adoption of 
the Cooperative Credit Societies Act of 1904 by the colonial govern
ment. rhe various enquiries and studies during the preindependence 
era pointed out that almost all farm credit was sup)lied by inoneylend
ers at high interest rates. The government periodically passed measures 
for debt relief and attempted to control moneylending through ceilings 
on chargeable rates of interest and prohibition of the seizure ojf land 
and other specific property items of agriculturists in default to money
lenders. 
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In the postindependense period until the nationalization of com
mercial banks, the cooperative system was viewed as the most suitable 
for administering farm credit. By the time the first All India Rural 
Credit Survey was undertaken in the early 1950s, however, the coop
erative system accounted for only 3.1 percent of the total borrowings of 
cultivators. The National Development Council, which included the 
prime minister "Ind the chief ministers of the states, recommended in 
1958 that conditions should be created so that every rural peasant and 
worker would be attracted to join the village cooperative. After a com
mittee appointed in 1961 (evised policies in this regard, the govern
ment declared that cooperatives were to he the sole institution to pro
vide agricultural credit. Five years later another committee (appointed 
in July 1966), called the All India Rural Credit Review Committee, 
came to the conclusion that noninstittutional sources still accounted for 
over 8(, percent of total agricultural credit in 1961/62. Based on the 
recommendation of this committee, the government took several steps 
to) provide administrative, technical, and supervisory support to the 
cooperative system. An Agricultural Refinance Corporation (ARC) was 
set up in 1963 to help cooperatives andI commercial banks expand their 
term lending and to assist them in project formulation, appraisal, and 
refinance. In spite of supervision by the Reserve Bank of India and 
support from other government agencies, the cooperative system has 
succeeded only in some parts of the country. Ii others, cooperative 
credit societies are in a inorihiund state burdened by overdues, most 
often of members who wield political and economic power. 

The commercial banks were nationalized in 1969 and were di
rected to open new rural and semi urban branches. Each district was 
associated with one of the nationalized commercial banks and had a 
lead bank for the district that would plan for and provide agricultural 
credit. In 1975 the ARC was reorganized into the Agricultural Refi
nance and Development Corporation and was given special responsi
bility for meeting the credit requirements of less-developed regions and 
weaker sections of the riral society. At the same tine Regional Rural 
Banks were esiablished to focus exclusively on the weaker sections. 
Finally, with the establishment of the National Bank for Agriculture 
and Rural Developmeat in 1982, an institution at the apex of the net
work of rural credit agencies was created (Gadgil 1986). 

According to Desai (1988), total institutional credit grew c( a com
pound rate of over 16 percent a year in the decade after 1974/75, with 
credit from commercial banks growing at a faster rate of 22 percent a 
year. Further, the share of cooperatives declined from 84 l)ercent of 
short-term credit in 1974/75 to 64 percent in 1984/85, while the share 
of commercial banks increased from 16 percent to 36 percent. The 
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TABLE 3.7 	 INSTITUTIONAL CREDIT IN INDIA, 1980/81
 
AND 1981/82
 

Credit per hectare, Percentage of lPercnitage 
1980/81 area operated, of total credit,

Size of farm (rupees) 19l1/82 1981/82 

Marginqil (up 	to I hectare) 311 26" 43-
Small (1-2 hectares) 261 
Medium (2-4 	hectares) 196 E1 24 
Large (above 4 iectares) 120 23 33 

Total 179 100 101 
Includes hoth swal! and imarginal h-1rm1s. 
S;ource:1). K. lh-sai, "Institutional Credit Roquirements fo~rAgrictilltral IProduction-20O00 A.D).:" 
Indian oirnl (,j AvricilutIur)l:'m ict 3 (111H): am V1.nijs 4.1.m. 'Tabhs V 

change with respect o longer-term credit was even more dramatic. The 
share of cool)eratives declined from 69 percent to 30 per:mit during the 
same decade. The distribntion of credit p('r hectire of land owned 
(though not total amount) was heavily in favor of small farms (see Table 
3.7). Desai also found significant correlation coefficien ts of 0.6 and 0.8 
across states between his index of agricultural development based on 
twenty-nine 	indicators and short- and long-term credit supply respec
tivelv. 

Poverty Alleviation Policies and Agriculture 

In an economy in which nearly 75 percent of the people live in rural 
areas and two-thi (s of' the labor force dependls on agricuIlthre for eni
ployment, it is hardly surprising that an overwhelming majority oflthe 
poor live in rural areas and that their 'utures are significantly affected 
by agricultural (levelopmenl. Indeed, as mention(d earlier, the propor
tion of the rural population deemed poor (having a monthly per capita 
household con:;u11)1ion expenditure of Rs. 15, or USS3. at 1960/61 
prices) fl uctuated between a low of 39 iercent in1,960/61 and a high of 
56.5 percent doiring the second s :ccessive drought year of' 1967/68

with no significant time trend over the y'ears 1956/57 to 1973/74. The
 
fluctuations were closely correlated with fluctuations inreal agricul
tural output per capita. The pl)oortions of rural poor in1977/78 and
 
1983 were 40 per(:et and 33 percent respectively (Tendulkar 1987).
 
The official figures for the proportion of rural poor for 1977/78, 1983/
 
84, and 1987/88 are respectively 48.3 percent, 37.4 p)ercent, and 29.9
 
)ercent (Ministry of' Finance 1992: 126). Ithas been stiggested that 
these three figures infact represent a downward trend attributable to 
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the impact of an increasing amount of resources spent oi policies to 
alleviate rural poverty. Since tile poor anmong the rural population are 
mostIv agricultural laborers and cultivators of siall holdings, it is nat
ural that the specific prograns were designe( to provide additional 
employment o)l)ortunities to workers and to ilnrease net income from 
cultivation. 

A number of such rural development prograosn were executed 
through a )lethora of' agencies. The Small l"arnmers l)evelo(pnent 
Agency (SFDA) was initiated in 196t9/70 to meet till (:re(lit needs of 
small farnmers. The Agency for lDevelopment of Marginal Farmers and 
Agricultural Laborers (NIIAL) was initiated in 1969/70 but later 
merged with SFDA; it was devoted to raising land productivity and 
creating income-earning opj)ortlunities in activities allied to agricul
ture, such as animal husbandry. 'The Drought Prone Areas Programme 
(DPAP) began in 19i9/70 aimed at "optimum uitilization of land, water 
and livestock resources, restoration of, ecological balance and stabili
zation of the ;ntcomes of people" in areas t)ront,, to frequent drought. 
The Crash S,:neme for Rural FEmployment was launched in the early 
1970s with a view to generating employment and creating durable as
sets. The lmploymnent Guarantee Scheme was initiated by the Maha
rashtra State Government in 1972/73 and ensured employment for a 
specified period and wage to anyone who wislied. And the Food for 
Work Programme started iLL 1977 to) provide emplo 'ment and create 
dural)le assets; )art of' the wages were to he paid in kind in terms of 
foodgrains. 

Many of' these programs were later reorganized and combined. At 
the time of' the form'mulation of' the Seventh Five-Year Plan (1985-1990) 
the major rural developmnt progranis were (1) the Integrated Rural 
Development Programme (IRI)l), designed to develop self-employment 
opportunities in a variety of activities, su(:h as sericulture, animal hus
bandry, land improvement, handicrafts, and small husi ness enter
prises; (2) the Training of Rural Youth and Self EmpIoyment (TRY-
SEM), with the objective of' provioling technical skills to rural youth; (3) 
the National Rural Employment Programme (NRTP), which is essen
tially the same as the earlier Food for Work Programme: (4) the Rural 
Landless kin1 ) loyment Guamantee Programne (RLEGP), which is a na
tionwide extension of' the Maharashtra State Programme mentioned 
above; and (5) the DPAP. 

Since 1989/90 allIthese schemes have become part of a new em
ployment program called the Jawahar Rozgar Yojana. It covers the 
w.'hole country, with inore intensive coverage for poorer districts. The 
employment projects are identified and manage(d hy local bodies with 
the help of a number of junior engineers to ensure high-quality execu
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tion. Local bodies also select t he leneficiaries, with preference given to 
socially lisadtvantaged groups, namely the so-called sclieduled castes 
and tribes as well as wonlen.I Workers are paid the statutory minimm11111 
wage. 

The achievements of nanv of the progranis have been modest. Ac
cording to the Planning Coinmission (1985), Ihe IRLIP benefited 1.65 
million persons during 1980-1985, of which 40 ierc(:ent belonged to the 
economically and socially weak scheduled castes and t:ibes. Nearly a 
million rural youth were trained under TRYSIM during the same pe
riod. Around 350 million man-days of' emplovileiit were generated 
undler NREP in 1984/85 in creating assets such as roads, irrigation
works, and schools. RLEGP created another 260 inillion nian-davs of 
emiloyment in 1983/84 and 1984/85. The DIAPl generated 177 miIlion 
nian-(lays of emnp)loyneit in 1985. To put these figures in )erspective, 
total emplo *ymentin the country was estimatel at 186 million standard 
l)erson-yeasi's. More recent est inates suggest that these schemes backed 
by the central government have f,'neratedi an average of' 1.76 million 
jobs a da' . 

Authorities have enicounterel a ntumnlher of l)rOhleis in the iml)e
mentation of these )i()gramns. For exaiilml, acciiording to the Planning
Commission (1985), the NRIlPproblems with stenimed from (1) poor
Si)lily aind distribution if foodgraiis, (2) excessive time taken in the
 
prepiaration of a shelf of )rojects Ior implementation, (3) nonavailabil
itV' i technical mianuais and guidebooks iil local languages, (4) diffi
Cul!ies in mobilizing lIcal resources, and (5) inadequate maintenance 
of' assets created and their low lural)ility. Corruption and leakages of' 
benefits to nontarget groups were also prevalent. These problems have 
led soie observeis, stich as Gillhaii (1980), to question the likely quan
titative impact of the programn on rural unemployment and others, such 
as Dantwala (1978), to view these oiNly as transitional in the develop
nient process. Not all assessments, however, have heen negative; MI-jI
(19(80), Reyniolds and Sundar (1977), fBagchee (1984), and Dandekar 
and Sathe (1980) all suggest that the objectives of soie ifthe programs 
have been achieved in a significatimeasure. 

Subsequent eva!lation rel)orts suggest that the above-inentioned 
prohlems persist. The coverage of the )rojects has been uneven across 
states with just over halt of the villages per block benefiting from NREP 
projects since 1980. Projects, have not been successful in getting poor 

1. Scheduled castes and tribes iare those castes and tribes that are entitled by
the Constitution !o a icurtain iinilmer of places in legislatures and e icationaI
institutions and to a certain pro portion of governnient jobs. 
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TABLE 3.8 	 AVERAGE ANNUAL GROWTH OF CROIS IN INDIA,
 
1891-1989/90 (PERCENTAGE)
 

1891-1947 (ireiudepeundence) 

Crop 	 -.rel Production Yield 

Foodgrains 	 0.3 0.2 0. 1 
Non-foodgrains 0.4 I.3 0.9 
All crops 	 0.4 0.4 

1949-1986 (ptslidepund.ice) 

1949/50 to 1964/65 1917/(8 to 1989/90 1949/50 to 1989/90 
Produc- Pro)dli:- IProduc:-

Area (ion 	 Yield Area tion Yihl(I Area iem Yield 

Rice 1.33 3.49 2.16 0.5; 2.71 2.119 0(.83 2.511 1.73 
Wheat 2.68 3.99 1.27 1.91 5.12 3.14 2.53 5.12 :1.2 1 
Coinrse 

curals 0.90 2.23 1.29 --0.98 (.57 1.57 - 0.19 1.23 1.42 
Plulses 1.9( 1.39 --0.22 0.21 0.71 0.5) 0.26 0.40 1.14 
Iuoodgraius 1.41 2.!3 1.43 0.20 2.74 2.53 0.59 2.67 2 Q7 
Oilseeds 2.09 3.11 0.20 0.10G 2.15 1.99 0.82 2.1 I 1.28 
libers 2.57 4t.45 1.(ill -0.31 2.07 2.39 1.22 2.08 1.86 
Sugarcane 3.27 4.26 1.12 1.34 2.78 1.43 1.76 2.97 1.19 
All crops 1.601 3.13 1.30 0.26 2.71 2.47 0(.67 2.(6 1.91 
"lncrva.- , iuvi(,W were m-gligible.
 
Soree: Flm [prvilld ucmddenc(! pliiio . (;orirt! [llvn. A tlrit'ullttntl T!ivildS ill 1ln lit ) 1-94/7: Ouillut.
 
,Availobilitv and Mi',l~tit t lat IInlixvorso1' fillfi stild
(I'lhiI - Iill.i ilt-vI'emn4'lvmnii Press. IN l . 

,,rii,,. 	 I Apl (iv).pvnhvn tv 	 I)irechirahll ii1 Fumimi ics and Siltisli:s ( . ndix Ii. fahlI 

women to participate. Of tlie rural works canstr(cteld une(r the pro
gram, only 75 percent have lbeen iispe(ted h1v slatel(and district offi
cials. Many works remained incomplhete or in pool. shape because of 
lack of maintenance. The RILGP has (lone( no better and has failed to 
achieve its announced objective of providing till to 100 (ldays of work i 
Near to at least one member ol' a(;h rurnl landless household. In suim, 
there are a nulumbl1er of' )rohlems. some financial an( others organiza
tional and institutional, that have vet to be salisla:ctorily resolved. 

AGRICULTURAL PERFORMANCE 
SINCE INDEPENDENCE 

Indian agricultural perl'ormance in the foiur decades since indepen
dence has been specthacular reative, to the stagnation in the five decades 
before independence. As can ble seen from Table 3.8, the trend rate of 
growth of pro(hiction of all crops in tile period from 1949/50 to 1985/86 
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was 2.64 percent per year contrasted with 0.4 per:ent per year during 
1891-1947. The average rate of growth of' production of loodgrains in 
the same two periods was 2.64 percent and 0.2 percent per year respec
tively. The source of growth in the preindependence period was mostly 
expansion of cultivated area, with virtually no growth in yield per unit 
area except in nonfood commerc:ial (:rops. Ily contrast, yield per unit 
area of all cro)s grew at an average rate of 1.54 percent per year and that 
of foodgrains grew by 1.73 percent per year. Indian perhn'niaice, how
ever, is unspectacular both incormparisol with other developing cotin
tries and inper capita terms. With the rate of' population growtlh ex
ceeding 2 percent per yeir since 1951, output per capita of all crops and 
foodgriins has grown nly A ahout 0.04 percent per yeau. According to 
the World Bank (1989), 1he rate of'growth of real gross value added by 
agriculture in India was 2.11 percent per year during 1965-1980 and 0.8 
perc:ent per year during 1980-1987. 'T'lhcorresponding figu'es for 
China were 3 perenit and 7.4 er(ent, for Pakistan 3.3 l)er(;ent and 3.4 
percent, and for Sri Lanka 2.7 per(;ent and .3.1 percent. 

Table 3,8 also (le)icts the markedly difteren gowlh perforiian-e 
between the pre- and post-green revolution perio(ds. Thus, (luring the 
period 1949/50 to)1964/65, nearly half the growth inthe production of 
foodgrains as vell as or all :r-ps put together was accounted for Ibv 
growth in ciultivated area. In the iost-green revolulion period of 
1967/68 to 1985/86, Ihe contril)t ion of area growth to output growth 
fell sharply to less thawn one-eighth in the case of foodgrins and a little 
over one-seventh in the case of all crops. Ile green revolution (li not 
significantly change the trend growth of' outp.at anything,in the (if' 
there was a slowdown in aggregate outult in the period after the green 
revolution). Itdid, however, enahle India to i'iintain the growth of 
foodgrain output inspite of considerahlv slower growth incultivated 
area by sharply increising the rate of growth of yield per uiit of area. 

It is also clear front Table 3.8 thait at leas, in India, the green rev
olution was largely :oifinel to increases in cereal vields, mostly wheat 
and rice. These Iwo crops (part icularly wheat) and sugarcane atrac;tel 
more lind area at the expense of coarse cereals inahsolute terms an(d all 
other crops inrelative terms inthe context of slow growth inaggregate 
crop area. 

Table 3.9 docouiients output growth in absolute ternis (luring 
roughly four decadhes beginning in 1950/51. Wheat output showed a 
ninefold increase; rice, oilseed, and ovwall foodgrain (:utl)ut tril)led; 
and sugar(ane output quadlrophld. The tahle also shows the growti of
 
inputs. Between 1950/51 and 199(10/91, while cultivated area increased 
by only 39 percent, irrigated area more than tripled. W¥ith the advent of 
the green revolution, the proportion of the area tnader cereal crops that 
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TABLE 3.9 PRODUCTION OF MAJOR CROPS AND GROWTH OF 
INPUTS IN INDIA, 1950/51-1990/91 

Voliiiie of otlitpu 

Crop 1950/51 1964/65 1N87/88 1990/91 
Rice (10 metric tons) 20.6 39.3 56.9 74.6 
Wheat (10' metric tons) 6.5 12.3 46.2 54.5 
Coarse cereals (10" metric tons) 15.4 25.4t25.4 33.1 
Pulses (10" metric tons) 0.4 12.4 11.0 14.0 
Foodgrai ns (10" metric tons) 50.01 89.4 140.4 176.2 
Sugarcane (10' metric tons) 121.9 240.357.1 196.7 

Oilseeds (10' metric tons) 8.6
5.2 12.7 18.4
 
Cotton (10" bales of 170 kilos) 3.0 6.0 6.4 9.8
 
Jute and linesta
 

(10" bales of 180 kilos) 3.3 7.7 6.8 9.1
 
Tea (10 : metric tons) 275 372 665 700
 
Coffee (1(0' metric tons) 25 47 123 100"
 

Amount of"inpots 
Input 	 1950/51 1964/65 1987/88 1990/91 
Gross cropped area (10" lhectares) 132 159 173 188 
Gross irrigated area (10' hectares) 23 31 56.2 74': 
Consumption of fertilizers 

(10" tons) 	 0.07 0.77 8.78 12.57 
Consumption of fertilizers 

per Iliectar, of 
cropped area (kgs/ha) 0.5 5 51 67 

Share 	of high-yielding varieties
 
in cereal cro)ped area (%) 0.0 0.0 55 62
 

"lProvisional.
 

(',orc:ast.
 
source: Direclorat of fcononu ics and Statistics (1912t, 
Table 1.3. Appendix E. Table (i); Ministry of 
Finance, Elhconomic Srv-'J, 191-92 (N(ew Delhi: ControlhIr of 'hubicalions. N9t2), Appendix Iailvs 
1. 10, 1. 12. a l(] 1.1 f. 

were devoted to the cultivation of high-yielding varieties rose from nil 
in 1964/65 to 62 percent in 1990/91. Associated with this is the thir
teenfold increase in the use of chemical fertilizers, from five kilos per 
hectare in terms of nutrients in 1964/65 to sixty-eight kilos per hectare 
in 1990/91. It is also the case that other current and capital iriputs such 
as pesticides, pumpsets, tractors, threshers, and combines also grew 
significantly during the )eriod. An indicat ion of the growing inmpor
tance of modern in)uts, including fertilizers, is the fact that while in 
1970/71 the share of value added in gross value of output of agriculture 
was 89 percent, it fell to 72 percent in 1987/88 according to national 



101 Indian Agriculture:Policies and IPrfiormance 

TABLE 3.10 	 AGRICULTURAL OUTPUT IN INDIA AND THE
 
WORLD, 1987-1989
 

India's share ,if 
world otp8 t, Yield, 1989 (kilos/hectare) 

19137-199 8 ______________________)______ 

(percenlage) 	 India China Brazil Uiited States 
Rice (paddy) 20.6 2,617 5,537 2,106 6,444
 
Wheat 9.3 2,244 3,054 n.a. 2,203
 
Cereals n.a. 1.916 4,014 1,995 2,138

Pulses Mna. 5132 1,203 472 1,666
 
Sugarcane 21.0 65,375 52,909 64.832 78,914
 
Grounlnuts 33.9 933 1,737 1.753 2,757
 
Cotton 8.5 265 731 350 694
 
Jute and substitutes 42.3 1,656 2,093 1,155 (0

Tobacco 6.5 1.307 1,641 1,599 2,376
 
1.1. = not availabl.
 
So}orcv: lirittjirate of EI::loni ics and Statisti:s (1992 \ip'io ixI.Ilabho(i)and (ii).
 

accounts statistics. Table 3.10 compares the yield per hectare of impor
tart crops in 	India with that in other countries. It also gives India's 
share in world outlput. It is evident from this talble that India is one of 
the major worl pr{)oduc:ers of rice, wheat, grou ii nuts, sugarcane. :ot
ton, jute, and 	 tobacco. To the extent that Brazil and the United States 
can be viewed as land-rich coontries, it is not surprising that they have 
yields ier unit of land comparable to the levels obtaining in India, a 
relatively land-poor country whose agriculture sector is not Vet [olly 
mo}dernized. Indian yields are low, however, relative to those in China, 
which is also land-poor, a difference that is unlikely to be fily ac
counted For by the diifference in the agrocli matic condiions and the 
availalbility of irrigalion. 

It was pointed out earlier that the output of' f{oodgrains on a per 
capita basis grew at a snail's pace of about 0.64 percent per year. ven 
this meager growth, however, was not allowed to augment per caipita 
availahility. As ,,hown in Tahle 3.11, there was no trend, but only 
fluctuations in the per calpita availability of foolgrains, because the 
growlh in output was used to suhst itute for imports. Although this 
apparent self-sufficieocNy in food is viewed by many, certainly in India 
but also outside, as an important achievement, the fact that average 
consumption of grains has remained at a low level has to he set against 
this so-called success. 

The picture with respect to the availability of' other agricultural 
commodities is much brighter. As can be seen from Tabhle 3.11, per 
capita availability of sugar, edible oils, and tea has increased substan
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TABLE 3.11 	 PER CAPITA NET AVAILABILITY OF
 
AGRICULTURAL COMMIIODTIES IN INDIA,
 
1951-1990/91
 

Fdible oils 
(including Tea Coffee 

Ioodg'a in Sugar v'a sias)dti) (gralin!/ (g".tais/
(grains/ay) (kilos/year) (kilos/vlar) year) Ye:ar) 

1951-1956 426 4.38 a. nI.. H.A. 
1956-11961 479 4.89 3.60" 272" 73.5" 
1961-1966 448 5.38 3.64 309 70.6 
1966-1971 446 5.56 3.98 367 77.0 
19 71-1 976 434 6.20 3.98 425 (1 .0 
1976-1 981 448 7.68 4.66 490 73.1 
198 1-1986 -160 9.80 5.18 534 74.2 
1986-1989 457 11.60 5.33 583 75.7 
1989/90 474 12.40 5.30 571 68.1) 
1 ,0/) l 510 12.50 5.40 60t; I.a. 
n.a. - notavid le.
 
",Av'vragoe ol 1!155-MB611 andll HIM/(161.
 
."olr :v: Nfllistry ol Flillicv, hcl';o lllic .Lurv l : (Co trnllerfil lPuhlic:atimis. I!!2].
1991-. 92 (Nmv D.' d~h 
,,ppiIldixTlehs LIlH anld 1.201.
 

tialily. In evalualing the increase ill per capita availability, however, one 
has to keep in mind that itis an average. There is no necessary pre
sulmlption that tile poor have shared il the increase. Of course tile f.ir:l 
that the public distriblItion system i'provided a certain minimum 
amount of loodgrailns, sutgar, and edible oils at subsidized pric:es to all 
irban residents meant that at least the urlin poor were better ofl rel
ative to the rural poor. 

In a country of'siibcontinental Size such as Indtia, itis not surprising 
that agroclimatic aild natural resource e(idowuments vary. substantially 
among states. Besides variation in resource endowments, for historical 
reasons the size distribution of land. land tenure, and labor market 
arrangements varied significantlv among states at the tie of inldepeiI
dence. For exanml)le, some of the states into which it number of former 
princely states had been merged inherited almost lenudal agrarian struc
lures. 'Ihe extent of area tinder tile permlallent revenule selllemelll (the 
zamindari system) also varie(d among states. Ill the early 196(0s fill 
value of crop proluction (in nineteen major crops) per head of rural 
population range from a third of' th national average in Kerala to 
more than 2.3 times in southern Pulnjab (Vaidlanatlhan 1986). Accord
ing to Mahendra D(ev (1985), at one end of the spectum, in 39 out oflthe 
289 districts he considered, the rate of growt lI of crop output exceeded 
4.5 percent per year between 1962-1965 and 1975-1978 and these 
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TABLE 3.12 	 GROWTH IN PRODUCTION OF SELECTED CROPS 
IN INDIAN STATES, 1967/68-1984/85 (ANNUAL 
COMPOUND GROWTH RATE, PERCENTAGE 
PER YEAR) 

5 major 
Cereals Pulses oilseedsi, Sugarcane Cotton 

Andhra Pradesh 1.63 3.59 1.23 -0.18 11.32 
Assain 
Bihar 
Gujarat 

1.46 
1.52 
2.34 

2.41 
-2.45 

8.06 

4.16 
0.99 
2.19 

3.67 
-0.38 

9.91 

0.00 
0.00 
1.49 

l larvalla 
Iliinachal Pra(lesh 
Juninmu & Kashmir 
Karnataka 

5.33 
0.51 
3.77 
1.98 

- 7.32 
-4.00 
-1.68 

1.45 

5.74 
0.fO 
1..16 
3.18 

0.57 
1.71 
4.16 
4.03 

2.51 
0.00 
0.00 
5.03 

Ktrala 
Maihy a lradesh 
Maharashitra 

0.55 
1.34 
2.15 

0.00 
1.99 
1.80 

- 6.25 
-0.32 

0.99 

3.24 
3.62 
5.57 

0.00 
-1.35 

0.16 
Orissa 1.73 6.86 8.50 4.30 0.00 
l1un jab 7.20 
Raiasthan 1.45 
Tamil Nadu 1.12 
Ittar lradlhsh 4.28 

-6.95 
-0.61 

7.65 
-1.03 

-2.84 
7.51 
2.05 

- 2.81 

0.53 
9.13 
4.90 
3.73 

2.46 
3.63 
2.36 

-2.36 
Vest Bengal 3.11 -3.01 9.67 -2.48 0.00 

All India 2.86 0.05 1.76 3.58 2.28 
,f(Iifl(ItIl, ralwseed, mustilard seed. 

Suirce: World Banlk, private commulnicati.ii. 

districts accounted for 15 percent of total crop area of all the 289 dis
tricts. Ai the other end, in eighty-eight districts accounting for 31 per
cent of total crop area the growth ratc, was less than 1.5 percent per 
year. In the latter set of*districts with poptulation growing at about 2 
tpercent per year, per capita crop output of cereals and pulses are shown 
in Table 3.12. It is clear from this table that the northwestern s .es of 
Haryana an{1 Punjab and the northern state ol Uttar Pradesh, in , Lich 
the green revolution technology of wheat cultivation was r; pidly 
adopted, exIperience(l ralid growth in the outl)ut of cereals. 

In Ilis widle-ralging analysis of regional (isparities in agricultural 
development in India, Vai(Iyanathan (1986) concludes thai interstate 
disparities are not only large but are also increasing over time, although 
the evidence on the latter is not very rohust. t-is analysis suggests that 
these disparities are largely accountable in terms of diflferences in de
mographic pressure, agroclimatic environment, and the extent of irri
gation development. He is careful not to infer a causal link from the 

http:commulnicati.ii


104 T. N. Srinivasan 

observed association among land productivity, population growth, and 
some aspects of agrarian structure. From a sociopolitical perspective,
interstate disparities in agricultural development are of serious concern 
since the bulk of the ru'al population will be dependent on agriculture
in the foreseeable future. To a significant extent, public investment in 
irrigation and other production-oriented public expenditure can be al
located in a way that offsets initial interstate differences ii irrigation
development. However, a strategy of reducing interstate disparities in 
incomes originatil~g in agriculture to address disparities in income ac
cruing to residents of differelnt states can be costly if it seriously un
dermires regional specialization in crop production based on compar
ative advantage. Clearly, an allocation of investment among states, 
whether it is in irrigation or other capital, which is based meetingorn 
other objectives besides productivity, will not generate the maximum 
return possible. The issue is whether alternative policies, such as en
couraging interstate migration, for example, are not only feasible but also 
more cost-effective in reducing income disparities than a noloptimal 
(from the point of view of maximum returns) investment allocation. 

The trends in rural poverty and the effects of t-overt y-oriented po
icies in the agricultural sector on employment were discussed in the 
previous section. In concluding this section, it is worth noting the
trends in real wages. The data compiled by I, cas (1988) shown in 
Figure 3,3 suggest no upward or downward trend in real agricultural 
wages between 1960/61 and 1979/80. Using a longer time series, Lal 
(1989) concludes, after noting some of the limitations of the series, that 
there was no clear trend in real agricultural wages in the nineteenth 
century. He finds some evidence of a mild rise in the rural real wage
from 1912 to 1933, a collapse during the period 1933-1942, and a rapid
rise back to the level of the early 1930s at independence in 1947. For 
the period 1950-1978, Lal's analysis suggests a statistically significant 
trend rate of gcowth in real wages of 0.36 percent per year. Given the 
slow growth in per capita output and the fact that the import-substi
tuting industrialization strategy did riot generate rapid growth in non
agricultural employment, and with the rural labor force growing at 
more than 2 percent per year since 1950, it is not surprising that there 
was little to no growth in real agricultural wages. 

CONCLUSION 

It should be clear from the discussion in the previous sections that the 
Indian government intervened actively in agriculture ostensibly to 
achieve a rapid growth in output and the equitable sharing of the ben
efits of such growth. Public investment in irrigation and agriculture as 
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FIGURE 3.3 	 TRENDS IN REAL AGRICULTURAL WAGES IN
 
INDIA, 1960/61-1979/80
 

1.7 

1.6 
")
 

- 1.5 

CL - 1.4 

1.3 

1.2 
0) 

1.1 

1 " 

1960/61 1965/66 1970/71 1975/76 

Source: R. E. B. Lucas. "India's lndustri-, Policy," In R. E. [B.Lucas and G. Papaneck, eds. 
The Indian Econorn': Recent Development and FutureProposals.(Boulder, Colo.: West
view Press, 1988). Table 9.5. 

well as public 	expenditures for operating the irrigation, research, and 
extension systems have been substantial. Inputs of modern agriculture, 
such as better seeds, fertilizers, pesticides, electricity and fuel, and 
irrigation water, have increased and their cost has been subsidized 
through the public budget. Besides, a number of rural poverty allevia
tion programs 	that worked through the employment and income gen
eiation processes in agriculture have been publicly funded. Supply of 
institutional credit to agriculture has vastly expanded and has nearly 
replaced informal credit. 

The performance of the agricultural sector as a whole in the pustin
dependence era has been significantly better than that in the colonial 
era. Yet overall growth has barely kept ahead of the growth in popula
tion. This slow growth, together with the policy of import substitution 
in foodgrains, has kept per capita availability of foodgrains at the low 
levels that prevailed in the immediate postindependence years. The 
per capita availability of other commodities, however, has increased 
significantly. Although resources allocated to agriculture and agricul
tural output have clearly increased, it is an open question whether the 
allocaticn of resources within the agricultural sector among crops, re
gions, and programs and between agriculture and other sectors has 
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been socially optimal. There has been no in-depth study of this issue, 
although some of the early linear programming models of Indian 
Planning in the 1960s (for example, Eckaus and Parikh 1968 and 
Chakravarty and Lefeber 1965) (1id address the issue of intersectoral 
allocation. 

Maintaining the trend rate of growth of output of 1950-1988 in the 
future will likely require the allocation of a larger quantity of resources 
to agriculture, for several reasons: first, major irrigation, which has 
been the main source of growth in the past is likely to be more costly 
in the future, partly because the relatively inexpensive potential sites 
have already been exploited and partly because there is iu(:reased 
awareness of the environmental costs of large reservoirs. As for minor 
irrigation, opportunities still exist in some areas for relatively inexpen
sive exploitation of groundwater resources. But in other areas, overex
ploitation has resulted in water mining and a consequent fall in the 
water table and a rise in the cost of pumi)ing. And in many areas 
irrigated by canals and tubewells, lack of drainage and increased soil 
salinity are of serious concern. Second, no significant new develop
ments in plant breeding have occurred since the intILoduction of dwarf 
varieties of cereals. BecaIuse cultlvation of these varieties (particularly 
wheat and also rice to a lesser extent) has been extended to all areas 
where they can be )rofita)ly cult ivated-t bat is, areas with irrigation or 
assured rainfall-no further growth in output can be expected from this 
source. Crops such as pulses and oilseeds did not figure in the green 
revolution of the late 1960s. Unless new high-yiel(ling varieties of other 
major crops and of' cereals that grow well in semi-arid areas with little 
or no irrigation are developed, future growth in agricultural output 
may be slower than in the past. Development of such varieties would 
also redress regional imbalances. 

Indian agriculture has been largely insulated from the world mar
ket. It is time to modify, if not abandon, this policy. Now that India has 
become largely self-sufficient in food, and in view of the likely increase 
in the resource cost of future rises in total output, the country should 
examine whether greater specialization within agriculture in crops in 
which India is likely to have a dynamic conparative advantage would 
be better from the point of view of' saving scarce resodrces. Of course, 
letting world market price trends pass through may mean greater in
stability in producer prices. But it is not necessarily the case that secure 
incomes for farmers are achieved at a lower cost by insulating dlomestic 
markets from world market trends. 

One-third to one-half of the rural population still lives in abject 
poverty. It is true that more rapid agricultural growth that is widely 
shared among crops and regions will alleviate rural poverty. However, 
the important and unfortunate consequen:e of the inward-oriented, 
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capital-intensive development strategy that India has pursued since the 
Second Five-Year Plan has been that the share of agriculture in GDP has 
fallen rapidly without an accompanying decline in the share of low
productivity agricultural employment in total employment. Unless and 
until the economic development strategy itself is changed radically 
toward outward orientation and internal liberalization, the prospects 
for a rapid reduction in rural poverty are slight. 
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An Appraisal of China's
 
Foreign Trade Policy,
 

1950-1992
 

Yun-Wing Sung 

Since the Communists took power in China in 1949, the development
strategy and trade policy of China have been heavily influenced byideology. The state monopolized foreign trade b ;ginning in 1950, well
before the collectivization of agriculture and nationalization of indus
try, and pursued a largely Stalinist development strategy characterized
by the unbalanced growth of industry, especially heavy industry. Re
source allocation was centralized through quantitative controls. The 
rates of investment and labor participation were raised through the 
strategy of extensive growth, that is, growth coming largely from in
creases in inputs (labor and capital) rather than from increases in 
productivity. 

China cent.-alized its foreign trade to serve its economic strategy.
All international trade was conducted by nine national foreign trade
corporations (NFTCs) under the cntrol of the Ministry of Foreign
Trade. The foreign trade corporations operated according to manda
tory plans, purchasing fixed quantities of domestic goods at fixed
prices for export and importing fixed quantities of foreign goods for
domestic distribution at fixed prices. All foreign exchange earnings
were remitted to Beijing. Because the rennminbi was overvalued, corpo
rations usually incurred losses exports and earnedon profits on im
ports. This situation has not been a matter of concern, for the Ministry 
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of Foreign Trade has borne the losses and siphoned off the profits. 
Centralized financial responsibility implies, however, that producers 
and trading enterprises have little incentive to he cost-conscious and 

efficient. 
The system enabled planners to enforce their priorities at the cost 

of inhibiting international trade. Buyers and sellers could conduct 
business only through an interlnediai'v. The lack of direct contact be

tween producers and end-users obstructed the transfer of technology 

that usually occurs through such contacts. Moreover, the rigid system 

could not respond to rapid changes in the international market. 
The open door policy that has evolved in China since 1979 involvs 

not only a rapid expansion of foreign trade, foreign loans, and foreign 

investment. It also involves a significant decentralization an(l marketi

zation of China's external sector, facilitating direct contacts between 

producers and end-users. In fact, the open door policy was carried out 

sinultaneouslv with the re forms of the entire economy. 
This chapter will discuss China's trade policy both before and after 

its adloption of the open door policy in 1979. It will analyze the reforms 

of the external sea-tor and evaluate the achievements and deficiencies of 

the open door policy. Finally, it will gauge the impact (fJ China's ac

cession to t[We General Agreement on Tariff and Trade (GATI') and the 

prospects of the open door policy. 

TRADE POLICY BEFORE 1979 

Although the organization of the foreign trade system was quite stable 

until 1979, foreign trade policy has alternated between self-reliance 

and a reliance on trade for industrial plant imports. The fluctuations in 

the volume of trade were (losely conlnected with ideological or politi

cal campaigns. Table 4.1 shows the value of China's oxports and im

ports from 1950 to 1992, and Tables 4.2 and 4.3 show the com)osition 
of China's exports and imports. 

The period 1949-1952 was devoted to economic recoverv and land 

reform. By 1952 agricultural and industrial output had recovered to the 

prewar level. Trade also recovered. Fron 1952 until the break with the 

Soviet Union in 1960, China depended heavily on the Soviet bloc for 

tIade an(d economi: assistance, and trade expan(led rapidly. During 

this period, agricultural l)ro(ducts (food and raw materials) constituted 
over 70 percent of China's exports (Table 4.2), and machinery consti

tuted the chief iten of imports. The years 1958-1960 saw the Great 
Leap Forward and the break with the Soviet Union. Rather than bring

ing a dramatic economic advance, the ultraleft Great Leap strategy led 



TABLE 4.1 VALUE OF CHINA'S FOREIGN TRADE, 1950-1992
 

Exports Trade 
Inports balance 

Millions y of % of World (millions (millions
Year of [JS$ China's GDP exports of USS) of US$) 
1950 552 4.10 0.91 583 -31 
1951 757 4.21 0.92 1,198 -441 
1952 823 3.98 1.02 1,118 -295 
1953 1,022 4.24 1.23 1,346 -324 
1954 1,146 4.62 1.33 1,287 -141 
1955 1,412 5.34 1.50 1,733 -321 
1956 1,645 5.46 1.58 1,563 82 
1957 1,597 5.19 1.42 1,506 91 
1958 1,981 5.18 1.82 1,890 91 
1959 2,261 5.52 1.95 2,120 141 
1960 1,856 4.48 1.44 1,953 -97 
1961 1,491 4.15 1.11 1,445 46 
1962 1,490 4.41 1.05 1,173 317 
1963 1,649 4.32 1.07 1,266 383 
1964 1,916 4.11 1.10 1,547 369 
1965 2,228 3.93 1.19 2,017 211 
1966 2,366 3.60 1.15 2,248 118 
1967 2,135 3.42 0.99 2,020 115 
1968 2,103 3.52 0.88 1,945 158 
1969 2,204 3.20 0.80 1,825 379 
1970 2,260 2.55 0.72 2,326 -66 
1971 2,636 2.85 0.75 2,205 431 
1972 3,443 3.35 0.83 2,858 585 
1973 5,819 4.36 1.01 5,157 662 
974 6.949 5.13 0.83 7,619 -670 

1975 7,264 4.94 0.83 7,487 -223 
1976 6,855 4.80 0.69 6,578 277 
1977 7,590 4.57 0.67 7,214 376 
1978 9,745 4.67 0.75 10,893 -1,148 
1979 13,658 5.30 0.83 15,675 -2,017 
1980 18.272 6.12 0.92 19,550 -1,278 

1980 18,120 6.07 0.91 20,020 -1,900 
1981 22,007 7.70 1.11 22,015 -8 
1982 22,321 7.97 1.20 19,285 3.036 
1983 22,226 7.55 1.22 21.390 836 
1984 26,139 8.34 1.34 27,410 1,271 
1985 27,350 9.45 1.40 42,252 -14,902 
1986 30,942 11.16 1.46 42,904 -11,962 
1987 39,437 13.01 1.62 43,216 -3,779 
1988 47,540 12.56 1.69 55,251 -7.711 
1989 52,486 12.23 1.74 59,142 -6,656 
1990 62,063 16.67 1.83 53,350 8,713 
1991 71,910 19.39 2.06 63,791 8,119 
1992 85,000 19.58 2.35 78,000 7,000 
Soircu:: Dala for 1!)50-1980 arofroJiI thu Ministry oi Foreign Ecmonomic Relations anldTrde. Data for 
19 0-119!2 aw from 'tononic Info natiotn Agency.(hina Customts Shlitics (I long Kong, various
issims). WV,rld exports arnfrom '-'ed Nations, Alonthly Illetin of Statistics Yoik, varionsNmw 
issues).
 



TABLE 4.2 COMMODITY COMPOSITION OF CHINA'S EXPORTS 1953-1991 (PERCENTAGE) 
Raw materials Manufacturing 

Textile TextileFood Fibers Fuel All raw Chemicals fibers Machinery Clothing Other All
Year (0,1) (26) (3) materials (5) (65) 
 (72) (84) (9) manufacturing Total 
1953-1955 42.7 9.0 n.a. 39.2 2.8 6.6 n.a. n.a. 6.31956-1958 29.3 6.5 i.a. 42.2 18.1 100.02.8 15.7 n.a. n.a. 7.7 28.5 100.01959-1961 19.3 6.9 n.a. 31.7 1.7 33.1 n.a. n.a. 4.2 49.0 100.0 
1965-1997 28.9 4.9 n.a. 24.2 3.9 16.1 

1962-1964 22.2 4.1 n.a. 24.5 2.8 35.5 n.a. n.a. 3.6 53.3 100.0 
n.a. 8.6 4.3 46.9 100.01968-1970 29.8 5.1 n.a. 21.5 4.6 15.3 n.a. 8.8 2.2 48.7 100.01970 31.6 4.9 2.7 21.3 5.4 18.2 0.9 4.71975 29.7 3.3 14.3 26.6 4.8 14.5 

0.1 47.0 100.0 
1.1 5.1 0.3 43.6 100.01977 24.9 3.9 14.2 27.4 4.9 15.2 1.4 7.2 0.3 47.8 100.01979 20.1 3.7 17.9 30.1 5.7 16.6 1.41981 13.6 2.1 23.8 33.0 6.1 

7.7 0.3 49.9 100.0 
12.2 1.3 8.5 4.1 53.4 100.01983 13.3 3.0 21.0 30.0 5.6 13.1 1.7 9.3 8.8 56.7 100.01985 14.5 4.3 25.9 36.3 5.0 12.3 1.5 11.9 6.81987 12.6 4.0 11.5 21.2 5.7 

49.3 100.0
15.0 4.3 14.5 1).3 66.2 100.01989 12.5 2.9 8.0 16.4 6.1 13.7 9.5 15.4 5.2 71.1 100.01990 11.4 1.8 5.7 14.4 6.0 11.6 10.5 15.4 6.61991 9.9 74.2 100.01.6 4.8 12.4 5.3 11 1 11.7 16.9 6.2 77.7 100.0

NOTE: Numbers in parentheses are Standard International Trade Classification (SITC) .,mbers. 
n.a. = not available.Source: Data for 1953-1979 are from t0 Ministr , of Fcreign Economic Relations and Trade. Data for 1981-1991 are from Economic Information Agency. ChinaCustoms Statistics Hong is.sues). 



TABLE 4.3 COMMODITY COMPOSITION OF CHINA'S IMPORTS, 1953-1991 (PERCENTAGE) 
Raw materials Manufactures 

Textile Textilte Iron andFood fibers All raw Chemicals fibers steel Machinery Other All
Year (0,1) (26) materials (5) (65) (67) (7) 
 (9) manufacturing Total 
1953-1955 0.1 n.a. 15.8 8.0 1.1 n.a. n.a. 0.7 84.1 100.01956-1958 0.9 5.4 22.1 8.6 1.6 n.a. n.a. 2.7 77.0 100.01959-1961 5.7 5.5 23.7 6.3 1.6 n.a. 41" 1.31962-1964 25.8 8.0 25.0 12.5 5 b 

70.6 100.0 
2.8 n.a. 1.2 60.0 100.01965-1967 19.7 8.6 17.0 14.1 2.4 14.0 21.5 1.0 63.3 100.01968-1970 18.9 5.1 16.7 16.2 2.0 16.0 15.4 0.7 64.4 100.01970 16.1 4.8 13.9 14.9 1.9 18.9 20.0 0.1 70.01975 11.8 5.9 100.013.5 11.9 1.3 21.6 29.2 0.3 74.7 100.01977 16.1 7.7 19.6 13.1 2.6 23.3 17.7 0.5 64.3 100.01979 12.8 0.8 15.5 10.1 2.1 23.9 26.7 0.7 71.8 100.01981 17.1 12.7 19.3 11.3 8.8 7.3 25.5 1.1 63.6 100.01983 12.9 6.4 14.5 12.2 5.5 18.0 23.4 1.1 72.6 100.01985 5.1 3.0 8.0 9.4 5.7 16.4 42.0 1.0 86.9 100.01987 6.8 3.5 10.2 12.2 8.2 10.9 36.5 1.0 83.0 100.01989 7.4 4.1 12.7 12.8 8.0 9.8 30.8 8.7 79.9 100.01990 6.5 3.7 14.1 12.5 9.9 5.3 31.6 11.8 79.4 100.01991 4.7 3.8 12.6 14.5 10.6 4.2 30.7 12.3 82.7 100.0NOTE: Numbers in parentheses are Standard International Trade Classification (SITC) numbers. 

"1959 onlv. 
'1962 onlY.Source: Data for 1953-1987 are from U.S. Central Intelligence Agency. National Foreign Assessment Center. China:InternationalTrade. various issues.Data for 1989-1991 are from China Custonis Statistics. Data for machinery exports in 1959 and 1962 are from Christopher Howe. Chine's Economy.

(London: Paul Elek. 1978). p. 151. 
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to famines and economic depression. Trade fell sharply in 1961 and 
1962, and China was forced to import large amounts of grain, as re
flected in the dramatic rise in the share of food imports from 1959 
onward. Imports of nachin(;ry had to be cut correspondingly (Table 
4.3). China's exports stagnated in money terms and fell significantly as 
a percentage of its GDP and world exports until 1970. Isolated in a 
hostile world, China pursued a policy of self-reliance. 

The years 1963-1965 were a l)erio(d of economic realjusthment and 
pragmatism. China recovered from the crisis of the Great Leap, and 
trade revived as well; in 19(;(i it approached its 1959 level in money 
terms. 

In 1966-1969 China was engaged in the ultural Revolution, and 
trade stagnated. By 1970 the tumult of the Cultural Revolution was 
over, and two years later China ended its isolation with the dramatic 
breakthrough in Sino-American relations. Trade exlanded rapi(lly un
til 1974 and stagnated in 1975 and 1976 owing to the worldwide energy 
crisis and a domestic political struggle. 

After Mao's (eth and the downfall of the Gang of Four in 1976, 
Hua Guofeng adopted his overambitious modernization plan, which 
involved an unbalanced growth strategy focused on industry, massive 
imports of industrial plants, and an explicit (:ommitenlt to an open 
door policy. 1lua's plan soon resulted in structural imbalanceos and 
hasty and inappropriate plant imports, and its .ilore led to a funda
mental reorientation of China's development s.,.ategy. To improve eco
nomic efficiency, the government initiate(d economic reforms and a 
program of marketization. Let us look at the various phases of trade 
policy before 1979 in more detail. 

"Leaning to One Side" (1952-1959) 

The period 1952-1959, which covers both the First Five-Year Plan and 
the Great Leap Forward, was one of the fastest-growing periods in the 
history of the Chinese economy. From 1952 until the break with the 
Soviet Union in 1960, China relied heavily on Soviet loans (valued at 
US$1.4 billion), technicians, turnkey projects, and )lueprints, in a 
strategy Mao Zedong described as "leaning to one sidle." At least 
150,000 Chinese technicians and workers were traine(l in the Soviet 
Union. Joint stock companies with the Soviet Union also existed. It has 
been estimated that Soviet plant exports and technical assistance were 
responsible for half of the growth of' China's nalional product during 
the First Five-Year Plan of' 1952-1957 (Howe 1978: 134). 

To manage this massive technology transfer from the Soviet Union, 
China had to commit itself to long-term foreign trade plans and to 
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squeeze agriculture for exports to exchange for imports of industrial 
plants. China ran trade deficits from 1950 to 1955, reflecting the role of 
Soviet loans, and began loan repayment in 1956 (Table 4.1). The Stalin
ist emphasis on industrial investment, however, led to weak agricul
tural performance. By 1957 the wak performance was undermining 
China's trade strategy of exchanging agricultural exports for imports of' 
industrial equipment. Table 4.1 shows that China's exports in 1957 
were below that of' 1956. 

To bypass the agricultural bottleneck, Mao initiate(d the Great Leap
Forward in 1958. The Leap relied on mass mobilization of' peasant 
labor for rural irrigation projects, rula infrastructural constluction, and 
increased steel )roduction through the backyard furnaces. The state 
continued to reserve its investment for industry, and the agricultural 
sector was expected to perform miracles through mass mobilization, 
psychological appeals, and indoctrination. During the Great Leap,
Mao's strategy of' mass mobilization, d(eveloped through years of gue
rilla warfare, was grafted onto the Stalinist development model. 

The techniques of warfare mobilization were ill soifted to the del
icate and comnplicated task; of coLom ic managenient and coordima
lion, however, and the Great Leap h)r'ogght calastroplie to the Chinese 
economy. Natural disasters, the Sino-S:)viet rift, and the withdrawal of' 
Soviet assistance in 1960 compoinded the crisis, and famine became 
widespread as grain production fell. Forced to abandon the trade strat
egy of' exchanging agricultural exports for imports of industrial equip
ment, China star'ed to imp..rt grains on a large scale. 

Crisis, Recovery, and Cultural Revolution 
(1960-1969)
 

The 1960s were above all a )eriod of self-reliance. Trade stagnated in 
money terms and shrank relative to China's gross domestic product
(GDP) and world trade. As China became isolated, the much-publicized 
1)olicy of self-reliance made virtue out of necessity and corresponded 
more closely with Mao's ideology. At a i'agmatic level, China reori
ented its trade from the Soviet bloc to capitalist countries, especially 
Japan. As the Chinese economy recovered f'romn the crisis of' the Great 
Leap under the pragmaticipolicies of liu Shaochi an( Deng Xiaoping, 
the sharp Fall in trade reversed. China began to import complete imt ,s
trial plants from Japan during 1962-1965, and Irade approached the 
1959 level again in 1966. In Zhoo Enlai's address to the Third National 
People's Congress in 1964, he urged that China pursuelthe "Four 
Modernizations" (of industry, agriculture, defense, and science and 
techmology). 
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Mao, however, believed that the pragmatist retreat from the Great 
Leap amounted to revisionism, and he unleashed the Cultural Revo
lution to purge the leaders of pragmatism, namely Litt Shaochi and 
Deng Xiaoping. The expansion in trade was halted in 1966 with the 
outbreak of the Cultural Revolution, and trade stagnated from 1966 to 
1969. As the dust of the Cultural Revolution settled in 1970, China's 
volume of trade was equal only to that of'1959 in money terms. Though 
China had achieved ingenious technological breakthroughs iIL selected 
areas under the policy of self-reliance, many crucial industrial sectors, 
including fertilizers, transport, iron and steel, and coal were techno
logically backward and required modernization. The economic need 
coincided with the thaw in S'no-American relations in 1970 and the 
dramatic improvement in China diplomatic relations in other couin
tries. These diplomatic openings set the stage for another round of trade 
expansion. 

Revival of Growth With Trade (1970-1979) 

After its rapprochement with the United States in the early 1970s, 
China resumed imports of industriai plants from capitalist coun
tries on a large scale. In 1973 the State Council approved a plan to 
spend US$4.3 billion (the Four Three Program) on plant imports over a 
four-year period. At the Fourth National People's Congress in Janu
ary 1975, Premier Zhou Enlai reiterated his proposal thait China 
should pursue the Four Modernizations. The Gang of Four, however, 
resisted this policy of massive plant imports financed by oil exports 
and accused Zhou, Deng, and their supporters of selling out China's 
resources. Moreover, in the world recession following the energy cri
sis, demand for Chinese exports were weak and China suffered trade 
deficits in 1974 and 1975. During the political struggle between the 
Zhou-Deng group and the Gang of Four, trade stagnated from 1975 to 
1976. 

Deng was purged for a second time after Zhou Enlai's death in April 
1976. But when Mao died in September 1976 and the Gang of Four was 
arrested, Deng was rehabilitated once again. 

As already mentioned, Hua's grafting of massive plant imports onto 
the Stalinist model of unbalanced and extensive growth soon ran into 
trouble. Excessive attention to heavy industry led to structural imbal
ances, bottlenecks, and trade deficits from 1978 to 1980. The neglect of 
efficiency and the centralization of imports led to hasty and inappro
priate plant imports. Often, contracts on plant imports were concluded 
without feasibility studies and without estimates of the demand for 



117 An Appraisal of China's Forvigi Trade Policy, 1950-1992 

complementary domestic inputs, as in the case of the giant Baoshan 
General Ircn and Steel Works near Shanghai. 

Evaluation of the Centralized Trading System 

Both the perlods of "leaning to one side" (1952-1959) and Hua's open
door policy (1977-1978) involved rapid export expansion and massive 
plant imports under centralized planning. China's trading system suc
ceeded in the first case blt failed in the second. 

Clhina's (:eitralized system of' foreign trade enabled planners to 
enforce their priorities at the (:ost of citting the direct contacts between 
products ald en(1-Users. Ill the 1950s China traded mostly with Colnniunist contitries that also had a centralized trading system. Under 
such circumstalces, the centralization of China's trading system was 
an advantage. Moreover, the prograin of economic and technical assis
tance froin the Soviet Union required China to connit itself to long
term foreign trade plans to repay Soviet loans. Centralization was also 
an advantage here. 

Chinai managed to expand its exports rapidly in the 1950s. The 
majority of its exports were agricultural products sold to the Soviet 
bloc. In the export of agricultural products, quality is not as important 
as in the export of mallnfactutires. In any case, coipetition was not keen 
in the state-c:ontrollel markets ofthe Soviet bloc. It is thus not surpris
ing that China Sl::eeded with its centralized trading system in the 
1950s. 

l the 1960)s China reoriented its trade to the capitalist countries. 
The share of mantifactures in China's exports r(se fron less than 30
 
percent in the late 1950s to close 
 to 50 percent in the 1960s. In theexport of 1mnaiifactures to the competitive world market, efficiency, 
quality, ant iirec:t contacts between prodiacers and endI-users are cruii:ial. The problemns were mnanageable only because China's trade stag
nated in noney terns and(lde:lined in reala termis in the 1960s. 

With the, rapid expansion of trade in the 1970s, China's centralized 
trading system hcame less and less satisfactory. The rapid expansion
of oil exports amt rising oil prices in the 11970s eased the probeMn
temporarily by allowing China to increase its export earnings ilulickly.
But the sudden rise in the share of oil in China's exports led to stag
nation and decline in the share of mnantfactures (Tabile 4.3), and China 
experieniced its version of the Dutch disease. China's oil protlii:tion
stagnated in the 1980s, and falling oil prices beginning in 1985 ledI to a 
drastic drop in the share of oil. The share of manutfactures in exports 
rose to 70 percent in 1987. The falling oil prices increased pressure for 
the reform and decentralization of China's trading system. 
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EVOLUTION OF THE OPEN DOOR POLICY 

The open door policy is a vital part of China's new development strat
egy of intensive growth through adaptation and diffusion of technol
ogy, especially foreign technology. Although China imported foreign 
technology, including capitalist technology, in Mao's era, the "open 
door" signals a new willingness to acquire technology through foreign 
investment. Moreover, foreign technology is broadly interpreted to in
clude not only technology embodied in plant and equipment, but also 
knowledge, including nmanagement skills and even the practices and 
ideas of a modern society. The traditional mechanisn of arm's-length 
trade does not suffice for the transfer of knowledge; rather, close inter
action with foreigners through direct foreign investment is required. 
This accounted for the willingness of the Chinese to adopt special trade 
and industrial cooperation agreements. 

Another vital aspect of China's modernization drive is the reform 
and partial marketization of the country's Stalinist economic system. 
The open door policy and the reform drive are mutually reinforcing, for 
the commitment to the open door policy forces China to no(lify its rigid 
economic system to facilitate economfic interaction with world markets. 
Successful foreign enterprises in China an(l ideas and examples from the 
outside world have significant demonstrative effects: the external sector 
has been a leader in China's reform drive. As Eastern European expe
riences indicate, however, reforming a Stalinist economy is a long and 
tortuous process. China's (oor to the outside world will no be genuinely 
open until it has successfully reformed its economic system. 

As nmntioned, the failm e of l-Itua's overambitious plan led to a 
fundamental reorientation of China's developmental strategy. At its 
historic Third Plenum in December 1978, the Party abandoned lua's 
Stalinist strategy and introduced a p--,raam of readjustment and reform 
to achieve balanced and intensive growth. The government initiated 
economic reforms and marketization to iml)rove economic efficiency. 
To rectify the imhalance,. engendered by the strategy of unbalanced 
growth, it introduced readji:istnieut, involving a shift in emphasis 
from ho.'vy industry to agriculture and light industry and a lowering 
of the savings rate. The willingness to accept foreign investment, 
the most often-noted feature of the open door policy, can he explained 
by the change in development shategy. The rise in consumption fol
lowing readjustment reduces the resources available for investment 
and exports, and the Chinese thus accept foreign investment to relieve 
savings and balance of payments constraints. Because debt financing 
can lead to repayment problems in hard times, China also accepts 
equity financing. 



119 An Appraisalof Chira'sForeign Trade Policy, 1950-1992 

Equity financing is also more effective in transferring technology. 
Under the new strategy of intensive growth, China's economic au
thorities are paying attention to the fo.m and effectiveness of technol
ogy transfer. The importing of complete plants, as in Hua's era, has 
slowd, and priority is being given instead to technology imports 
aimed at modernizing, China's existing plants. China's awareness of the 
importance of discmbodied and undocumented hchnology explains its 
willingness to cope with the frictions and tensions !y!ical of joint 
ventures. 

The open door policy should not be confused with free trade. Strict 
foreign exchange controls exist, and China is still trying to avoid im
porting goods that can be prodluced domestically. The novel aspect of 
the open door is that China is trying ta untap the positive effects of 
exports on efficiency to l)romote its stra'!,gy of intensive growth. As 
Zhao Ziyang emphasized: "Putting Chita's products to the test of com
petition in the world market will spur us to improve management, 
increase variey, raise quality, lower production costs and achieve bet
ter economic results" (Beijing Review, December 21, 1981: 24). Chinese 
exports as a proportion of national product rose to a record level of 19 
percent in 1991, compared with 4.6 percent in 1977 and a low of 2.6 
percent in 1970. 

The open door policy has gone through several cvcles of liberal
ization and retrenchment. Decentralization of the triding and invest
ment systems were undertaken simultaneously with domestic economic 
reforms in 1979-1980, 1983-1984, and 1988. In each reform drive, 
selected regions of the country were opened up--that is, given substan
tial autonomy in international trade and investment. All three reform 
drives led to inflation and balance of payments difficulties, and a period 
of retrenchment followed each reform and liberalization drive. In early 
1992 Deng Xiaoping launched a fourth reform drive with his tour of 
Southern China, and signs of inflation were emerging in late 1992. 

The First Reform Drive (1979-1980) 

When H-ua Guofeng's in idernization plan led to a traL_ deficit in 1978 
(Table 4.1), it was repla( ,d by a program of readjustment and reform at 
China's Third Plenum. In 1979 the reform drive gained momentum: the 
Ministry oi Foreign Trade was reorganized and industrial ministries 
were given more power in foreign trade. Moreover, special autonolv in 
trade and investment was given to the provinces of Fujian and Guang
dong and the three central mnicipalities, Beijing, Tianjin. and Shang
hai. Guangdong and Fujian were given the authority to operate special 
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economic zones (SEZs). SEZs are areas where planning controls are 
relaxed to promote foreign investment and the growth of market forces. 
Tax exemptions and other incentives are given to foreign inv9stors 
operating in SEZs. Guangdong has three SEZs: the Shenzhen and Zhu
hai SEZs, which are adjacent to Hong Kong and Macau respectively, 
and the Shantou SEZ, which has close links to overseas Chinese pop
ulations, including a community in Hong Kong that originated in Shan
tou. Fujian operates the Xiamen SEZ, which is opposite Taiwan and 
only a few miles from two coastal islands controlled by Taiwan. The 
reforms in the domestic and external sectors, however, led to a loss of 
central control, and internal and external balances continued to dete
riorate during 1978-1980 (Table 4.1). China's leaders concluded that 
the 1979 policy of readjustment had failed and that severe retrench
ment was needed (Sung and Chan 1987: 8). in December 1980 thev 
announced a second readjustment, involving recentralization with an 
emphasis on slow and balanced growth, Foreign exchange controls 
were strengthened and the Ministry of Foreign Trade regained control 
over a few commodities, but export decentralization remained basi
cally intact. (Kueli and Howe 1984: 832). 

The Second Reform Drive (1983-1984) 

The balance of trade was restored. in 1981, and China accumulated a 
sizable surplus in 1982-1983, Fiscal balance was restored in 1982, and 
China embarked on another reform drive in 1983/84 (Sung and Chan 
1987: 11). 1- 1983 Hainan Island, an island only slightly smaller than 
Taiwan, was g:'ante I a degree of autonomy exceeding that of the special 
economic zone- In April 1984 fourteen coastal cities along the entire 
Pacific coast were declared open.' These cities provide virtually all of 
the port facilities in China and accounted for 97 percent of turnover in 
Chinese ports in 1983. They are also relatively industrialized, account
ing for nearly one quarter of China's gross value of industrial output, 
although their population share was only 8 percent (Kueh 1987: 454). 
In January 1985 China announced its intention to open the entire Chi
nese Pacific basin. The first stop was the opening of the Changjiang 
delta, the Zhujiang delta, and the south Fujian triangle containing the 
historic ports of Xiamen, Zhangzhou, and Quanzhou in February 1985. 
The opening of the Liaoning and Shandong peninsulas was originally 
on the agenda for March 1985 (Kueh 1987: 450), but the speed of events 

1. They are Dalian, Qinhuangdao, Tianjin, Yantai, Qingdao, Lianyungang, 
Nantong, Shanghai, Ningbo, Wenzhou, Fuzhou, Guangzhou, Zhanjiang, and 
Beihai. 
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led to confusion, and the opening of the two peninsulas was shelved. In 
September 1984 the State Council approved a radical proposal to re
form the foreign trade system, giving autonomy to foreign trade corpo
rations, which were to become responsible for 'heir own profits and 
losses. In view of the sizable foreign exchange reserves built up since 
1982, foreign exchange controls were relaxed in 1984 (Qi 1985: 47). 

The radical reform proposals had barely been implemented when 
a massive trade deficit and runaway ipflation forced planners to re
centralize. Domestic reforms led to a loss of control investmentover 
and monetary expansion. The trade deficit was caused primarily by 
the relaxation of foreign exchange and import controls, especially in 
the open areas, leading to a surge of imports (Qi 1985: 47). To rectify the 
imbalance, planneis imposed severe administrative controls on bank 
loans, foreign exchange, and investment in early 1985. Although the 
foreign trade reforms proposed in 1984 remained largely unimple
mented, there was active discussion on economic and political reforms 
in 1984-1985, and the reformers appeared to be preparing for another 
reform drive. The renminbi was devalued twice in 1985-1986, and 
another devaluation was reportedly scheduled for 1987. However, the 
radical proposals on economic and political reforms and student unrest 
in December 1986 provoked a strong conservative backlash, culminat
ing in the forced resignation of the liberal leader Hu Yaobang and a 
campaign against "bourgeois liberalization." Following student dem
onstrations, price reforms and the planned devaluation of the renminbi 
were shelved in response to social discontent over inflation (Sung and 
Chan 1987: 19). 

The ThirdReform Drive (1988-1989) 

The campaign against "bourgeois liberalization" held up reforms only 
temporarily, and reformers gained the upper hand in the Thirteenth 
Party Congress in November 1987. A third reform drive was launched 
in 1988. Hainan Island become a separate province in mid-1988, with 
a higher degree of autonomy than before. The opening of the entire 
Chinese Pacific basin continued with the opening of the Liaoning and 
Shandong peninsulas, the entire provinces of Guangdong (previously 
limited to the Zhujiang delta) and Fujian (previously limited to the 
south Fujian triangle), parts of Guangxi province and Hebei province, 
and eighteen additional coastal cities (Hong Kong Economic Times, 
June 14, 1988). The areas opened in 1988 were as large as all the areas 
opened in the nine years from 1979 to 1987. By 1988 the population in 
the open areas totaled 160 million. The open areas form a three-tier 
structure, with coastal open areas having the least autonomy, coastal 
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open cities having an intermediate level of autonomy, and SEZs having 
the geatest autonomy. The huge trade deficit of 1984-1986 declined 
rapidly in 1987, and China's trade was close to balanced in the first half 
of 1988. The radical 1984 trade reforms that had stalled in 1985 were 
resumed in 1987-1988. 

The most noticeable event of 1988 was price reform. Carried out in 
an overheated economy plagued by excessive investment alid monetary 
growth, the price reforms precipitated panic buying and bank runs. In 
September the reforms were shelved, anti the State Council imposed 
severe controls on investment and credit. A trade deficit again emerged 
in the second half of 1988, and trade controls were stiffened. The Ti
ananmen incident of June 1989 led to the downfall of the liberal party 
secretary, Zhao Ziyang, and a severe setback for economic reforms. In 
the second half of 1989 Beijing tried to recentralize and placed severe 
restrictions on private enterprises. It reversed such policies in early 
1990, however, because of resistance on the part of provincial author
ities as well as Beijing's fears of rising unemployment. 

The Fourth Reform Drive (1991-1992) 

Though economic reforms stalled on many fronts after the Tiananmen 
incident, economic reforms of the external sector have continued. For
eign loans and investment and tourism earnings dwindled after the 
Tiananmen incident, and China had to expand its commodity exports 
to meet its import needs and debt obligations. The renininbiwas de
valued by 21 percent against the U.S. dollar in December 1989 and by 
9.6 percent in November 1990. Pudong was declared open in April 
1990. Trade subsidies were abolished in early 1991, and foreign trade 
corporations became financially independent. China's exports grew hy 
18 percent and 16 percent in 1990 and 1991. The fourth reform drive 
gathered momentum in early 1992 when Deng Xiaoping dramatized his 
dissatisfaction with the l)ace of economic reforms in his tour of Guang
dong and Shenzhen. After Deng's tour, new reforms were launched 
rapidly. Besides the myriad open areas along the coast, numerous areas 
were opened along the major waterways and alonig the borders with 
Russia and Vietnam. China's tertiary sector was opened to foreign in
vestment. Foreign trade was further liberalized, and the reminibiwas 
devalued by 9 percent against the U.S. dollar in 1992. Contracted for
eign investment in 1992 was more than four and a half times that of 
1991, setting a record of US$58 billion, and exports grew by 18 per(ent. 
In early 1993, double-digit infletion emerged owing to an investment 
boom, and Beijing tightened credit to fight inflation. China appeared to 
be heading toward retrenchment. 
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INSTITUTIONAL CHANGES 
IN THE EXTERNAL SECTOR 

The traditional Chinese system of foreign trade was inadequate for the 
demands of the increasing variety of economic interactions that arose 
under the open door policy. Organizational changes and new incentive 
structures were adopted beginning in 1979. 

The First Reform Drive and Retrenchment 
(1979-1981) 

In 1979 new central agencies for trade and investment were created by
the State Council in response to the need for functional specialization 
in implementing the open door policy. These included the Foreign 
Investment Administrative Commission (FIAC), the hlm)ort-Export Ad
ministration Commission (IEAC), the State Administration of Foreign 
Exchange Control (SAFEC), and the China International Trust and In
vestment Corporation (CITIC). The functions of FIAC and SAFEC were 
S6lf-evident. IEAC was responsible for special trade not involving di
rect foreign investment. CITIC was a ministerial-rank multinational 
company formed to court foreign investment and finance. It had un
precedented autonomy in the communist world and was led l)y an
old-style millionaire, Rong Yiren, who had refused to leave China (hir
ing the communist takeover in 1949. In March 1982 the FIAC and IEAC 
were merged with the Ministry of Trade and the Ministry of Foreign
Economic Relations into an umbrella organization called the Ministry 
of Foreign Economic Relations and Trade (MOFERT). 

In addition to the creation of new agencies at the central level, 
powers of trade and investment have been decentralized. Industrial 
ministries under the State Council are allowed to establish their own 
import-export corporations. Ministerial foreign trale corporations 
(MFTCs) usually export the ministry's own prodlucts and handle im
ports required by the ministry. The reforms facilitated direct technical 
contacts between Chinese and foreign enterl)rises. 

Beginning with Guangdong, Fujian, and the three central munici
palities, an increasing number of provinces have set up provincial im
port-export corporations since 1979. A handful of producer enterprises 
have also achieved autonomy in exl)orts. The total number of corpora
tions and enterprises with autonomy to export numbered several hun
dred in 1980. 

Despite these reforms, the Chinese trading system was still highly 
centralized, with official approval required for all exports and imports, 
although applications could be processed more quickly as some of 
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them were approved by ministerial or provincial authorities instead of 
the Ministry of Foreign Trade. Exports were classified into three cate
gories. Category I commodities, under the control of the Ministry of 
Foreign Trade (such as grain, coal, crude oil, and finished steel), con
tinued to be handled by the national foreign trade corporations and 
accounted for 80 percent of China's total exports in 1980/81 (at the 
height of the first decentralization drive) (Kueh and Howe 1984: 832). 
Less important Category 11 commodities were handled by local author
ities under central guidance, and locally established export prices were 
within centrally stipulated ranges. Category III goods were usually out
side the plan, allowing local authorities to issue export licenses, set the 
prices, and handle exports (Ho and Huenemann 1984: 41--44). Imports 
were even more centralized than exports because of strict foreign cx
change controls. 

The 1979/CD decentralization did. however, cause some confusion. 
Local authorities cut export prices to compete, especially in the Hong 
Kong market (Xue 1986: 4). The prices of native products in which 
China had a monopoly fell appreciably, and China reacted by institut
ing an export licensing system in 1981 (Sung 1991: 46). The recentral
ization measures were part of the retrenchment program of the second 
readjustment, though export decentralization remained basically 
intact. 

The Second Reform Drive and Retrenchment 
(1983-1985) 

The second reform drive of 1983/84 led to the opening of Hainan Island 
and fourteen coastal cities as well as the radical proposal to decentral
ize foreign trade to foreign trade corporations. The reform package, 
approved by the State Council in September 1984, called for the sep
aration of the functions of government and enterprises. That is, the 
MOFERT and local trade authorities would concentrate on the overall 
management of foreign trade without interfering in the business of 
foreign trade corporations (NFTCs, MFTCs, and provincial foreign 
trade corporations), and the foreign trade corporations would gradually 
become independent of their administrative superiors, assuming re
sponsibility for their own profits and losses. Furthermore, an agency 
system would be introduced, whereby,, foreign trad( corporations 
would function as intermediaries in foreign trade for producers and 
users, collecting service charges in the process. The producers and 
users would be responsible for the profits and losses involved. Lastly, 
foreign trade plans would be simplified. Mandatory planning would be 
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restricted to key commodities, and guidance planning would be used 
for secondary commodities (Zheng 1984: 27-33). 

The 1984 reform, if fully implemented, would have revolutionized 
the Chinese foreign trade system. The 1979/80 reform had given trad
ing authority to ministerial and provincial authorities, which could 
easily be controlled by administrative means, whereas the 1984 reform 
sought to make foreign trade corporations independent of administra
tive controls. 

A prime objective of the 1984 reform proposal was to cut the huge
subsidies to exports. Because the renfinlbi was overvalued, the state 
had to subsidize exports according to their costs. Though the renmi inbi 
had been devalue,, repeatedly against the U.S. dollar since 1979. the
''cost of earning I ;gn exchange' (COEFE) or the huanhui chengben 
(the cost in renininbi of earning one unit of foreign exchange) often 
exceeded the official exchange rate. Table 4.4 shows the average CO-
EFE of China's exports and the official exchange rate in recent years.
Though the 1979/80 reforms partially decentralized the power to trade, 
the financial responsibility was still centralized; that is. exports were 
subsidized up to their costs. The system encou~rages foreign trade cor
porations to procure goods at high prices for export to meet mandatory 
export targets, leading to a rapid rise of the COEIFE. 

To lower costs, Chinese planlers have been using the COEFE in 
well-run enterprises as an efficiency norm. In viev,of the rapid rise of 
the COEFE in 1983, the State Council established ceilingq of COEFE for 
different goods and banned the expor! of goods that cost more than the 
stil)ulated ceilings in December 1983 (AlImanacof China'sForeignEco
nomic Relations and Trade 1985: 241) The COEF,Edeclined tempo
rarily in 1984 but shot up again in 1985. Given mandatory export tar
gets and soft budget constraints, administrative controls on the COEFE 
failed to hold down the cost of exports. 

The 1984 reform proposal attempted to shift the financial respon
sibility from the state Treasury to enterprises, as foreign trade corpo
rations, producers of exports, and users of' imports took responsibility 
for their own profits and losses. Producers and foreign trade corpora
tions would thus be encouraged to be cost-conscious, and end-users 
would be forced to economize on the use of imports. 

The 1984 reform proposal was stalled by the severe macroeconomic 
imbalance of' 1984/85. The price of export procurement was lowered in 
1984 following the ban on high-cost exports in December 1983, but 
domestic inflation was high because of the macroeconomic imbalance. 
Manv export producers thus diverted their production capacity to the 
domestic market (Zhao and Liu 1986: 36). From March to July 1985,
China's exports declined by 5 percent over the same period in 1984, 
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TABLE 4.4 	 CHINA'S AVERAGE COST OF EARNING FOREIGN
 
EXCHANGE (COEFE) IN EXPORTS, 1980-1991
 
(YUAN/US$)
 

Cost of earning foreign exchange (COEFE) 

Year National ;uangdong Official exchange rate 

1980 2.31 in.a. 1.50
 
1981 2.48 2.84 2.80
 
1982 2.67 3.1 2.80
 
1983 3.07 3.44 2.80
 
1984 2.80 3.15 2.80
 
1985 3.19 3.65 2.94
 
1986 4.18 4.78 3.50
 
1987 4.70 5.37 3.73
 
1988 4.52 5.17 3.72
 
19839 5.06 5.79 3.72
 
1990 n.a. n.a. 4.81
 
1991 n.a. n.a. 5.33
 
Note: The internal sttthvlnvot is tlis-t!(] oflit:i~il rate inl19!11riih! [orthlw e}xchanlge -1984. 

I.11. = not available.
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though the decline was halted in August 1985 as a result of stabiliza
tion measures that had been taken in March. Imports rose by 54 percenlt 
in 1985 and China ran a huge trade deficit. The renninhiwas devalued 
several times against tlhetU.S. dollar in 1985 and 1986, but the deval
uations were not big enough to keep pace with the rapid rise of the 
COEFE. The state ]reastry'continues to assume most tf, the finallncial 
responsibility in foreign trade (Tian, Li, Hile, and Zhang 1986: 37), and 
the 1984 reform prlpsal remained largely unimplemented. 
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One aspect of the 1984 reform that has been widely adopted was 
the agency system, which permitted direct contact between producers 
and end-users. This is especially important for the import of appropri
ate technology. Though the agency system was widely implemented on 
the import side, it covered only 10 percent of' exports as exports were 
still heavily subsidizod. Moreover, the NFTCs play a larger role than do 
such intermediaries in other coointries because ilhe producers have lit
tie experience in exporting. and export prices are negotiated yI)the 
NFTC and the end-user (776 Kung Pao.May 30, 1987). Tie total auiml)er 
of corporations and enterprises with autononly to exporit cont intied to 
grow. reaching three thousand by 19865. In 198(,lhowever, mldaltory 
export targets still accounted for 70 percent of all exports (1,I'en Ilui 
Pao, June 6, 1987). NFTCs, which were responsible for the key con
iodities controlled by the MOIFERT, still handled 810 percent of all 

imports and 90 percent of all exports in 1986.2 Decentralization of 
foreign trade has not made much headway since 1980/81, when NFTCs 
handled 80 percent of China's exl)orts. 

The Third Reform Drive and Retrenchment 
(1988-1990) 

The third reform drive let to the opening of more coastal cities and 
coastal areas, including the establishment of'liinan as a province and 
an SEZ. In March 1988 MOFERT started to restructiure Ilhe foreign trade 
system, and power was decentralized from the head offices of the 
NFTCs in Beijing to local foreign trade corporations (L1T(s), which 
were formerly local branches of the NFlCs. The LFTCs became finan
cially independent companies. The reform represented an application 
of the contract responsibility system in foreign trale (Soth Chim 
MorningPost, October 10, 1988). Under the new system. eachl province 
or municipality m tist sign an annual contract with MOER]T speciiing 
three targets: foreign exchange earnings, amnount of foreign exchange 
earnings to be turned over to the state, and profits (or losses). To meet 
these o)ligations, the provincial or mun icipal governments will enter 
into contracts with the LTCs, which act as iml)ort and export agents 
for the local enterprises. The role of' N TCs diminished greatly, and tie 
number of' commodities subject to exchlsive trading by NF"TCs was 
limited to a few items. 

Along wiih the decentralization of' powver, Financial responsibility 
was also decentralized fron the state to provincial governments and 

2. Information obtained in interviews with Chinese trade officials. 
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foreign trade corporations (NFTCs, MFTCs, and LFTCs), which were 
required to be financially independent. To enable provincial govern
merits and foreign trade corporations to cover the losses from exports,
they were allowed to retain 80 percent of their foreign exchange earn
ings that exceeded planned targets. This was in addition to the cus
tonary 25 percent retention of withir-target foreign exchange earnings, 
which had been allowed since 1979. Since Ihe renwinbi was overval
tied, the right to retain foreign exchange served as a powerful incentive. 
The restrictions on the sale of foreign exchange earnings at )ri(ces above 
the official rate were also reiaxed in early 1988. The foreign exchange 
retention scheme and restrictions on the transfer of such foreign ex
change are complicated subjects that will he discussed in greater detail 
below. The generous foreign exchange rdtentions together with other 
economic incentives such as the exemption of domestic taxes for ex
ports, have enabled foreign trade corporations to come close to finan
cial independence, which was the goal of' the 1984 reform proposal. 
However, because the problem of a soll bodget constraint is deeply 
rooted in socialist economies (including marketized socialist econo
lilies), the complete financial independence of state enterprises in 
China has to wait for the full implenentation of the bankruptcy law 
passed in 1988. 

The Fourth Reform Drive (1991-1992) 

Though the Tiananmen incident led to temporary recentralization of 
many activities, the 1988 trade reforms remained basically intact. As 
mentioned earlier, reforis of the external sector continued becau'e soft 
loans dried 01) after the Tiananmen incident and Beijing was under 
great pressure to expand its exports. The government al)olished subsi
dies on exl)or!ts in early 1991 and raised the rate of foreign exchange 
retention to 80 percent of export earnings. 

Incentives to Promote Trade 

Starting in 1979, China adopted incentives to promote trade, especially 
exports. Measures adopted included devaliation of the renininbi;per
mission for local governments, ministries, and export enterprises to 
retain a poi tion of the foreign exchange earned in exports; tariff exemp
tion for imported inputs used in producing exports; and rebates of 
indirect taxes for exports. These new measures were introduced in 
addition to the established practice of priority allocation of scarce ma
terials to export enterprises. 

In 1979/80 the official exchange rate of roughly 1.5 yuan per dollar 
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could not cover the exporters' costs, since the average COEFE was 
around 2.5 yuan per dollar (Table 4.4). The variations in the COEFE 
among localities and goods were large. In 1979 77.2 percent of Guang
dong exports incurred losses, and the COEFE of some goods was ten 
times the official rate (Kueh and Howe 1984: 845). A dual rate system 
was adopted at the beginning of 1981. Commodity trade was settled at 
the internal rate of 2.80 yuan per dollar, and the official rate of 1.53 
yuan per dollar continued to apply to noncolnodity transactions. Ta
ble 4.4 shows the COEFE and exchange rate of China in recent years. 
From 1980 to 1981, the internal settlement rate exceeded the COEFE. 

The dual rate system was strongly criticized )ythe United States as 
an export subsidy. As the U.S. dollar appreciated against other curren
cies in 1981-1984, the renminbi was gradually devalued against the 
dollar, and the official exchange rate approached the internal rate. The 
dual rate system was abolished on January 1, 1985, when the official 
exchange rate was 2.84 yuan per dollar. By then the COEFE of Chinese 
exports was 4.00 yuan per dollar, and huge subsidies were still re
quired for exports. 

From January 1 to September 30, 1985, the renmninbi was gradually 
devalued by a totol of 12.5 percent to 3.2 yuan per dollar and remained 
steady at this level for ten months until July 4, 1986, when it was 
further devalued I)y 14 percent to 3.70 yuan per dollar. The vuan was 
still overvalued, but the continued weakness of the U.S. dollar in 1986
1987 helped to ease the extent of overvaluation. 

The foreign exchange retention scheme was first introduced in 
1979. All foreign exchange earned through exports must be sold to the 
Bank of' China at the official exchange rate, but the )rovincial govern
ment and the export enterprise are entitled V)purchase a share of the 
foreign exchange at the official rate for later use on approved items that 
require the ise of foreign exchange. It should be noted that the entitle
ment did not confer a secure right to use foreign exclange. In the 1985 
crisis, enterprises seldom received approval to use their entitlements 
owing to the tight foreign exchange situation. Provincial governments 
sometimes requisition the entitlements of enterprises under their con
trol without compensation (Zhao and Litt 1986: 28). With the improve
ment in the balance of payments since 1986, however, the right to 
foreign exchange entitlements has become more secure. 

Before the 1988 trade reforms, provincial authorities and export 
enterprises gained from more exports oving to the Foreign exchange 
retention scheme, but they did not assume financial responsibility, 
which remained with the central government. Provincial authorities 
thus did not hesitate to procure goods at high prices and dump them 
overseas at a loss (Xue 1986: 4), leading to a rapid rise in the COEFE. 
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The foreign exchange retention ratios were gradually raised, and 
the restrictions on the transfer of foreign exchange entitlements were 
gradually relaxed. Since 1980 enterprises have been allowed to swa ) 
their foreign exchange entitlements for renmnibih with other enterprises 
through the Bank of China at negotiated rates that were allowed to rise 
a rriaxiinum of 10 ipercelnt above the official rate (Wu 1987: 9). 'I'll( 
ceiling on the maxiimum rate was progressively raised. Restrictions oi 
the trading of foceign exchange were further relaxed with the estahlish
mient of foreign exchange adjustment centhers, where enterprises can 
trade foreign exchange at negotiated rates. The first center was estah
lished in Shenzhen in December 1985. I3y the late 1980s, such centers 
were established in most provin:es of China, and a national market in 
foreign exchange hegan to enmerge (Ta Kumn Pao, May 12, 1988). 

Before the 1988 trade reforms, the usual ratio of foreign exchange 
retention was 25 percent, with half going to the provincial and local 
governments and the other half' going to the exl)ort enterprises. The 
Guangdong and lujian provincial governments were allowed to retain 
an extra 5 percent, giving a total retention ratio of 30 percent. As men
tionel before, in the 1988 trade reformns, the retention rat ios were raised 
and the restrictions on the sale of foreign exchange enthit lements were 
relaxed to enable FTCs to come close to financial independence. Ac
cording to the 19)1 trade reforms. 20 percent of' the foreign exchaiIge 
earnings from comnmoditv exports were to he sold to Beijing at the 
official rate and the rest (80 percent) were to be distrilmhled, with local 
governments claiming 10 percent, l"TCs claiming GO percenl, aml en
terprises claiming 10 percent. Beijing, however, was entitled to pur
chase at the swap rate the retained earnings of' enterprises and one
third of the retained earnings of' FTCs: That is, Beijing was cntitled to 
purchase at the swa) rate 30 )(r(:ent of' the foreign exchange earnings 
from commodlity exports. 

In the foreign e;xchange adjust ment enliers, though the swap rate is 
not strictly controlled, restrictions are still imposed on the source and 
use of foreign exchange. The seller is required to specify that the for
eign exchange is ohtiined From a legal source, and the huver must 
specify a legitimate use of foreign exchange. Trading for speculalion is 
strictly prohibitedl. Individuals are generally not allowed to participate 
in trade (Wom 1ui Poo, August 18, 1988). 

If China allowed exporters to retain tO l)er,:1ni (f' their foreign 
exchange earnings and freely transfer such earnings to importers for 
imports, it would he equivalent to floating exchange rates for (:ommo(l
ity trade with controls on the c:apilal account. As it is, the retention 
ratio is slightly below 100 percent, and there are still controls an the 
use of foreign exchange, but China is not fr from such a system of' 
floating ex(:hange rates. 
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Part of the financial loss oil exports is misleading because of the 
heavy tariffs ol imported inputs used in producing exports and also 
because of heavy indirect taxes. In the period 1981-1984, industry and 
commercial taxes accountetd for 14 percent of China's national income. 
The significance of tariffs and other indirect taxes might also be sub
stantial, but they cannot be quantified )ecause of' a lack of data. Tax 
rebates for exports have been proposed since the early 1980s, but pro
vincial governments are u.,willing to give tax rebates becaimse of tie 
adverse impact on provincial treasuries. ': Many taxes in China are col
lected by provincial authoritic. and then shared between Beijing an(l 
the provinces. Manimfacthring usually involves i nt(;rmediate inputs 
produced in different regions, and the precise geographical incidnce 
of indirect tax is difficult to determine. Tariff exemption fo.- imported 
inputs used in producing exports involves only the central Treasury. 
From 1985 to 1987, the central government had rebated dlomestic taxes 
on the final stage of prodluction, which was only one-third of the total 
taxes paid through all stages of production. "' 

The 1988 trade reform blueprint proposed a thorough rebate of 
indirect taxes through all stages of' production. For p~roducts procured 
for export by FTCs, the rel)ates would be given to the F''Cs. For prod
ucts exported through the agency system, the rebates would be given to 
the production enterprises ('a Klng Poo, December 3, 1987). 

The Threo-Tier Structure of Open Areas 

China's open areas-coastal open areas, coastal open cities, and SEZs
form a three-tier struclure in terms of increasing degrees of autonomy. 
The SEZs Formerly had a tremendous competitive edge in terms of low 
taxes and high foreign exchange retention ratios, but the edge has been 
oroded by the opening of' other cities and areas. In order to maintain 
their lead, the SEZs have been forced to grant more and more conces
sions to foreign investors. The competition among different open areas 
to grant concessions to foreign investors may not be in the national 
interest, but Beijing has not been able to prevent it as more and more 
economi,: power has been d(,:entralized from Beijing to the provinces 
and municipalities. 

The 15 perc(nt profit tax for foreign investors in SEZs had been 
attractive in comlparison with i1e 30 percent )rofit tax elsewhere in 
China. However, twelve coastal cities among tie fourteen opened in 
1984 established Economic and Technology Development Districts 

3. information obtained in interviews with Chinese trade officials. 
4. Information obtained in interviews with Chinese trade officials. 
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(ETDDs) in which the 15 percent profit tax also applied. The 15 percent
profit tax was then applied to special enterprises outside the SEZs and 
ETDDs, including technology-intensive enterprises: enterprises with 
foreign investment over US$30 million; investment with a lengthy pay
back period; or investment in energy, transportation, and harbor facil
ities. The 15 percent profit tax of Hong Kong, which first adoptedwas 
by Shenzhen, appears to be spreading throughout China. The coastal 
open areas also joined in the tax-reduction competition and offered a 
variety of tax cuts and tax holidays. For instance, the profit tax of the 
Liudong peninsula was fixed at 24 percent instead of the standard 30 
percent. 

In March 1988, after the central work conference on the opening of 
the coastal areas, Vice Premier Tian Jiyuan summed up the division of 
labor among the three different kinds of open areas (Ta Kung Pao, 
March 19, 1988): the coastal open areas are expected to export labor
intensive manufactures and agricultural products; the coastal open cit
ies should rely on their strength in technology and industry to upgrade
traditional exports, promoting the export of electrical machinery in 
particular; and the SEZs should be a model of an externally oriented 
economy with advanced technology. Tian's statement was little more 
than an after-the-fact rationalization of the confusion that emerged in 
the competitive drive of various open areas to grant preferential terms 
to foreign investors. 

Since Tian's speech, various inland areas, including Hubei, Anhui, 
Kiangsi, Gansu, Honan, Shenshi, Beijing, and Sichuen, have also 
granted preferential terms to foreign investors (Hong Kong Economic 
Times, June 15, 1988). Chinese economists have started to talk about a 
four-tier structure of open areas, with inland open areas as the first tier. 
The distinction between each tier is not sharp. Many inland open areas 
granted pieferential terms that are as attractive as those of the coastal 
open areas, or even more attractive. For instance, the Loyang ETDD in 
Honan exempts all profit tax for a period of three years. The four SEZs 
and the ETDDs in the fourteen coastal cities exempt profit tax for a 
period of only two years (I-long Kong Econoomic Times, June 15, 1988). 

The SEZs initially tried to attract technologically advanced indus
tries and turned away processing and assembling operations. They
managed to attract very few high-tech ventures, however, and were 
forced to accept processing and assembling operations. Counties in the 
Pearl River delta (a coastal open area) such as Dongguan, Zhongshan, 
and Foshan have been able to attract foreign investment in industries 
that are as sophisticated as those in the SEZs. Though SEZs have a 
better infrastructure, they are less flexible in their policies because they
have been pushed into the limelight and thus suffer from the attention 
and meddling of Beijing. The obscure counties mentioned above can 
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afford to ignore central directives and pursue more flexible policies.
The planned division of labor among the different types of open areas 
exists more on paper than in reality. 

EVALUATION OF THE OPEN DOOR POLICY 

Ten years have lapsed since the inauguration of the open door policy. 
Commodity trade, services trade, and foreign inve3tment in China have 
increased by leaps and bounds, but problems remain. Macroeconomic 
imbalances have emerged in the liberalization phase of each of the four 
reform cycles, and reforms have suffered setbacks as administrative 
measures have been used to stabilize the economy. Symptoms of eco
nonic inefficiency abound in both trade and investment. Details of the 
achievements and deficiencies of the open door policy in the areas of 
trade and investment follow. 

The Rapid Increase in Trade 

The increase in exports and imports since 1979 has been extremely 
rapid. From 1978 to 1992, the value of China's exports grew at an 
average annual nominal rate of 17 percent in dollar terms, while im
ports grew 15 percent annually. E1xports increased by a factor of eight 
and a half in the period. 

The ratio of China's exports and imports to its GDP has also risen 
rapidly since 1978. Table 4.5 shows the ratio of exports and imports to 
GDP for both China and India. India is chosen for comparison because 
the ratio is usually lower for large economies and higher for more 
developed economies, and India is comparable to China in size and level 
of development. In the thirteen years of reform and open door policy
from 1978 to 1991, China's ratio of exports to GDP rose sharply from 5 
to 19 percent, while the same ratio for India hovered around 4 to 6 
percent. China's export drive thus appears to have been remarkably 
successful. 

Devaluation and Trade Response 

Until the late 1980s, most of China's academics and trade officials be
lieved that devaluation had failed to boost exports and constrained im
ports in China. This belief was a result ofsuperficial statistical analysis. 

Chinese academics usually measure both the exchange rate of the 
renminbiand the value of trade in terms of the U.S. dollar (Table 4.1).
According to their analysis, the yuan was devalued by close to 50 
percent at the beginning of 1981 with the adoption of the internal 
settlement rate that applied to commodity trade. From 1980 to 1983, 
however, China's exports grew by only 23 percent and imports contin
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TABLE 4.5 	 RATIO OF EXPORTS AND IMPORTS TO GDP IN
 
CHINA AND INDIA, 1978-1991 (PERCENTAGE)
 

China 	 India 

Year Exports Imports Exports Imports 

1978 4.7 5.2 5.6 6.6 
1979 5.3 6.1 5.9 7.5 
1980 6.1 6.7 5.3 9.2 
1981 7.7 7.7 4.5 8.4 
1982 8.0 6.9 5.0 7.5 
1983 7.6 7.3 4.5 6.7 
1984 8.4 8.9 4.9 6.2 
1985 9.5 14.7 4.4 6.2 
1986 11.2 15.5 4.1 6.8 
1987 13.0 14.3 4.4 6.5 
1988 12.6 14.6 4.7 6.7 
1989 12.2 13.8 5.7 7.4 
1990 16.7 14.4 5.9 7.8 
1991 19.4 17.2 6.6 7.5 
S:irce: Chin,'s exports, impuorts, and GIP from the Stale Statistit.al Bureuti, StatisticalYearbook of 
China(B3eiling, various issues; India's exporls, imports, and ;I)I1 are from te Iiterniational Mon etary 
Fund (INIF,Intrnati i l FinancialStutstics (iWashingtori D.C.: variolis issues). 

ued to rise by 7 percent (Wang 1986: 45-46). In 1985 the ,,uan was 
further devalued by 14 percent, but exports grew only 5 percent and 
imports soared by 54 percent, giving rise to a huge trade deficit. De
-,aluation thus failed to achieve its objective (Wu and 2.hang 1987). In 
1987 the yuan was not devalued, but exports soared 28 l)ercent and 
imports rose by less than 1 percent. This result appear!, to sto)port the 
contention that administrative measures are more effective than deval
uation in promoting exports and restraining imports. 

Thc alleged ineffectiveness of devaluation, however, is only a sta
tistical artifact, because the exchange rate of the yuan and the value of 
China's trade have not been measured correctly. Because of the sharp 
fluctuation of the U.S. dollar against major currencies since 1981, the 
exchange rate of the yuan should be measured against a basket of cur
rencies rather than against the U.S. dollar. Moreover, because China's 
exports are heavily subsidized an(d its imports are heavily taxed, the 
relevant variable is not the nominal or official exchange rate, but the 
effective exchange rate (EER). The EER is defined as the number of 
units of local currency actually received by the exporter, or paid by the 
importer, per unit of foreign currency of' goods traded. The real ex
change rate can be calculated from the EER after adjusting for foreign 
and domestic rates of inflation. 

The value of China's trade should not be measured in U.S. dollars. 
The correct procedure is to measure the value of exports or imports in 

http:Statistit.al
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local currency deflated by the export or import price deflator. This 
procedure cannot be used fur China, however, because China has not 
released reliable export and import price deflators. Moreover, the offi
cial data on the renminbivalue of exports and imports are biased down
ward to avoid charges of dumping. The data are obtained by converting 
the U.S. dollar value of exports at the official exchange rate, which is 
substantially lower than tile true cost of eiports and imports. In this 
chapter Iwill use export- and iml)ort-weighted baskets of currencies to 
measure the value of China's exports and imports. 

A simple example shows the importance of measuring tile value of 
trade and the exchange rate with a c:Irrency basket. Suppose all of 
China's exports go to Japan and the exchange rate of the renminbi 
against the yen is constant. Other things being equal, the value of*ex
ports of China in yen will also 1w constant. Suppose, however, the yen 
appreciates against the U.S. dollar by 100 percent. If tile U.S. dollar is 
used to measure China's trade and exchange rate, we will arrive at the 
ridiculou," conclusion that a 10C percent appreciation of the renminbi 
has led to a 100 percent increase in China's exports. 

The results of this study are contrary to the conventional beliefs of 
China's academics and trade officials. The depreciation of the real ex
change rate of the renininbi from 1981 to 1985 was moderate and the 
export response was appreciable. The real exchange rate depreciated 
rapidly in '986, and exports and imports have responded rapidly to the 
devaluation. 

This study therefore uses an export-ireighted basket of currencies to 
measure the value of China's exports and tile nominal export exchange 
rat,,! of the renminbi and an imported-weighted basket of'currencies to 
measure the value of imports and the nominal import exchange rate. I 
chose six major trading partners ofChina: namely !-long Kong, Japan, the 
United States, the United Kingdom, the former West Germany, and 
Singapore. Their shares in China's exports to these six economies were 
used as weights in the export-weighted index and their shares in China's 
imports were used as weights in the inport-weighted index. 

The base period is January 1980. The indexes belong to the Paasche 
type of index as weights are changed annually. The six economies 
chosen accounted for roughly 75 percent of China's exports and 65 
percent of' its imports andl the remaining portions were mostly ac
counted for by countries of Comecon. Since trade with the Comecon 
bloc and the exchange rate of the renmibiagainst the currencies of the 
Comecon bloc are not mainly determined by market forces, the curren
cies of the Comecon bloc are not included in the currency basket. The 
six economies chosen in this stludy accounted for over 90 percent of 
China's trade with market economies. 

Table 4.6 shows the indexes of the value of China's exports and 
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imports in U.S. 'ollars and in the currency baskets. The nominal ex
change rate indexes in U.S. dollars and in the currency baskets are also 
presented. Manufacturing exports are distinguished from total exports, 
because traditional exports are less sensitive to exchange rate changes. 
I will focus on China's manufacturing exports, not only because they 
are more price sensitive, but also because the value of traditional ex
ports can be erratic owing to price fluctuations. For instance, in 1986, 
the price of oil dropped markedly and China's total exp,-rts (in terms of 
the currency basket) stagnated. Manufacturing exports, however, ex
hibited healthy growth. 

Because of the sharp appreciation of the U.S. dollar against major 
currencies from 1981 to February 1985, measurements in terms of the 
U.S. dollar overstate the extent of the devaluation of the renininbiand 
understate the extent of export growth. After February 1985. the reverse 
is true. 

The export-weighted exchange rate index of renminbi rose froln 
100 points to 179 points in 1981 owing to the adoption of the internal 
settlement rate. The index fell back to 150 points in 1984, however, 
because of the sharp appreciation of the U.S. dollar against other 
currencies. Thereafter, the index rose sharply to 217 points in 1987 a, 
a result of (1) the devaluation of the renminbi against the U.S. dollar, 
and (2) the sharp depreciation of the U.S. dollar agains! major 
currencies. The movement of the imported-weighted index is broadly 
similar to that of the export-weighted index. The fall of the imported
weighted index from 1981 to 1984, however, was less substantial than 
that of the export-weighted index, and its rise thereafter was more 
dramatic since the weight of the Japanese yen was higher in the import
weighted index than the export-weighted index. The two indexes were 
stable from 1987 to 1989, when the U.S. dollar was stable against the 
other major currencies. The renniinbidepreciated rapidly in 1990/91 
because of the substantial devaluation of the renminbiagainst the U.S. 
dollar. 

To gauge the response of tradei to devaluation, we must estimate the 
real EER and the real value of trade in terms of a basket of currencies. 
The COEFE (Table 4.4) is used as a proxy for the export EER. It is not 
a perfect poxy, as the producer may earn a profit over and above cost, 
but it is difficult to find a better proxy given limited data. It should be 
noted that a rise in the EER represents depreciation of the renminbiand 
a fall represents an appreciation. The COEFE is redenominated in terms 
of the currency basket rather than the U.S. dollar. 

It is difficult to estimate the import EER because there are few data 
on China's complicated system of import charges, indirect taxes, and 
subsidies. Because taxes and subsidies are usually levied on adan 
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TABLE 4.6 INDEXES OF CHINA'S EXPORTS, IMPORTS, AND 
FOREIGN EXCHANGE RATES, 1980-1991 

Nominal exchange 
rate index Total Manufacturing Total 

Y/basket of exports exports imports 
currencies Basket Basket Basket 

Y/ Export- Import- of cur- of cur- of cur-
Year US$ weighted weighted US$ rencies US$ rencies US$ rencies 

1930 100 100 100 100 100 100 100 100 100 
(100) (100) (100)

1981 187 179 182 122 127 132 137 110 115 
(116) (126) (106)

1982 187 169 169 123 139 138 156 96 108 
(119) (134) (95)

1983 187 153 164 123 150 141 172 107 130 
(121) (138) (111)
 

1984 187 150 161 144 179 159 198 137 170
 
(137) (152) (139)

1985 196 159 168 151 185 151 185 211 259 
(139) (139) (206)

1986 230 193 230 171 204 220 263 214 256 
(145) (186) (198)

1987 247 217 248 218 248 294 334 216 245 
(169) (228) (179)

1988 248 223 251 262 292 367 409 276 307 
(187) (262) (212)


1989 251 216 242 290 337 415 482 295 342
 
(199) (285) (221)

1990 319 271 286 343 404 512 603 266 313 
(227) (338) (184)

1991 355 303 337 397 465 618 724 319 374 
(244) (380) (210) 

Note: Figures in parentheses are real price-level deflated) indexes. 
Source: Values of exports and imports are from Econoniic Information Agency, China Customs Stu
tistics (Hung Kong, various issues). In 1!110 the breikdown of total exports between manrfacturing
and nonmanufacturing exports is not available from China Custons Statistics, though total exports are 
available. The 1980 share of manufacturing exports in total exports is taken from U.S. Central Intel
ligence Agency, National Foreign Assessmenl Center, China: InternationalI rad. 

vainrem basis, however, the index of the official foreign exchange rate 
can be taken as a crude index of the import EER. 

The real exchange rate, which is a measure of the exchange rate that 
is adjusted for changes in purchasing power between China and the rest 
of the world, can be computed from the EER. The export real EER, 
which is a proxy for the real exchange rate, is defined as follows: 

PW 
export real EER = export EER x -

PD 
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TABLE 4.7 CHINA'S EXPORT EFFECTIVE EXCHANGE RATE,
 
1980-1990
 

CostCost ofof 
 Effective exchange rt.Nominal earning rate index Export 
exchange foreign weighted China's Real 

rate exchange Currency CIII of six GDI' EER 
Year (Y/US$) (Y/IIS$) USS baskets countries deflator index 
1980 1.50 2.31 100.0 100.0 100.0 100. 0 100.0 
1981 2.8(1 2.48 107.4 103.2 109.4 1012.2 110.5 
1982 2.80 2.67 115.6 102.4 116.7 102.2 116.9 
198? 2.80 3.07 132.9 109.2 124.1 103.7 130.6 
1984 2.80 2.80 121.2 97.5 130.4 1018.4 117.2 
1985 2.94 3.19 138.1 112.5 133.1 118.3 125.5 
1986 3.50 4.18 181.0 151.5 141.0 123.7 172.6 
1987 3.73 4.70 203.5 179.1 146.8 129.9 202.5 
1988 3.72 ,4.52 195.7 175.7 155.8 145.2 188.5 
1989 3.72 5.06 219.0 188.8 168.8 158.6 201.0 
1990 4.81 n.a. n.a. n.a. 178.3 167.4 n.a. 
ll.ii.lnotav,lilalv.= 

So lir:The nominal exchangp rinlulig foreign oxchinge frolni rale 4.4. Therate and lili cost of c:uuuuue 
cinusumIuer price indexes of ti six inmportling i:ouiitries ire from1tho INIt. lIntrnationalIiin cial 
Statistics. The ( I)1 (tflatl" is frout Ihie Statistical Ytlrtot k of Chitlt.Tl stimatiln of the various 
EER indexes has beetnxdei;cribd intho text. 

and the import real EER is 

PW 
import real EER = import EER x -

PD 

where PW is the index of the world price level, and it is taken to be the 
export- or import-weighted consumer price index of the six countries 
in the currency basket; and PD is the index of the domestic price level, 
and it is taken to be China's GDP d eflator. 

The export an(t import EER indexes are given in Tables 4.7 and 4.8. 
The depreciation of the export real EER of remninbi was moderate 
during 1980-19385 (in average of 4.4 percent per year) )ult depreciated 
by 27 )ercent in 1986 and 15 percent in 1987. Rapid depreciation in 
1986-1987 was attributable to the rapid rise in the COEFE an(l the 
sharp depreciation of the U.S. dollar in the pcriod. The rate of growth 
of the real value of manufacturing exports was moderate from 1980 to 
1985 (an average of 6.8 percent per year) but it grew bv 34 percent and 
23 percent respectively in 1986 and 1987 (Table 4.6). The real EER of 
the renminbi stopped (epreciating in 1988 and 1989 because of the 
emergence of inflation in China, and the rate of growth of the real value 
of manufacturing exports also slowed to 15 percent in 1988 and fell 
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TABLE 4.8 	 CHINA'S IMPORT EFFECTIVE EXCHANGE RATE,
 
1980-1991
 

Effective exchange Imlort-weighted China's Import 
rate index CPI of six GDP real EER 

Year [JS$ Currency basket countries deflator index 
1980 100 100 100.0 100.0 100.0 
1981 187 182 107.8 102.2 192.4 
1982 187 169 114.4 102.2 189.5 
1983 187 164 117.9 103.7 185.4 
1984 187 161 122.9 108.4 182.1 
1985 199 171 125.6 118.3 180.9 
1986 233 232 129.1 123.7 242.2 
1987 249 251 137.1 129.9 264.6 
1988 248 251 145.3 145.2 251.2 
1989 248 239 154.9 158.6 233.8 
1990 322 289 170.4 167.4 294.4 
1991 355 337 178.3 172.5 348.4 
Source: China's (])' diflator is from tIll! Statistical 1' lerhook ofChina Tiw CP of tie six countries
is fromi the IMF, ittr-m tioil FinacialStatistics. The conii utation of itt. various E'ER indexes has 
tmi describti inItie text. 

further to 9 percent in 1989. It appeared that China's Inanufacturing 
exports were responsive to changes in the real exchange rate. 

The import real EER depreciated sharply from 1980 to 1981 owing 
to the adoption of the internal settlement rate. It appreciated slightly
from 1981 to 1985 because of' the appreciation of the U.S. dollar. The 
depreciation of the import real EER was nuch more marked than 
the export real EER. This is partly because of the larger change in the 
nominal exchange rate (which is taken as proxy for the import EER) in 
comparison with the change in the COEFE, and partly because tie 
weight of trade with Japan was higher in imports than in exports, and 
the depreciation of the U.S. dollar against the Jal)anese yen was par
ticularly sharp. We do not expect a close relationship between move
ments in the import real EER and the real value of imports, since im
ports in China are determined mainly by administrative means.
However, the sharp depreciations of the import real EER in 1981, 1986
1987, and 1990-1991 a)peared to help to constrain imports in 1981
1982, 1986-1987, and 1990-1991 (Table 4.6). Th(! appreciation of the 
import real EER from 1981 to 1985 and 1988-1989 appeared to encour
age the import binges in 1983-1985 and 1988-1989. 

It is clear that there have been significant depreciations in the im
port and export real EERs in the 1980s and that (hil) came close to
setting a realistic exchange rate in the late 1980s through the niecha
nisms of foreign exchange retention and foreign exchange adjustment 
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centers. International studies indicate that setting a realistic exchange 
rate is a prerequisite to successful trade liberalization (Krueger 1978: 
Chapter 10). The depreciation of China's export EER since 1980 is an 
important factor behind the rapid expansion of China's exports. 

Import Liberalization and Bias Reduction 

Under exchange controls, imports are constrained by administrative 
means, and the nominal price of imports 1price paid by users) is usually 
lower than their scarcity price, resulting in a premium for import li
censes. Devaluation is usually not large enough to absorb the entire 
premium (otherwise, administrative controls of imports would be re
dundant). Devaiation would thus increase the nominal price but not 
the scarcity price of imports, abso'bing part of"the premium, leading to 
a "liberalization" of imports (Kruegqw 1978: 87). The benefits of liber
alization or premium absorption include improved efficiency in the 
allocation of imports, a decrease in rent-seeking activities, and more 
equitable income distribution as the windfall gains of importers are 
partly wiped out. 

Devaluation under foreign exchange controls usually does not af
fect the scarcity price of imports. As the international prices of exports 
are given in the world market (except for the few commodities in which 
China has monopoly power), devaluation would raise the domestic 
price of exports. The relative price of imlport-competing goods to ex
ports, or the bias of trade, would thus decrease. Resources would then 
flow from import-competing industries into export industries. 

There are not enough data to detail the change in liberalization and 
the bias of trade, but the crude data that are available indicate signifi
cant import liberalization and bias reduction. The depreciation of Chi
na's import EER since 1980 has been marked, indicating a substantial 
rise in the nomiial price of imports and import liberalization. The rise 
in the import EER should curb import demand, implying that import 
controls and foreign exchange controls can be eased. We do observe a 
relaxation of foreign exchange controls with the institution of foreign 
exchange retention schemes and foreign exchange adjustment centers, 
and these developments are consistent with import liberalization. 

As mentioned before, China's imports have grown rapidly. The ratio 
of imports to GD13 stayed around 7 percent froim 1980 to 1983, rose to 
9 percent in 1984, anI jumped to 15 percent in 1985 (Table 4.5). The ratio 
stayed around 15 percent from 1985 to 1988. The jump in imports and 
the relaxation of foreign exchange controls point to a decrease in the 
scarcity price of imports. This, together with the large rise in the export 
EER, implies a significant reduction in the bias of trade. 'I'he fall in the 
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ratio of imports to GDP in 1989 was due to trade sanctions imposed on 
China after the Tiananmen incident. These sanctions turned out to be 
temporary, and the ratio jumped to 17 percent in 1991, indicating con
tinual liberalization. International empirical studies indicate that bias 
reduction is a key variable in stimulating exports (Krueger 1978: 298). 

Open Door Policy and Economic Decentrdization 

Since 1979 China has attempted to pursue an open door policy through 
the decentralization of the powers of trade and investment. Compared
with Hua Guofeng's strategy, this policy represented a step in the right
direction. Decentralization of the external sector, however, should not 
precede the economic reforms necessary to control and coordinate de
centralized economic units. Such economic reforms include reforms to 
make enterprises sensitive to profit and loss and reforms in the system
of economic coordination, replacing direct quantitative controls with 
indirect economic levers such as prices, taxes, and exchange rates. 
China has decentralized the power to trade without enacting the nec
essary economic reforms, and this lack of coordination lies at the heart 
of China's trade problems. For example, China started to decentralize 
the power to trade in 1979 but did not require foreign trade corpora
tions to be financially independent until 1988. The result was the rapid
rise of the COEFE as the system encouraged foreign trade corporations 
to procure goods at high prices for export to lneet mandatory export 
targets. China has now decentralized the power to trade, but the ex
change rate is still overvalued despite repeated devaluations. The re
sult is a trade deficit, since imports are artificially cheap and exports 
are artificially expensive. China has decentralized the power to trade 
but has carried out few price reforms. The result is inefficient resource 
allocation, because China is exporting goods that appear to be cheap to 
produce but are really expensive and importing goods that appear to be 
expensive to produce but are really cheap. 

Chinese enterprises, like most enterprises in comnmand economies, 
are not sensitive to profit and loss, and the effectiveness of econonic 
controls is limited. Moreover, China's price structure is highly irratio
nal, and control through the present price mechanism would be inef
ficient. Because exchange rate reforms, price reforms, and enterprise
reforms will take a long time to accomplish, import and export licenses, 
quotas, and foreign exchange controls are useful interim administrative 
levers while China moves from a centralized to a decentralized system.
In the long term, China should replace import and export licenses and 
quotas with price instruments such as tariffs and subsidies. 

Both politics and the technical difficulty of coordinating reform 
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measures accounted for China's failure to institute adequate economic 
and administrative controls in conjunction with the decentralization of 
economic power. Efficient economic controls imply price reforms that 
are technically complicated and politically unpopular. Given the rapid 
and arbitrary price system in China, price reforms would involve mas
sive income redistribution and would kindle fears of open inflation. 

The use of administrative controls would appear to be easier than 
price reform in an economy such as China's. However, Chinese politics 
and administration have long Ieen characterized by a highly personal 
style and act hoc approach. Tie Chinese bureaucracy has been noted 
neither for its impartiality nor For its efficieicy in adiniinistering so
phisticatedl controls. The cost of administering such controls is high 
because Chiuna is a vast and diversified country. Central planners ap
pear to have been overcon fident of their ability to restrain and check 
subordinate units through traditional ad hoc methods. 

Unlike economic and administrative controls, the decentralization 
of economic power to subordinate units is politically popular. Region
alism has always existed in China because of its size and geographical 
(liversity, and decentralization of the external sectors enables prov
inces, ministries, and selected enterprises to break the state's monopoly 
on foreign trade and investment. It shoul also be notedI that China 
tanched its open door policy and reform (frive immediately after the 
Cultural Revolution, at a time when the party and central government 
were politically weak and vulnerable to regional pressures. A Chinese 
trade official admitted: 

Tme in anagei enlt ao d regulating systeom of foreign trad are very omich 
imperfect. WVe have iiia(feilate extlerivice aiid we have uiider-esti mated 
the chainge in tihe external sector' following the reflls . ... The lift of 
rigid control of foreign trade has only contrinted to a situation in whichr 
each does things in its ovn vav without corliiating with others. At one 
time, Horg Kong aind Macati were1flooded witli sniuggled goods. The 
cause of Ihis is thai effective(:conrol and ade(tqate nra n agement measuires 
have not bee initroduced tllowiig the relaxatii of control (Li 1987: 7). 

Problems With China's Foreign Trade 

The two main problems with China's foreign trade are (1) macroeco
nomic imbalance and (2) the ineffectiveness and inefficiency of trade 
instruments. 

Macroeconomic imbalance has been a recurring problem, and 
China has undergone four stol)-and-go cycles since 1979. The inflation
ary bias of the Chinese economy since 1979 can again be attributed to 
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the lack of coordination in reform measures. While economic power 
has been decentralized, the interest rate remained centrally fixed and 
artificially low, leading to runaway c(;redit expansion and inflation. The 
rate of inflation was ovcr 20 percent in 1988, but deposit rates were a 
meager 9 percent in 1988, rising to only 12 percent in early 1989. The 
soft budget constraint of state enterprises also contributed to inflation. 
State enterprises are likely to overinvest because the state will bail 
them out of unprofitable investments. 

The adverse impact of inflation on the trade balance can be soft
ened to some extent with the adoption of floating exchange rates, but 
rampant inflation will inhil)iit trade liberalization. The exchange rate 
will depreciate rapi(ly under rampant inflation, and its rapid depreci
ation will heighten inflationary exl)ectations, leading to expectations of 
further depreciation and capital fliglit. 'These (levelo)ments will gen
erate a vicious cycle of' inflation and (epreciation (World Bank 1985: 
15). The government will be force(d to adopt quantitatin e restrictions on 
imports to restore balance of trade, thus reversing tihe trend toward 
liberalization. In early '1,93,doul)e-digit inflation again emerged and 
the raninbidel)reciated I)y over 40 )er(elt in the foreign exchange 
adjustment centers. Inflation again threatens to derail China's trade 
reform. Good imacroeconomnic management is a prerequisite for the suc
cessful reforn of tHie external sector. 

Ineffectiveness and Inefficiency of Trade Controls 

The ine'fectiveness and inefficieiicy of China's trade controls is a vast 
subject [hat deserves detailed study. Trade decentralization under ir
rational prices, exchange rates, and inadequate controls gives rise to 
gross inifficiencies. For examl)l e, Chinese enterprises corl)eted among 
themselves to ex)ort pig iron (esl)ite tih ball in the export p)rice from 
[JS$180 per ton in auttnmo 1981 to U.S$98 per ton in ait un 1982. 
Energy is the main inu)t in the manufacture of' pig iron and Chinese 
energy )rices were artificially low because rent was not included in tIh( 
cost of production (Du 1985: 65). It is very difficult to determine the 
rent without a market mechanism. The ,nterl)rises are in fact exporting 
cheap energy. Another obvious c(ase of inefficiency is the overexpan
sion of native produ(:t exports in wh ici Ch ina ias a monopoly; prices 
have fallen so much that less foreign exchange has been earned for 
ifore exports. The prices of vegetables, meal, and fish in long Kong fell 

by 30 to 50 percent in early 1985 because of' overexpansion of exports 
(EconomicReporter,April 22, 1985: 8). Even for moantlfa(:tures in which 
China is a small exporter, earning more foreign exchange through sell
ing more exports may be deceiving; the domestic resource cost of some 
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exports is so high that China's national income may in fact be lowered 
by selling more exports. Controls are also circumvented through ram
pant smuggling, illicit trade, and false invoicing. Although the reiim
position of centralized administrative controls in late 1988 suppress-d 
some of the symptoms of poor economic management, it is only a 
stopgap measure, because recentralization increased effectiveness at 
the cost of efficiency. Cutting off Idirect conlacts bet ween l)roducers and 
foreign buyers is detrimental to long-run export performance. 

Ideally the result of careful planning, controls on Chima's foreign 
trade were implemented haphazardly in response to the confusion that 
emerged after Hho partial decentralizatio n of China's foreign trade in 
1979. Export licenses were instituted in 1981, two years after the first 
steps toward decentralization were taken, and largely in re:ponse to tile 
overexpan:;ion of those native products in which China had a monop
oly. From 1981 to 1985, the system of export licenses was adjusted 
about twenty times (1W1n lHui Pao, November 14, 1985) in response to 
particular circuinstances. It was only in late 1985 that China held a 
national conference to discuss a Coml)rehensive system of export li
censes. Even aflter thle Coniference, action to establish a comprehensive 
system of export licenses was slow. I late 1988 the MOFERT finally 
estahlished a bureau to manage export and import licenses and in
creased the number of its local offices from five to thirty to prevent 
overissue of licenses. Provincial governments tended to license more 
than their allocated dulota of exports, because they benefit from more 
exports under the foreign-exchange retention scheme (To Kang Pao, 
December 12, 1988). 

This ad hoc apl)roach to export licenses was evident in the noto
rious case of raw silk exports (Wen Hi Pao, November 15, 1985). 
Export licenses for raw silk were first granted by provincial authorities. 
This arrangement, however, did not stop parallel trade, that is, trade 
outside regular channels, including smuggling and obta;nnng licenses 
through corruption and influence. When the MOFE'T cenlralized the 
granting of export licenses, it discovered that the total exports licensed 
by provin(:ial authorities amounted to four times the annual raw silk 
production of China. There are nmumerous rel)orls of corrumptioi. in th( 
granting of export and import licenses, particularly to influenutial insti
tutions such as the army (71w Nir.tlies, December 1985: 63-64). Cen
tralization of export licenses under the MOI"ERT (did not stop parallel 
trade. In the first half of 1988, l)arallel trade accounted for 48 percent of 
China's silk exports. 'I'lTe pri:e of raw silk through parallel trade was 
only US$43-48 per kilo, whereas the piice through regular channels 
was US$60-70 per kilo. China lost US$20 million in foreign exchange 
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as a result of parallel trade in raw silk in the period (Ta Kung Pao, 
November 5, 1988). 

Perhaps the best-known case of Chinese mismanagement of exports 
is the overshipment of textiles to the United States and the European 
Communities (EC). The overshipment was so serious that the United 
States embargoed thirteen Chinese quota categories by June 1987 
(South China Morning Post, June 22, 1987). Many provincial authori
ties granted licenses in excess of their quotas, and the forging of false 
export licenses by Hong Kong businessmen exacerbated the situation. 
In 1988 China established direct links with the computer network in 
major ports in the Jnited States, and the United States confirmed the 
validity of each textile export license with China before admitting the 
goods. Instances of overshipment of textiles to the United States de
creased in 'hat year (Hong Kong Economic Times, October 3, 1988). 

The frequent changes in the export license system have been the 
object of bitter complaint among those who trade with China. For ex
ample, the MOFERT prohibited the export of selected nonferrous metals 
starting in January 1989 owing to domestic shortages, hut in March 1989 
the MOFERT released a new list of commodities for which export li
censes were required, and the prohibited items were included in the list. 
In mid-1988 a MOFERT official pledged to Hong Kong traders that 
export licenses were only a temporary measure, and their use would 
decrease in 1989. The number of commodities for which export licenses 
were required, however, increased from 130 in 1987 to 140 in 1988, and 
then to 159 in January 1989 and to 166 in March 1989. Traders some
times get caught in the frequent changes, and goods already licensed 
under the old system have been held at ports because they have to be 
relicensed under tie new system (Wen -HuitPao,March 22, 1989). 

On the import side, the lack of coordination and market informo
tin has led to excessive imports of assembly lines for popular con
sumer products, such as refrigerators, television sets, and washing ma
chines, resulting in chronic excess capacity. Iainan Island alone 
imported more than twenty assembly lines for color televisions in 
1984-1985, and the number of plants manufacturing refrigerators 
mushroomed to 116 by 1985. In Inid-1985 the State Council ordered the 
closure of 76 refrigerator plants because of excess capacity (The Nine
ties,August 1985: 61-62). Strong administrative controls were imposed 
on imports in mid-1985, but banned items, including luxury consumer 
goods, continued to make their way into the Chinese market through 
irregular channels (Ming Pao uly 6, 1987). 

Mistakes in planning al, led to tremendous waste. For example,
China imported about 20,0( ) Japanese trucks in 1985, but the trucks 
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could not be sold because China's largest domestic truck producer was 
conducting a sales drive to get rid of its old models. The Japanese 
trucks were allowed to rust for two years in the open air before state 
agencies mounted a sales drive to sell them in October 1987 (Ta Kung 
Pao, November 29, 1987). 

Regional Approach to Trade Decentralization 

China's regional approach to trade decentralization complicates the 
task of trade controls. While export-processing zones with relatively 
liberalized trade regimes are common in developing countries, the re
gional approach to trade decentralization in China has been applied not 
only to the five SEZs, but also to provinces and cities thai are not 
export-processing zones. 

Because China is a vast country with substantial regional differen
tiation, there is an economic rationale for a regional Ipproacl to de
centralization. The Chinese are not experienced in managing the ad
ministration of decentralization. It ma therefore be wise to choose 
particular regions, such as Shenzhen and Xiamen, for decentralization 
experiments. 

The regional approach can, however, create problems. In the event 
that the lib7ralized region enjoys special privileges in trade, such as 
tariff exemptions or higher foreign exchange retention ratios, the flow 
of goods between liberalized and nonliberalized regions must be regu
lated. The ensuing supervision costs c hr-he extremely high if there are 
many liberalized regions. The presence of liberalized regions will make 
it easier to evade controls elsewhere in the country, with the result that 
such controls will become more complicated. The spreading of the 
developmental process from the cities to the hinterland will be ham
pered by regional barriers. The creation of liberalized regions also 
raises the question of regional inequality; the nonliberalized areas will 
press for similar special status. 

Problems of Foreign Investment 

China's problems in foreign investment are similar to but more com
plicated than those in foreign trade. China has decentralized the power 
to solicit foreign loans and investment without devising appropriate 
economic and administrative instruments of coordination. For in
stance, the overvaluation of the yuan means that the prices of China's 
resources are artificially expensive for the foreign investor. Low energy 
and raw material prices mean that investments in such sectors are 
unprofitable, though these sectors constitute the worst bottlenecks in 
China's economic growth. Investment is attracted instead to sectors 
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where prices are artificially high, for example, to the manufacture of 
consumer durables protected by high tariffs. The regional approach to 
liberalization implies that different regions vie with each other to grant 
more concessions to the foreign investor. 

China's difficulties in foreign investment are more complicated 
than those in foreign trade because investment represents a lengthy 
commitment whereas trade is a one-shot deal. Chinese traders must 
learn to live with lengthy negotiations and slow bureaucratic decision 
making, but there is light at the end of the tunnel once the deal is 
concluded. For investors, concluding the deal merely represents the 
beginning of their nightmares. Investors must learn to operate in a 
command economy where essential raw materials are rationed rather 
than sold in the market and delays and defects in raw material supplies 
are very common. The labor system in China also constrains the au
tonomy of foreign investors in hiring and firing workers. 

Red tape, stringent foreign exchange controls, inadequate infra
structure, and arbitrary charges and fees imposed by local governments 
have been the chief complaints of investors. On three occasions in 
1982-1983 Beijing ordered local authorities to ,itop levying arbitrary 
charges on foreign investors, but to little avail. 

China's inadequate infrastructure is l)articularly severe in power 
and transportation. The )ower supply for factories is insufficient, and 
the transport of raw materials and products is difficult and unreliable. 
The twenty-two-point investment enticement package of October 1986 
addressed the problem of red tape. The package stipulated that officials 
must pro-,ess investment applications (a procedure that has been known 
to take a year or more) within three months. The package also marginally 
relaxed stringent foreign exchange controls: foreign enterprises ,w're 
allowed to swap yuan for foreign currency among themselves in the 
foreign exchange adjustment centers. The restrictions on foreign ex
change swapping were further relaxed in 1988, and foreign enterprises 
were permitted to trade foreign exchange with domestic enterprises. 

Although tie t;venty-two-point )ackage specified that foreign en
terprises have the power to hire and fire employees, foreign investors 
often have to hire workers through local labor bureaus. Working for a 
foreign enterprise is lucrative; workers often have to bribe local offi
cials before they can be recommended for recruitment. Local officials 
therefore frown upon dismissal of v:'orkers in foreign enterprises. More
over, because the local labor bureau is responsible for finding a new job 
for dismissed workers, local officials do their best to prevent such 
dismissals (Qi 1986: 35). 

In China, it must not be assumed that more foreign investment 
necessarily leads to improved welfare. Given China's arbitrary policies 
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and the import-substitution policy in particular, more foreign invest
ment can make China worse off. This phenomenon is known in the 
economic literature as immiserizing foreign investment. The paradox 
occurs because an import-substitution policy distorts resource alloca
tion and makes import-compeiing industries artificially profitable. For
eign investment will be attracted to such industries, exacerbating the 
distortion in resource allocation, and the recipient of foreign invest
ment ends tip worse off (Bhagwati and Srinivasan 1983: 296). One way 
to avoid immiserizing foreign investment is to insist that foreign inves
tors export instead of catering to the highly protected domestic market. 
This is in fact the Chinese policy, but it is not welcomed by foreign 
investors, who are attracted to the vast Chinese market. 

Foreign investors seem to have numerous ways of circumventing 
the Chinese insistence on exporting. The contract of a calnera-asrem
bling operation, for example, specified that 30 percent of the products 
had to be exported, and the remainder could be sold in China. The 
exported cameras, however, were taken apart in Hong Kong and 
shipped hack to China as comptoients. Another case is the manufacture 
of lounge suits that were exported to Hong Kong and sol(, by hawkers 
at US$3 per suit; the price did not cover -'acost of materials (Yuan 
1985: 56). The firm's profits came mainly from internal sales and from 
the illegal sale of raw materials (which were exemplt from tariff'h as they 
were supposedly imported for use by the foreign enterprise). Many 
compensation trade agreements have turned out to be mere shelters for 
importing tariff-free raw materials. The foreign partner can avoid in
vesting any money because the Chinese partner can overinvoice the 
value of the imported equipment by around 20 to 30 peicent; the for
eign partner then supposedly contributes capital up to the overin
voiced portion of the agreement (Yuan 1985: 56). The authority to ap
prove foreign investment has often been decentralized to provincial 
and local authorities, and local officials are ready targets for bribery. 

Problemsof Loans 

China's problems in foreign loans are similar to those in foreign invest
ment and foreign trade. China has decentralized the power to borrow 
without devising appropriate economic and administrative instru
ments of coordination. By the end of 1986, over 1,700 agencies in China 
were able to borrow from exterial sources (Economist,March 19, 1988). 
Until 1988 China did not have comprehensive statistics on the loans of 
subordinate units, and tle data on foreign debt that China reported to 
the International Monetary Fund (IMF) were several billion dollars 
lower than foreign estimates. China's debt management was extremely 
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crude, and China did not have systematic projections of external loans 
(Ie 1988: 99-100). 

The debt service ratio of China in 1987 was only 7 percent, much 
better than the average ratio of 22 percent in developing countries in 
1986. China, however, has been paying only the interest on its loans. The 
repayment of principal is bunched together in 1991-1993 because of 
poor debt management. Moreover, yen debt accounted for 46 percent of 
China's foreign loans at the end of 1986, and China is paying heavily for 
the appreciation of the yen (South ChinaMorningPost,March 16, 1988). 

Enterprises and local governments tend to overborrow as they are 
subject to a soft budget constraint and the central government has to 
shoulder the financial responsibility if the investment projects of sub
ordinate units go sour. As a result, loans may not be efficiently used, 
and some local enterprises have not been able to repay their external 
loans on schedule (I-long Kong Economic Tines, December 5, 1988). 
The debt service ratio of Fukien province (calculated on the foreign 
exchange retention of the province) had already reached 39 percent in 
1987 (He 1988: 102). 

To strengthen control over its foreign loans. China severely recen
tralized the power to borrow external loans in February 1989. Only ten 
organizations were permitted to borrow foreign commercial loans. 
They include three banks (Bank of China, Communications Bank, and 
China Investment Bank), the CITIC, and six provincial/municipal in
ternational trust and investment corporations (Guangdong, Fujian, 
Hainan, Shanghai, Tianjin, and Dalian). All other agencies must apply 
for foreign commercial loans through the People's Bank of China, and 
all foreign loans must be registered with the SAFEC (South China 
Morning Post, February 27, 1989). 

PROBLEMS AND PROSPECTS 
OF THE OPEN DOOR POLICY 

Despite the many problems of China's open door policy, China was 
close to having effective controls on trade, foreign investment, and 
foreign loans in 1989. In late 1988 the MOFERT established a bureau to 
manage export and import licenses. In February 1989 the power to 
borrow foreign loans was greatly recentralized, and China set up a Debt 
Management Office under the Ministry of Finance to centralize debt 
management (South China Morning Post, March 16, 1989). China's in
vestment environment has improved since 1987. Moreover, China has 
already achieved considerable success in its reform of commodity 
trade. The incentive to export has increased considerably with the rise 
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of the export EER; import liberalization has occurred with the rise in 
import EER, and the bias of trade was reduced. The ratio of exports to 
GDP is high and increasing. 

Effective controls, however, do not imply efficient controls. Recen
tralization achieves effectiveness at the expense of efficiency. Institut
ing efficient controls on foreign transactions will take a very long time. 
To achieve efficiency, China has to accomplish four tasks: exchange 
rate reform, price reform, enterprise reform, and financial reform. 

China has already had considerable success with price reform and 
exchange rate reform. Most commodity prices in China have already 
been freed. The renininbiis close to convertible on the current account. 
China wants to enter the GATT and pledged in early 1993 to achieve a 
unified exchange rate and convertibility in five years. 

Enterprise reform is more difficult, for it involves property rights 
and the likelihood of massive urban unemployment. China has had 
only partial success in enterprise reform with the contract responsibil
ity system. Foreign trade enterprises also implenlented the system in 
1988 and have largely stopped exporting below cost, because the for
eign trade corporations have become financially independent and must 
bear their own losses (Wen Hui Pao, May 11, 1988). The contract re
sponsibility system, hewever, goes only partway to fully autonomous 
enterprises. The enterprises must renegotiato the relevant targets with 
the supervising agency every time the contract expires, giving the su
pervising agency an opportunity to meddle with the enterprise. More
over, the problem of soft budget constraints is deeply ingrained in 
socialist economies and the hardening of budget constraints has to wait 
for long-term reform in property rights. 

It is well known that financial reform is most difficult. It is also 
crucial. The Chinese economy is inflation prone )recisely because of its 
cumbersome financial system, and inflation will hamper price, ex
change rate, and enterprise reforms. After the Fourteenth Party Congress 
in 1992, the Communist party adopted the goal of building a "socialist 
market economy." Chinm allowed foreign banks to enter the Chinese 
market and was planning to gradually free the interest rate. Beijing 
appeared to be determined to complete the difficult task of financial 
reforms. 

China Joining the GATT 

China's adoption of the goal of building a socialist market economy in 
1992 removed a major hurdle in its application to rejoin the GATT. It 
appeared in late 1992 that China would join the GATT in due course. 

Despite major reforms in 1992, joining the GATT would still pose 
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major problems for China's import-competing industries. China has 
pledged to drastically reduce import licensing and slash its tariffs from 
the 1992 average of 22.5 percent to around 13 percent. However, China's 
restrictive import licensing and high tariffs overstated the extent of 
protection because of rampant smuggling and the gradual relaxation of 
controls on domestic sales by joint ventures. Though China's adjustment 
to the GATT will be difficult, GATT membership would enforce effi
ciency on Chinese enterprises and substantially strengthen the momen
tum of economic reform in China. GATT membership would also rep
resent the logical conclusion and achievement of the o)en door policy. 

The Opeu Door Policy in Historical Perspective 

Despite the severe setback of the Tiananmen incident, economic re
forms and the open door policy have survived and prospered, indicat
ing that political support for the open door policy and economic re
forms is very strong. The Fourteenth Party Congress held in 1992 
pledged to continue the policies laid down in the historic Third Ple
num of the Eleventh Party Central Committee in December 1978, which 
marked the inauguration of Deng's era of economic: reform and open 
door policy. The approach adopted in 1978 involved focusing on eco
nomic construction, upholding political orthodoxy, carrying out e'co
nomic reforms, and opening to the outside world. 

The problem with Deng's policy is that it calls for both Communist 
orthodoxy and economic liberalization. In the long run, however, eco
nomic liberalization undermines Communist orthodoxy. Despite the 
tension between political repression and economic liberalization, they 
can coexist for a considerable length of time; examples of countries 
where successful economic development has occurre(d under repressive 
political regimes include Taiwan, the Republic of Korea, and Brazil. 

The tension between Communist orthodoxy and economic liberal
ization has accounted for many of the twists and turns of Chinese 
politics since 1978. During the economic imbalances following the first 
and second reform drives in 1980-1982 and in 1985-1987, conserva
tives attacked the reformers and their policies (Sung and Chan 1987). 
Student unrest in December 1986 triggered a strong conservative back
lash leading to the forced resignation of the liberal leader H Yaobang 
and a campaign against "bourgeois liberalization." The Tiananmen in
cident and the ousting of Zhao Ziyang in June 1989 can be regarded as 
the culmination of the tension between Communist orthodoxy and eco
nomic liberalization. 

The twists and turns of Chinese politics since 1978 have surprised 
most observers, but the open door policy appears to be supported by all 
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factions of the Party with the exception of the far left. China has re
mained committed to the open door policy despite setbacks in 1979
1980, 1984-1986, 1988, and 1989. With the exception of the far left, 
most Chinese leaders realized that access to foreign technology was 
essential to China's modernization. The Party old guard, however, also 
clung tenaciously to Communist orthodoxy, which serves their vested 
interest, and the tension between Communist orthodoxy and economic 
reform may continue until they pass away. In its relationship with 
other countries, China has explored a one-sided interaction with the 
socialist bloc and has tried self-reliante. Both policies failed, and China 
has had little choice but to open its doors to the world. Barring major 
wars and disasters, economic rationality is likely to triumph over ide
ology in the long run. 
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Foreign Trade Policies and
 
India's Development
 

T. N. Srinivasan 

Indian economic development strategy, particularly relating to indus
trialization, has been driven by perceived foreign exchange scarcities 
and the desire to ensure that scarce foreign exchange is used only for 
purposes deemed -essential" from the perspective of development. 
Industrialization and self-sufficiency in essential commoidities have 
been important objectives of policy, in no small part because of!he fear 
that dependence on other, more powerful countries for imports of es
sential commodities would lead to political dependence on theni as 
well. Nearly a decade before independence, in 19:8, the National Plan
ning Committee was set up by the Indian National Congress (the polit
ical party that led the struggle for independence) under the chairman
ship of the future prinme minister Jawaharlal Nehru. This committee 
viewed that 

in the context of the modern world, no country can 1e politicaily and 
economically inmlependent, even vithin the framework of' international 
interdependence, unless it is highly industrialized an d has developed its 

I have drawn extensively from my cmntribution to Subroto Roy and William E. 
James, eds., Fomndationsof India'sPoliticalEcononmv (New Delhi: Sage Pub
lications, 1992), and from J. N. Blhagvati and T. N. Srinivasan, Foreign Trade 
Regimes and Economic Development: India (New York: Columbia University 
Press, 1975). 
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power resources to the utmost. Nor can it achieve or maintain high stan
dards of living and liquidate poverty without the aid of modern teclnol
ogy in almost every sphere of life. An industrially backward country will 
continually upset the world equilibrium and encourage the aggressive 
tendencies of more developed countries. Even if it retains its political 
independence, this will be nmoinal only and economic control will tend 
to pass to others (Nehru 1946: 413). 

and 

The objective for the country as a whole was the attainment, as far as 
possible, of national self-sufficiency. International trade was certainly 
not excluded, but we were anxious to avoid being drawn into the whiri
pool of econonic imperialism (p. 403). 

Later the First Five-Year Plan went further: 

Control and regulation of exports and inports, and in the case of certain 
select commodities state tra(ling, are nec'!ssary not only from the point of 
view of utilising to the best advantage the limited foreign exchange re
sources available but also for securing an allocation of the productive 
resources of the country in line with the targets defined in the Plan 
(Planning Comnission 1950: 42). 

Indeed, an elaborate system of governlnent control over production, 
investment, technology and locational choice, prices and foreign trade 
was instituted in the nlid-1950s. In what follows, I argue that the de
velopment strategy based on import-substituting industrialization and 
the system of' controls that were implemented failed to produce rapid
growth, self-reliance, and eradication of pov.erty, but instead led to 
lackluster growth, an internationally uncompetitive industrial struc
ture, a perpetually precarious l)alance of' paymnents, and, above all, 
rampant rent seeking and the corruption of social, economic, and Ile
litical systems. 

FIVE-YEAR PLANS: OBJECTIVES AND POLICY 
INSTRUMENTS OF IMPLEMENTATION 

India gained its independence oil August 15, 1947. After extensive 
debate in the constituent assembly, a constitution was adopted, and 
India became a republic on January 26, 1950. Not entirely coinciden



157 Foreign Trade Policiesand India'sDevelopment 

tally, the Planning Commission was established almost imlniediatelv, in 
March 1950, as an advisory body with no executive functions. Tihre 
had been a broad consensus on the need for planning for national 
development even during the struggle for independence from Britain. 
Indeed, soon after the National Planning Committee was estal)lished in 
1938, a group of private businessm'l l)ro(luced the so-called Bombay 
Plan. Even the colonial government had put together development 
plans for postwar India. The adoption of the constitution, however, 
gave -1particular impetus to planning. 

The constitution enunciated a set of guiding principles for the for
mulation of government policy, called the Directive Principles for State 
Policy. They enjoined the state to strive to secure "a social order in 
which justice-social, economic and l)olitical--shall in form all the in
stitutions of national life" and "to minimize inequality in income, sta
tus, facilities and opportunities, amongst individluals and groups." Fur
ther, the state was required to ensure "that the ownershi Ip and control 
of the material resources ot tie community are so distributed as best to 
subscribe to the common good; that the operation of the economic 
system does not result in the concontration of wealth and means of 
production to the common detriment" (Basu 19183). Tbe constitut ion 
also protected rights to work, to education, and to public assistance in 
case of unemployment, disability, or sickness. It is evident that these 
principles envisaged a dominant role for the state in achieving an egal
itarian society through state intervention in econolic activity. 

Besides the overarching goal of poverty alleviation, the three broad 
objectives of the Indian development strategy are economic growth, 
self-rel;.mnce, and social justice. Even though the state was assighedi a 
dominant role in developing the economy, leaders across the political 
spectrum recognized to varying degrees that India had a mixed econ
omy with a significant private sector, andimore important, that the 
private sector had a vital political role in ensuring social stability and 
in the functioning of the democratic framework of the constitution. 

Indian planning was influenced by Soviet planning, with which 
Prime Minister Nehru and Professor ). C. lahalanobis (the author of 
the Second Plan) were Iamiliar. Although Soviet planning operated 
with totalitarian political control of the society and state ownership of 
the means of production, India's mixed economy and democratic polity 
ruled out planning by command. Instead, the policy friiuework had to 
create incentives for the l)rivate sector it)conform to the priorities of the 
plan. In designing such a framework, the Indian policy makers opted in 
most cases for direct, discretionary, nonmarket, quantitative controls 
over indirect, rule-based, market-mediated controls o)erating through 
the price mechanism. Unfortunately this choice adversely affected e.o
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nomic growth, efficiency, and equity. Above all, it corrupted the polit
ical system. 

Agriculture dominated the economy, accounting for nearly 60 per
cent of gross domestic product (GDP) and providing employment to 
over 70 percent of the labor force when the first plan was initiated in 
1950.1 Its share in GDP drastically declined to less than 30 lercent by 
1990/91. Yet over 60 percent of the labor force still depends on agri
culture for employment. This fact, more than anything else, demlon
strates that the Indian industrialization strategy failed to generate sig
nificant productive employment ol)portunities outside of agriculture 
for a growing labor forc:e. No significant redistribution of land energed 
from the land reform legislation of the 1950s. Concentration of lanrd 
ownership, however, has not meant that a large proportion of farms are 
operated on a !arge scale. In 1982, the year of the most recent sample 
survey of land holdings, only 20 percent of the farm area was operated 
in holdings exceeding ten hectares. Early pianers showed some en
thusiasin for cooperative farming. The National Commission on Agri
culture, reporting in 1976, concluded that under Indian conditions, 
small l)easant-owneri farms cultivated mainly with linily labor should 
be the preferred mode of organization of production rather than large 
Soviet-style collective farms or large capitalist farms cultivated with 
farm machinery and hired lab(or. This pre fe ren 1e has not hindered 
mechanization in some regions and the emergen(ce of large capitalist 
farms, particularly in the fast-growing agricultural regions of Punjab 
and western Uttar Pradesh. Small owner-operated farms, however, con
tinue to be the dominant mo(e of operation. 

State intervention in agriculture, while significant, has been liffer
ent in nature from state intervention in inulllstry. In agriculture tie state 
has made substantial investments in irrigation, fertilizer production, 
and infrastructure. Other state interventions affected the prices that 
farmers paid for their inputs and received for their outputs. Irrigation, 
water from public reservoirs, and electricity for private irrigation 
pumps were sulbsilized. Prices paid for the part of output that was 
purchased Ly the government for its subsidized public( distriblution 
svstem were regulated. There were some quantitative restrictions, such 
as the ban oil interstate movement of foodgrains o private account, hut 
these were abandoned early on. Policies thatiplaced quantitative re
strictions oilmillions of individual l)ro(lucers were obviously infeasi
ble, although access to subsidized credit is an exception. Remarkably, 
India has maintained a constant trend growth in agricultural output of 

1. Agricultoral development is discussed in Chapter 3 :)f this book. 
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about 3 percent per year over nearly four decades despite slow growth 
in cultivated area. This trend reflects the superiority of the largely 
market-mediated interventions in agriculture, unlike the (liscretionary 
interventions in industry. 

The government's industrial policy resolution of 1948 (amended 
and elaborated in 1956) divice(l industries into three )roal grnops: 
those to be developed exclusively by the public sector, those reserved 
for the private sector, and those open to development by either or holi 
sectors. The development of key industries, such as railways, telecom
munications, and electricity generation, was assigned to the public 
sector. In addition, inldustries producing key in(lustrial raw materials 
and equipment, such as steel, petroleum, and heavy mauhinery, includ
ing electric generators, were also in the public sector. The philosophy 
behind the resolution was that by controlling the "commanling 
heights" of the industrial landscape-that is, the infrastru(:tmre and 
industries supplying key raw matrials-the state (:coull cause ihe de
velopment of all industries, in the private and public: sectors, to follow 
socially (lesirable directions. Goods and services pr)du(lced ,ml sup
plied by the public sector (:o01(1 be priced appropriately for generating 
surpluses to be used for investment in the public sector and to finance 
other public expenditures. Also, the stlate hoped to p~romote the devel
opment of backward regions through the hcati)n of public sector 
projects. Finally, the )ubli(c was mnochel for thesector to be a private 
sector to follow with resl)ect to the wages in(l working conditions of 
workers. 

The public sector dif not evolve as planned. A major share of 
investment in the fivy-ear plan was appropriated by the public sector. 
Yet the enter'prises create(l byN the investment and others acquired 
through nationalization (such as major commercial banks) per'ormed 
poorly in supplying key s ;;-vices an(l inpuls at a reasonable cost, in 
apj)ropriate amoulls, and at the time and place where demands arose. 
The public sector therefore acte(d as a brake on private sector (evelol)
ment rather than promoting and c:hanneling it in socially desired di
rections. Policy making with respiect to location, technology, eml)loy
ment, and pricing in the public sctor became politiizeld. IneMciency 
and waste in resource use, overmamning, and mounting losses were the 
results. Far from generating resourc:es, the pub)lic sector became an 
albatross around the neck of the laxpayers. 

The system of industrial licensing and exchange controls was the 
favored tool for making the privae sector (cnreform tothe l)lans, Its 
broad fealures reimainecl essentially unchanged froln the late 1950s 
unt, the 1991 reforms, though its severity waxedl and waned. The 
system was meant to achieve several goal,. First, capacity created in the 
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private sector had to be made consistent with plan targets. Second, the 
location of private sector plants had to be such that they (lid not over
load the infrastructure, particularly in cities and other areas to which 
they would naturally gravitate. The system induced plant owners to 
move to backward regions with a potential for development. Third, the 
objective of self-reliance had to be promoted; that is, domestically 
available technology, equipment, and raw materials were to be used 
rather than imports. Fourth, concentration of economic power was to 
be prevented. Given the perennial shortage of foreign exchange, tile 
state looked at every investment proposal from the point of view of its 
demand for foreign exchange for imports of equipment at the time of 
investment and for imports of raw materials and spares during the 
lifetime of tle plant. 

An industrial license was required to invest in capacity creation if 
the quantity of investment or the value of equipment imports exceeded 
specified limits. For importation of equipment, a ,apital-goods license 
was nee(led. If foreign collaboration was involved, a separate clearance 
was required. In particular, foreign equity participation was limited to 
under 50 percent, with some exceptions. If foreign technology imports 
involving royalty payments were to be undertaken, yet another clear
ance was mandated. If part of the equity was to be obtained by selling 
shares in the domestic capital market, permission had to be obtained 
from the controller of capital issues. Even tile investment projects of 
public enterprises required many of these permits, in addition to clear
ances from the ministry or department in charge of the enterprise and 
from other relevant ministries (such as 'inance). In sum, several hur
dlies had to he crossed before a single rupee was spent on any project in 
the private or public sector. Even though succe:s in obtaining all the 
required clearances was by no means assured, entrepreneurs had to 
expend considerable time and resources pursuing them. 

The licensing mechanism was designed to approve (often with 
many modifications) or deny an application for license. The criteria for 
evaluation of applications were sufficiently broad that the licensing 
authorities had substantial discretion in granting or denying a license. 
The licensing bureaucrats and their political bosses were under con
stant pressure from interested parties. It should cause no surlrise that 
the exercise of their discretionary pewor led to their corruption and the 
politicization of decisions. 

Obvicusly a private entrepreneur would apply for a license to in
vest in a project only if he expected it to be profitable. The license 
could be denied, of course, if the project was deemed socially unwor
thy. Buk licensing authorities could not induce a private sector entre
preneur to apply for a license and invest in a socially worthy project if 
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he did not f.nd it privately profitable. The grant of a license did not 
necessarily mean that the capacity licensed came on stream, and even
if it did, that it came on stream at the time specified in the application.
Since the processing of a license application often took so long and
restrictive conditions were often attached to accepted applications, it 
was possible that the project for which a license was granted would no
longer be profitable from the applicant's perspective and hence he
would choose not to implement it. Further, given that licenses were
granted only to the extent of capacity expansion called for in the rele
vant five-year plan, firms had a built-in incentive to take out a license 
and then fail to invest, essentially to foreclose competition by prevent
ing other firms from getting it. An information system to keep track of
the licenses granted and their iniplemeniation did not exist, so the link
between capacity increases targeted ;n the plan and thliu actual real
ization through licensing was tenuous. In the final analysis, the proce
dure for license granting became adihoc and followed rules of thumb
rather than any economic raticimle. It degenerated into an exercise in
dispensing political and other kinds of patronage and a source of rents 
for personal and political use rather than a guidance mechanism for 
directing the private sector to conform to the plans.

Table 5.i compares some performance indicators of the Ind' 
economy under planning with those of other (eveloping countries. It is 
clear that Indian performance is relatively poor. India's average annual 
rate of growth of per capita GNP from 1965 to 1990 is the lowest of the
five countries and would have been even lower had the data for the 
1980s been excluded. In 1965 India's manufacturing industry was more 
than five times the size of Korea's in terms of value added at current
U.S. dollars. But by 1990 Korea's manufacturing industry had prown to
exceed India's in size and its manufactured exports were nearly five
times that of India. Only China, which also followed an inward-ori
ented development strategy until recently, had a greater share of the 
labor force in agriculture than India. 

THE FOREIGN TRADE REGIME: ANALYTICAL 
PHASES AND CHANGES OVER TIME 

J. Bhagwati and A. Krueger, in their comparative analysis of the impact
of foreign trade regimes and economic development in a number of
countries, defined a set of analytical phases in which exchangean 
control regime may be found (Bhagwati and Srinivasan 1975: 248). A 
country does not necessarily pass through all the phases, and the num
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TABLE 5.1 SELECTED INDICATORS FOR INDIA AND OTHER 

DEVELOPING COUNTRIES 

India China" Brazil Mexico" Korea" 

Population, mid-1990 
(millions) 850 1,134 150 86 43 

GNP per capita, 1990 
(US$) 350 370 2,680 2,490 5,400 

Average annual GNP 
per capita growth rate, 
1965-1990 (%) 1.9 5.8 3.3 2.8 7.1 

Inflation rate, 
1980-1990 (%) 7.9 5.8 284.3 70.3 5.1 

Share in GDP, 1990 (%) 
Agriculture 31 27 10 9 9 
InduLtry 29 42 39 30 45 

Value added in 
manufacturing, 
1989 (billions of US$) 44 146 121 51 66 

Gross domestic 
invest ment/GDP, 
1990 (%) 23 39 22 20 37 

Gross domestic 
saving/GDP, 
1990 (%) 20 43 23 19 37 

Life expectancy at birth, 
1990 (years) 59 70 66 70 71 

Total fertility rate, 1990 4.0 2.5 3.2 3.3 1.8 
Labor force in agriculture, 

1986-1989 (%) 63 74 29 23 18 
Merchandise exports, 1990 

(billions of US$) 18 62 31 27 65 
Manufactured exports, 1990 

(billions of US$) 13 45 16 12 61 
Merchandise imports, 1990 

(billions of US$) 24 53 22 28 70 
Aggregate net resource flow, 

1990 (billions of US$) 3.6 10.1 1.2 8.4 -0.2 
Total outstanding 

external (lebt, 1990 
(billions of US$) 70.1 52.6 116.2 96.8 34.0 

Total debt service/exports. 
1986 (%) 29 10 21 28 11 

Overall central government 
deficit, 1990 (% of GNP) -7.3 - -16.6 0.8 -0.7 

"G P, GNP, aed rlated ratios are al purchaser's prie:s. 
Source: For labor force i iindustrv and agriculture. United Nations Development Programmenc, Iloinanl 
)vewlopmerdnt Re*port 1992 (New York: Oxford UniversitV Press, 19392). For all other data, World Bank. 

World Developoment Ihport 1991 (New York: Oxford University Press. 19 92). 
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bering of the phases does not indicate a chronological sequence. These 
phases were 

1. 	Phase I: During this phase, quantitative restrictions (QRs) on 
international transactions are imposed, generally in response 
to an unsustainable balance of paymants deficit, and then, after 
a period, are intensified. The period during which reliance 
upon QRs for containing the balance of payment deficit is in
creasing is Phase I. 

2. 	 PhaseII: While QRs continue to be intense, various measures 
are undertaken to offset some of the undesired results of the 
system. Heightened tariffs, surcharges on imports, rebates for 
exports, special tourist exchange rates, and other price inter
ventions are used. However, QRs continue to le relied upon as 
the primary means for controlling the balance of payments 
deficit. 

3. 	Phase III: An attempt is made to systematize the changes in
troduced during Phase II. This phase often starts with a formal 
exchange rate chan i, and may be accompanied by removal of 
some of the surcharges and other special measures imposed 
during Phase It and by reducoid reliance upon QRs. Phase III 
may end up being little more than a tidying-up operation, in 
which case the chances are high that the country will re-enter 
Phase II. The country may also move beyond tidying and signal 
the beginning of withdrawal from reliance upon QRs, in which 
case it enters Phase IV. 

4. PhaseIV: If the response to changes introduced in Phase III are 
encouraging enough for the continuiation and extension of lib
eralization, the country is said to enter Phase IV. A favorable 
response in the form of increased foreign exchange earnings 
would encourage a gradual relaxation of QRs. The relaxation 
may take the form of either changes in the nature of QRs or 
increased foreign exchange allocations, and thus reduced pre
miums, under the same administrative system. 

5. Phase V: The exchange regime is fully liberalized. There is full
 
convertibility on current account, and QRs are no longer em
ployed as a means of regulating the ex ante balance of pay
ments. 

Bhagwati and Srinivasan (1975) provide a phase chronology of the 
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indian foreign trade regime for the period 1950-1970. An unpublished 
Oxford doctoral thesis of Narahari Rao (19d5) and private communica
tion from an ongoing study by Gary Pursell at the World Bank have 
helped me extend it beyond 1970. The following phase chronology 
covers the entire period 1950-1992. 

1950-1956 (PhaseIV) 

The period °1950-1956 included the First Five-Year Plan. It was a pe
riod of good harvests and a rough equilibrium in the balance of pay
ments, with import demand more or iess equaling export earnings that 
were stagnant once the Korean War boom was over. The machinery of 
import control inherited from the World War II period was not used in 
any systematic way to impose QRs. 

1956-1962 (PhaseI) 

The ambitious, heavy industry-oriented Second Five-Year Plan was 
initiated in 1956, and promptly led to a severe balance of payments 
crisis in 1957. Instead of adopting appropriate macroeconomic policies 
including making exchange rate adjustments, the government imposed 
a regime of QRs on imports. The QRs and the industrial licensing sys
tem were both selective rather than across-the-board. Besides contain
ing the demand for foreign exchange, the selectivity of QRs served tie 
objective of the development of particular industries through import 
substitution. The QR regime was used to provide automatic and cus
tom-made protection to any domestic activity that substituted imports. 
Foreign aid flows increased substantially from less than 0.5 percent 
of net national product in the pre-1956 period to over 3 percent in 
1960/61. 

1962-1966 (Phase H) 

While the QR regime for imports initiated in 1957 continued, export 
subsidization was introduced in 1962 primarily to offset the penalties 
that the QR regime was in effect imposing on exports. Two exogenous 
events in this period had major economic consequences: the Indo-Pa
kistan War in late 1965 and the consequent suspension of foreign aid; 
and a major drought in the agricultural year 1965/66, which affected 
traditional exports adversely and increased the need for food imports. 

Increasing use was made of import duties, in part to mop up the 
premia on imports that license receivers were realizing. Export subsi
dization and increasing import duties could be viewed as a de facto 
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devaluation of the exchange rate, although unlike in a de jure devalu
ation, the impact was selective. Some efforts to loosen up the industrial 
licensing system were made toward the end of the period. 

By early 1966 the combined effects of the drought and suspension 
of aid caused import premia to rise to unprecedented levels. The do
nors of bilateral and multilateral (the World Bank and the Inter
national Monetary Fund) external aid made resumption of large-scale 
aid and access to short-term credit conditional on the liberalization of 
the economy. 

1966-1968 (Phase III) 

The first step in the liberalization was the devaluation of the rupee by 
57.5 percent (from Rs. 4.76 to Rs. 7.50 per U.S. dollar) announced in 
June 1966. Since this was also accompanied by the elimination of ex
port subsidies and reduction of import duties, the net devaluation after 
allowing for these changes was on average less than the gross devalu
ation of 57.5 percent and varied among commodities. According to 
Bhagwati and Srinivasan (1975), the total net devaluation on the trade 
account was 21.6 percent for exports and 42.3 percent for imports. On 
the current account, the total net devaluation was 22.3 percent for 
receipts and 44.8 percent for payments. In 1966/67 another disastrous 
drought followed that of 1965/66. The two severe droughts in succes
sion resulted in price increases, adverse effects on traditional exports, 
and an industrial recession induced by shortage of agro-based raw ma
terials. Economic liberalization, of which devaluation was a major 
component, was stalled in part for economic reasons related to the 
drought. More important, the economic difficulties were accentuated 
by political problems: the fact that devaluation was seen as capitulation 
to pressure from donors of external aid made liberalization politically 
suspect, not only among the opposition but also within the ruling Con
gress party led by the newly installed and pzolitically insecure Prime 
Minister Indira Gandhi. The 1967 general elections saw considerable 
erosion of support for the Congress party. To compound this loss of 
support, the external aid promised at the time of devaluation, which 
was meant to ease the short-run costs of adjustment to a liberalized 
economy, did not materialize. Under the circumstances, it was not 
surprising that the hesitant steps toward liberalization introduced with 
devaluation were soon abandoned. 

1968-1975 (Phase II) 

With the abandonment of liberalization, import premia rose, though 
not as high as immediately bcfore devaluation. Export subsidies were 
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reinstated and augmented. Industrial licensing reverted to its severely 
restrictive mode. 

The economy experienced several exogenous shocks during this 
period. First, the Bangladesh War in 1971 and the refugee inflow that 
preceded it created severe economic strains. Second, adverse weather 
conditions during the 1972-1975 period led to stagnant agricultural 
output and double-digit inflation for two years in a row in 1972/73 and 
1973/74. Third, the Bretton Woods system of fixed exchange rate par
ities collapsed in 1971. Following the collapse, India linked the rupee 
initially to the floating British pound and in 1975 to a basket of cur
rencies. Between 1971 an(t 1975 the pound depreciated against the U.S. 
dollar and other major currencies, leading to a gradual and modest 
depreciation of the rupee against the U.S. dollar in that period. This 
depreciation provi(led across-the-board incentives for exports and im
port substitution. But with the rupee linked to a basket of currencies, its
"vicarious" devaluation was halted (Bhalla 1989). Fourth, in 1973 the 
first oil shock occurred. 

In this period "import policy became increasingly restrictive and 
complex. Scarcity of foreign exchange became even more acute-a new 
set of restrictive measures was introduced every year. Import allocation 
criteria became more complex and subject to marginal conditions. Tar
iff rates were gradually escalated (to absorb partially the increasing 
import premia generated by the tighter QR's)" (Rao 1985). 

1975-1985 (Phase III) 

Foreign exchange availabilitV improved dramatically during the early 
part of the 1975-1985 period. Net reserves of foreign exchange went tip 
from a low of'US$758 million in 1974/75 to a high of US$7579 million 
in 1979/80, fueled in part by the dramatic increase in remittances from 
Indians working in West Asia. The decline in public investment and the 
slowing of industrial growth after the mid-1960s also contributed to 
reducing the pressure in the balance of payments. With dramatic in
creases in the output of wheat, and to a smaller extent of rice, during the 
green revolution, the public stock of foodgrains mounted and foodgrain 
imports ceased. The n(. result was a relaxation in the severity of the QR 
regime. Rao (1985) points out that "import allocation rules were made 
simpler and most non-coipeting 'essential' imports were liberalized. 
Protective quotas, however, remained intact and domestic industry con
tinued to be completely shielded from import competition." 

Interestingly, the second oil shock in 1979 (lid not lead to a tight
ening of the QR regime, partly because of the substantial increase in 
worker remittances and partly because of the fortuitous discovery and 
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development of significant offshore oil deposits (the Bombay High 
Field) in the Arabian Sea. Output of crude oil more than doubled, from 
8.4 million tons in 1975/76 to 21.1 million tons in 1982/83. 

1985 to Mid-1991 (Phase III Continued) 

In April 1985, in a significant departure, the government announced 
that the import and export policy was to cover a period of three years 
(1985-1988) rather than six months or a year as in the past. This inno
vation was meant to bring some stability to the policy and thereby 
reduce the uncertainty about year-to-year changes that exporters and 
importers faced. Yet the government could not resist introducing 
changes almost every week to the statement issued in April 1985, and 
a revised statement had to be issued in October 1986. Until 1988, there 
were 250 public notices regarding changes in the policy. The sulbse
quent policy statement for the period 1988-1991, announced in April 
1988, candidly recognized that changes have to be announced within 
the three-year period and stated, "It is prop)osed to issue a revised 
version of the import and export policy at the beginning of each year." 
So much for stable l)olicy! 

Although the complexity of, the scheme of QRs had not diminished 
substantially, the two three-year policies did represent some major sim
plifications. In particular the number of items in the category of open 
general license (O' )-that is, a license to import but with no quanti
tative restrictions-for capital goods imports had increased from nil in 
1975 to over 1,100 items in the 1988-1991 policy. Similarly, many 
intermediate goods were put in the OGL category. Lest this give tile 
impression that QRs had largely been abandoned, it should tbe pointed 
out that many of the items put under the (GL. were noncompetitive 
imports; that is. there was no substitute for themn from domestic pro
duction. Therefore, lifting QRs oni their import had little effect on im
port competition with doniestic tproduction. Also, the import of some 
items formally in the OGL category was restricted on other grounds. For 
example, the value of equipment imports had to conform with licensed 
investment capacity. Although tires had been in the OGL category since 
1978, no imports took place, in part because of' high tariffs, in part 
because the firms in the replacement market did not qualify as "actual 
users" to whom OGL applied, and in part because actual users such as 
car and truck manufacturing firms were ulder "phased manufacturing 
programs" through which they were under an obligation to replace 
imports by domestic substitutes over time in a progressive manner. The 
share of the value of imports covered by OGL in total import appeared 
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to be modest (perhaps less than a fifth), though no official information 
is available. 

Mid-1991 to Present (Phase IV?) 

In July 1991 the newly installed minority government of Prime Minis
ter Narasimha Rao announced a set of major economic reforms. In 
announcing the reforms to the Indian Parliament, Finance Minister 
Manmohan Singh declared with some hyperbole that "Let the world 
hear it loud and clear. India is now wide awake. The emergence of 
India as a major economic power illthe world ... is an idea whose time 
has come." The proximate reason for these policy changes was a crisis 
in the economy that was both acute and different from anything expe
rienced in the postindependence era: a drastic fall illthe foreign ex
change reserves to a level not even enough to pay for three weeks of 
imports, a near default in the colossal external debt of over US$71 
billion, and a fiscal deficit of nearly 9 percent of GDP.But the deeper 
reason for the changes was the realization that India's economic (level
opment strategy since 1950 and the regulatory framework created to 
implement it had failed miseral)ly. The policy reforms were further 
extended in sCo0e and coverage in 1992. 

The chief elements of'Rao-Singh reforms of 1991/92 are (evalua
tion of the rupee; abolition of import licensing; replacement of cash 
subsidies for exports, initially by the so-called exim scrips (freely sal
able rights to imports linked to exports) and later ly partial convert
ibility of the rupee under which exporters could sell 60 percent of their 
foreign exchange receipts at a market-determined exchange rate; abo
lition of industrial licensing except for investment in eighteen in(us
tries and for locational reasons in cases of "polluing" industries; re
laxation of restrictions on large industrial houses under the 
Monopolies and Restrictive Trade Practices Act; easing of entry re
quirements (including equity participation) for direct foreign invest
ment: and allowance of private inv(stment illsome industries hitherto 
reserved for public sector investment. A National Renewal Fund for 
assisting workers employed in enterprises that will have to be scaled 
(own or closed altogether has been established, although without the 
support of the political barons of the labor aristocracy in the organized 
sector such scaling down is unlikely. The government has contem
plated reform of the financial sector but has not yet implemented it. 

It is obvious that these reforms are systemic an(l go beyond liher
alizing the more irksome controls at the margin that earlier economic 
liberalizations attempted. Besides, authorities apparently realize that 
the benefits from reforming one sector would be limited if other related 
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sectors are not also reformed. The needed reforms are conceived as a 
package of mutually supporting and consistent elements that call for 
coordinated action in several areas. 

The elimination of import licensing and the introduction of partial
convertibility of the rupee are certainly indicative of Phase IV. Since 
the reforms have been in place only since July 1991, however, a i)eriod
which saw a recession in the industrial countries as well as the collapse
of tile Soviet Union, with which India had barter trading arrangements, 
the favorable potential of the reforms is yet to be seen. But as significant
growth resumes in the industrial world and as Eastern Europe and the 
states of the former Soviet Union complete their transition to market 
economies, Indian reforms may begin to pay rich dividends. If the full 
convertibility of the rupee for current account transactions in the not
too-distant future (a declared objective of tile government) is in fact 
realized, there is a good chance that the economy will enter the nirvana 
of Phase V. 

THE ANATOMY OF THE PRE-1991 EXCHANGE
 
CONTROL SYSTEM
 

The pre-1991 exchange control system divided imports into three 
consumerbroad categories: goods, capital goods, and intermediate 

goods (raw materials, components, spares, and supplies). Consumer 
goods imports, other than those canalized and imported by state agen
cies (such as foodgrains, edible oils, sugar, and certain drugs and med
icines) were not permitted. Other imports were divided into tile fol
lowing licensing categories: nonl)ermissibhle, limited permissible, 
automatic permissible, and recently, OGL. 

The allocation of permissil)le imports by sector of use (private and 
public), by type of good (consumer, capital, and intermediate), by in
dustry, and by firm within industries was carried out by an elaborate 
administrative machinery. VolumeFor example, 1 of the 1988-1991 
policy statement relating only to import poli:y consists of 38' pages,
divided into twenty-three chapters and seventeen appendixes! Broadly
speaking, the complex system described in Blhagwati and Srinivasan 
(1975) and reproduced in the Appendix to this chapter held sway dur
ing tile 1957-1991 period, although some categories and authorities 
changed names, other,; ceased to exist (for example, the category of 
established importers), and some new categories of both import and 
export licenses appeared. OGL became an increasingly important cat
egory. Canalized imports also grew in importance: the 1988-1991 state
ment listed nearly sixty items, tie import of which were canalized 
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through public sector agencies, ranging from paraffin wax to steel, pe
troleum products, fertilizers, and fatty acids. 

The import control regime inevitably led to a lower effective ex
change rate for exports than for imports on the average and for each 
industry. The scheme of export subsidization, initiated in 1962 in an 
attempt to redress this bias against exports, was extremely complex, 
with little or no economic logic to support its complexity. Subsidies 
took essentially two major forms: (1) direct suhsidies through fiscal 
measures and (2) indirect subsidies through import entitlement 
schenes that entitled exporters to scarce and restricted imports. Some 
other relatively minor promotional activities included budgetary allo
cations for market development. 

Before turning to the specific sulsi(lv schemes, it is worth men
tionring that analogous to the category of nonpermfissibhe and restrictel 
imports, there were also nonpermissible and restricted exporls. As of 
1988, there were 172 such products, 67 of which could simply not he 
exported. An inmortant difference, however, was that exports of itens 
not on this list could be made without a license, while a license was 
required for the import of any item other than personal baggage. 

Turning to ex)ort assistance, the major fiscal measures were tax 
drawback s(:hernes (that is, refunds of indirect taxes inchluding import 
duties on inputs used in exports), exemptions from sales taxes, cash coi
pensation s::hemes, and rail freight concessions. import replenishment 
licenses, previously called iml)ort entitlenw nt certificates, allowed the 
exporter to import certain restricted raw materials and components. 
Whereas under the import entitlement certificate scheme the value of 
the entitlement equaled twice the import content, under the im port 
replenishment license scheme the value of the license was supposed to 
equal the actual import content of exports. Between July 1991 and 
February 1992 such licenses were called exim (export-import) scrips. 

Inport entitlements as a proportion of the f.o.b. values varied 
widely across different products. Since it was virtually impossible to 
assess the actual import content, such variation was more a reflection 
of arbitrary assignment by policy makers than of variation of actual 
import contents. There were fifty-eight pages in %ppendix 17 and its 
annexes to tihe 1988-1991 polic:y statenent oil import replenishment 
licenses! The rates varied from a low of 3 percent to a high of 80 
percent. For examlle, wheat bran exlmorters were given import replen
ishment licenses at the rate of :3 per:eInt and permitted to import under 
those licenses only silk and nylon bolting cloth! Unlike actual user 
licenses, import replenishment licenses could be sold and transferred 
subject to certain conditions, Exporters were registered and classified 
under various categories such as manufacturer exporter, merchant ex
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porter, export house, and "deemed" exporter (the last category refers to 
those domestic producers of intermediates who sell part of their output 
to exporters). Figures 5.1 and 5.2, taken from Rao (1985), illustrate the 
complexity of the import control mechanism and the transfer restric
tions on import replenishment licenses as of 1975/76. The exim scrips 
of 1991/92 were however freely salable. 

It is easily showni that it was not economically efficient to assist 
exporters tiough the import replenishment scheme. There was no 
compelling economic logic either for confining the scheme, at least in 
the early years, to certain categories of exports such as engin eering
goods or for the enormous variation across commodities in import re
plenisliment rates. 

The compensatory cash support scheme was initially intro(dl(ed to 
compensate for taxes not refimnded (rawback schemeunder the duty I 
and for any excess of short-run marginal cost of production over f.o.b. 
realization. It was later extended to compensate for a whole host of 
factors, including losses incurred on exports when domestic demand 
was inadequate to use installed cal)acity fully. lhe rates of compensa
tory (:ash support also varied significantly across produ(cts with no 
apparent rationale. 

The rationale for most of the export assistance schemes was that 
Indian exporters shoulld be compensated for the excess costs they in
curred coml)ared with their competitors because of'other distortions in 
the Indian economy. Since these excess costs were hard to quantify, 
there was no way to establish that the total assistance reccived under 
various incentive schemes to which a potential exporter was entitled 
was more or less than necessary to inducce hii to export. The bureau
cratic requirements to be met in order to claim the assistance available 
Under these schemes were cOml)ex, time consuming, and costly.
Small-scale exporters often did not find it worthwhihI to claim the 
incentives to which they vere entitled. As is the(, case of import con
trols, export incentives schomes were made complex without any func
tional neel for such coinplexity. By, eliminating import licensing and 
introducing partial convertibility of the ripee, the 1992 refornis elim
inated at one stroke the maze of coni)lexity and variance in incentives 
across conmodities of' the import replenishinent and coml)ensatory 
cash support schvemes. 

THE POLITICAL ECONOMY OF THE FOREIGN 
EXCHANGE REGIMES 

The political economy of India's foreign trade and exchange control 
regime before reforms were initiated in 1991 can be understood from 



FIGURE 5.1. INDIA'S IMPORT CONTROL MECHANISM, 1975-1976
 

Import Control Mechanism 

Consumer Goods Intermediate Inputs Capital Goods 

Wage goods: 
Foodgrains and 
agro-based products, 
Import by the 
government or its 
agency depending 
upon the domestic 
supply situation. 

Non-Wage goods: 
Generally banned except 
a small quota allocated to 
established importer (El). 

Industries producing for 
domestic market 

Banned products: 
Protection to domestic industry. 

Restricted products: 
Subject to import licensing if 
products are noncompeting or 
domestic output is inadequato. 

I 

Production for export 

Banned capita goods: 
Protection to domestic industry. 

Restricted capital goods:
Subject to import licensing. 

Spare Parts for 
installed capital goods. 

Actual user (AU) import license 
'mport repienishment license (REP) 1. Separate license granted for 

1. Fxp:,rt products diided into 26 
import of spare parts.

2. The value of license .j 

Select industres 
(29 industries) 

Non-select industies 
|
* 

product groups for determining 
REP rates, 

2. REP rates product-specific with 

calculated at the rate of 5% 
of the value of the capital
goods imported before 1970 

An industral unit could 
obtain an import license for 
intermediate inputs for a 
value equal to its actual 
consumption in 1974175 or 
the value of AU plus REP 
licenses obtained in 1974/75. 
whichever was lower.This 
was calledthe automatic 
license which obviated the 
need of prior approval for a 
sponsonng autocnty or 
dearance for the DGTD. 
These units could also apply 
for a supplementary licens" if 
the import needs were higher 
(clearance from sponsonngI 
authonties required). 
Select industries were 
allowed to import 
non-permissible (banned)
items up to 5% of the AU 

Small-scale industries in 
select sectors 

/• 

Automatic license
4 

Automatic license 
applicable. No 
supplementary license. 
Release orders for 
canalized inputs.I 

Qualifications 

1. Units exporting 201%or 
more of output treated 
on par with select 
industries, 

2. These units eligible also 
for preferred source of 
foreign exchange for 
intermediate imports. 

a specfied shopping list 
3. REP licenso generally non-

transferable, 
I 

REP licenses applicable to 
registered exporters. Divided into 3 
categones with different policy 
applying to each category. 
(Chapter 4). Categories of 
registered exporter 

1. Manufacturer exporter 
2. Merchant exporter
3. Expcrt house 

and 3% thereafter. 
3. No specific list of spare parts 

attached to the license. Import 
of banned spare parts only 
alicw d siuabct to the following 

co.diti on. 
4.Importofbanned spare parts 

allowed up to 10% of the 
licnse value provided no 
single item exceeds Rs. 50,0OO. 

5. In addtion, emergency licenses 
issued for spare parts, with a 
value limit of Rs. 25,000 for 
large units and Rs. 1000,CCfor 
small units. 

license provided no single 
itemexceeded Rs.50.000. 
Release orders required for 
obtaining imports from 
canalizing agencies. 

Did not need toapply for 
supplementary licOnsn. The 
value of automatic license 
increased by 10%to 
account for supplementary 
allocation, 

1. Pror approval by the Industrial 
Licensing Committee. 

2. Approvalby the CG Committee. 
3. Import of CG above Rs. 0.75 million 

required to advertise in the domestic 
market. 

< Source: Narahari Rao. "Exchange Rate and Commercial Policy in a Controlled Trade Regime: A Case Study of India." Ph.D. dissertation, Oxford 
University, 1985, Chapter 2. 
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FIGURE 5.2. 	 TRANSFER RESTRICTIONS ON INDIA'S 
REPLENISHMENT LICENSES, 1975-1976 

Registered Exporter 

I 
Classifiod into three 
catogories for purposes of 
REP license allocation. 

Manufacturer exporter Merchant exporter Export house 

Eligible for REP license Cannot obtain an PEP Can bo either a merchant
of license in his own name xporteror a manufacturer 

.. export vaue for except for a few products, exporterodifferent products). o.g.sports goods. 
handicrafts, and handloomS products. 

Utilization Ubh z ti onm 	 El ibility:wvomust export Rs. 2.5il ion rth o f certain 
Must {nominateoM aanontraditional goods. 

manufacturer or transfer to
 
Either for Or transfer the REP an eligible export house.
Importing the Iqnso subject to theproducts foli.wr9g conditions, Can obtain an REP license in 
spoci;iod in the 

his own name or nominate a 

shopping list o manufacturer.
 
each indodual1
 
REP license. I.The manufacturer to whom the REP license
is transforrod must be in the same product Can also acquire transferredgroup towhich the export product belongs. REP liconsos suZject to thehe nominee noed not be a registered condition that those licenses doexporter. not exceed 25% of the f nb.II. Limits on receiving REP nominations value of its qualifying exports i.e.a. The largo scale unit can go up to its export houses must undertakeauthonod capacty (i.e. licensed) to an export obligation of four timesproduce goods whereas a small unit the value of transferred license. 

can obtain REP nominations up to t0
times the vaJuoof AU licenses/Release 
orders obtained that year.

b. Export houses can also receive REP
 
nominations.
 

Source: Narahari, 	Rao. "lENx(:hange Rate tni Comn erciatl Poli:y in it Cotrolled Trade 
Regime: A Cise Sttttly of' India." Ih.!0. dissertatiot, Oxford Ulniversity, 19115, Chaplotr 2. 

the implications of its sele:tive, (iscretionary, a(dI1nol-niarket-ori
ented character. First, macroeconomic instruments, including most im
portantly the exchange rate of the rupee, were never used to address 
balance of payments problems exceplt for the rupee devaluation of
1966. Given that QRs on imports were substantially below market de
mand, the (lomestic price of an imported €commodity tair exceeded its
landed (:ost inclusive of' tariff (lties and(other taxes. As such there 
were rents associated with a license to import. Th us the power to grant 
a license meant power (ocon fer the right to the rent involved. Since the 
domestic price of an imlported cotunnodlitv, and hence the rent to be 
earned per unit of import, would depend on the total quantity of' im
ports allowed in, the licensing auIthority not only conferred the right to 
the rent but also (heherilined its amount. 

It hardly requires inuch imagination to realize that if rents could be 
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created and allocated, individuals and groups would spend resources in 
influencing their creation and allocation in their favor. The analytics of 
lobbying for trade policies that create rents and for the allocation of rents 
once created have attracted the attention of trade theorists. Bha-wati, 
Brecher, and Srinivasan (1984) surveyed this literature, and it is still 
growing. More recent analysis appears in Meier (1991). Without delving 
into this literature, I will note some of the manifestations of rent seeking 
and their political and economic implications in the Indian context. 

It should be evident even to a casual observer of the Indian scene that 
a significant amount of scarce talents and material resources that could 
have been use(l for producing goods and services were spent instead on 
seeking and dispensing rents. Senior bureaucrats who wielded power 
spent much of their time in meetings that decided individual cases 
rather than set broad policies. In a large country with an abysmal tele
phone system, businessmen from far corners of the country frequently 
flew to the seat of power at Delhi to influence decisions. Larger enter
prises that had continuing business witl' the government maintained 
"'emhaFdes" in Delhi. Even if there had been no corruption, resources 
spent on such activities would have resulted in significant deadweight 
losses since those resources generated no material output. But there was 
certainly alleged to be corruption! Indeed, the point has been made that 
vith a ban on corporate contributions to political parties, politicians 

gained resources For electoral campaigns through kickbacks from rents 
conferred. Of course, if adoption of favorable decisions and the pre
vention of unfavorable decisions had to be bought, so to speak, only 
those who could afford to pay the price would enter the market. Clearly 
entrepreneurs with relatively few material resources and contacts at 
crucial decision-making agencies were unlikely to enter the market. 

Bardhan (1984) has suggested that there are essentially three pro
prietary classes in India: the industrial capitalists, the rich farmers, and 
the public sector professionals. He argues, "In the context of economic 
growth it is rather the capacity of the system to insulate economic 
management from political processes of (listributive demands, rent
seeking and patronage disbursement that makes the crucial differ
ence-a lack of political insulation iron conflicting interests, coupled 
with the strong power base of the white-collar workers in public, bu
reaucracy that keeps the Indian state, in spite of its pervasive economic 
presence, largely confined to regulatory functions, avoiding the hard 
choices and politically unpleasant decisions involved in more active 
developmeital functions" (Bardhan 1984: 72-73). Indeed one could go 
further and argue that any effoit to reform the system (or more accu
rately, to revolutionize the system) by "making a bon-fire of controls," 
as Dr. I. G. Patel, a distinguished ex-bureaucrat and controller, called 
for long after leaving office, would be stymied by the same constella
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tion of forces. It would clearly not be in the interest of the members of 
the industrial capitalist class, who enjoy an oligopolistic if not monop
olistic position in domestic markets by virtue of the QR regime, to 
support its dismantling. On the one hand, the rich farmers, who receive 
subsidies doled out by tie system, would be interested in the demand 
stimulus for agriculture that more rapid growth would generate and in 
the availability of a larger range of less-costly and better-quality indus
trial goods that reform might bring. On the other hand, they might fear 
that the dismantling of industrial protection would soon be followed by
the dismantling of various agricultural subsidies. They are likely to 
perceive the certain loss of subsidies more clearly and concretely than 
the uncertain l)otential benefit of more rapid growth and better-quality
goods. The professionals in the public sector certainly have a vested 
interest in the continued expansion of the public sector, which a mar
ket-oriented reform migt threaten. Thus, the three proprietary classes 
would collude, implicitly or explicitly, in stalling, if not preventing
altogether, any reform. Of course, the usually unthinking leftist intel
lectuals in India have always identified controls and regulation with 
socialism and a market economy with imperialism. Unsurprisingly, 
they would fulminate against any liberalization. The interesting and 
vital question is whether the Rao-Singh reforms will be thwarted by 
these forces. 

FOREIGN TRADE PERFORMANCE 

Surjit Bhalla (1989) presents a simple econometric analysis of the de
terminants of India's aggregate exports and imports as well as some of 
their components. A satisfactory structural model of India's exports 
and imports, taking into account the full direct impact of the selective 
system of import controls and export incentives, the indirect impact of 
the industrial licensing system, restrictions on foreign collaboration 
and investment, and the performance of the public sector in the supply
of key inputs and infrastructure for export supply and import demand 
is next to impossible to construct given the complexity of the systems
involved and the paucity of' available data. Bhalla's analysis, while 
insightful, must be viewed with caution. Instead of summarizing his 
analysis, this section is devoted to an analytical description of foreign 
trade performance. 

Since the purpose of' the import control regime was to confine 
imports to essential consumer goods, raw materials, and investment 
goods needed for domestic production and exports, it is not surprising 
that changes in the commodity composition of India's imports (Tables 
5.2 and 5.3) reflected this. For example, foodgrains and edible oils 



TABLE 5.2 INDIA'S MERCHANDISE IMPORTS, 1950/51-1978/79 (USS MILLIONS AT CURRENT PRICES) 
1950/51 1955/56 1960/61 1965/66 1966/67 1968/69 1970/71 1973/74 1974/75 1975/76 1976/77 1977/78 1978/79 

Foodgrains n.a. n.a. 378.4 670.3 854.0 443.0 271.8 597.0 951.3 1,537.3 958.7 121.2 114.4 
Petroleum, oils, 

and lubricants 
Fertilizers 

116.4 
25.9' 

116.7 
4,7

a 
144.0 
22.3 

143.2 
82.1 

84.1 
132.2 

177.1 
228.7 

181.2 
100.9 

719.1 
242.8 

1.450.5 
617.6 

1,416.5 
609.5 

1,581.1 
214.4 

1,811.2 
301.4 

2,043.4 
451.8 

Fertilizer raw 
materials, n.a. n.a. 10.8 26.8 34.6 40.5 32.4 52.0 134.2 102.2 101.1 139.5 144.7 

Iron and steel 42.0 118.8 257.3 205.7 130.4 114.9 196.1 320.2 531.2 360.4 245.5 306.9 572.1 
Nonferrous 

metals 59.4 51.6 99.4 144.4 114.2 118.7 159.2 180.1 224.0 116.0 175.7 224.4 301.6 
Metal ores and 

scrap 0.9 1.0 7.0 4.3 7.2 8.2 14.6 17.1 7.5 23.3 34.8 52.7 82.2 
Edible oils n.a. n.a. 7.4 14.8 14.9 12.9 30.6 72.8 15.0 15.8 111.7 829.0 649.3 
Nonedible oils n.a. n.a. 2.7 13.7 4.7 12.9 20.7 10.5 28.4 3.5 20.0 31.5 5.2 
Oilseeds 4.8 16.8 24.4 18.5 6.4 4.7 8.5 9.5 12.6 9.1 3.7 15.6 54.9 
Cotton (raw) 211.6 120.4 171.7 97.0 75.3 120.3 131.8 66.8 34.4 32.6 144.9 232.2 35.4 
Other fibers n.a. n.a. 18.8 65.1 91.4 42.3 37.2 52.4 49.7 51.8 80.6 270.8 294.5 
Cashew nuts 

(raw) 6.0 10.2 20.2 31.6 26.1 41.8 39.2 37.0 45.9 38.8 20.5 21.0 11.2 
Diamonds n.a. n.a. 0.7 0.2 1.9 30.0 25.2 84.7 59.9 90.5 193.1 375.3 557.8 
Pulp and paper 22.2 38.4 39.5 40.7 41.9 38.3 49.8 49.4 87.0 85.2 76.4 120.4 178.8 
Chemicals n.a. n.a. 157.7 138.4 140.9 149.3 155.5 212.3 285.6 240.8 250.6 405.9 514.2 
Precision 

equipment 14.0 24.2 22.9 29.4 22.9 23.0 32.5 38.9 43.1 46.9 62.3 105.2 145.3 
Machinery 192.0 273.2 547.3 885.4 685.2 596.8 437.5 714.4 707.7 898.4 980.9 1,033.6 1,166.6 
Transport 

equipment 73.4 133.4 152.0 148.1 83.0 88.4 89.7 121.9 164.5 181.6 191.0 263.1 329.6 
Other imports n.a. r.a. 306.9 198.1 219.6 253.0 165.5 194.3 215.4 224.1 229.0 369.6 616.0 
Total imports 1,365.4 1,425.6 2,393.4 2,957.9 2,771.1 2,544.8 2.178.9 3,793.2 5,665.5 6,084.3 5,676.0 7,030.5 8,269.5 
Revised total 4,272.8 
n.a. = not available. 
'Includes crude fertilizers. 
bRock phosphate, sulphur and unroasted iron pyrites, phosphoric acid, and ammonia. 
Source: World Bank (private communicaticn). 



TABLE 5.3 INDIA'S MERCHANDISE IMPORTS, 1980/81-1991/92 

Growth rateValue (USS millions at current prices) (percentage) 

Food 
Foodgrains 
Edible oils 
Other 

Other consumer goods 

1980/ 
81 

1,348 
127 
865 
356 

378 

1981/ 
82 

1,474 
389 
700 
385 

354 

1982/ 
83 

1,065 
388 
399 
278 

306 

1983/ 
84 

1,716 
784 
705 
227 

385 

1984/ 
85 

1,394 
204 
775 
415 

315 

1C85/ 
86 

1,321 
90 

600 
631 

452 

1986/ 
87 

1,068 
37 

479 
552 

594 

1987/ 
88 

1,292 
25 

709 
557 

600 

1988/ 
89 

1,203 
437 
503 
263 

700 

1989/ 
90 

714 
227 
127 
361 

800 

1990/ 
91 

713 
84 

180 
450 

853 

1985-
1990" 

-11.6 
-1.4 

-21.4 
-6.5 

13.5 

1990/ 
91 

-0.1 
-63.0 

41.9 
24.7 

6.6 

1991/ 

9 2 h 

-53.6 
-27.5 
-54.3 
-61.8 

n.a. 
Petroleum, oils,

and lubricants 
Crude petroleumc 
Petroleum products 

Capital goods 

Intermediate: primary 

Fertilizer raw
materials 

Gems 
Other 

6,669 
4,243 
2,426 
2,307 

1,277 

210 
528 
539 

5,591 
3,964 
1,627 
2,219 

1,460 

212 
445 
803 

4,734 
3,095 
1,639 
2,672 

1,620 

170 
757 
693 

3,492 
2,240 
1,252 
3,078 

2,058 

213 
1,065 

780 

3,236 
1.571 
1,665 
2,546 

1,886 

286 
868 
732 

4,054 
3,013 
1,041 
3,337 

2,156 

313 
899 
944 

2,187 
1,672 

515 
4,910 

2,474 

218 
1,170 
1,087 

3,148 
2,395 

753 
4,732 

2,997 

243 
1,538 
1,217 

2,938 
1,891 
1,047 
3,656 

3,800 

301 
1,984 
1,515 

3,766 
2,455 
1,311 
4,189 

4,488 

329 
2,546 
1,613 

5,726 
3,238 
2,488 
4,292 

4,184 

338 
2,079 
1,766 

7.1 
1.4 

19.0 
5.2 

14.2 

1.5 
18.3 
13.4 

52.0 
31.9 
89.8 
2.5 

-6.8 

2.7 
-18.3 

9.5 

-13.5 
n.a. 
n.a. 

-26.9 

-10.4 

-10.9 
1.8 

-26.0 
Intermediate:

manufactures 

Fertilizer 
manufactures 

Iron and steel 
Nonferrous metals 
Other 

Totalc 

Statistical discrepancy 
Total' 

3,920 

826 
1,030 

605 
1,409 

15,899 

-7 

15,892 

3,923 

571 
1,348 

445 
1,559 

15,020 

532 

15,552 

3,343 

212 
1,217 

358 
1,556 

13,741 

646 

14,387 

3,430 

199 
1,017 

379 
1,835 

14,159 

623 

14,782 

3,722 

847 
792 
346 

1,737 

13,100 

2,324 

15,424 

4,744 

860 
1,140 

443 
2,301 

16,064 

1,231 

17,295 

4,564 

387 
1,134 

324 
2,719 

15,798 

1,930 

17,728 

4,504 

132 
982 
444 

2,946 

17,273 

2,539 

19,812 

7,167 

341 
1,341 

544 
4,941 

19,464 

3,875 

23,339 

7,295 

737 
1,383 

752 
4,423 

21,252 

3,162 

24,414 

7,790 

608 
1,231 

618 
5,333 

23,557 

2,870 

26,427 

10.4 

-6.7 
1.5 
6.9 

18.3 

8.0 

18.4 

8.8 

6.8 

-17.5 
-11.0 
-17.9 

20.6 

10.8 

-9.2 

8.2 

n.a. 

5.6 
-32.4 
-48.5 

n.a. 

-20.5 

n.a 

n.a. 
n.a. = not available. 
'Compound growth rate between 1985/36 and 1990/91."Based on April-February data for aggregate imports, and April-January data for components.
CNet of crude oil exports.
Source: Ministry of Commerce. Directorate General of Commercial Intelligence and Statistics; Reserve Bank of India: World Bank staff estimates. 
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TABLE 5.4 	 INDIA'S SHARE IN WORLD 
EXPORTS, 1950-1990 
(PERCENTAGE) 

Bhagwati Economic 
Year and Desai Survey GATT 

1950 2.0 
1955 1.5 
1960 1.2 
1965 1.0 
1966 0.9 
1967 
1970 0.6 
1973 0.5 
1975 0.5 
1977 0.6 
1978 0.5 
1979 0.5 
1980 0.4 
1981 0.4 
1982 0.5 
1983 0.5 
1984 0.5 
1985 0.5 
1986 0.4 
1988 0.5 
1989 0.5 
1990 0.5 
Source: J.N. Bhagwati and P'. I)esai, India: Planning for Indos
trialization(London: Oxford University Press, 1970), 'rable 18.1. 
tI. :170: India, EconotnicSurony (New Dellui: Government Print
ing Press, 111I3 through 1992); GA'1'r, International Trade, Vol. 
2 (Geneva; GA'lr, 19H5 through 1991 . 

accounted for about 16 percent of total imports in 1960/61 and about 
1 percent in 1990/91. Imports of gems, which were negligible in 
1960/61, accounted for US$2,079 million or nearly 8 percent of imports 
in 1990/91, reflecting the fact that gems and jewelry exports at $1,667 
million comprised nearly a sixth of total exports. The share of crude 
petroleum, oils, and lubricants in total imports rose from about 6 per
cent in 1960/61 to a high of roughly 40 percent in 1980/81 only to fall 
to about 23 percent in 1990/91, reflecting in part the rise and fall of 
crude petrolem prices and in part the rapid growth of domestic crude 
output from the Bombay High Field. 

Turning to exports, Table 5.4 shows that India's share of world 
exports has fallen steadily from about 2 percent in 1950 to less than 0.5 
percent in 1990. Since world exports grew rapidly between 1950 and 
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1973 and somewhat more slowly thereafter, India's exports grew in 
absolute terms in spite of a declining share. But the dramatic fall in 
share reflects the fact that other countries were able to take greater 
advantage of growing world trade. 

A crude index of terms of trade based on indexes of unit value of 
exports and imports shows no distinct trend but significant fluctua
tions (Tables 5.5 and 5.6). The volume of India's exports grew at an 
average annual rate of 3.0 percent during 1965-1980 and 6.5 percent 
during 1980-1990. During 1965-1980 the volume of world exports 
grow at an average annual rate of 6.6 percent and that of low-income 
developing countries grew at 5.1 percent per year during the same 
period. In the period 1980-1990 Indian export growth was faster than 
that of the world (4.3 percent per year) and that of low-income devel
oping countries (5.4 percent per year). 

The composition of India's exports (Tables 5.7 and 5.8) has, as 
expected, shifted moderately away from primary products to manufac
tured goods, whose share rose from about 45 percent in 1950/51 to 79 
percent in 1990/91. In recent years, however, primary export; have 
been virtually stagnant, and manufactured products have accourted for 
almost tie entire growth in total exports (Table 5.9). Among ianufac
tured products, just four items--leather, gems, garments, and textiles
account for most of the growth in recent years. In contrast, the export of 
engineering goods, which rose by over 20 percent per year in value 
terms between 1950/51 and 1975/76 and between 1970/71 and 1978/ 
79, declined between 1980/81 and 1985/86. From the low point of 
US$780 million in 1985/86, the value of engineering goods exports 
grew at an average annual rate of 20.5 percent during the period 1985
1990. Chemical exports show a similar pattern. 

The export of gems has grown rapidly since the early 1970s. This 
export is heavily ('!pendent, however, on the import of uncut small 
gems, the cost of which is determined in large part by the South African 
monopoly De Beers. The exports of garments and textiles are governed 
by India's quotas under the multifiber arrangement (MFA). Bhalla 
(1989) points out that until the 1980s India did not fully use its quotas, 
and India's competitors (lid better in quota, as well as nonquota, coun
tries. It is possible that the recent spurt in India's garment and textile 
exports reflects better use of quotas and higher prices realized on the 
average. Whether India will be able to compete in the textile and ap
parel market in the absence of the MFA is debatable, particularly in 
view of the fact that the Indian textile industry has fallen behind tech
nologically in the past four decades primarily because of the govern
ment's textile policy. A recent study by Trela and Whalley (1989) sug
gests that the general equilibrium welfare effects of removing bilateral 
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TABLE 5.5 	 UNIT VALUE AND VOLUME INDEXES OF EXPORTS 
AND IMPORTS AND INDIA'S TERMS OF TRADE, 
1950/51-1980/81 

Exports 

Unit value 
Year Volume index 
(April-March) index (in US$) 
1950/51 73 99 

1951/52 58 145 

1952/53 65 102 

1953/54 65 93 

1954/55 68 99 

1955/56 75 91 
1956/57 71 96 
1957/58 77 96 
1958/59 70 94 
1959/60 75 94 
1960/61 70 104 

1961/62 74 104 

1962/63 79 101 

1963/64 89 99 

1964/65 93 101 

1965/66 87 107 
1966/67" 84 102 
1967/68 86 102 
1968/69 100 100 
1969/70 100 104 

1970/71 106 106 

1971/72 107 109 

1972/73 120 117 

1973/74 125 141 

1974/75 133 172 


1975/76 147 171 

1976/77 174 176 

1977/78 168 207 

1978/79 180 214 

1979/80 199 219 

1980/81 194 241 


Average compound growth rate (% per year) 
1950/51-1976/77 3.4 2.2 
1970/71-1980/81 6.2 8.6 
1979/80 10.6 2.3 
1980/81 -2.5 10.0 

Imports 

Unit value 
Volume index 
inde: (in US$) 

50 187 
63 123 
47 121 
44 112 
52 109 

55 106 
65 110 
74 120 
66 112 
73 104 

85 107 
80 110 
87 106 
89 109 
97 110 

102 117 
99 106 

110 96 
100 100 
84 100 

87 100 
105 94 
99 94 
114 133 
100 225 

99 243 
97 233 

130 218 
140 238 
135 334 

199 322 

2.6 0. 
8.6 12.4 

-3.6 40.3 
47.4 -3.6 

Terms 
of 

trade 

53 
118 

84 
83 
91 

86 
87 
80 
84 
90 

97
 
95
 
95
 
91
 
92
 

91
 
96
 
106
 
100
 
104
 

106
 
116
 
124
 
106
 
76
 

70
 
76
 
95
 
90
 
66
 

75
 

Note: The ilexe, 	ivailal)lfour different base periods hav) beenici(:on verted to tlht tiase 1ttitis/tit by 
tile
chain base methl1c. 
'Relates to the period JunuMarch. 
Note that for Ihdhase year 1.950/51,the unit value index for imports was exceptionally high.

Source: Wtrld Bank Iprivale communication). 



181 Foreign Trade Policies and India'sDevelopment 

TABLE 5.6 	 UNIT VALUE AND VOLUME INDEXES OF EXPORTS 
AND IMPORTS AND INDIA'S TERMS OF TRADE, 
1981/82-1990/91 (1980/81 = 100) 

Year Exports Imports 
(April- Volume Umit value index Volume Unit value index Terms of 
March) index (in US$) index (in US$) trade 

1981/82 101 100.0 101 93.3 107.6 
1982/83 97 98 0 94 92.3 106.2 
1983/84 97 101.1 101 88.1 114.8 
1984/85 103 98.5 95 87.1 113.1 
1985/86 106 97.7 119 85.2 115.0 
1986/87 118 97.1 124 80.3 121.0 
1987/88 135 106.0 116 93.6 114.0 
1988/89 154 107.8 130 93.8 115.0 
1989/90 178 110.3 135 99.2 1L..0 
1990/91 186 115.2 140 106.0 100.0 
Suirue: World Hank (private communication). 

MFA quotas and tariffs on textiles and clothing for all countries are on 
the order of a modest US$15.5 billion in 1986 U.S. dollars, of which 
US$7.97 billion accrue to the developing countries. India gains an ex
tremely modest US$0.08 billion. China (US$1.72 billion), Korea 
(US$1.62 billion), Brazil (US$0.92 billion), and Taiwan (US$0.89 bil
lion) account for most of' the gains to developing countries. The Trela 
and Whalley simulation, however, is a static exercise and a3sumes that 
all countries 	have the same technology but differing labor productivity 
and product quality. It is not clear whether the results will stand up if 
changes are made in these assumptions. The fact that a relatively nar
row range of product groups accounted for the recent growth in India's 
exports and that their growth may not be sustained in the future if the 
external environment changes is disturbing. 

CONCLUSION 

India's growth performance in the four decades since planning for na
tional development was initiated in 1950 has been unspectacular. In the 
1950s, 1960s, and 1970s the average annual growth rate of real GDP was 
3.7 percent, 3.3 percent, and 3.4 percent. The 1980s saw some modest 
improvement in the growth rate to 5.3 percent. India's development 
strategy was inward oriented, and self-reliance was an important ob
jective. The pursuit of this objective has resulted in a diversified in
dustrial structure. Most of India's industries, however, are not ilterna
tionally competitive in terms of either cost per unit or product quality. 



TABLE 5.7 INDIA'S MERCHANDISE EXPORTS, 1950/51-1978/79 

Annual compound
growth rate 
(percentage) 

Value (US$millions at current prices) 1950/ 1970/
51- 71-

Commodity 
1950/ 

51 
1955/ 

56 
1960/ 1965/ 

61 66 
1968/ 
69 

1970/ 
71 

1973/ 
74 

1975/ 
76 

1976/ 
77 

1977/ 
78 

1978/ 
79 

1975/ 
76 

1978/ 
79 

1977/ 1978/ 
78 79 

Agricultural 
products 

Tea 
Oil cakes 
Coffee 
Sugar 

Spices 
Fish 
Cashew 
Vegetable oils" 
Essential oils 

328.8 
168.9 

0.1 
2.8 
0.8 

53.4 
5.2 

18.0 
53.0 
26.6 

380.9 
229.2 

11.1 
3.2 
2.0 

22.4 
7.9 

27.3 
72.1 
5.7 

420.7 
259.6 

30.0 
15.2 

5.1 
34.9 
9.7 

39.7 
17.9 
8.6 

497.0 
241.2 

72.8 
27.2 
22.0 
48.5 
14.3 
57.5 
8.6 
4.9 

478.5 
208.6 
66.( 
24.0 
13.5 
33.5 
30.3 
81.2 
15.6 
5.8 

519.3 
197.7 
73.9 
35.5 
56.8 
51.8 
41.7 
69.4 

9.4 
5.1 

858.6 
187.4 
228.7 

59.1 
55.0 
70.7 

114.5 
95.5 
39.6 

8.1 

1.393.3 
273.8 
111.5 
77.0 

545.9 
82.7 

147.0 
111.1 
39.8 
4.5 

1,362.5 
327.9 
262.2 
141.0 
165.7 
85.9 

202.0 
118.7 
56.4 
4.7 

1,639.5 
665.3 
155.6 
227.0 
22.7 

160.1 
203.6 
174.6 
24.2 
6.4 

1,471.7 
414.9 
141.1 
175.6 
160.8 
180.4 
278.2 

97.8 
16.5 
6.4 

5.9 
2.0 

32.4 
14.2 
29.8 

1.8 
14.3 

7.6 
-1.1 
-6.9 

13.9 
9.7 
8.4 

23.0 
20.2 
16.9 
26.8 
4.4 
7.3 
2.9 

20.5 
102.9 
-40.7 

61.0 
-86.3 

90.8 
0.8 

47.1 
-57.1 
36.2 

-10.2 
-37.6 

-9.3 
-22.6 
608.4 

12.7 
36.6 

-44.0 
-31.8 

-
Raw materials 

Raw cotton 
78.3 
10.4 

138.0 
62.3 

135.4 
18.2 

196.8 
20.4 

217.2 
14.8 

252.7 
18.6 

:335.8 
41.6 

641.1 

47.7 
637.2 
30.2 

539.0 
0.8 

595.2 
19.5 

8.8 
6.3 

11.3 
0.6 

-15.4 
-97.4 

10.4 
2337.5 

Unmanufactured 
tobacco 

Iron or-
Mica 
Manganese 
Silver 

29.6 
0.5 

21.0 
16.8 
n.a. 

22.4 
13.2 
17.6 
22.5 
n.a. 

30.7 
35.8 
21.2 
29.5 
n.a. 

41.1 
88.4 
23.7 
23.2 

[n.a. 

44.2 
117.8 
18.0 
18.0 
4.4 

41.9 
152.9 
20.7 
18.6 
n.a. 

87.8 
170.5 
16.7 
12.1 

7.1 

107.6 
247.1 

16.9 
20.2 

201.6 

108.3 
266.8 

19.4 
21.4 

191.1 

132.2 
281.3 
20.2 
12.7 
91.8 

134.9 
283.8 

23.1 
18.8 

115.1 

5.3 
28.2 
-0.9 

0.7 
n.a. 

15.7 
8.0 
1.4 
0.1 

22.1 
5.4 
4.1 

-40.7 
-52.0 

2.0 
0.9 

14.4 
48.0 
25.4 



Manufactured 
items 568.8 457.3 571.7 782.4 977.2 976.3 1,543.7 1,992.4 2.848.6 3,300.1 3,801.7 5.1 18.5 15.8 15.2 

Jute
 
manufactures 239.0 248.3 283.8 384.0 
 290.6 253.9 292.0 290.0 225.0 285.9 203.0 0.8 -2.8 27.1 -29.0 

Cotton textile 
Millmade 225.4 101.2 110.8 98.5 87.3 90.0 208.8 140.5 238.4 167.4 169.4 -1.9 8.2 -29.8 1.2
Handloom 22.8 17.8 10.0 17.5 6.7 10.4 41.6 43.P 60.6 95.0 74.4 2.8 27.9 56.8 -21.7 

Coir
 
manufactures 22.8 20.2 18.2 22.5 
 18.4 17.3 19.7 22.U 26.8 27.9 32.1 -0.1 8.0 4.1 15.1

Clothing 0.81" n.a. 1.8 13.4 19.6 40.3 127.9 234.6 372.7 386.8 518.5 25.5': 37.6 3.8 34.0 
Cotton 	yarn


ani thread 4.2 9.5 
 9.3 14.6 19.1 29.6 14.6 7.4 31.5 35.3 18.9" 2.3 n.a. 12.1 n.a. 
Leather and 

leather
 
manufactures 54.5" 48.3 56.6 72.6 206.5 108.8 239.5 
 263.6 264.4 317.6 430.4 6.5 18.8 20.1 35.5

Gems n.a. n.a. 0.3 31.0 59.7 55.8 137.2 171.6 321.1 637.4 865.9 n.a. 40.9 98.5 35.8 
Other
 

handicrafts n.a. n.a. n.a. 21.4 
 32.4 37.3 85.6 119.6 188.7 240.5 294.6 n.a. 29.5 27.5 22.5
Iron and stcel' 3.3" n.a. 20.3 26.5 105.2 121.6 33.6 78.6 325.0 216.5 140.2 13.5' 1.8 -33.4 -35.2 
Engineering 

goods f 1.2" n.a. 37.8 41.6 89.8 155.3 258.9 477.3 633.5 721.0 852.3 27.1' : 23.7 13.8 18.2
Chemicalsg 17.9 12.0 7.2 19.2 25.8 39.2 64.6 98.6 124.0 136.3 178.3 7.1 20.8 9.9 30.8
Mineral fuels n.-i. n.a. 15.6 19.6 16.1 16.8 19.7 42.8 36.9 32.5 23.7 n.a. 4.4 -11.9 -27.1 

Other 285.4" 302.7" 258.7 215.6 137.6 298.6 500.8 645.3 904.8 836.8 1,107.6 3.3 17.8 -7.5 32.4 
Total 1,261.3 1,278.9 1,386.5 1,691.8 1,810.5 2,046.9' 3,238.9 4,672.1 5.753.1 6,315.46,q76.2 5.4 16.6 9.8 10.5 
n.a.= not available. 
"Edihle oils excluding vanaspati. 
'Relates to 1951/52. 

'Relates tothe period 1951/52 to 175/76.''Xcloding Co tton 1hltvad. 

"'Exchidvs foo~twear. 
In accordance with the classification followed bv the kinistrv of Commerce. In 1972 several ntan u fact tired itenms formerly included under iron and steel were reclassified as engineering gods. Data ftint 1973/74 onward follow the new classification andi hence are not omparable with data'for earlier years. 
'Exclhding essential oils ant plastics. 
'lttcludes items listed atove for which data are not available. 
'Unaditust d total. Because of a change in recording technique. the data front the Directorate General of Commercial Intelligence and Statistics probably overstate exports
by attot 5'', in 19710/71. 
Source: World Iank {private communication). 



-.3LE 5.8 INDIA'S MERCHANDISE EXPORTS, 1980/81-1991/92
 

Value (USS millions at current prices) Growth rate
(percentage) 

Primarv exports 
Fish 
Rice 
Cashews 
Coffee 
Tea 
Spices 
Iron ore 
Other primary 

1980/ 
81 

3,400 
270 
284 
178 
271 
539 
141 
384 

1,333 

1981/ 
82 

3.308 
314 
412 
203 
164 
443 
111 
394 

1.267 

1982/ 
83 

3.110 
378 
226 
141 
194 
384 

98 
395 

1.294 

1983/ 
84 

3.093 
353 
110 
146 
176 
500 
113 
389 

1.306 

1984/ 
85 

3.102 
321 
142 
151 
177 
645 
174 
387 

1,105 

1985/ 
86 

3.108 
334 
160 
184 
216 
512 
227 
473 

1,002 

1986/ 
87 

3.237 
421 
154 
256 
232 
451 
218 
427 

1,078 

1987/ 
88 

3,125 
405 
250 
236 
203 
457 
238 
419 
917 

1988/ 
89 

2.905 
437 
230 
192 
193 
414 
173 
464 
803 

1989/ 
90 

3.428 
412 
256 
221 
206 
543 
148 
557 

1,086 

1990/ 
91 

3,740 
535 
245 
249 
141 
599 
130 
585 

1,257 

1985-
1990 

3.8 
9.9 
8.9 
6.2 

-8.2 
3.2 

-10.6 
4.3 
4.6 

1990/ 
91 

9.1 
29.8 
-4.3 
12.8 

-31.4 
10.3 

-12.2 
5.1 

15.7 

1991/ 
92) 

2.0 
3.2 

22.5 
7.1 

-6.3 
-25.5 

14.2 
5.7 
9.4 

Manufactured 
exports 

Chemicals 
5,067 

298 
5.214 

420 
4,931 

362 
5,187 

317 
5.462 

406 
5,684 

406 
6.501 

456 
9.013 

635 
11.105 

1.058 
13.185 
1,759 

14.383 
1,781 

20.4 
34.4 

9.1 
1.2 

-4.2 
7.6 

Leather and 
leather goods 

Textiles 
Garments 
Gems and jewelry 
Engineering goods 
Petroleum products 
Other manufactures 

478 
1,292 

717 
783 

1.010 
10 

479 

454 
1.155 

737 
909 

1,043 
28 

468 

408 
988 
628 

1,054 
892 
178 
421 

449 
921 
719 

1.255 
782 
346 

-398 

568 
1.171 

827 
1.040 
803 
215 
432 

629 
1,026 

872 
1.228 

730 
425 
318 

721 
1,079 
1,040 
1.622 

886 
327 
370 

886 
1.483 
1.382 
2.016 
1.105 

488 
1,018 

1.028 
1,044 
1.449 
3.038 
1,630 

349 
1,509 

1.171 
1.214 
1,935 
3,178 
1,993 

418 
1.517 

1,423 
1.705 
2;252 
2.903 
1,978 

523 
1.819 

17.7 
10.7 
20.9 
18.8 
20.5 
4.2 

41.7 

21.5 
40.5 
16.4 
-8.7 
-0.8 
26.1 
19.9 

-10.8 
-1.3 
-4.2 
-3.6 
-7.2 

-29.8 
n.a. 

Total' 8,467 8,522 8.041 8.280 8.564 8,792 9,738 12.138 14,010 16.613 18,123 15.6 9.1 -1.9 
Statistical 

discrepancy -135 175 348 810 1.205 669 722 506 252 237 362 
Total': 8,332 8,697 8.389 9,090 9,769 9,461 10,460 12.644 14.262 16,850 18.4rn 14.3 9.7 n.a. 
n.a. = not available. 
'Compound growth rate between 1985/86 and 199(0/91.
"Based on April-February data for aggregate exports. and April-January data fur components. 

j 

'Net of crude petroleumn exports.
Source: Ministry of Commerce, Directorate General of Commercial Intelligence and Statistics: Reserve Bank of India. 
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TABLE 5.9 	 COMPOSITION OF RECENT EXPORT GROWTH IN 
INDIA, 1980/81-1990/91 

Average annual value 
(US$ millions at current prices) 

1980/81- 1986/87- Contribution 
1985/86 1990/91 Increase to growth (%) 

Manufactured exports 5,296 10,837 5,542 97 
Consumption goods 3,408 6,514 3,106 55 

Leather 502 1,046 544 10 
Gems (gross) 1,097 2,551 1,454 26 
Garments 757 1,612 855 15 
Textiles 1,052 1,305 253 4 

Investment goods" 860 1,518 658 12 
Intermediate goods 1,028 2,805 1,777 31 

Chemicals 382 1,138 756 13 
Petroleum products 238 421 183 3 
Other' 407 1,247 839 15 

Primary exports 3,144 3,287 143 3 
Fish 340 442 102 2 
Rice 210 227 17 0 
Cashews 165 231 66 1 
Coffee 185 195 9 0 
Tea 497 493 -4 0 
Spices 145 181 37 1 
Iron ore 408 490 83 1 
Other primary exports 1,195 1,028 -167 -3 

Total exports (Customs}' 8,440 14,124 5,685 100 
Discrepancy 641 416 -226 
Total exports (BOP)': 9,081 14,540 5,459 
Memo 

Gems (net)" 290 688 398 
"Refer." to eungileering goods. 

Including unclassified exports 
'Total exports, f.o.b., not of cruuduhloil. 
'IExports less imlports of gems and jewelry. 
Soureu: Nitistry of Commerce, Directorate General of Commercial Intelligence and Statistics; Reservo 
Bank of Il ia. 

Far from viewing foreign trade as an engine of growth, Indian plan
ners sought to minimize import demand and viewed exports more or 
less as a necessary evil mainly to generate the foreign exchange earn
ings to meet that part of the import bill not covered by external assis
lance. They created an elaborate administrative regulatory machinery 
in an attempt to control investment and resource allocation in the econ
omy and ensure their consislency with five-year pla,. targets. Controls 
over imports and exports were also part (f this regulatory system. The 
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system was exceedingly complex, and its rules of operation had no 
discernible economic rationale. Above all, it was selective and discre
tionary and relied on quantitative restrictions rather than on policy 
instruments that affected market prices. The integrity of the adminis
trative and political structure was increasingly eroded by the enormous 
opportunities for rent seeking and the corruption this spawned. 

India's share in world trade declined steadily fron 2 percent in the 
1950s to 0.5 percent in 1990. Most of the growth in exports in the 1980s 
was accotled for by just four product groups: leather, gems and jew
eiry, textiles, and garments. Exports of engineering goods and chemni
cals, which were once dynamic:, ! ,iffered a decline in the first half' of 
the 1980s and recovered somewiat in the secondi half. A diversified 
and dynamic export sector has yet to emerge. 

It is clear that to achieve sustained, rapid, equitable, and efficient 
growth, India must abandon its inward-oriented, capital-intensive, and 
inefficient development strategy implemen ted through an admin istra
tive allocation system based on QRs. In its stead a system of e(onomic 
management must be put in place that relies largely on market forces 
and that confines state intervention in the economy to investment in 
some infrastructure sectors such as transport, conmniunication, and ma
jor irrigation and to those areas where there are no efficient private 
sector alternatives, including services such as primary education, pri
mary health care, and agricultural extension and research. The Rao-
Singh reforms are vital initial steps in these directions. They must be 
consolidated and extended. Above all, the credibilit y of' the govern
ment's commitment to tile reforms nm.ist be firm ly established. 

Because the reforms are solidly based on inll inderstandinq of what 
went wrong with the Iidian development stralegy that delivered nei
ther rapid growth nor apprec:iab.y greater equity an(d because they con
stitute a )ackage of mutually !1ulpportig andt consistent elements, theyare not as easily opposed on analytical grounds as earlier piecemeal 

efforts at economic liberalization. The collapse of' tile socialist econo
mies of Eastern Europe an( the realization that India has been left 
behind in (hevelopinent by other Asian economies have generated 
widesl)read suplport for reforms in thie national press.The coherence of 
the reform package anl support of' the press, however, are not enough 
to convince producIers in India and abroad that the government is coin
mitt ed to carrying oit the package and that the short-run economic, 
social, and pilitical costs of adjustment to a liberalized economy are 
manageable. 1.lthough the prime minister and the finance inin ister con
tinue to stand by the reforms and proclhim that they are irreversible, 
concrete actions have been slow in com'ng. The New York Iirues (Au
gust 15, 1992) reports that "a year after the new policies were an
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nounced by Prime Minister P. V. Narasimha Rao, far less has been 
accomplished than promised, bureaucratic red tape still hamstrings 
new investment, both foreign and( domestic, and not a single one of 
India's huge, bankrupt state controlled inidustries has been shut." It 
adds that Motorola, "which intended to invest $14 billion in India over 
the next decade has decided to move some of those investments to 
China. In the first three months of this year, China received $6.5 billion 
in foreign investment in contrast to fIndia's $300 million." 

To be fair to Rao and Singh, it should be pointed out that Four 
decades of (lirigisne is not easil replaced by market-friendly eco
nomic management in one year. Moreover, tie government does not 
have an absolute majority in Parleiniieiit, though tie (Iivisions within 
the opposition and its reluctlance to face another general election soon 
after the last one in 1991 give the government sorei room to maneuver. 
IfIndia uses this narrow window of' politi(al opportunity effectively, 
with the support of expanded aid from the (toercommunity abroad to 
ease the short-run costs of adjustment, the ref(]rns would in(leed be
come irreversible and their fruit,, would be realized. 

Some actions, if taken )romptly, could enhance 1:redil::ity. For 
instance, the government could announce a phased program to reduce 
excessively high tarifts and their varlame across commodities. If the 
announced reductions are bound with the General Agreement on Tar
iffs and Trade (GATT) so that they acquire the force of an international 
agreement, their credibility would be enhanced considerably. Another 
step would be successful negotiations with the labor unions in the 
public and organized private sectors to persuade them :o change their 
focus from seeking protection of their existing jobs in inflicient indus
tries that have to be scaled down or closed altogether to seeking better 
jobs in a liberalized economy in which eml)iyloyment opportunities 
would be rapidly growing and plentiful. Withl the rational Renewal 
Fund (established in 1991) financing voluntary retirement opportuni
ties for older workers and retraining opportunities fr younger workers 
laid off fron enterl)rises that are to he scaled down, adjustment costs 
should be manageable as long as l)roductive enploynment grows more 
rapi(lly than in the pust. For rural workers, a more efficient version of 
tile existing employment creation l)rogranms could serve well. And a 
limited but better-targeted and -managed public (listribution system for 
essential commod ities would provide a social safety net for the poor. 

Full convertibility of the rupee for current account transactions 
shoul( be instituted as sooi as l)ossible. This step should enable the 
government to considerably scale down export subsidies, if'not elim
inate them altogether. With a better-functioning infrastructure and 
freer availability of imported inputs, industrial efficiency should ima
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prove, thereby reducing unit costs of production. In particular, reduced 
production costs for fertilizer; ,zhould allow for the phasing out of 
fertilizer subsi(lies. With the exit of inefficient public sector units de
pendent on budgetary support, yet another source of tile publiic sector 
deficit would disappear. With improv',ements in the revenue side of the 
budget (in particular, a wider tax base, reduced tax rates, and more 

efficient tax administration), the fiscal deficit would he lrought vithin 
safe limits. With lhe reforms credibly enforced and exten(ed, it should 
not take India as long as it took other such torierly inward-oriented 
economies, such as Mexico, to clinb olit of the unavoidable adjustment 
phase and move onto a path of sustainable, rapid, efficient, and equi
table growth. 

APPENDIX
 

The administrative allocation ... took place essentially at three points: 
(1) an allocation was earmarked for the different public sector Linder
takings, for both raw materials and equipment, and was assigned to 
the ministries within whose domain they lay; (2) the iron and steel 
controller received a bulk allocation; and (3) the economic adviser in 
the Ministry of Commerce received a bulk allocation for the private 
sector's imports of raw materials, spares, and com)onents (excltiding. 
among other things, iron and steel; newsprint; antd petroleum, oils, and 
lubricants). 

The licensing procedures, through whiclh each onit had to process 
all imports, involved three license-issuing anthorities: (1) the chief con
troller of imports and exports (CCI&E), (2) the iron and steel controller 
(I&SC), and (3) the devclopinent officer (DO), Tools, Development Wing 
of the Ministry of' Comnerce and Industry. Except for iron and steel 
(cleared by the I&SC) and certain types of machine tools (licensed by 
the DO), the CCI&E controlled the issuance of all licenses. 

The licenses issued by the CCI& , which constituted the majority, 
were divided into tle folllowing categories: (1) established importers 
(ElI); (2) actual users (AU); (3) newcomers (not covered by E'Iand AU); 
(4) ad hoc (covering iteins such as State Trading Corporation imlports); 
(5) capital goods (CG); (6) heavy electrical plant (HIEP); (7) export pro
motion, given as import entitlements to exporters in specific schemes; 

The text of this Appendix is adapted from J.N. Blagwvati and T.N. Srinivasan, 
Foreign "lrudeRegimes and Economic Devlopment: India (New York: Coluni
bia University Press, 1975), pp. 36-46. 
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(8) miscellaneous categories: such as railway contracts (relating to or
ders placed by the railways), replacement licenses (to replace defective 
or unsuitable imports), and blanket licenses (mainly for petroleum, 
oils, and lubricants). 

The procedures followed for each category of licenses, and the 
authorities involved in the process, reflected two major criteria: (1) the 
principle of "essentiality" and (2) the principle of "indigenous non
availability." Thus imports, in terms of both magnitude and composi
tion, were to be permitted under each category only if some designated 
agency of the government had certified that they were essential (such as 
inl)uts or equipment for proluction). At the same time, some agency 
had to clear the imports from the viewloint of indigenous availability: 
if it could be shown that there was domestic production of the imports 
demanded, then the imports were not pernitted (regardless of cost and 
quality considerations). Thus, in addition to the icense-i.;suing anthor
ity, there was a sponsoring agency to certify essentiality and a clearing 
agency to certify indigelnous clearance. 

For l)ublic sector applications, the p-ocedures were similar. Para
doxically, at times the procedures were even more complex, as when 
the sanction of'the Departlment of Economic Affairs had to be obtained, 
in addition to indigenous clearance and essentiality certification, for 
many applications for raw naterial imports. Besides, in certain cases, 
the project authorities themselves had the authority to grant indigenous 
clearance and essentiality certificates. But these and others were, by 
and large, differences of detail. 

Principles and Criteria of Allocation 

The allocation of foreign exchange among alternative claimants and 
uises in a direct control system such as that just described would pre
suimably depend on a well-defined set of l)rinciples and criteria based 
on a system of priorities. In point of f'act, however, few such criteria, if 
any, were followed in l)ractice. We shall examine, in particular, the 
allocations arising from AU licensing. 

Two questions of economic significance arise: (1) how were allo
cations by industry decided and (2) how were these allocations further 
divi ded among the constituent firms or units? We shall examine each of 
these questions in turn. 

Allocations by industry. As far as the allocations by industry were 
concerned, it is clear that the sheer weight of numbers made any mean
ingful listing of priorities extremely difficult. The problem was Or
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wellian: all industries had priority; how was each sponsoring authority 
to argue that some industries had more priority than others? 

It is not surprising, therefore, that the agencies involved in deter
mining allocations by industry fell back oil vague ietions of fairness, 

implying pro rata allocations with reference to capacity installed or 

employment, or shares defined by past import allocations or similar 
other rules of thumb. 

Allocations by unit. The principles and criteria for subdividing 

industrial allocations among constituent firms or units were likewise 

without any rationale other than the even spreading out of a scarce 

resource on a "fair" ani -equitable" basis. A !,reat variety of norms 

were used, with significant opportunitios for an (ccasional exercise of 

discretion. But the overwhelming bias of the system was toward some 
form of equitabhle" allocation and cuts therein. This concl ision holds, 

not merely for the Directorate General of Technical Development 
(DGTD), but also for small-scale sector allocations, the scheduled in
dustries not on the books of the DGTD, an(l the other classes of import 
applicants. 

Quality ofInformation for Assigning Priorities 

As we have already noted, numerous authorities were involved in the 

licensing procedure: sponsoring bodies, authorities granting indige
nous clearance, and license-issuing authorities. Each such authority 

presumed to act on some set of priorities, in principle, and therefore 
had to have reasonable information to enable it to exercise its functions 

meaningfully. Although it was impossible to have a meaningful, well
defined set of priorities at any level in this bureaucratic machine, ex

cept in relation to overriding matt'rs such as defense, no a1lhOcations 
were ever made without intensive scrutiny and examination of indi

vidual applications at each stage in tle bureaucracy. The quality of the 
information on which these examinations and ensuing d(ecisions were 

presumably based can be inferred from what is known about (1) the 

small-scale sector applicalions and (2) the working of the DGTD con

cerning imports. 

Small-scale sector. The State Directorates of Industries were the 

authorities that were supposed to process the import applications in the 

first instance and to attach essentiality certificates (ECs). While con

siderable time was indeed taken in granting these E(s, tibe (uality of the 

information on which the relevant decisions were made was poor. 
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DGTD. The case of the DCTD was hardly any better, despite its 
obvious advantages over the directorates in charge of the small-scale 
sector. It is well known, for example, that capacity and capacity use data, 
both of which ostensibly were taken into account in making unit allo
cations, are bad. Similarly, with respect to those units that must seek 
indigenous clearance from the DGTD, the DGTD directorates frequently 
maintained incomplete records of the indigenous suppliers, did not 
have sufficient intformation in a(le(luate detail on what these suppliers 
could produce and of what quality, did not distinguish adequately 
between the mere fact of the existence ofan indigenous supl)lier and the 
availabilitv of the supply to an individual purchaser, and thus ended lip 
occasionally withholding sanction even for critical imports. 

The DGTD not only tried to secure indigenous clearance before 
permitting imports but even seemed to determine the quantitative mix 
of permissible imports in many cases. Clearly the DGTD had no capac
ity to forni reasonable judgments on this issue in the absence of very 
detailed information on plant conditions-something that was auto
matically ruled out when we see that the DGTD carried on its 1965 
book over 5,000 units. 

Priority in Favor of the Small-Scale Sector 

Although clear criteria for the allocation of imports among alternative 
uses were generally conspicuous by their absence and the informa
tional basis for decision making was exceptionally weak, it might be 
contended that the authorities pursued certain broad priorities. A typ
ical defense of the import control system was that it was the only way 
of ensuring that supplies were allocated on a "fair and equiiable" basis 
to "small" entrepreneurs. This is not an argument for economic effi
ciency, but it is a valid argument for income redistribution if alternative 
ways of subsidizing smaller entrepreneurs are not feasible. 

It is difficult to take this delense of the import control system se
riously. In point of fact, there is reason to conclude that the control 
system discriminated against the small-scale sector, as when import 
cuts in face of a sudden accentuation of the foreign exchange shortage 
fell relatively heavily on the small-scale sector and much less on the 
well-connected larger firms. It does not follow, of course, that the 
small-scale sector would have either secured greater allocations or been 
more competitive if it had to plulrchase imports in a free market. This 
situation, however, (toes cast doubt on the usual claim that the import 
control system made the small-scale sector better off than under the 
alternative import regimes. 
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Foreign Exchange Saved From Being Spent 
On Consumption 

It might be contended that the import policy regime was directed at 
preventing scarce foreign exchange from being frittered away on con
sumer goods and that this general priority was strictly maintained by 
the import-licensing authorities. It is certainly true that, over tbe period 
of our studv, direct imports of consumer goods were slashed. This was 
reflected in the steadv reduction of El licenses and the growth of AU 
licenses granted to producers.We must make, however, two iml)ortant 
points concerning this question: 

1. 	While imports of manufactured consumer goods indeed fell, 
these declines vere frequently offset by growth in (lomestic 
production of the samle and other consumer manufactures. 

2. 	 The maintenance imports (that is, imports of raw materials and 
intermediates) necessary to support current production of do
mestic consumer goods industries were not negligible. Esti
mates of the direct and indirect import requirements of con
sumption in India Show that for the y'ears 1961/612 and 1963/64 
the shares of total inl)orts that vent to support the consump
tion of luxuries were 7.6 and 3.5 percent, an( the shares that 
went to support the consum)tion of necessities were 28.7 and 
32.9 percent, rcspectively. 

In any event, irrational as it rnav be to seek to prohibit imports of 
nonessential consumer goods while permitting their production do
mestically, this objective could have been as readily acli ieved, with 
none of the other detrimental effects of a full-fledged control system 
embacing all transactions, by a selective set of prohihitive tariffs or 
quotas on specific items to be excluded from imports. 

Corruption and Frustration of Apparent Priorities 

We have noted that the import control system was based on incomplete 
and unsystematic criteria and lacked any discernible economic ratio
nale. Further, whatever limited allocational aims it may have had were 
frustrated, invarying degrees, by the(corruption that inevitably arose 
from the large premiums on imports udler the control system. 

The control system generated two kinds of illegality: (1) since im
ports were remunerative in general, there were innumerable bogus 
claims to import license entitlement under the existing rules of alloca
ticn; and (2) since numerous restrictions applied to the transferability 
of imports and import licenses, black markets arose to transact such 
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illegal traffic. it has not been possible for us to quantify any of these 
illegal transactions in a meaningful manner, but there is little doubt 
that they existed widely. We should also note that these illegal transfers 
of imports often must have served to increase economic efficiency by 
reducing the irrational inflexibility that the legal restrictions on trans
ferability entailed. 

Economic Effects of Import Controls 

What were the economic consequences of these methods of allocating 
foreign exchange in India's QR regime? While the consequences for 
resource allocation and capacity use and the growth effects on savings, 
research and development, quality of production, inducement to in
vest, and other aspects of India's economic performance have been 
significant, we no e here several other, mainly adverse, effects. In par
ticular, we will consider (1) delays; (2) administrative and other costs: 
(3) inflexibility,; (4) lack of coordi nation among agencies; (5) absence of 
(:ompetition; (6) inherent bias in favor of industries using imported, 
rather than domestically produced, input.;: and (7) anticipatory and 
atonlatic protection afforded to in(lustries regardless of costs. 

Delays. The working of any system of allocalion will take a certain 
amount of time. lE:ven in a free foreign exchange market, Ohe partici
pants must expend time, for example, acquiring in formalion about the 
availability of different kinds of foreign exchange. In principle, an ad
ministrative system of alloc,tions need not result in a significant in
crease in time. an(l hence delays, over a price system in which scarce 
foreign exchange is rationed out in the market. The introduction of 
priorities would, in prin(ciple. be equally time consuming in both cases, 
though the )rocedure would be different, since the price system would 
involve administrative decisions about tax and subsidy incentives 
whereas the control system would involve administrative decisions 
about quotas. 

In practice, however, the exchange control system seems to degen
erale into an inordinately time-consuming aflocational device. There 
are essentially three reasons for this. First, in a situation of general 
scarcity of foreign exchange, the definition of priorities becomes ex
ce)tionally difficult, and the system ends up having to accommodate 
all (:onceival)le demands on some "equitable" basis, while making a 
pretense of administering priorities. This pretense frequntill l takes the 
form of collection of yet more information from applicants and time 
taken in -scrutinizing 1'it and "arriving at an informed decision." De
lays become, sociologically, the conspiCuous substitute for the exercise 
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of priorities l the bureaucracy. SecondI, and equally important, the 
multiplication of the bureaucratic apparats leads inevitably to slower 
decision making because proce(lures are inefficient. For examinple, 
when the IGTD has to obtain in(ligenous clearan(;e from two or more 
other (lirectorates, it seeks these cleai'ances sequentially rather than 
sinlhltalleously. "Ftir(l, in ex p laining (lelays ililer the( Indian alloca
tion systel, sonie significanr:e; must be attdlched to the fact thait files 
often fail to llove upt) in the system until apprl)rOliate gr;ft is piail to the 
lower-level clerks. If all graft were paid pronplly, this iistoni \voll(l 
cause no chlil , hut newcomers and honest alaplic:ants are unlikely to 
conforn rilily to this wi(hesproed practice. Ilence (ehlays occur on 
this account as w\,il. 

Administrative and other costs. The elaborate ure;iticrat:ic ma
(:hinery for operating the licensing m((:hanisms iun(lou(titetllv involve( 
both (lirect costs an(i the :)sts resulting fromt il( ne:essity for enir(
preneurs to maintain elaborate and frequent contacts with the licensing 
authorities. A(hnittefhfl, alternative allocation nie('hinisins aiso ni eces
sitate administrative an(l inforation-gaihering costs. Bet the specific 
type of' command mechanisn involved in ille Indian QR an( in(hls
trial-licensing regines a(l(l to these costs \making lwcessary ex
penditures to einsuore "file-pushing' by bribe-seeking bureaucrals at 
lower levels. For examhple, the consi(lerable growth of' Indian Airlines 
traff'i: into Delhi from major in(lustrial cities such as Calcutta anl 
Bombay coul(l ie attribute(l in large part to flights by in(lustrialists an( 
their representatives to )elhi to exJpe(lite( and influence the allocation 
of licenses. Costs incurre( in such flights as well as those of a growing 
license-allocating bureuicracy are net costs attriinmtahle to the regime. 
And if we could only (lisentangle (as we cannot) the jot) expansion in 
the bureaucracy that has resulted from the licensing machinerv' much 
of the eniornmouis expansion of current govermnental expeln(l itures (ur
ing the 1956-1971 period may turn out to he a net cost of the licensing 
regimre. 

Inflexibility. The twin principles of essentiality and in(ligenous 

nonavalahi lity, also introciutced considerable inflexibility to tile pattern 

of import use. This inflexibility came about through a rigid(itemization 
of permissible imports, frequeitlNy by specified value for (Iifferent 

items, both for AU and El licenses. 

At the same time, the theoretical prernise that AU allocataions were 

being made on tie basis of well-deffined priorities at the dletailed in

dustry level led the irthorities to rule out legal transferabilitv of the 
licenses among industries. Bureaucu'atic logic took the inevitable next 
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step and eliminated transferability even among units within the sane 
industry, thus making the transfer of AU licenses by the licensee units 
altogether illegal. Needless to say, none of the imports under the AU 
licenses were allowed to be legally resold either (but were occasionallv 
sold in the black ni-arkei, of course). 

The rigid pattern of permissible imports (only occasionallv ad
justed through changing the contents of the lists by discretionary ac
tion) andl the nontransferalility of the ALI licenses and imports were 
bound to create inflexibility leading to economic inefficiency for sev
eral reasons: 

1. 	The total AU allocations to individual units were neither made 
by well-defined priorities nor based on assessment of reason
ably accurate and analyzed information, but were mostly based 
on notions of "fair sharing" with occasional injection of "prag
matisn" and "judgment of' cases on merits.' 

2. 	 The itemized breakdowns were )ased on (a) indigenous non
availability, which, as we have noted, was assessed inaccu
rately by the responsibhle bodies such as the DGTD, and (b) 
these bodies' assessment of the optimal mix of imported in
puts, which again was inade on an andlninistrative and ad hoc 
basis rather than on any recognizable criterion of economic 
efficiency. 

3. 	 There is considerable uncertainty about the availability of for
eign exchange, leaving aside the general unprediclability of the 
entire economic situation, so that no "optimal mix" of inputs 
laid down in advance (even if worked out on the basis of 
well-defined (:riteria, a(curately gathered available informa
tion, and ex)licitly assumed future developments) can hope to 
be optimal ex post, thus requiring flexibility in the matter of' 
the input-mix and transfers of inputs from one set of users to 
another. 

Yet another implication of the inflexibility arising from the non
transferability of import licenses inight have been an excessive holding 
of inventories by Indian firms. Indian inventories, especially the raw 
materials and intermediates held, compare unfavorably with those of 
firms in similar industries elsewhere. lowever, other factors on the 
Indian scene probably explain these large inventories. For example, 
interest rates in the organized industrial sector are quite low, making 
inventory holding relatively inexpensive; on the other hand, it is not 
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clear that the relvant Indian interest rates (real or nominal) have been 
significantly lower than those abroad. Lower efficiency in transport 
(and shortage thereof) would also make inventory holding more vu.:n
able. Furthermore, inventory h(ldings, including raw materials and 
intermediates, appear to have generall'' declined as a proportion of 
output through the period of our study for many industries. Hence, 
while it makes a priori sense to argue that, other things being equal, an 
import control regime of the Indian type would tend to inflate inven
tory holdings, it would not he correct to argue that the empirical anal
yses currently available support this hypothesis. 

Lack of coordination among agencies. The multiplicity of agen
cies dispensing imports further accentuated Ihe applicants' difficulty 
in procuring (esired imports. For example, the typical unit under 
DGTD jurisdiction would receive its share oftlhe bulk allocalions from 
the economic adviser to the DGTD, allocations of iron and steel from 
the I&SC's office, an nonferrous metals allocations from (lecisions 
made by the correspon(ling department (which in turn, received bulk 
allocations for this purl)ose). Unfortunately, the agencies do not appear 
to have routinely coordinated either the initial allocations or the cuts 
therein. 

Absence of competition. The import allocation system in force had 
virtually eliminated the possibility of competition, either foreign or 
domestic. Foreign competition was ruled out because of the principle 
of "indigenous availability": every item of indigenous )roduction, no 
matter how much its cost of production excee(led the landed c.i.f. 
price, was automatically shielded from competition through imports. 
Indeed, the onus was put on the biuyer to show conclusively that he 
could not procure the item from indigenous producers. 

At the same time, the possibility of domestic competition was min
imized by the combination of CC; licensing (concomitantly with other 
industrial licensing provisions) and the method of AU licensing on a 
"fair-share" basis among rival firms in an industry. Strict CG and in
dustrial licensing eliminated free entry by new firms as well as effi
ciency-induced expansion by existing firms. And the fact that each firm 
was entitled to its "share" of AU licenses, and no more, ensured that 
the efficient firms could not even (legally) enlarge output from existing 
capacity by competing away the scarce imports from less efficient 
firms. 

Thus, all forms of effective competition, [)otential and actual, were 
virtually eliminated from the industrial system. The effects were (1) to 
eliminate incentives to reduce costs per unit of output (as the penalty 
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for sloppy operations was no longer incapacity to survive against more 
efficient rivals) and (2) to prevent production from being concentrate(l 
in the most efficient units (and industries). 

Inherent bias in favor of industries using imported inputs. Under 
the actual-user sys ,em of allocation of iniports, combined with the 
principle of indigenous nonavailability, it may be expected that the 
quantity of import allocations wou ld, other things b(eing equal, tend 
to be inversely related to the availability of indigenously produced 
inputs. 

But this, in turn. would lead to a bias in the effective incentive 
provide(l to the industries using relatively more imported inllps: they 
wo, id be able to obtain relatively greater allocations of' il)orts under 
AU licenses and hence ol)tain these inputs at inport-preniim-exclhi
sive prices (which woold include only the explicit tarif' duty)whereas 
the other industries would have to bLuy import-stibstitiite, indigenous 
items at preminitin-in(:lusive prices (since these items woid fetch a 
price equal to the c.i.f. prices phus the import preiiiiuin). The effective 
incentive given to the former industries or processes would thus be 
greater, other things being equal. And, while it may fortuitously be the 
(:as( that some of these in0(1dustries may require relative subsidization on 
economic grounds, there is no gainsaying the fact that the import sys
tem in India gave rise to these differential incentives purely as an 
incidental side edect. 

Anticipatory and automatic protection to indusiies. Another sig
nificant inmpact of the Indian import policy, under which the principle 
of indigenous availability was used to exclude or restrict imlports in 
favor of domestic import-substitutes, was that protection was automat
ically extended to all industries regardless of cost, efficiency, and corn
l)arative advantage. This automatic protection was further fully to be 
anticipated by every producer, merely as long as he was willing to 
make his capacity and production known to the relevant agencies (for 
example, the DGTD) in charge of "indigenous clearance." 

REFERENCES
 

Bardhan, P. K. 1984. The PoliticalEconomy of Development in India. Oxford: 
Basil Blackwell, 

Basti, D.C. 1983. Introduction to the Constitution of India. 10th edition. New 
Delhi: Prentice-Hall. 



198 T. N. Srinivasan 

Bhagwati. J. N., and P1.Desai. 1970. India: Planningfor Industrialization.Lon
don: Oxford Universitv Press. 

Bhagwati. J. N., and T. N. Srinivasan. 1975. Foreign Trade Regimes and Eco
nomic If ,vopmvet: India. New York: Columbia UnlJiversity Press. 

Bhagwati, 1. N., R. Bre:cher, and T. N. Srinivasan. 1984. "DUP Activities and 
Econ oinic Theor'.- In I). C. Clander, td., Neo-classicalPolitical Economv. 
Cambridge: Ballinger. 

BLhal'> S. 1989. "Indian Exports. Imports and Exchange Rates: A Comparative 
Quantilative Analysis." (processed). 

General Agreement on Tariffs and Trade (G;ATT). IilternltionalTrade. Vol. 2. 
Geneva: GATT. 

Ii diia. 1986. Economic Surive 1985-86. New Dehi: (Government Printing Press. 
___. 1988. [nPortand Export Policy. Vol. 1. New Delhi: Government Printing 

Press. 
Meier, (;rald M., ed. 1991. Politics and IPolicv Waking in Developing Coun

tries. San Francisco: ICS IPiess for the International Center for Economic 
Growth. 

Nehru, Jawaharlal. 1946. Ili- lwcoverv of India. New York: John Day Com-

Planning Commission. 195 1. The l"irst Five Year Plam. New Delhi: Government 
Printing Office. 

Rao, Narahari. 1985. "Exchange Rate and Commercial Policy in a Controlled 
Trade Regime: A Case StuIN' of India." PI.D. dissertation, Oxford inivr
sity. 

Srinivasan. T. N. 1992. "'lanning and 'oreign Trade Recolasidered .'' In Snh
roto)Roy and William '. James, eds., Foundationsof Indio's Political Econ
omy. New Delhi: Sage l'ulications. 

Trela, I., and J.Whalley. I98t9. "Unraveling the 'Threads if the NI"A.' Centre for 
the Study of International Icoaoinic Relations, University of Western On
tario, Lonadoln, Ontario. Processed. 

United Nations Development Programme. 1992. 1Human Development Report 
1992. New York: Oxford University Press. 

World Bank. 1991. World Development Report 1991. New York: Oxford Uni
versity Press. 



6
 

Economic Liberalization
 
and Future Prospects
 

T. N. Srinivasan 

Earlier chapters evaluated India and China's broad development strat
egies, their specific policies with respect to agriculture and foreign 
trade, and their achievemnents and failures. It was argued that although 
both economies succeeded in building a (liversified indutrial struc
ture, few of the induistries could be deemed internationally compet itive 
in cost or product quality. Both economi es apparently experienced 
comparable, but modest, aggregate growth if the World Bank's income 
estimates foI the early 1950s and latc 1980s are to he believed, although 
the similarity of performance in the aggregate conceals substantial dif
ferences in sectoral performance. China's achievements in social sec
tors and in the growth of the manufacturing sector surpassed India's iy 
a significant margin. Whatever their achievements and Failures, it was 
becoming increasingly evident in both economies that their heavy-in
dustry-oriented inport-substituting industrialization strategy, pursued 
for more than three decades since the early 1950s, was unsustainable, 
and that a shift toward economic liberalization was essential if rapid 
improvements in their standards of living were to he achieved. China 
initiated economic rforms in 1978. India began a set of piecemeal 

I have drawn on 'r. N. Srinivasan, "Indian Economic Reforms: Background, 
Rationale and Next Steps" (Yale University, 1993) in discussing Indian eco
nomic reform in this chapter. 
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reforms in the 1980s and was forced into a more comprehensive and 
far-reaching set of reforms following a major balance of payments crisis 
in 1991. This chapter compares and evaluates the future prospects of 
ecorromic liberalization in the two economies. 

THE STATUS OF ECONOMIC LIBERALIZATION 

After the fall from power of the Gang of Four and the ascendancy of 
Deng Xiaoping as the paramount leader, China embarked on a program 
of economic liberalization in 1978. In India, although the late Prime 
Minister Indira Gandhi initiated piecemeal reforms in the 1980s, com
prelhnsive reforms ware introduced only in July 1991 by the newly 
elected Prime Minister Narasimha Rao. The origins, style, and content 
of economic reformis in China an( India are quite differenit (Rosen 
1992). Unlike other socialist economies, and unlike India to a signifi
cant extent, China was not forced to undertake reforms by any eco
nomic, political, or social crisis. Rather, China's leaders realized that in 
spite of significant achievenients in the prereform era, such as elimi
nation of mass )overty and substantial gains in the health, education, 
and quality of life of the people, the heavy industry-oriented develop
ment strategy was becoming increasingly costly in terms of personal
consumption and they 1woul therefore have difficulty sustaining the 

strategy indefinitely. Even though the post-Mao leaders have not aban
doned the ideology of socialism and the supremacy of the Communist 
party, they realized that the Great Leap Forward and the Cultural Rev
olution were disastrously explensive, both economically and socially. 
By avoiding such adventurism and radically reforming the economy to 
allow material incentives rather than ideology to motiv'ate workers, 
they hoped to modernize the economy and set it along a path of rapid 
and efficient growth. 

In its highly adulatory, if not altogether uncritical, evaluation of the 
Chinese reforms, the World Bank (1992) correctly draws atlention to 
the massive physical investment of the prereform l)eriod and makes the 
plausible point that the incentive (or more precisely, the disincentive) 
structure of that period prevented efficient use of the investmert. With 
that investment inplace, and the reforms providing the appropriate 
incentives, output increased rapidly. There is some evidence, particu
larly from the rapid spread of the household responsibility system in 
agriculture from Anhui proviuce to the rest of the country, that the 
central authorities, far from being initiators and leaders, had to accept 
reforms that originated at lower levels. The World Bank also points out 
that "in almost all areas of reform, implementation has been spread 
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over time, often several years, and usuallV after experinientattion. Typ
ically, such experiments take place in designated "reForm areas,' and 
after the results of trials are observed, they then spread to other parts of 
the country'" (World Bank 1992: 37). But whether the authorities de
liberately used the vastness of' China and ite inadequacy of its trans
port and telecommunications system to condtct a vast nllier of "in
dependent" trials as the World Bank report inplies is (ebatable. For 
examl)e, the World Bank claiis to have found four consistent themes 
in the Chinese apl)roach to reform: gradualism, partial reform, decen
tralization, and selfreinforcement of reforms, that is, reforms in one 
area create pressure for reforms inl another. It asserts that 

the great ml\vantages of (China's) gradual approach ...are clear: severe 
shocks are avoidedl, trials pi:rnit nhi(l-(:olirsn correction, institritionli (Ie
velopllent calloccur in line with the lnew sysmllll, and ecoronlic agents 
can adjust siowly to the mw (:ooditions. China has thus been able to first 
bypass and laler dfismantle its adminiistrative controls at the pace that 
market mechanisis capable of regulatory fulcions have emerged (World 
Bank 1992: 38). 

One (:an argue that the appareit success of Chinese reforms has 
been due as much to China's being a closed dictatorshif) as it is to the 
factors appilau(led by the World Bank. Chinese leaders did not have to 
respond to pressure groups thal stoo( to gain or lose from reforms and 
to a press that was free to lie critical, evenl where criticism was not 
necessarily warranted. Members of' the ruling coalition at the top were 
thus able to resolve their ditl'Prent views about the direction and pace
of reforms by putting into practi:e each view and letting the perfo'r
mance of' the economy deterim ine which was most apl)rol)riate. The 
reforms therefore ap)eared to pro:eed in a two-step-forward-one-step
back manner. Further, the (lominance of' the coalition helped keep the 
bureaucratic apparatus intact and reasonably eff'i(:ienl while the pro
market ideology of its paramount leader Deng Xiaoping took hold.The 
authoritarian roots of, Chinese success were noted by the former Rus
sian Prime Minister Yegov C;aidar, who is reported to have said that he 
too wohtf have found China's metho(I of change easi' but that it was 
possible only with a "powerfil structure of' authoritarian rule" (New
York 'imrs, October 7, 1992). 

By starting with the introduction of the household responsibility 
system and the abolition offthe (:ommunes inagri:ultoe, Chinese au
thorities lai a firni foundation for refforming other sectors. Although 
agriculture was highly repressed befbre reform, the organization of pro
duction in the communes was not heavily centralized and mechanized 
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as in the Soviet Union. Above all, members of communes were indeed 
peasants with husbandry skills and not wage laborers of giant mecha
nized state farns as in the Soviet Union. And fortunately Mao Zedong's 
disastrous communication policies (including allowing a major Famine 
to occur between 1959 and 1961) did not kill off as large a share of the 

peasantry as Stalin's collectivization had done. Once they were given 
the right incentives, the Chinese peasants quickly and massively re

sponded by increasing output and productivity. Of course lack of ef
fective input andloltl)ut markets that ould replace the state-organized 
supply of inputs and acquisition of' ouIputs inhibited agricultural re
forms in the Soviet Union. 

In the nonagricultural sector, the World Bank (1992) suggests that 
the Chinese emphasized marketizationl-that is, letting state-owned en
terprises buy and sell an increasing proportion of' their inputs and 
outputs on the "free" market-rather than privatization, l)resumably 
because it is politically and e:onomicadly infeasible to privatize a dom
inant state sector. Increasing numbers of non-state-owned, township, 
and village enterprises that compete with state-owned enterprises were 
also an important element in the Chinese success. The share of state 
enterprises in tile total value of i ml ustrial out)ult fell from 78 percent in 
1979 to 65.3 percent in 1991. The World Bank, however, might have 
been too quick to pronounce Chinese success in reorienting its bureau
cracv 'away from planning goals toward econolic performance" and 

ierhaps too trusting, if not naive, in its belief that the "Party... saw its 
political interests geared increasingly to the achievement of economic 
success" (World Bank 1992: 67). 

The Chinese focused on expanding exp)o'ts without significantly 
liberaliziag imports. Even though the large size of tile Chinese (and 
Indian) markets could in princilple allow vigorous domestic com)eti
tion without import liberalization, in )ractice, without competition 
from imports, domestic competition tends to he limited. Be that as it 
may, the establishment of special econonic zones in coastal areas, the 
provision of incentives such as foreign exchange retention, tax rebates, 
direct subsidies on planned exports, and above all tile effective use of' 
the exchange rate led to tilie phenolmenal growth in exports in the 
1980s. Indeed, a parallel foreign exchange market introduced as part of 
the reforms accoulnted for about athird of all tiransactions ill191. The 
real effective exchange rate depreciated by as much as 65 pr(:ent be
tween 1980 and June 1991 (World Bank 1992: 59). 

The World Bank again takes a benign view of' China's failre to 
reform social sectors in suggesting that the reason for this "seems to be 
twofold: first, by keeping the enterprise-based social safety net in place, 
ithas postponed,or possibly avoided, many potential social problems; 
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second, China continues to be concerned about growth of large urban 
areas, so has resisted major labor reforms" (World Bank 1992: 61). The 
report goes on: "By using the gradual approach, and by not subjecting 
the state sector to major shocks, China has succeeded in avoid'ng se
vere social costs during its transition. The Chinese effort has focused 
much less on changing old enter)rises and more on generating new 
opportunities' (p. 67). Since the same report recognizes that "China's 
state-owned enterprises (SOEs) continue to display many characteris
tics of public enterprises throughout the world, not least in making 
losses, funded both via tie budget, and, in a less open way, through the 
banking system" (p. 61), a less benign view of China's approacb is 
appropriate. By kneping the SOEs dominant and attempting to make 
them competitive without liberalizing imports, China simply absorbed 
the cost of their inefficiencies. Tbis option was not available io other 
developing countries undertaking reforms while in tie inist oifa mac
roeconom ic and fiscal crisis. It would seem that China has not really 
avoided potential social problems but merely postponed them at a re
source cost. Whether this cost is more or less than the cost of not 
postponing is arguable. 

The post-1978 reforms appear to have been plhenomenally success
filI. Without necessarily subscribing to the uncritical use of Chinese 
data as the World Bank (1992) does or accepting the assertion that 
"several of the studies cited have begun to provide reliable estimates of 
gains in total factor pro(ductivity (TFP)during the reforn period, in
corporating re-estiunates of the value of Cli ma's capital stock" (p. 52), it 
is possible to view the figures of Table 6.1 as generally indricating the 
success of reforms. According to the World Bank, the prodluctivity 
gains in the reform era are in stark contrast to an estimated decline in 
combined agricultural and industrial TFP at an average annual rate of 
-1.41 percent during the 1957-1965 period and a gain of only 0.62 
percent during the 1965-1976 period. 

In India there were several attem)ts to liberalize or reform the 
system of economic management: in June 1966, again in the final years 
of the prime ininistership of Mrs. Indira Ganedhi, and finally during the 
regime of Rajiv Gandhi. It is fair to say, however, that all of these 
attempts involved modifying some aspects of the system of bureal
cratic an( discretionary control over industry and foreign trade and 
payments without changing t e system in a fundamental way. Besides, 
not all of the liberalized policies and procedures were sustained with
out reversals. For example, the import liberalization that took place 
with the June 1966 devaluation of the rupee was reversed within a year. 
Only the reforms announced since the assumption of power by Prinie 
Minister Narasimha Rao in June 1991 can be viewed as attempts to 
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TABLE 6.1 ECONOMIC GAINS IN CHINA DURING THE REFORM 
ERA, 1980-1988 (PERCENTAGE GROWTH PER YEAR) 

Productivity indicator 1980-1988 1980-1984 1984-1988 

State sector 
Growth 8.49 6.77 10.22 
TFP growth 2.40 1.80 3.01 
Us of materials 4.31 3.72 4.90 

Collective sector 
Growth 16.94 14.03 19.86 
TFP growth 4.63 3.45 5.86 
Use of materials 9.70 8.30 10.85 

Agriculture 
Output growth 6.12 7.71 4.13 
TFP growth 6.44 9.52 2.60 
Land under cultivation -0.13 -0.38 0.12 
Use of fertilizers 6.75 8.20 5.33 

Source: World Bank, China: fleforn "ind fhe leh of the Plan in the I ?90s (Washington, D.C., 1992), 
Table 2.3. 

make fundamental changes in the !system of economic management 
and, even more important, as a cohefent and mutually consistent and 
reinforcing set of reforms in several areas. 

In contrast to the case of China, the Indian reforms of 1991 were 
forced on the government by an acute crisis brought about by several 
factors. First was the lax fiscal management of the 1980s financed in 
part by external borrowing at hard commercial terms. Second was the 
Gulf War of 1990, which raised the cost of imported crude oil, substan
tially reduced exports to the Gulf area, and eliminated remittances from 
Indian workers in the Middle East, besides resulting in expenditures 
for bringing them home. Third were the political uncertainties associ
ated with an unstable coalition government at the center. The confi
dence of external creditors (in particular of nonresident Indians who 
had sizable deposits in Indian banks) had been adversely affected. The 
rate of inflation rose to double digits. The outflow of deposits of non
resident Indians and the lengthening of the lag between exports and 
corresponding foreign exchangi receipts (and the shortening of tile lag 
between imports and toreign exchange payments) in anticipation of a 
devaluation resulted in a run on foreign e-change reserves. Even with 
assistance from multilateral lending agencies and bilateral donors, re
servcs fell to the equivalent of the cost of two weeks of imports, and the 
country came close to default on external debt service. 

The government in power before June 26, 1991, had attempted to 
tackle the emerging foreign exchange crisis through a series of draconian 



Economic Liberalizationand Future Prospects 205 

measures: a cash margin on imports other than capital goods was im
posed at the rate of 50 percent in October 1990, then raised to 133.3 
percent in March 1991 and to a whopping 200 percent in April 1991. In 
May 1991, a 25 percent surcharge was imposed on bank credit for 
imports. Auxiliary customs duties were raised in l)ecember 1990. Al
though these measures compressed imports drastically at the cost of a 
fall in industrial production and brought the trade deficit down from 
US$781 million per month in October-December 1990 to US$172 
million per month in April-june 1991, the outflow of de)osits of non
resident Indians accelerated from US$59 million per month in October-
December 19c90 to US$310 million in April-June 1991. As the govern
ment's Economic Survey 1991-92 put it, "By June 1991, the balance of 
payments crisis had become overwhelmingly a crisis of confidence in 
the Government's ability to manage the balance of )aynents. The loss 
of confidence had itself undermined the Government's ca)ability to deal 
with the crisis by closing off alJ recourse to external credit. A default on 
payments, for the first time in our history, had beconm a serious pos
sibility in June 1991" (India 1992: 10). 

To the credit of the Rao government that cane to power on June 21, 
1991, although it took immediate policy measures to avoid defaulting on 
external debt, it recognized the long-term problems with India's eco
nomic management that underpinned the development strategy of the 
previous decades. As already noted, this strategy (and China's strategy 
in the prereform era) emphasized industrial izat ion based on import 
substitution across the board and Ihe development of heavy industry. 
Thus the Rao government's immediate policy measures aimen not only 
at containing the crisis but also at longer-term structural reform. The 
stabilization measures included an austerity budget that spelled out 
fiscal and monetary measures to reduce absorption so as to bring the 
fiscal deficit down from 9 percenl to 6.5 percent of GDP and a deval
uation of the rupee by 22 percent. While announcing the continuation 
of the draconian import compression measures introduced by the pre
vious government until the foreign exchange situation improved, the 
government made (lear its intention to addre3s long-term structural 
problems through reform of the control mechanisms on foreign trade 
and private investment, taxation, the financial sector, and public 
enterprises. 

The reforms announced in July 1991 replaced the cash subsidies for 
exports with a salable right to imports linked to exports called exim 
scrips. Some quantitative restrictions on imports were relaxed. A new 
industrial policy opened certain industries to the private sector, elimn
inated licensing requirements for private domestic and foreign in
vestment in certain industries, and relaxed the restrictions under the 
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Monopolies and Restrictive Trade Practices Act on expansions, diver
sifications, mergers, and acquisitions by large firms and industrial 
houses. 

The budget for 1992/93 presented to the Parliament on February 29, 
1992, went inuch farther in reforming the foreign trade and paynents 
system. Exim scrips were abolished. Partial convertibility of the rupee 
was announcedi under which exporters were allowed to exchange 60 
percent of' their foreign exchange earnings at a rate determined in an 
interbank market. Imports (other than crude oil, edible oil, fertilizers, 
and government purchases) were to be made at the interbank rate. Tile 
maximum import tariff rate was reluc:ed from '150 percent to 110 per
cent, andi quantitative restrictions on imports of most intermediate and 
capital goods were abolished. Tlw many different categories of import 
regimes that had existed before were replaced Lv a single negative list 
containing a few intermediate and capital goods (that required a license 
to import and were subject to quantitative restrictions) and consumer 
goods whose imports were not allowed. All items not on the negative 
list were freely importable at the market exchange rate. Partial convert
ibility of the rupee also reduced the variance in, but (Iid not eliminate, 
the multiple exchange rate system. Full convertibility of the rupee, 
however, which would have eliminated the distortions of the multiple 
rates, was announced as an objective to be achieved in the not-too, 
distant future. 

In fact, in his next budget speech of February 27, 1993, the finance 
minister annou nced full convertibility of the rupee on the trade ac
count. The number of tariff lines and rates were reduced, ind the neg
ative list was pared. Excise taxes on a number of (:ommodities were 
reduced. During its two years in office, the Rao government announced 
several policy measures to dleregulate the industrial sector. Foreign 
majority participation in enterprises was no longer precluded. The 
power sector, which had been a monopoly of' the puhlic sector, was 
opened to private domestic and foreign investors. Regulations on pric 

ing and distribution of steel were lifted. Subsidies on potassic and 
phosphoric fertilizers were withdrawn. Domestic and foreign investors 
were invited to invest in the prodUCtion, refining, and marketing of il 
and gas and in certain segments of the coal industry. A National Re
newal F'und was established to assist workers who might he laid off 
during the process of modernizing, restructuring, or closing uncom1pet
itive firms in the public and private sectors. Privately owned and op
erated airlines were allowed to compete with the publicly owned In
dian Airlines in some sectors. The committees ap)ointed by the 
government to look into the functioning of the financial sector and of 
the tax system have reported. Some of their recommendations, though 
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not many, have been implemented, Another committee formulated 
guidelines for the privatization of piublic enterprises. Only limited 
progress has been made in privatization. 

Unlike in China where the leadership al the top of the dictatorial 
regime could, in principle, formulate and impleent reforms with little 
or no concern for political opposition fron those adversely affected by 
the reforms, the Indian government has to convinice the opl)osition in 
Parliament and the press about the need for and the gains from reforms. 
What is more, the Rao government did not colnnialtd an absolute ma
jority ill Parliament when it caine to power in June 1991. Afier a year in 
office, it had mnanaged to put together a slii(le majority with its re
gional allies through by-election victories anti de'ections from the o)
position, only to lose early in 1993 when one (,f the regional parties 
withdrew its support. The labor unions in the organized public and 
private nanu fact uri g Sector an d inl public sector enterprises ontinue 
to ol)pose modernization and restructuring because of their lack of 
conidence that a reformed economy will generate equally relmnera
tive employment were they to lose their current positions. There are no 
labor unions in Chuina. 

rherNe is another major difference between Chinese an( Indian re
forns. As noted earlier, in India agricultural land has always been in 
private hands and the organ ization of iroduction consisted over
whelmingly of small owner-operated farms. Since Indian agriculture 
was never commo nuie(, it dhid not have to be decomnu nnizcd. Further, 
the Rao government has proposed no signi fi,:ant agricultural reforms. 
Thus the spectacular growth in output and proluc:tivity that China has 
experienced since 1978 after the household contract resplonsibilitNI Sys
tern re)lac(ed the disastrous comin lnes has no coo terpart in India, 
where the growth in total factor prodcli(:iity is more gradual, contrib
uting roughly one (luarter of output growth in the l)re-greei revolution 
period (1950-19657) ani nearly three-quarters in the latter part (1980
1989) of the post-green revolution period (IDholakia and Dholakia 
1992). To place China's spectacular post-1978 growth inl perspective, 
however, one sholh compare India's lperformiance with China's during 
the lpre- annd postolCtllnot eras taken together. In such a comparison 
Chinese performanc:e in agriculture (foes not appear to ihe sulperior to 
India's. For example, in Chlin lrotu(:tion of' Ioodgrains rose from 163 
million tons in 1952 to 435 million tons in 1991 (\W.rld Bank 1S83: 
Table 6.3: 1992: Table 8.1). In India outlpi (f foodgrains was 51 million 
tons in 1950/51 and 177 million tons in 1992/93 (hidia 1993: Part II, 
S-1). The index of' all agricultural production in India (with a base of 
the triennium ending in 1969/70) went from 58.5 in 1950/51 to a pro
visional value of 195.1) in 1992/93). In China real agricultural output in 
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1991 was 4.5 times that in 1952 (World Bank 1983: Table 2.3; 1992: 
Table 1.2b). Chinese data include, however, the output of animal hus
bandry, brigade enterprises that produce primarily nonagricultural 
goods and services, and forestry and fishery in agriculture, and the 
share of all of those activities in total agricultural Out)ut increased over 
time (for example from 16.9 percent in 1952 to 33.1 percent in 1979; 
World Bank 1983: Table 6.2). After adjusting for these factors, one is 
likely to find that the growth of the agricultural sector proper over the 
four decades since 1950 is roughly similar in India and China. 

The major thrust of Indian reforms has been in fore;gn trade and 
industry. These reforms are too recent, however, to have had any sig
nificant impact. Of course the short-run measures to contain the acute 
foreign exchange clrisi,: were successful in that foreign exchange re
serves went up from a low of US$896 million on January 16, 1991, to 
over US$5.5 billion at the end of March 1992. They fluctuated around 
this level, subsequently reaching US$5.3 billion at the end of February 
1993. This rise was not due to any permanent improvement in the 
fundamentals of bIlance of payments but was primarily a refleiction of 
the return of confidence of the nonresident Indians in the Indian econ
omy and support 'ron multilateral donors. in(deed, with the collapse of 
the Soviet Union and the rupee trale with it, as well as the global 
recession, Indian exports declined during 1991V92. The import com
pressim also led to a decline in industrial production, and with only,a 
marginal increase in agricultural production, real GDI growth declined 
to 1.2 percent in 1991/92 compared with 5.6 percent in the previous 
year. Real GDP is expected to grow by over 4 percent in 1992/93. The 
inflation rate (ill terms of the wholesale lrice index) in 1991/92 was 
13.6 percent, which fortunately then declined (the index in the week 
ending February 20, 1993, was only 6.7 percent higher than its average 
during March 1992) (Table 6.2). 

FUTURE PROSPECTS 

It is one thing to devise a coherent reform package. It is an entirely 
different thing to convince producers and investors at home and abroad 
that the government is committed to carrying out the package and that 
the economic and political costs are manageable. If the government's 
commitment and ability to manage the short-run costs are not credible, 
there will 1fe no movement of resources in "new directions.- In the 
Indian economy, where the bureaucracy gains power in large part from 
its discretionary intervention in the resource allocation processes, it is 
natural that it would attempt to retain its power by slowing down, if not 



TABLE 6.2 KEY ECONOMIC INDICATORS FOR INDIA, 
1987/88-1992/93 (PERCENTAGE CHANGE OVER 
PREVIOUS YEAR) 

1987/88 1988/89 1989/90 1990/91" 1991/92" 1992/93" 

Gross national 
product" 

At current prices 13.2 19.4 14.6 16.4 14.9': 14.0" 
At 1980-81 prices 4.1 10.5 5.6 5.2 1.4': 4.2" 

Gross domestic 
product 

At current prices 13.7 19.0 14.5 16.9 14.8 14.0'" 
At 1980-81 pricts" 4.3 10.9 5.6 5.2 1.2(: 4.2" 

Index of agricultural
 
production -0.8 21.0 2.1 2.7 -2.8 5.0
 

Foodgrain
 
production -2.1 21.0 0.6 3.2 -5.3 5.7"
 

Index of industrial
 
production 7.3 8.7 8.6 8.3 -0.1 3.8'
 

Electricity generated
 
(TWIt) 7.7 9.5 10.8 7.8 8.4 4.69
 

Wholesale price
 
index 10.7 5.7 9.1 12.1 13.6 7.8
 

Consumer price
 
index for
 
industrial
 
workers 10.9 8.5 6.6 13.6 13.9 8 4'
 

Money supply (M3) 16.0 17.8 19.4 !5.1 18.5 11.29
 
lhnports at current
 

prices 
Rupees 10.7 26.9 25.4 22.0 10.8 38.79 
U.S. dollars 9.1 13.6 9.1 13.2 -19.4 16.5P
 

Exports at current
 
prices
 

Rupees 25.9 29.1 36.8 
 17.6 35.3 23.19 
U.S. dollars 24.1 15.6 19.0 9.1 -1.5 3.49
 

Foreign currency
 
assels
 

Rupees -4.7 -9.4 -12.4 -24.2 232.2 40.21
 
U.S. dollars -5.2 -24.8 -20.3 -33.6 151.8 38.8 i 

Exchange rate 
(Rs/US$)k 1.4 10.5 13.0 7.2 26.7 6.8' 

Market rate 
(Rs/US$) 20.3' 

"ProVisional. 
t'i fiwclor cost. 
'Quic:k estimate. 
"Anticipated.
"Advance estimatile. 

'April-IOchobr19 . 

'Apri!-Deceimn er 1!12. 
"Endof I),:e br 1992.
 

'Novonihwr 199!12.
 
'As of Janllaiir 31. I , for "19912/93 and at the end of March for pr vious years.
 
'Perlentage (Ialge indicates the rate j:fdepreciation of itheropeo.
 
'April-January 1M93.
 
Source: India, Lonomic Sur'vi' 1992-93 (New Delhi: Government of India Press, 1913).
 

^'I
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sabotaging altogether, the implementation of the reform package an
nounced by its political masters. There are already some disturbing 
signs that this might be happening. 

Krishnaswamy (1992: 1471) points out that there have been "no 
significant reductions in the number and size of ministries and their 
staff, the delays, hassles" and adds that "gratifications associated with 
obtaining 'clearances' from government departments are no different 
today than they were a year or more ago. Tax laws are yet to be made 
'transparent' and refund,; from government being quicker .... No matter 
where you go the forms an(l procedures are unaltered, notwvthstanding 
umpteen pronouncements by ministers." The NeWt York Times (August 
15, 1992) agrees: "A year after the new policies were announced by 
Prime Minister P. V. Narasimha Rao, far less has been accomplished 
than promised, liuraiicratic red tape still hamstrings new investment. 
both foreign and dlomestic, and not a single one of India's huge, bank
rupt state controlled industries has heea shut.' It reports that China is 
outpacing India in attracting foreign investment. 

Fortunately the finance minister is fully aware of the bureaucratic 
and procedural problems. In his budget speech on February 27, 1993, 
he said: 

However, 1ain constanthI tol that despite liberalization at the policy 
level, onur plrocedures ini iniaoy areas remain archaic: aoid cuibersoiine. 
Many, of our laws also need a tIorough review to bring the in Iiine with 
the emerging econoiinic env iroinitien t. ie gttvern lot has therefore de
cidI d that a special review group will he coostituted ini each ninit istry to 
make a review of the existing lavs and trotedlures to identi fy changes 
needed in the light of the new policies (India Abroad, March 5, 1993). 

To be fair, Four decades of dirigisme are not easily replaced by 
market-friendly economic management in a year or two. Fortunately, 
India is not ill the sane boat as the erstwhile Soviet Union. where more 
than seven decades of despotic rule destroyed all markets and financial 
institiitions as well as knowledge among potential private produc:ers 
about how to function in a market economy. India has a large, though 
protected, private se:tor that is accustomed to operating in a market 
economy. Financial institut ions exist, though there are doubts about 
their solvency and the efficiency of their functiu-ning. The legal system, 
for all its slowness, politicization, and corruption, still provides a 
framework essential for the functioning of markets. In other words, the 
basic institutional infrastructure exists and does not have to te created 
anew. What is needed of course is a vast improvement in the fairness 
and efficiency of its functioning. In particular, a thorough reform of the 
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financial sector must be instituted forthwith, while ensuring that pru
dential regulations are not only maintained, but also enforced, so that 
manipulations on a massive scale such as the recent stock exchange 
scandal do not u3ccur., 

Above ail, the credcibility of the government's commitment to re
forms still must be firmly established. Several actions could enhance 
credibility. For instance, a p)hased program to reduce the excessively 
high tariffs to levels consistent with revenue objectives and the vari
ance in the tariff structure in a l)eriod of, say, five years should be 
announced. Bv binding the announced tariff's vit'h GATT, the credibil
ity of file announced trade reforni could b enhanced considerably. 
Second, the credibility of thc government's capability to manage the 
short-run a(IUst1-,c!t problems would be vastly improved if, firsi, the 
labor unions of government sorvaits and enployees of public sector 
enterprises, nationalize(l banks, and the organized industry in the pri
vate sector could be persuaded to shift from seeking protection of their 
jobs regardless of whether the enterprise is socially unprofitable to 
adophng a vision of a rapidly growing econoniv in which employment 
opportuniies are j)IentifUl. With the National Renewal Fund financing 
both voluntary retirement opportunities For older workers and retrain
ing opportunities for younger workcrs laid off from enterprises tf[at are 
to be scaled down, -idjustment costs should be manageable as long as 
productive em ployment grox s more rapidl v than in the past. For rural 
workers, a inore efficient version of the existing enployment creation 
programs could serve well. ,Finallv,a better targete(I and managed pub
lic (listril)ution svstei voul(l provi(le a social safety net for the poor. 

If the reforms already announced are not reverse(l and further re
forms of Ihe pul)lic enterprises and the financial sect or are undertaken 
speedily, if the National Renewal Fund eases exit from iunviable indus
tries, and if needed investments in infr:,stnicture are undertaken, it 

froi diversion ot flu 
state-awned Iomestic ianks to an ap)arently ibouining stock market throupr 
collusion between hank officia lsan brokers. The banks who were requi red 1 

invest much of their resources in low-yield in g governiMent securities aind 
risky loans at suibsidizel rates to sectors (heenimed Iriority sectors by the gui 
eirnlnent sow ;anoporltllliytv o inmake Ivindsnuie ieturns by such diversions 
although it was illegal. The diversionivoul( tinx e ieeni 

1.TIe scandal a rose an i illega n(s froni foreign and 

(let ecteidat there teen 
a coipmuterizurI aid efTicien recordinig systen for interbank transactions in 
go'erri nent securities. hBecause soi:h rncirsactios were recor(hd inan ualy 
with consi dera he telays, the fti(Is realized from the pitr ha,;ighank were 
used in the stock market (in the period befiore the recording of the sale and 
receipt of sale proceneds by the seller through the broker who arranged the 
transaction. 



TABLE 6.3 EFFECTS OF THREE REFORM SCENARIOS FOR CHINA 

Growth rates (%)
GDP 

Consumption 

Imports 

Exports 


Incremental capital
output ratio 

Investment/GDP (%) 

Current account 
balance/GDP f%) 

Total debt 
(millions of US$) 

Total debt/GDP (%) 

Total debt 
service/GDP (%] 

AcceleratedBase reform Slow reform reform 
scenario scenario scenario 

1990 1995 2000 
 1995 2000 
 1995 2000
 

5.6 7.5 7.5 5.0 8.2 8.5 8.5
2.2 8.2 8.5 1.9 8.2 10.4 9.7-12.8 8.8 8.5 0.7 8.2 9.7 9.412.6 7.8 9.4 7.1 7.5 8.1 9.8 

7.10 4.80 4.40 9.70 6.10 4.10 3.60 
36.6 36.0 33.0 38.8 36.6 34.9 30.6 

3.2 -1.0 -1.0 -0.8 -1.5 -0.9 -0.9 

52,554 82,221 112,902 80,856 116,323 77,576 99,713 
14.2 14.4 11.4 14.0 12.0 13.2 9.4 

10.3 8.6 7.7 8.9 8.3 8.5 7.3Source: World Bank. China:Reform and the Role of the Plan in the 1990s (Washington. D.C.. 1992). Tables 6.1, 6.2, and 6.3. 
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should not take India as long as it took Mexico (a decade) to climb out 
of the unavoidable adjustment costs and move on to a path of sustainable, 
rapid, efficient, and equitable growth. Indian farmers, workers, and en
trepreneurs will respond as well as their counterparts anywhere in the 
world given the same incentives. Visveswaraya noted this fact long ago: 
"No credence should be given to the theory that the Indian people would 
not be capable of rising to the level of their compeers in progressive 
countries in production, industry or trade. ...(Visveswaraya 1934: 
212). But Indian politicians and bureaucrats coulld still fail them: the 
former by fanning comtmunal and sectarian conflicts for short-term po
litical gains as the tragic events follow; ng the wanton destruction of Babri 
Masjid on December 6, 1992, have shown, and the latter by sabotaging 
economic reforms. The donor community, incl(ing the World Bank, 
might once again fail, as it did in 1966, by reneging on commitments to 
ease the pain of adjustment in the short run through more generous 
balance of payments support. Since the buman costs of conflicts, the 
economic costs ofdirigisme, and the setback to the liberalization of 1966 
should be apparent to all, there is no excuse for failure now. 

Turning to China, the World Bank (1992) compares the effects of 
three alternative reform scenarios. The base reform scenario asstumes 
progress on an accelerated schedule compared with the reform plan in 
China's Eighth Five-Year Plan (1991-1995) and the Ten-Year Develop
ment Program. The plan covers six areas: enterprise reform, price re
form and market develol)ment, macroeconomic management, social 
sector, external sector, and rural sector. The slow refor, ,scenario as
sumes slow progress in reforming state-owned enterpris. and in build
ing macroeconomic management capability. The accelerated reform 
scenario ensures a much more aggressive pursuit of reform in these and 
other areas. Table 6.3 reproduces the World Bank's projections. These 
projections underlie the World Bank's conclusion that "China's eco
nomic prospects are extremely bright if the government continues to 
pursue a strong program of economic reform and appropriate develop
ment policies. Many of the economic problem3 that China has encoun
tered in recent years are considered to be the consequence of incom
plete reforms.... These problems can be avoided or minimized in the 
future if the program of reform is widened and deepened across a broad 
policy spectrum" (World Bank 1992: xi). 
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