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Co-Directors' Foreword 

This volume is one of a series resulting from the research project on Exchange 
Control, Liberalization, and Economic Development sponsored by the Na­
tional Bureau of Economic Research, the name of the project having been sub­
sequently broadened to Foreign Trade Regimes and Economic Development. 
Underlying the project was the belief by all participants that the phenomena 
of exchange control and liberalization in less developed countries require care­
ful and detailed analysis within a sound theoretical framework, and that the 
effects of individual policies and restnictions cannot be analyzed without con­
sideration of both the nature of their administration and the economic environ­
ment within which they are adopted as determincdl by the domestic economic 
policy and structure of [lhe particular country. 

The research has thus had three aspects: (I) development of an ana­
lytical framework for handling exchange control and liberalization; (2) within 
that framework, research on iidividual countries, undertaken independently 
by senior scholars: and (3) analysis of the results of these independent efforts 
with a view to identifying those empirical generalizations that appear to 
enierge from the experience of the countries studied. 

The analytical framework developed in the first stage was extensively 
commented ulpon by those responsible for the research on individual countries, 
and was then revised to the satisfaction of all participants. That framework, 
serving as the common basis upon which the country studies were undertaken, 
is further reflected in the syntheses reporting on the third aspect of the research. 

The analytical framework pinpointed these three principal areas of re­
search which all participants undertook to analyze for their own countries. 



CO-DIRECTORS' FOREWORD Xix 

Subject to a common focus on these three areas, each participant enjoyed
maximum latitude to develop the analysis of his country's experience in the 
way he deemed 	appropriate. Comparison of the country volumes will indicate 
that this freedom was indeed utilized, and we believe .that it has paid hand­
some dividends. The three areas singled out for in-depth analysis in the 
country studies are: 

I. The anatomy of exchange control: The economic efficiency and dis­
tributional implications of alternative methods of exchange control in each 
country were to be examined and analyzed. Every method of exchange con­
trol differs analytically in its effects from every other. In each country study 
care has been taken to bring out the implications of tile particular methods of 
control used. We consider it to be one of the major results of the project that 
these effects have been brought out systematically and clearly in analysis of 
the individual countries' experiencc. 

2. 71u, liberalization episode: Another major area for research was to be 
a detailed analysis of attempts to liberalize the payments regime. In the ana­
lytical framework, devaluation and liberalization were carefully distinguished,
and concepts for quantifying the extent of devaluation and of liberalization 
were developed. It was hoped that careful analysis of individual devaluation 
and liberalization attempts, both S'ucccssful and unsuccessful, would permit
identification of the political and economic ingredients of an effective effort in 
that direction. 

3. Growth relationships: Finally, the relationship of the exchange con­
trol regime to growth via static-elliciency and other factors to be inves­was 
tigated. In this 	 regard, the possible effects on savings, investment allocation,
research and development, and entrepreneur .hip were to be highlighted. 

In addition to identifying the three prin ipal areas to be investigated, tile
analytical framework provided a conimion set of concepts to be used il the 
studies and distinguished various phases regarded as useful in tracing the ex­
perience of the individual countries and in assuring comparability of the anal­
yses. The concepts are defined and the phases delineated in Appendix A. 

The country studies undertaken within this project and their authors are 
as follows: 

Brazil 	 Albert Fishlow, University of California, Berkeley 

Chile 	 Jere R. Behrman, University of Pennsylvania 

Colombia 	 Carl-is F. Diaz-Alejandro, Yale University 
Egypt 	 Bent Hansen, University of California, Berkeley, and 

Karim Nashashibi, International Monetary Fund 
Ghana 	 J. Clark Leith, University of Western Ontario 
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India 	 Jagdish N. Bhagwati, Massachusetts Institute of Tech­
nology, and T. N. Srinivasan, Indian Statistical Institute 

Israel 	 Michael Michaely, The Hebrew University of Jerusalem 

Philippines 	 Robert E. Baldwin, University of Wisconsin 

South Korea 	 Charles R. Frank, Jr., Princeton University and The 
Brookings Institution; Kwang Suk Kim, Korea Develop­
ment Institute, Republic of Korea; and Larry E. West­
phal, Northwestern University 

Turkey 	 Anne 0. Krueger, University of Minnesota 

The principal results of the different country studies are brought to­
gether in our overall syntheses. Each of the country studies, however, has 
been made self-contained, so that readers interested in only certain of these 
studies will not be handicapped. 

In undertaking this project and bringing it to successful completion, the 
authors of the individual country studies have contributed substantially to the 
progress of the whole endeavor, over and above their individual research. 
Each has commented upon the research findings of other participants, and 
has made numerous suggestions which have improved the overall design and 
execution of the project. The country authors who have collaborated with us 
constitute an exceptionally able group of development economists, and we 
wish to thank all of them for their cooperation and participation in the project. 

We must also thank the National Bureau of Economic Research for its 
sponsorship of the project and its assistance with many of the arrangements 
necessary in an undertaking of this magnitude. Hal B. Lary. Vice President-
Research, has most energetically and efficiently provided both intellectual and 
administrative input into the project over a three-year period. We would also 
like to express our gratitude to the Agency for International Development for 
having financed the National Bureau in undertaking this project. Michael 
Roemer and Constantine Michalopoulos particularly deserve our sincere 
thanks. 

JAGDISH N. BHAGWATI 

Massachusetts Institute of Technology 

ANNE 0. KRUEGER 
University of Minnesota 



Preface 

This study of India's trade and exchange rate policies is part of the NBERproject described in the Co-Directors' Foreword. theAt same tine. as ex­plained there, the organization and emphases in analysis have rellccted own views about 
our

what is important to examine and evaluate in the Indian 
economy.

In some ways, this work may he regarded as a sequel to India: ilanningfor Industrialization, by Blhagwati and Desai (see Chapter I. note I.below).which was finished some fi\c years ago. just as the first effects of the June1966 devaluation were bein, worked out. Our present work has managed tobuild on this earlier study, indeed freely drawing on it where useful; it is.however, self-contained and can be read on its own.
We have been helped in our analysis by a number of officials and econo­mists in India. In particular, shouldwe mention A. Vaidyanathan. ArunGhosh, Manmohan Singh. K. G. Vaidya. and R. M. Honavar. Our thanksmust go particularly to K. Sundaram for the nuiterial on the political eflectsof the 1966 devaluation (Chapter I0). V. R. Panchamukhi for working outthe premium data and the ERP estinmates (Chapter 13). Kirit Parikh forassistance in running the Eckaus-Parikh model program (Chapter 14). andAshok Desai for surveying several firms on their research and development

activities (Chapter 15).
As with other authors in the N13ER project, we have benefited from thecomments of other participants at the several conferences at which workingdrafts of wereour study discussed. In addition, we should like to thankMark Frankena, Jean Baneth, Neville Beharic, Solonon Fabricant. and Peter 



Xxii PREFACE
 

K. Clark for helpful suggestions. The helpful comments of Anne Krueger 

have also led to many improvements in this study. Our greatest thanks go to 
Hal Lary of the National Bureau, who has read through successive drafts with 

the utmost care and thoroughness, far beyond the call of duty. His searching 

queries and patient prodding have resulted in a vastly improved manuscript. 

For excellent and clicient research assistance, wc thank B. M. Juyal, 

Asim Dasgupta. and. in particular. Chellamma Ramaswami and H. C. Sharma 

who put in sustained work. Parts of the manuscript were typed by Mehar 

Lal. The full draft has been tvped by Katherine Eisenhaurc, but for whose 

efliciency and cheerful cooperation we would have been totally lost between 

different drafts through the three-year period over which we were working on 

this book, and by Kris Beard, who worked on the final draft with equal 

efliciencv. During the past year, while Bhagwati was Visiting Ford Research 

Professor at the Universit\ of California at Berkeley, the manuscript went 

through sub,;tantial revision.s. The input provided by the university's secre­

tarial facilities is gratefully acknowledged. 
We should like to thank the Ecnomic and Political WeeklY, Bombay, 

for permission to reprint Chapter 10, which appeared there as the first of 

three installments during September 2. 9. and 16, 1972; the Oxford Univer­

sity Press for permission to quote and to use material from the Blhagwati and 

Desai volume mentioned above; and the M.I.T. Press for permission to repro­

duce tables 1.1, 3.1. and 3.2 from R. S. Eckaus and K. S. Parikh, Planninig jor 

Growth (1968). 
the caveat that our analysis was basicallyFinally. we should record 

completed by October 1973. Most of the empirical results reported in this 

study were obtained, using published and unpublished (provisional) thita 

which were amailable as of that date. At the time the page proofs were cor­

rected (May 1975 ). re\ised data became available. The revisions, especially 

with respect to data on savings and investment, have been drastic and, in 

some instances, even the methodology of estimation has been changed. We 

have not been able to work with the new data at this late stage. Htowever. we 

do not anticipate that our conclusions, particularly with respect to economic 

policy, will be changed in any major way. Needless to say. the events of 197 I, 
leading to the dismemberment of Pakistan and the creation of Bangladesh, 
with all their economic consequences for 1972 and thereafter (e.g.. India's 

refugee relief burden and her continuing aid to Bangladesh after the latter's 

creation), and the Declaration of Emergency in June 1975 have been major 

disturbances on the scene, whose long-term effects will not be clear for some 
time to come. 

JAGDISHI N. B11AGWATi 

T. N. SRINIVASAN 



Principal Dates and Historical Events 
in India 

Political. 

1. Constitutional events 
Independence Day, August 15. 1947 
Republic Day, January 26, 1950 

11. India's prime ministers 
Jawaharlal Nehru, August 15, 1947-May 27, 1964
 
Interim (Gulzarilal Nanda), May 27, 1964-June 9, 1964
 
Lal Bahadur Shastri, June 9, 1964-January 1, 1966
 
Interim (Nanda), January 11. 1966-January 24, 1966
 
Mrs. Indira Gandhi. January 24. 1966-


Ill. 	 Wars 
Indo-Chinese Conflict, October 20. 1962-November 21. 1962 
Indo-Pakistan Conflict, August 5, 1965-September 23, 1965 
Indo-Pakistan War, December 3. 197 I-December 17, 1971 

IV. 	General elections (opening dates, first election ended February 1952) 
First general election, October 195 1 
Second general election, February 24, 1957 
Third general election, February 16. 1962 
Fourth general election, February i5. 1967 
Fifth general clection. March 1. 1971 



xxiv PRINCIPAL DATES AND HISTORICAL EVENTS IN INDIA 

Economic. 

V. 	Plans (dates of formal adoption) 
First Five-Year Plan (April 1, 1951-March 31, 1956), December 1952 
Second Five-Year Plan (April 1, 1956-March 31, 1961), May 1956 
Third Five-Year Plan (April 1, 1961-March 21, 1966), August 1961 
Interim Annual Plans (April 1, 1966-March 31, 1969) 
Fourth Five-Year Plan (April 1, 1969-March 31, 1974) 

VI. 	 Industrialpolicy
 
First Industrial Policy Resolution, April 6, 1948
 
Second Industrial Policy Resolution, April 30, 1956
 

VII. 	 Devaluations (changes in rupees per U.S. dollar as a percentage of the 
older rates) 

1949 devaluation (approximately 43.9 percent), September 20, 1949 
1966 devaluation (approximately 57.5 percent), June 6, 1966 

VIII. 	 Aid 
Foimation of the Aid-India Consortium, 1958 

IX. 	 Planning:Miscellaneous
 
Formation of the Planning Commision, March 1950
 
Publication of
 

Professor Prasanta Mahalanobis's Second Plan Frame, March 1955 
Draft Outline of Second Five-Year Plan, February 1956 
Draft Outline of Third Five-Year Plan, June 1960 
First Draft Outline of Fourth Plan (abortive), August 1966 
Final Draft Outline of Fourth Plan, May 1970 (presented to Parlia­

ment May 18, 1970) 
Approach to Fifth Plan, May 1972 (approved by National Develop­

nient Council May 31, 1972) 
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Chapter 1 

An Overview: 1950-70 

In this volume we propose to examine India's foreign trade regime in its inter­
action with domestic policies and objectives, so as to assess its efficiency and 
growth. Earlier analyses of India's trade and industrialization policies have 
focused largely on the criteria underlying the allocation mechanisms, both 
domestic and foreign, and have examined many of the principal, static ineffi­
ciencies arising from these echanisins.1 The present study goes substantially 
beyond these issues in two major respects: 

1. We examine at length the efficiency and outcomc of the liberalization 
efforts representcd by the June 1960 devaluation and the accompanying policy 
measures, thus casting light on the important issues raised by attempts at 
lessening the restrictive nature of the QR-regime and on the optimal methods of 
effecting a transition to a less restrictive foreign trade regime; and 

2. We analyze at great length several issues relating to tle growth effects 
of India's foreign trade regime, examining the impact on savings, innovation, 
inducement to invest, and other such effects which are correctly considered to 
be important in reaching an overall judgment on the desirability of the eco­
nomic policy framework. 

This chapter, which constitutes Part I, contains a broad description of the 
central economic and political characteristics of the Indian economy (such 
as industrial licensing and targeting under successive five-year plans), and a 
general review of the principal developments in economic indices (such as 
GNP, price level, foreign trade and agricultural production) since 1950. We 
then proceed to divide the period 1950-70, io which our analysis is confined, 
into several phases as defined by Bhlagwati-Krueger for the NBER project, 

3 
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whose main elements are spelled out at the beginning of this volume. Having 
then defined the phases, our study proceeds in Part II to a discussion of the 
"anatomy" of exchange control, concentrating on the period 1956-66. The 
purpose of this analysis is to indicate the methods of allocation and interven­
tion in the foreign trade and payments sector practiced during this period by 
the government, and to trace their economic impact. The analysis concentrates 
here on the static efficiency effects of the foreign trade policies only in a general 
way; statistical analysis of the allocation effects as well as of differential re­
turns to alternative acts of investment that follow from indiscriminate and auto­
matic protection is deferred to later treatment along with the other growth 
effects of the regime. Part IllI presents an analysis of the period 1966-70, 
focusing on the outcome of the "l" .ralization episode" constituted by the 
June 1966 devaluation and associated policy changes. Finally, Part IV treats 
the growth effects of the foreign trade regime, taking the entire 1950-70 
period as its canvas, and analyzes a number of possible linkages between 
India's economic performance and her foreign trade regime (taken in con­
junction, of course, with her domestic economic regime). 

THE INDIAN ECONOMY SINCE 1950 

India became independent in 1947. By 1950, the country had formally initi­
ated efforts at planning for accelerated growth consistent with the objective 
of social justice. This implied that a succession of five-year plans was to define 
the overall contours within which economic and social efforts were to be under­
taken. The First Plan was to run from 1951 to 1956, with others following in 
continuous succession until a three-year interruption prior to the Fourth 
Plan. 

The First Plan was essentially put together around a Harrod-Domar 
model. The emphasis of this approach, as is now well understood, is on flow 
analysis and the Plan therefore focused on fiscal policy aimed at raising 
domestic savings to the degree required by the projected investment levels 
that result from planned income expansion and the estimated marginal capital­
output ratio. At the same time, the main thrust of the Plan was to build infra­
structure. But the Second Plan (1956-61) was conceived around a structural 
model of the Feldman-Mahalanobis variety and this led to an emphasis on 
determining and controlling the pattern of investments, thus greatly reinforcing 
the tendency later imparted by the foreign exchange crisis that began with 
an overexpansion of investment in the first year of the Second Plan.2 Thus 
the Second Plan witnessed the initiation and subsequent intensification of two 
basic pillars of policy that were strongly to influence the economic efficiency 
of the regime: (1) industrial targeting and licensing and (2) exchange control 
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over all current transactions, resulting in the licensing of imports of capital
goods, intermediates and consumer goods. 

Indeed, in the analysis presented in this volume we will find that the inter­
action of these two licensing measures compounded disproportionately the in­
efficiencies that would have followed from the operation of either by itself,
thus illustrating the point that it is not possible to analyze the effects of the 
foreign trade regime without taking fully into account the institut",nal mecha­
nism at the domestic level as well. This emphasis on industrial and import
licensing was to continue through the decade of 1956-66. Efforts to reduce its 
impact were undertaken through the early 1960s, and they were to culminate 
in the devaluation of June 1966 and in associated thatthe policy changes

aimed at liberalizing the foreign trade regime. In view of their critical 
 im­
portance in assessing the efficiency of the foreign trade regime, the main fea­
tures of the industrial licensing mechanism will be described in some detail 
below. 

We should also note here, for later amplification, the importance of several 
other institutional features of the Indian economy: (I) a significant growth of 
public sector investment in areas outside of infrastructure; (2) a (less) signifi­
cant growth of Indian trade with the Soviet bloc under bilateral agreements;
(3) an increasing canalization of profitable imports, and partial handling-cum­
subsidization of exports. by the government-owned State Trading Corporation;
(4) a strict (ex ante) regulation, on a case-by-case basis, of the inflow of private
foreign capital and technology into the economy; and (5) in contrast to many
LDCs, the availability of an efficient administrative service, entrepreneurial
talent and educated, skilled personnel for manning the projected investments. 
Before discussing these institutional features in detail, we review some of the 
major features of India's economic performance since 1950. 

Basic Indices. 

NATIONAL INCOME 

According to the data on net national product presented in Table I-I, the 
Indian economy seems to have grown, in real terms, at 3.5 to 4 percent per 
annum on the average during the first decade of planning, from 1950-51 to 
1960-61, and then experienced a decline during the Third Five-Year Plan to 
an average rate of growth of about 2.5 percent. It is important to note that the 
end of the Third Five-Year Plan was attended by serious drought which led to 
an unprecedented decline in agricultural production, thus pulling down the 
overall rate of growth for the Third Five-Year Plan and for 1966-67 . A 
recovery in agricultural output brought a sharp rise in national income in the 
following year, followed by moderate though sustained rates of growth until a 

http:1950-.70
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TABLE 1-1 
Net National Product, Total and Per Capita, 1950-51 to 1972-73 

Annual Index 
Net National Product Growth Rates Numbers 

at 1960-61 

Total 
(Rs. billions) 

(!) (2) 

1950-51 90.9 

1951-52 93.1 
1952-53 96.4 
1953-54 102.6 
1954-55 105.3 
1955-56 108.9 

1956-57 115.1 
1957-58 113.2 
1958-59 122.3 
1959-60 124.5 
1960-61 132.8 

1961-62 137.3 
1962-63 139.9 
1963-64 147.7 
1964-65 158.8 
1965-66 150.8 

1966-67 152.3 
1967-68 166.1 
1968-69 171.5 
1969-70 180.9 
1970-71 188.6 

1971-72 191.7 
1972-73 188.5 

Prices (percent) (1960-61 = 100) 

Per Capita Total Per Capita Total Per Capita 
(Rs.) 
(3) (4) (5) (6) (7) 

253.1 68.4 82.7 

255.1 1 70.1 83.4 
259.1 j 72.6 84.7 
270.8 . 3.7 1.8 77.3 88.5 
272.9 79.3 89.2 
277.1 J 82.0 90.2 

286.9 1 86.7 93.8 
276.9 | 85.2 90.5 
292.6 . 4.0 2.0 92.1 95.6 
292.2 | 93.7 95.5 
306.0 J 100.0 100.0 

309.3 1 103.4 101.1 
308.2 105.4 100.7 
318.3 2.6 0.4 111.2 104.0 
335.1 119.6 109.5 
310.9 113.5 101.6 

307.9 1.0 -1.0 114.7 100.6 
328.2 9.0 6.9 125.0 107.3 
331.1 3.3 0.7 129.2 108.2 
341.9 5.5 3.8 136.2 111.7 
348.6 4.3 2.0 142.0 113.9 

346.0 1.7 -0.7 144.4 113.1 
333.0 -1.7 -3.8 141.9 108.8 

SouRccEs: For the period 1950-51 to 1959-60, unpublished material made available 
to the authors. For 1960-61 to 1972-73, Economic Survey, Government of India, 
1973-74. 
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new pronounced slowdown came with still another fall in agricultural produc­
tion in 1971-72 and 1972-73. 

POPULATION AND PER CAPITA INCOME 
The growth of per capita income, as shown in Table 1-1, has been less

than the growth of national income because population has grown. And the
growth rate of population, as is clear from Table 1-2, has accelerated in the
1960s from its 1950s level. The percentage of urban population has marginally
increased from 16 percent in 1951 to 18 percent in 1961 and presumably to20 percent by 1971, so that the overwhelming bulk of the population continues 
to be rural. 

TABLE 1-2
 
Population, Decennial, 1931-71
 

(millions)
 

Urban Rural 
Annual Annual Percent Annual 
Average Sub- Average of Sub- Average

Total Increase total Increase Total total Increase 
)(%) (%) 

Census date (March 1)

1931 279 
 33 
 12 246 

1.34 2.6 1.1
1941 319 44 14 275 

1.25 3.5a 1.0
1951 361 58a 16 303 

1.98 3.1 1.71961 439 79 18 360 
2.25 3.3 2.119711, 547 109 " 20 439 

SOURC.: Basic Statistics Relating to the undian Econony: 1950-51 to 1970-71,Government of India, Planning Commission. Statistics and Surveys Division. New Delhi. a. The originally reported figure for urban population in 1951 was 62.4 million andthis is the figure used here in calculating the percentage increase from 1941 to 1951. The
1951 figure, however, %%as subsequently adjusted do\%nward s%hea the 1961 censusadopted a more rigorous definition of urban population. Figures for the earlier years have 
not been adjusted. 

b. As of April I. 
c. Urban population for 1971 is estimated on the assumption of a further increaseof 2 percentage points from 1961 in share of total population. 
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DOMESTIC SAVINGS 

While the growth of national income, both absolute and on a per capita 
basis, has been modest, performance on the criterion of domestic savings effort 
was satisfactory during the period of the first three five-year plans (though the 
steady increase in the rate of saving has not been sustained since 1966, as we 
shall also see in Chapter 16). 

Thus Table 1-3 shows that the savings rate, as a percent of NNP, went 
up from an average of 6.28 during 1950-52 to an average of 11.14 during 

TABLE 1-3 
Tax Revenue and Savings in India, 1950-51 to 1968-69 

Tax Revenue as Domestic Savings 
Year Percent of NNP" as Percent of NNP1 
(I) (2) (3) 

1950-51 6.92 7.30 
1951-52 7.76 5.27 
1952-53 7.22 5.11 
1953-54 7.00 5.17 
1954-55 7.91 6.17 
1955-56 8.15 9.11 

1956-57 8.30 8.13 
1957-58 9.76 5.53 
1958-59 9.15 5.64 
1959-60 9.63 7.65 
1960-61 10.98 9.21 

1961-62 11.79 9.15 
1962-63 13.33 10.08 
1963-64 14.16 11.27 
1964-65 13.42 10.12 
1965-66 14.78 12.01 

1966-67 14.33 9.87 
1967-68 12.82 8.59 
1968-69 13.51 n.a. 

n.a. not available. 
SouRCE: Estimates of National Product, 1948-49 to 1962-63 and Estimates of 

National Product, Saving and Capital Formation, 1960-61 to 1971-72, Government of 
India, Department of Statistics, Central Statistical Organization. New Dclhi. 

a. rtie post-1960-61 NNP figures are the revised series and the pre-1960-61 figures 
are the conventional series. 
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1964-66. A role in this improvement was played by tax policy: tax revenue 
as a percent of NNP also went up from less than 7 percent at the beginning 
of the period to more than 14 percent at the end of it. The contribution of the 
public sector to domestic savings has, however, not been fully commensurate 
with this tax effort, as official current expenditures have risen more rapidly 
than governmental savings. Indeed, the public sector contribution to the 
domestic savings effort seems to have reached a peak of 29.3 percent (Table 
1-4) by 1964-65 and then declined later rather steeply, though the data on this 
phenomenon are rather tentative. 

EXTERNAL. RESOURCE'S 

The inflow of external assistance to India has been low per capita, ranking 
India virtually at the bottom of the list of aid recipients.' B\ the criterion of aid 
in relation to GNP, India has fared a litth' better, for tilesimple reason that 
her per capita income is also at the tail end of the world distribution. 

The data on external assistance to India as a percent of' national income 
are given in Table I-5. The' udCrlinc tilerelatively snll share of foreign 
aid in India's developmental effort: they also bring out clearly the abrupt fall 
in the role of foreign aid in her efforts since the peak reached in the mid­
1960s.:'\While Table I-5 show\s aid utilizations, which differ from aid authori­
zations for well-known reasons, the conclusions we infer from it are sustained 
by the data on authorizations as well. 

The role of private foreign investment in India has been even less im­
portant, given (1)the unwillingness of the Indian government to invite foreign 
investment uncritically, (2 ) the fact that the economly is so large thalt only a dra­
matic influx could possibly make the inflow large relative to national incone, 
and (3) the outflow of capital from the older industries, principally tea.1 

Rather than burden the reader \%ith detailed numbers, it should be enough 
to illustrate the rather small role of private foreign investment in Indian de­
velopment by citing the figures for 1964-65. For this year, the gross inflow 
of portfolio plus direct investment into India was only about Rs. 1.02 billion, 
or slightly over .0 percent of the (conventional) NN P estimate for tile year. 
And tilenet inflow, at Rs. 818 million was only a little over 0.5 percent of 
NN P.7 Compared with the aid estimates in Table 1-5. tile private inflow of all 
long-term capital was only about a seventh. The major investors on a country­
of-origin basis w,'ere the United Kingdom. the United States and Japan, in that 
order, although the outstanding stock of private long-term capital was largely 
in British hands and has continued to be, given the heavy British investment ill 
India before independence, the comparatively small inflow of private capital 
since, and the large British share in this inflow anyway. It should also be of 
some interest to note that, as of March 1967, tfie estimated distribution of pri­
vate foreign capital in different sectors showed that manufacturing had 47.1 



TABLE 1-4
 
Net Domestic Savings, by Source, 1960-61 to 1968-69
 

1960-61 1961-62 1962-63 1963-64 1964-65 1965-66 1966-67 1967-68 1968-69 

Distribution of net 
domestic savings 
(percent) 

Household sector 63.4 62.4 62.6 63.6 65.5 72.9 n.a. n.a. 72.7 
Private corporate
 

sector 9.9 10.0 9.5 7.8 5.2 4.2 
 n.a. n.a. 11.4 
Public sector 26.7 27.6 27.9 28.6 29.3 22.9 n.a. n.a, 15.9 

n.a. = not available. 
SOURCE: The 1960-61 to 1965-66 data from Estimates of Saving in India. 1960-61 to 1965-66. Government of India, Depart­

ment of Statistics, Central Statistical Organization. New Delhi. The 1968-69 figure is in the Fourth Five-Year Plan. 



TABLE 1-5
 
Utilization of External Assistance by India, as Percentage of Net National Product at Factor Cost, 1951-52 to 1969-70
 

1951-52 1952-53 1953-54 1954-55 1955-56 1956-57 1957-58 1958-59 1959-60 1960-61 

1.Loans 0.81 0.34 0.02 0.02 0.08 0.25 1.06 1.78 1.27 1.39 
2. Grants 0.04 0.12 0.16 0.10 0.28 0.35 0.30 0.19 0.26 0.22 
3. Assistance under 

P.L. 480/665, etc. - - - - 0.05 0.45 1.01 0.74 0.75 1.39 
4. Total aid 0.86 0.47 0.19 0.11 0.40 1.05 2.37 2.71 2.28 3.01 

1961-62 '962-63 1963-64 1964-65 1965--66 1966-67 1967-68 1968-69 1969-70
 

1. Loans 1.60 2.02 2.21 2.38 2.37 0.41 0.47 0.39 0.37 
2. Grants 0.15 0.10 0.09 0.10 0.16 0.06 0.03 0.03 0.01 
3. Assistance under 

P.L. 480,!665, etc. 0.61 0.81 1.05 1.07 1.14 0.21 0.20 0.09 0.09 
4. Total aid 2.37 2.93 3.35 3.55 3.67 0.69 0.71 0.52 0.48 

NOTE: The 1960-61 to 1969-70 estimates are for the revised NNP series. The 1966-67 to 1969 -70 aid estimates are at the post-devaluation 
exchange rate. 

SOURCE: Economic Survey. annual issues 1966-73. Government of India. Ministry of Finance, Department of Economic Affairs, New 
Delhi. 
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percent; services, 23.9 percent; petroleum, 16.8 percent; plantations, 11.4 per­
cent; and mining, 0.9 percent.8 

PRICE LEVEL 

The Indian economy has also been somewhat atypical, during 1950-1966, 
in that its price increases have been moderate over the period as a whole. This 
is clearly evident in the wholesale price index in Table 1-6, which shows the 
1965-66 price index at 147.0 with base 1950-51, indicating a simple annual 
rate of increase of only 3 percent.!' 

On the other hand, this remarkable stability began to disappear after 
1962-63. The rise in defense expenditure following the Sino-Indian border war 
of 1962 and the two serious agricultural droughts during 1965-66 and 1966-67 
had much to do with this; and the subsequent moderation of the price increases 
to trend level during a recessionary period has again given way to serious price
rises since 1972-73, reflecting partly the refugee and defense burdens arising 
from the Bangladesh crisis and also another bad harvest which afflicted the 
Indian economy (as well as the Soviet and the Chinese economies) during 
1972-73." 

PRODUCTION STRUCTURF[ 

The importance of agricultural production in explaining the post-de­
valuation performance of exports and the price level is intuitively seen also by 
noting at this stage that agriculture has continued to play an important role in 
the production structure of the economy dUrinrg tie cntirc period of our study. 
Thus Table 1-7 shows that agriculture and allied activities continued dhni., 
the 1960s to proide approxinmately half of net domcstic product mlCasurcd 
in current prices. On this basis there wvould seem to have heen 1w ,i, nifieamt 
decline in the role of agriculture in the Indian cconoiny. his rCsu! is patti
attributable, however, to tile greater increase in agricultural price, than il 
those of other sectors. At constant (1960-61) prices the shares in NIJP in 
1969-7) were 43.7 percent for airiculturc and allied activities, 22.9 percent 
for industry, 15.9 percent for trade and transport and 17.5 percent for services. 

AGRICULrURAI. l'RO(I I ON 

We may further note that according to the 1971 census, nearly 70 percent
of the workers were employed in agriculture. Agriculture is the dominant sup­
plier of wage goods and raw materials for the production of wage goods. It 
also accounts for mnirc thai aa third of India's exports. 

It is thus of importance for the reader to keep in view the major aspects
of India's agricultural performance during the period of our study. In particu­
lar, it should be noted that, from the viewpoint of production trends, the period
through 1964-65 must be distinguished from the subsequent period for two 
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TABLE 1-6
 
Index Numbers of Wholesale Prices, 1950-51 to 1970-71
 

1961-62 -- 100 
1950-51 = 100 Agricul-

Manu- tural All 
Food factured Corn- Food Manufac- Corn-

Year Articles Articles General modities Articles tures modities 
(I) (2) (3) (4) (5) (6) (7) (8) 

1950-51 100.0 100.0 100.0 - - - -
1951-52 96.7 115.5 105.5 - - - -
1952-53 88.9 96.8 89.4 - - - -
1953-54 94.8 95.8 93.6 - - - -
1954-55 84.1 97.4 87.( - - - -

1955-56 77.0 96.5 82.7 - ­
1956-57 90.9 102.9 94.2 ­ -
1957-58 94.6 104.6 97.0 - ­
1958-59 102.4 104.9 101.0 - - - ­
1959-60 105.8 108.1 104.7 - ­ - -

1960-61 106.7 119.9 111.7 - ­
1961-62 106.8 122.6 111.9 100.0 100.0 100.0 100.0
 
1962-63 112.1 124.7 114.4 102.3 
 106.5 102.6 103.8
 
1963-64 121.6 126.9 
 121.0 108.4 115.4 104.8 110.2
 
1964-65 142.1 132.9 136.6 130.9 135.4 
 109.0 122.3
 

1965-66 150.0 144.4 147.0 141.7 144.6 118.1 131.6
 
1966-67 177.7 157.8 171.1 166.6 171.1 127.5 
 149.9
 
1967-68 215.3 160.2 190.2 188.2 207.8 131.1 167.3
 
1968-69 205.6 163.2 188.0 179.4 196.9 134.4 165.4
 
1969-70 - - - 194.8 196.8 143.5 171.6 
1970-71 - - - 201.0 203.9 154.9 181.2 

Noit: The blanks represent unavailable etimatcs. 
SOtRCIS: Basic Staifics Rclaim4 itthe Idian Eononi.%, 1950-51 it 1968-69,

Government of India. M~anning Commission. Statistics and Surveys Division. New Delhi. 
Economic Surrey: 1970-71. Covernmeni of India. Ministry of Finance. Department of 
Economic Affairs. Ne%% Delhi. 



TABLE 1-7
 
Net Domestic Product by Sector of Origin in Current Prices, 1960-61 to 1969-70
 

(Rs. billions) 

1960- 1962- 1963- 1964- 1965- 1965,- 1967- 1968- 1969-
Sector 61 63 64 65 66 67 68 69 70 

1. 	Agriculture and allied 
activities 68-21 (51.0)- 71.97 83.57 102.14 99.45 120.11 151.40 145.02 156.14 (49.7) 

2. Industry 	 26.88 (20.1) 32.06 37.05 40.94 43.84 47.96 52.56 55.96 62.67 (19.9) 
a. Mining and quarrying 1.44 (1.1) 1.78 2.04 2.04 2.34 2.52 2.90 3.16 3.39 (1.1) 
b. 	 Large-scale 

manufacturing 10.71 (8.0) 12.98 15.18 16.86 18.39 19.70 20.41 21.92 24.83 (7.9) 
c. 	 Electricity, gas and
 

water supplies 0.68 (0.5) 0.87 1.09 1.28 1.44 1.77 2.00 
 2.43 2.66 (0.8) 
d. 	 Small-scale 

manufacturing 7.85 (5.9) 9.42 10.82 11.82 12.25 13.25 14.60 15.56 16.94 (5.4) 
e. Construction 6.20 (4.6) 7.01 7.92 8.94 9.42 10.72 12.65 12.89 14.85 (4.7) 

3. Trade and transport 18.70 (14.0) 22.13 24.92 29.25 31.65 36.97 42.01 44.45 47.94 (15.3) 
a. 	 Transport and 

communications 5.69 (4.3) 7.19 7.87 8.56 9.30 10.34 11.34 13.13 14.33 (4.6) 
b. 	 Trade, storage, hotels 

and restaurants 13.01 (9.7) 14.94 17.05 20.69 22.35 26.63 30.67 31.32 33.61 (10.7) 



4. Services 	 19.87 (14.9) 23.65 26.54 29.76 32.92 36.32 40.36 43.93 47.57 (15.1) 
a. 	 Banking and
 

insurance 1.58 (1.2) 2.24 2.49 2.88 3.41 3.62 4.16 4.59 5.04 
 (1.6) 
b. 	Public administration
 

and defense 5.38 (4.0) 6.68 7.78 8.90 9.89 10.99 12.47 
 13.93 15.02 (4.8) 
c. Real estate and 

ownership of
 
dwellings 3.86 (2.9) 4.47 5.28 5.62 
 5.96 6.38 6.59 7.00 7.29 (2.3)

d. Other services 9.05 (6.8) 10.26 10.99 12.36 13.66 15.33 17.14 18.41 20.22 (6.4) 

Net domestic product at 
factor cost 133.66 (100.0) 149.81 172.08 202.09 207.86 241-36 286.33 289-36 314.32 (100.0) 

SOURCE: E.timates of National Product. 1960-61 to 1969-70. Government of India. Department of Statistics. Central Statistical Organiza­
tion. New Delhi. 

a. Figures in parentheses represent percentage share of NDP. 
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reasons that critically affect the latter: (1) new technology-the so-called 
"Green Revolution" based on new varieties of foodgrains-began to spread from 
1965-66 on; and (2) there were two unprecedented droughts in 1965 -66 and 
1966-67. The consequences of the droughts clearly dominate the effect of the 
Green Revolution so that the annual compound (semi-log trend) growth rate 
of agricultural output is 3.2 percent for 1949-50 to 1964-65 but falls drasti­
cally if we include the two drought years. It should be noted, howcver, that 
even when we exclude those years and extend the period to 1969-70, tile 
annual compound growth rate is slightly lower at 2.9 percent, though the de­
cline is imperceptible (from 3.0 to 2.9 percent) in the case of foodgrains (to 
which the Green Revolution is really relevant).' Thus the Green Revolution, 
at best, seems to have arrested a possible decline in Joodgrain production but 
has not been etlective in eliminating a slight decline in the overall trend growth 
rate in agricultural production. 

We may also note that this growth rate has been the result of both area 
extension and growing yield per hectare, the two factors contributing in equal 
measure to the growth rate of total production. Moreover, the aggregate picture 
conceals divergent performances by different commodities. The new technology 
had its impact primarily on wheat. The estimated rate of growth of wheat 
production was thus 4 percent per annum during 1949- 50 to 1964--65 but 
increases to 5.1 percent when the period is extended to 1969-70. The contri­
bution of yield growth was 1.3 percent per annum in the former period but 
turns out to be 2.4 percent per annum over the longer period. Thus the new 
technology has accelerated the growth of yield per hectare and hence that of 
total output of wheat. 

SHIFTING SrRUCTURE OF INDUSTRIAI. PRODUCTION 

Two things are notable about the performance of the industrial sector 
during the period of our study. First, the growth rate of this sector exceeded 
that of the agricultural sector and also accelerated through the three five-year 
plans. The index number of industrial production (Table 1--8) shows a com­
pound, annual rate of growth of 5.75 percent in the First Plan, nearly 7.5 
percent in tile Second and close to 8 percent in the Third. The post-1966 
performance has been less satisfactory because of the industrial recession which 
set in during 1966-67 and continued through 1969-70. This phenomenon is 
analyzed at length inconnection with the June 1966 dcvaluation discussed in 

-'
Chapter 8."
Second, the structure of industrial production has gradually shifted away 

from a preponderant role for consumer goods production to a growing role for 
capital goods and intermediates. During 1951-63, for example, the relative 
shares in terms of gross value added, gross output at factor cost and gross 
output at market price, declined steadily for consumer goods, rose steadily 
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TABLE 1-8
 

Index of Industrial Production, 1951-72
 
(1960 = 100) 

Consumer Capital Intermediate 

eight 
Goods 

Industries 
Goods 

Industries 
Goods 

Industries 
Overall 
Index 

Year ' 
37.25 11.76 25.88 

1951 58.7 
1952 60.8 
1953 62.0 
1954 66.3 
1955 71.9 

1956 77.9 
1957 80.7 
1958 82.1 
1959 89.2 
1960 100.0 100.0 100.0 100.0 

1961 106.6 118.0 105.8 109.2 
1962 108.0 153.0 113.6 119.8 
1963 110.4 170.0 122.9 129.7 
1964 118.6 206.1 132.2 140.8 
1965 127.5 244.2 140.1 153.8 

1966 131.3 210.1 136.7 152.6 
1967 125.7 205.3 139.7 151.4 
1968 131.9 210.3 148.2 161.1 
1969 145.3 214.0 154.4 172.5 
1970 154.7 224.6 158.8 180.8 

1971 159.7 224.3 160.4 186.1 
1972 168.2 243.5 171.2 199.4 

NOTI.: The scights shokn apply to the series starting Mith 1960. Index numbers 
by end-use categories are not available for earlier years. The overall index shown a;bove 
for years prior to 1960 (originally based on 1951 as 100) has been linked to the new 
index, based on 1960. in that year. 

SouRcus: Rcs'rve Banl of India BIulleti, November 1960, June 1961, June 1970, 
December 1972 and December 1973. 
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for capital goods and remained steady at around 35 to 40 percent for inter­

mediates and raw materials.'" Furthermore, by using alternative measures of 

import substitution and by carefully distinguishing among them, Padma Desai 

has shown that all measures underline the following conclusions: (1) for the 

period 1951-63, import substitution in the capital goods sector predominates; 

(2) the First Plan, however, was characterized by relatively substantial import 

substitution in the consumer goods sector; and (3) the Second Plan, with its 

emphasis on investment in heavy industries, registered the lowest import substi­

tution in the consumer goods sector and the highest in the capital goods 
assector." These conclusions must carry over into the Third Plan as well, is 

evident if one examines the industrial production index during 1961-66: with 

1960= 100, it stands at 244.2 for capital goods industries, 140.1 for inter­

mediate goods industries and 127.5 for consumer goods industries for 1965.15 

FOREIGN TRADE 

We will have occasion later to analyze the foreign trade sector inten­

sively. Here, in this broad overview of the Indian economy, we confine our­

selves to a very general and brief description of the major features of India's 

trade performance and policies. 
Import Licensing. Throughout the period under study, imports have 

been licensed. The proportion of licenses going to traders (the Established 
Importer licenses) has steadily diminished (from over 61 percent of all licenses 

issued in 1951-52 to less than 3 percent in 1970--71) and the proportion 
going directly to producers (the Actual User licenses for intermediates and tile 
Capital Goods licenses for equipment) has now taken over the bulk (more 

than half) of available imports. The licensing has further been characterized 

by numerous restrictions on import specification, transferability and "indige­

nous clearance" to protect domestic suppliers of import-substitutes. Finally, 

the licensing has varied in degrees of restrictiveness. It was rather light during 

the First Plan, intensely severe during the Second, somewhat less so during 

the Third (except in the last two years), and perhaps equally so since then. 

It may be noted that import licensing has been operated, virtually throughout 
the period since the Second Plan, in conjunction with industrial licensing over 

much of the Organized Industrial Sector. 
Exports. India has not merely a rather low ratio of exports to national 

falling through theincome;" her share in total world trade has also been 
period of our study, as Table 1-9 highlights, and is now less than one-third as 

large as it was in the years immediately following World War II.1, The compo­
sition of Indian exports has remained heavily biased toward "traditional" items 
such as tea, jute manufactures and cotton fabrics, these three items alone 
accounting for a quarter of India's export earnings as late as 1970-71. But 
new, "non-traditional" exports such as engineering goods, chemicals and allied 
products have grown in the 1960s to over 10 percent of India's total exports.' 
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TABLE 1-9
 
India's Exports and Share of Total Value of World Exports, 1948-70
 

Indian Exports as 
Calendar World Exports Indian Exports Pcrcentage of 

Year (U.S. $ millions) (U.S. $ millions) World Exports 
(1) (2) (3) (4) 

1948 53,300 1,363 2.6 
1949 53,900 1,309 2.4 
1950 55,200 1,146 2.1 
1951 74,800 1,611 2.2 
1952 72,400 1,295 1.8 

1953 73,400 1,116 1.5 
1954 76,400 1,182 1.5 
1955 83,200 1,276 1.5 
1956 92,600 1,300 1.4 
1957 99,300 1,379 1.4 

1958 94,800 1,221 1.3 
1959 100,600 1,308 1.4 
1960 113,400 1,331 1.2 
1961 118,600 1,387 1.2 
1962 124,700 1,403 1.1 

1963 136,000 1,631 1.2 
1964 152,600 1,749 1.2 
1965 165,400 1,686 1.0 
1966 181,400 1,606 0.89 
1967 191,200 1,612 0.84 

1968 213,700 1,760 0.82 
1969 244,900 1,835 0.75 
1970 280,500 2,026 0.72 

SOURCES: International Financial Statistics, Supplement to 1966-67 issues. March 
1968, October 1973, International Monetary Fund. 

Imports. The structure of imports has been shifted almost exclusively 
toward capital goods, intermediates and raw materials, the only consumer 
goods imported in any significant quantity being foodgrains. Import licensing 
has been used for this purpose; and the shift from El to AU and CG licensing 
is also clearly linked to this phenomenon of the drastic decline of consumer 
goods imports. Table 1-10 quantifies the picture as of 1966-6'/ to 1968-69: 
the only consumer goods imports, other than food, come under the non-food 
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TABLE 1-10
 
Imports by Category, 1966-67 to 1968-69
 

(U.S. $ millions)
 

1966-67 1967-68 1968-69
 

868 691 449
Food" 

Non-food 	 1,903 1,986 2,096 

363 	 265
(1) Machinery and equipment 	 289 

(2) Maintenance imports 	 1,393 1,508 1,612 

(a) Components and spares 415 402 434 

(b) 	 Raw materials and intermediates 
(excluding metals) 733 852 948 

(c) Metals 
(i) Iron and steel 	 131 142 115 

(ii) Non-ferrous 	 114 119 119 

(3) Others 146 191 218
 

Total imports 2,771 2,677 2,545
 

SoURcL:s: Government of India, Ministry of International Trade. Office of the Chief 

Controller of Imports. New Delhi. 
1962, OctoberInternational Financial Statistics, May 1961. May 1971, December 

1967, November 1972. August 1973, International Monetary Fund. 
a. Food here consists only of cereals and cereal preparations. A small amount of 

food and edible products is included in item 3 (others). 

item (3) and these clearly were at most 5 to 8 percent of total imports by the 
late 1960s.1" 

Trade and Current Balance. In a QR-regime, the trade balance is of 

little intrinsic significance while the potential deficit (which issuppressed) and
 

the resulting prenhia on imports are more important concepts. The Indian trade 

balance has been constantly negative for the simple reason that external re­
sources have come in as aid and long-tcrm investment and that the balance on 

invisibles account is both relatively small and again negative. The trade deficit 

has, in fact, been of the order of $700 to $1300 million, and the current 

account deficit of the ordcr of $750 to $1500 million during 1961-62 and 

1967-68 but has declined thereafter (along with aid flows generally). Thus 

during 1968-69, 1969-70 and 1970-71, the trade deficit was estimated at 

$497, 	$238 and $424 million, respectively, and the current account deficit at 

$676, 	$437 and $632 million, respectively. 

Foreign Exclauge Reserves. These estinates may be compared with 

the foreign exchange reserves position portrayed in Table 1-11. Note that the 

foreign exchange position became "thin" after the First Plan, the reserves 

being virtually halved during 1957 when the balance of payments crisis erupted 
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with the onset of the Second Plan. The decline continued sporadically through 

the late 1960s.20 

Key Institutional Features. 

We now add a brief description of some of the basic institutional features 
of India's economic and political structure. An understanding of these features 
is essential if the reader is to put the analysis in this volume into proper 
perspective. 

INDUSTRIAl. TARGETING AND LICENSING 

Beginning with the Second Plan, the practice of setting industrial targets 
became common, and subsequent plans have set out detailed targets for 

capacity and production in the Organized Industrial Sector. 
In addition, the system has been characterized by comprehensive indus­

trial licensing. Licensing has been wider in scope than targeting for the simple 

reason that it has extended to finer product classification; it has also had to 
contend with applications to create capacities in areas and inproducts that 
were not anticipated in the plan documents. Except for exemptions granted 
later during the period of our study, both ilterms of the exemption limit on 
size of investment and in terms of exemption by industrial classification of the 
applicant, industrial licensing has been comprehensive. 

The industrial licensing syste-Ai has been operated alongside the import 
licensing system in that any cxr.nsion of capacity or altogether new investment 
has required both CG imp-,-t licenses and industrial licenses through the bulk 
of the period since i-d6ustrial licensing began with the Second Plan. This 
accounts for the important point, made later in this study, that the relaxation 
of industrial licensing in the late !960s did not manage to change the restric­
tiveness of the economic regime because import licensing did not change in 
substance. 

Industrial licensing has also been applied in an extremely detailed man­
ner in relation to its intended purpose. Thus augmentation of capacity by 

marginal addition of equipment (even for the sake of achieving balance along 
the various branches of a plant ),product diversilication and other such re­
sponses to changing market conditions that would be normal in an efficient 
industrial cnvironment have becn constrained by the wa' industrial licensing 
has functioned. t 

It should also be noted that a principal objective of the industrial licensing 
system was to prevent further concentration of economic power in large con­
cerns. In practice, efforts to reach this objective were to be frustrated because 
the smaller entrepreneurs generally could not invest as much in the aggregate, 
or in the targeted industries, as contemplated under the Plans; and also 

http:1960s.20


TABLE 1-11 
India's Gold and Foreign Exchange Reserves, 1951-72 

(U.S. $ millions) 

Official Reserves 
of Gold, Foreign 

End of Official 
Official 
Foreign 

Exchange and 
SDRs 

IMF Gold 
Tranche 

Overall 
Reserves Use of 

Net 
Position 

Period 
(1) 

Gold 
(2) 

Exchange 
(3) 

(2)+(3) 
(4) 

Position 
(5) 

(4)+(5) 
(6) 

IMF Credit 
(7) 

(6)-(7) 
(8) 

1951 
1952 
1953 
1954 
1955 

247 
247 
247 
247 
247 

1,697 
1,549 
1,615 
1,620 
1,619 

1,944 
1,796 
1,862 
1,867 
1,866 

-
-
-
-
15 

1,944 
1,796 
1,862 
1,867 
1,881 

-72 
-72 
-72 
-26 

-

1,872 
1,724 
1,790 
1,841 
1,881 

1956 
1957 

247 
247 

1,188 
695 

1,435 
942 

28 
-

1,463 
942 

-
-173 

1,463 
769 

1958 247 475 722 - 722 -177 545 
1959 247 567 814 - 814 -132 682 
1960 247 423 670 - 670 -63 607 

1961 247 418 665 - 665 -188 477 
1962 247 265 512 - 512 -292 220 
1963 247 360 607 - 607 -298 309 
1964 247 251 498 - 498 -154 344 
1965 281 319 599 - 599 -287 312 



1966 243 364 608 ­ 608 -361 2471967 243 419 662 ­ 662 -456 2061968 243 439 682 ­ 682 -374 3081969 243 683 926 ­ 926 -240 6861970 243 698 985 - 985 -10 975 

1971 264 699 1,124 - 1,124 - 1,1241972 264 566 1,098 ­ 1,098 - 1,098 

NOTE: The figures include SDRs worth $44 million, $161 million and $268 million for 1970,1971 and 1972, respectively.
SOURCE: InernationalFinancialStatistics. International Monetary Fund. 



24 INTRODUCTION 

because it became clear that the bureaucratic system of administered alloca­
tions was as disproportionately accessible to larger business houses with their 
connections and muscle as the market system was in view of their greater access 
to finance. Ultimately, by the late 1960s, the government was to shift to a policy 
under which thc Large Industrial Houses, so designated, were to have their 
investments confined to the so-called "core" (generally heavy) industries. 
Under the saic policy, a nationalized banking system was to encourage the 
expansion of the small-scale sector and a Monopolies and Restrictive Practices 
Commission was to be set up to watch out for and check the expansion of 
monopoly and concentration in Indian industry and to examine related issues. 
As we shall see, none of these changes, which wyere designed to permit and 
prompt the expansion of the Large Industrial Houses in approved (core) 
sectors, so as not to hinder the task of expanding overall investment in the 
economy, were really successful and for this reason, aniong others, industrial 
investments werc to be slack in the late 1960s. 

PUIAiC SECrOR 

Among the most important institutional features of the Indian economy 
are the large share and continuing expansion of the public sector in overall, as 
in industrial, investments. This phenomenon is of particular importance as the 
impact of trade and exchange rate policies on allocation and production deci­
sions within the public sector cannot be totally decisive: we should also take 
into account the ability of these investments to survive the market test owing 
to implicit subsidies (as when the public sector enterprises do not have to show 
"normal" profits ). In practice, the difference between private and public sector 
performance does not go Piarticularly beyond this. The reason is simply that 
the policy of automatic protection for domestic investments, whether public or 
private, has served to make the market test of survival more or less irrelevant 
for weeding out ineflicient firms and industries; thus the additional impairment 
of the market mechanism, implied by the public sector not having to turn in 
"normal" profits, adds little of substance to this basic weakness of the Indian 
economic rcgine." 

The share of the public sector in total Indian investment has been esti­
mated at over 46 percent for the First Plan. over 61 percent for the Second 
and over 58 percent for the Third. The public s,-ctor's share in Organized 
Industrial Sector investment has consistently run wL.!! over half of tiletotal 
during this period. Within the industrial sector, furthermore, the government 
has invested significantly in heavy indulstry: steel, oil refincrics, heavy electrical 
and heavy engineering being the major areas. The distribution by sector of 
cumulated investment in public sector projects during 1965-66 registered 
40.62 percent for steel, 20.29 percent for engineering, 9.1 I percent for chem­
icals, 12.22 percent for petroleum and 7.49 percent for mining and minerals. The 
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remaining 10.29 percent was accounted for by financial institutions, shipping, 
aviation and miscellaneous activities. : The government has also sought, 
through two Industrial Policy Resolutions, to reserve certain "key" industrial 
sectors for public sector investment (e.g.. steel); but in practice these restric­
tions have been treated with some flexibility. 

CONTROL OF INFLOW OF TECIINOLOGY AND INVESTMENT 

We should next note the strict reulation of the inillow of technology and 
investment by the government throughout the period of our study. The "techni­
cal collaboration agreenents" between Indian entrepreneurs and foreign sellers 
of technology have had to be approved and the royalty terms carcfully screened 
and sanctioned. At the same time, clearance has becn required for all cquitv 
investment, whether inl joint ventures or in subsidiaries (%\hich are generally 
disapproved illfavor of joint VCntullcs). Ihis clCaravllic IL i'v, veidVCd not 
merely the whole gamut of impoit avid ivi(luStrial licenrsing but al,,o tile Aldi­
tional restrictive criteria relating to royalty terms on associated technical 
transfers and to areas of pcrinissil lci IVcstinent. Illthis rcard. the Indian 
economy has again been characterized by more stringent restrictions on the 
inflow of technology and investments th;n the econoniies of manv other 
developing countrics seekivig external capital." 

STATE TR.A\DING COI'oRtA IIoN 

The foreign trade of India is not exclusively in the private sector. This is 
true not merely in the sense that there are public sector enterprises %khose 
current output is also being exported. It is rather that the State Trading Corpo­
ration, established ill1950, las collie to tanldleit substantial \oitlue of both il­
port and export trade. It directly engagces in trade and also occisioriaily permits 
private traders to elfcot deals, subject to the corporation's appro al aid coM­
mission, in commodities tradc SI' alonle. II 95, thisotherwise by tlie )( 
trade was about 5 percent of total Indian trale. 'I hus. the role of the SI'C is 
not very significant; but it needs to be kept in viess, cspecially as tile STC has 
been a vehicle for channeling lucrative imports of sonic scarce commodities 
and also for subsidiziig the exports of sonic other comnuodilics through Sl'C's 
absorption of losses on export sales. Iwo other corporations, of relatively 
minor importance, are the Minerals and Metals Irdling (o'rporIatiol (consti­
tuted in 1963) and the Metal Scrap Trade Corporation (cmstituted in 1964). 

TRADE AGI IEMI:NIS 

India has not been averse to conducting trade under bilateral trading 
agreements, not merely with the Soviet bloc but also with other developing 
countries. Trade with the Soviet bloc in particular has steadily increased. 
Thus, exports to the bloc were about 5 percent of total Indian exports during 
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the Second Plan but grew to nearly 16 percent during the Third Plan and have 
steadily increased since. Nonetheless, the overwhelming bulk of Indian trade 

continues outside the Soviet bloc and outside the framework of bilateral agree­

ments. Moreover, it is well known th.t both India and her trading partners 
conduct bilateral trade with keen attention to international prices, so that such 

trade presents no serious complication to the present analysis (nor do the 
-operations of the State Trading Corporation discussed above). '!, 

POILITICAIL S-r Ituct-rELIH 

Since independence in 1947, India has been a parliamentary democracy 
and has enjoyed remarkable political stability. The government has witnessed 

long periods of firm leadership, with only three Prime Ministers in more than 
twenty-five years. The dominance of one party, the Congress party, through 

the bulk of the period has also increased political stability. The only interrup­

tion in this unparalleled record of political equilibrium was the struggle that 
broke out over the prime ministership when Mrs. Indira Gandhi succeeded 
Mr. Lal Bahadur Shastri. This upheaval led to the eventual bifurcation of the 

Congress party and the near-decimnation of the fEction that bcame the so­
called "old Congress" before the "new Congress" emerged under Mrs. 
Gandhi's firm leadrciship. 

The main thrust of the political leadership has been toward ideological 
positions identified with that ncbuLous word, socialism. This has implied 
attention to objectives such as the prevention of concentrated economic power 
and land reform, objectives which have not been pursued with the keenness 
that attends their atlirmation in the country. The opposition parties have been 
on both left and right. ratrling from laissez-faire Swatantra and backward­
looking Jan Sangh to varying shades of revisionist and non-revisionist Com­

munist parties eternally splintering and bickering. None of them have man­
aged to pose a sustained and serious challenge to the ruling Congress party 
whose economic and political philosophy is fairly tatist and centrist. 

The country is federal, with the ccntral government overseeing state gov­

ernments in as many as seventeen states./' The Congress party has generally 
managed to rule in the states as well, but not always and, in recent years, even 
less often. Blit Cvcn when the Congress party has had extensive control of 
the state governments, center-state frictions have not becn reduced, for re­
gional pulls tend to cut across party identilications. 

Internationally, tile country has experienced continuing problems on its 

borders with Pakistan and China. There have been three wars with Pakistan 
and one with China, and the burden of defense expenditure has been esti­
mated at 3 percent of GNP since the 1962 war with China. 
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PHASES: 1950-70 

Having given the reader an overview of the important institutional features of 
and the key economic-performance indicators for the Indian economy, we are 
now in a position to delineate the different phases (as defined in Appendix A) 
in the Indian foreign trade regime. And we propose to analyze the Indian 
economy in terms of the periods defined by these phases, in contrast to the 
customary analysis in terms of the five-year plans. The phases which we dis­
tinguish are identified in Figure 1-I, which also traces several of the major 
economic variables relevant to the delineation of the phases. 

1950-56 (Phase IV). 

This period corresponds roughly to the period of the First Plan. It was 
characterized by good harvests and hence a satisfactory agricultural expansion 
of nearly 5 percent per year. The index of agricultural production ( 1949-50 : 
100) went from 90.5 in 1950-51 to 120.8 in 1956-57 for foodgrains and 
from 95.6 in 1950-51 to 124.3 in 1956-57 for all commodities. Indian exports 
fell as a percentage of world exports, remaining relatively stagnant in absolute 
value after the Korean War peak, and import demand balanccd this off to 
result in a roughly equilibrated exchange rate which put little pressure on the 
QR-framework that had been inherited fromi the Second World War. The 
foreign exchange reserve position thus remained comfortable and official 
reserves remained close to $1.9 million through this period. There was no 
evidence of high import premia, systematic allocations of imports and indus­
trial licenses and associated economic policies of the kind that were to spring 
up in the next period. 

In a predominant sense, therefore, we can characterize this period as cor­
responding to Phase IV of the lhagwati-Krueger schema. The convertibility 
was not total, the QR-regimc was not fully absent and so Phase V, as defined, 
was not really present. On the other hand, the QRs were not systematically 
designed to adjust the international accounts and their scope was severely 
limited: they were, almost literally, left over from the Second World War and 
the machinery for administering then had not been dismantled. 

1956-62 (Phase 1). 

By contrast, the period extending approximately from 1956 to 1962, 
broadly synchronizing with the Second Five-Year Plan, was characterized by 
the imposition of a OR-regime in the strong sense, provoked by a severe 
balance of payments crisis in early 1957. This was also a period of a shift in 
the investment pattern to manufacturing industry and to heavy industry as 
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FIGURE 1-1
 

Selected Maroeonomic Indicators for India, 19S0--70
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Clearly, the period is somewhat easily characterized as Phase I, in terms 
of extensive and intensive cmergence of the OR-regime as a method of adjust­
ing the international accounts. At the same time, it should be noted that, 
coincident with the balance of payments rationale, the introduction of indus­
trial licensing and industrial targeting simultaneously implied a rationale for 
the OR-regime which rested rather on the objective of selective industrializa­
tion, buttressed by OR-regime-gencrated, automatic protection-as we shall 
shortly discuss in Part I11. 

1962-66 (Phase I!). 

On the foreign payments front, the situation described above was more 
or less carried into the period 1962-66, with one significant exception which 
classifies this period as Phase I: export subsidization was begun in earnest 
around 1962 and intensified through the period on a whole range of exports. 

Reserve position continued to be "thin" aid flows were stabilized up to 
nearly 1964-65, ORs remained severe (the prcmia on imports, hos ever, rose 
to unprecedented levels around late 1965 and carlN' 1966 with the suspension 
of aid following the Indo-Pakistan War in late 1965 ); and .porl performance 
registered a significant improvement (until 1965 when a major drought 
affected the traditional exports adversely). Industrial licensine alsoi continued 
to be severe but, toward the end of the period, efforts were made to loosen 
it up. Toward the end. the government also stcadily deployed import dutics to 
mop up the import prenla. 

This period can be broadly claracterized as one involving "partial liber­
alization" in view of the export subsidization and growing resort to import 
duties (both of these policies involving therefore a growing, de facto devalua­
tion); we sh(uld also note the halting moves toward more liberal industrial 
licensing procedures. These moves were to culminate in our "Liberalization 
Episode": the June 1966 devaluation and the accompanying import liberaliza­
tion. We will thus characterize this period as Phase i. 

1966-68 (Phase !11). 

With the 1966 devaluation and import liberalization (based on cnlarged 
aid flows), we can identify the beginning of a third phase. rhe devaluation 
was also accompanied by an elimination of export subsidies and reduction of 
import duties. As it turned out, this period was afflicted by a second disastrous 
harvest, resulting in price increases and all adverse impact (n traditional 
exports, and subsequently by an industrial recession. This liberalization epi­
sode, in consequence, wkas ill-starred for economnic reasons. Jhcsc difliculties 
were further compounded by the acute political pressure brought by aid donors 
for this change of policies-as we discuss in Chapter 10. Thus, for several 
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reasons explored in Part IV in depth, Phase III did not lead to a Phase IV of 
yet further loosening up of the OR-regime and its attendant effects, but rather 
to a relapse, by 1968-69, into Phase II. 

1968-70 (Phase II).29 

By 1969-70, the liberalization appeared to have been largely reversed. 
The import premium was back to 30 to 50 percent on the average, export
subsidies had been reinstated and were up to high levels, industrial de-licensing
had amounted to little (especially because of continuing QRs), automatic 
protection with QRs was still the order of the day, and the picture looked very
similar to (though marginally better than) that obtaining during 1962-65. 
The system had not really moved into Phase IV effectively but had rather 
relapsed into Phase II. In this sense, the liberalization episode had failed; it 
had also failed politically for the reason that exogenous developments (e.g.,
price rises due to drought) plus foreign pressures had (erroneously) dis­
credited, in the political and public eye, such a liberalizing package and hence 
diminished the likelihood of its being tried again. 

The delineation of the (approximate) phases in the Indian economy, as 
defined above, now enables us to proceed to the following analysis: 

1. characterize the "anatomy of exchange control" for Phase I and Phase 
11, the former and the latter periods being similar in their import regimes but 
different in that exports were subsidized during the latter Ph,:;e; this is the 
subject of our analysis in Part Ii; 

2. analyze inPart Ill the "liberalization episode" of 1966-68, beginning 
more or less with the June 1966 devaluation, determine the conditions that 
governed its outcome and draw lessons therefrom; and 

3. examine in Part IV the overall growth effects of the foreign trade 
regime (broadly defined to include the exchange rate policy plus the frame­
work of domestic policies such as industrial licensing), to determine whether 
the OR-regime contributed to India's rather unsatisfactory economic per­
formance or improved it. 

NOTES 

I. For a comprehensive analysis along these lines see Jagdish N. Bhagwati and 
Padma Desai, India: Planing /or Industrialization (London: Oxford University Press,
1970). This study, commissioned by the Organization for Economic Cooperation and 
Development. is part of a series on indusary and trade in sonic developing countries edited 
by Ian Little, Tibor Scitovsky and Maurice Scott. 

2. For a dtailed discussion of the economic theory and techniques underlying the 
successive plans. consult 1. 13hagwati and S. Chakravarti, "Contributions to Indian Eco­
nomic Analysis: A Survey," Ancrican Economic Review, Special Supplement, 1970. 
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3. See Figure 1-1 for index numbers tracing the course of agricultural production 
over the period since 1950-51. 

4. See Bhagwati and Desai, India, p. 181, for documentation and details. 
5. The issue of whether foreign aid helped retard the domestic savings effort will 

be discussed in Chapter 16 where we reach the conclusion that there is little evidence 
for such a view. Note also that in Table 1-5 aid is being converted into rupees at post­
devaluation prices from 1966-67. 

6. For details, consult M. Kidron, Foreign Investment in India (London: Oxford 
University Press, 1965). 

7. These estimates are taken from the Reserve Batik of India Bulletin, August 1969. 
8. Ibid. This original source provides further breakdowns by direct and portfolio 

investments as well as by branches and "foreign controlled rupee companies." 
9. For some of the caveats in interpreting this index, especially with regard to biases 

downward when prices are moving up, see Blhagwati and Desai, India, p. 76. 
10. Our analysis, however, will stop around 1971-72 for reasons stated in the 

Preface. 
11. These and other estimates in our discussion in this section are based on T. N. 

Srinivasan, "The Green Revolution or the Wheat Revolution?" in Comparative Experi­
ence of Agrictrttal Development in Developing Countries of South East Asia since 
World War Ii (Bombay: Thacker and Co. for the Indian Society of Agricultural Eco­
nomics, 1972). More details and analysis are given there. 

12. The index of industrial production during 1965, 1966, 1967, 1968 and 1969 was 
153.8, 152.6, 151.4, 161.1 and 172.5, respectively, as estimated in mid-1972 and reported 
in the Reserve Bank of India Bulltin. 

13. For detailed analysis, see Padnia Desai, Import Suh.wltitution in the Indian Econ. 
ons (Delhi: Hindustan Publishing Corporation, Jawahar Nagar, 1972). The data refer 
to the Organized Industrial Sector %shichis defined to include all establishments except 
those employing fewer than ten workers usirg power or fewer than twenty without power. 

14. Ibid. See also an original paper by the same author, "Alternative Measures of 
Import Substitution," Oxford Economic I'apers (Noveniber 1969), for a theoretical 
analysis of the rationales that may underlie the different measures. 

15. In view of excess capacity in various industries and the tendency to deny im­
ported inputs to consumer goods industries in times of abnormal foreign exchange 
stringency, the relative expansion of consumner goods investments may seem slightly
understated if one tries to infer it from the relative expansion of consumer goods 
production. 

16. This ratio, for example. was 4.8 percent in 1960-61. fly a1Chenery-type regres­
sion technique, however, it can be argued that India's exports are no smaller than what 
her size would indicate to be the "on-the-line" level. See J. llhagwati and J. Cheh, "LDC 
Exports: A Cross-Sectional Anal ysis." in International L'conomnics and Developnent, 
ed. Luis Eugenio de Marco (New York: Academic Press, 1972). 

17. The interaction among external factors, domestic policies and export per­
formance will be examined in later parts of this study. 

18. If we include fish, art silk fabrics and iron and steel exports as well, the share 
rises to nearly 20 percent in 1970-71. The major traditional export commodities include 
coir yarn and manufactures, tobacco, leather and leather manufactures, coffee, iron ore, 
manganese ore ;Ind mica. 

19. This shift of the import structure so that consumer goods imports are seriously 
reduced is typical of the postwar trend in many LDCs. See J. Ilhagwali and C. Wibul­
swasdi, "A Statistical Analysis of Shifts in the Import Structure in LDCs," Bulletin of 
the Oxford University Instituteof Statistics 34 (May 1972). 
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20. The reserves had recovered by 1972 to nearly $1 billion. This period, however, 
is beyond the scope of our study. 

21. Some of these constrictive features were to be relaxed after 1965, as noted in 
Chapter 4. For fuller details of the licensing system until that time, consult Bhagwati and 
Desai, India, pp. 231-248. 

22. While the additional impact on inefficiency in allocation may be marginal, the 
same is not true of the impact on savings. Thus, the early hope of Indian economists that 
growing public sector investments would generate public savings to support growing 
investment in the economy has not been realized. 

23. The information in this section comes from Annual Repor.,s of the Working of 
Industrial and Commercial Undertakings of the Central Government, Government of 
India, Ministry of Finance, New Delhi. 

24. We do not discuss in this volume the rationale of these restrictions and whether, 
on balance, they helped or hurt the economy. Several works are now available on the 
theme of technology and foreign investment in the Indian economy, both for the private 
and for the public sectors: 13hagwati and Desai, India; Kidron, Foreign Investments: 
V. N. Balasubramanyam, International Transfer of Technology to India (New York: 
Praeger, 1972); Padma Desai, The Bokaro Steel Plant (Amsterdam: North-Holland 
Publishing Co., 1972). 

25. See Asha Datar, India's Economic Relations with the USSR and Eastern Europe, 
1953-1969 (Cambridge: Cambridge University Press, 1972); reviewed by Padma Desai 
in Economic Journal (September 1973). pp. 976-979. 

26. The number of states has increased over time owing to linguistic demands for 
the bifurcation of existing states and for other parochial reasons of one kind or another. 
In addition to the seventeen states in 1972-73, there were twelve "Union Territories" 
during 1972. 

27. We have already discussed the estimates of import substitution in these areas 
during successive plan periods. See also Desai. Import Substitution. 

28. We have indicated the main outlines of industrial licensing. For a more inten­
sive analysis, see 11hagwati and Desai, India, pp. 231-248. 

29. Although our analysis stops in 1970 because of data lags, Phase II has continued 
and indeed was intensified at least until 1973 by the economic stress of the events that 
led to the creation of Bangladesh in 1972. 
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Import Control Policy:
 
Criteria for Allocation and Effects
 

This chapter considers the methods of administering imports that were generally 
in vogue during the period 1956-66. These methods were modified in favor of 
more flexibility in the period sincc 1966. but by 1969-70 the OR-regime had 
ce Iacto regressed in the direction of the earlier methods reviewed here with 
only modest improvements. 

We intend to describe the criteria used in the allocation of imports and 
to discuss their general economic implications.' More detailed statistical anal­
ysis of the implications for allocation of investments and capacity undcrutili­
zation will be deferred until Chapter 13 in Part IV; later chapters in Part 
IV will also be addressed to an analysis of the QR-regimc." In the next chap­
ter, we complement our analysis of the anatomy of import control with an 
analysis of the anatomy of export promotion until 1966 and its broad economic 
implications. And Chapter 4 brings together several of the partial, halting 
measures taken before the June 1966 devalLation to soften the restrictiveness 
of exchange and industrial licensing. 

CRITERIA FOR ALLOCATION 
OF FOREIGN EXCHANGE 

We begin this chapter with a description and analysis of the criteria of alloca­
tion used in India, as part of the import and exchange control policy during 
1956-66, to divide up the available foreign exchange among competitive 
users. These methods, which involved essentially the operation of a tight 

35 



36 THE ANATOMY OF EXCHANGE CONTROL 

regime of import (and complementary exchange) restrictions, were put into 
operation especially after the 1956-57 exchange crisis. 

Organization and Procedures. 

The import and exchange policy regime, throughout this period, aimed at 
comprehensive, direct control over foreign exchange utilization. Thus admini­
strative decisions had to be made over the allocation of foreign exchange for 
practically all uses in the economy. For the overwhelming bulk of imports, 
the government (except for a beginning in this direction after the budget in 
1965) did not explicitly aim at using tariffs either to siphon oil the resulting 
import premia or to regulate imports via the price mechanism, tile only well­
known exceptions being crude rubber, pulp and waste paper. cotton and 
kerosene. Reliance on the direct allocative mechanism was thus almost com­
plete during this period. 

The allocation of permissible imports was broadly by two administrative 
categories: private sector and public sector. Further, there was an important 
operational distinction between imports of raw materials, spares and com­
ponents as against imports of capital goods and equipment. The allocation 
of different permissible imports by these categories among industries, and 
further still by firms and plants, was carried out by an elaborate administra­
tive machinery which evolved through the period. Since the details of this 
evolution are of little economic significance, we confine ourselves here to de­
scribing the system as it was at its peak. around 1965, when it began to be 
"liberalized" gradually into the somewhat major changes that came with the 
devaluation of the rupee in June 1966. 

For every six months, April I to September 30, and October I to March 
31, the Foreign Exchange Budget Branch of the Department of Economic 
Affairs in the Ministry of Finance would prepare its estimate of available for­
eign exchange for the six-month period. When the first charge expenditures 
such as debt repayments and Embassy expenditures had been netted out, the 
residual estimate of available foreign exchange would have to be allocated 
among different users. Food, fertilizers, petroleum, oil and lubricants (POL) 
and defense would normally be pre-empted first. 

The administrative allocation, at tile next stage, was essentially at three 
points: ( I ) an allocation was earmarked for the ditferent public sector under­
takings, for both raw materials and equipment, and was assigned to the min­
istries within whose domain they lay; (2) the Iron and Steel Controller would 
get a bulk dIlocation; and (3) the Economic Adviser, Ministry of Commerce, 
would get a bulk allocation for the private sector's imports of raw materials, 
spares and components (excluding, among other things, iron and steel, 
newsprint and POL). 
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The industry and unit-wise allocations, under each of these heads, in­
volved a variety of bodies. Frequently, the same unit would receive import
allocations from different agencies: iron and steel from the Iron and Steel 
Controller, non-ferrous metals from the corresponding ministry department,
other inputs from the bulk quota of DGTD (Direciorate General of Technical 
Development) in the Ministry of Industry, aLd so on. 

The licensing procedures, through which each unit had to process all 
imports, involved three license-issuing authorities: (I) The Chief Controller 
of Imports and Exports (CCI&E), (2) The Iron and Steel Controller (i&SC),
and (3) The Development Officer (DO), Tools, Development Wing of the 
Ministry of Commerce 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 other licenses. 

The licenses issued by the CCI&E. which constituted the main bulk, were 
divided into the following categories: ( I) establislu'd importers (El) ; (2)
actual users (AU); (3) new-comers (not co'ercd by El and AU); (4) ad 
hoc (covering items such as State Trading Corporation imports); (5) capital 
goods (CG) ; (6) heavy electrical plaut ( IElP }; (7) export promotion, given 
as import entitlements to exporters ii.specific schemcs; (8) miscellaneous 
categories: such as Railha. Contract (relating to orders placed by the Rail­
ways), Replaceinet Licenses (to replace dcfcclivc or unsuitable imports) and 
Blanket Licenses (mainly for P..). 

The procedures followed for cach category of licenses, and the authorities 
involved in the process, reflected two major criteria: (I) the principle of
"essentiality"; and (2) the principle of "indigenous non-availability." Thus 
imports, in terms of both magnitude and composition, were to be permitted 
under each category only if somc designated agency of the government had 
certified that they were "essential" (as inputs or equipment for production). 
At the same time, some agency had to clear the imports from the vicwpoint 
of indigenous availability: if it could be shown that there was domestic pro­
duction of the imports demanded, then the imports weere not permitted (re­
gardless of cost and quality considerations). Tihus, inaddition to the license­
issuing authority, there was a "sponsoring" agency certifying "essentiality" 
and a "clearing" agency for "indigenous clearance." 

For public sector applications, the pr~cedures were basically similar. 
Paradoxically, the procedures were cvcn more complex at timcs-as when 
the sanction of the )epartment of Economic Affairs had to be obtained, in 
addition to indigenous clearance and essentiality certification, for many appli­
cations for raw material imports. Besides, in certain cases, the project author­
ities themselvcs had the authority to grant indigenous clearance and essentiality 
certificates. But these and others were, by and large, differences of detail. 
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Principles and Criteria of Allocation. 

The allocation of foreign exchange among alternative claimants and uses 
in a direct control system such as that just described would presumably be 
with reference to a well-defined set of principles and criteria based on a system 
of priorities. In point of fact, however, there seem to have been few such 
criteria, if any, followed in practice. We shall examine, in particular, the 
allocations arising from AU licensing. 

There are basically two questions of economic significance which need to 
be asked here: (1) how were allocations by industry decided? and (2) how 
were these allocations further divided up among the constituent firms or units? 
We shall examine each of these questions in turn. 

ALLOCAIONS BIYINDUSTRY 

As far as the allocations by industry were concerned, it is clear that the 
sheer weight of numbers made any meaningful listing of priorities extremely 
difficult. The problem was Orwellian: all industries had priority and 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 determining 
allocations by industry fell back on vague notions 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. 

AI.I.OCATIONS BY UNIr 

The principles and criteria adopted for further subdividing industrial allo­
cations among constituent firms or units were equally without any rationale 
other than the spreading-out evenly of a scarce resource on a "fair" and 
"equitable" basis. There was a great variety of norms used, with significant 
possibility and occasional exercise of discretion. But the overwhelming bias 
of the system was toward sonic form of "equitable" allocations and cuts 
therein. This conclusion holds, not merely for the DGT1) but also for small­
scale sector allocations, the scheduled industries not on the books of the 
DGTD and the other classes of import applicants. 

Quality of Information for Assigning Priorities. 

As we have already noted, numerous authorities were involved in the 
licensing procedure: sponsoring bodies, authorities granting indigenous clear­
ance and actual license-issuing authorities. Each such authority presumed to 
act on some set of priorities, in principle, and therefore had to have reason­
able information so as to enable it to exercise its functions meaningfully. 
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Although it was impossible to have a meaningful, well-defined set of priorities 
at any level in this bureaucratic machine, except in relation to overriding 
matters such as defense, no allocations were ever made without intensive 
scrutiny and examination of individual applications at each stage in the bureau­
cracy. The quality of the information on which these examinations and en­
suing decisions were presumably based can be inferred from what is known 
about (1) the small-scale sector applications and (2) the working of the 
DGTD concerning imports. 

SMALL-SCALIF SECTOR 

The State Directorates of Industries were the authorities which were 
supposed to process the import applications in the first instance and to attach 
Essentiality Certificates (ECs). While considerable time was indeed taken in 
granting these ECs, the quality of the information on which the relevant 
decisions had to be made was poor.:' 

DGTD 
The case of the DGTD was hardly any better, despite its obvious ad­

vantages o~er the Directorates in charge of the small-scale sector. It is well 
known, for example, that capacity as well as capacity utilization data. both 
of which ostensibly were taken into account in making unit-wise allocations, 
are bad. Similarly, with respect to those units which must seek indigenous 
clearance from the MITl). the l)(i'l) directorates frequently maintained 
incomplete records (f the indigeno supliers., did not have sutlicient in­
formation in adequate detail ol what these suppliers could produce and of 
what quality, did not distinguish adequately hetween the mere fact of tile ex­
istence of an indligenous supplier aLd the aailahilitv of the supply to an in­
dividual purchaser, and thus ended up occasionally %%ithholding sanction 
even for critical imports. 

The DGTl) not merely tried to secure indigenous clearance prior to per­
mitting imports but exen seemed to determine the quantitative inix of per­
missible imports in many cases. Clearly the I)GTI) had, in the nature of the 
case, no capacity to forn reasonable judgIeIIts 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 DGII) carried on its book (1965) 
over 5,000 units. 

Priority in Favor of the Small-Scale Sector. 

While, however, clear criteria for the allocation of imports among alter­
native uses were generally conspicuous by their absence and the informa­
tional basis for decision-making was exceptionally weak, it might be con­



40 TH4E ANATOMY OF EXCHANGE CONTROL 

tended that certain broad priorities were pursued by the authorities. Thus, a 
typical defense of the import control system was that it was the only way 
of ensuring that supplies went on a "fair and equitable" basis to "small" entre­
preneurs. This is not an argument for economic efficiency; but it is a valid 
argument for income redistribution if alternative ways of subsidizing the 
smaller entrepreneurs are not feasible. 

But it is extremely difficult to take this defense of the import control 
system seriously. 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 
more acutely 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 
had to purchase imports in a free market. On tie other hand, it does cast 
doubt on the usual claim that the import control system made the small­
scale sector better off than under the alternative import regimes:' 

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 consumer 
goods and that this general priority was strictly maintained by the import­
licensing aithorities. It is certainly true that, over the period of our study, 
direct imports of consumer goods werc slashed. This was reflected in the 
steady reduction of l-I licenses and the growth of AU licenses granted to 
producers. Ilowevcr. two important points concerning this question need 
to be made. 

1. While imports of manufactured consumer goods indeed went down, 
it is pertinent to note that these were frequently otset by growth in domestic 
production of the samIIe and other consumer Ianufactures. In the present 
context, where we are discussing! the allocation of "maintenance" imports 
(i.e., imports of raw materials and intermediates), the following further 
point needs to be noltd. 

2. The nain tenance imports necessary to support current production 
of domestic consumer goods industries were not negligible. Hazari has worked 
out cstinmtCs of tie direct ald i idircct import reqtuirements of consumption 
in India, dliided by these two groups. ii finds. for lie )cars 1961-62 and 
1963-64, that the proportion of tolt imports which went to support tie level 
of conslin ption of "luxuies"' was 7.6 and 8.5 percent, and thilt of 'neces­
sities" was 28.7 and 32.9) percent, respectivcly.' 

In any c, cnt, it seems that, irrational as it may be to seek to prohibit 
imports of "inessential" consumer goods while permitting their production 
domestically, even such an objective could have been as readily achieved, 
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with none of the other detrimental effects of a full-fledged control system
embracing all transactions, by a selective set of prohibitive tariffs quotasor 

on specific items sought to be excluded from imports.
 

Corruption and Frustration of Apparent Priorities. 

We have noted that the import control system worked on ( I ) incomplete
and unsystematic information and (2) lack of any discernible economic
criteria. Further, whatever limited allocational aims it may have had were 
frustrated, in varying degrees, by the corruption that inevitably arose from 
the large premia on imports Under the control system. 

There are essentially two different kinds of illegality which the control 
system generated: ( I ) since imp-orts were remtnLirati~c in general, there 
were innumerable bogus claims to import license entitlement under the exist­
ing rules of allocation; and numerous(2 ) since restrictions obtained with 
respect to transferability of imlorts and import licenses, black markets arose 
to transact such illegal traflic. It has not been possible for us to qunantify 
any of these illegal transactions in a uciminieful niamner, but there is little
doubt that they existed widely.' We should also note that these illegal trans­
fers of imports often Must haVe scrsed to incr'ease economic eliciency by
reducing the irrational inliexibility that the legal restrictions on transfer­
ability entailed. 

ECONOMIC EFFECTS OF IMPORI CONTROLS 

What were the economic consequences of these methods of allocating foreign
exchange in Idia's QR-reLime? While we Consider the consequences for 
resource allocation and caipacity utili/ation, and the growth effects saings,on 

research and development, quality of iroductiom, induceicnt to inmest and
 
other aspects o("hidia's econolic )crfiihincC in PIrt I V. we note hcre several
 
other, nimainly advc-sc, clrectk. In rirticl'iiir ,,c ssill ollslidcr: (I ) delays,

(2) administratisc and otlier cxpensc. (3) inillceibility, (4 )lack of comrdina­
tion among differcnt acelcics, (5 ) acicc of' conpetition, I ) iiihCrient Hias
in favor, cetcriA parilu , of' iindulesiC, \%ili inInporIcdl. :is distinct front1 doinesti­
cally produced, inpults, 17 ) anticipliit-or ald automtatic 1rtcclioii 1ilhlrdCd to 
industries regardless of costs, (8) discrimination against exports and (9) 
loss of revenue, 

Delays. 

The working of any system of allocation will take a certain amount of 
time. Even if a free foreign exchange market were to operate, the participants
in the market would have to expend time, for example, in acquiring informa­
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tion about availabilities of different kinds of foreign exchange. In principle,
the administrative system of allocations need involve no significant increase
in time, and hence in "delays," over a price system under which scarce for­
eign exchange is rationed out in the market: the introduction of priorities
would, in principle, be equally time-consuming in both cases, though the 
procedure would be different, since the price system would involve adminis­
trative decisions as to tax and subsidy incentives whereas the control system
would involve administrative decisions as to quotas. 

In practice, however, the exchange control system seems to degenerate
into an inordinately time-consuming allocational device. There are essentially
three reasons for this. (1) In a situation of general scarcity of foreign ex­
change, the definition of priorities becomes exceptionally difficult, as we 
have seen earlier, and the system ends up having to accommodate all con­
ceivable demands on some "equitable" basis, while making a pretense of 
administering priorities, this pretense frequently taking the form of collection 
of yet more information from applicants and time taken in "scrutinizing" it 
and "arriving at an informed decision." Delays beconc, sociologically, the"conspicuous" substitute for exercise of priorities by the bureaucracy. (2)
Equally important, the multiplication of the bureaucratic apparatus leads in­
evitably to files failing to move quickly and decisions being delayed because
procedures are time-wasting. As we shall see shortly, much of the delay to 
which the Indian import-control system was subject can be put down to the 
inefficiency of administrative procedures. For example. where indienCous 
clearance had to be obtained by the DGTI) from two or more other director­
ates, these %Wr to be sought sequetiiially rather than sinmultaneCously. (3)
Finally, some significance must be attached, in explaining delays under the

Indian allocation system, to tle fact that, vith files oftcn moving from the 
bottom to the top in the Indian aduministrative system. thc often fail to move 
until appropriate graft is paid to the lower-level clerks. If all graft were paid
promptly, there should be no delay on this account; but newcomers and 
honest applicants are unlikely to conform readily to this widespread practice,
hence delays occur on this count in the system as well. 

Administrative and Other Costs. 

The elaborate bureaucratic machinery for operating the licensing mech­
anisms undoubtedly inxolvcd direct costs as also the costs resulting from the
necessity for actual and potcntial entrepreneurs to maintain elaborate and
frequent "contacts' with the licensing authorities. Admittedly, alternative allo­
cation mechanisms also must necessitate "administrative" and information­
gathering costs. But the specitic type of "command" mechanism involved in 
the Indian QR and industrial licensing regimes added to these costs by mnak­
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ing necessary expenditures to ensure "file-pushing" by bribc-seeking bureau­
crats at lower levels, for example. It is highly dubious, for example, that 
the considerable growth of Indian Airlines traffc into Dclii from the major
industrial cities such as Calcutta and Bombay and the growth of the license­
allocating bureaucracy in Delhi and elsewhere are anything but a net cost 
attributable to the regime. And if we could only disentangle (as we cannot)
the job expansion in the bureaucracy which has resulted from the licensing
machinery, much of the enormous expansion of current governmental ex­
penditures during 1956-71 may turn out to be a net cost of the regime. 

Inflexibility. 

The twin principles of "essentiality" and "indigenous non-availability"
also imparted considerable inflexibility to the pattern of utilization of imports.
This occurred via a rigid itemization of permissible imports, frequently by
specified value for different items, both for AU and El licenses. 

At the same time, the theoretical premise that AU allocations were 
being made on the basis of well-defined priorities at the dctamid industry
level led the authorities to rule out lecal transferability of the liccnses among 
the different industries; and bureaucratic logic took the inevitable next step
and eliminated transferability cen among units within the same industry,
thus making AU licenses (legally) altog(thlr non-transferable by the licensee 
units. Needless to say, none of the imports under the AU licenses were allowed 
to be legally resold either (but were occasionally sold in the black market, 
of course). 

The rigid pattern of permissible imports (only occasionally adjusted 
through changing the contents of the lists by discretionary action) and the 
non-transferability of the AU were boundlicenses and imports therctnd,:r to 
create inflexibility leading to economic inefliciency because: 

1. the iotal AU allocations to indixidual units were neither made by
well-defined priorities nor based on assessmint of reasonably accurate and 
analyzed information, but mostlv on of "fairweore based notions sharing"
with occasional injection of "praoinatisl" and 'judgncilt of cases on merits"; 

2. the itemized breakdowns were md ol (a) indigenous non-avail­
ability which, as we ha\e noted. \,a aCssCd with inaccuracy by the respons­
ible bodies such as the IGII), and (b) these bodies' assessment of the 
optimal mix of imported inputs, which again was more on an administrative 
and ad hoc basis than on any recogniiable criterion of economic ellicicncy; and 

3. there is considerable unccrtainty about the availability of foreign ex­
change, leaving aside the general unpredictability of the entire econoniic 
situation, so that no "optimal mix" of inputs laid down in advance if(even
worked out on the basis of well-defined criteria, accurately gathered avail­
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able information and explicitly 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-trans­
ferability of import licenses might have been an excessive holding of inven­
tories by Indian firms. Indian inventories, especially the raw materials and 
intermediates held, compare unfavorably with those of firms in similar in­
dustries elsewhcre. However, other factors on the Indian scene probably 
explain these large inventories. For example, interest rates in the Organized 
Industrial Sector are quite low, thus making inventory-holding relatively in­
expensive; on the other hand, it is not clear that the relevant Indian interest 
rates (real or nominal) have been significantly lower than abroad. Lower 
efficiency in transport (and shortage thereof) would also make inventory­
holding more valuable. Furthermore, inventory holdings, including rmw mate­
rials and intermediates, appear to bave declined (as a proportion of output)
generally through the period of our study, for many industries.' Hence, while 
it makes a priori sense to argue that, ceteris paribus, an import control regime
of the Indian type would tend to inflate inventory holdings, it would not be 
correct to argue that the empirical analyses currently available support this 
hypothesis. 

Lack of Coordination among Different Agencies. 

The multiplicity of agencies dispensing imports further accentuated the 
difficulty in procuring desired imports on the part of the applicants. For ex­
ample, the typical unit under DGTD jurisdiction would get its share in the 
bulk allocations by the Economic Adviser to the DGTD and would also get
allocations of iron and steel from the I&SC's oflice as well as non-ferrous 
allocations from decisions made by the corresponding deparnient (which, in 
turn, got bulk allocations for this purpose). Unfortunately, coordination of 
these allocations. either in initial allocations or in cuts therein, does not appear 
to have been a routine matter." 

Absence of Competiion. 

In addition, 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 production, no matter how much its cost of production 
exceeded the landed c.i.f. price, was automatically shielded from competition
through imports, indeed the onus being put on the buyer to show conclusively
that he could not procure the item from indigenous producers. 
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At the same time, the possibility of domestic competition was, in turn, 
minimized by the combination of CG licensing (concomitantly with other in­
dustrial licensing provisions) and the method of AU licensing on a "fair­
share" basis among rival firms in an industry. Strict CG and industrial 
licensing eliminated free entry by new firms as well as efficiency-induced 
expansion by existing firms. And the fact that each firm was entitled to its 
"share" of AU licenses, and nc; Lore, 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 elective competition, potential and actual, were 
virtually eliminated from the industrial system. The effects, therefore, were 
(I) to eliminate incentives to reduce costs per unit of output (as the penalty 
for sloppy operations was no longer incapacity to survive against more 
efficient rivals) and (2) to prevent production from being concentrated in the 
most efficient units (and industries). 

Bias in Favor of Industries Using Imported Inputs. 

Under the actual-user system of allocation of imports, combined with 
the principle of indigenous non-availability, it may be expected that the quan­
tum of import allocations would, ceteris paribus, 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 provided 
to the processes using relatively more imported inputs: they would be able to 
get relatively greater allocations of imports under AU licenses and hence 
obtain these inputs at inmport-preniumi-exch.vice prices (which would include 
only the explicit tariff duty) whereas the other industries would have to buy 
import-substitute, indigenous items at premium-inclusive prices (since these 
items would fetch a price equal to the c.i.f. prices plus the import premium). 
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 case 
that some of these industries may require relative subsidization on economic 
grounds, there is no gainsaying the fact that the import system in India gave 
rise to these differential incentives purely as an incidental side effect. 

Anticipatory and Automatic Protection to Industries. 

Another significant impact of the Indian import policy, under which the 
principle of indigenous availability was used to exclude or restrict imports in 
favor of purchase of domestic import-substitutes, was that protection was 
automatically extended to all industries regardless of cost, efficiency and com­
parative advantage. This automatic protection was further fully to be antici­
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pated by every producer, merely as long as he was willing to make his capacity
and production known to the relevant agencies (e.g., the DGTD) in charge
of "indigencus clearance." 

The influence of this policy on the pattern of industrial investments that 
emerged through the period must have been considerable. It is clear that the 
policy of anticipatory and automatic protection that inhered in the working
of import policy served to divorce market-determined investment decisions 
from any guidelines that international opportunity costs (with suitable modi­
fications) might have otherwise provided. 

Discrimination against Exports. 

Our analysis of the import-control policy would be incomplete if we 
were not to mention the rather obvious fact that such a system discriminates 
against exports. The effective export exchange rate, on the average, was in­
evitably less than the effective import exchange rate (Tabl 2-1 ); and this was 
the case at the level of each industry also, until (from around 1962) the 
initiation and later intensification of significant export ,ubsidization schemes
began to redress, though not restore, the balance (and, in some cases, must 
have even led to a net subsidization rate in excess of the import rate).

Again, one of the important side effects of the principle of indigenous
availability was that exportable items which therefore had to be manufactured
with inferior-quality domestically produced inputs and capital equipment were,
in turn, faced with enhanced difficulties in the highly competitive international 
markets. This was particularly the case with the new exports in the engincer­
ing industries, which in any case faced serious difficulties in cultivating foreign 
markets almost from scratch. 

Further, since there was little flexibility for getting more inputs through
bidding in the markc't, in view of the restrictive character of the import policy,
and capacity also could not be expanded owing to equally stringent controls 
on entry, industries which needed flexibility in production in order to get hold 
of large foreign orders, whenever available, found themselves unnecessarily 
handicapped. 

Clearly, from the beginning of the Second Plan until late 1964, the en­
tire industrial licensing and import policy was unfavorable to manufacturing
exports largely because it was devised with a substantially inward-looking bias. 

Loss of Revenue. 

Another noteworthy and obvious effect of the import-control system was 
the inevitable loss of revenue that it involved in passing the profits on scarce 
imports on to the private sector. 



TABLE 2-1 
EERs. PLD-EERs and PPP-EERs for Indian Exporlts and Imports during 1950-71 

Imports 
ItYear Itp EER PLD-EER 

(1) (2) (3) (4) (5) 

1950 0.823 0.773 5.58 6.79 
1951 0.906 0.911 5.46 6.02 
1952 0.793 0.909 5.56 7.01 
1953 0.786 0.876 5.69 7.24 
1954 0.752 0.873 5.78 7.69 

1955 0.691 0.891 5.66 8.19 
1956 0.775 0.923 5.56 7.17 
1957 0.821 0.954 5.42 6.60 
1958 0.838 0.960 5.37 6.41 
1959 0.872 0.966 5.43 6.23 

1960 0.929 0.975 5.41 5.82 
1961 0.950 0.987 5.61 5.91 
1962 0.961 0.996 5.76 5.99 
1963 1.000 1.000 6.06 6.06 
1964 1.105 1.010 6.19 5.60 

1965 1.195 1.032 6.63 5.55 
1966 1.338 1.060 9.23 6.90 
1967 1.539 1.063 9.02 5.86 
1968 1.531 1.078 8.97 5.86 
1969 1.563 1.121 9.06 5.80 

1970 1.660 1.168 9.45 5.69 
1971 1.723 1.222 9.70 5.63 

(continued) 

PPP-EER 
(6) 

8.78 
6.61 
7.71 
8.27 
8.81 

9.19 
7.77 
6.92 
6.67 
6.45 

5.97 
5.99 
6.02 
6.06 
5.55 

5.38 
6.51 
5.52 
5.43 
5.17 

4.88 
4.61 



TABLE 2-1 (concluded) 

Exports 

a0 0.05 a 0.10 =0.20 
Year EER PLD-EER EER PLD-EER EER PLD-EER EER PLD-EER PPP-EER 
(1) (7) (8) (9) (10) (II) (12) (13) (14) (15) 

1950 4.39 5.33 4.46 5.42 4.53 5.50 4.67 5.67 4.40 
1951 4.17 4.61 4.24 4.68 4.31 4.75 4.44 4.90 4.35 
1952 4.30 5.43 4.37 5.51 4.44 5.60 4.53 5.78 5.21 
1953 4.42 5.62 4.49 5.71 4.56 5.80 4.71 5.99 5.27 
1954 4.43 5.89 4.50 5.98 4.57 6.07 4.70 6.25 5.45 

1955 4.47 6.46 4.54 6.57 4.61 6.67 4.75 6.88 6.11 
1956 4.54 5.86 4.62 5.96 4.69 6.06 4.85 6.26 5.76 
1957 4.54 5.53 4.69 5.71 4.84 5.89 5.14 6.26 5.97 
1958 4.59 5.48 4.75 5.67 4.91 5.86 5.22 6.23 5.94 
1959 4.65 5.34 4.77 5.47 4.89 5.61 5.13 5.88 5.62 

1960 
1961 

4.67 
4.68 

5.03 
4.92 

4.85 
4.85 

5.22 
5.11 

5.02 
5.03 

5.41 
5.29 

5.38 
5.38 

5.79 
5.66 

5.60 
5.57 

1962 4.70 4.89 4.88 5.08 5.06 5.26 5.41 5.63 5.59 
1963 4.75 4.75 4.)3 4.93 5.12 5.12 5.49 5.49 5.49 
1964 4.75 4.30 4.94 4.47 5.12 4.64 5.50 4.97 5.05 

1965 4.75 3.98 4.94 4.14 5.13 4.29 5.51 4.61 4.79 
1966 6.79 5.08 6.95 5.20 7.12 5.32 7.44 5.56 5.93 
1967 6.78 4.41 6.95 4.52 7.12 4.63 7.47 4.85 5.22 
1968 7.08 4.62 7.25 4.74 7.43 4.85 7.78 5.08 5.58 
1969 7.15 4.57 7.34 4.70 7.54 4.82 7.92 5.07 5.73 

1970 7.20 4.34 7.39 4.45 7.57 4.56 7.93 4.78 5.64 
1971 7.18 4.16 7.38 4.28 7.57 4.40 7.95 4.63 5.65 



NoTEs: I. EER = Effective Exchange Rate. This is calculated for exports by taking into account the exportfigure for duties collected by total exports and so deriving the average duty 
duties and dividing the 

rate fortraditional exports. we will 
exports in each year. As for export subsidies, on non­see later in this %olume that these were given

accuracy. Hence 
in various ways and are impossible to quantify with any degree ofwe have taken three subsidy rates (a) at 5. 10 and 20 percent to arrive at subsidy-inclusive EERs. We wouldEERS up to argue that the1962 are best treated as ones not involving anN subsidy: the 1962-64 are probably best taken as involving1964-65 as involving 10 percent 5 percent subsidy;subsid%; and 1965-66 as involving 20 percent subsidy. Since the revival of subsidy after the Junedevaluation took a little time. 1966it is best acain to think of the transition throuch export subsidy rates at 5. 10 and 20 percent through the years

1966 to 1971. 
2. 1,and 1,Iare the Indian %kholesaie price index and the import-share) %seightedpartner-country wholesale price index. respectively.3. PLD-EER is obtained by deflating the EER by 1.4. PPP-EER for imports is obtained by multiplyin& the PLD-EER by 1,1. For exports,weights in exports, Asas constructed and similarly utilized. 

an alternative price index, reflecting partner-country 

5.EER for imports takes into account only the average tariff rate. computed as the dut, collected divided by total imports. It excludesthe premium on imports. This premium has been difficult to obtain sith any degree of reliability because of the enormoustransferable) import number of (non­licenses inolved: as %ke hatve discussed in Chapters 2 and 3. It may be noted here that the import premia have often beenclose to 100 percent during most of the 19 60s.SOURCI S: InternarionalFinancial S'atitics December 1969. July 1971. 1972 Supplement. January 1973,Directon of Trade. annual International Monetary Fund.issue%, 1950 -53. 1954-57. 1958-62, 1960-64. 1966-70. International Monetary Fund. Statistical Yearbook.United Nations. Basic Stati.tics Relatin, 1972,to the Indian Econonz. 1950-51. 1966-67, 1950-51 to 1968-69, 1950-51of India. Department of Statistics, Statistics and Surveys Division. Ne,% Delhi. 
to 1970-71. Government 

Explanatory Meemora,,dum of the Central Government Budget.annual issues from 1952-53 to 1973-74. Goernment of India. Ministry of Finance. New Delhi. 
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(1) Where the imports were channeled through traders, as with El 
licenses, there is little reason to doubt that the import premium fully reflected 
the scarcity value of the items. It may therefore be expected that, if the 
government had channeled these imports through its own agencies or auctioned 
them off or levied suitable tariffs, the scarcity premium would have accrued to 
it as revenue." 

(2) For the AU imports, it may again be expected that the entrepreneurs 
who obtained them would nonetheless proceed to charge for their outputs the 
prices that the market would bear. Hence, the effect of raising tariffs by the 
"implicit" premium on AU licenses, for example, would not generally have 
been to affect the price of the outputs but merely to cut into the profits that 
accrued to the entrepreneurs purely as a result of access to scarce inputs. 
However, under cost-plus pricing, this result would not follow and it could 
not be argued that there was a simple loss-of-revenue effect thanks to the 
import-control system. In view of the fact, however, that several import premia 
got seriously reduced without there being a significant rise in final prices, sub­
sequent to the devaluation of June 1966, we are inclined to argue that profit 
maximization, rather than cost-plus, seems to be a better approximation to the 
behavior of Indian firms." ' 

Distributional Impact. 

We may finally touch on two important "distributional" questions that 
have been raised in defense of the direct-allocational system of import regula­
tion used in India. 

1. It has, for example, been argued that the method of AU allocations 
such that each unit gets some share of the scarce imports ensures that employ­
ment is not eliminated in inefficient units which would, under an alternative 
(market) system, fail to bid successfully for the imports. Concerning this argu­
ment, we may quote what one of us wrote elsewhere.'' 

This argument, however, assumes that the increase in employment in 

the efficient firms which get more inputs under the [mar ket systemli is less 
than the decrease that accompanies the failure of the inefficient to get ex­
change (which may he true if the inefficient firms are labour intensive). 
It should also be rememehred that a policy that creates extra real income 
will promote greater capital formation and enployment in the longer run. 

2. The other argument is superficially more dillicult to dispute. It relates 
to the fact that regional constraints in a country such as India make it impos­
sible to leave allocations of scarce imports (and materials) to the market. 
Since value is attached by each state to production and investment in them­
selves, it is not possible to take the position that allocations should be by 
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economic criteria alone and that income transfers should be made as compen­
sation to the states that do not attract inputs or investments. In short, the 
problem of allocating resources in a federal country such as India involves 
economic solutions similar to those that would have to be provided in customs 
unions or free-trade areas among sovereign countries where constraints have 
to be provided in the shape, for example, of the distribution of manufacturing 
investments as a whole among the constituent countries. 

But if this is indeed the case, the question again is whether the "subsidiza­
tion" of the states that are likely to "lose" in a system of market-ruled alloca­
tions of AU imports should be undertaken through an import-control regime
with all the disadvantages we have discussed or whether it is not more sensible 
to achieve the politically required allocations among regions or states by direct 
subsidization policies, such as differential corporation taxes among regions, 
which would at the same time permit the import policy to be run on sounder 
lines. We have little doubt, in the light of our analysis, that this latter would 
be very much the better course. 

NOTES 

I. This chapter draws on the more detailed analysis in l3hagwati and Desai, India, 
pp. 281-334. It may be read in conjunction ,,ithPart IV for a continuous and compre­
hensive analysis of the total economic impact of India's import control methods. 

2. See Chapters 6. 7 and 9 for further discussion of export policies and perfotmiance
since the June 1966 devaluation. Chapter 14 deals %%ith the economic implications of an 
improved export petformancc (made possible by a change in India's QR-regimen) within 
the framess ork of a mutlti-secCtr. nt Ii-peiiod plning model. 

3. For evidence see iIteR p'(iti of it 11 ernittttonl PerpI ive Planting Team on 
Small Ilndustrics (1963) and the RTort of tl Raj ('otmmitt ot Control (1963).t 'iel 
While their crti cal obslcrvalions inainl,, concerned the distribution of scarce domestic 
materials, there isno ieatson It0c\pcCt Itat the allocation of impo t licenses by state 
directorates "was at itoressienlttic or informed. 

4. For a discussion of the discriininittion ;aitist the sniall-soade sector that is in­
trinsic to tle opc tion of the iinpotl contiol ncchai,n. see lihiagati and Desai. Itdia, 
pp.281-311. 

5.H.R. lla/ai, " hIe lmpot ineitnitv of Consttnplion in India." lndiat
Economic
 
Review, Oclober 1967. 

6.We ere tnabl e to scccsftilly use the partner-countrv-data comparison tech­
nique to detect faked invoicing of imports or Cepolts. For a discussion of this technique
and the problems in tising it. see the contributions 1w ltinagsati. Richter and Morgen­
stern in J. Ilhap%%ati, ed.. Illegal 7rtt. mtfciotn and Intemrttutiotal Trade: Th,'ory and 
Mcastoenient (Ansterda : Nortlh-lolland Publisiing Co., 1974).

7. Note. however, that a declining ratio of inventories to output with reduced foreign 
exchange tunder the QR-regime doei not nec.s.ariv contridict the hypothesis that such 
reduction under the QR-regime leads to a higher ratio than such reduction without a 
QR-regime. 
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8. It is arguable, of course, that coordination procedures may have led to more 
delays; but we doubt this and rather think that sequential clearances are likely to have 
been more dilatory. 

9. Indeed, this is %%hat it sonetimcs, but all too infrequently, tried to do when it 
transferred the import trade in certain high-premium commodities to the State Trading 
Corporation, as with caustic soda. Hoever, even with STC imports, frequently the STC 
did not charge the buyers full premium 

10. Of course, the post-levalation situation "as also characterized by a significant 
increase in availability of impolts for AU licensing, thanks to foreign aid, and soon 
thereafter large-scale recessionary tendencies also reduced the demand for imports. How­
ever. the immediate import effect in the three months after the devaluation was not 
affected by these complications and does seen to support the conclusion in the text. 

II. J. Bhagwati, "Indian Balance of Payments Policy and Exchange Auctions," 
Oxford Economic Papers (February 1962). 



Chapter3 

Export Policyand Performance, 
1951-66 

The preceding analysis of import control may now be complemented by
the analysis of export policy, to fill out the total picture of tile anatomy of the 
trade and exchange rate regime in India.' Our analysis will embrace tire period 
1951-66 although our main focus will he on the sub-period 1956-66. From 
the viewpoint of the anatoiy of export policy, it is useful to think of this sub­
period as divided into PhLsC 1: 1956-62, and Phase 1i: 1962-66. The former 
period is characterized by an essentially passive export policy; the latter by a 
growing attempt at export subsidization to offset the effects of the overvalua­
tion of the exchange rate. 

We shall begin with a brief analysis of export performance during Phase 1, 
but extend the period back to Phase IV. 1951- 56, so as to draw on earlier 
work by Manmohan Singhi."'[ ihen, in considering Phase Ii, we shall draw on 
the work of Blhagkati and Desai and throw into sharp relief tlie criteria of 
export subsidization and the economic cliciency thereof. This period repre­
sents an ideal research area for t derstanding the anatory of export subsidi­
zation in the context of an overvalued parity. The reader may further be re­
minded that in the present volume we extend the analysis of export policies and 
performance to the post-1966 period in chapters 6, 7 and 9 in Part 1II, while 
also examining the economic implications of improved export performance in 
the framework of a computable planning model in Chapter 14 in Part IV. 

53 
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EXPORT POLICY AND PERFORMANCE 
DURING THE 1950s: PHASES IV AND I 

The onset of the OR-regime and Phase 1, during the Second Plan virtually 
from its first year 1956-57, is now known to have been accompanied by a 
significant deterioration in India's export performance. During the First Plan, 
in Phase IV, he value of Indian exports had collapsed from its Korean War 
peak in 1951 and had stagnated; and this stagnation continued until 1961, 
implying a falling Indian share in world exports and a falling ratio of exports 
to GNP. 

This picture is only filled out, rather than substantially altered, if we 
examine the behavior of export volumes and prices separately over the period. 
Table 3-1 contains these estimates. These indicate strongly that the First Plan 
period (Phase IV), while it showed on the average an improvement over the 
previous three years' average export prCorrmncc, largely achieved this 
thanks to the large price gain during the two Korean War boon) years, 1951 
and 1952. On the other Iand, there is a continuous though mild improvecmnt 
in the average export volume since 1952, which is masked in the value figures 
because of the post-Korcan War decline in prices. As against this, the Second 
Plan period (Phase I ) shows stagnation in both average prices and Volume. 
For tile decade as a wkhole, leaving ou.t the Korean War boon, tie stagnation 
in both average price and volune is quite striking. :' 

The picture that emerges from the aggregate behavior of export values, 
volumes, and prices is reflected in the performance of individual commodities. 
Table 3-2 shows the breakdown of Indian exports by principal commioditics 
through this dccade. Table 3 3, containing estimates of the lincar regression 
equation x-- a !ht (with x as the export val ti and i as time ) fitted to tile 
data on Cach iten for 1952-53 through to 196(0-0 1, shows thll, except for 
cashew kernels, iron orc and coflee, there is no upward trend of statistical sig­
nificance to be found in the export performance of any of the commodities. 

Further, if we examnine the principal export commodities, many of them 
exhibit not merely a dismal rate of growth of carnings; they are also charac­
terized by a falling share in the orld narket. We note here that, in five major 
export itcls adding ip to over 50 perccnt of' htoal export carnings jute nanu­
factures, tea, colton textiles, vCgct.hblc oilseeds and oils and unnmanufacturcd 
tobacco-there was a discernible, and at tiles considcrable, reduction in 
India's share in world trade. 

The detailed analysis, by commodilics, of India's faltcring export pvr­
formance through the 1950s by Maninolll Singh has led llbagwati and Desai 
to conclude that, except for a few items such as iron ore, this decade's stagna­
tion of export earnings is to be largely attributed to domestic policies which 
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TABLE 3-I
 
Export Earnings, Volume and Price Indices, 1948-66
 

Value of Export Value Esport Price Export Volume 
Indian Exports Index Index Index 

Calendar (U.S. S Millions) (1958 I00) 1958 100) 100)1958 -

Year ( I (2) (3 (4) 
1948 1363 112 
 90 124
 
1949 1309 107 
 90 119
 
1950 I146 
 94 98 97
 
1951 1611 132 143 96
 
1952 1295 106 
 117 89
 

1953 1116 91 100 92
 
1954 1182 97 
 102 94
 
1955 1276 104 
 100 105
 
1956 1300 106 
 101 101
 
1957 1379 
 113 101 110
 

1958 1221 100 
 100 100
 
1959 1308 107 
 100 107
 
1960 1331 109 109 
 101
 
1961 1387 114 
 III 105
 
1962 1403 s15 106 112
 

1963 1631 134 106 126
 
1964 1749 143 
 106 134
 
1965 1686 
 138 112 124
 
1966 1606 132 III 
 119
 

So'Rcti: Inte'rnarional Iinancil ShAtitfiC, Supplenient to 1966-67 issues. March 
1968. International Monetary Fund. 

frequently led to falling shares in India's traditional exports and an inadequate
cxpansion of new exports (in the absence of any export promotion on that 
front). Ibis analysis is also suppoitecd broadly by our age'regative repression
analysis in Chapter 14 which tiderlines the role oif doies!ic production and 
availability (and hence of the price paid to producers which is a flnctiol of 
the eflective exchange rate on exports) in explaining th. exports of important,
traditional items such as tea and ritc textiles, and tie prtdkable role of tlw 1966 
devaluation in explaining the improved performance oif the new, non-tradi­
tional exports. 

lbhagwati and I)esai have made a noticonal calculation of the loss of ex­
port carnings that followed from the failure to maintain export shares. As­



TABLE 3-2
 

India's Export Earnings from Principal Commodities. 1951-52 to 1960-61
 

- (Rs. rilions) 

1950-57 1958-59 1959-60 1960-61
i951-52 1952-53 1953-54 1954-55 1955-56 1957-58 

5,531.9 6,299.0 6,329.45,884.7 6.038.5 6.130.3 5,845.2
1. Totalexports 7,288.9 5.723.0 5,261.6 

Commodity composition 
1,090.0 1,317.21.182.5 1,188.1 1,109.2 1,011.5

2. Jute nanufactures 2,697.3 1,289.2 1,137.6 1,237.8 
1,235.9

939.4 808.6 1,021.6 1,477.4 1,091.4 1,451.4 1,136.5 1,296.9 1,290.9
3. Tea 

454.8 576.5629.6 584.7 641.5
4. Cotton fabric% 521.5 620.6 636.4 633.1 566.3 

63.7 85.4155.9 105.9 148.1 
5. Vecetable oils 236.1 255.4 48.9 200.2 343.5 

118.6 96.5 145.9 170.3 
6. Iron ore 10.0 37.0 58.2 42.1 62.7 93.1 

107.2 297.0 136.4 119.9 140.6 
7. Manganese ore 156.9 217.6 242.7 129.2 258.1 

95.8 100.4 101.5 
8. Mica 132.1 90.1 79.9 67.2 83.7 87.7 86.6 

9. Unmanufactured 
124.8 146.8 135.3 146.1117.6 106.5 146.3tobacco 161.4 130.3 110.2 

63.3 72.2 
10. Coffee 5.5 13.9 14.6 76.4 14.9 66.9 67.3 78.9 

145.3 158.5 160.5 189.1
If. Cashe.w kernels 90.5 129.S 109.9 107.0 129.2 151.6 

209.2 304.5 248.5225.2 209.7 188.6
12. Manufactured leather 250.2 201.1 249.7 205.8 

80.1 144.6 166.493.1 78.0 80.1
13. Spices 291.7 205.9 162.0 104.3 

14. Coir yarn and 
82.8 82.1 88.6 90.0

inanufactures 102.8 71.6 81.5 84.5 89.4 96.9 

193.3 94.0 101.9 296.9 134.6 90.8 166.2 100.6 70.0 
15. RaN" cotton 136.7 
16. Lac 148.7 74.4 67.6 105.5 117.1 94.6 68.5 57.0 62.9 63.2 

58.7 86.1 97.3 104.0 110.8 96.6 122.1 77.2 
17. Raw wool 49.0 84.1 

4.776.1 4.606.9 4,918.7 4,445.9 4,210.4 4,719.1 4,750.1
18. Subtotal (2-17) 5.929.S 4,422.9 4,173.5 

NoTt: Statistic%relate to Indian fical %earsbeginning 1 April. 

SOURCE: Statistics published by the Director-General of Commercial Intelligence and Statistics. Calcutta. Reproduced from Bhagwati and 

Desai. India.p. 372. 
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TABLE 3-3
 
Linear Regression Equations for Export Volume and Price
 

Indices and Selected Export Farnlngs, 1948-61
 

Estimnvted Coefficients and 
Their Standard Errors 

Item Regressed on Tinic Constant Regression
 
(Equation: x -* Period Term (a)
a-a ht) 	 Unit ('ocllicient (b) 

(I) 	 (2) (3) (4) (5) 

i. Value of Indian exports 1948-61 Rs. millions 1,289.11 1.80* 
(78.33) (9.87) 

2. Value of Indian exports 1951-61 Rs. millions 1,319.98 -- 1.62* 
(87.94) (12.97) 

3. Value of Indian exports 1953-61 Rs. millions 1,149.39 25.83 
(45.10) (8.01) 

4. Export price index 1948-61 1958 = 100 119.42 -1.54* 
(7.63) (0.96) 

5. Export price index 1951-61 1958 = 100 118.27 -1.77* 
(7.95) (1.17) 

6. Export price index 1953-61 1958 = 100 97.33 1.07 
(2.39) (0.42) 

7. Export volune index 1948-61 1958 100 88.58 1,44 
(3.11) (0.39) 

8. Export volune index 1951-61 1958 100 91.61 1.41 
(3.56) (0.52) 

9. Export volume index 1953-61 1958 100 98.89 1.02* 
(4.30) (0.76) 

10. Jute manufactures 1952-61 Rs. millions 1,220.07 --9.28* 
(73.65) (13.09) 

11. Tea 	 1952-61 Rs. millions 1,017.74 36.69* 
(145.08) (25.78) 

12. Cotton fabrics 1952-61 R%. muillions 635.33 -8.32* 
(42.48) (7.55) 

13. Vegetable oils 1952-61 Rs. millions 230.75 - 14.88* 
(67.95) (12.08) 

14. Iron ore 	 1952-61 Rs. millions I1.51 16.02 
(11.93) (2.12) 

15. Manganese ore 1952-61 Rs. millions 222.54 -7.87* 
(52.29) (9.29) 

16. Mica 	 1952-61 Rs. millions 74.17 2.79 
(5.85) (1.04) 

17. 	 Unmanufactured 
tobacco 1952-61 Rs. millions 109,60 3.94 

(8.78) (1.56) 

(continued) 
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TABLE 3-3 (concluded) 

Estimated Coefficients and 
Their Standard Errors 

Item Regressed on Time 	 Constant Regression
(Equation: x = a + bt) Period Unit Term (a) Coellicient (b) 

(I) 	 (2) (3) (4) (5) 

18. Coffee 	 1952-61 Rs. millions 15.65 7.28 
(15.91) (2.83) 

19. Cashew kernels 1952-61 Rs. millions 99.46 8.57 
(9.08) (1.61)
 

20. Manufactured leather 1952-61 Rs. millions 201.62 5.06*
 
(25.56) (4.54) 

21. Spices 	 1952-61 Rs. millions 146.47 -4.53* 
(35.23) (6.26) 

22. 	 Coir yarn and
 
manufactures 1952-61 Rs. millions 78.31 
 1.39*
 

(4.65) (0.83)
23. Raw cotton 1952-61 Rs. millions 184.61 -9.18* 

(51.77) (9.20)
24. Lac 	 1952-61 Rs. millions 96.02 -3.41 * 

(14.92) (2.65) 
25. Raw wool 76.56 3.28* 

(12.94) (2.30)
26. Subtotal (10-25) 1952-61 Rs. millions 4,420.41 27.55* 

193.55) (34.39) 

NoT.: Values of the regression coefficient marked with an asterisk are not significant 
at the 5 percent level of significance. 

SOURCE: Rows 1-9 calculated from Trable 1-1; ross 10-26 calcultled from Table 
3-2. Reproduced from 13hagwati and Desai. India, p. 373. 

suming the 1948-50 shares for the major commodities-jute manufactures, 
tea, cotton textiles, groundnuts, linseed oils and oilseeds and tobacco-and 
assuming that unit values and world volumcs would not have changed from the 
observed levels each year, they have worked out the hypothetical earnings that 
would have accrued to India. They treat these as somewhat optimistic esti­
mates, as it is probable that attempts by India at maintaining her share (in
jute and tca, in particular) would, in many cases, have tended to depress the 
unit values.' 

Their resulting estimates are reproduced in Table 3-4. '1hey are quite 
striking. The overall improvement in feasible export earnings, over the ten 
years 1951-60, comes for these live commodities to around 16.5 percent of 
the actual performance. If we add to the estimated improvement of Rs.5,740 
million a rough estimate of the potential improvement in three other items­

http:4,420.41
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coffee, manganese ore and leather-we get close to an overall figure of about 
Rs.6,200 million.' 

In Chapter 14, we shall examine how far policies resulting in such an 
improved export performance might have helped improve also India's economic 
performance. Immediately, however, we proceed to analyze the salient features 
of the export promotion efforts mounted during 1962-66, the period which 
constituted Phase 11. 

EXPORT POLICY AND PERFORMANCE FROM 
1962 TO 1966: PHASE II 

The policy of neglect of the export sector was rationalized later as "export 
pessimism." It characterized Phase I during the Second Five-Year Plan and 
was to give way during the Third Five-Year Plan to an escalating policy of 
export subsidization. By 1966, the subsidies embraced a large fraction of 
India's exports and included substantial rates; the period 1962-66 was thus 
clearly Phase 11. The total export performance during this period improved in 
consequence of these subsidies and as a result of an expansion of trade with 
the socialist bloc (Table 3-5). 

The success of the subsidies incountervailing the effects of the overvalued 
exchange rate and promoting exports was obvious in relation to the emerging 
exports of new manufactures and did much to counter the export pessimism 
which partly underlay the Second Plan but was also largely the product of that 
Plan's poor export performance. 

But, while the subsidization reduced the average degree of ovcrvaluation, 
one of its remarkable features was that it was as selective, chaotic and cost­
unconscious as the process of autonatic protection for import substitution. 
Thus, the subsidization was relatively energetic; but it was not ellicient in ilhe 
neoclassical sense and, as nany instances of val c-subtract ion (at international 
prices) strongly underlined, wa,,teful in consequence. 

In this section, therefore, we describe brielly the mct hods of export subsi­
dization and analyze their clticicncy imiplications. In particular, our discussion 
will indicate why the June 1966 devaluation was announced: essentially to 
enable the government to sweep away the chactic and inefficient pattern of 
subsidization and replace it with the uniform and stable export incentive 
implied by the devaluation. 

Policies of Export Subsidization. 

Export subsidization policies took essentially two major forms: (I) 
fiscal measures, and (2) import entitlement schemes (which entitled exporters 
to premium-carrying import licenses). In addition to :hese measures, which 



iABLE 3-4 

Estimation of Expansion of Export Sales IfVolume Shares Were Maintained at 1948-50 Levels 

1951-60 
Commodity 1951 1952 1953 1954 1955 1956 1957 1958 1959 1960 Total 

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) 

(A) lute manufactures 
A. 1: Hypothetical in­

cremental export 
earnines (in Rs. 
milljns) 3-13.06 154.66 170.00 147.75 172.29 207.85 202.03 24.78 329.50 408.74 2,358.66 

A.2: A.I as aper­
centage of actual 
export carnings 13.44 9.47 15.36 12.17 13.92 18.47 17.58 23.58 29.75 32.55 

(B)Tea 
i.1: Hypothetical in­

cremental export 
earnin-s (in Rs. 
millions) 58.53 62.29 0.40 275.49 265.21 47.43 192.47 138.68 167.22 290.12 1,497.84 

B.2: B.1 asa per­
ccntage of a .tual 
export earnings 6-23 7.70 0.03 18.64 24.29 3.26 16.93 10.69 12.95 23.47 

(C) Cotton textiles 
C. i: Hypothetical in­

cremental export 
earnings (inRs. 
million ) 76.11 86.31 26.05 Negative Negative 37.08 Negative 42-05 Negative 254.12 521.72 

C.2: C. I as a per­
centage of actual 
export earnings 8.06 11.64 4.08 5.95 7.29 3684 

(D) U7nmanufactured tobacco 
D.: Hypothetical in­

cremental export 
earninz; (inRs. 
mill;onsI Negative Negative Negative 41.66 38.39 21.35 65.53 8-78 47-39 51-36 274.46 

D2"D.i as aper­
centace of actual 
export earnings 35.42 36.04 17.10 44.79 5.97 35.02 35.15 



(E) Groundnuts and oil 
E. 1: Hypothetical in­

cremental export
 
earnings (in Rs.

millions) Negative Negative 40.07 164.60 Negative 70.57 153.50 139.89 59.87 94.85 722.35

E.2: Hypothetical in­
cremental export
 
volume as a per­
centage of actual 
export volume 228.08 152-12 10 163.93 10,762.50 445.00 32.39 438.13(F) Linseed and oil 

F.1:Hypothetical in­
cremental export
 
earnings (in Rs.

millions) 26-4 Negative 16.96 179.76 Negative Negative 57.58 17.02 26.98 39.62 364.86

F.2: Hypothetical in­
cremental export
 
volume as a per­
centage of actual
 
export volume 66.40 257.89 1,700.00 
 208.39 54.30 102.62 437.68

Total of Total hypotheti-
A-F cal incremental 

export earnings
(in Rs. millions) 484.64 303.26 253.48 809.26 475.89 384.28 671.11 588.20 630.96 1,138.81 5,739.89
Total hypotheti­
cal incremental
 
export earnings
 
(in Rs. mil Ions)
 
as a percentage
 
of total actual
 
export earnings
 
from these
 
commodities 10.65 9.76 8.56 22.06 14.47 10.82 21.76 19.77 18.78 31.21 16.45

SOtRCI: Calculted on the basis of average volume shares in 1948-50. from pp. 15, 38. 57. 74.The hspothetical incremental export earnings 
75. 99. 101. and 130. of M. Singh, op. cit.for jute manufactures, tea. cotton textiles, and unmanufactured tobacco are derived by firstmultipling the 19-1-50 volume shires bv the 'olume of xuorld trade and then multiplying the result by the unit price of exports i.e., Indianexport earnin,, divided by Indian export volume. For groundnut and linseed oil. the hypothetical incremental export rolume is first derivedon the basis of 1948-50 shalres: the hspothetical incremental export earnings are then derived b% multiplving this incremental volume with theunit price of all oil and oil,,eed exports. -he export value fisures of tea. unmanufactured tobacco, groundnut and oil. and linseed and oil areon a financial year basis. Reproduced from Bhagv, ati and Desai. India. p- 192. 
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TABLE 3-5
 
Exports by Major Destinations, 1956-57 to 1960-61 and 1961-62 to 1965-66
 

(Rs. millions)
 

Average % Change 
on Second % of 

Second Third Plan Total 
Destination Plan Plan Change Total Change 

Socialist countries 357 1,133 +776 217.37 49.11 

W. Europe 
(E.E.C. therein) 
(E.F.T.A. therein) 

2,323 
(467) 

(1,759) 

2,383 
(574) 

(1,702) 

+60 
(+108) 
(-57) 

2.58 3.79 

Asia and Oceania 
(Japan therein) 

1,597 
(303) 

1,900 
(554) 

+304 
(+250) 

19.04 19.25 

Africa 
(U.A.R. therein) 

475 
(109) 

522 
(160) 

+47 
(+51) 

9.89 2.95 

Americas 1,286 1,679 +393 30.60 24.90 
(United States 

therein) 
Total 

(928)
6.037 

(1,311)
7.617 

(+384)
1,580 26.17 100.00 

SOURCE: Basic Stati.tical Altcria/ Relating to Foreign irade, Production and Prices,Volume XllI-Part 11, (overnment of India, 1967. Reproduced from Bhagwati and 
Desai. India. p. 397, . ilh minor correcl:ons and expiession of percentages to tss(o decimal 
places. 

improved the direct profitability of export sales, there were also some promo­
tional activities, in the forin, for example, of budgetary appropriations for 
market development, which indirectly raised the profitability of foreign sales 
to domestic producers and traders. 

FiSCAL. MtASURES 
Among the fiscal measures which the export drive was based on were:

(1) exemptions from sales taxes on final sales and refunds of indirect taxes, 
domestic and custotms, on inputs; (2) direct tax concessions; (3) outright
subsidies; and (4) rail freight concessions. 

1. Exemptions and refunds from indirect taxes (sales, customs and 
excise) were generally made available to Indian exporters, although their 
incidence was not always as intended owing to dilatory procedures and ineffi­
ciencies. These exemptions, refunds and rebates applied to both imported 
components and to exported outputs. 
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Drawbacks of import duties were introduced for raw materials used in
exported finished articles (including art silk fabrics, cars, dry radio batteries,electric fans and cigarettes) in 1954. Rebates of excise duty were announced
in 1956, with immediate applicability to the materialsraw used in exported
ready-made apparel, tents, and sugar products and to direct exports of cottonand silk fabrics produced on powerlooms. The scope of both these measures was considerably enlarged during the 1960s, though several inefficiencies ofprocedure and insuflicient accessibility to the drawbacks and rebatcs persisted
through the ensuing years. The exemptions from sales taxes raised even more 
difficulties in practice. 

While no breakdown of the refunds, rebates, and drawbacks actuallyearned on different export items is available, it is estimated that the refund of
excise duties in 1963-64 was around Rs. 58 million.

2. More important were the direct tax concessions, which had been madein three successive budgets. The first, and soncwhat hesitant, step was taken
with the 1962 budget which gave a non-discriminatory tax concession toexporters. Apart from its non-sclectivity, the subsidy was characterized by itsbeing calculated on profits from exports (with the tax rate being fixed thereon 
at 45 percent instead of the standard 50 percent).

The 1963 budget added a different kind of tax incentive. It was both
selective and related, not to profits, but directly to the f.o.b. value of exports­
at 2 percent thereof.
 

The 1965 budget took the 
 further striking step of giving selective con­cessions, described as tax credits, at diflerent rates to different industries. The 
rates went up to as far as 15 percent and were extended to a larger number ofindustries. Yet, in relation to the import entitlement schemes which are dis­cussed below, the incentives were relatively small and confined 
 to a small
 
range of exports.


3. In addition to the tax concessions granted through the budget, whichtherefore must be classitied as subsidy equivalents, there were two other majorforms of subsidization in file system: (a) open, cash subsidy by budgetary
appropriation for sugar; and (b) disguised cash subsidy, in the shape of lossesincurred by the SIC on exports of certain coninioditics, which were "financcd" 
by profits on other (essentially import ) trade. 

4. With respect to rail freight concessions, as early as 1960 the Ministryof Railways had agreed to grant reductions in freight rates to selected com­
modities for transportation between specilied ldestinations. The commodities
covered ranged from imotor vehicle bartries and oil prcssure laips to textilemachinery and bicycles: they were essentially non-agriculture-based nianufac­
tures whose exports were a recent phicnolnenon.

An examinaton of the eligible routes and corresponding concessions
indicates that the intention was to offset the transport cost "disadvantage" to 
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exporters, even sometimes to the point of providing progressively concessional 
rates as distance increased (as with manganese ore)! As the export drive
intensified, this aspect of rail freight concessions was to have more appeal for
the authorities in charge of export promotion, despite its obvious contradiction
of economic logic. The notion that transport costs may reflect real costs to the 
economy and the fact that, if anything, the "shadow" freight rates were almost
certainly higher than those charged on a non-concessional basis, seem to have
conzerned none of the authorities in charge of the export drive.

In addition to these direct fiscal measures, involving explicit or implicit
subsidization of exports, at budgetary expense, there were also (a) budgetary
grants for promotional activities, such as the Market Development Fund,
under which the activities of the numerous Export Promotion Councils were
financed along with research exhibitions and market surveys geared to export
expansion, and (b) special allocations of scarce items at controlled prices,
including priority access to rail space and allocations of domestic materials,
such as iron and steel, which constituted effective subsidization insofar as these
facilities and materials, if purchased at (black) market prices, would have 
been otherwise more expensive. 

IMPORT ENItrLiMENT SCHI:MES 
While the export promotion measures deployed by the Indian Govern­

ment had, therefore, numerous aspects (including outright subsidies and tax
concessions), the principal instrument of export promotion soon became the
import entitlement schemes, under which eligible exporters received import
licenses, fetching high import prenia, pro rala to the value of exports effected.
By early 1965 the import entitlement schemes alrcady had a very considerable 
coverage. 

The rates of import entih'fments. Even a cursory examination of the 
rates schedules for import entitlements under the export promotion schemes
(as, for example, for engineering and chemicals) shows that wide variations 
existed in these rates for diflerent products. When the criterion used for fixing
these rates was sought, governmental declarations seemed to yield definitive 
answers. Take, for example, a typical statement: 

The most important feature of these scheine is that a specified per­
centage of the f.o.h, value of exports is allossed to he used for importing
raw materials and components required inthe prod iction of the export
products or a group of allied products. 'The import entitlement is generally
determined on the basis of twice the import content subject to a maximum 
of 75 per cent of the f.o.b, value of exports. 

Two central principles scemed to emerge front these and other declara­
tions: ( I ) the import entitlement would not exceed 75 percent of f.o.b, export 
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value; and (2) the import entitlement would, subject to the preceding con­
straint, equal only twice the value of import content. 

As it turned out, however, neither of these principles appears to have 
been taken seriously since the intensification of the export drive began during
1963. Why were they so clearly flouted? It appears as though the authorities 
initially thought that some uniform incentive should be provided and this 
uniformity was thought to be present in the rule of twice-the-import-content 
on the ground that each exporter could thus earn one extra iniport-content to 
produce one more unit for domestic sale. Of course, Ihis does not at all mean 
a uniform ad valorem incentive to export for all commodities covered by such 
a scheme; but that does not appear to have been appreciated. At the same 
time, the ceiling of 75 percent of f.o.b. value appears to have been imposed
for any or all of the following reasons: (I) the schemes supposed towere 
yield net foreign exchange for non-exporting indu:tries and hence entitlements 
in excess of 100 percent seemed ruled out; (2) an excessive entitlement might 
encourage over-invoicing of exports; and perhaps (3) larger entitlements 
would result in "throw-away" exports.

Thegencral flouting of the 75 percent ceiling and the twice-the-import­
content rule appears to have been a rellection of the shift in practice to the 
notion that the value of exports must gencraly he maiximized and that uni­
formity of the kilid implicit in tile twice-t hc-import-content rule, as well as 
any ceiling on the entitlements, must not he taken so seriously as impedeto 
the export drive. Ihcse attitudes were evident also in the growing number of 
concessions granted for rail transport and the accelerating clamor even for 
(economically) perverse rules under which the concc,,sional rates would be 
linked directly with the distance over which tie goods must be carried. We 
shall revert to this point later, %henwe eva nte the econoniic ellects of the 
entitlement schemes. 

Permissible il ports. Unlike some exchange retention schemes, the 
import entitlement schemes did not permit free use of the cnt itlcients. Invari­
ably, a list of authorized imports was issued. An analysis of these lists and 
accompanying otlicial declarations shows severa fealuircs. 

1. The imports allowed were claimed to lie direct inputs into tile indus­
tries covered by tile exports ptolmitiun schene in tItcstim,. 'Ihi, was generally 
correct; but Iherc werc impoitint qualifications:

(a) Sirice dillcrcnt indList ries iicre frequently grouped together into a 
single scheme, tle directness (if ile importable inpuls, is far as any orle ,ndus­
try was concerned, could not e considered to he really maintained by the 
scheme. 

(h) Similarly, froni the viewpoint of the exporting manufacturer, if he 
was a multi-product manufacturer and tile dillerent products had interchange­
able materials, the directness of the imported inputs intoilhe exported product 
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surely did not rule out in practice their use for manufacture of the other 
unexported products within the same firm. 

(c) Moreover, as many materials (especially chemicals) go into a large 
range of industries, thus straddling different export promotion schemes, and 
as the legal transferability of entitlements frequently occurred via traders, it is 
only natural that illegal, inter-scheme transfers also occurred from time to time. 

(d) Finally, the "directness" principle was openly flouted eventually by 
the introduction of the special dryfruits scheme under which ad hoc licenses 
were given to exporters of diverse items (including chemicals and engineering 
products) to import high-premiun-yielding dryfruit. rhis schelne amounted 
of course to nothing but an indirect method of cash subsidization and no 
pretense could be made of dryfruit being a direct input into the exported items. 

2. There were, further, occasional changes of items in permissible imports 
of materials and components. There appears to have been a conflict between 
the interests of the exporters and those of the domestic producers of materials 
competing with imports. Exporters sought to include high-preinia materials, 
whereas domestic producers of these materials opposed this because inclusion 
in the permissible imports list would reduce their profits. In a sheltered market 
these conflicts assumed economic significance, and the occasional shifts in 
items on the import list seem,d often to reflect the relative bargaining positions 
of the pressure groups involved rather than significant changes in objective 
economic conditions. 

3. In the beginning, the use of entitlements was further restricted to the 
import of materials, spares and components, while the import of capital goods 
for replacing or extending capacity was excluded. This restriction was probably 
prompted by a desire not to disrupt Capital Goods (Import) Control (CGC), 
although of course there was no reason why permission to import equipment 
could not be allowed, subject to prior approval by CGC. Yet another reason 
may have been that the influential policy-makers really regarded the entitle­
ment schemes as more or less breaking the bottlenecks to exports arising from 
inability to use current capacity because of scarcity of imported materials and 
did not fully appreciate the subsidy aspect of the schemes or the possibility 
that expansion of capacity in the export industries itself might be desirable from 
the viewpoint of export promotion. These restrictions, however, were gradually 
reduced and, in some cases, altogether eliminated, so that it became customary 
eventually to have large proportions of the entitlement specified as expendable 
on imports of equipment. 

Trans'ferabiliv of import entitlements. While import entitlements had 
earlier been subjccted to extremely stringent restrictions concerning transfera­
bility and sale, they eventually became more readily saleable although several 
restrictions continued. Several variants of transferability were employed in the 
different schemes. 
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A typical formula, widely used, permitted the entitlement to be trans­
ferred by the exporter, who might be a trader or a manufacturer-exporter, to 
othei manufacturers covered by the saine entitlement sche,n. Among other 
variants the transferability of the engineering scheme, for example, was 
restricted within each of three groups: ( I ) general engineering and electrical 
manufactures; (2) machinery and transport equipment; and (3) non-ferrous 
semis, alloys and fully processed manufactures. In fish products, handicrafts, 
processed goods, leather and leather manufactures, silk fabrics and ready­
made silk garments, again the transferability of imports was conlined to other 
exporters within the scheme and does not appear to have been extended to all 
manufacturers. For dyes and chemicals entitlements in art silk exports, on the 
other hand, transferability extended even to units in cotton and woolell textiles. 

Premium oi entith'ments. T[hus import entitlements were generally 
transferable within a schene and could earn whatever premium cleared the 
market at any point of time. Occasionally, indeed not infrequently, ceilings 
were imposed on the chargeable premium. 

In the bulk of the cntitleImients issued], the eflective subsidization to any 
exporter depended ol tile pre mium on the entitlements (in addition, of course, 
to the entitlement rate itself)." In practice, the segmentation of the different 
entitlement markets ecant that the level of the preinium varied from com­
modity to commodity. lcisiS, tile preinum varied over tine. withinl each 
market. The factors which must have determined tlie premium included the 
restrictiveness of the permissible imports list, the entitlement rate, the leakage 
into prohiibited sales ;nd expectations about the current and future inflow of 
entitlements into the niirket.111 

Changes and variab ii in the, export incetti'eo/ler'd I?v ti/ entilh'ents 
Whemes. So far we have considered the questions of the fixation of entitle­
ment rates, the transfcrability of the entitlements and the prenmiuiu on entitle­
menits. From this, it is easy to infer the cffcCtivc subsidy which was available, 
at a single point of timie, on cxport sales to ;in atomistic exporter. But the 
question renmains ,licthier thi,, export incentive ICndcd to be variable, wi1n the 
effective subsidy on expoirts changimig fron lillic to time. 

There is little doubt that the epoirt i icent ise, \scrc variable under the 
enlillenient scli es lthoulgh it is dillictult to quantify this variability accu­
rately in ,iew of the piaucity of reliable infoinrmation for many schemes. Ther: 
were three major r asons s'by such variabilitv atose: 

1. changes in the Cor'ewgeof' tile schlics 
(a) products wcre included and/or excluded fron period to period; 
and 
(b) exports to certain areas were excluded and/or their entitlements 
were changed f.omn time to time; 
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2. changes in entitlement for given products, arising from changes in 
formula used or revised notions about the incentives, from time to time; 
and 
3. changes in the premium on the entitlements, arising from: 

(a) revisions in rules governing the transferability of entitlements; or 
(b) changes in the coverage of the items for whose import the entitle­
ments could be used; or 
(c) inevitable, periodic shifts in the premium which entitlement li­
censes (with given coverage and transferability) enjoyed in the 
market; or any combination of all of these factors. 

In conclusion, the Indian export promotion policies were based essentially 
on the entitlement schemes which applied by 1965-66, in significant degree, 
to nearly 60 percent of Indian export earnings, although the magnitude of 
export subsidization they involved was unforesecably discriminatory in in­
cidcnce among the different items.'' 

Economic Effects of Import Entitlement Schemes. 

We now turn to an analysis of the main economic features and con­
sequences of these import entitlement schemes, which (as noted) constituted 
the bulk of India's export subsidization effort until the June 1966 devaluation. 
To begin with, in contrast to the simple exchange retention schemes of coun­
tries such as Pakistan. the Indian sclieies had the following, almost unique 
features: 

1. the number of entitlement rates was very large and subject to occa­
sional change; 

2. by and large, the entitlement rates were below I100 percent of export 
value; 

3. the market for the (transferable) entitlements was segmented by 
export promotion scheeni,; 

4. the premium on entitlements showed fluctuations, in the different, 
segmented market,,; 

5. the list of pcrinissible imports excluded consumer goods; 
6. the %.alucof exports coecrcd by the scheme, on the most liberal in­

terprelation vshich would include tca and coffee exports, ainollOIltcd to around 
80 percent of tie total Indian exports and to around 60 perccot on more 
rcstricted as umiptions; and 

7. the value of imports coming under entitlements was throughout less 
than 5 percent of tile total value of imports (including aid-linanced imports),

The import cntitlement schemes, set in tie framework of an overvalued 
exchange rate, were undoubtedly a useful improsement (n a situation where 
otherwise exports were being seriously discriminated against. But Oie essential 
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question is whether these were an efficient way of countering the effect of 
the overvaluation of the exchange rate on exports. The analysis that follows 
in this chapter is addressed to this question and seeks to establish the in­
efficiency of such schemes. 

As the Indian import entitlement schemes were characterized by consider­
able segmentation, differential rates and non-transferability resulting in dif­
ferential premia, wc shall analyze the efliciency of these scherires (I) on the 
hypothetical assumption that these markets and rates were unified and (2) 
on the more realistic assumption that the markets and rates Were differentiated. 
We will, in fact, be arguing that these schemes were basically an inefficient 
way of simulating the working of a flexiblc exchange rate s-stem; and that 
these inlfliciencies wre compounded b the dilferential nature of the effec­
tive subsidization granted tuder the Indian regime. 

,
SullSI)Y \sl'IA'lS Pll SL 

Among he several, significant effects of the Indian import entitlement 
schemes, omitting (as we have noted) the aspect of differential rates and se­
lectivity in gencra, We shall note the follliming main feturcs: over-invoicing 
of exports; rccm effect; self-lirimitir, cxpo)rt plomiotioi; iistabili\ of the in­
centive offered; utilization of foreign exchange allocations exlicitlv for creating 
incentives; and velfalie clects. 

Over-invoicigof t.portx. Insofar ats the import cnltitlelncnt schemes con­
stituted subsidy nlcasircs. they gax c rise to an incenti\c, (£etivi palibs, to 
over-invoice exports: an inccntivc lhat Wsould be climinaled tinder a.straight­
forward, dlircct adjustmCnt of the CxchangC rate (Mhich would ohiate the 
need to subsidize exports to colunter tie tlisiniccnlivc offered to exports by the 
overvaluation of tlre exchange rate) . 

We must note here that the inccnti\e t ovcr-inoice led some cxportcrs, 
especially (though not cxclusi\clv) in sectors such as plastics and art silks, 
to send out shoddy gV Ids wit Ilfaked. highcr-price dcclaratioins, Wfhich were 
cleared inforeign markets at "What Ihey could fetch." ,\t a time When Ildia's 
immediate and buag-term export thive had to rest incrCasirNr:lV on tie export
of manufactur s (and, for that matter, quality and complex manrufactures by 
and large), tile huilding up of oodlill sas quite impolant, 'I his was pre­
cisely what was jCopllizCd h) tile ipratlitroricrs of over-iivweiici,. We shall 
soon see that tire iiStibilrtv of tire irreCirtas e [lCred by the cirtitlecnrrert sclrenes. 
combined with tlhedilfercnitial ircidencc of the benefit,, on the numerous, 
different iterm, accentuated his picin iciio 1) ccoumiing the entry into 
the export tradc of roving traders, illsalrch of quick profits, Whose primary 
objcctisc was shoit-ruin, immrediate piroit Iiaxii/ation. 

RIv''niw efl'cts. An arp iieit frequently advanced illIndia in favor of 
the import cntidenent schenies, as a method of export subsidization, as against
direct subsidization, is that these schenires finance tlhemselvcs: the subsidy is 
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paid by the users of the import licenses. However, insofar as this is the 
case, it would be equally open for the authorities to levy such a tax directly 
on imports and to finance therewith a direct subsidy on exports. Hence, the 
argument in favor of the entitlement schemes must rest on the illusion that 
taxation of imports may be feasible if disguised but not otherwise. Such an 
illusion may well exist, but we doubt its plausibility and have seen no evidence 
in support thereof. 

Besides, we may note that if we were to compare a regime with an over­
valued exchange rate combined with entitlement schemes for export, with an 
adjusted exchange rate, the revenue effect would have been against tile former 
regime for the simple reason that imports exceeded exports approximately 
by the amount of the net aid inflow which was quite considerable. 

Self -liniting nature of the subsidy. Further, the entitlement schemes con­
trasted unfavorably with direct, ad valorem, subsidies in another respect. 
Whereas ad valorem subsidies apply the incentive equally at all levels of export 
(and concomitant prices), the entitlement schemes build into their structure 
an important feature which reduces the incentive with the value of exports 
achieved. 

This self-limiting aspect, implying that the more successful tile scheme 
is in increasing exports, the less the incentive to export at the margin, arises 
from the fact that the incentive rests crucially on the entitlement premium 
(once the entitlement rate is fixed). If export value increases, thanks to tile 
entitlement schemes, import entitlements entering the market will proportion­
ately increase, thus tending to push the premiul dtown. But the lower the 
premium the lower also the incentive, at the margin, on exports. 

An ad valorem subsidy instead would maintain the full incentive. A 
flexible exchange rate or suitable devaluation, on the otlici hand, would have 
effects similar to an ad valorem subsidy, except for the incremental cost of 
imported and import-competing inputs wkhich would operate with respect to 
the import side. 

Inxtahilit'v of I/,inc'nive. A related feature of such export subsidization 
schemes is the additional source of instability that :hey constitute, in view of 
the fact that tile on crt itlecnens would vary, in contrast toprcmi itlnl an ad 
valorem expoit subsidy. Moreover, as we have already noted, the frequent 
changes in the prernia hr oglit about by changing rules concerning permissible 
imports and transferability. for example, a, lso frequent changes in the en­
titlement ralehlhcnselses, constituted further elements of instability in tile 
operatiol of lientitlement schemes in India. 

tltili:ation of foreign (.%lchaiage allocations for creating ex port incentives. 
The economic consequcnc% and inelliciencies that we have just discussed 
arose primarily from the fact that the entitlenent schemes operated by divert­
ing the allocations of premium-fetching imports, by way of economic reward 
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and incentive, to exporters. Among the other effects of such a policy, we may 
now note two in particular. 

(I) The system may have resulted in foreign exchange being allocated 
to industries (which albeit were induced thereby to export) for non-priority 
use. For example, if imports of luxury goods were permitted under the entitle­
ments schemes, and this was merely to provide a high-premium incentive 
for export, and the import of luxury goods was otherwise intended to be pro­
hibited, this could well be regarded as a minus factor in thc evaluation of the 
entitlement schemes (from the point of vicw of this policy). On the other 
hand, if the government did not seek to prohibit imports of these luxury
goods or if they were ricrely diverted from established importers to import 
entitlements, the foreign exchange used (via the entitlements) on importing
these luxury goods could not be properly regarded as "misallocation" from the 
viewpoint of socially declared objectives. Thus, for cxanple, the Pakistan 
bonus scheme has permitted imports of consumer goods (including luxury 
goods), but so has their gencral, import licensing policy. 

On the other hand, the Indian entitlement schemes, as we have noted,
followed exclusively the principle of exclusion of consumer goods. Where. 
however, the leakage into non-priority allocations may be alleged to have 
occurred is in industries such as art silk where the total foreign exchange 
allocations (AU plus import entitlement licenses), as a result of the export
incentive taking the form of import entitlements rather than ad valorcnt sub­
sidies, may have been greater than otherwise. In the absence of any statistical 
evidence on AU licenses by sector-of-use (for any length of linic, for this in­
dustry), it is inpossible to arrive at any reasonably irn conclusion on 
this question. 

(2) Another effect of the use of foreign exchange allocations for pro­
rmoting exports, in the Indian context, was quite favorable (although it 
would have ceased to be so under an adjusted exchange rate which could 
obviate the reliance on strict import controls and the resulting inflexibility).
Until these entitlenent schcncs were operating, there was practically no legal 
way of getting hold of foreign exchange in order to break expensive bottle­
necks and unforeseen denanls. "he entitlement markets thus served to intro­
duce a much needed flexibility in an otllerwise excessively inflexible system. 

While this basic advantage to the economy, arising fronm the introduction 
of legal accessibility to scarce inports (albeit with restrictions, but still 
significant), was c nsiderable, many exporters who were initer icwed argued 
that the entitIlcnict scheiies, in view of their gratling such access to iniports, 
were also i slperior, more cffeclive way of sustaining an export drive than 
ad valorein financial subsidies. (I) It was argued Ihat fh'xibiitv of access 
to foreign exchange was a considerable advantage, which would not be avail­
able if the subsidy was a financial one; and that their export performance 
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would have been affected adversely by the replacement of these schemes by 
financial subsidies.13 (2) It was further argued that the vast majority of ex­
porting producers exported just enough to get the amount of foreign exchange 
for maintaining full capacity utilization in their plants and that their motiva­
tion in exporting was not to increase overall profits but to expand capacity 
utilization; and hence the export drive would suffer by the replacement of 
entitlement schemes by purely financial incentives. (3) Finally, it was also 
claimed that, with foreign exchange not otherwise available in a free market, 
it was possible that firms which might find it attractive to export on being 
given a financial incentive to do so, might not be in a position to produce at 
all for export (the assumption, of course, being that their AU allocations 
were meager). 

While these beliefs were strongly held, only the last argument has sonic 
clement of logic in it. The first argument is fallacious because any advantage 
following from flexibility can generally be quantified and the corresponding 
incentive provided through fiscal subsidies." As for the second argument, 
there is little evidence of Indian firms following a policy of output, rather 
than profit, expansion. The Nery fact that many firms were known to sell 
their entitlement licenses, at least at the margin, indicates that the force of 
this argument is not considerable. The last argument, based on the fact that 
firms restricting themselves to legal purchases would not be able to produce 
for export, but would havc to confine themselves to diverting existing pro­
duction to exports, has some plausibility. Even in this case, however, we 
have to allow for the fact that incremental export earnings would be released 
into the economy and hence could be used eventually for augmenting pro­
duction for exports. We are thus left essentially with the argu merit that the 
entitlement schemes introduced flexibility into the import regime, undoubtedly 
resulting in sizable gains via the breaking of costly bottlenecks. 

Other w'el/are' i'/i.. We may now conSilcr other more direct welfare 
eflects associated with the fact that the entitlement schemes involved a de­
parture from unified exchange rates. As already noted, an ad valor, subsidy 
on exports would help, in an overvalued exchange rate situation, to reduce 
the discrimination against exports. On the other hand, a system under which 
export subsidization is combined with an overvalued exchange rate involv­
ing import controls diflers significantly from a system where the exchange 
rate is altered to equilibrium levels and thus implies a unified exchange 
rate policy. 

Thus, in the Indian-typc import regime, we have already observed that 
imports were partly allocated on an At. basis and hence the effective rate 
on these imports was the parity plus the relevant tariff. On the other hand, 
insofar as other inputs were purchased from the market, tihe effective import 
rate on these included the import premium as well. Thus, as we shall argue 

http:subsidies.13
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at length in Chapter 13, there followed non-unified exchange rates and un­
predictably different and bizarre incentives for resource allocation. 

In this situation, the introduction of even a unified export subsidy 
would have perpetuated the continuation of non-unified exchange rates, while 
helping to reduce the overall disincentive to exports. But. in fect, such a 
subsidy would give rise to the possibility ol losses arising from the effective 
export rate for a commodity exceeding the effective average import rate on 
its inputs. Such a situation could lead to the possibility mentioned earlier 
that the process would yield "value subtracted" at international prices. 

SELECTIVITY OF TIHE SUBSIDIZATION 

In point of fact, many of the inefficiencies resulting from, the entitlement 
schemes were con:pounded by the selectivity with which they were admninis­
tered and from which we have so far been abstracting. 

Undoubtedly, in an ideal world, one should want to make rational 
departures from unified exchange rates. There are, in fact, a vast number of 
grounds on which we can argue for optimal intervention in tie shape of "rade 
tariffs and subsidies and tax-cunl-subsidics on production, consumption, and 
factor-use.
 

However, the Indian export subsidization schemes involved policy inter­
vention in a selective manner, with little economic rationale. As argued 
earlier, the principle apparently aimed at in the beginning was the supply 
of one more unit of "import-content," in addition to "replacemcnt,*'" as the 
economic incentive for export promotion. I lie equivalent ad valorei subsidy. 
tihe.refore. would have varied among different export coninodihics and, con­
verted into different ad valorem rates ,4;f import entitlements for dillerent com­
modities, it (lid. lhe cfclive export subsidy further varied aninmg commodi­
ties because, for adninistrativc reasons and as a result of notions about 
priorities in some undefined sense, the entitlement licenses could be marketed, 
as we have already seen, only within segmented markets and hence carried 
differential preinia. 

In point of fact, toward 1965-66, the principle of export subsidization 
had clearly begun to veer around to the proposition that exports should be 
maximized-although, %%c should not forget that, on many iraditional exports 
which were outside lie range of such export subSidi/ation, domestic ak,,orp­
tion continued to create dillicultiCs in the way of more succe,,ful export 
promotion. 

The principle of maximi/ing exports, which became fairly widespread 
among the newer manufactures, was practiced by a continuous tendency to­
ward raising the effective subsidization Alo, for exampilc, it became gcne­
ally possible to ask the Ministry of iternational Trade for ad ho entitle­
ments, for chemical and engineering exports, to inake up for any ostensible 
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difference between the domestic sale price of a product and its supposed 
f.o.b. export price plus the subsidy normally available through drawbacks, 
fiscal tax concessions, and entitlements. In addition, we have also noted how 
transport freight concessions were sought, and sometimes granted, to com­
pensate for "transport cost disadvantage" to products manufactured in the 
hinterland. The fact that transport involves a r al cost to the economy and 
hence must be accounted for, instead of being compensated for, was appar­
ently forgotten in the general strategy of pushing out any and all of the new 
exports in particular. 

Thus, the policy of export promotion generally adopted during the 
Third Plan period, ending in the devaluation of June 1966, can best be 
described as having ultimately become one of indiscriminate export promo­
tion, with even a perverse bias toward fixing the subsidy inversely to the 
competitive strength of the exportable commodity. This system had its counter­
part in the indiscriminate protection that import policy furnished to domestic 
industries. 

It is thus difficult to escape the conclusion that, while the Third Plan 
witnessed a major shift toward export subsidization, export promotion poli­
cies were inefficiently designed and implemented. These policies were to 
be subjected to change in the direction of greater efficiency with devalua­
tion in June 1966. We discuss these changes in Part I1l. But first we proceed,
in the next chapter, to discuss the other measures, such as use of import 
duties to mop up premia, which were also undertaken during the latter part of 
Phase II, prior to the June 1966 devaluation and associated policy changes. 

NOTES 

1. The discussion in this chapter is an abridged version of Bhagwati and Desal, 
India, pp. 371-467. 

2. Manmohan Singh, India'sExport Trends (Oxford: Clarendon Press, 1964). 
3. The regression equation x = a + bt, fitted to the price and volume indices for 

the periods 1948-61, 1951-61 and 1953-61 confirms the statistical significance of this 
stagnation. The estimated equations are reproduced in Table 3-3. 

4. Singh, Export Trenls. 
5. Bhagwati and Desai, India. p. 394. 
6. On the other hand. the "negative" entries in Table 3-4 show that the 1948-50 

average was by no means the highest feasible share, even in the ensuing decade, for 
cotton textiles, tobacco, groundnut, and linseed oilseed and oils. 

7. Bhagwati and E.sai, Inda, pp. 394-395. 
8. Annual Report, 1963-64, Government of India, Ministry of International Trade, 

New Delhi. p. 14. 
9. Here, as elsewhere, we are referring only to the incentive provided an individual, 

atomistic exporter under the entitlement schemes. It would be incorrect to generalize the 
argument to the point of saying that therefore the replacement of such a scheme by an 
identical ad valorem export subsidy would produce equivalent real effects. 
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10. For example, the premia rose severely for these licenses during May-June 1965,
when the import policy announcement was delayed and the removal of the entitlement 
schemes was widely expected. This happened again in the months prior to devaluation in 
June 1966. 

11. For further evidence in support of this conclusion, see Bhagwati and Desai, 
India, pp. 428-430. The figure of 80 percent there exceeds the figure of 60 percent here 
because it includes nearly negligible entitlements given to items such as tea and jute. 

12. Whether over-invoicing would be worthwhile would depend, of course, on the 
relative values of the black market foreign exchange rate and the degree of export subsi­
dization. In India, the incentive :o over-invoice was clearly present in many cases. 

13. This assertion, of course, is an important indictment of the import control regime 
and the inflexibility it entailed. 

14. We presume that necessary production would be feasible under the export sub­
sidy solution. 



Chapter4 

Liberalization Efforts 
Prior to 1966 

As we pointed out in the preceding chapter, the Indian economy may be char­
acterized as going through Phase II during the 1962-66 period. Export sub­
sidization was steadily and energetically undertaken to reduce the degree and 
the consequences of the overvaluation of the exchange rate. In addition, the 
period was characterized by a steady attempt at unifying the import duties 
which had been increasingly deployed to mop up the import premia on the 
QR-regime-administered allocations of foreign exchange, and by attempts at 
streamlining the industrial licensing system so as to reduce, though not to 
eliminate (in the nature of the case) its adverse effects on cfficicncy and dis­
tributive justice. In many ways, and not just in the matter of export subsidiza­
tion, this period was one of growing attempts to reduce the adverse impact 
of Phase I-type policies. Thus, we could well describe our Phase II as a period 
of partial and halting efforts at liberalization, as contrasted with the preceding 
period, 1956-61, which witnessed the imposition and consolidation of the 
QR-regime. 

In this chapter, before we proceed to discuss the June 1966 devaluation 
which constitutes our liberalization episode, and which we analyze intensively 
throughout Part III of this study, we note the major aspects of these other 
reforms at removing the worst aspects of the Phase I regime. 

INCREASING USE OF TARIFFS 

From 1962-63 onward, import duties were used with increasing frequency 
to mop up the import premia which the QR-regime was generating.' Table 4-1 
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TABLE 4-1
 
Average Incidence of Import Duties, 1962-67
 

(Rs. millions) 

Item 	 1962-63 1963-64 1964-65 1965-66 


Total imports 11,315 12,229 13,490 13,940 
Deduct non-dutiable imports, 

viz., 
(i) Food 	 1,443 1,796 2,821 3,091 
(ii) Fertilizers 	 297 376 329 448 

(iii) Crude petroleum 	 302 462 272 349 

(iv) 	 Hides and skins-raw
 

and salted 28 34 31 24 

(v) Newsprints 	 69 69 74 62 

(vi) 	 Books 30 34 41 32 


2,168 2,771 3,569 4,006 


Dutiable imports (estimates) 9,147 9,458 9,921 9,935 
Total net import duty revenue 2,347 3,261 4,030 5,473 
Average import duty on dutiable 

imports, % 	 25.7 34.5 40 55 


SOURCE: Department of Economic Affairs, Ministry of Finance; at request. Reproduced 
India,p. 472. 

1966-67 June 1966 
(April- to 

May 1966) March 1967 

2,271 16,746 

644 5,080
 
92 875
 
29 335
 

2 15
 
10 108
 
5 36
 

781 6,448
 

149 10,298 
924 3,926 

62 38
 

from Bhagwati and Desai, 
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summarizes this trend, showing that the average import duty (collected on 
dutiable imports) rose steadily up to the devaluation when, concurrently 
with the parity change, many duties were revised downward. 2 

The vast majority of these tariff increases were selective and differential, 
although some reliance was placed on across-the-board increases in duties 
later in the period. In 1962-63, for example, import duties were raised on 
some iron and steel items, silk yarn, copra, cars and machine tools. In 1963-64 
the budget was used to raise import duties further on machinery, raw cotton, 
rubber, palm oil, iron and steel manufactures, mineral oils and dyes, among 
other commodities. 

Beginning with the 1963-64 budget, however, the principle of across­
the-board rate revisions was introduced. For 1963-64 a surcharge was levied 
on all dutiable articles at a flat rate of 10 percent of the existing import duty. 
In addition, a genuine across-the-board "regulatory duty" was levied at 10 
percent ad valorem (unless the additional rate figured at 25 percent of the 
existing duty worked out higher, in which case this higher rate was ap­
plicable) .3 

While the later budgets continued to raise average tariffs, the only major 
change introduced was through the supplementary budget in 1965-66, when 
the principle of across-the-board tariffs was further underlined by a major 
revision in the tariff rates which aimed at reducing the wide range of selec­
tivity and reducing the rates to a smaller number. The broad structure of the 
nominal tariffs that emerged from these changes is reproduced in Table 4-2. 
Thus, while import duties were being raised in lieu of the devaluation which 
was to come only in 1966, attempts were clearly made to introduce more uni­
formity in the tariff rates. This provided the backdrop to the move toward 
a formal rate change and greater unification of the exchange rates for different 
activities, which was to begin with the devaluation. 

TABLE 4-2 
Average Rates of Nominal Import Duty on Broad Classes of 

Commodities, after the Supplementary Budget, 1965-66 

Percentage Rate 

a. To these rates we must add the regulatory duty of 10 percent. 

Item of Import Duty' 
Plant and machinery 
Agricultural machinery 
Basic industrial raw materials 

35 
15 
40 

Processed industrial materials 60 
Consumer goods 100 

SoURcE: Government 
Affairs, New Delhi. 

of India, Ministry of Finance, Department of Economic 
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REMITTANCES SCHEME 

The attempt to bring effective exchange .ites to more realistic levels had also 
been extended to remittances with the National Defense Remittance (NDR) 
scheme in October 1965. 

In principle, this scheme involved an extension of the import entitlement 
principle to remittances, so that invisibles were brought within the purview of 
subsidization for the first time. Under this scheme, Indian nationals resident 
abroad were given import licenses to the value of 60 percent of their remittances 
to India. Since these licenses were marketable at a premium, in effect the remit­
tances were being subsidized by the full amount of the price at which the 
licenses could be sold. The remittances were to total approximately Rs. 700 
million during the period of the operation of the NDR scheme. 

We may note, however, that, in consonance with the bureaucratic restric­
tions on entitlements for exports, numerous restrictions were built into this 
scheme as well. The NDR import licenses could, int general, be sold only to 
producers ("actual users") for certain permissible imports or to general 
traders who, in turn, wer: permitted to import, for resale, only those con­
modities which were specified in Public Notices published from time to time. 
Again, the NDR licenses once issued to actual users could not be retrans­
ferred to other actual users. Furthermore, the list of commodities, once opted 
for by the actual user in getting his license issued to him against his NDR 
purchase, could not be change( 2ven if this change was sought wvthin the 
overall list of permissible imports. The bureaucratic nature of such inflexi­
bility, and its economic irrationale, were strikingly highlighted when, with the 
introduction of liberal import licensing along with the June 1966 devaluation, 
many actual users who had got sulfur specified on their NDR licenses, in view 
of its high premium, found sulfur prices tumbling and wishcd to shift to other 
imports. The government eventually permitted this to be done, but again with 
considerable reluctance and restrictions: for example, the sulfur licenses could 
be converted only into mutton tallow licenses. Bureaucratic notions about 
"priority," without any demonstrable rationale, had carried over into the oper­
ation of the NDR scheme as well. 

PARTIAL INDUSTRIAL DE-LICENSING 

The reader will recall that, in addition to import licensing, the government 
also used industrial licensing to regulate the growth of industrial capacity. 
The end of our period of analysis in this chapter was to be characterized also 
by partial industrial de-licensing, essentially in the form of exemptions of cer­
tain industries from industrial licensing. Thus, in May 1966, eleven industries 
were formally de-controlled, including iron and steel castings and structurals 
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and cement and pulp. At the same time, the government announced that it 
would continue to attempt such de-control in regard to industries which did 
not make substantial (direct) demands on the balance of payments through
importation of components and raw materials and which did not encroach 
on areas sought to be reserved partially or wholly for the small-scale sector.4 

While all the measures which we have reviewed thus far represented sig­
nificant shifts toward liberalization of the unduly rigid economic regime, they
fell short of restructuring the system on the basis of clear and hard analysis.
Nonetheless they did represent significant attempts at loosening up the exist­
ing regime. The June 1966 announcement of the devaluation was, in a sense, 
therefore, the culmination of this entire process of reform in the economic 
regime of Phase I during Phase 11 (1962-66) and can be conceived of as the 
initiation of Phase III, aimed at more significant liberalization and rationali­
zation of the trade and payments regime. 

NOTES 

1. The discussion in this chapter is based on Bhagwati and Desai, India, pp. 
468-480. 

2. Needless to say, we are aware of the well-known difficulties associated with our 
measure of the tariff level (as well as with alternative measures). We do think, however, 
that it is an adequate method of underlining the fact that the government increasingly 
resorted to tariff increases throughout the period. 

3. This regulatory duty came into effect only on February 17, 1965. 
4. The momentum toward industrial de-licensing was to be carried beyond June 

1966 by further exemptions. At the same time, the government was to ease the scope
and restrictiveness of industrial licensing for the licensed industries by raising the exemp­
tion limit for industrial licensing to units which sought to invest less than Rs. 2.5 million 
(with some exceptions). Furthermore, in regard to the licensing requirements for "sub­
stantial expansion" involving expansion by more than 10 percent of the registered ca­
pacity, the government raised this figure generally 
to 25 percent. Another relaxation, just 
after June 1966, related to the diversification of production by units licensed for specific
products. Subject to qualifications (such as the exclusion of products mainly made in 
the small-scale sector), 1966 therefore witnessed the grant of permission to diversify
production up to 25 percent of the existing capacity. Note that this measure of liberaliza­
tion also represented a halting and ill-defined move toward a more efficient system. The 
decision to stop diversification at 25 percent of the originally licensed capacity ws based 
on (I) choice of 25 percent without any clear rationale as to the relevant numbers; (2) a 
failure to think ask whythe problem through and further diversification should not be 
permitted; and (3) the consequent inability to see that a system under which full diversi­
fication was automatically permitted except for a small list of priority outputs (whose 
production might be required on schedule) and with a small list of prohibited, non­
priority items of manufacture, would have made greater sense, both administratively and 
in terms of economic efficiency. 
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Chapter5 

The Dimensions of the 
Liberalization Episode 

By the time of the devaluation in June 1966, the government's efforts at lib­
eralization had gathered some momentum. None of them, however, yet repre­
sented anything more than partial and halting measures. In particular, the 
exchange rate remained overvalued: import premia remained high and export 
subsidies had steadily been mounting to offset, however inefficiently, the ad­
verse effects of the overvaluation on export performance. In fact, with the 
Indo-Pakistan War in latc 1965 and the suspension of aid thereafter, the 
shortage of foreign exchange and the resulting rise in import premia had be­
come serious. 

The major motivating factors underlying the decision to devalue were 
twofold: (1) the adjustment of the parity in a situation of overvaluation 
seemed to fit in rather well with the government's earlier, slow attempts aimed 
rather at reducing the ill-effects of the overvaluation of the parity by offsetting 
measures such as export subsidization; and (2) more important, the Aid-India 
Consortium had virtually made a major devaluation a precondition for the 
resumption of aid, leaving the government little maneuverability because of the 
acute shortage of foreign exchange. 

These two factors bear critically on both the policy package that went 
with the devaluation and on the outcome of the policy package. The fact that 
a major impulse behind the devaluation was the growing realization that the 
export subsidies and tariffs were only an inadequate and inefficient substitute 
for the formal parity change that was called for, meant that the government 
desired the devaluation primarily to substitute for the existing measures. 
Hence the degree of the devaluation was to reflect mainly the existing levels 
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of export subsidization and only partially to go beyond that. The formal parity 
change was therefore accompanied by a substantial elimination of the export 
subsidies and a significant reduction of the tariffs that had been increasingly 
used during Phase I1 in lieu of devaluation. The pressures applied by the aid 
donors to bring about the parity change, with the continuation of aid (at the 
normal levels prior to aid suspension in 1965) made presumably conditional 
on devaluation, also meant that another major aspect of the policy change was 
supposed to be a significant rise in the immediate availability of aid-financed 
imports, accompanied by an official commitment (in principle) to a policy 
of liberalized imports. 

The full policy package, as we shall hereafter describe it, consisted of 
(1) the formal parity change resulting in a devaluation of the Indian rupee; 
(2) a substantial elimination of the e,:port incentives on non-traditional ex­
ports, a simultaneous imposition of countervailing duties to offset the devalua­
tion on traditional exports where oligopolistic competition from rival suppliers 
was expected (as on tea) and a significant reduction of the high import duties; 
and (3) a significant increase in the availability of aid-financed imports, ac­
companied by official declaration and implementation of a policy of liberal­
ized import licensing. 

In evaluating the outcome of the "liberalization episode" (in the Bhag­
wati-Krueger terminology) that this policy package constituted, we will also 
have to take into account the following factors: 

1. an early revival, already in 1966, of subsidization on the export of 
major non-traditional exports; 

2. a second, disastrous agricultural drought in 1966-67, which led to 
wage-good-scarcity-induced price increases; 

3. a resulting deceleration in monetary expansion and in fiscal expendi­
tures during 1966-67, which reflected fears of adding otherwise to the price 
increases;
 

4. a similarly motivated shift in the composition of fiscal expenditures 
temporarily away from capital to current expenditures; and 

5. a massively adverse political reaction to the devaluation, largely in 
view of its having been widely regarded to be a result of piessures exercised 
by the Aid-India Consortium. 

In the analysis that follows, we begin in Chapter 6 by quantifying the net 
devaluation when the parity change has been adjusted for the simultaneous 
removal of the export subsidies in the shape of the import entitlement schemes, 
the imposition of countervailing duties on traditional exports and the reduc­
tion of import duties. In Chapter 7, we then trace the different kinds of export 
subsidization that did carry over from the pre-devaluation period and the 
important new subsidies that were introduced in the post-devaluation period; 
and we attempt quantification of these subsidies, essentially to develop very 
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broad orders of magnitude. Then it is possible for us to analyze carefully the 
different dimensions of the economy: price level and economic activity in 
Chapter 8 and export performance in Chapter 9. Since the role of the Western 
aid donors in bringing about the devaluation was critical, the political impli­
cations of their involvement as well as their interaction with the outcome of 
the liberalization episode are discussed in Chapter 10. Finally, several major
lessons-for India, for developing countries and for donor-developed coun­
tries-are drawn together from this analysis in Chapter 11. The relapse of the 
economy into Phase II by 1968-70, rather than its transition to Phase IV, 
is also noted there. 



Chapter6 
.
 

Net vs. Gross Devaluation 
in June 1966 

On June 6, 1966, the rupee was devalued by 57.5 percent, computed as the 
increase from Rs. 4.76 to Rs. 7.50 in the official rate on the dollar.' The de­
valuation was accomplished by various other measures including, in particular, 
a removal of the major export subsidy device-the import entitlement schemes 
-and a significant reduction in import duties. 

It is the purpose of this chapter to quantify the degree of effective devalu­
ation, when the parity change is adjusted for these and other changes in trade 
subsidies and tariffs. We thus distinguish between the pure parity change, 
which may be described as the "de jure," "gross," devaluation, and the "de 
facto," "net" devaluation. Remember that we are adjusting only for the simul­
taneous changes in trade taxes and subsidies and not for the effects of other 
measures such as import liberalization in the shape of larger (maintenance) 
aid flows. 

It is also necessary to note that the export subsidies were soon to be 
revised and steadily increased through 1966-70, a process which we describe 
and whose magnitude and effects we seek to quantify in later chapters. In the 
present chapter, we confine our statistical analysis to the net devaluation as of 
June 6, 1966, when the formal parity change and the changes in the export 
subsidization schemes and import duties were announced by the government 
of India. 

Exports. 

Among the changes in export subsidies and duties which accompanied 
the devaluation were: 
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1. the imposition of a number of countervailing export duties on "tradi­
tional" exports, aimed at partially or wholly neutralizing the effect of devalu­
ation thereon on the assumption that India had monopoly power in trade in 
these items; 

2. the elimination of the import entitlement schemes, described in Chap­
ter 3, as well as the tax credits which had been granted in the 1963, 1964 and 
1965 budgets; and 

3. the elimination of a few cash subsidies which had been introduced in 
the year preceding the devaluation on selected engineering goods. 

EXPORT DUTIES 

We. analyze initially the impact of the imposition of the export duties. 
Table 6-1 lists the exports on which the duties were levied at the time of the 
devaluation. It is interesting to note that duties were levied on exports amount­
ing to as much as 62-63 percent of the overall export values. Thus an effort 
was made to offset devaluation on a very wide front. 

Table 6-1 lists, in columns (4) and (5), export duties before and on 
the date of devaluation. Since the duties were, for the most part, specific, they
had to be converted into effective ad valorem equivalents. The only way to 
do this, in practice, is to take appropriate export unit values, f.o.b., for each 
product and to relate the specific duty to them, converting the duty into an 
ad valorem figure. We did this, using the average export unit values in dollars 
for the relevant items for the two years 1964-65 and 1965-66, in column 
(3). This estimate of the export unit value was multiplied by the pre-devalua­

tion rupee-dollar rate of 4.76, the pre-devaluation export duty (nil) then 
being deducted therefrom to arrive in column (6) at the net f.o.b. earning (in
rupees) from the unit export of each item. Tile same procedure, for the post­
devaluation situation, involved multiplying these unit export values by the 
post-devaluation parity rate of 7.5 and subtracting the new duties in column 
(5), to arrive in column (7) at the net realization (in rupees) from the unit 
export of each item after the devaluation. The proportionate increment in this 
net realization from unit export, in column (8), represents, then, the estimated 
ad valorem change in export incentives thanks to both the parity change and 
the export duty.2 

Note that the net devaluation on these export items, constituting over 
60 percent of the total, was still positive. The net export incentive effect 
amounted to a negative number only in the of jute wastecase (which repre­
sents, however, 14-15 percent of jute exports in 1964-65 and 1965-66). We 
will shortly weight the incentive changes in different exports by their export
shares. Prior to that, however, we proceed to analyze the effects of the change
in the export subsidy schemes. 



TABLE 6-1
 
Net Change in Export Realization from Devaluation and Export Duty Imposition
 

Average (1964-66) Export Duty Old Ex- New Ex-.-
Unit Value of Exports (Rs. per unit) port EER port EER 

(value divided just (3) x 4.76 (3) x 7.5 
by quantity) before as of minus minus -(7)-(6)

Items Unit U.S. $ 6/6/66 6/6/66 (4) (5) (6)
(1) (2) (3) (4) (5) (6) (7) (8) 

1. Jute manufactures m. ton 397.4 1891.6 a. Carpet backing m. ton 604.6 nil 900 2877.9 3634.5 26.3b. Hessian m. ton 440.2 nil 900 2095.4 -2401.5 14.6 
c. Sacking and other products m. ton 309.4 nil 600 1472.7 1720.5 16.8d. Cotton bagging m. ton 226.4 nil 600 1077.7 - 1098.0 1.9 e. Jute waste m. ton 98.6 nil 600 469.3 139.5 -70.3­2. Tea Kg. 1.2 nil 2 5.7 7.0 22.8 

3. Coffee Kg. 1.0 nil 0.50 4.8 7.0 45.84. Black pepper Kg. 0.8 1.25 3.8 4.8 26.35. Oilcakes other than copra cakes m. ton 87.2 nil 125 415.1 529.0 27.46. Raw cotton m. ton 519.8 nil 1000 2474.2 2898.3 17.27. Cotton waste Kg. 0.2 nil 0.30 1.0 1.2 20.08. Raw wool Kg. 1.2 nil 1.00 5.7 8.0 40.49. Tobacco (unmanufactured) Kg. 0.7 nil 0.75 3.3 4.5 36.410. Mica Kg. 0.6 nil 0.50 2.9 4.0 " 37.9
11. Hides, skins and leather,

tanned or untanned Kg. 2.9 nil 10% a.v. 13.8 19.6 42.012. Coir and coir manufactures Kg. 0.3 10% av.nil 1.4 2.0 42.813. Manganese ore m. ton 17.5 nil 83.3 ­7.00 to 124.2 - 49.1 
20.00 .111.2 k-33.5

14. Iron ore and concentrates m. ton 7.3 nil 5.00 to 34.7 49.8 .43.5 
10.00 44.8 29.1 

a.v. = ad valorem
 
SOuRCE: Economic Survey. 1967-68, Government of India, Ministry of Finance, Department of Economic Affairs, New Delhi.
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EXPORT SUBSIDIES 

We have already seen that the major method of export subsidization
prior to the devaluation was the import entitlement schemes. Under these 
schemes, the eligible exporters were entitled to retain a prespecified part of 
their f.o.b. value of export earnings. These entitlements, given the exchange
control regime, had a market premium, so that they could be construed as 
export subsidies and reduced to equivalent ad valorem rates by calculating 
the proportionate increment in net realization from unit f.o.b. export earnings 
that they provided. 

The diversity of the entitlement rates, as well as their variability and 
plasticity in manipulation, make it nearly impossible to measure their net im­
pact on export subsidization during 1966 with any reliability. It is clear, how­
ever, that by June 1966 the import premium had risen dramatically on a num­
ber of entitlements; and premia of the order of 100 percent do not appear to 
have been exceptional if we base our judgment on interviews. Indeed, in cer­
tain markets such as rayon piece goods, the premium on the entitlements was 
as high as 400 percent and thereabouts by mid-1965 and until the devaluation. 

In the absence of reliable data on the premium on entitlements in each 
of the entitlement schenes, as of the months preceding the devaluation, we 
have calculated the effective export subsidy arising from the different import 
entitlement schemes, on the assumption of a premium on entitlements of 100 
percent except in the case of engineering goods, rayon (where we reliably
know it to have been around 400 percent) and cotton textiles.4 

Table 6-2 presents the calculations of the resulting export subsidy for 
each scheme, stating explicitly the assumptions made regarding the entitlement 
rates and the premia for the period immediately prior to the devaluation. 
They also represent therefore the extent to which the elimination of these 
schemes offset the devaluation. The "net" effect of the devaluation, allowing
for the removal of the entitlements, is thus given as the difference between 
these estimates in column (4) and 57.5 percent, which was the formal devalu­
ation. This is recorded in column (5). It is thus clear that the devaluation was 
more than offset (as of June 6, 1966) by the elimination of the entitlement 
schemes on a sizable fraction of the exports in this area. 

TAX CREDITS 

We next make adjustment for the removal of the tax credits. Introduced 
in the Finance Act, 1963, and amended through the 1964 and 1965 Finance 
Acts, the pre-devaluation tax credits applied at differential (2-15 per­rates 
cent) to a number of eligible industries." Since these were rebates on income 
tax, related to f.o.b. export value, and since the tax amounted to 50 percent
of the profits, the equivalent ad valorem export subsidy implied by these re­



TABLE 6-2
 
Net Devaluation on Exports Previously under Import Entitlement Schemes, June 6,1966
 

(percent)
 

Average Effective De- Net Change
Entitlement Estimated valuation before afterGroups Ratea Premiumb June 6, 1966 June 6, 1966

(1) 	 (2) (3) (4) (5) 
I. Engineering goods 60 125 75 -17.52. Chemicals and allied products 75 100 75 -17.53. Plastics and linoleum goods 50 100 50 	 7.54. Certain natural essential oils 30 100 30 27.55. Handicrafts 
6. 	Finished leather and leather products 

50 100 50 7.5
 
35 100 
 35 22.57. Woolen carpets, rugs and druggets 35 100 35 22.5 

8. Silk fabrics and ready-made garments
from silk fabrics 45 100 45 12.59. Cotton textilese 

- 50 	 7.510. 	 Books, journals, paper and paper
products 75 100 75 -17.511. Fish and fish products 15 100 15 42.512. Processed foods 15 100 15 42.513. Coir yarn and coir products 6 100 6 61.514. Tanned hide and skins 19 100 19 38.5 

15. Cashew kernels 



16. Pearls, precious stones, diamonds,
imitation jewelry, etc. 80 100 80 -22.517. Gold jewelry and gold articles 	 50 100 50 7.518. Wooden manufactures and timber 75 100 75 -17.5

19. 	 Fabrics of synthetic fiber and spun glass

(including art silk fabrics) 
 400 

20. Vanaspati-hydrogenated oils and 
refined vegetable oils; refined castor
 
oil, groundnut oil, cottonseed oil, etc. 
 70 100 70 -12.521. Cinematographic films and other films 75 100 75 -17.522. Agarbattis and chandon dhoop 25 100 25 32.5 

a. The entitlement ratemwithin each group varies, as indicated in Table 6-3. We have put down here an average figure,based on interviews. This has to be treated as only an "approximation," especially because the rates were "adjustable" upward
on executive discretion in many instances.

b. The premium estimate is also "approximate," based on market interviews for some major groups (1, 2, 3, 6, 7, 9, 19)at the 	time prior to the devaluation and generalized to other groups. Cotton textiles had a complicated premium structure:see Bhagwati and Desai, India, p. 420; we have taken the simple average of the net incentive in row (8) in Table 19.5 inBhagwati and Desai, which works out to 49.3 percent and put it down as 50 percent above in row (9), column (4). 
c. See Note b. 
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bates was twice the stated rates. Note also that the tax credits were to be abol­

ished on both the exports which lost the entitlements and the exports on which 

duties were levied with the devaluation. The net effect of the elimination of 
as in Table 6-3 (whichtax credits on these industries can thus be estimated 

lists all the items in the import entitlement schemes and a few other minor 

items as well). 

CASH SUBSIDIES ON ENGINEERING GOODS 

In the year preceding the devaluation, a few cash subsidies on engineer­

ing goods had been introduced at different rates. Steel carried 5 percent, steel 

pipes and tubes 20 percent, iron castings 4 percent, bicycles 39 percent, bi­

cycle parts 30 percent and wire nails and screws 4 percent. Between them, the 

1965-66 exports of these items were only $20.2 million. The export-share 
weighted average cash subsidy on engineering goods amounted to about 3.3 

percent.0 In Table 6-3, we therefore adjust the entry for this item in column 
(5) downward by 3.3 percent to allow for the withdrawal of these subsidies 
on June 6, 1966. 

OVERALL ESTIMATE OF "NET" DEVALUATION ON EXPORTS 

For the items which overlap those affected by the import entitlement 
schemes and the export duty changes of June 6, 1966, therefore, we can sub­
tract the estimated reduction in export subsidy due to tax-credit elimination 
in Table 6-3 from the "net" devaluation estimates in Table 6-1, column (8) 
and Table 6-2, column (5), respectively, to arrive at our final estimate of the 

net devaluation on all these items when the export duties and removal of the 
entitlements, tax credits and cash subsidies are all taken into account. These 
estimates are presented in Table 6-3, column (5). The net devaluation on 
exports can then be estimated as the weighted average of these net devalua­
tion rates on each of the listed items. We have weighted these rates by the 
share of the exports of these items in total exports during 1964-66, to arrive 
at the total figure of 21.6 percent in row (52), column (5) of Table 6-3. 7 

Invisible Earnings. 

The formal devaluation changed the effective rate on all invisible earn­

ings by an identical amount with one significant exception, namely, the Na­
tional Defense Remittance (NDR) scheme which had been instituted in 
October 1965 and which was formally abolished with the devaluation. 

The devaluation was thus offset on remittances by the removal of the 

subsidy implicit in the NDR scheme. If we take the effective subsidy via the 
NDR scheme as the average of all the quotations during May, June and July 
1966, this comes to 110 percent.8 Subtracting 57.5 percent as the parity 



TABLE 6-3
Net Devaluation in June 1966 after Adjusting for All Changes in Export Subsidies and Duties 

Net Devaluation 
F.o.b. Value Based on Parity
of Exports in Change, Imposition Full Net
1964-65 plus of Export DutiesProduct or Effect of Devaluation1965-66 and Elimination of Tax Credit Adjusted forProduct Group (Rs. millions) Entitlement Schemes Elimination All Changes(1) (2) (3) (4) (5) 

1. Jute manufactures 
a. Carpet backing 306 26.3% -13% 13.3%b. Hessian 1,979 14.6c. Sacking and other products 1,023 16.8 

-7 7.6 
-7 9.8d. Cotton backing 132 1.9 -7e. Jute waste -5.13 -70.32. Tea -7 -77.32,395 22.8 -5 17.83. Coffee 266 45.8 -14. Black pepper 44.8178 26.3 -1 25.35. Oil cakes other than copra cakes 730 27.5 -1 26.56. Raw cotton 203 17.2 -1 16.27. Cotton waste 61 20.0 -1 19.08. Raw wool 141 40.49. Tobacco (manufactured) -1 39.4445 36.4 -110. Mica 35.4210 37.911. Hides, skins (raw) -1 36.9

186 42.0 -5 37.012. Coir and coir manufactures 222 36.8 -713. Manganese ore 29.8242 33.5 to 49.2 -3114. Iron ore and concentrates 2.5 to 18.2799 29.1 to 43.5 -21 8.1 to 22.515. Engineering goods 312 -17.516. Chemicals and allied products -7 -27.8a
153 -17.517. Plastic and linoleum goods -7 -24.58 7.5 -3 4.518. Certain natural essential oils 56 27.5 -3 24.5 



TABLE 6-3 (concluded) 

Product or 

Product Group 


(1) 

19. 	Handicrafts 
20. 	Finished leather and leather products 
21. 	 Woolen carpets, rugs and druggets 
22. 	 Silk fabrics and ready-made garments


made of silk fabrics 

23. 	 Cotton textiles 
24. 	 Books, journals, paper and paperboard 
25. 	 Fish and fish products 
26. 	Processed food 
27. 	Coir yarn and coir products 
28. 	 Tanned hides and skins 
29. 	 Cashew kernels 
30. 	 Pearls, precious stones, diamonds, 

imitation jewelry, etc. 
31. 	 Gold jewelry and gold articles 
32. 	 Wooden manufactures and timber 
33. 	 Fabrics of synthetic fiber and spun glass

(including art silk fabrics) 
34. 	Vanaspati-hydrogenated oils and refined 

vegetable oils, refined castor oils, 
groundnut oil, cottonseed oil, etc. 

35. 	Agarbattis and chandon dhoop 
36. 	Fresh fruits and vegetables
37. 	 Coal 
38. 	 Crushed bones 

F.o.b. Value 
of Exports in. 
1964-65 	plus 


1965-66 

(Rs. millions) 

(2) 

201 

4 


99 


52 

1,128 


23 

136 

25 


554 

564 


279 

31 

45 


144 


167 

6 


152 

71 

54 


Net Devaluation 
Based on Parity 

Change, Imposition 
of Export Duties 

and Elimination of 
Entitlement Schemes 

(3) 

7.5 
22.5 
22.5 

12.5 
7.5 

-17.5 
42.5 
42.5 

23.0 
57.5 

-22.5 
7.5 


-17.5 


57.5 

-12.5 
32.5 
57.5 
57.5 
57.5 

Effect of 

Tax Credit 

Elimination 


(4) 

-1 
-7 
-3 

-7 
-7 
-1 
-3 
-7 

-7 
-5 

-1 
-1 
-7 

-7 

-7 
-3 

-21 
-2i 
-21 

Full Net
 
Devaluation
 
Adjusted for
 
All Changes
 

(5) 

6.5 
15.5 
19.5 

5.5 
0.5 

-18.5 
39.5 
35.5 

16.0 
52.5 

-23.5 
6.5 

-24.5 

50.5 

-19.5 
29.5 
36.5 
36.5 
36.! 



39. 	Tiles and earthen waresb 7 57.5 	 -21 36.540. 	All mineral ores other than iron and 
manganese ores 40 57.5 -31 26.541. 	 Ferro manganese 102 57.5 	 -31 26.542. 	 Alcoholic beverages 0.1 57.5 	 -31 26.543. 	 Processed mica powdere 1 57.5 	 -31 26.544. 	Sugar 333 57.5 	 -7 50.545. 	 Rubber goodsd 39 57.5 	 -7 50.5 

46. 	 Glass 10 57.5 	 -7 50.547. 	 Cement and gypsum productse 7 57.5 -7 50.5
48. 	 Cigarettes 21 57.5 -7 50.549. 	 Deoiled rice brant 18 57.5 -5 52.5
50. 	Calcium magnite 16 57.5 	 -11 46.5
51. 	 Other productst 1,910 57.5 -1 56.5 
52. 	All commodities 16,258 -- 21.6h 

NOTE: J'Pist before the devaluation, export industries were being accorded incentives in the form of relief from direct taxation. A numberof export industries, mainly the traditional ones, were given tax credit certificates at varying rates subject to a maximum of 15 percent of thef.o.b. value of exports. Besides the relief in the form of tax credit certificates, 10 percent of profits attributable to exports could be deductedby exporters of all products from their taxable income. In the case of certain specified industries (those figuring in the First Schedule of theIndustries (Development and Regulation Act 1951) a further deduction-to the extent of 2 percent of f.o.b. value of exports-from taxableincome was permitted. All these forms of tax incentives were abolished when the rupee was devalued. The effect of the elimination of taxincentives thus equals (2t, + 2 + .10,t). %%here t, is the rate of tax credit certificates and 7r is ihe rate of profit as a proportion of f.o.b.value. This formula assumes a 50 percent tax on profits and applies only to industries which were eligible for all the three tax incentives,with appropriate modifications being made for industries not eligible for all the three incentives. The figures in column (4) assume a value 
of 10 for 7r. 

a. This figure includes -3.3 percent for cash-subsidy elimination as explained in the text. 
b. Red earthen tiles. 
c. Mica powder. 
d. Rubber manufactures not elsewhere specified. 
e. Cement. 
f. Rice bran. 
g. This includes refractories, guar splits, ceramics, timber products, arms and ammunitions, surgical cotton and dressings and cinemato­

graphic films and other films. 
h. This figure is 16.9 percent when "Other products" are not included. 



TABLE 6-4 

Changes In Import Duties as of June 6, 1966 

Effective Ad 
Valorem Duty" Share in 

(percent) 	 Total 

Pre- Post- Effective Imports 
Devalu- Devalu- Devaluation (1964-66) 

ation ation (percent) (percent) 
(3) (4)(1) (2) 

1. Iron and steel 63.6 49.6 44.0 9.99 

2. Metals other than iron 
and steel and silver 22.7 19.3 53.1 6.26 

37.4 26.1 44.5 40.673. Machinery 
4. 	Motor cars, cycles, 

scooters, chassis, 
omnibuses, vans, 
lorries and parts 
thereof 78.9 63.2 43.7 3.52 

37.6 25.1 43.2 6.485. Chemicals 
16.7 4.406. Petroleum products 204.7 132.2 

3.2 43.9 5.147. Raw cotton 12.9 
8. Artificial silk yarn 

176.7 37.5 0.91and thread 217.0 
9. Wood pulp, paper and 

57.3 1.99stationery 51.1 50.9 
29.7 0.2610. Cinematographic films 66.4 37.0 

537.8 929.6 154.3 0.0411. Spirits and liquors 
0.0512. Spices 	 68.3 - -7.0 
0.03600.0 -31.313. Tobacco 1330.0 

48.3 20.2614. All others 	 67.0 57.1 
42.3b 100.0053.9 39 615. Total 

SOURCES: Directorate General of Commercial Intelligence and Statistics, and 

Ministry of Petroleum and Chemicals, Government of India, New Delhi. 
Explanatory Memorandum to the Central Government Budget, Government of 

India, New Delhi, for data on duty collections. 
bya. The effective duty rates reported in columns (2) and (3) are obtained 

dividing duty collection by the value of imports. Though devaluation took place on 
March 31, 1966, hasJune 6, 1966, the effective rate for the year 1965-66, ending on 

been identified with the pre-devaluation rate and that for the year 1966-67, starting from 

April 1, 1966, with the post-devaluation rate. To the extent that the pre-devaluation rates 

were higher than post-devaluation rates, this procedure will overstate the pre-devaluation 
rates. Even though this procedure yields a weighted average rate for each group of items, 

the weights are not the same in the two years--each year's rates are weighted by that 

year's imports.	 157.5 [1 4-col. (3)] 

b. The figure in column (4) is obtained as follows: [1 +I col, (2)] .If we 

compute it instead as: 57.5 - (col. (2) - col. (3)], the total figure changes only to 43.2 
percent. 



NET VS. GROSS DEVALUATION IN JUNE 1966 97 

change, we then arrive at -52.5 percent as the reduction in the incentive to 
remit. 

Since (inward) remittances during 1964-66 were 30.8 percent of the 
invisible earnings and since invisible earnings other than remitttances had not 
been subsidized in any way prior to the devaluation, we can arrive at a 
weighted, net devaluation figure of 25.6 percent for invisibles (earnings). 

Imports. 

We must now adjust the estimate of the devaluation on the side of im­
ports by netting out the effect of the reduction in import duties. 

A number of tariffs were reduced at the time of the devaluation. There 
were changes in standard as well as preferential tariff rates. However, data 
on imports are not readily available according to the duty rates applicable. 
We have therefore used the ratio of duty collccted to the value of imports as 
an approximate measure of effective duty rates. 

We then quantify the change in the degree of effective devaluation due 
to these tariff changes by weighting the duty reductions by the share of these 
items in total imports during 1964-66. We have done this in Table 6-4. The 
resulting weighted-net.-devaluation is 42.3 percent for imports, adjusted for 
both the duty changes and the parity change. 

If we bring in also the invisibles (payments), to which only the parity 
change was relevant, the net devaluation figure (for the entire current account 
payments) rises to 44.8 percent. 

Total Net Devaluation. 

The total net devaluation on the (visible) trade account therefore may 
be approximated as amounting to: 21.6 percent for exports and 42.3 percent 
for imports. For the entire current account (including invisibles), the esti­
mates are: 22.3 percent for receipts and 44.8 percent for payments." 

NOTES 

I. Conversely, computed as the decrease in the dollar value of the rupee, the de­
valuation was 36.5 percent. 

2. Remember that we are not estimating the net change in the incentive in iote. 
To do so we would have to allow for the effects of changes in import costs of raw ma­
terials, for example, as well as for macro-effects on the price level. 

3. For a detailed discussion of these schemes and the limitations of calculating ad 
valorenm rates in the manner described above, see Chapter 3. See also Bhagwati and 
Desai, India, pp. 396-450. 

4. We should warn the reader that owing to the suspension of aid, these premia 
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were exceptionally high. We adjust for this fact in assessing the impact of the devaluation 

on export performance, etc., in later chapters. 
5. See Tables 19.7 and 19.8, Bhagwati and Desai, India, p. 433. 

6. See Mark Frankena, "Export of Engineering Goods from India" (Ph.D. disser­

tation, MIT, 1971), Table 111-8, for details of these subsidies. 
7. Note that we have ignored the very small entitlements that were received prior 

to devaluation by some of the commodities in (1)-(14). For example, tea had an entitle­

ment rate of 1 percent of f.o.b. value prior to devaluation. No significant error in our 

estimates would occur from these procedures. We should re-emphasize, however, that 

our estimates conceal much variation among individual exports within the 51 groups 

listed. 
8. The basic data are in Bhagwati and Desai, India, pp. 469-470. 
9. In Table 6-3 we have treated all items for which no explicit export promotion 

,ichemes were operating prior to devaluation as items for which full parity change (except 

for tax credit elimination) is applicable. If we exclude these items from total exports, 

the net devaluation on exports goes down to 16.9 percent and on total current accolint 

receipts to 18.7 percent. 



Chapter7 

Revival and Expansion of 
Export Subsidies during 1966-70 

Although the June 1966 devaluation was accompanied, as we have seen, by 
the elimination of the budgetary tax credits and the import entitlement schemes, 
the ensuing period was characterized by a steady growth of export subsidiza­
tion, again largely of a selective and variable nature and embodying, in prac­
tice, many of the features of the schemes prior to devaluation. 

We shall first trace the major developments, organizing our analysis by 
type of subsidization rather than by strict chronology. Next, these diverse 
subsidies will be quantified with a view to determining the degree of subsidiza­
tion they provided at different points in time, so that both their importance 
and their effects on export performance can be assessed. 

METHODS OF SUBSIDIZATION 

Cash Subsidies. 

The major change in methods of export subsidization in the post-devalua­
tion period was the large-scale introduction of cash subsidies on an explicit 
basis. These were introduced in August 1966 for most engineering goods and 
chemicals and were successively extended to a number of items. By the end of 
1967, they embraced the bulk of engineering goods, chemicals, processed 
foods, paper products, sports goods, woolen carpets, steel scrap, prime iron 
and steel, and cotton textiles, yarn and "made-up" goods amounting to over 
15 percent of total exports in 1964-65 and 1965-66. 

99 
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1. The subsidies were selective. They ranged from 10 to 25 percent ad 

valorem.' In contrast to the main thrust of the pre-devaluation subsidies, 

therefore, the selectivity was clearly narrower, confined to a very limited num­

ber of rates. As between the different groups, the range was again narrower 

than before, from 2 to 25 percent. However, the inter-group differences in 

rates were not altogether negligible. Cotton piece goods had subsidies ranging 

from 2 to 8.5 percent; made-up cotton goods generally carried 4.25 percent; 

steel scrap had 5 percent; biscuits had 3 percent; confectionery was 17 per­

cent; and 25 percent applied to many engineering goods. 
2. Furthermore, there is unmistakable evidence that the export subsidies 

were adjustable upward, not merely by explicit changes in the rates in periodic 

announcements, but also by special dispensation if the export order in ques­

tion was "sizable." Frankena has shown, on the basis of interviews with lead­

ing exporters of engineering goods, that the government was willing to consider 

an ad hoc increase in cash subsidy when this was considered necessary to 

secure (i.e., to induce an exporter to quote a low enough price on) an export 
order worth $0.67 million or more, and there are several cases where addi­

tional cash subsidies of 2.5 to 5 percent of the f.o.b. value were given. 

ImportReplenishments. 

Although the import entitlement schemes were abolished with devalua­
tion, they were soon replaced in August 1966 by import replenishment 
schemes. Under the latter, exporters were again assigned import licenses of a 
value which was a pre-specified percentage of the f.o.b. export value. While 
the two schemes were virtually alike in their modes of operation, except for 
a few differences to be noted shortly, the major difference was supposed to be 
that the replenishment licenses merely replaced the supposed import content 
of the export whereas the entitlement licenses were alleged to have been gen­
erally at twice this import-content value (and hence embodying an element of 
44open" subsidy). 

Of course, in a situation where imports carry a scarcity premium, a re­
plenishment license will also amount to a subsidy on exports. And we must 
therefore take it into account in estimating total export subsidization in the 
Indian economy.2 The "equivalent" ad valorem subsidy may further be ap­
proximated by multiplying the replenishment rate by the premium at which 
the replenishment license can be sold.3 

It is significant that, despite the intention to differentiate the replenish­
ment scheme from the earlier entitlement schemes, many features of the latter 
were quickly to emerge in the former: 

1. The transferabilityof the licenses was subjected to control, as before. 
We have already noted the irrational nature of the restrictions on transfer­
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ability of licenses as among the numerous entitlement schemes. Identical 
restrictions were to be carried over into the replenishment schemes, thereby 
lowering the subsidy-worth of the scheme and also making its operation cum­
bersome without any justifying rationale. 

2. Furthermore, just as the rule that the entitlements should be twice 
the import-content was rarely observed in practice, and in fact was violated 
in favor of larger allotments, the available evidence points to identical tenden­
cies of the replenishments to go well beyond the value of the (direct) import­
content. Thus, Frankena has found that in many cases, including machine 
tools, stationary diesel engines, electric fans, sewing machines and certain 
chemicals, the face value of licenses was considerably greater than the average 
current import-content of the exported product. 

3. The restrictions on transferability were accompanied by restrictions 
on what could be imported, in common with the entitlement schemes. Again, 
as with the latter, these restrictions were occasionally evaded by the authori­
ties. Further, the early entitlement scheme restrictions on eligible imports had 
already been weakened over time-especially in that exporters were allowed 
to import items other than those identified as the direct import-content of the 
exported products, provided they were direct inputs into what the exporter 
produced altogether (e.g., he may have a multi-product operation) or into 
items produced by the entire export promotion group (e.g., plastics) within 
which the entitlements had eventually come to be transferable. The same 
pattern of (restricted) eligibility was to be carried over into the replenish­
ment schemes; and no further "liberalization" was permitted in principle. 

4. Aside from the fact that "banned" items were occasionally made avail­
able under the replenishment licenses, these licenses carried a premium in 
the market (despite the import liberalization during the post-devaluation 
period) in part due to the fact that they were not source-tied as against the 
AU licenses which frequently made imports possible only against (higher­
cost) source-tied aid.' 

The only respect in which the replenishment scheme appears to have 
been different from the entitlement scheme is in the relative stability of the 
rates (which, as before, were set as a percentagc of f.o.b. export value). In 
addition, exports to the Soviet bloc were to become eligible for replenishment 
with free-foreign-exchange licenses. 

Supply of Indigenous Materials at International Prices. 

Although the idea of supplying domestic materials at international prices 
for export purposes had been conceived and implemented in respect to the 
supply of iron, steel and tinplate to the engineering industry, prior to the 
devaluation, it was adopted at a significant level in May 1967 for the supply 
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of iron and steel with eligibility for all manufacturers using primary iron and 
steel. 

These schemes eventually were to extend to winding wires, PVC resin
and aluminum as well. However, as Frankena has noted, the latter schemes 
were not operated with the same efficacy as the steel scheme. Thus, the PVC 
resin scheme during 1969 and 1970, under which some raw materials for
plastics and cable insulation were supplied at international prices, required 
an offsetting transfer by the exporter of part of his replenishment licenses to
the supplier of these materials-thus reducing the subsidy on that front. Fur­
ther, in some cases, as with aluminum supplies to user-exporters at interna­
tional prices, this meant an effective subsidy to the users but, on the other 
hand, the sale of aluminum at these concessional prices was counted as an 
offset against export obligations of the, aluminum producers. Furthermore, 
some of the concessions were not of durable value, since they were based on 
informal agreements with the government rather than legislation. For ex­
ample, in 1967 the manufacturers of winding wires agreed to give a price
concession to exporter-manufacturers of electrical equipment such as fans, 
motors and transformers; in 1969 several manufacturers of winding wires 
were withholding such a price concession to user-exporters. 

The steel scheme did work more effectively, however, as it was based 
on the principle of direct subsidization of the steel price.5 And the subsidy
element in the scheme was indeed positive (as quantified in the next section)
since the domestic steel prices exceeded the foreign prices-until the rise in
international steel prices above the Indian control prices in late 1969. 

Unfortunately, however, the scheme had drawbacks similar to those of 
the other subsidy schemes we have just reviewed. The subsidy was restricted 
(without any economic rationale that we can find) to steel of certain kinds,
and again to steel produced by certain major producers; and there were ad­
ministrative delays. 

Other Subsidies. 

In addition to the three forms of subsidization reviewed above, the post­
1966 period was characterized by three other measures which amounted to 
direct subsidization of the export sector: drawbacks(I) and rebates on im­
port and excise duties paid on direct inputs; (2) subsidization through the 
State Trading Corporation of a growing range of exports; and (3) subsidiza­
tion of freight rates. 

Furthermore, numerous indirect subsidies operated at different levels,
in a variety of guises. Thus preferences were increasingly granted to exporting
firms in respect of (I) AU and CG licenses on volume and source-tying,
(2) facilities to invest abroad, (3) licenses to expand capacity domestically 
and (4) supply of rationed inputs. 
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Moreover, the government occasionally resorted to policies aimed at 
"taxing" the firms which did not export, by (1) requiring penalty-carrying 
export obligations prior to licensing, for example, and (2) actually penalizing 
firms (by denial of AU licenses, etc.) in certain industries when they did not 
export pre-specified shares of their estimated production. 6 

We review all these policies, in turn. 

DRAWBACKS AND REBATES 

The refund of excise and import duties on direct inputs into exports pre­
dated the devaluation, as we already know from Chapter 3. These policies 
were continued into the post-devaluation period. 

STATE TRADING CORPORATION 

Effective export subsidization had also occurred in regard to products 
such as rice, sugar, art silk fabrics and jute goods. The State Trading Corpo­
ration (STC) sold these exports at losses which were financed by profits that 
arose from imports canalized through the STC. This policy was also carried 
into the post-devaluation period. 

SUBSIDIZATION OF FREIGHT, MARKETING AND CREDIT 

The pre-devaluation subsidies had extended to freight concessions to 
exporters in the hinterland, grants to promote participation in exhibitions 
abroad, and credit concessions. These policies were to continue into the post­
devaluation period. Thus, in the engineering goods sector, transportation to 
a port more than 200 miles distant normally entitled the exporter to rail freight 
concessions up to 50 percent. 

The marketing promotional subsidies extended not merely to participa­
tion in foreign exhibitions and overseas expenses, but also to visits of foreign 
delegations to India. There were also income tax concessions for all export 
marketing expenditures. In addition, the government continued to expand 
credit facilities to exporters. Thus, during 1967, the Reseve Bank of India 
began to charge a concessional rate of 4.5 percent to commercial banks for 
refinancing facilities relating to the pre-shipment and post-shipment advances 
made by banks to exporters. During 1969, export credits up to 10 years at 
6 percent by exporters were subsidized provided certain conditions were ful­
filled relating to low import-content and repayment in hard currency. Even 
these conditions were occasionally waived. 

PREFERENTIAL SUPPLY OF RATIONED INPUTS 

Since scarcity cannot always be meaningfully translated into dearness, 
it is useful to mention here government allotments of rationed materials to 
exporters on a preferential basis. In addition to the scheme for supplying 
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indigenous steel at concessional, international prices, the supply of scarce 
and rationed iron and steel to exporters was accorded high priority in prin­
ciple. This was also the case with aluminum, cycle tires and materials for tires 
and plastics. However, no quantitatively spelled-out policy in this regard can 
be discerned in the policy announcements during the post-devaluation period. 

PREFERENTIAL LICENSING TO EXPAND CAPACITY 

AND TO UTILIZE EXISTING CAPACITY 

Preferential allocation of AU and CG licenses to firms that export was 
also to become an explicit and an important part of government export­
promotion policy in the post-devaluation period. Thus, in 1968, engineering 
firms exporting more than 10 percent of their production were made eligible 
for such treatment by an announcement from the Ministry of Foreign Trade, 
and later in 1968 the Ministry announced that licenses of the value of $2.7 
million had already been issued to 46 export-oriented industrial firms.7 More­
over, in 1969, the government allowed firms exporting more than 10 percent 
of their output to import (under their AU allocations) from preferred sources. 
During 1970-71 firms which exported 25 percent of output in 1969 were 
given all AU licenses for import against free foreign exchange (source-untied), 
firms which exported 10 to 25 percent were given two-thirds of their AU 
licenses to import with untied funds and firms which exported less than 10 
percent were given only half their AU licenses to import with untied funds. 

PREFERENTIAL TREATMENT FOR FOREIGN COLLABORATION 

Among the important preferential treatments promised to exporting 
firms was the possibility of a more lenient attitude toward them when foreign 
collaboration was sought. The leniency was sought in the direction, not merely 
of expediting decisions, but also in the sense of permitting collaboration 
in "non-priority" industries and even in industries such as "trade" where 
collaboration was traditionally banned. In fact, in several such cases the 
government actually went so far as to make a formal export obligation a 
pre-condition for approving a foreign collaboration or investment, as with 
IBM and Coca-Cola prior to devaluation. 

PREFERENTIAL TREATMENT REGARDING FOREIGN INVESTMENT 
BY EXPORTERS 

The government also gave preference to exporters for investing abroad. 
This privilege was of value to firms (I) whose domestic investment outlets 
were being restricted-the case with the Large Industrial Houses under the 
revised industrial licensing policy aimed at stricter, effective control of their 
expansion; (2) who found foreign investments more profitable than domestic 
investments; and (3) who were seeking effective ways to export capital ille­
gally, a process somewhat facilitated if the firm had foreign equity investments. 
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This preference took basically the form of permitting firms to purchase 
equity in a foreign enterprise when this resulted in the sale of machinery 
exports by the firm to this foreign enterprise. It was thus of value mainly 
to exporters cf machinery and hence more restricted in scope than the other 
policies we have been reviewing. However, on occasion it could extend to 
firms not themselves exporting machinery (e.g., Oberoi Hotels) or to more 
complex deals. 

PENALTIES FOR NON-EXPORTING FIRMS 

As we have noted, government policy embraced contractual export ob­
ligations prior to permission to construct or expand capacity, with or without 
foreign collaboration, and in "priority" and "non-priority" industries. In 
addition, the government also resorted to an explicit policy of pressing pro­
ducers in several of the (59) priority industries (to which import liberaliza­
tion since June 1966 had been extended) to export at least 5 percent of total 
production or to face de facto penalties in the form of reduced AU allocations, 
restrictive source-tying of import licenses and refusal to expand output. This 
policy pre-dated the devaluation on an informal ad hoc basis; but it was 
formalized in 1968 and 1969.8 

Clearly, therefore, the post-devaluation period was to witness an active 
resumption and expansion of export subsidization programs.9 We now pro­
ceed to quantify their magnitude. 

QUANTIFICATION OF SUBSIDIZATION 

The analysis in the preceding section has already indicated the complex nature 
of export subsidization even subsequent to the devaluation of June 1966. Un­
fortunately, this complexity is so considerable, especially in view of the num­
ber of rates of cash subsidy and replenishment licenses and the vastly greater 
number of premia on import replenishment licenses, that we must warn the 
reader that the (partial) quantification of the export incentives which we now 
attempt must be regarded as indicative only of broad orders of magnitude and 
as enabling us to assess broadly' the trends in export performance since the de­
valuation."' One should properly regard the great difficulty of developing 
reliable measures of effective subsidy rates in an economic regime of the type 
India possesses, and the consequent inability of the government to undertake 
any systematic analysis of export policy and results, as an important and par­
ticularly unfortunate consequence of such regimes. 

Cash Assistance. 
Broad orders of magnitude concerning subsidies in the form of cash as­

sistance may be provided for engineering goods, chemicals and other groups. 
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Frankena's detailed study of the engineering industry in India gives (among
other things) the major cash subsidy rates for 1969-70 for 80 percent of the 
engineering exports in 1969. By weighting the subsidy rates by the relative 
share in exports, we estimate the average cash subsidy rate for engineering
goods (plus iron and steel) as 12.4 percent during 1969-70 and as 17.6 per­
cent for engineering goods (excluding iron and steel)."

We have also put together the cash subsidy rates for the entire post-de­
valuation period by the detailed classification by-product that is actually used to 
operate the scheme and which distinguishes among nearly 300 product-types.
Unfortunately, while we did have these subsidy rates, we could not obtain a 
comparable classification for exports and therefore the export-share-weighted 
average cash subsidy rates which we wished to calculate (by even a rough­
and-ready regrouping of exports by the subsidy-classification) could not be 
computed despite our attempts at securing the necessary information. 

Domestic Materials at International Prices. 

The principal scheme for providing exporters with inputs at international 
prices related to the supply of steel to the engineering industry. Quantifying
this incentive as an ad valorem equivalent subsidy on exports of engineering
goods required that we obtain the international London Metal Exchange
(LME) prices for different types of steel, the corresponding domestic Joint 
Plant Committee (JPC) prices, multiply the difference (when LME <JPC 
prices) by the corresponding aij coefficients for the relevant steel inputs into
engineering goods and then divide by the unit f.o.b. value of engineering goods 
exports. 

The average (unweighted) subsidy implied by the difference between 
international and domestic prices of various categories of steel appears to have 
varied from zero during January-March 1970 to a high of 25 percent during
October 1968-March 1969.12 The cost of steel input as a proportion of total 
cost of production of enginering goods is estimated to be about 15 percent.' 3 

Thus, at its maximum value of 25 percent, the subsidy on steel input to the 
engineering sector amounted to about 4 percent of the domestic cost of pro­
duction. If we assume that the f.o.b. price of exports of engineering goods was 
around 50 percent of the domestic cost-and this may not be too far out, as 
Frankena's estimated range is 50-75 percent-the steel input subsidy would 
then be of the order of 8 percent of f.o.b. prices.

This number compares reasonably well with Frankena's estimate of 14 
percent subsidy for steel pipes, tubes, and fittings and 8 percent for transmis­
sion line towers and other fabricated steel structures for mid-1969.' 4 More­
over, recent studies of selected exporting firms in 1968-69 indicate that, for 
railway wagon exports, the steel subsidy was more like 19 percent. 15 



Such schemes for providing materials at international prices apparently
tended to increase during this period, and were of some importance for chemi­
cals and plastics. Thus, in the plastics industry, raw materials such as low and 
high density polyethylene, PVC and polysterene were made available at inter­
national prices which were as much rs 75 percent below the domestic price in 
some instances. 10 

Duty Drawbacks and Tax Rebates. 

The import duty and indirect tax drawbacks and rebates had a vastly 
differential incidence among different products. Thus the different indirect tax 
rebates that were estimated for 1969 by Frankena in the engineering industry 
ranged from 2 percent of f.o.b. value to 49 percent. A more comprehensive 
sample survey during 1969-70, which noted the importance of such drawbacks 
and rebates for exporters of lamps and tubes, cables and wires, radio and auto 
accessories, tires and tubes and small tools, found this incentive to range from 
2 to 60 percent during this period.' 7 

We have found it impossible to arrive at a meaningful average figure for 
the export-subsidy equivalent of these benefits by different groups. We may 
note, however, that the export-share-weighted average rate for the engineering
goods studied by Frankena for 1969 turns out to have been between 17.5 and 
18 percent.' Thus, despite the continuing administrative difficulties attendant 
on getting this benefit, it would appear that it did provide a fairly sizable export 
incentive during the post-devaluation period. 

State Trading Corporation Losses. 

In terms of its announced policies, the STC was prepared during the post­
devaluation period to absorb losses on exports of rice, sugar, copra extractions, 
coffee, fruit and vegetables, processed foods, art silk fabrics, jute goods, cement,
plywood, figures and wired glass, sports goods and human hair. During 
1969-70 to 197 1-72, the major losses were absorbed in art silk fabrics and in 
jute goods. The export-share-weighted average subsidy on all STC exports 
assisted in this way, calculated as the ratio of losses to export value, was 14 
percent in 1969-70 and 20 perceat in 1970-71.1 The subsidy rates, so calcu­
lated, on the two major items, art silk fabrics and jute goods, turn out to have 
been 23.5 percent and 10.5 percent, respectively, as an average for 1969-70 
and 1970-71. 

Overall Assessment. 

Unfortunately it is nearly impossible to indicate even the orders of magni­
tude of the benefits implied by the other export incentives which we listed in 



108 LIBERALIZATION EPISODE 

the preceding section. Unpublished sample surveys and interviews during 1968 
to 1970 strongly suggest that some of these other incentives may well have 
implied, for specific firms, incentives in the order of 10 to 20 percent on an 
ad valorem basis, particularly in the engineering industry.'-1

Thus, for example, the grant of "preferred-source" AU import licenses to 
exporting firms was important in machine tools, diesel engines, small tools,
abrasives, tires and tubes, batteries and accessories and transformers, among
other products, in 1969-7) The preference for expansion of capacities was
claimed to be of importance by the interviewed firms in batteries, tires and
tubes and electric lamps, where there was fuller capacity utilization. The occa­
sional ability to procure banned and restricted items under AU imports against
export performance also improved profitability in sonic instances. 

The vast complexity of the total "package" of export assistance thus 
precludes any citing of a reliable number as the "effective" equivalent ad
valorem export subsidy rate during the different years since the devaluation.
It is clear, however, that in engineering goods in particular and to a large ex-

TABLE 7-1
 
Approximate Range of Average Subsidy of Selected Exports
 

since the 1966 Devaluation 

Range of Effective, 
Equivalent Export

Scheme Subsidy (% of f.o.b.) 
1. Cash subsidies 15-20 
2. Import replenishment licenses 15-30
3. Domestic materials at international prices' 5-15
4. Drawbacks and rebates 10-20 
5. Preferential licensing 10-20
6. Total range' (i) 50-90 

(ii) 55-105 

NoiTi: These average rates apply mainly to the groups: engineering goods, chemicals
and plastics, as mentioned in the text. They conceal considerable variation among
individual products. Also note that there aie products which are known to have hadsubsidies outside of the figures we have put down, so that we are indicating only what 
appear to us, on the basis of the foregoing analy:;is. to be the average orders of magnitude
in subsidization on each account since 1966; and further, that in many of the categories
the subsidization moved upwards to%%ard the tipper end of the range ssith the lapse of 
time. 

a. Recall that these are important only for steel and some plastic inputs.
b. (i) vxcludes row (3) and (ii) includes it. STC losses are excluded from these

totals but should be added for art silk fabrics: they amount to 10 to 20 percent of f.o.b. 
values. 
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tent in chemicals, plastics and other "new" industries (i.e., sports goods, paper
products and processed foods, in the main), the export incentives since de­
valuation must have averaged around 50 to 90 percent on an effective, ad 
valorem basis (Table 7-1). 

NOTES 

1. See S. N. Krishnan, Export Incentives and the Exchange Rates (New Delhi:
USAID, 1967), for detailed statements of the subsidy rates in the two major groups, 
engineering and chemicals. 

2. The notion that this is not a subsidy, however, seems to be prevalent in certain 
bureaucratic circles. It is partly an erroneous result of the notion. sshich has some eco­
nomic rationale, that exports must be exempted from import duties on inputs.

3. There al, qualihications to this method. Iloscver, as an approximation, it seems 
to be the best that can be managed empirically. 

4. An additional advantage claimed by importers \ias that bureaucratic delays were
less of a problem than they %cre %%ith AU licenses. Ftrther. multi-product firms could 
alss ays use their replenishmeltli icenses to import inputs for "non-priority" production
within the firm, even hen AU licenses for such purposes were restricted. 

5. Hossever. see qualifications belokk. 
6. For sonic evidence, see Frankena. "[Ispot.t" pp. 344-346. 
7. Ibid., p. 190. 
8. Frankena slittes that "according to piess lepoits, maintenance import licenses 

were cut 5 percent in 1969- 70 for 2510 tinis in eiiinecrin' and non-engineering industries 
and were to be reduced b, 2) percent in 197t0-7i." Ibid., p. 194. 

9. We have not bcen able to secure itns systenmatic and reliable evidence on whether
 
the government sought to 
 eftectively subsidi/c esports by buying preferentially from 
exporting firms or \%lether public sector enterpiises were de' jacto subsidized in order to 
promote foreign sale of their production. We should also mention that barter-deal trade 
which permitted exports at rlther better prices ihan if they had been undertaken in freer 
markets and correspondinglv invol\ed similarlv higher impoil prices in turn, could also 
be regarded as a form of e\port-sitlbsidi/atIion. 

10. In our statistical anl s,,is of cport performance in Chapter 9. therefore, we do
 
not use 
 these calculated subsid %rtes ats inputs into oir regressions although it would
have been useful to take the subsidv-incltisise export prices an explanatory variable.as 
Instead of using these rates. \%e have tried to estiniate the impact of the liberalization 
package through dtumnv-svaiiable nals sis iiid to assess [he esullts of this anall sis in light
of the necessarily very rough aid bloaid orders of export so bsidi/ation developed in this 
section. 

11. Note that %%here %%edid not have detailed breakdowns of exports by relevant
subcategories we have used simple average cash subsidy rates and multiplied them by the 
overall export figure for a category, ats kitlh iron and steel. See Frankena. "Export," 
Table 111-7. 

12. The details on the domestic and international prices of sonic major types of steel 
during this period were acquired by us from the Ministry of Steel and the Engineering 
Export Promotion Council. Bombay. 

13. This figure is obtained from the inter-industry flow table for the year 1964-65
prepared by M. R. Saluja of the Indian Statistical Institute, by dividing the cost of steel 
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Input (at 1960-61 producer's prices) by the value of output (at 1960-61 producer's 
prices) of electrical equipment, non-electrical equipment, transport equipment and metal 
products. It is clear that the composition of production will not necessarily correspond to 
the composition of exports; however, to add this extra sophistication to our exercise 
would involve tremendous work and still a lot of guesswork. 

14. Frankena, "Export," Table 111-7. His overall estimate is 3 percent, p. 344. 
15. This information is based on unpublished studies conducted by the Administra­

tive Staff College of India, Hyderabad. 
16. Thus, in 1968, the international price of low-density polyethylene was Rs. 1,900 

per metric ton whereas the domestic price was Rs. 7,480; for polysterene, these prices 
were Rs. 1,800 and Rs. 6,460, respectively; and for PVC, they were Rs. 1,675 and Rs. 
3,944, respectively. The full list of materials available in 1971 at international prices 
included low-density and high-density polyethylene, PVC resin, polysterene, phenol and 
urea formaldehyde molding powder and PVC. 

17. Administrative Staff College at Hyderabad Sample Survey: results communi­
cated to us in official interviews. 

18. In this case, it makes little difference whether one includes or excludes iron and 
steel. 

19. These calculations leave out the items which did not attract losses in the relevant 
year. 

20. Frankena, "Export," p. 191. The author calculates a figure of 25 percent on one 
license. This underlines the fact that the figures in Table 7-1 represent, as we clearly 
emphasize, only broad and necessarily rough orders of magnitude. 



Chapter8 

Devaluation, the Price Level 
and Economic Activity' 

One of the common arguments against devaluation in India has been that it 
would be inflationary. If indeed this were the case, any price advantage that 
devaluation might confer in export markets would be blunted and might even 
be completely neutralized. 

There was price inflation in India, at any rate since 1962-63, and the 
pace of price rise indeed quickened in 1966-67. This led some uncritical ob­
servers to attribute this phenomenon to devaluation on a post hoc ergo propter 
hoc basis. Hence it is necessary to examine the issue of the endogenous impact 
of the devaluation package on the price level carefully and in depth. Indeed, 
as we show presently, meaningful analysis of this question must bring in the 
effect of the abnormal drought in two consecutive years on cereal and raw 
material prices and through these on the prices of other commodities; and 
when we have done this, and considered other pertinent factors, the judgment 
reached on the issue of the impact of the devaluation package changes dras­
tically. 

First, let us examine the few pertinent facts that we have collected in 
Table 8-1. The major features there are: ( I) the impact of the two consecu­
tive droughts as reflected in the fall in real income originatinig in agriculture in 
1965-66 and 1966-67 as compared with 1964-65; (2) the continued rise in 
the wholesale price index, a process that began in a sustained fashion from 
1962-63; (3) a rise in the relative price of food articles as compared with the 
prices of manufactures in general and prices of equipment in particular; (4) a 
shift away from investment toward consumption in public sector expenditure; 
(5) a drastic fall in non-food aid disbursements net of debt service payments 
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TABLE 8-1
 
Key Economic Indicators, 1964-68
 

1966-67 1967-68
 

149.9 167.3 
146.2 173.7 
171.1 207.8 
158.4 156.4 
127.5 131.1 
121.6 128.9 
117.7 126.5 

34.26 36.38 
4.12 3.55 

24.96 27.80 
21.86 20.01 

9.09 9.68 
2.26 2.57 

213.18 256.85 
24.01 28.01 

1,542 1,598 
2,771 2,677
 

868 691
 
1,393 1,508
 

363 289
 
131 142
 
114 119
 

1,494 1,575 
538 447
 
497 380
 
424 672
 

35 76
 
365 444
 
591 684
 

1. Index number of wholesale prices 
(1961-62 = 100) 
All commodities 
Cereals 
Food articles 
Raw materials 
Manufactures 

Cotton manufactures 

Equipment 

2. Public sector 
(Rs. billions) 
Tax receipts of central, state 

and local government 

Subsidies 

Public consumption 

Gross public investment 

Net defense expenditure 

Overall deficit 


3. Private sector 
(Rs. billions)
 
Consumption 

Gross investment 


4. Foreign tradeb 
(U.S. $ millions)
 
Exports 

Imports 

Of which: 	food 
maintenance 
complete machinery 
iron and steel 
non-ferrous metals 

5. External assistance 
(U.S. $ millions)
Gross aid disbursements 

Of which: food aid 
project aid 
non-project aid 
non-food PL 480 aid 

Debt service 
Net aid other than food 

1964-65 


122.3 
112.0 
135.4 
115.9 
109.0 
109.6 
108.3 

26.94 
1.47 

20.05 
20.10 

8.06 
1.52 

178.49 
17.55 

1,714 
2,833 


592 

1,684 

435 

219 

123 


1,519 
446 

701 

352 


20 

255 

818 


1965-66 


131.6 
135.2 
144.6 
132.8 
118.1 
114.4 
111.8 

30.48 
1.91 

22.96 
21.22 

8.85 
3.31 

180.02 
21.60 

1,692 
2,958 

676 

1,726 


438 

205 

144 


1,623 
476 

684 

421 


42 

315 

832 
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TABLE 8-1 (concluded) 

1964-65 1965-66 1966-67 1967-68 
6. National incomec 

(Rs. billions)
At current prices 200.61 206.21 239.03 283.74 
At 1960-61 prices 159.17 150.21 152.43 166.60 

Of which: agriculture 72.24 61.45 60.4 71.93 
others 86.93 88.76 91.49 94.67 

7. Changes in money supply with the 
public (Rs. billions) 3.35 4.43 3.80 4.51 

Of which (a) Reserve Bank net 
credit to government 1.36 3.98 1.89 1.66 

(b) Commercial Bank 
holdings of 
government securities 1.41 1.14 0.83 0.96 

(c) Total net bank credit 
to government 
[=(a)+(b)J 2.77 5.12 2.73 2.61 

8. Some percentages 
i) Gross public investment 

Gross public outlay 50.0 48.0 46.7 41.9 
ii) Tax receipts 

National income 13.4 14.8 14.3 12.8 
iii) Gross domestic savings 

Gross domestic product 14.2 15.6 13.5 12.2 

SOURCEs: Economic Surveyi., 1967-68 and 1968-69, Government of India, Ministry
of Finance, Department of Economic Affairs, New Delhi. 

Estimates of A'tliomnl Product, 1960-61 to 1969-70 and Index Numbers of Whole­
sale Prices in India. annual numbers from 1962 to 1970. Government of India, New 
Delhi. 

a. The total expenditure exceeds tax receipts plus the overall deficit because of 
non-tax revenue and capital receipts consisting of domestic and external borrowing.

b. Maintenance impoits consist of intermediates, raw materials, spares and com­
ponents of machinery. Therefore. they also include iron and steel as well as non-ferrous 
metals. 

c. Provisional estimates, except for 1964-65. 

after 1965-66; (6) a fall in exports as well as imports, particularly imports of 
complete machinery; and (7) a fall in the ratio of tax receipts to national 
income and gross domestic savings to gross domestic product. In analyzing this 
picture we shall attempt, to the extent possible, to separate the effect of the 
drought. 
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EFFECT OF THE DROUGHT ON PRICES 

It appears that the prices of manufactures are determined by cost considera­
tions since they are very closely related to the prices of industrial raw materials. 
However, the element of the cost-push mechanism that operates through the 
presumed relationship between wages and prices of food articles appears to be 
weak. This is seen from the following relationship: 

(M/), = 56.6215 + 0.0267f,-, + 0.5050Rt - 8.1552D, (8-1) 
(24.2922) (0.6332) (10.2962) (-4.5728) 

R2= 0.9778; D.W. = 1.15; period 1951-1952 to 1960-61 and 1962-63 
to 1970-71, 

where (Mf)1 is the index of wholesale prices of manufactures with base 
1950-51 up to 1960-61 and with base 1961-62 beyond 1960-61, f, is 
the index of wholesale prices of food articles with an identical shift in base, Rt 
is the index of wholesale prices of raw materials again with shift of base be­
yond 1960-61, and D, is a dummy variable which takes the value zero up to 
and including 1960-61 and the value I beyond (the dummy having been intro­
duced to reflect the change in the base of the price index in 1961-62). Only 
the coefficients of Rt and the dummy are significant. Replacing f,_- by f, in thoe 
above relationship yielded the same results-namely, that only the coefficients 
of prices of raw materials and the dummy were significant. This is not surpris­
ing, since the prices of raw materials are closely correlated with those of food 
articles, a relationship which is the consequence of the fact that a large propor­
tion of the raw materials is agriculture-based and factors that affect agricul­
ture in general affect both the availability of raw materials and food articles 
similarly. This relationship is as follows: 

Rt = 11.9317 + 0.6422f, + 0.1789f,_ - 0.8396D, (8-2) 
(1.22) (2.56) (0.75) (-0.97) 

)72 = 0.9097; D.W. = 1.57; period 1952-53 to 1960-61, 1962-63 to 
1970-71.
 

Thus an explanation of the behavior of prices in the Indian economy has 
to be sought in an explanation of the behavior of the prices of food articles. 
Since foodgrains in general, and cereals in particular, form an overwhelming 
proportion of the consumer budget, cereals have a large weight in the index 
of prices of food articles. 

We now turn to a simnle simultaneous equation model to explain the 
prices of cereals. In a poor peasant economy such as India's, the bulk of the 
output of food crops gets consumed on the farm and never gets to the market. 
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But for explaining the behavior of food prices, the marketed portion of the 
output is relevant. Unfortunately, there is no time series available on marketed 
surplus. Some data on market arrivals in selected markets are available but the 
number of markets on which these are based have varied over time. However, 
Pranab and Kalpana Bardhan have constructed a time series of marketed 
surplus of cereals based on the National Sample Survey data on consumption 
expenditure. Their series runs only up to 1964-65. We have extended it to 
later years by assuming that the marketed surplus changed in the same propor­
tion as market arrivals of major cereals (fortunately, the number of markets 
on which the arrivals data are based has remained the same since 1964-65). 

The behavioral model we have estimated is the following: 

yt : al) + aIYA t + a2PI + lt (8-3) 
yt + ZI = PO + PIYNAt + P2-.Pt + Vt (8-4) 

where the endogenous variables are yt, the marketed surplus of cereals, and P, 
the wholesale price of cereals relative to that of cotton manufactures. :' The exo­
genous variables are Y,4, the real income originating in agriculture; YN.1t, the 
real non-agricultural income (both incomes being measured in units of I bil­
lion rupees); and z,, the imports of foodgrains (in million tons). In the first 
equation, which is the supply equation, we postulate that marketed surplus is 
related to real agricultural income and the relative price of cereals. In the 
second equation-the demand equation-demand is related to relative prices 
of cereals and real non-agricultural income. The reduced form equation for Pf 
was estimated as: 

Pt = 0.9030 + 0.0135Y%,1, - 0.0133Y.,, - 0.0193z, (8-5) 
(3.26) (4.18) (--1.99) (-1.31) 

IR2 = 0.6154; period 1952-53 to 1969-70. 

The two-stage least squares estimates of the two structural equations are: 

yt= 5.6380 + 0.3707Pt + 0.1828Y.,t, R2 = 0.2939 (8,-6) 
(1.40) (0.10) (2.40) D.W. = 1.91 

yt+zt= 16.8539- 12.4023P,+0.2341Y..4 ,, R2=0.8383 (8-7) 
(7.01) (-2.49) (5.84) D.W. = 2.30 

In the supply equation, the relative price variable is not significant while 
the income variable is. In the demand equation, both the relative price and 
income variables are significant. 

The reduced form equation for P, can be used to assess the effect of the 
drought on the prices of cereals. This we do as follows. First, we get an esti­
mate of the expected value of P, under the assumption that real income 
originating in agriculture maintained the level attained in 1964-65 both in 
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TABLE 8-2 
Index of Cereal Prices, 1964-67 

With 1964-65 
With Actual Values of YAt With Trend 

Observed Values of for 1965-66 Values of 
Year 
(1) 

Value 
(2) 

yet 
(3) 

and 1966-67 
(4) 

YAt 
(5) 

1964-65 139.3 133.6 133.6 135.3 
1965-66 148.0 153.4 133.1 131.3 
1966-67 175.8 175.0 152.3 146.3 

SOURCE: Equations 8-5, 8-6 and 8-7. 

1966-67 and 1967-68 as contrasted with the fall of 14.9 and 15.7 percent, 
respectively, in these two years. We convert these expected values of Pt to an 
expected value of index of cereal prices by multiplying by the observed value 
of, the index of prices of cotton manufactures in these two years. (As men­
tioned earlier, the prices of manufactures in general and prices of cotton manu­
factures in particular are mainly influenced by the prices of raw materials. In 
the case of cotton manufactures, the basic raw matcrial is cotton and raw 
cotton prices did rise, particularly in 1966-67, in response to lower output due 
to the drought. Thus, by using the observed prices of cotton manufactures in 
obtaining the expected values of index of cereal prices, we are understating the 
effect of drought somewhat since we are not removing 6ie influence of drought 
on the prices of cotton manufactures.)I The picture that emerges is highlighted 
in Table 8-2. 

Thus the expected prices of cereals should have been lower by approxi­
mately 10 percent in 1965-66 and 1966-67 had the drought not lowered real 
agricultural income (and hence the marketed surplus) in these years as com­
pared with 1964-65. The above analysis suggests, therefore, that in the be­
havior of prices immediately after devaluation the effect of the two consecutive 
droughts of unprecedented proportion was the dominant one. 

ROLE OF MONETARY AND FISCAL POLICY 

Not merely was a significant part of the post-devaluation price rise due to the 
exogenous fact of the droughts; in addition, the government's monetary and 
fiscal policies appear to have been designed to decelerate rather than accelerate 
the trend rise in expenditures and in money supply (which, in turn, largely 
reflects government spending as in many other LDCs). As will be evident from 
our discussion below, India was to experience an industrial recession together 
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with a wage-goods price inflation brought about by the drought. And monetary
and fiscal policy decisions were largely motivated by the fear of adding to the 
price rises resulting from the drought, rather thaui by considerations of the 
1966 trade-and-exchange-rate policy package. In fact, the contractionary fiscal 
and monetary policy, so motivated, contributed significantly to the onset of the 
industrial recession, along with the shift in the composition (as distinct from 
the level) of government outlays away from investment to current expenditures
(which resulted in reduced demand for the output of the capital goods sector). 

1. The overall budgetary deficit of the Central and State governments fell 
from a level of Rs. 3.34 billion in the pre-devaluation year of 1965-66 to Rs. 
2.26 billion and Rs. 2.57 billion, respectively, in the subsequent two years
(Table 8-1). Though these are ex-post magnitudes, the budgeted or ex-ante 
deficits for 1966-67 and 1967-68 were even lower at Rs. .52 billion and Rs. 
.89 billion, respectively. 

2. Furthermore, the money supply with the public increased by Rs. 3.8 
billion and Rs. 4.51 billion, respectively, in the two post-devaluation years as 
compared with a rise of Rs. 4.44 billion in the pre-devaluation year of 
1965-66. Further, a major element in the expansion of money in India as in 
other less developed countries-namely, increase in net bank credit to govern­
ment-ell from Rs. 5.12 billion in 1965-66 to Rs. 2.73 billion and Rs. 2.61 
billion in the subsequent two years. 

It is, of course, of interest to note also that the effect of the fiscal and 
monetary contraction was accentuated by an accompanying shift iL.the com­
position of government outlays. As is clear from Table 8-1. the pattern of 
outlays shifted in favor of current expenditure and among the significant re­
ductions in government outlays was a cutback on railway expansion. This 
accentuated the deflationary impact of the fiscal policy because, on balance, it 
must have implied that expenditure was shifting from items such as capital
goods where output fell in consequence (as we shall discuss in greater depth) 
to items such as food where output could not increase owing to short-run pro­
duction constraints. Thus, investment in the industrial sector decelerated on an 
accelerator-type mechanism whereas there was no offsetting impact through
incremental outlays in agriculture. On balance, therefore, the effect of the shift 
in the composition of outlays must have been to accentuate the deflationary
effect of decelerating government total outlays on production and investment. 

Both the deceleration in total outlays and the compositional shift which 
we have just discussed were to be traced to two causes: one exogenous and 
major, and the other endogenous and only mior and possibly contributory, to
the June 1966 policy package. The exogenous and principal factor was again
the agricultural drought. It is clear from policy pronouncements (e.g., in the 
annual Economic Survey following the devaluation) that the government was 
afraid that any sustenance of the trend expansion in outlays would accentuate 
the rise in food prices that followed from the drought; and the same fears 
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clearly dictated that, while current outlays could not be reduced (e.g., wages
in the bureaucracy could not be controlled in a situation of risen prices without 
serious unrest), capital outlays could be axed without serious difficulty.

But the deflationary policy may, to a very small degree, have been in­
spired by the devaluation decision itself. There is some (though not consider­
able) evidence, in the writings of both the relevant Ministries and of outside 
economists, that the devaluation was thought to be necessarily inflationary.
This belief, of course, stems from thinking in terms of the standard model of 
devaluation analysis, beginning with Alexander, Tinbergen and Meade's work,
that devaluation is likely to switch expenditure from foreign to domestic goods
and that, for this policy to lead to improvement in the balance of payments, an 
offsetting deflationary policy is necessary. This view ignores one critical ele­
ment in LDC devaluations-namely, that the inflow of aid implies that the 
immediate effect of the devaluation is likely to be significantly deflationary
because imports often exceed exports by a factor of even two. Also, the fact 
that the net, as distinct from the gross, devaluation was not quite as great as 
was commonly believed, as our estimates in Chapter 6 have shown, implied
that any need for such a compensatory deflationary policy was correspondingly
less, ceteris paribus. 

On balance, we conclude that government decisions with respect to mone­
tary and fiscal policy were quite naturally motivated by fear of inflation, 
prompted almost exclusively by the effects of the (exogenous factor of the) 
drought. 

RECESSION AND INFLATION 

We thus had the curious combination of a recessionary situation, with produc­
tion and investment at reduced levels in the two years following the June 1966 
change, along with an accelerated price increase. The latter was, as we have 
argued, very much the result of the droughts. And the former, as we have 
briefly indicated above and argue more substantively below, was equally so. 
Indeed, if anything, we argue presently that the June 1966 policy package
mildly improved the level of industrial production and, in the same fashion, 
may have had a favorable (even if negligible) impact on investment. To this 
analysis we now turn. 

EFFECT ON PRODUCTION 

The (short-run) effect of the devaluation-cum-liberalization package of June 
1966 on overall production can be analyzed by distinguishing four areas of 
activity. 
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TABLE 8-3
 
Index of Production (1949-50 = 100):
 

Actual and Estimated Trend Values
 
for 1965-66 and 1966-67
 

1967-68 and Indian Agricullure in Brief, 11th ed., 1971, 

1965-66 1966-67 

Crop 
Trend 
Value 

Actual 
Value 

Shortfall 
(percent) 

Trend 
Value 

Actual 
Value 

Shortfall 
(percent) 

(1) (2) (3) (4) (5) (6) (7) 

Foodgrains 153.0 120.9 21.0 157.6 123.3 21.4 
Cotton 230.4 183.0 20.6 240.9 191.1 20.7 
Jute 183.6 135.5 26.2 190.0 162.4 14.5 
Oilseeds 157.7 125.4 20.5 163.0 125.7 22.9 

SOURCES: Area, Production and Yield of Principal Crops in India, 1949-50 to 
Government of India, Ministry 

of Food and Agriculture, Directorate of Economics and Statistics, New Delhi. 

Effect on Agricultural Output. 

The behavior of agricultural production in the period immediately fol­
lowing the devaluation in June 1966 must be regarded as exogenous to the de­
valuation-cum-liberalization package. Indeed, the second consecutive drought
in 1966-67 dominated agricultural performance as well as the performance of 
other sectors closely related to agriculture. The two droughts in ' ie years
1965-66 and 1966-67 were no ordinary droughts, as the foregoing compari­
son (Table 8-3) of expected production (on the basis of observed exponential 
trends during the period 1949-50 to 1964-65) and actual values shows. 
These shortfalls, except in the case of jute in 1966-67, were statistically sig­
nificant. 

Effect on Agriculture-Based Industrial Outputs. 

The index (with 1960 as base) of output of agro-based industries in the 
organized sector fell from a peak of 121.2 in 1965 successively to 120.0 and 
114.7 in 1966 and 1967 and recovered to 118.3 in 1968. The impact of the 
drought on two of the major agro-bascd industries-namely, cotton textiles 
and jute textiles-can be estimated from the following two regressions: 

Cotton textiles: 
Qt = 3289.7946 + 4.573 1,1 - 0.9692Mc1 + 21.6809Yt (8-8) 

(11.22) (1.79) (-0.79) (8.01) 
R2 = 0.93 Period 1952-53 to 1969-70 

D.W. = 2.05 
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Jute textiles: 
Qrt = 604.7262 + 1.5320.rt + 1.9524/:t_. - 0.2168Mt (8-9) 

(2.71) (1.68) (2.33) (-0.59) 
A2 = 0.41 Period 1952-53 to 1969-70 

D.W. = 1.07 

where Qrt: Output of cotton textiles (mill and decentralized sectors), 
.million meters 

Yt: Real national income ( 1960-61 prices), Rs. billion 
lvt: Index of output of raw cotton (1949-50 = 100)

Met: Imports of raw cotton, thousand tons 
Qjt: Output of jute textiles, thousand tons 
I.,,: Index of output of raw jute ( 1949-50 = 100) 

M,,: Imports of raw jute, thousand tons 

The domestic raw material availability variables have the expected sign
and are statistically significant (at 10 percent level or less) in both regres­
sions.6 One can conclude from these regressions that, ceteris paribus, had the 
outputs of raw cotton and raw jute been at their trend values in 1965-66 and
1966-67, the expected output would have been higher by 3.0 and 3.1 percent
in the case of cotton textiles and by 6.4 and 12.3 percent in the of jutecase 
textiles in the two years. In addition to this downward pressure on the output
of these two industries on the supply side, there was a downward pressure on 
the demand side, particularly in the case of cotton textiles because of the
drought-induced fall in per capita income (at 1960-61 prices) by 7.6 and 9.2 
percent, respectively, in 1965-66 and 1966-67 as compared with 1964-65. 
Had twere been no fall in income compared with 1964-65, the output of cotton 
textiles would have been higher by 2.7 and 2.0 percent, respectively, in 1965­
66 and 1966-67, respectively. Thus the effect of the drought was to reduce the 
expected output of cotton textiles by at least 5.7 and 5.1 percent in these two 
years. We should further note that the effect of the drought on the output of 
jute textiles was reflected significantly in the export performance of this major
traditional item. 7 

Effect on the Output of "Import-Intensive" Industries, 
Other than Capital Goods. 

These industries include mainly chemical-based industries, some metal­
based industries, and art silk manufactures. Production in all these industries 
should have, in principle, profited from the 1966 policy package, both because 
of the liberalized maintenance imports as promised in the package and because 

http:1.5320.rt
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export subsidization was resumed soon after 1966. However, it turned out that 
maintenance imports (other than metals, components and parts of machinery)
fell from a level Rs. 3,699 million (pre-devaluation) in 1965-66 to Rs. 3,488 
million in 1966-67 and rose to Rs. 4,052 million and Rs. 4,189 million in 
1967-68 and 1968-69, respectively. Further, there was a downward pressure 
on the domestic demand side since real income did not attain the levels 
reached in 1964-65 until 1967-68. Thus the following picture emerges: 

TABLE 8-4
 
Percentage Change from Preceding Year
 

in Production in Selected Import-Intensive Industries, 1965-66 to 1969-70
 
(including capital goods) 

Weighta 1965-66 1966-67 1967-68 1968-69 1969-7 

1. Metal-based of which: 16.55 +22.11 -10.58 +5.71-2.82 	 +5.7E 
i. electrical machinery 3.05 +17.30 +10.10 +8.10 +14.00 +16.2C 

ii. 	non-electrical
 
machinery 3.38 +46.50 
 -7.90 +2.80 +9.10 +6.90J 

iii. others 10.12 +15.41 -17.71 -7.99 +2.08 +2.27 
L Chemical-based 8.94 +5.57 +11.41 +5.33 +14.22 +10.31
1. Art silk fabrics 0.08 n.a. -1.8 +6.4 +10.2 -14.6 

SOURCE: Government of 	India, Department of Statistics, Central Statistical Organizatioi8Jew Delhi. 
a. 	 In industrial production index. 

Table 8-4 shows that the chemical-based industries, constituting a weight
of 8.94 (out of a total of 100 in the industrial production index) managed to 
experience an increase of 11.41 percent in production in the year following
the devaluation. This strongly suggests that the improved imported-input 
supply position and export incentive resumption since June 1966 helped bring
about this outcome." The output of metal-based industries (other than 
machinery), on the other hand, fell by 17.71 percent and the liberalization 
package does not seem to have helped this group. This result, however, may

l11be explained by an "over-expansion" during 1965-66 at 15.41 percent
and by the fact (to be discussed in the next section) that the near decline in 
the output of the capital goods industries may well have had an indirect impact 
on the production performance of this group. The performance of art silk 
fabrics, whose weight in the industrial production index is less than I percent,
also was one of absolute decline during 1966. The downward shift in real 
income caused by the drought and the diminished export incentives of the 
1966 policy package must have offset improvements in the supply position
that resulted from import liberalization for inputs. 



122 LIBERALIZATION EPISODE 

On balance, therefore, we may conclude that the effect of the June 1966 
policy package itself on production was favorable for chemicals and for metal­
based industries other than machinery and perhaps mildly adverse for (the
relatively insignificant) art silk fabrics, but that an improvement in produc­
tion performance was registered only for chemicals and was offset by exog­
enous factors for the metal-based industries other than machinery. 

Effect on the Output of Capital Goods (i.e., Machinery) Industries. 

The capital goods industries, essentially a subgroup of the engineering
industries group, were also part of the import-intensive industry group we 
have just analyzed, and therefore subject to the same influences. But the 
favorable effect on their production was heavily swamped by the fact of de­
celerating real investment which (as we have argued earlier) was again a 
factor virtually exogenous to the June 1966 policy package. This is seen 
readily by noting that Q1t, the index of capital goods production, has a strong
and expected relationship with It,gross real investment, and with MI, imports
of complete machinery: 

Q1,= -141.5980 + 0.12771, - 0.0592M1, (8-10) 
(-4.03) (10.94) (-2.79) 

K2 = 0.91; D.W. = 2.20 

for the period 1960-61 to 1970-71, where Q,, = index of production of capi­
tal goods (1960-61 = 100); 1, = gross real investment, in Rs. 10 million at 
1960-61 prices; and Mt = imports of capital goods in million U.S. dollars. 
If we use gross fixed real investment rather than gross real investment (in­
clusive of inventory changes), rewriting the variable as FIt we get: 

Q11 = -81.6576 + 0.1 150Fi - 0.0484M, (8-11) 
(-3.17) (12.96) (-2.70) 

Z2 = 0.9392; D.W. = 2.89 

and it is evident that both regressions, (8-10) and (8-11), lead to similar 
conclusions. Thus it is clear that had gross investment been maintained at 
the value reached in 1965-66 rather than been allowed to drop by over 10 
percent from that level during 1966-67 and 1967-68, the expected value 
of the index of capital goods production should have been significantly higher
in these two years. In fact, we have calculated it, using both the above re­
gressions (8-10) and (8-11), and have tabulated the results in Table 8-5. 
We see there that, if the investment levels had been maintained during 1966­
67 and 1967-68 at the 1965-66 level, we should have had substantially im­
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TABLE 8-5
 
Capital Goods Production Index under
 

Alternative Investment Estimates, 1966-68
 

Expected Value of Index of Capital Goods Production 
With the 1965-66 

values of the 
With observed investment Percentage 
values of the variable for increase 
investment 1966-67 and of (4) over 

Regression Year variables 1967-68 (3) 
(I) (2) (3) (4) (5)
 

(8-10) 1966-67 205.09 250.86 22.36 
1967-68 211.80 256.89 21.29 

(8-11) 1966-67 196.82 251.92 27.99 
1967-68 221.53 256.84 15.94 

NOTE: The investment estimates foi 1965-66. 1966-67 and 1967-68, which we 
used for the computations reported in Table 8-5. are as follows: 

Gross Real Total Investment Gross Real Fixed Investment 
Year (Rs. millions at 1960-61 Prices) (Rs. millions at 1960-61 Prices)

1965-66 34,400 32,330 
1966-67 30,810 27,540 
1967-68 30,870 27,260 

SOURCE: Equations 8-10 and 8-11. 

proved production of capital goods in the order of an average of over 25 
and 18 percent increment in the capital goods production index, respectively." 

While, therefore, the output of the capital goods industries registered a 
decline induced by factors exogenous to the June 1966 policy changes, these 
policy changes themselves must have exercised a favorable impact on pro­
duction. It will be recalled that the parity change and the resumption of ex­
port incentives as well as the easing of imported supplies of inputs very likely 
had an impact on the export of engineering goods, of which capital goods 
are a part. 

EFFECT ON INVESTMENT 

While, therefore, the effect of the June 1966 policy package (relating, of 
course, to trade and payments policies as distinct from the government's ex­
penditure policy, consistent with our definitions in Chapter 5) on production 
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appears to have been mildly favorable, though not anywhere near enough to 
offset the adverse effect of the drought, the effect on investment behavior 
is far more difficult to disentangle. This is because of two major difficulties: 
(1) the data on investment are very tenuous, and are not available by inter­
industrial sectoral breakdown; and (2) the overall estimates of real invest­
ment, both total and as a percentage of national as well as industrial income,
show a decline from pre-1966 levels right through to 1969-70, suggesting 
that there might be underestimation of investment and/or a trend decline 
which has probably nothing to do with the 1966 policy package such. Weas 
begin by examining the probable causes of this decline in total, as well as in 
industrial, investment. 

1. The decline in government capital outlays, reflecting both the de­
celeration in government total outlays and the shift away from capital ex­
penditures, led (as we have seen) to a decline in the output of capital goods
industries; it is likely also to have led to decline in the investmentsa in 
these industries. But this mechanism was triggered by the exogenous factor 
of the droughts and cannot be charged to the June 1966 policy package.

2. Another factor discussed in India to explain the decline in total and 
industrial investment, has been the so-called "Eastern Region" problem. It 
appears to be clear from the data on private, organized sector investment
that the relatively anarchic character of West Bengal's politics (where there 
was, for a long time, neither a stable left-wing nor a stable alternative govern­
ment) has led to a decline in private sector investments without an offsetting
increase in government investments. This problem, arising from "anarchy in 
one state" (and one which could arise also if there was a stable "socialism 
in one state") is admittedly an important issue; but it is doubtful whether 
it can explain a significant decline in total investments, for many investments 
could have gone to other states, if not profitable in the Eastern region.

3. Another explanation could be that total investment did not decline 
quite as much in non-industrial activities as is indicated by the present esti­
mates. Rather, it may represent underestimation of rural construction plus
rural investments by farmers on their own farms. 'There are reasons to be­
lieve that the methods by which the Central Statistical Organization constructs 
its investment index would lead it to underestimate these two types of in­
vestment which apparently have, according to other indications, been the 
principal types of investments in rural areas, especially in light of the in­
vestment opportunities arising from th- Greon Revolution since 1964-65. 

4. It is also conceivable, though not probable, that an increasing part
of the rural incomes has gone into gold hoarding, implying acceleration in 
gold smuggling. The diflerential between the external and internal gold prices 
has not widened parti'ularly. On the other hand, it is possible that this has 
been the result of increased diversion of remittances and funds from faked 
invoices to this channel of illegal entry into India. 
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5. An important contributory role appears to have been played by the 
effect of import liberalization in the period immediately following devaluation. 
As we note later at some length in Chapter 13, an important consequence
of the import licensing mechanism was the creation of an incentive to add 
capacity in the face of under-utilized capacity in an industry. This was be­
cause the only way to get more imports of inputs (legally) was to add to 
(licensed) capacity. This incentive was largely eliminated as imports of raw 
materials were increased for many industries with the policy of import liberal­
ization after the June 1966 devaluation and remained so for over two years
before tightening began and de jure import liberalization became overlaid 
by de facto import deliberalization. Hence it was to be expected that plans 
to add to capacity (i.e., to invest) would receive a setback during this period.

6. The effect of the increased availability of imported raw materials 
and intermediates is likely to have been to depress the inducement to invest 
in some industries in yet another way. Increased production from under­
utilized capacity, now feasible, could well lead to reduced prices, increased 
competition and lower profits. Jean Baneth has pointed out an extreme illus­
tration in the case of the copper wire industry. All firms in it had been 
operating well below desired capacity utilization levels, but all of them were 
quite profitable. The devaluation, along with a coincidental sharp rise in 
world copper prices, more than doubled the cost of their main input. The 
firms, which had initially been happy to find that they could get as much cop­
per as they wished, soon found that, given the existing vast under-utilization 
of capacity, a major over-supply situation developed which prevented these 
firms from substantially raising copper wire prices and greatly depressed their 
profit margins. The result was that some firms folded up (and others were 
pushed into exporting, a favorable effect which we shall note in Chapter 9 
and the Appendix thereto). The net effect was clearly to depress the in­
centive to invest in this and other industries in a similar situation. 

7. We may finally note here an additional factor which, while not par­
ticularly significant in the years immediately following the June 1966 policy
package, possibly explains the continuing slack in industrial investment in 
the private sector beyond 1968-69. This factor relates to the industrial licens­
ing policy of the government. With perfectly good intentions, the government 
loosened up the industrial licensing system, as we have discussed earlier, for 
a number of industries around June 1966. However, there were two major
qualifications to this change, one of which appears to have affected the ex­
pansion of industrial investment in the country in the post-1966 period. (1)
Industrial de-licensing was partly negated by the continuation of import 
licensing; thus the import licensing authorities became, de facto, industrial 
licensing authorities through their allocation of the imports necessary to 
production. (2) At the same time, the government, feeling that increasing
concentration of economic power in the Large Industrial Houses should finally 
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be checked, was to combine these moves toward industrial de-licensing with 
greater restriction on the ability of the Large Houses to invest since 1968-69. 
These firms, which had provided earlier the major thrust of private investment 
(thus naturally attracting the criticisms that led to the restrictions just men­
tioned), were to be restricted to the so-called "core sector" of heavy and 
complex industries and to investment in the backward areas. At the same 
time, the establishment of the Monopolies and Restrictive Practices Commis­
sion in 1969 provided a further check on their expansion. Thus, the net re­
sult appears to have been to inhibit the investment by the Large Industrial 
Houses either by preventing it or by confining it to less lucrative areas such 
as heavy industry (where, as we have discussed, profitability was declining
due to a shift of government outlays toward current expenditures) and back­
ward regions. The nationalization of the principal banks in 1969, and the 
active pursuit of policy since then to encourage smaller business, should have
compensated for this inhibition of Large House investments; clearly, however, 
it did not. It appears that the absolutely desirable policy of attempting to curb 
the social effects of Large Industrial House control of economic power was 
wrongly premised on restricting their investments when they alone seemed 
to have the necessary organization and skill to carry through investment on a
sufficiently large scale. Instead the government would have been better advised 
to permit their investment programs, treating their investing ability aas 
national asset at the present time, and curbing the adverse social effects of 
their expansion by instruments such as a capital levy, stiffer wealth and in­
heritance taxes, the appointment of public interest directors to their boards,
by the steady build-up of institutions to promote truly small-scale entrepre­
neurship, and by strengthening of the ability of the public sector to invest, 
save and run efficiently as definite objectives of a socio-economic policy. 10 

8. The decline in government savings and hence investment, in itself,
constitutes a major part of the estimated decline in post-1966 savings, in 
addition to the seven possible reasons discussed above for decline in the 
private investment figures. This phenomenon seems to be attributable to the 
decline in foreign aid inflow, as well as to the inability to decrease the growth
in defense and current outlays and the continuing failure of the public sector 
enterprises to generate profits."

In short, there are several factors, none of them connected with the June 
1966 policy package, which appear to have accounted for the stagnation in 
investment since 1966-67; and the role of the 1966 reforms in this unfortunate 
development in the economy appears to be almost nil. If anything, we might
again argue that the net expansion in the post-1966 exports of the new manu­
factures, which our analysis picks up in Chapter 9, and which can be attributed 
in large part to the policy changes which were initiated (inclusive of the new 
export subsidies discussed in Chapter 7), may have encouraged some invest­
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ment in these industries. However, we have no evidence on investments by 
industry breakdown to check this hypothesis. 

OVERALL CONCLUSIONS 

It would appear, therefore, that the basic developments in the price level, 
production and investment that dominated the economic scene in the two 
years following the June 1966 liberalization package (and indeed over the 
four years since the devaluation, in investment), were the product of factors 
that were substantially exogenous to the policy changes. In the main, the price
rises were caused by the drought; the recession in production was also induced 
by the drought (in the sense we have discussed) and was not, as has some­
times been the case with LDC devaluations, the result of a concomitant
"stabilization" policy aimed at an excessive deflation; and the investment de­
cline was largely the result of complex factors interacting on the Indian eco­
nomic scene. 

NOTES 

I. This chapter and the next were completed in December 1971 with the data then 
available. This is particularly relevant to our discussion of investment behavior and our 
statistical analysis of it. The regression results presented as part of our analysis are based 
on data obtained from the following branches of the Government of India, New Delhi: 

Basic Statistics Relating to the Indian Economy, 1950-51 to 1966-67, 1950-51 to 
1968-69, 1950-51 to 1970, Department of Statistics. 

Economic Survey, annual issues, 1963-64 and 1972-73, Ministry of Finance, 
Department of Economic Affairs. 

Estimates of National Product, 1948-49 to 1962-63. Department of Statistics, 
Central Statistical Organi/ation. 

Index Nunber of Vholesale Prices, various issues, Office of the Economics Adviser. 
2. P. K. and K. llardhan, "Price Response of Marketed Surplus of Foodgrains," 

Oxford Economic Papers, N. S. 23, no. 2 (July 1971 ). 
3. In defining the relative price P,. the price of cotton manufactures was used be­

cause cotton manufactures are a major consumer item and their price is highly correlated 
with the price index of manufactures in general. 

4. The reason for not incorporating the effect of drought on prices of cotton textile 
manufactures through its etfect on raw%cotton prices is only that, for doing it satisfactorily, 
we need a more elaborate simultaneous equation model, In such a model raw-cotton 
prices will influence cotton manufacture prices and the latter will enter non-linearly in 
the relative price P, used by us since it is the denominator of P,. 

5.We may emphasize the fact that in evaluating the effect of drought, the relevant 
comparison is between column (3) and either of columns (4) and (5). Take the com­
parison of columns (3) and (4). From column (3) we see that, given the actual values of 
real agricultural and non-agricultural incomes as well as imports of foodgrains, the results 
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derived from our model imply an increase in cereal prices in 1965-66 over 1964-65 and amore substantial increase in 1966-67 over 1965-66. Had there been no drought (in thesense that agricultural incomes in 1965-66 and 1966-67column 	 were at their 1964-65 values),(4) based on our model suggests very little price change in 1965-66 andincrease in 1966-67 over 1965-66 of the same 	
an 

order in percentage terms as in column(3). The price stability in 1965-66 and the substantial rise in 1966-67 in column (4) aredue to the fact that while the urban demand for foodgrains increased because of theincrease in real non-agricultural income Y'.NAI in both years compared to 1964-65 (moreso in 1966-67 because of a larger increase in Y.NAI), the imports of foodgrains whichIncreased by 2 million tons in 1965-66 as compared with the previous year, fc/l by 1.50million tons in 1966-67. Note also that column (5) shows the impact of the drought tobe larger than that shown by column (4). The reason is of course the fact that the trendvalues of real agricultural income Y.,t in 1965-66 and 1966-67 were higher than theactual value of Y, in 1964-65 (which was itself higher than the trend value for thatyear). The fall in cereal prices in 1965-66 as compared to 1964-65 in column (5) is dueto larger imports of foodgrains in 1965-66 (mentioned earlier).
6. The coeflicients of the import variables M, and M, have the wrong signs inregressions 	 (8-8) and (8-9) bit are statistically insignificant and hence can be ignored.7. The reader should refer, in this instance, to our discussion of jute exports in the 

next chapter.
8. The favorable impact of the liberalization package on exports of chemicals isdiscussed at length in Chapter 9.
9. It may he pertinent also to note here that if, instead of using the capital goodsprodtiction index, we use as our dependent variable the index of capital goods plusconsumer durables, the broad results mentioned above for capital goods alone stillarevalid. However, we consider it more economically meaningful to consider capital goods

alone.
10. For further discussion of these policy changes, see 1. lBhagwati, India ill theInternationalEconoinv: A Polic), Framework for a Progressive Society, Lal BahadurShastri Memorial Lecturcs, 1973 (Ilyderabad: Osmania University Press, 1973).I . The decline in foreign aid seems, at least for maintenance imports, to have beenpartly a reflection of the internal recession itself. As we have noted, it was expected thatexternal assistance, particularly non-project assistance, would be stepped tip substantiallyafter devaluation. Instead, there was a steep fall in disbursement of project assistancefrom $684 million in 1965-66 to $497 million in 1966-67 and to $380 million in 1967-68.Disbursement of non-project assistance was on the order of $421 million, $424 millionand $672 million, respectively, in the

project aid, taken 	
three years. At the same time, project and non­together, fell in the year after devaluation (see Table 8-1) and re­covered, though not to the level attained in the pre-devaluation year of 1965-66, in 

1967-68.
 



Chapter9 

Liberalization and 
Export Performance 

The effect of the June 1966 liberalization package on export performance 
should have reflected the interaction of the following factors: 

1.The offsetting of the devaluation by export duties for several traditional 
exports implied that there was negligible "net" devaluation for these exports; 
hence there was no reason to expect that their export performance should 
improve. 

2. The devaluation was neutralized largely on the "new" exports where 
the export subsidies were removed; while there were differential effects as 
between different industries within this group, the net devaluation was far less 
than the gross devaluation. Thus, on balance, ceteris paribus, only a modest 
(and possibly negligible) increase in exports might have been expected (on 
the assumption that price elasticities of demand abroad were favorable). 

3. However, export performance might have improved yet further be­
cause of the boost that the June 1966 policy package would give to still newer 
exports, hithcrto escaping the net of the earlier export promotion schemes 
which the devaluation was replacing, just as the "new" exports had themselves 
responded to the price incentives afforded by the earlier export subsidies. 

4. Since, however, the devaluation implied a net increase in import parity 
that outweighed the net increase in the export parity when the changes in 
duties and subsidies were also taken into account (as shown in Chapter 6), 
the net effect of this difference could have been to inhibit exports by industries 
using imported inputs. This effect was, however, moderated by the strong 
probability that the parity on imports of intermediates did not rise quite as 
much as indicated by the average import parity increase discussed in Chap­
ter 6.' 

129 
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5. The scrapping of the export subsidies should have reduced significantly 
the incentive to over-invoice exports and might therefore have been expected 
to result in a net decline in the recorded export performance.2 

6. Finally, the increased availability of imports under the import-liberali­
zation program, given the excess capacity in several of the new import-de­
pendent industries, implied an outward shift in the export supply schedule 
favorable to improved export performance in this non-primary-goods sector. 
On the other hand, this impact should have been slowed owing to delay in 
announcing the new import policy. We should also note the possible delays 
imposed by donor countries such as the United States because of their admin­
istrative procedures under which, for example, a contract generally could not 
be made for aid-financed imports except after a six-week public notice in the 
interest of small American sellers.:3 

Thus, the net effects of the devaluation plus the attendant changes iiu 
trade taxes and subsidies and the intended import liberalization, constituting 
the total liberalization package, could be expected to consist of a negligible 
impact on the exports of traditional primary products and, on balance, a 
mild, net improvement in the non-primary, new exports. 

In addition to these direct effects of the policy package, we may con­
sider one additional, indirect impact which must have influenced the outcome: 

7. The suspension of the major pre-devaluation export subsidies (the im­
port entitlements) was very soon replaced by cash subsidies and import 
replenishment schemes, as we have seen in Chapter 7; this should have been 
a major additional factor, leading to improved export performance in the 
non-traditional export sector. Thus, this major new factor reinforced the ex­
pectation of an improvement in the export performance cf the non-traditional 
sectors but itself implied no change in the performance of the traditional 
exports.4 

These expectations were indeed to be fulfilled in the case of non-tradi­
tional exports, especially iron and steel, engineering goods and chemicals. 
Thus, as compared with $53.9 million in 1964-65 and '71.6 million in 
1965-66, the exports in these three groups grew to $76.8 million in 1966-67 
and $128.6 million in 1967-68. 

On the other hand, the traditional exports actually declined. In fact, the 
juxtaposition in Table 9-1 of major traditional export earnings (from jute 
and cotton textiles, tea, coir, tobacco, raw cotton, oilcakes and vegetable oils) 
against the major non-traditional export earnings (from engineering goods, 
iron and steel and chemicals) shows clearly that the major reverses on the 
former front were significantly offset by gains on the latter front in the post­
devaluation period. Thus, if we take the 1965-66 and the average 1966-69 
export values, the increment in the earnings from the non-traditional exports 
in Table 9-1 was $67.2 million. On the other hand, the decline in earnings 



TABLE 9-1 
Selected Indian Exports, 1964-65 to 1971-72 

(U.S. $ millions) 

Selected Traditional Goods 

Jute Cotton Fabrics Coir Yarn Vegetable Oils-
Manu- Mill- Hand- and Manu- Oil- Raw Nonessential 

Year factures Tea made loom Total factures cakes Tobacco Cotton and Essential 

1964-65 353.3 261.8 100.9 20.2 121.1 23.7 83.5 51.0 22.2 21.7 
1965-66 383.9 241.1 99.0 17.5 116.1 22.5 72.8 44.4 20.4 13.5 
1966-67 332.6 211.1 75.0 9.9 84.9 19.9 66.7 30.0 15.7 8.8 
1967-68 312.1 240.2 79.4 7.7 87.1 17.1 60.7 47.5 19.7 10.3 
1968-69 290.8 208.6 87.3 6.7 94.0 18.5 66.0 45.1 14.8 21.5 

1969-70 275.5 166.0 83.2 9.7 92.9 17.9 55.3 44.5 19.6 12.3 
1970-71 253.9 197.7 90.0 10.4 100.4 17.3 73.9 43.5 18.7 14.4 
1971-72 356.1 210.0 89.7 13.4 103.1 18.0 54.1 60.4 22.3 15.0 

(continued) 
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TABLE 9-1 (concluded) 

Selected Non-Traditional Goods 

Engineering Chemicals and 
Year Goods Iron and Steel Allied Products Grand Total 

1964-65 30.1 9.2 14.6 1714.2
 
1965-66 34.9 17.5 19.2 1691.8
 
1966-67 30.7 31.6 14.5 1541.6
 
1967-68 43.5 69.2 15.9 1598.0
 
1968-69 89.8 99.3 23.3 1810.0
 

1969-70 119.3 102.9 29.6 1884.4 
1970-71 173.9 89.6 39.2 2046.9 
1971-72 158.9 34.2 37.1 2160.7 

SOURCE: Economic Survey, annual issues since 1967-68, Government of India, 
Ministry of Finance, Department of Economic Affairs, New Delhi. 

from (1) jute manufactures, tea and cotton manufactures was $120.7 million, 
and (2) these plus coir, oil cakes, tobacco, raw cotton and vegetable oils was 
$136.7 million. Thus, the increase in non-traditional export earnings was 
practically half of the decline in the traditional export earnings in Table 9-1. 

In the following analysis, we examine the performance of several of the 
major traditional and the non-traditional exports since the June 1966 policy 
changes. 

NON-TRADITIONAL EXPORTS 

Three of the major groups of non-traditional exports are engineering goods, 
iron and steel and chemicals. Ideally, one would have analyzed the quantita­
tive significance of export subsidies, availability of imported inputs, domestic 
demand and foreign demand on the exports of these groups. However, this 
ideal, like most ideals, is unattainable. 

As we saw in Chapter 7, there were several export subsidization schemes 
including cash subsidy, import replenishment, freedom to import inputs from 
preferred sources, tax credits, easier access to investment licensing, and so on. 
Further, the quantitative significance of each subsidy varied from commodity 
to commodity and, in sonic cases such as the premia on import replenish­
ments, only a broad range rather than the precise rates of subsidy could be 
established. Thus, while we have shown that in the later post-devaluation 
period the non-traditional exports got the benefit of parity change as well as 
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subsidies, we have not been able to quantify the net, total benefit beyond the 
broad range indicated in Table 7-3. 

Given this situation, in our regression analysis we have contented our­
selves with distinguishing the pre- and post-devaluation periods by a dummy 
variable, D,, which takes the value 0 for the years prior to the devaluation 
and the value I for the years after. The coefficient of this dummy variable, if 
significant and positive, is construed to mean that the devaluation-cum-subsidy 
schemes were effective in increasing exports., In our analysis, one of the ex­
planatory variables in the regression relation for exports is the domestic output 
of the same group of commodities-our hope is that this variable reflects also 
the availability of imported inputs into production; more or less appropriate 
proxies have been used to reflect domestic demand. 

We now turn to the export performance of each of the three groups. 

Engineering Goods. 

We ran regressions with Et, the exports of engineering goods in millions 
of U.S. dollars, as the dependent variable and tried to explain its behavior as 
a function of domestic production, domestic demand (for which we took as 
proxy the domestic gross real investment); and we also introduced the dummy 
variable Dt to capture the effect of the devaluation. 

Our results have turned out to be somewhat sensitive to the data on gross 
investment that we use. Our best results turn up for the investment figures as 
of June 1972, which further extendcd only as far as 1969-70. Using these 
estimates for gross real investment, 1,, in units of rupees 10 million at 1960-61 
prices, we had the estimated regression equation as: 

E,= 47.0178 + 0.3619Q1, + 1.0339Q.,, - 0.07071, (9-1) 
(2.79) (3.48) (4.80) (-4.10) 

+ 26.33091), 
(2.62) 

7"= 0.83; D.W. = 1.41; Period 1951-52 to 1969-70 

where we had two output variables since the base of the index of output 
changed in 1960-61, so that Qt, equals the index of output of engineering 
goods (with base 1951-52 = 100) up to 1955-56 and zero thereafter whereas 
Q2t is the index of output of engineering goods (with base 1960-61 = 100)
with value zero up to 1955-56 in the regression. The results are just what we 
would expect. 

The coefficients of all the explanatory variables are statistically signifi­
cant and of the expected sign. In particular, the post-devaluation increase in 
exports of engineering goods is seen to result from both the increased incen­
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tives due to parity change and reintroduction of subsidies and the easing of 
domestic demand pressure owing to the fall in real investment. 

However, if we use the latest and revised data, just made available as this 
analysis is completed in October 1973, and also extend our observations to 
include 1970-71, the regression changes to: 

E, = 45.2699 + 0.3600Ql, + 1.0094Q2, 
(1.37) (2.07) (2.77) 

+ 20.0628Dt 
(0.96) 

- 0.06311, 
(-2.19) 

(9-2) 

72 = 0.7076; D.W. = 0.82; Period 1951-52 to 1970-71 

and the dummy, while of the right sign, is not significant.' This is also the 
case if we use gross fixed real investment and if we use shorter periods for 
our analysis: 

Et = 73.3257 + 0.5487Q1, + 1.5318Q2, - 0.1129F, (9-3) 
(6.77) (3.04) (3.61) (-3.12) 

+ 5.6000D, 
(0.28) 

)T2 = 0.7536; D.W. = 1.01; Period 1951-52 to 1970-71 

Et = 63.2478 + 1.1866Q2, - 0.07951, + 14.2443D, (9-4) 
(1.35) (2.55) (-2.03) (0.58) 

)2 = 0.6683; D.W. = 0.88; Period 1956-57 to 1970-71 

where Fi, is the gross fixed real investment. 
Thus, while there is some evidence that the devaluation may have favor­

ably affected the performance of engineering goods exports, it is relatively 
weak.8 

Iron and Steel. 

Here the dependent variable, E,, namely, exports, is measured in millions 
of U.S. dollars. The domestic output, Q,, is that of finished steel in units of 
thousand tons. The domestic demand proxy is the same as in the case of en­
gineering goods: Fit, the gross fixed real investment at 1960-61 prices. The 
estimated equation is: 

E, = 19.1990 + 0.0185Q, - 0.0201Fl, + 71.2445D, (9-5) 
(1.46) (2.27) (-2.02) (7.32) 

R2 = 0.85; D.W. = 1.65; Period 1951-52 to 1970-71 
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The domestic demand variable, Fit, the dummy, and the domestic supply 
variable, Qt, have significant coefficients with the expected sign. 

We should note, however, that if we use the later, revised data on fixed 
real investment, we get the following regression: 

E,= 1.0810 + 0.0040Qt - 0.0020FI, + 70.2371Di (9-6) 
(0.0643) (0.296) (-0.102) (6.296) 

R2 = 0.82; D.W. = 1.44; Period 1951-52 to 1970-71 

The only significant variable continues to be the dummy, fortunately with the 
right sign. Again, the results indicate that the devaluation was probably help­
ful to exports in this sector; but the results are sensitive to the precise estimates 
we choose for feeding into our programs so that the evidence, while encourag­
ing, is not as firm as one would wish. 

Chemicals. 

The chemicals sector (whose export performance is not sought to be 
explained in terms of domestic invesonent) yields a regression that has vari­
ables with significant and right-signed coefficients. El, the exports of chemicals, 
are measured in millions of U.S. dollars. The output variable is an index 
relating to chemicals in the index of industrial production. As in the case of 
engineering goods, there are two such variables, Qjt and Q21, reflecting the 
change of base in 1960. The domestic demand proxy is the index of industrial 
production itself, again in terms of two scies, Ji, and R2, reflecting the 
change of base of the index in 1960. The estimatud equation is: 

E = 11.6537 - 0.1254Q,, + 0.4443Q2t + 0.1216Rt (9-7) 
(1.43) (--0.56) (2.68) (0.46) 

-	 0.4605R-, + 3.5488D,
 
(-2.41) (0.81)
 

R"2= 0.53; D.W. = 1.25; Period 1951-52 to 1969-70 

Both the domestic supply, Qt, and the demand, Ri, in the pre-1961 
period have coefficients with the wrong sign, but fortunately these are not 
statistically significant. For the later period, all variables have significant 
coefficients with the expected signs, except for the devaluation dummy which 
has the right sign but an insignificant coefficient. 

To sum up, we have some evidence that devaluation and export subsidies 
altered the export performance of engineering goods and of iron and steel 
for the better. But domestic supply and demand conditions, reflecting mainly 
the fact of the recession, were also of some importance here and for chemicals. 



136 LIBERALIZATION EPISODE 

TRADITIONAL EXPORTS 

India's major traditional exports are jute textiles, tea and cotton textiles. 
Together they accounted for nearly 44 percent of total export earnings in 
1965-66 and only 27 percent in 1970-71, registering both an absolute and 
a relative decline. 

As we showed in Chapter 6, export duties were imposed after devalua­
tion on a number of traditional exports, including jute textiles and tea, thereby 
reducing net devaluation considerably. Net devaluation on jute varied from 
-77.3 percent in the case of jute waste to 13.3 percent on carpet backing. 
Net devaluation on tea was only 17.8 percent and on cotton textiles a neg­
ligible 0.5 percent. These export duties were to be reduced substantially in 
later budgets following devaluation (Table 9-2), but these reductions came 
too late to have any perceptible influence on the export performance of tradi­
tional exports during the period studied. Let us now turn to the export per­
formance of each of these groups. 

Jute Textiles. 

The regression relation that satisfactorily explained the performance of 
jute exports was the following: 

E, = 191.73 + 0.7395Q, - 0.8028R 1, - 1.7764R2 (9-8) 
(1.74) (8.10) (-1.59) (-3.81) 

R2 = 0.80; D.W. = 2.55; Period 1951-52 to 1969-70 

where E, is exports (thousand tons), Qt is domestic output of jute textiles 
(thousand tons), RIt is the index of industrial production with base 1951 up 
to 1959 and zero thereafter; R,,, zero up to 1960 and after 1960, is the index 
of industrial production with base 1960. (Time trend as a proxy for external 
market conditions, and a devaluation dummy to reflect progressive with­
drawal of export duties, were added but their coefficients were not statistically 
significant. These variables were therefore oinitted.) In the above relationship, 
the coefficients of the domestic supply variable, Q, and the domestic demand 
proxies, R1, and R.,,, have the expected sign though only two of them are 
statistically significant. This implies also that, ceteris paribus, had the droughts 
of 1965-66 and 1966-67 not reduced the output of raw jute and hence that 
of jute textiles, exports would have been higher in those years." 

Tea. 

The marketing of this commodity is done by international companies 
which act very often as exporters from India as well as importers into the 
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United Kingdom. Also, the very same company has a share in the production 
of tea in a number of producing countries. Further, exports to Eastern Europe 
under rupee trade have been of increasing importance in recent years. All 
these factors make it difficult to build a simple and meaningful model of the 
tea economy. 

A number of models were estimated including some simultaneous equa­
tion models where the domestic and export markets were treated as parts of 
the same system. The ,esults were not very encouraging. It appears that 
the proportion of output exported is influenced more by domestic demand 
pull than by relative realization from sales in export markets compared with 
domestic sales. This is seen from the following regression relating Log E, 
(logarithm of export share in output) to Log Y, (logarithn of real income 
Y,) and Log P, (logarithm of the ratio of price per unit realized at auctions for 
domestic consumption and that realized at auctions for exports): 

Log E,= 2.9541 - 0.5462 Log Y, 4 0.0177 Log P, (9-9) 
(10.05) (-3.36) . (0.06) 

R2 = 0.54; D.W. = 2.27; Period 1952-53 to 1969-70 

The income variable has a significant negative coefficient and the price variable 
has a coefficient with the right signs but it is not statistically significant. 

Two further regression equations were cstimatcd, both relating to the U.K. 
market. In the first, the ratio nt of North Indian (and generally superior) 
tea exports to the United Kindom to the sum of North Indian and Ceylonese 
tea was related to the corresponding price ratio p,, in London auctions and 
time, 1.The estimated equation was: 

nt = 0.7522 - 0.0550p,, - 0.0074t (9-10) 

(8.61) (-0.60) (-2.85) 

T"= 0.34; D.W.= 1.59; Period 1951-69 

The fit is rather poor and the price variable has an insignificant coefficient 
with the right sign, but the time variable has a significant negative coefficient 
indicating a secular decline in the share of North Indian tea in the U.K. 
market. The second equation related the share. s,, of South Indian (and 
generally inferior) tea exports to the U.K. in the sum of South Indian and 
African tea exports to the U.K. to the corresponding price ratio p, and time. 
The estimated equation was: 

st = 0.7411 - 0.05041,, - 0.02491 (9-11) 
(2.72) (-0.24) (-4.86) 

= 0.67; D.W. = 1.51; Period 1951-69 
The fit is much better than in the case of North Indian tea, but the price
ratio variable has again an insignificant coefficient with the right sign. The 
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TABLE 9-2 
Export Duties: Changes since June 1966 

Jute ,th'iulacuires 
(a) Hessians other than carpet backing and jute

specialties (per metric ton) 
(b) Carpet backing (per metric ton) 
(c) Jute cansa,,. jute webbings, jute tarpaulin cloth 

and manufactures thereof (per metric ton)
(d) Jute specialties 

(e) Sacking (cloth. bags, tv%ist yarn, rope and
twine) (per metric ton) 

(f) Cotton bagging (per metric ton) 
(g) All other descriptions of jute manufactures 

falling under sub-item (iii) to item 2 to the 
Second Schedule to the Indian Tariff Act,
1934 (per metric ton) 

Tea 
(a) Tea other than package tea covered by (b)

and (c) below 

(b) Tea in consumer pack, packed in metal 
container, the aggregate weight not exceeding
I kilo 

Asof June 6. As of Nov. 1, As of April 1, Asof March 1, 
1966 1968 
 1969 1970
 

Rs. 900 Rs. 500 Rs. 200 Rs. 200 
900 600 
 600 
 300
 

900 500 
 500 200
 
900 nil nil nil 

600 250 150 
 150
 
600 200 nil nil 

600 250 150 
 150
 

Rs. 2 per kg. 20% reduced 15% reduced by nil 

by 35 paise 55 paise per 
per kg. or kg., or Rs. 1.70 
Rs. 2.65 per per kg., which­
kg., whichever ever is less 
is less 

Rs. 2 per kg. 10% or Rs. nil nil 
2.76 per kilo, 
whichever is 
less 



(c) Tea in consumer pack, packed in container 
other than of metal, the aggregate weight
not exceeding I kilo Rs. 2 per kg. 15% or Rs. 5% or Rs. 1.70 nil 

2.76 per kg., 
whichever is 

per kg., which­
ever is less 

Coffee 

Black pepper 
(a) Light black pepper 

(b) Pinhead black pepper 

(c) Others 

Tobacco (unmanufactured) 

Raw wool 

Raw cotton 
(a) Bengal Deshi (per metric ton)
(b) Linters 
(c) Assam Comilla/yellow pickings/ zoda 

cotton pickings and sweepings (per metric ton) 
Cotton waste 
(a) Cotton waste other than soft cotton waste 

50 paise 
per kg. 

Rs. 1.25 
per kg.
Rs. 1.25 
per kg.
Rs. 1.25 
per kg. 
75 paise per kg. 
20% per kg.b 
Rs. I per kg. 

Rs. 1,000 
Rs. 1,000 
Rs. 1,000 
Rs. 750b 

30 paise per kg. 

less 
50 paisea 

per kg. 

90 paise 
per kg.
50 paise 
per kg.
Rs. 1.25 
per kg. 
20% per kg. 

10% 

Rs. 700 
25% 
Rs. 550 

40% 

50 paise 
per kg. 

nil 

nil 

Rs. 1.25 
per kg. 
20% per kg. 

nil 

Rs. 700 
25% 
Rs. 550 

40% 

50 paise 
per kg. 

nil 

nil 

Rs. 1.25 
per kg. 
20% per kg. 

nil 

Rs. 700 
25% 
Rs. 550 

40% 

(b) Soft cotton waste 
40%b 

30 paise per kg. 25% 25% 25% 

Mica (except micanite) 40% b 
50 paise per kg. 40% 40% 40% 

Mica, loose splittings 
40% b 

50 paise per kg. 20% 20% 20% 

(continued) 



TABLE 9-2 (concluded) 

As of June 6, As of Nov. 1, As ofApril 1, As of March 1, 
1966 1968 
 1969 1970
 

Processedmica 50 paise per kg. 20% 20% 20% 
Hides,skins andleather,tannedanduntanned,all
 

sorts, but not includingsnakeskins and

manufacturesof leather 10% 10% 10% 10% 

Snake skins 10% 25% 25% 25% 
Coirsand coirmanufactures 
(a) Coir yarn 10% 15% 15% 15%e
(b) Coir manufactures 10% nil nil nil 
Groundnutoil cake andgroundnut meal 

(both deoiled) (per metric ton) Rs. 125 Rs. 125 Rs. 125 Rs. 125 
Manganeseore 
(a) More than 48% of manganese (per metric ton) Rs.20" Rs. 20 Rs.20 Rs. 20 
(b) 10% or more and up to 48% of manganese

(per metric ton) Rs.20d Rs. 12.50 Rs. 12.50 Rs. 12.50
(c) Less than 10% of manganese (per metric ton) Rs. 10d Rs. 7 Rs. 7 Rs. 7
Manganesedioxide 20% d 20% 20% 20% 
Lumpy iron ore 
(a) 63% iron content and above (per metric ton) Rs. 10" Rs. 10.50 Rs. 10.50 Rs. 10.50
(b) 60-63% iron content (per metric ton) Rs. 10" Rs. 6 Rs. 6 Rs. 6(c) 58-60% iron content (per metric ton) Rs. 10" Rs. 5 Rs. 5 Ps.5
(d) Less than 5W% iron content (per metric ton) Rs. 10 Rs. 4 Rs. 4 Rs. 4 
Iron ore (fines)
(a) More than 62% iron content (per metric ton) Rs. 5d Rs. 4 Rs. 4 Rs. 4(b) Other (per metric ton) Rs. 5d Rs. 3 Rs. 3 Rs. 3
Sillimanite 20% d 20% 20% 20%
Steatite (talc) 20%d 20% 20% 20%Kyanite (per metric ton) Rs. 40" Rs. 40 Rs.40 Rs.40
Chrome concentrates(per metric ton) Rs. 15d Ps. 15 Rs. 15 Rs. 15 



NOTE: Some of the duties were quite frequently readjusted between June 1966 and the present. The rates prevailing in Novemberare given here because the government has calculated 1968
the rough ad valorem incidence of the schedule effective on that date. These are as

follows: 
Hessians other than carpet backing and jute specialties (per metric ton) 22.2%Carpet backing (per metric ton) 

15.5%Sacking (cloth, bags. twist yam, rope and twine) (per metric ton) 14.2%Cotton bagging (per metric ton) 
16.0%Tea, other than package tea 
15.8%Coffee 

Black pepper: Light black pepper/Pinhead black pepper/Others 
7.9% 

Raw cotton: Bengal Deshi (per metric ton) 31.9% 
22.2%Assam Comilla/yellow pickings/zoda cotton pickings and sweepingsManganese ore: More than 48% of manganese 11.9% 
11.0%27% or more and up to 48% of manganese 8-20%Lumpy iron ore: 63-65% iron content 
14.6%66-67% iron content 
13.7% 

SOLURCE: Government of India, Ministry of Finance, Department of Economic Affairs, New Delhi. 
a. I00paise= I rupee
b. Subsequently revised rate effective retroactively from June 6, 1966. 
c. Abolished since July 30, 1970. 
d. Effective from August 2. 1966. 
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time variable has again a significant negative coefficient indicating a secular 

decline in India's share in the market for inferior tea as well. 
It would appear, therefore, that the Indian share in the world tea market 

has been declining secularly over time; and this may well be due to the 

British policy of pulling out from India to other producing centers (such as 

East Africa) which the oligopolistic tea firms have been widely considered to 

be doing. The price effect is of the right sign, but not significant: it 

appears unlikely, therefore, that the neutralization of the devaluation by 

means of increased export duty could have had an adverse. effect. The 

of the drought on tea output does not appear to have oeen seriouseffect 
either; on the other hand, if equation (9-5) is taken seriously, there might 

have been a mildly improving effect on the share of production exported owing 

to reduced incomes which should have neutralized the adverse effect, if any, 

of the reduced output on export performance. On balance, therefore, the 

reduction in tea exports through the post-devaluation period seems to have 

been a product of trend factors that were not seriously connectud with the 
June 1966 policies. 

Cotton Textiles. 

India's exports of cotton textiles have been declining through most of 

1960-70. Indeed, as Table 9-1 shows, the decline in cotton fabrics exports 

was particularly steep during the years after the devaluation and the aver­

age 1970-72 level of exports had not recovered to the average 1964-66 

level, being below it by nearly 20 percent. But this decline merely continued 

a trend in the decline of mill-made cloth which had been evident at least 
since 1960-61. 

While we have not been able to fit any regressions successfully to ex­
plain this decline, it is widely considered to be a result of increasing uncom­

evenpetitiveness of Indian textiles in world markets, resulting in the lack of 
fulfillment of the assigned quotas by India in the export markets as evidenced 

by the statistics on quota utilization in the United Kingdom market since 1965 
and in the United States market since 1969 in particular (Table 9-3). Quali­
tative analysis seems to support this conclusion. 

Thus, in a detailed analysis of the Indian cotton textiles exports, where 
he has examined the growth of world exports, regional exports, Indian labor, 
capital and raw material costs, and domestic demand pressure as well as the 
exchange rate policy, Nayyar concludes that the slow growth in world demand 
for textiles during the 1960s is probably not a factor in the stagnation (and 
even decline) in Indian cotton textile export earnings.' In fact, several rivals 
such as Taiwan, Pakistan and Ilong Kong managed to increase their ex­

ports and shares quite dramatically during this period. The domestic rises 



TABLE 9-3
 
Indian Utilization of United Kingdom and United States
 

Licensing Period 

(1) 

12/1/62 to 11/30/63 
12/1/63 to 11/30/64 

12/1/64 to 11/30/65 

12/1/65 to 1I/30/6A 

12/1/66 to 11/301,o 

12/1/67 to 11/30/68 

12/1/68 to 11/30/69 

12/!/69 to 11/30/70 

12/1/70 to 12/31/71 
1/1/71 to 12/21,/72 


12/1/62 to 11/30/63 

12/1/63 to 11/30/64 

12/1/64 to 11/30/65 

12/1/65 to 11/30/66 

12/1/66 to 11/30/67 

12/1/67 to 11/30/68 

12/ 1/68 to 11/30/69 

12/1/69 to 11/30/70 

12/1/70to 12/31/71 

1/1/71 to 12/31/72 


1/17/63 to 4/16/64 

4/1/64 to 3/31/65 

4/1/65 to 3/31/66 

4/1/66 to 9/30/66 

10/1/66 to 9/30/67 

10/1/67 to 9/30/68 

10/1/ 68 to 9/30/69 

10/1/69 to 9/30/70 

10/1/70 to 9/30/71 

10/1/71 to 9/30/72 

10/1/72 to 9/30/73 


Textile Quotas, 1963 to 1973 

Quota Quota Shortfall (-) Percent 
Level Utilization Excess (+) Utilization 
(2) (3) 

UK: Cloth (million square yds.) 
195.00 212.17 
199.15 242.64 

206.08 172.05 

195.00 172.05 

196.95 182.18 

198.19 204.12 

195.71 101.92a 

202.92 81.95 

222.03 145.62 
207.00 139.99 


UK: Yarn (million lbs.) 
11.5 9.04 

13.96 13.00 

11.5 7.28 

11.5 7.91 

11.62 9.21 

11.73 8.92 

11.85 11.13d 

11.97 10.27 

13.09 7.40 

12.21 8.80 


US: Cloth (million square yds.)
 
37.50 38.94 

37.69 38.20 

38.87 41.18 

19.91 27.11 

79.00 69.70 

88.20 65.06 

92.61 97.49 

97.25 86.04 

110.00 88.39 

115.50 119.58 

121.28 73.72 


(4) (5) 

+17.17 108.81 
+43.49 121.84 
-34.03 83.49 
-34.03 88.23 
-14.77 92.50 
+4.93 102.99 

n.a. n.a.
 
-120.97 40.39
 

-76.41 65.59 
-67.31 67.63
 

-2.46 78.61
 
-0.96 93.12
 
-4.22 63.30
 
-3.59 68.78
 
-2.41 79.26
 
-2.81 76.04
 

n.a. n.a.
 
-1.70 85.7 
-5.69 56.5 
-3.41 72.1 

+1.44 103.84
 
+0.51 101.35
 
+2.31 105.94
 
+7.20 136.16
 
-9.30 88.23
 

-23.14 73.76
 
+4.88 105.27
 

-11.21 88.47
 
-21.61 80.35
 
+4.08 103.53
 

-47.56 60.78
 

SouRcE: Compiled i~yK. M. Raipuria, Perspective Planning Division, Planning 
Commission,New Delhi, 1972. 

a.The data cover 12/1/68 to 8/31/69.
 
b.Including the previous year's shortfall of 2.46 million lbs. allowed to be carried
 

forward,
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in costs plus lack of modernization plus domestic absorption seem to have
been the major factors, according to Nayyar's analysis (though his conclusions 
are not supported by econometric analysis, in this instance). In particular,
he notes that the 1966 devaluation almost certainly left the cotton textile
industry with its net EER (effective exchange rate) more or less where it was
prior to the devaluation (because of offsetting declines in export subsidiza­
tion) and the domestic inflation is certain to have meant thereafter a decline
in the PLDEER and also PPPEER to this industry. Thus the continuing de­cline in the export performance of the cotton textile exports is likely to havebeen a result, not of the devaluation as such, but rather of the further decline
in export profitability as the PLDEER moved down in this sector. 

The statistical evidence would thus seem to indicate that the drought didindeed cut significantly into jute textile exports and that the decline in tea
earnings was largely the reflection of a secular adverse trend explained bygrowing domestic demand resulting from income expansion. The continuingsorry performance of cotton textiles exports since 1966 is probably also to be
explained in terms of the relative unprofitability of export sales at the exportprice realization that existed prior to June 1966 and was accentuated by sub­
sequent increases in the domestic price level. It is thus extremely probable
that the June 1966 policy package, which left the EER on these traditional 
exports largely untouched, did little to affect their export performance in thepost-1966 years, and that this export performance is largely to be accounted
for in terms of the trend income and production factors (for jute and tea)
and competitive factors (in the case of cotton textiles). On the other hand, 
one can make the rather different criticism of the policy package: that itshould have permitted rather greater net increment in the EERs on these ex­ports by leaving more subsidy element intact for cotton textiles and by not

fully offsetting the devaluation of 1966 
on tea and jute by countervailing ex­port duties. Of course, we have seen that the export duties were later reduced
(though perhaps this should have been done more quickly); and it is arguable
that this was a policy more likely to meet with acceptance from rival suppliers
in these oligopolistic markets than an outright increase in competitiveness re­sulting from what looked a largelike devaluation. In any case, recall that we have not been able to detect any significant direct response of exports to
price competitiveness in our regression analysis for tea and jute textiles; andthe only possible response perhaps would have been through the longer-run
effect on improving production if overall profitability of production increased
through higher EERs. In the case of cotton textiles, the argument seems to be 
more directly in support of the contentions that the policy package should
have left more improvement in the EER for textiles exports. We base thisassertion on Nayyar's qualitative analysis, on the undoubted success that a
number of other countries have had in improving their export sales through 
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competitive pricing of their textiles, and on the fact that India is in much less
of an oligopolistic position in this world market than is the case in tea and 
jute textiles. 

CONCLUSIONS 

It would thus appear that the effect of the "liberalization package" on export
performance was a complex one. And this affected assessmentsthe of the 
success of the devaluation as well. 

To the superficial critic, the policy changes initiated in June 1966 were 
a failure. The most naive critics looked at the few months immediately fol­
lowing the devaluation, and this inattention to time-lags, combined with the 
industrial, aid and trade policy chaos in the six months prior to the devalua­
tion, meant that devaluation was blamed for the stagnation of exports. The
less naive critics looked at the lagged picture but saw only that the overall 
exports were relatively stagnant in the eighteen months subsequent to the
devaluation and to condemn hastened the policy changes without adjusting
for the exogenous impact of the agricultural drought on traditional-export
performance as well as for exogenous secular trends. 

When we take a more careful view of the impact of the June 1966 policy
package on export performance, it looks significantly better. Allowing for the 
effects of the revived export subsidies, the performance is even more attrac­
tive. Clearly, the fear that export supplies would be inelastic was vastly exag­
gerated. The presence of excess capacity, admittedly aided by the jolt from 
the domestic recession, led to increased export sales as the relative profitability
of the foreign market improved. 

The Indian devaluation experience, therefore, underlines the fact that the
view generally held by large LDCs that the price inelasticity of export supply
and/or demand will make devaluations a necessarily harmful policy is not 
empirically sustainable. It also underlines the view that LDCs which rely on
agricultural and agricultural-based exports should try to avoid devaluations 
prior to a har'est: naive criticism (and, as with Gresham's Law, invalidcriticisms seem to drive out considered analysis in public debate) proceeds 
on the basis of post hoc ergo propter hoc ind devahilution-cum-liberalization 
tends to be blamed for bad export performance whereas a smart policy-maker
could use thc improvement in export performance thanks to a good harvest 
to advantage by crediting the devaluation with this success! 

Other lesons of significance relate to the fact that the distinctions be­
tecn gross and net devaluation and between "rationalization" and change in 
the weighted average parity for export and/or import transactions are little 
understood. The fact that the improvement in non-traditional export perfor­
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manco should not be expected to have been dramaticbecause the net change 
in their parity was significantly below that implied by the devaluation itself 
was often lost sight of in the assessments of the failure of the change in policy 
In June 1966. 

Furthermore, it must be remembered that the devaluation, insofar as it 
replaced the earlier, ad hoc and selective subsidies on exports, was aimed at 
rationalizing the indiscriminate and uneconomic way of subsidizing exports. 
Hence, it was to be expected that some of the uneconomic exports would de­
cline. However, such declines were treated as evidence of "failure" rather 
than of success of the policy package, thus underlining the difficulty attendant 
on making a transition from policies of de facto to de jure devaluation. 



Appendix: 

Excess Capacity
 
and Export Performance
 

We have shown in the text that the recession (through its impact on de­
mand), as well as the improved export incentives, had a favorable impact on 
export performance of the non-traditionals. It is also possible, in principle, to 
argue that this impact should have been stronger for firms with excess capac­
ity, for the simple reason that the marginal cost of exportation for them 
would be the variable cost of production and not the (higher) opportunity
cost of domestic sale-particularly, given the increased availability of raw 
material imports. 

Unfortunately, the DGTD data on excess capacity, as we have seen
earlier, are unreliable and hence unsuited to a direct test of this proposition.
However, Frankena has shown persuasively, for the engineering industry,
that excess capacity did help in improved export performance."

His procedure was to use "information from interviews, company and
trade association reports, and industry studies" to classify his twenty-six engi­
neering industries into three groups: "Group 1, those with substantial excess 
capacity due to inadequate domestic demand (industries I through 15); Group
II, those without excess capacity (industries 16 through 20, and 26); and 
Group IIl, those for which capacity utilization could not be determined or
for which it varied significantly between products in the industry (industries 

-21 through 25).1
Frankena's analysis, based on Groups I and ii, is of interest because the 

export share of these industries was as high as 82 percent of the total engi­
neering, iron and steel and tire exports in 1968-69. 

Table 9A-I contains Frankena's principal results on these two groups. It 
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TABLE 9A-1
 
Exports by Industries with and without Excess Capacity due to
 
Insufficient Domestic Demand after 1966: 1964-65 to 1969-70
 

148 

1964- 1965- 1966- 1967- 1968- 1969-
Industries 65 66 67 68 69 70 

Group 1: Excess capacity 
Industries (1)-(15) 

Value (U.S. $ millions) 12.98 23.40 42.46 96.11 157.74 181.83 
Percent of total' 29 41 59 74 75 73 

Industries (2)-(15)1 
Value (U.S. $ millions) 7.06 11.77 16.45 24.80 65.34 80.88 
Percent of total 16 21 23 19 31 32 

Group I1:No excess capacity 
Industries (16)-(20), 
Industries (26) 

Value (U.S. $ millions) 8.21 10.99 9.75 10.69 14.46 17.50 
Percent of total 18 20 14 8 7 7 

SOURCE: Frankena, "Export," p. 135. 
a. Total exports of iron and steel, engineering goods and tires. 
b,Industry ( I) is iron and steel. 

is interesting to note that Group I has an export performance since 1966-67 
which clearly dominates that of Group II, indicating that excess capacity was 
linked strongly to export performance, as one would expect. Frankena has 
concluded: "In interviews and in their annual reports the firms ifivolved con­
firmed that excess capacity played an important role in the decision to export 
and in determining export prices ... evcn after allowing for export promotion 
schemes a significant share of exports of cngineering goods appears to have 
taken place at realizations which did not cover long-run average costs (and 
probably did not cover long-run marginal costs) or match realizations in 
the domestic market, particularly (i) before preferential maintenance im­
port licensing for exporters began in 1968-69, (ii) in the case of firms which 
did not export enough to qualify for these preferences, and (iii) on the mar­
gin for firms which exported beyond the level necessary to qualify for these 
preferences. It can be concluded that excess capacity was critical for export 
by a number of industries in cases (i)-(iii), given the implicit exchange 
rate on export."'" 

While, as Frankena himself has noted, the non-exporting industries 
were excluded so that some major industries such as metallurgical, mining 
equipment and heavy clectricals with severe excess capacity and which did not 
export at all were counted out, the evidence presented above on Groups I 
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and I1Isextremely suggestive and consistent with the view that excess-capacity 
industries generally were the better exporters during this period. 

NOTES 

I. We use the words "strong probability," rather than "fact," because our informa­
tion Is based on the judgments of officials and traders rather -than on a scientific sample 
survey.
 

2. This is an a priori statement, partially corroborated by interviews with art silk 
producers. We have not been able to use meaningfully any of the statistical techniques
available for detecting faked invoicing: those techniques are generally "weak" and are 
not up to the task of detecting first differences in such faking. For a discussion of these 
techniques, see Bhagwati, ed., Illegal Transactions. 

3. As noted in the preceding chapter, the recession took hold by the time these 
delays had worked out, reducing the demand for imports. 

4. In addition, the recession was to ease the domestic demand situation sufficiently in 
the new industries to improve their export performance still further. Ithis improvement,
like the recession, was exogenous of the June 1966 policies, however. An additional 
exogenous factor which affected the non-traditional exports as well was the closure of 
the Suez Canal after the Six Day War. 

5. The PLDEI'R for exports declined in the post-1966 period relative to EER for 
exports, owing to (exogenously caused) inflation, as per our estimates in Chapter 2. 
Hence we do not expect the coefficient of this dummy variable to be as large as would be 
the case if this inflation w&ere explicitly taken into account. 

6. Foreign demand was introduced through a time-trend variable, but in all cases 
this variable did not have a statistically significant coefficient and has been omitted. 

7. Given the relative weakness of the investment data in India, we feel that it is 
useful to report on regressions using alternative investment estimates. 

8. Inthis connection, recall that the PI.)IFR for exports after the devaluation was 
less favorable than the EFR for exports. The net improvement in the real incentive for 
exports of engineering goods after devaluation is thus likely to have been significantly 
reduced owing to domestic inflation. 

9. Although we could not incorporate successfully any price terms into our 
regressions, it is probably ssorth noting that the invention of propylene to substitute for 
jute in carpet backing is an importanl new development that should make India's (and 
Pakistan's) export performance in jute rather more dependent on maintenance of com­
petitive prices. This may, in fact. have been :in important argument for quickly dis­
mantling the export duties levied %kith the devaluation. 

10. Deepak Nayyar, "An Analysis of the Stagnati'n in India's Cotton Textile 
Exports During the Sixties," Bulletin of ti Oxford Univ.,rsity Institute of Economics 
and Statistics (February 1973). 

i. Frankena, "Export." pp. 131-138, 
12. Ibid., p. 132. 
13. Ibid., p. 136-137. 



Chapter 10 

The Political Response 
to the Devaluation 

Despite the overvaluation of the rupee and the chaotic and inefficient pat­
tern of subsidization that had developed in that situation, the 1966 devaluation 
was to run up against intense political reaction. This was to make it nearly 
impossible for the government to gain either real political support for the mea­
sure ex-ante or a rational appraisal of its success ex-post. An analysis of tile 
factors underlying this outcome is necessary in order to learn lessons, not 
merely for Indian policy-making, so that some of the pitfalls can be avoided 
the next time around; there are more general lessons for the policy-makers 
elsewhere too.' 

The political impact of a devaluation, and hence the alignment of pres­
sure groups, is usually conceived of in terms of the following factors: ( I) op­
position parties can be expected to play upon issues of national prestige as 
well as on the theme that government policies have led to this "debacle"; 
and (2) a devaluation that improves the payments imbalance may be expected 
to draw support from the export sector and to be resented by importing 
interests. 

The Indian devaluation, both economically and politically, was a more 
complex phenomenon, but it was not entirely an unusual phenomenon for a 
developing country attempting to liberalize its payments regime. Among its 
important features were: 

1. The government was energetically pushed into devaluation by the 
aid consortium which made large-scale significant resumption of aid practi­
cally conditional on India's changing the parity.2 

2. The government was in a pre-election year and also relatively weak 
150 
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in having a new Prime Minister (Mrs. Indira Gandhi) whose leadership of 
her party was not yet consolidated. 

3. The government's long-standing refusal to devalue, which was over­
come in part by a consortium offer to increase the (pre-suspension) level of
annual commodity aid from about $400 million to $900 million, had led for a 
number of years, and in particular during the preceding year 1965-66, to 
strenuous propaganda that stressed the alleged demerits of devaluation. On
the other hand, with the exception of a few cconomists, there had been no
convincing and sustained argumentation in support of a devaluation, hence
the public stage had been occupied almost exclusively by the opponents of 
devaluation, largely olficial. 

4. Finally, the devaluation, as we have noted in Chapter 6, was accom­
panied by simultaneous changes in export subsidies and import duties. This
implied that the objectives of the measure for the mostwere, part, those of
merely "rationalizing" the existing system rather than of seeking a large "net"
devaluation; this was little understood and was a major source of confusion 
and misdirected criticism. It also implied that the objections to the devalua­
tion were likely to come from those hurt by these accompanying changes.
At the same tinc, the substantial increase in commniodity aid promised by the
consortium meant that the ,pl/'orters would ifeCl c those beneliting from 
increased, liberalized iriports.

The remarkably unfavorable political reception accorded the 1966 de­
valuation in the period immediately after its announcement is readily ex­
plained once the following factors are taken into account. 

I. The government failed to elicit significant support from its own
(Congress) party, either in Parliament or from the party's Executive Com­
mittee members; in fact, several senior Congress party mcmbers openly ex­
pressed criticism or skepticism. Some of the flak came from members who 
were clearly worried about the oncoming election and found the measure
risky, as all governments secm to do, in that the governnient might lose 
prestige or be blamed for unpopular price increases. Others were offended 
at the secrecy and at not having been conSultCd on such an iniportant decision,
forgetting that secrecy in suchis inherent a decision. This group included 
senior members of the Congress party who had maneuvered successfully to
make Mrs. Gandhi the Prime Minister and feared that she was becoming inde­
pendent, and also others (such as a former Finance Minister) who had long
opposed devaluation. Yet others, essentially on the left in the Congress party,
who had welcomed the succession of Mrs. (andhi to premiership against
a right-wing contender as proniising a turn to the left in Indian economic 
policy, thought that the devaluation that they characterized as a "surrender" 
to the consortium's demands, signified that they had been wrong and wanted 
to serve notice of their displeasure rather than support the govcrnment of their 
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own party. In short, the relative weakness of Mrs. Gandhi's position in her 
own party, the failure of her new government to project a clear political image 
and the impending election made the prospect of getting broad-based sup­
port from her own party very dim indeed. As it turned out, only a handful 
of Cabinet Ministers who had been consulted on the final decision were to 
be articulate in their support of the devaluation, the contributions of other 
prominent members of the Congress party being one of lukewarm defense 
or, more generally, that of mild skepticism ranging up to outright criticism. 

2. Three circumstances combined to convert the customary t-ndency of 
most opposition parties to denounce devaluation as a "defeat" of the govern­
ment and an "admission" of its failures into a concerted denunciation in 
stronger tones: (a) For sonic years preceding the devaluation, in response 
to frequent rumors based on alleged World Bank and IMF recommendations 
to that effect and in response to the writings of sonic domestic economists, 
the government had indulged in strenuous propaganda against devaluation; 
this was particularly the case with the annual reports of the Ministry of Com­
merce and of International Trade. (b) Supporters of a more realistic exchange 
rate policy had optcd out of the debate on the question since the early 1960s. 
This meant that the largely spurious arguments put out by official agencies 
against an adjustment in the exchange rates were left unanswered. (c) Finally,
these two facts, in conjunction with the financial inducement and pressures
by the consortium, led to a situation where public opinion was generally re­
ceptive to tile notion that the devaluation was econuunically tunsountd and was 
imposed on the country for "non-cconomic" reasons. :' 

Two factors therefore became critical in determining the overall response 
to the devaluation: (a) resentment at foreign influence itself, accentuated in 
turn by the notion that India could no longer control her own policies in her 
own interest; and (b) tile widespread feeling that the devaluation had to be 
judged ultimately by what it signified beyond itself in broader political and 
economic terns. 

3. Thus, the minority that supported (or did not oppose) the devaluation 
was confined to (a) economists who chose to assess the measure within its 
own terms, (b) several industrial groups which saw the measure as signifying 
an impending move toward a larger role for private enterprise and less
"socialism," (c) a few isolated exporting groups whose benefit from the 
devaluation outweighed their loss from the Sinuiltaneous elimination of tile 
earlier export subsidies and (d) producer groups that saw suflicient profits
resulting from tie raw-material-import liberalization that would follow from 
the grant of significant aid after devaluation. 

4. These were, however, outweighed in political terms and in articulation 
by the critics. The alleged economic demerits of the decision and the perceived
cconomic need of having succumbed to foreign pressure were the major focal 



153 THE POLITICAL RESPONSE TO THE DEVALUATION 

points of criticism from political parties on the left as well as the right, inParliament and in the press. (Only the laissez-faire and industry-oriented
right-wing Swatantra Party was schizophrenically positioned for reasons
spelled out in the preceding paragraph.) In addition, the parties of the left were particularly articulate about their fear that the devaluation represented
the turning point for progressive sacrifice of socialist policies regarding privateforeign investment and private domestic cntcrprise. Tile critics also included
the overwhelming majority of exporters who saw that the major thrust of
the devaluation was aimed at reducing reliance on the ad hoc and selective 
export subsidies which had indeed proved very lucrative to the influential 
exporters. 

All in all, therefore, the devaluation ran into an unusually hostile re­ception. The political lessons seem particularly pointed with regard to the use
of aid as a means of influencing recipient policy, even if, in sonic objective
sense, the pressure is in the "right" direction. The Indian experience is also
instructive for the political timing of a devaluation: foreign pressure to change
policies, if brought bear whento a government is weak (both for internal­
structural reasons and because of an impcnding election, which invariably
prompts cautious behavior), can be fatal. Mason and Asher, in their studyof tile World Bank, characterize the Indian case as "perhaps the most strik­
ing example of attempts by the Bank to use 'leverage* to bring about changes
in a borrowing government's 'performancc' " and one which "did not leave
the Bank's relations with India unscathed." 

To say that there should be no "performance conditioning" in providing
aid is not to suggest that there should be no evaluation of aid utilization. Wethink, however, that such evaluation and subsequent pressure for policy
change, if any, must also recognize that economic analysis is rarely so com­
pelling as to command universal approbation-even if one does not quite

take the cynical attitude that where you have six economists, you get seven
opinions. Indeed, there is much to be said, if the aid relationship is to be 
mature and relatively free from the frictions of the preceding decade, forthe donors' influence to take the form of advice rather than prescription. In
this regard, it is well worth noting that the Soviet practice of confining scrutiny
to the performance of aid-linanccd projects, and not attempting to evaluate
and influence the whole plan or set of economic policies of tilerecipient
country, has helped to Ivoid the kind of adverse rcact!on the \,'csfter donors
have provoked, however well intentioncd their prcssures may have been.:
Here we again have that paradox of political cconoimy: that a program ap­
proach, which makes much sense from an economic point of view (given sub­
stitution possibilities), inakes little sense from a political p,)int of view. 

We also do not share the view that pressme to change major policiesby foreign donors, especially of the type applied to India in 1966, is helpful 
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because it "strengthens the hands" of those who, within the recipient country,
want the "right" policies adopted. It is the opinion of nearly all of those few 
who had argued for a devaluation in the Indian context during the period
preceding June 1966 that the external role at the time of devaluation com­
promised their political viability.0 

NOTES 

1. The following analysis and conclusions are based on an extensive examination of 
the relevant documents such as newspapers, journals, Lok Sabha proceedings and Rajya
Sabha proceedings. The reactions and pronouncements of politicians (in and out of
office), political parties, newspaper editorials, influential magazines and journals, indus­
trial and business groups, and economists were examined. The analysis is thus confined 
to the so-called "elite groups"; besides it is primarily a medium-run response analysis,
though there is little reason to think that anyone really changed his position on the
policy option exercised by the government in June 1966, in light of longer-run develop. 
ments. The only exception is the Prime Minister herself (who is reported to have been
less than enthusiastic about the policy changes in light of the tremendous opposition that 
they elicited). Our full-kngth analysis (with K. Sundaram) has been published in three 
parts in Economic and Political We,ckl.'v, September 2. 9 and 16, 1972. 

2. Note, however, that PL 480 food aid wais continued throughout this period and
that aid already in the pipeline was not halted either; only fresh commitments were held 
up by the U.S., though even here two new loan agreements v.ere signed by the U.S. with 
India between October 1965 and June 1966, Note that aid to both India and Pakistan 
had originally been suspended during the war of October 1965. 

3. This widely accepted view failed, of course, to recognize that the economic 
aspects of the problem had been discussed at length for several months prior to the 
decision to devalue. The Finance Ministry had before it an extensive report on the current 
export subsidies and the merits of a devaluation, which it had commissioned from
J. llhagwati, then at Delhi University, during mid-1965. t3.,sidcs. other economists had 
also written in support of aInew parity. Most of the major contributions on the subject
have been reprinted in Devaluation of the Rupee ,IntI its Implications (New Delhi:
Institute of Constitutional and Parliamentary Studies, 1966). In addition, see K. N. Raj,
"Food, Fertiliser and Foreign Aid," Main.stream, April 30, 1966; C. N. Vakil, The 
Devaluation of the Rupe- (Bombay: Lalvani Publishing House, 1966); and B. N. 
Ganguli, Deraluation of the Rtiprc (Delhi: Ranjit Printers and Publishers, 1966).

4. Edward S. Mason and Robert F. Asher, 'Ihe World Imk Since Bretton Woods 
(Washington, D.C.: The Brookings Institution. 1973), p. 197. This stndy also stresses 
what the authors consider to be the disappoining features of India's economic per.
formance that led the Bank. the strong support of the United to presswith Slates, for 
reform of India's balare of patyments and agriculttural policies in particular.

5. Note, however, that we do not mean to imply that Soviet aid has been entirely
without friction, For an interesting arccorunt and analysis of ditficulties in the case of 
Soviet financing of the Indian steel plant at 11okaro, see Desai, Ilokaro, especially 
Chapters 5-7. 

6. It, particular, the adverse political consequences of the 1966 experience may well 
have had a lasting impact on the ability of the official economists to argue for exchange 
rate flexibility in the future without being condemned as unwitting, if not willing, tools of 
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capitalist donors. In a country such as India, where the word "socialism" wins elections
rather than loses them, as in the United States, an official's (as well as a Congresspolitician's) efficacy and possibly even his ability to get ahead in life depend significantly
on whether he can operate within the broad framework of mild-to-strong left-wing
politics. And one has only to examine the Indian response at the time of the Smithsonian
parity changes (discussed in Chapter I I) to see the force of the point that, even in the
long run, the ability of officials to press successfully for exchange rate flexibility was 
compromised by the 1966 experience. 



Chapter11 

The Liberalization Episode:
 
Evaluation and Lessons
 

In light of the analysis in chapters 6 through 10, what can we conclude 
about the success of this liberalization episode, and what lessons can we draw 
from it regarding the prerequisites of a successful liberalization package? 

WAS TIlE LIBERALIZATION EPISODE 
SUCCESSFUL? 

In deciding whether the liberalization episode was successful, we need to
distinguish sharply between the way it was regarded by public opinion, in­
cluding elite opinion, and an objective appraisal of the results in relation to 
the aims of the liberalization effort. These two different ways of judging the 
outcome are important to distinguish because the undertaking was a complex
of policies. In consequence, it was difficult to assess and its objectives were 
not clearly understood. We now examine (I) the objectives of the package,
(2) how far they were achieved in practice, and (3) what the general 
assessments are. 

The Objectives. 
The June 1966 policy reforms appear to have had the following objectives, 

Inthe main: 
1. the replacement of the inefficient de facto devaluation by a de lure 

devaluation; and 
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2. the reduction, through the net additional devaluation plus import 
liberalization, of the adverse impact of the QR-regime on export performance. 

Of these two objectives, the emphasis in the official pronouncements 
seems to have been on the former. The theme that the export subsidization 
programs were inefficient and needed to be replaced by a formal devaluation 
was repeatedly stressed. On the other hand, official pronouncements also 
promised an improved export performance, clearly basing this on the net 
devaluation which had been built into the June 1966 package, as well as on 
the improved availability of aid for raw material imports and on the theme 
that even the replacement of the subsidies by a formal devaluation would, 
in the longer run, give more stable incentives for export promotion. 

3. It is not equally clear whether the government also intended to usher 
in import and industrial licensing policies that would have provided a more 
efficient set of incentives for the pattern of import substitution. In the be­
ginning the "import liberalization" apparently was conceived to imply not 
just additional availability of raw material imports (on AU licenses); there 
are some indications that the principle of automatic protection by means of 
the indigenous availability system was also expected to be steadily dislodged. 
Industrial licensing policy, as we saw in Chapter 5, was also being amended 
in favor of more extensive de-licensing of industries. It seemed, therefore, as 
if the June 1966 policy changes were intendcd, in themselves and in the over­
all context of ongoing changes in industrial licensing, also to (a) reduce tile 
reliance on QRs through improved export performance and (temporarily) in­
creased availability of aid, (b) reduce simultaneously the clement of automatic 
and indiscriminate protection that had resulted in a chaotic pattern of import 
substitution, (c) increase the element of competition by permitting freer 
domestic entry in the de-licensed industries and greater role for imports, and 
finally to (d) improve export performance also by making investment and 
production responses to export incentives more readily possible than under 
the cumbersome licensing procedures. 

Were They Achieved? 

We can therefore judge the outcome in terms of these three sets of ob­
jectives. In these terms, the liberalization episode must be described as less 
than successful, at best, and as bordering on failure when the credits and 
debits are totaled up. 

1. The replacement of the de facto by the de jure devaluation was 
clearly accomplished in the very act of the June 6, 1966, policy announce­
ment. As we have noted, the import duties were reduced and export subsidies 
were removed on that date. But, in the long haul, the intended reform of 
the trade and payments regime was not achieved, resulting in a lapse into 
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Phase II, as the cumbersome complex of multi-sided and selective export sub­
sidization was revived (as noted in Chapter 7). The rationalization of the 
export subsidy situation was extremely short-lived indeed! It would appear
that, with the ovcrvaluation of the exchange rate still continuing after June 
1966-the import prernia still continuing to obtain oil the overwhelming bulk 
of imports, at sizable levels, and the exchange control mechanism, therefore. 
still occupying its central role in the regime-the logic in favor of export sub­
sidization was indeed strong: in principle, to offset the discrimination against 
exports in an cvervalud system, export subsidization makes sense. On the 
other hand, the indiscriminate, administrative selectivity and other ineffi­
ciencies of subsidization do rot make sense; and these were indeed, as we saw 
in Chapter 7, to reappear, implying that the government had more or less 
failed in its objective of rationalizing the export subsidization schemes on a 
continuing basis. 

2. The objective of improved export performance was indeed achieved, 
if one has suitably adjusted for exogcnous factors such as the second agri­
cultural drought (as in Chapter 9). This (post-adjustnment) improvement 
was nonetheless not dramatic because the size of the net devaluation was 
significantly lower than that of the gro..s devaluation,' At the same time, the 
revival of subsidization of the "new" exports clearly helped: our dummy­
variable analysis picks up an overall elfoct which includes the effect of these 
subsidies as well. "lhu!; wL can conclude that the :thd policy package (in­
clusive of export subsidization) as of, and since, June 1966 did improve 
export performance. However, we must stress again that this improved ex­
port performance was based. insOfar as it reflected the impact of revived export 
subsidization, on a set of subsidy policies that were conceived purely as 
export-augmenting policies rather than as efficient exporl-augmerting policies.
Thus, the gain in export prformance was, as before June 1966, bought at 
the cost of inefficiency in vxport promotion. 

3. The explicit surrcrm'cr of the objective of a rationalized export sub­
sidy system was also to Ic r atch(d by the frustration of similar objectives 
in thefields of import and indu.itrial po.,:ics. 

(a) The improvewnet in expo,,r performance did help, ceteris paribiis, 
to ease the restrictiviness of the OR-regime. And the increased availabiiity of 
aid after June 1966 also initially hclpcd in this drcctiin, However, as we have 
already shown, the utilitalio1n of thi, aid was hampered by the recipient's
aid donors' dilatory admini .irativC proccdurcs and was then partly frustrated 
by the onset of the intimstriil recession.- In fact, the aid alorizationsafter 
1966-67, whatever the reasons, were never to reach the level presumably
promised as an inducement for the June 1966 reforms, thus leading to the 
widespread charge that the goverimcnt had been tricked into these policy
changes with promises of accelerated aid flows that had failed to materialize­
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an outcome of great significance in determining the political success, and 
hence the repeatability, of such a liberalization package. Thanks mainly to the 
recession, however, Yhich was largely exogenous to the June 1966 policy
package, the demand for imports appears to have been effectively low enough 
to lead to premia levels on imports that were somewhat lower than in the 
period prior to devaluation. 

This is apparently true for both El (traders') imports, as illustrated by
premia on selected items in Table 1I-1, as well as for the more substantial 

'AU imports which went directly to the producers. This effective reduction 
in the restrictiveness of the QR-regimc, however, followed in large part
from the recession which, according to our analysis, was a result of drought­
induced fiscal and monetary policies which must be construed as exogenous 
to the 1966 package of trade and exchange rate policy changes. 

And indeed, by 1967-68, as the industrial recession was giving way to 
a more buoyant industrial economy, the prcmia on several AU imports had 
already begun to reach higher !-vels. While it is not possible, in the nature of 
the case, to develop systematic time series on these premia because of the 
quasi-illegal aura surrounding the sale of imports or import licenses in the In­
dian context (as we saw earlier in Part II), we have been able to put together
from different sources premia estimates for certain items, underlining our as­
sertion that the premia on AU imports had begun reaching substantial levels 
by 1967-68 and continued to be at high levels through 1970-71 (when our 
study was being undertaken). Thus, copper, bronze, zinc, lead, nickel and 
other metal products, several steel products (such as steel wire and sheets), 
most chemicals, paper and paper products, glass and machinery (including
ball-bearings and precision tools) had import prcmia ranging between 70 to 
100 percent from 1967-68 to 1970-71. 

Thus, by 1967-68, the import liberalization did not quite match the 
original intentions of the government. After the devaluation and associated 
measures were announced, they were fcllowed on June 21, 1966, by a press 
note on imort policy which marked the major steps toward liberalization of 
maintenance imports. A list of 59 "priority" industries was soon set up, ex­
tending to about 80 percent of total organized-sector industrial production. 
Liberal licensing for these industries, which included several exporting indus­
tries as well, was announced so that the units in ',hese industries would be 
able to meet their full requirements by merely going back to the DGTD and 
seeking additional import licenses. In addition, the policy was to be liberalized 
(in respect of IDA credits) in easing restrictions on the value of the license 
that could be expended on specific imports, thereby ostensibly releasing the 
firms from obligation to seek detailed specific permissions each time they
wished to change the composition of the imports they sought. Imports in the 
nonpriority sectors were to continue being regulated as before. Toward the end 
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TABLE 11-1 
Premium Rates for Import Licenses during the Pre-Devaleaton 

and Post-Devaluation Months of 1966 
(percent of c.i.f. value of imports) 

Jan. Feb. March April May June July Aug. Sept. Oct. Nov. D= 
Chemical products

1. Drugs and medicinesa i) 230 205 186 245 125 62 38 45 37 40 43 

2. Colorsa 
ii) 

i) 158 
195 
189 

135 
175 

38 58 50 42 

58 

3. Perfumery 
ii) 

230 
118 

35 45 75 
75 

Foodproducts
4. Dates 
5. Cloveso i) 

52 
540 102 105 

72 
111 

85 
138 85 

24 35 
75 

25 
55 

18 
40 52 

31 
65 

ii) 550 138 70 44 
Surgicalgoods

6. Surgical goods E&Db 325 95 138 
Engineeringand metal 

products& 
7. Motor parts: thin 

walled bearing i) 275 275 190 200 140 150 175 

8. Stainless steel 
ii) 
i) 275 300 

200 
330 

145 
325 250 

65 
250 160 150 

9. Ball bearing 
ii) 
i) 

300 350 
180 

260 
55 

160 

ii) 60 



10. Motor parts
consolidated quota i) 220 145 200 150 65 58 200
 

ii) 150 70 60
 
Miscellaneous 
11. Polished silver 135 50 
12. Foreign tallow 175 190 155 160 145 140 140 60 
13. Gum 158 138 150 

NOTE: Blanks indicate that premium information is not available. 
SOURCE: The information is based on interviews with traders by Dr. V. R. Panchamukhi. The items included are essentially

those going through El licenses in the hands of traders. The quotations are not based on a sample survey but represent scant 
pieces of information. 

a. Items (i) and (ii) refer to two alternative quotations under the same, broad category.
b. 'Surgical Goods E&D' refers to quotation of premium by an identical category in Vyapar, a commercial daily, published

in Bombay and carrying such quotations with some regularity. 
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of 1968-69, these relaxations had begun to be tightened; and by 1970-71, 
the system was substantially back where it had begun, indicating a relapse 
into Phase Il-type import controls.5 

(b) Therefore, while the liberalization of maintenance imports did not 
remain on a continuing basis beyond 1968-69, the extension of the liberaliza­
tion to imports that were in competition with domestic production was even 
shorter-livcd. Those who held the notion that the policy changes of June 1966 
wculd also effectively dislodge the principle of indigenous availability and the 
consequent automatic protection of domestic production were to be disabused 
during 1966-67 itself. It quickly turned out that there was stiff opposition 
from domestic producers to such import relaxation; there were active and suc­
cessful representations to the Ministers of Finance and Industry to halt such 
imports and to restore the sheltered market. Apparently, it was easy to seduce 
Ministers into such action because they had long been taught to believe that 
any import substitution was good. The corollary that domestic production in 
any activity should not be allowed to be replaced by "scarce" imports was 
therefore equally difficult to purge from the policy-makers' thinking. Thus, 
import liberalization came to mean merely that the imports of non-competing 
goods, in the main, would be increased. 

(c) The increase in industrial efficiency that was expected to result from 
increased competition (de-licensing of industries eased domestic restrictions 
on entry), was also to be frustrated. Given the continuing operation of im­
port licensing, the fact that a firm could establish new capacity in a de-licensed 
industry merely meant that the detailed scrutiny and possibility of rejection 
that characterized all licensing procedures now applied to requests for import 
licenses. Access to imports, since it continued to be administratively con­
trolled rather than through the market, was then the point at which licensing 
was effectively being implemented! Little of substance, in relation to effective 
entry, was therefore to change it,the system. Hence, increased efficiency from 
greater competition was not a gain to be had, in practice, from the June 1966 
and related policy measures. 

(d) Finally, the expected improvement in the ability of exporters to 
respond to enhanced export incentives, following on the liberalized licensing 
structure, was stymied for similar reasons. While, as we have seen in Chap­
ter 9, the government undertook a number of measures intended to help 
exporters get around the difficulties and obstacles that the licensing machinery 
created for them in the first place, there is plenty of evidence from interviews 
that, in matters such as product design changes and expansion of capacity, 
the bureaucratic procedures and delays were continuing, contributory factors 
in reducing the responsiveness of exports to improved prices." Thus gains on 
this account, while probably positive, appear to have been relatively small. 
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On balance, therefore, the basic objectives of the policies which peaked
In the June 1966 set of measures do not appear to have been achieved to a 
significant degree. 

Public Perceptions. 

Curiously enough, the public evaluation, including that among financial 
commentators and not merely among the andpolitical bureaucratic elite 
groups, appears to have been dominated by quite the opposite criteria! The"rationalization" of the trade and payments regime was hardly considered and was implicitly either disregarded or not understood. On the other hand, the 
success (or rather the failure) was judged essentially by reference to the pre­
sumed effect of the policy package on export performance and on the price
level. In addition, the political circumstances surrounding the policy announce­
ments were critical, and fhe policy of increasing aid flows on condition that
the policy changes be implemented seems to have created expectations that 
were not to be fulfilled. Furthermore, some concern about the impact on the 
terms of trade was expressed. Surprisingly, while economists would naturally
worry about the possibly deflationary (immediate) impact of an LDC-type
devaluation,7 public evaluation of the industrial recession that followed June 
1966 does not seem to have attributedthe recession to the liberalization poli­
cies. We take up each of these strands for more detailed comment now. 

EXPORT PERFORMANCE 

The public view of export performance, we must conclude, was deeply
affected by the fact that total earnings failed to rise and even fell marginally
in the two years after the devaluation. Two major aspects of the June 1966 
package and subsequent developments were ignored:( I) the fact that the net 
devaluation was significantly smaller than the gross devaluation, and (2) the 
exogenous impact (largely from the drought) on the export performance of
traditional exports. We have noted already that the objective situation was dif­
ferent, and indeed more favorable, than the superficial view of the situation
would lead one to believe. But the superficial views did dominate the general 
reaction. 

PRICE LEVEL 
Similarly, the post hoc ergo propter hoc illogic applied to the phenome­

non of rising prices that dominated public consciousness in the year following
the devaluation. Ar we have noted in Chapter 8, the objective situation again 
was very dilerent, with the effect of the exogenous drought responsible for 
the major price rise in the system. 
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POLITICAL REACTION 

The political response to the liberalization package was, as we have seen 
In Chapter 10, extremely critical. The essential weakness of tile package was 
the fact that it was widely considered, and with much justification, to have 
been forced upon India by Western aid donors. 

In particular, since the Soviet Union, which is also a major aid donor 
of India, was not associated with this change of policies in June 1966, the 
charge has continued to stick in the popular mind that devaluation is an 
"imperialist," "neo-colonial" policy. The charge has also been made in the 
left-wing press, from time to time, against the civil servants and Ministers 
who had supported the devaluation decision, that they are the saboteurs of
"socialism." These charges were revived in Dccember 197 1 when the realign­
ment of exchange rates around the world forced India to take a position on her 
own exchange rate. The Indian decision was a compromise solution: the rupee 
was partially devalued so that its parity vis-fi-vis the dollar actually went up. 
The left-wing press took the opportunity to attack those who, though over­
ruled, had sensibly proposed that India should at least devalue to the same 
extent as the dollar." 

The 1971 decision on the rupee also underlined the fact that the senior 
Ministers were unwilling to be caught supporting any devaluation of the rupee. 
The majority of them, including the Minister of Foreign Trade, felt that the 
devaluation was a politically unpopular policy, that it might have caused the 
Congress party its reverses in the 1967 elections, and that it was, in any case, 
politically risky to be vulnerable to left-wing charges of being "soft on the 
Americans" at a time when American hostility toward India in the Indo-
Pakistan War had made any sympathy for policies popularly associated with 
the United States a serious liability." ' 

In fact, even the partial degree of parity change that was achieved was 
a triumph of skill and ingenuity on the part of the top-level advisers. 11) claim­
ing that India should link itself with sterling, and by taking advantage of the 
fact that the United Kingdom's decision was to reduce its revaluation subse­
quent to the dollar devaluation, while leaving the sterling appreciated vis-a-vis 
the dollar, they managed to reduce the parity vis-fi-vis the dollar by the same 
amount as the reduction in the percentage revaluation of the sterling. Thus, 
in effect, tile rupee was devalued vis-it-vis the old dollar; but, given the larger 
devaluation of the dollar itself, the rupee parity with the dollar actually moved 
up from Rs.7.50 to Rs.7.28 per U.S. dollar.'' 

The political failure of the 1966 liberalization package can thus be re­
garded as overwhelming: not merely did the government face a political storm 
over it but the political capacity to repeat Fuch a package was damaged."r 
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AID-INFLOW AND POLITICS 
One interesling aspect of the decision by the donor countries virtually to 

impose liberalization ol the Indian government by making continuation of 
large-scale aid virtually conditional on this and other changes in policies was 
that the policies were often to be judged in terms of how much aid actually
did conic in, subsequent to the devaluation. This was to work politically
against the June 1966 reforms for the simple reason that, along with the 
general decline in aid flows during this period, the Indian aid receipts were 
to decline steadily.' :' 

This was to lead to widespread criticism of the government by the influ­
ential press and politicians on the left, including the charge within the ruling 
Congress party that those politicians and economists who had accepted the 
imposition of these "iarket-oriented" and laissez-faire-type policies from 
the Western powers, and had hoped to be rewarded by large inflows of aid, 
had found that this "bribe" had not materialized and that the country had 
been unwittingly duped wkith the aid of these Indians. 

It should be cmphasizCd that (i ) substantial aid did materializc after the 
devaluation and (ii) these Indian economists and politicians genuinely be­
lieved, and some of thein had publicly argued to that eflect cven prior to the 
aid suspension and forcign pressures thereafter, that these policy changes 
were long overdLc. These facts, however, are irrelevant to the fact that the
unwise pressure on India in the general direction of measures such as those in 
the liberalization package had made the charges we have just described cred­
ible to vast numbers of people, and made them believe that here was one 
more powerful reason why the "devaluation had failed." 

TERM.%OF IRAI)I 
Among the less frequent indications of success, though one not used out­

side financial circles, was the effect of devaluation on the ternis of trade. De­
valuation is traditionally regarded as a dangerous -olicy because it may lead 
to an adverse impact on the terms of trade. In a real sense, this is a fear based 
on confusion. If thcrc is no reason, such as residual monopoly power in trade, 
to use tariffs (or tariff equivalents such as an overvalued exchange rate), then 
devaluation is indeed the optinmal policy for regulating external accounts. And, 
if there is monopoly power in trade k'hich is not yet exercised, then the opti­
mum tariff argument itself requires that tariffs he used to improve the terms of 
trade and to restrict trade, in the first place, and then devaluat ion be used 
beyond that for regulating the external accounts. Concern with what happens 
to the terms of trade, as such, is therefore quite m1isplaced. 

Since, however, in some assessments of the devaluation, the effect on 
the terms of trade x 2,regarded as important, we may examine the behavior 
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of the Indian terms of trade subsequent to the June 1966 devaluation. Note, 
of course, that the actual behavior of the terms of trade would reflect exog­
enous movements in the prices of traded goods abroad; also, insofar as the 
composition of exports and imports is likely to shift in response to a devalua­
tion (e.g., new exports are likely to become more competitive and therefore 
to materialize), the movement in the terms of trade (as customarily measured) 
is not unambiguously interpretable. 

The terms of trade index (delined as the unit export value ind,:- divided 
by the unit import value index) during 1966-67, taking only the ten months 
following the devaluation into account, actually improved from 109 in 
1965-66 to 113; it rose yet further to 124 during 1967-68 (Table 11-2). 
Indeed, the terms of trade for 1963-64 to 1965-66 averaged 108 whereas 
for 1966-67 to 1969--71 the average improved to 119. Thus, by this fal­
lacious but nonethlcess infl uential index of failure, the devaluation in 1966 
was not a failure; instead of worsening, the terms of trade actually improved. 

T RI.SIOssIoN 

It is ntcrcsting that there is little evidence of the June 1966 policy 
changes being blamed for the industrial recession. Objectively speaking, as 
we have shown in Chapter 8,the fiscal and monetary policies which were, at 

TAIII.|1- 11-2 

Ternis of Trade, 1960-61 io1969-70 

(base: 1958 - 100) 

Ixport% Imports 

Volune Unit Value Volume Unit Valuc Term%of 
Index Index Index Index Trades 

1960-61 100 110 !28 96 115 
1961--62 105 109 121 98 II1 
1962-63 112 106 131 94 113 
1963-64 126 105 135 97 108 
1964-65 132 107 146 99 108 
1965-66 124 113 154 104 109 
1966-671 119 169 149 150 113 
1967-68 122 169 166 136 124 
1968-69 142 166 151 141 118 
1969-70 143 171 128 140 122 

Sot:itRc: Government of India, lirectorate General of Commercial Intelligence and 
Statistics, New Delhi. 

a. Fxport unit value index divided by impol tnit value index. 
b. Covers only the 10 months following devaluation, June through April. 
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least in large part, responsible for the recession were exogenous to the devalu­
ation decision and were largely the result of the fear that othcrwisc the drought­
induced increase in the price level would be accentuated. In fact, the influence 
of the June 1966 policy package (plus the revived export subsidies) is likely 
to have been mildly expansionary in having made exportation more profitable 
than earlier for the non-traditional exports. Thus, in this instance, the ob­
jective reality (of, at best, a mildly favorable impact on economic activity) 
was fairly close to the subjective evaluation (which did not link up the policy 
package with the recession, in amy case). 

LESSONS
 

What principal lessons can we draw from this analysis? 
1. For the donor countries, it seems clear that the dominant lesson is not 

to force changes in policy, particularly ones with an ideological slant in the 
public view, by using withdrawal of aid as the lever. This may work with 
countries that do not have a free press and a democratic framework; it can 
be nothing short of disastrous in other contexts. Above all, it can ruin the 
political credibility of the local groups who support these policies and thereby 
compromise their ability to press for a repeated application of such measures 
in the future. 

2. For the liberalizing country itself, the implication equally is that the 
appearance (and, even more so, the reality) of surrender to "aid blackmail" 
would compromise the political success, and hence the rcpcatability, of a lib­
cralization package. 

3. On the tining of dcvaluatimo-cum-liberalizationi, it is clearly important, 
in view of the tendency to judge major policy changes in terms of post hoc 
ergo propler hoc illogic, that i.DCs (which typically have their price level 
and exports geared to their agricultural situation) should choose a time just 
after a good harvest. 

4. It is also clearly important not to delay the adoption of a liberalization 
package to a point where a large de facto devaluation has to be replaced by 
a still larger parity change. Ilhe distinction between gross and net devaluations 
is too subtle to be grasped except by a few sophisticated economists and it 
seems not to arouse cxccssivc expectations about improvements in export 
performance when the devaluation looks large. At the same time, the replace­
ment of the ad hoc and selective export subsiditation (which must invariably 
flourish under a large de facto devaluation) becomes bolh dillicult and liable 
to contradict the assessed success of any net devaluation insofar as some ex­
ports, which are uneconomical but were promoted under indiscriminate export 
subsidization, are eliminated by the shift to a (it jure devaluation. 
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5. The impossibility of dislodging the principle of indigenous availability 
and the consequent survival of sheltered markets underline the plausible con­
clusion that it is not easy to implement a "true" liberalization designed to 
improve the competitiveness and efficiency of domestic import substitution 
when exchange control over a long period has corrupted domestic industry, 
bureaucrats and politicians into considering any production that competes 
with imports as necessarily desirable and therefore automatically superior to 
rival imports. It does suggest, however, that the more feasible, and less dis­
ruptive, approach to the dismantling of such automatic protection would be 
to convert the implicit into explicit tariffs and then to set a gradualistic time 
schedule for bringing them to uniformity around a modest rate. 

6. The resumption of the susperded aid flow was clearly helpful; but it 
tells us nothing about the issue of augmenting foreign credits as part of a lib­
eralization package. There is, however, one point of substance that needs to 
be made here. As we saw, it took time for the resumed aid flow to actually 
reach importers: the delays were caused at both recipient and donor ends. 
These delays, which could have been reduced under better administrative 
arrangements, were to be followed by the recession which was largely brought 
on by the decelerating investments and outlays by the government which 
dreaded the possibility that otherwise the drought-induced price rises would 
be accentuated further. It is clear that if aid, which was largely available for 
"maintenance" imports (i.e., imports of raw materials and spares), had been 
partly available for increased imports of (the right) food grains, aid utilization 
would have been more rapid intoto and for maintenance, as the need for a 
deflationary policy would have been eliminated. The net effect thus shou!d 
have been greater utilization of aid, greater production and investment levels 
in industry, and (at worst) only a moderate, adverse impact on non-traditional 
exports (because the reduced depression in domestic demand would have 
affected, ceteris paribus, the improved performance of the non-traditional 
industries, as indicated by our analysis in Chapter 9). The net result would 
have been, therefore, favorable, particularly if we take into account the fact 
that higher levels of activity would have permitted the import liberalization to 
be perhaps more genuine-in a recession, it is doubly dillicult to attack the 
principle of indigenous availability. The lesson.;, therefore, are that the red 
tape in aid-disbursement and aid-tying-by-commodity-spccification are both 
factors that can critically affect the performance of a liberalization package; 
and concentration merely on the total level of aid authorization or foreign 
credits can be counter-productive. 

7. Finally, we may well ask whether the Indian policy package could 
have been improved, in any fundamental regard. so as to yield better results. 
This is a somewhat difficult question to answer as our analysis has indicated 
that there were several different factors interacting on the situation and the 
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outcome, some exogenous and beyond control and others within the set of 
available policy instruments. We must therefore work at several levels of 
approximation. If we assume that the Aid Consortium would necessarily have 
made aid flow conditional on the Indian government's undertaking a devalua­
tion, and that the composition of the aid flow was also to be suboptinal (in
the sense we have already discussed in this chapter), then the only meaningful
questions relate to whether ( I) the government could have done better by
changing the policy package (e.g., choosing a different degree of devaluation)
and by choosing also a different set of fiscal and monetary policies, and
(2) the government could have done better by not succumbing to tile pressure

for devaluation. Taking tile
latter question first, it seems that the econolic 
situation had deteriorated in the aftermath of the Indo-Pakistan War of 1965
and the interruptions in aid had led to shortages of imports that were hurting

the economy badly. It seems, therefore, as if the effectiveness of aid diploniacy

in forcing the goverr, 1 cnt to devalue was %cry great; and it doCs not secl
 
to us that, unless !he government could reasonably count On restumplion of 
significant aid, !',crc was any real choice in the matier at that time. If we 
then suppese that the devaluation had to be undertaken anyway, was it tile 
right arv,cunt? It is possible. in retrospect, to argue that it was cither too much 
or too little. If we assume, as wc must, that the drought was to follow the
 
devaluation, it may have becn quite sensible perhaps to inakc the devaluation,
 
on a net basis, as low as possible and to claim unambiguously that the objec­
tive of the devaluation was whollv to replace the existing tariffs and export
subsidies, which had been levied in lieu of the devaluation, and that short­
term export performance improvement was therefore not an objective ,flthe 
exercise at all. This might have eased tilesituation politically, however slightly.
On the other hand. we might argue that the decision was going to be unpopular 
anyway, and that therefore the ohjcct ivc should hae been to dcvaluC as nuch 
as possible this time itself as it would not he possible to use the instrument 
again in the near future! In fact, since our analysis also has indicated that 
the devaluation (net) did help promote exports, it is arguable that an in­
creased degree of (net) devaluation would ha.c led to mllore exports and also 
to greater economic activity. Against this, ho\cvcr, we must balance the fact 
that, in an inflationary situation resulting from the drought, a grcaler degree
of devaluation would have led to price changes that might well have been 
politically unsCttling at a dillicult tinc. Our wVil conclusion is that, given tile 
external constraint of'the dmcnid for a devaluation by the aid donors as a pre­
condition for the resumption of large-scale aid and in view of the scvcrc drought
to follow later, the governmcnt wits probably wisc inhaving ;ictcd ina rcason­
ably cautious fashion b)keeping the net devaluation within reasonable bounds. 
We probably need to stress again, however, that the optimal course of action,
in light of later devclopments, would have been rather for the Aid Consortium 



170 LIBERALIZATION EPISODE 

merely to press for a substantial unification of the tariffs and subsidies (this 
was beginning to happen, as we noted in Chapter 5) and strongly urge that 
at a reasonable future point (after the new harvest had been reliably forecast 
as good) the de facto devaluation be replaced by a de jure change of parity, 
and resume the aid flow. This would have taken the sting out of the charges 
of political pressure for a change in the rate of the Indian rupee and made the 
transition to a better and more efficient foreign exchange regime more attrac­
tive to the policy-makcrs and the politicians and therefore also feasible. On 
the other hand, given the strong dissatisfaction that the Western aid donors 
felt with India's economic policies and performance, it would have been ask­
ing too much to expect them to forgo the opportunity provided by the suspen­
sion of aid during the Indo-Pakistan hostilities of October 1965 to make the 
resumption of large-scale aid conditional on prompt changes in Indian eco­
nomic policy. 

RELAPSE INTO PHASE 11 

In conclusion, we may note that the ultimate outcome of the attempted lib­
eralization in 1966, which inaugurated Phase III, was a relapse into Phase II. 
Differential export subsidies emerged at significant levels; the OR-regime 
continued with high preia on several items; the principle of automatic pro­
tection was not abandoned; and industrial licensing continued in substance. 
The emergence from the recession orund 1969-70 appears to have com­
bined with severely declining Aid levels to produce a "structural deficit" that 
increased import premia and the conscquent stringency of ORs, a phenome­
non which was to be accentuated as the economy recovered to more "normal" 
levels of activity in the industrial sector. 

The hope that India would have moved into a liberal regime with ju­
dicious use of exchange rate flexibility (either de facto or de jure), and mod­
erate tariffs to grant protection to industry, thereby achieving greater economic 
cfficiency and growth, appears to have been belied although the situation in 
1970-71 was somewhat better in this regard than in 1965-66. 

The events on the Indian subcontinent, beginning with the crackdown by 
Pakistan's army in East Pakistan on March 25, 1971, the eventual influx of 
over ten million refugees into India's troubled Fas''rn state of Bengal, the 
staggering hurdCn of this refugee relief and its economic and political conse­
cluences, the resulting war between Pakistan and India culminating in the
creation of Bangladesh, have nmade it impossible for the economy to return 
to anything like a "normal" situa!ion, or for the economist to analyze the 
recent behavior of the economy in a plausible manner. 

But it is abundantly clear that, particularly with the virtual disappear­
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ance of U.S. aid since the dramatic political events on the Indian subcontinent 
during 1971, the importance of an improved and cicient production and 
export performanc-contingent on a successful transition to Phase 111-has 
become even more manifest. Whether this will be understood, and whether
the tools of exchange rate policy and a more efficicnt and less was,:Aul form 
of domestic protection will be deployed in the coming years, remains to 
be seen. 

NOTES 

I. The effect on some of the major, "new" exports was, in fact, almost negligible
and even negative for some sectors, as Table 6-3 in Chapter 6 has shown. Thus, the 
revival of the export subsidies on these items was critical to their inproved export
performance. 

2. The latter argument is compatible with the existence of finite, and even sizable,
import premia in general because the QR-licensing regime (onlinued to imply non­
transferability of licenses as wsell as delays inliccning renewals. 

3. In interpreting table Il-1. however, %%e untitallo% loithe fact that the period
immediately preceding the devaluiation in June t(,6 ,abnoiiial bec, ,ie of the 
suspension of U.S. aid, and several impoit piernia ,erc at Ceccptionall, high levels. 

4. For lack of space, Vwc have not been ale IC fepIod nec h ic lclieimiport premia.
However, they are available front I)r. V. R. P. ihaniuklhi at I1omlbay t niversity, on 
request. 

5.Practically none of the cosnctics %as to chiingc: but ctleci cly the rctrictions 
%ci., ,be tie acto back in operation, mipl',ing the iclapse into Ihase:c II. 

6. Frankena, "l'xpoit." Ilischarlr on design pr blerns offers iuseful (liscission of
 
such difficulties in lhe engineering indushtry doiuing the post-1966 period.


7. See J. 11hagwati, ''he Cawe for i)evatution," E,onomit II 'cc /y,August 1962,
 
pp. 1263-1266; and 
 Richaid Cooper, "('uri eric, t)cvalmition in I)evelopir,g Colntries" 
(Paper No. 166, lconornic Girolh Center, Yole Iivcirsity).

8. The Prime Minister herself is cxcitipted fion) this chwiuge on the convenient 
assumption that she tsas s lipiv advised; this iepiccn s nothing niore than corning to 
terms with the reality of her latly acquired inirnee hold on Indian pilitics and anmesia 
regarding earlier attaL k on he howl fids is"ell in tile wake of the devaluation. 

9. Thus. Link (a popilar, left-wing weekly) cairied the follos ing sloly on De­
cember 8, 1971: "Forltiintely, the sti ,,eStion 1hit the ripce shoiId also be revaIiled with 
the devaluation of the dollar was rejected by the Union Cabinet though some senior 
bureaucrats, including chief economic advisor 1. (. I'atel, who pleaded for it were 
reportedly supported by Planning Miniser Siibramaiiiani. A different viewpoint is 
understood to have been put forth by a section of the Finance Ministry's experls, in. 
cluding economic adviser Ashok Milra. It must be saidito the Finance Minister's credit 
that when he was c:illed upon to give hi%,persnal opinion he opted apa,iinst devaljalion
of the rupee. A repetition of 1965 11966, Sck was thus averted.... 

10. It is fherefore really rcniakable that the Minister for Planning, Mr. C.
Subramaniam, who had been a nierber of the three-Minister group which advised the 
Prime Minister in 1966 on the devaliaton, had repoiledly the political courage to 
propose that the nipee rate be adjusted fully to maintain parity with the dollar. 
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11. If India had not changed its parity, the new rate would have been Rs.6.90 pe, 
U.S. dollar. This ingenious method of partially following the dollar devaluation could be 
put across and implemented only because few if any of the anti-devaluation Ministers 
could have followed the complex nature of the changes in parity rates at the time. The 
Prime Minister is reported to have remarked that she was out of her depth, with some 
claiming that the rupee had been revalued and others that it had been devalued! 

12. We may note that in "Currency Devaluation" Cooper's criterion of p3litical 
failure-whether the finance minister or the governn ;nt falls shortly after a devaluation 
-is not helpful (as he himself admits). Though in this it stance S. Chadhuri, the Finance 
Minister, did fall, he was a marginal minister anyway. The Planning Minister, Asoka 
Mehta, was eventually eased out, but for a whole complex of reasons. The Food 
Minister, C. Subramaniam, has survived, has continued to enjoy the prime minister's 
confidence and even advocates further devaluation. And ironically, the Prime Minister 
herself found that by sharpening her differences with the senior Congress bosses who had 
criticized her openly for her decision to devalue, she helped to bring on a struggle from 
which she has emerged as the undisputed leader of her party and country. In retrospect, 
not only did Mrs. Gandhi recover extremely well from this controversy, but she may well 
owe her political triumph to it. 

13. See J. Bhagwati, Anount and Sharing ol Aid (Washington D.C.: Overseas 
Development Council, 1970). 
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Chapter12 

Issues Relating to the 
Growth Effects of India's 
Foreign Trade Regime 

In Part III we examined the issues raised by India's attempt at liberalizing
the foreign trade regime (in its widest sense) since the mid-1960s. And earlier 
in Part II we examined the workings of the exchange control regime within 
the framework of domestic policies (such as industrial licensing), and high­
lighted certain of the inefficiencies and adverse economic consequences result­
ing therefrom. Our analysis in Part 1I, however, was mainly confined to the 
kinds of effects that are handled under the rubric of static efficiency effects. 
We now propose to extend our analysis to several issues that are raised more 
routinely in the context of the growth effects of foreign tvade regimes. 

1. The static efficiency effects are, in our view, a major aspect of the 
growth effects of any policy framework, insofar as efficiency must affect the 
productivity of given investments. We can therefore hardly emphasize more 
pointedly the importance of these cffccts than by drawing together in Chap­
ter 13 the principal conclusions of our analysis in Part II. At the same time, 
we extend our analysis by developing in Chapter 13 statistical measures of 
the adverse resource-allocational effects of the Indian foreign trade regime and 
by examining more intensively the question of excess capacity in Indian in­
dustry in relation to this regime. 

2. Since we have shown that India's export performance could have been 
improved by the pursuit of different trade and exchange rate policies, it is 
pertinent to ask whether the impact of this improvement would have been 
to better India's economic performance in general and, if so, to a significant 
extent. There are two broad ways in which this question may be approached: 
(a) If we take the techniques and efficiency of production within activities 
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as given, and also consider savings and foreign inflow to be deter­resource 
mined by overall policy exogenous to the export performance, then the gainfrom improved export performance really must come through its impact on
the overall allocation decisions in the five year plans. To investigate this issue,
therefore, we should really put the question into the planning context (which,
for India, needs to be taken as institutionally given if our exercise is to bemeaningful); and we also need to have a macro-planning model within which 
to assess this question. This is precisely what we attempt, in Chapter 14, byusing the well-known Eckaus-Parikh multi-sector planning model in one ofits versions. (b) On the other hand, it is quite possible to argue that the tech­
niques and resources need not be taken as given and that an export-growth­
oriented strategy would have led to improved technology by increasing re­search and development and faster growth of savings. We examine these issues 
in Chapters 15 and 16 respectively.

3. The impact of India's foreign trade regime on productivity change in
her industries, through the encouragement or discouragement of research and
development, is an important issue and one to which we address ourselves 
in Chapter 15 at some length. In this connection, we will distinguish the
research and development issue from the rather different issue of cost­
consciousness and so-called X-efficiency: could a regime less reliant on auto­
matic protection, of the kind described in this study as characteristic of Indian
policy, have led to increased efficiency and cost reduction by promoting inter­
national competition, even if the degree of protection had not been reduced?

4. We also briefly address ourselves (in Chapter 15) to the relatively
intractable problem of whether the foreign trade regime, in conjunction with
the domestic policies, encouraged the growth of domestic entrepreneurship,
and what effect it had on the quality thereof. 

5. Finally, we treat at some length in Chapter 16 the question whether
the foreign trade regime had any impact on the savings effort. Here, we can
approach the issues at different levels. (a) Assuming that the policy of auto­
matic protection by means of licensing and exchange controls, administered
in the manner studied earlier in this volume, did encourage successfully the
growth of modem import-substituting industries, we may ask if these exhibit
different savings rates from the traditional and export-oriented industries.
(b) Assuming that industry as a whole benefited from the import-substituting
strategy, as against agriculture, we may ask whether the relative rates of saving
are different between the two sectors. (c) Since the liberalization package of
1966 was linked directly to significant aid resumption, though at substantially
lower levels than in the early 1960s, it is also worth asking what the impact
of foreign aid is on domestic savings efforts in India. 



Chapter13 

Static Allocational and
 
Efficiency Impact on Growth
 

In principle, India's QR-regime, coupled with industrial licensing, could have
diverse effects on the resource allocational system and on the efficiency of 
any given activity (e.g., the extent of capacity utilization). We have already
noted many of these in Chapter 2. In this chapter. we supplement that analysis
in two important respects. First, we analyze the impact on the pattern of re­
source utilization amoio different industries.' Next, we analyze the impact 
on capacity utilization within industries. 

INEFFICIENCY IN THE PATTERN OF 
RESOURCE UTILIZATION 

One would expect that an economic regime (as in India) that depends so
critically on direct and detailed regulation of imports and the creation of indus­
trial capacity would exhibit strikingly different social returns on different 
ectivities because the framework of economic policies governing industrializa­
tion does not induce or permit systematic attention to costs, as we have . ;ued 
at some length in Chapter 2. 

The index we ha,' used to indicate the inter-industrial disparities that 
one would expect frori our analysis of the economic policies governing trade 
and industrialization is the domestic resource cost (DRC) per unit of foreign
exchange. This index is broadly indicative of the differences in the returns to
deployment of domestic resources, using the approximation that observed 
unit export values measure true opportunity costs to society. Aside from the 
well-known limitations of this measure, we should note two things: 
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1. Wide differentials in DRCs among alternative activities do not neces­
sarily mean commensurate losses to society because reallocation of resources 
intended to reduce these differentials may run into sharply increasing costs 
and diminishing returns (e.g., international prices would not be the same at 
increased levels of exportation). On the other hand, the potential for such 
"substitution" in production and trade should not be underestimated in an 
economy such as India's.2 And even if one adds up the orders of magnitude 
involved in making pairwise, notional reallocations among activities, they 
often emerge high enough to indicate that the gains in sizable sectors of indus­
try may be even 30 to 50 percent of the social returns earned from the re­
sources utilized in these sectors.3 

2. While we believe that the DRC measure is, in principle, superior to 
the effective rate of protection (ERP) measure, particularly insofar as the 
analyst is able to take into account shadow prices of domestic inputs and also 
marginal rather than average international prices, the DRC estimates we 
present for nearly the entire economy for 1963-65 and 1968 are not adjusted 
in this way and therefore are rigidly related to the ERP estimates (whicl. we 
also present) by the fact that: 

VDRC = r 
VJ* 

ERP = V - 1 
vJ*
 

DRC = (ERP + l)r 

where Vj* is value-added in Indian rupees in the process at international 
prices, Vj is value-added in Indian rupees in the process at domestic prices 
and r is the number of Indian rupees per unit dollar. 

Table 13-1 presents the estimates of DRC for 1963-65 for 69 activities, 
based on the 77-sector input-output table for 1965.1 The sectors which show 
negative value-added at international prices and hence negative numbers 
in their DRC estimates indicate that (on current techniques) these activities 
cause losses to the economy. The remaining activities show again a wide 
variation in their DRC estimates. 

Table 13-1 also presents DRC estimates for the same sixty-nine sectors 
for 1968-69, thus defining a comparable set of DRCs before and after the 
1966 policy changes. Presumably because of the short-run period since 1966, 
the differentials in DRCs among the different activities continue in 1968 to 
be as large [if one takes the comparison of values in row (i) in Table 13-4 
as one should, because the heavy impact of extreme values reflected in row 
(ii) is really misleading].' There is nonetheless a slight fall in the standard 
deviation and a more perceptible fall in the coefficient of variation. Also, the 



TABLE 13-1 

Estimates of Domestic Resource Cost and Protection in Indian Industries, 
1963-65 and 1968-69 

Domestic Implicit Effective Rate 

Sector Number Resource Costb Tariff Rate of Protection 

and (rupees per dollar) (percent) (percent) 
Descriptiono 1963-65 1968-69 1963-65 1968-69 1968-69 

(1) (2) (3) (4) (5) (6)
 

2. Electrical equipment 14.3 16.5 175 90 119.6 

3. Non-electrical equipment 14.1 14.1 182 90 87.8 
4. Transport equipment 11.4 12.1 137 70 61.2 

5. Metal products 9.5 17.5 120 110 133.5 

6. Iron and steel 18.2 18.9 206 127 151.9 
8. Cement 10.6 10.8 83 50 43.8 
9. Non-ferrous metals 17.4 10.3 144 40 37.9 

10. Other minerals 6.1 10.4 30 40 38.7 
11. Rubber 183.0 negative 29 67 250.7 
12. Leather 4.7 17.1 15 120 127.6 
13. Leather products 28.7 16.5 231 120 120.0 
14. Leather footwear 9.7 16.9 50 120 124.0 
15. Animal husbandry 7.3 negative 30 125 103.1 
17. Sugar 11.9 25.1 40 75 235.1 
18. Plantations 4.7 7.2 0 0 -4.0 
19. Gur and khandsari negative 259.2 40 50 3,354.0 
20. Vegetable oils 13.7 18.0 55 80 139.5 
21. Vanaspati 6.8 12.4 55 80 65.2 
23. Starch negative negative 243 75 146.7 

(continued) 



TABLE 13-1 (concluded) 

Domestic Implicit Effective Rate 
Sector Number Resource Costb Tariff Rate of Protection 

and (rupees per dollar) (percent) (percent) 
Description& 1963-65 1968-69 1963-65 1968-69 1968-69 

(1) (2) (3) (4) (5) (6) 

24. Milk products negative 46.6 277 223 521.8 
25. Breweries and soft drinks 15.0 13.6 160 100 81.6 
26. Biscuits, confectionery 29.6 55.8 176 200 644.1 
27. Cigarettes and cigars 61.1 16.0 393 10 113.5 
28. Bidi 4.1 6.6 0 0 -12.4 
29. Other tobacco products 4.7 16.0 393 110 113.0 
30. Fruits and vegetable products 30.6 21.0 150 150 179.8 
31. Cashew nut processing negative 14.0 145 150 86.2 
32. Food grains 4.8 7.5 0 0 -1.0 
33. Cotton 6.2 11.5 30 50 53.2 
34. Cotton yarn 4.4 15.6 10 70 107.8 
35. Cotton textiles 53.5 24.3 61 100 223.7 
36. Jute 5.2 11.6 10 50 54.9 
37. Jute textile- 22.6 41.8 66 110 457.3 
38. Woolen yarn 7.2 9.5 40 70 26.6 
39. Woolen textiles 17.0 24.8 100 110 230.2 
40. Raw silk negative 15.2 609 40 102.1 
41. Silk textiles 33.7 65.8 609 100 776.8 
42. Man-made fibers 1.048.7 negative 609 590 105.2 
43. Artificial silk fibers 41.4 11.7 609 110 55.5 
44. Other textiles 14.1 16.1 136 110 114.4 
45. Oil seeds 6.8 13.4 40 70 78.3 
46. Sugar cane 4.6 7.5 0 0 -0.25 
47. Tobacco 10.0 16.6 100 110 120.7 



48. Fruits and vegetables 7.2 23.9 50 201 218.7 
49. Other crops 4.8 7.5 0 0 0.0 
50. Fertilizers 4.2 42.1 0 201 461.8 
51. Ceramics and bricks 32.3 12.2 308 60 62.5 
52. Glass and glasswares 31.8 11.1 83 60 47.7 
53. Wood products 6.6 14.2 40 80 89.3 
54. Timber 6.7 10.7 40 60 43.1 
55. Chinaware, pottery 9.5 17.5 83 110 125.9 
56. Wood (others) 6.2 13.5 30 80 80.0 
57. Other forest products 5.7 13.5 20 80 80.0 
59. Petroleum products negative 47.6 65 75 535.1 
61. Rubber footwear 
62. Tires and tubes 

6.8 
5.3 

18.4 
12.7 

50 
35 

110 
75 

144.9 
59.7 

63. Other rubber products 6.0 17.7 40 110 135.6 
64. Paper and paper products 22.2 20.4 198 125 171.3 
65. Plastics 12.8 20.0 161 150 166.2 
66. Dyestuffs 13.2 17.0 170 113 126.1 
67. Paints and varnishes 
68. Insecticides and pesticides 

29.0 
12.0 

18.1 
12.4 

190 
150 

113 
70 

141.0 
65.0 

69. Drt', and pharmaceuticals 11.8 12.7 140 70 68.8 
70. Soap and glycerine 2.7 19.9 20 110 165.8 
71. Perfumes and cosmetics 19.5 10.8 155 100 44.3 
72. Miscellaneous chemicals 20.3 15.3 180 89 104.1 
75. Coal and coke 4.7 10.9 0 50 44.9 
76. Matches 10.1 16.9 100 110 124.8 
77. Printing and publishing 3.6 5.9 0 0 -21.0 

SOURCES and METHODS: See Appendix to this chapter. 
a. As given in 1964-65 inter-industry table for India, Sankhya. 1968. 
b. Per unit of foreign exchange earned or saved. 



182 GROWTH EFFECTS 

level and variations in import premia did fall significantly during the period 
between mid-1966 and 1968-69 owing to import liberalization and the reces­

sion (as indicated earlier in this volume), so that the extremes in the DRC 
results of 1963-65 are not so evident in the DRC results of 1968-69.7 Note 

also that (as is evident from Table 13-4), the average DRC (when we com­

pare rows (ii) again) rose only slightly between 1963-65 and 1968-69 

despite the shift in the exchange rate from Rs. 4.75 to Rs. 7.50 per dollar. 
This is, however, attributable to the fact that value-added, while going up in 
domestic prices, increased significantly at international prices: implicit tariffs 
had fallen, in general, more sharply for outputs than for inputs in 1968-69 
compared with 1963-65, the fall in import premia thus exhibiting a negative 
escalation with respect to processing. The latter phenomenon may well have 
to be explained by reference to the recession which led to serious pressures 
on domestic output prices and on continuing import controls, despite import 
liberalization, which implied not so serious pressure on domestic input prices. 

We also include for 1968-69 an estimate of ERPs in Column (6) of 
Table 13-1." As is to be expected, these also show great differentials among 
the different activities." It is also interesting to note that, for most of the activi­
ties, the implicit (nominal) tariffs in Column (5) are below the effective 
tariffs. 

Table 13-2 gives the simple and weighted average estimates of ERPs 
and DRCs for 1968-69, grouped by the following major categories: ( 1 ) con­
sumer goods, (2) intermediate goods (primary), (3) intermediate goods 
(semi-finished and finished) and (4) capital goods. Within each of these 
major groups, we have further distinguished among different subgroups with 
different interactions with international trade, essentially separating the agro­
based industries from the others in each group. The weighted average rates 
have been derived by using the value-added at international prices as the 
weights."' 

The ERPs for primary consumer goods are the lowest, and those for the 
non-food consumer goods are the highest. Agro-based intermediate goods of 
semi-finished/finished type receive much higher effective protection than the 
other intermediate goods. Capital goods receive lower effective protection 
than intermediate goods (except the agro-based primary type) and consumer 
goods (except the primary type). The domestic resource cost is 8.38 for 
primary goods, 19.93 for non-food, semi-finished and finished consumer 
goods; 18.21 for agro-based, semi-finished and finished intermediate goods; 
and 13.36 for capital goods. The rather steep protection of the (non­
primary) consumer goods and (to a lesser extent) of certain intermediates 
and many capital goods, which appear to have been among the major bene­
ficiaries of the industrialization process, and their attendant high domestic 
resource cost, would appear to conform to the notions one has from more 
casual knowledge of the economy and the planning strategy. 



183 STATIC ALLOCATIONAL AND EFFICIENCY IMPACT ON GROWTH 

The DRC estimates given above are necessarily approximate, particularly
in relying on market premium rates which can be very unreliable and which 
had to be applied to a large range of industries, and in having to cope with 
literally thousands of items at a highly aggregated level in such calculations. 
They are nonetheless adequate for pointing out the high coefficient of varia­
tion in the returns on different activities. 

It is useful, however, to know that even detailed estimates for the auto­
mobile ancillary industry, based on personal interviews and data collection,
corroborate these conclusions in "microcosm." Thus, in Table 13-3, we have 
Anne Krueger's estimated thirty-four DRCs for products/firms. Taking only
the positive DRCs into account, they range from 7.87 to 184.27.11 

It seems reasonable, therefore, to conclude that in ignoring costs-an 
indifference amply documented by an analysis of the actual allocational poli­
cies toward import and industrial licensing-the economic policies of the 
government have not merely made it likely that the resulting allocations would 
be inefficient but have, in actuality, led to such an outcome. We should point 
out that we would be rather more skeptical in reaching this conclusion if we 
merely had available to us the statistical results on the variance in the DRCs 
among activities, for it is arguable that the data base of these estimates is not 
so firm as one would wish. Thus, even in an economy in which the government
paid attention to costs and refrained from massive intervention in resource 
allocation, one could well find, on taking a cross-section measurement of 
DRCs, a fairly wide spread and valiance among them because the economy
would be in a perpetual state of disequilibrium and flux resulting from factors
such as changing international prices, technologies, availability of information, 
and so on. But our inference that the wide variance observed does indicate 
that the system is sub-optimally organized is considerably reinforced by our 
detailed observation (see Chapter 2) that the system is indeed designed to 
ignore opportunity costs in making allocational decisions. It is therefore the 
conjunction of this rather institutional but extremely vital evidence on the 
method of allocation of imports and licensed capacities, with the observed 
pattern of DRC spread among different activities, that makes our inference of 
an inefficient allocation mechanism that much plausible than it wouldmore 
otherwise be. 

INDUSTRIAL CAPACITY UTILIZATION 
AND THE QR-REGIME 

Indian manufacturing has been characterized by great excess capacity in a 
number of industries. The official data on capacity utilization are quite hope­
less in that they compound inevitable conceptual difficulties with several 
statistical drawbacks. 12 Principal among these drawbacks is the fact that the 
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TABLE 13-2
 

Sectoral Average Tariff Rates, Effective Rates of Protection
 
and Domestic Resource Cost Estimates, 1968-69
 

Simple Average 	 Weighted Average 

Domestic Resource Domestic Resource 
Effective Cost per Unit of Effective Cost per Unit of 

Sector Implicit Rate of Foreign Exchange Rate of Foreign Exchange 
Description Sector Numbers Tariff Protection Earned or Saved Protection Earned or Saved 

(1) 	 (2) (3) (4) (5) (6) (7) 

A. Consumer goods 
A.1 	 P-imary 15,32,48,49 81.5 80.2 13.0 11.75 8.4 
A.2 	 Semi-finished
 

and finished
 
A.2.1 	 Food and 17,19,21,23,24,25, 

beverages 26,27,28,29,30,31 110.4 201.7 21.6 90.8 14.1 
A.2.2 	 Non-food 14,61,35,39,41,44, 

52,55,65,71,70,76 107.5 190.8 21.9 165.1 19.9 
B. Intermediate goods 

(primary) 
B.I 	 Agro-based 11,18,33,36,40,45, 

46,47 48.4 77.2 11.9 33.1 10.1 
B.2 	Others 7,10,12,54,56,57,
 

60,75 71.7 62.8 12.7 47.1 11.4
 



C. Intermediategoods 
(semi-finished 
and finished) 
C.1 Agro-based 20,34,37,38 82.5 182.8 21.2 142.5 18.2 
C.2 Others 5,6,8,9,13,42,43, 

50,51,53,59,62,63, 
64,66,67,68,69,72 122.5 140.4 18.2 106.0 15.5 

D. Capital goods 2,3,4 83.3 89.5 14.2 77.9 13.4 

NoTEs: 1. Negative DRCs have been omitted in making the calculations presented in the table. 
2. The weighted averages have been derived by using the value-added at international prices as weights. Where value-added at international 

prices was negative, value-added at domestic prices was used. In these cases the ERP index was also calculated with value-added at domestic 
prices in the denominator of the formula for ERP, which puts the increment in value-added (due to protection) in the numerator. 

SouRcE: Calculated from Table 13-1. 
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TABLE 13-3
 
Price Ratios and Domestic Resource Costs
 

in the Auto Ancillary Industry, 1970
 

()" 
Assembler 1 
Assembler 2 
Assembler 3 
Assembler4 
Assembler 5 
Assembler 6 

Metal fabricator 1 
Metal fabricator 2 
Metal fabricator 3a 
Metal fabricator 3b 
Metal fabricator 4 
Metal fabricator 5 
Metal fabricator 6 
Metal fabricator 7 
Metal fabricator 8a 
Metal fabricator 8b 
Metal fabricator 9a 
Metal fabricator 9b 
Metal fabricator 9c 
Chemical la 
Chemical lb 
Chemical 2 
Chemical 3 
Chemical 4a 
Chemical 4b 
Chemical 4c 
Chemical 5 
Chemical 6 

Miscellaneous product Ia 
Miscellaneous product lb 
Miscellaneous product 2 
Miscellaneous product 3 
Miscellaneous product 4 
Miscellaneous product 5 

Domestic ResourceIndian Price 
Cost 

Foreign Price (rupees per dollar) 
X 100 

(2) (3) 
137 8.25 
139 8.62 
125 7.87 
197 34.95 
140 10.91* 
118 8.85 

128 19.95 
236 27.80 
161 83.92 
149 17.85 
260 negative 
175 14.62 
137 9.45 
180 26.47 
180 11.17* 
181 20.41 * 
167 20.10* 
167 8.67* 
167 21.45* 
227 17.47 
202 11.55* 
133 10.95* 
173 33.75 
244 33.15* 
309 negative 
278 184.27 
175 12.07 
286 180.60** 

192 44,47* 
158 12.81 
183 17.53* 
156 18.15 
167 17.25 
262 49.05* 

NOTE: All price data are based on ex-factory domestic price and Indian f.o.b. export
price except where denoted by an asterisk. One asterisk indicates that the relevant foreign
price is the United Kingdom ex-factory price; two asterisks indicate that the foreign price 
employed is a c.i.f. Bombay price. 

SOURCE: Krueger, Import Substitution. 



TABLE 13-4
 
Means, Standard Deviations and Coefficients of Variation among Alternative
 

Estimates of DRCs and Implicit Tariffs in Tables 13-1 through 13-3;
 
1963-65, 1968-69 and 1970 

Item 
(1) 

Number of Observations 
(2) 

Mean 
(unweighted) 

(3) 

Standard 
Deviation 

(4) 

Coefficient 
of Variation 

(5) 
1963-1965 

DRC (i) 
(ii) 

63 
61 

(excluding all negative DRCs: 6 items) 
(excluding also Nos. 11 and 42) 

33.21 
14.11 

131.22 
12.08 

3.95 
0.86 

Implicit tariffs (i) 69 (including items with zero values) 128.93 149.68 1.16 

1968-1969 
(ii) 61 (excluding 8 items with zero values) 145.84 151.25 1.04 

DRC (i) 65 (excluding negative DRCs: 4 items) 21.67 31.79 1.47 
(ii) 64 (excluding also No.19) 17.96 11.46 0.64 

Implicit tariffs (i) 69 (including zero values) 96.61 75.86 0.79 

1970 
(ii) 63 (excluding zero values) 105.81 73.00 0.69 

DRC (i) 32 (excluding 2 negative values) 31.39 41.87 1.33 
(ii) 30 (excluding also 2 extremely large 

values for Chemicals4c and 6) 21.32 15.47 0.74 
NOTE: For DRCs. the figures in the second row do not include certain extreme values, whereas for implicit tariffs they

exclude zero values. All DRCs are calculated, excluding negative values. 
SoUacE: Tables 13-1 through 13-3. 
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DGTD, which compiles the data, also regulates AU allocations and therefore 
the capacity estimates have tended to lie anywhere within the range defined by 
entrepreneurs who wish to exaggerate capacity in order to get more AU 
licenses, and by DGTD officials who will refuse to "recognize" capacity aug­
mentation because this would increase their apparent obligation to provide 
AU licenses.13 

We have therefore refrained from including here any analysis based on 
the statistical tables containing these unreliable, and almost meaningless, esti­
mates of excess capacity in India. On the other hand, we note that interviews, 
chairmen's annual reports to their companies and studies of individual firms 
and industries uniformly indicate that the incidence of under-utilization of 
capacity has been particularly severe in the "new" industries, i.e., in engineer­
ing goods and chemicals, both of which have depended significantly on imports 
of materials for their production.1" And we also include one set of recent esti­
mates of under-utilized industrial capacity for 1961 to 1964 for selected indus­
tries, in Table 13-5.15 

Under-utilization of capacity, even in the import-intensive industries, 
cannot be charged entirely to the OR-regime and to licensing policies although, 
as we argue below, they do have important effects in that direction. Labor 
problems resulting in strikes and lockouts, electricity breakdowns and inter­
ruptions in transportation are generally held to have accounted for consider­
able under-utilization. 

In addition, the ready availability of project as against maintenance aid 
in the pre-1966 period of India's industrialization is generally believed to have 
resulted in the creation of more capacity (to use up project aid) in the face of 
existing excess capicity. However, this hardly seems plausible. One finds it 
difficult to understand why firms should want to add to capacity, or why new 
firms should seek to enter an industry already troubled by excess capacity, 
just because they can import the necessary capital goods. It is rather the OR­
(and industrial licensing) regime that appears to have led to the utilization of 
available project aid in areas where capacity utilization was already inade­
quate. Let us turn now to the arguments linking the OR-regime to excess 
capacity. 

1. The tendency to relate equity in the allocation of AU licenses to in­
stalled capacity led to an incentive to create capacity by linking the availability 
of premia-fetching imports with creation of more capacity. Thus, as Bhagwati 
and Desai have argued, an entrepreneur, with a given capacity that was under­
utilized for lack of imported inputs, could not (under the Indian OR-regime) 
expand output through additional utilization of capacity." The only way he 
could increase production was by getting more capacity installed and having 
some import quota allotted to him on the basis of it. But -ven if the entrepre­
neur were allowed access to more imports at market prices' 7 so that he could 

http:licenses.13
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TABLE 13-5
 
Estimates of Underutilization of Capacity for Selected Groups
 

of Industries, 1961-64
 

Underutilization (percent) 

AverageIndustry group 1961 1962 1963 1964 (1961-64) 
Food products 9.9 24.4 15.19.3 16.9 

(7.5) (6.5) (21.6) (15.2) (12.7)
Tobacco productsa 10.6 4.4 5.2 12.7 8.2 
Textile products 7.0 7.9 9.1 6.3 7.6 

(6.3) (7.3) (8.2) (5.8) (6.9)
Wood and cork products 35.1 27.1 16.9 16.0 23.8 
Paper and paper productsb 11.2 10.5 7.8 11.7 10.3 
Leather and leather 59.9 57.8 54.4 56.0 57.0 

products (27.6) (24.4) (17.9) (21.5) (22.8) 
Rubber and rubber 16.1 23.1 25.6 26.7 22.9 

products (5.7) (7.1) (11.2) (10.6) (8.7)
Chemicals and 53.5 56.8 59.3 55.3 56.2

chemical products (29.0) (23.9) (21.2) (30.0) (26.0)
Non-metallic- 36.2 34.7 33.0 35.3 34.8 

mineral products (22.1) (20.7) (19.0) (21.4) (20.8)
Basic metals 21.1 8.811.3 11.1 13.1 

(13.3) (4.5) (5.3) (7.9) (7.8)

Metal products 53.9 56.2 54.8 54.2 54.8
 

(23.0) (22.2) (17.4) (17.3) (20.0)

Machinery except elec- 26.1 26.632.1 37.2 30.5 

trical machines (12.7) (11.4) (7.3) (21.1) (13.1)
Electrical machinery 39.7 43.6 45.4 41.8 42.6 

and appliances (8.3) (11.7) (11.7) (10.6) (8.1)
Transport equipment 49.3 42.2 41.8 35.7 42.4 

(22.5) (18.2) (16.3) (10.7) (16.9) 
NOTE: This table is based on both present and desirable working conditions. Figures

in parentheses are for present working conditions. 
SOURCE: Underutilisation of Industrial Capacity (New Delhi: National Council of 

Applied Economic Research, 1966), Table 2. 
a. For present working conditions, these industries show ovcrutilization. 
b. The number of shifts working at present and the number considered desirable are 

the same for industries of this group. 

expand utilization of existing capacity, he would have to purchase inputs at 
import-premia-inclusive market prices, whercs expansion of capacity would 
enable him to expand output by access to premia-exclusive import allocations. 
This would then certainly bias, ceteris paribus, his choice between these two 
courses of action toward creating more capacity. 



190 OROWTH EFFECTS 

Furthermore, the artificial cheapening of CG imports under an over­
valued exchange rate system based on direct allocations could lead to sub­
optimally increased capital intensity in relation to the primary factor, labor. 

Even more important in practice than these two arguments is the fact 
that (for most industries, until 1966 at least) licensing constrained the crea­
tion of capacity and QR policy guaranteed domestic sales at high enough 
prices to let licensed firms make large profits even at low levels of capacity
utilization. Thus, even when there was excess capacity, it would pay a new 
firm to enter an industry, provided it could get the license to do so, then get 
its pro-rata-to-capacity share of scarce AU imports, and still earn a large 
profit. On the other hand, with free entry and competition for imported mate­
rials in the market, such a venture would have been untenable. 

2. In addition to the consequences of licensing intermediates and capital 
goods in this fashion, there was another mechanism that accentuated excess 
capacity in the system via import licensing. In an economic regime where 
efficient firms can bid intermediates away from the inefficient, the former will 
achieve greater utilization of their capacity whereas the latter will be forced 
out. This process, which is also efficient because not all capacity is desirable 
and the undesirable must be scrapped to avoid larger losses, necessarily leads 
to higher overall rates of capacity utilization than in the current, Indian-type
regime where inefficient firms automatically get "squatters' rights" to AU 
allocations.18 

3. Another way in which the QR-regime must have affected capacity 
utilization was the bottlenecks it created. Undoubtedly, bottlenecks would arise 
in any regime; but the ability to correct them was severely constrained, for 
a number of firms, by the difficulty of effecting remedial imports. There is 
substantial evidence of this phenomenon in the Redbooks on Import Policy 
where occasional notices of special dispensation can be found in cases where 
action was finally taken to ease a particularly glaring bottleneck. Interviews 
with industrialists have confirmed this picture."' These bottlenecks add to 
excess capacity in two ways: (I) by preventing speedy availability of inputs
into a process, and (2) by holding up the importation of critical spares and 
balancing equipment which would enable the existing capacity to be exploited 
more effectively. The former set of bottlenecks came from the restrictions built 
into the AU licensing system; the latter related to both CG and industrial 
licensing procedures. 

4. Yet another way in which the import-control regime in India affected 
capacity utilization was by inhibiting the utilization of excess capacity for 
export markets. While, as we have argued in Chapters 8 and 9, there is evi­
dence that firms with substantial excess capacity did manage to improve capac­
ity utilization through exports after the June 1966 liberalization policy changes, 
we also note there that the export effort was badly compromised by the inabil­
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ity of the firms to exploit the intended liberalization of imports meaningfully.
The liberalization permitted the firms to renew their "normal" AU quotas only
after evidence of substantial utilization of the initial AU license. This resulted 
in a substantial lag in the utilization of the augmented foreign credits for 
maintenance imports and prevented quicker export sales. The severe restric­
tions on transfers of licenses and on permissible imports also continued, pre­
venting quick adjustments in production and capacity to respond to interna­
tional orders. In effect, the substantial inflexibility of the import control regime 
has made it difficult for firms, when presented with export opportunities to 
reduce capacity under-utilization at low marginal costs, to exploit these oppor­
tunities. If we are to reckon on the full impact on capacity utilization from 
this cause, we should take the primary effect just discussed and add to it the 
secondary effect which is implied by the fact that additional export earnings
would ease the import situation and make more maintenance imports available 
for further capacity utilization. 

It is not possible to quantify meaningfully and accurately the extent of 
production and value-added lost to society by the effects of the (trade and 
industrial) direct-allocational regime, arising from the kinds of mechanisms 
that we have analyzed. Since, however, there is little reason otherwise to 
expect serious under-utilization to have emerged and persisted (except for 
reasons such as strikes, electricity breakdowns and the post-1966 recession)
in sectors such as engineering goods where the phenomenon has been acute 
for a long time, it would not be unreasonable to conclude that their production 
would have increased significantly under a different economic regime.20 

OVERALL EFFECTS 

It would thus seem reasonable to conclude that the foreign trade regime led 
to a wasteful misallocation of investible resources among alternative industries 
and also accentuated the under-utilization of investments within these indus­
tries. If we also recall from Chapter 2 that the regime greatly reduced the 
degree of competition to which the firms in these industries were subject, and 
thus practically eliminated the incentives that such competition normally pro­
vides for reducing costs, the regime can be regarded as being wasteful in a 
threefold fashion. Needless to say, when we also add to these inefficiencies the 
several other adverse effects which we discussed in Chapter 2, there is little 
doubt that returns on Indian investments must have been substantially reduced 
by the regime. Hence, we would be justified in saying that the analysis in this 
Chapter and in Chapter 2 shows rather persuasively that, by reducing the 
productivity of investment, India's foreign trade regime adversely influenced 
the economy's growth performance as well. 

http:regime.20


Appendix: 

Sources and Methods 

1. For the DRC and ERP estimates in Tables 13-1 and 13-2, for 
1963-65 and 1968-69, we have used the 1964-65 input-output table (at 
1960-61 prices) prepared by M. R. Saluja and published in Sankhya, 1968. 
For the 1968-69 estimates, the sectoral price indices for 1968-69 (with 1965 
as the base) are derived from the volumes of "Wholesale Prices in India" and 
these are used to convert the input and output values in 1965 prices into those 
in 1968-69 prices. The implicit tariffs for 1968-69 are derived from various 
sources: for some sectors, the method of direct price comparison is adopted, 
whereas for some others the data on premium rates on import licenses and 
the nominal tariff rates are used to derive the implicit tariffs. The ratio of 
domestic price to international price is given by (1 + implicit tariff rate).
These ratios are used to derive the input-values and output-values, and hence 
the value-added, in international prices. The ERP estimates are thus based on 
these implicit tariffs. 

2. For the analysis of 1963-65, the input-output coefficients of the 
1964-65 table are used. The ratios of the domestic price to international 
price, for the period 1963-65, are derived from the following sources: (I) 
The unit values (producer's prices) are computed from the ASI Volumes of 
1963 and 1965; (2) the corresponding c.i.f. unit values are obtained from 
trade data in several sectors whereas, in others (3) we have used market­
interviews-based average premium rates during 1963-65 and price compari­
sons from various other sources and studies. Note that while the auj's used are 
the average for 1963, 1964 and 1965, based on ASI information, in nearly all 
industries, the premium rates used to derive the international prices are taken 
anywhere from the period 1963 to 1965, as available. 
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3. The precise methodology consists in starting with the 1964-65 input­
output table (at 1960-61 prices). In the first instance this has been upgraded
to 1968-69 prices by using sectoral price indices for 1968-69 with 1960-61 
as the base. These price indices are derived from the wholesale price index
numbers published by commodity groups. Care is taken in building up cor­
respondence between sectoral classification and the commodity groups of the
price indices. In fact, price indices for the financial year are derived by using
detailed monthly price statistics as published price indices refer to calendar 
years. However, it cannot be denied that correspondence between sectors and
commodity groups may not be perfect and some imputations have been inevi­
table. Sectoral indices have been built by using the weights of the commodity 
groups as given in the published sources. 

4. To the data thus derived in 1968-69 prices, ratios have been applied
to get the values in international prices. These price-ratios for 1968-69, and 
1963-65 are separately derived, from several sources. Those 1963-65for 
are, for example, based on ( I ) published premium data (Vyapar), (2) tariff 
rates and (3) direct price comparisons (from ASI and trade statistics), etc.
Since these are averages of 2 to 3 years of 1963-65, the results are described 
as 1963-65 results. The price-ratios of 1963--65 are applied directly to the
original input and output values of the 1964-65 input-output table, i.e., the 
values in 1960-61 prices. Hence the estimates of 1963-65 are all in 1960-61
prices, though they are derived from 1963-65 price-ratios of domestic to 
international prices. 

5. In deriving DRCs, value-added inclusive of non-traded inputs (rail­
ways, electricity and margin) is computed as the domestic resources. The
official exchange rate used for 1968-69 is Rs. 7.50 per dollar and that used 
for 1963-65 is Rs. 4.75 per dollar. 

6. In assessing the extreme variations in the DRC estimates in Tables 
13-1 to 13-3, the reader must bear in mind the fact of variations in premia:
these have to be personally observed to be readily believed. Also, in noting
the rather dramatic shifts in DRCs between 1963-65 and 1968-69 in Table 
13-1, for identical industries, remember that these can arise from changes in
(1) the relative domestic prices of inputs and outputs, (2) the ratio of domes­
tic to international prices of inputs and of outputs and (3) the exchange rate.
These factors, for example, account for the drastic increase in DRC for gur
and khandsari (sugar) from a negative figure in 1963-65 to the large figure
of 259.2 in 1968-69. In particular, the exchange rate had increased from 
4.75 to 7.50 and the ratio of dowestic to international prices had fallen from
2.80 to 1.89 for one input while rising for the output in this industry, account­
ing for the dramatic shift in its DRC. For details on each industry's DRC
calculation, refer to Dr. V. R. Panchamukhi, Reader in Econometrics, Uni­
versity of Bombay, Bombay, India. 
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7. It may be contended that, in reality, our DRC estimates are ERP 

estimates rather than (shadow-price-adjusted) DRC estimates. On the other 

hand, note two points. (1) An appropriate methodology is necessary to derive 

shadow prices of capital, labor, etc. Thus, any adjustment of factor prices 

by numbers which are asserted to be shadow prices is little more than "sensi­
to ativity analysis" and does not really elevate the resulting DRC estimates 

greater claim of legitimacy. Nor can one claim, for example, that pushing 

up interest rates from lows of 3-4 percent annually to 10-15 percent must 

it is a move in the "right direction": the theory ofnecessarily be good as 
move in the direction of thesecond-best does not validate the claim that a 

optimal solution is welfare-improving. To put it another way, nearly all the 

DRCs, adjusted for so-called shadow prices, suffer in practice from very much 

the same defects (as regards their worth as measures of social returns) as 

ERPs. For a detailed critique of the two concepts, and their relationship to 

more sophisticated cost-benefit analysis, see I. M. D. Little and James Mirrlees, 

Project Appraisal and Planning for Developing Countries, Heinemann Edu­

cational Books: London, 1974, especially Chapter 18, pp. 363-366. Thus 

our stress in the text that the ERP/DRC estimates in this chapter are only 

"broadly" indicative of the differential returns from different activities, thanks 

to India's OR-regime, has a sound basis. (2) Further, while the text emphasizes 

only the "returns" aspect of these estimates, it may occur to the reader to in­

terpret the ERP estimates as showing, in the usual manner, the "resource-allo­

cational" or "pull" effects (among different activities) of the tariff structure 

so measured. This is not so, however, and not merely for the theoretical rea­

sons spelled out in recent contributions to the general equilibrium theory of 

effective protection and resource allocation (e.g., see the Symposin on this 

topic in the Journal of International Economics, May 1973, with particular 

reference to the contributions by Bruno, Bhagwati and Srinivasan, and Khang). 

Among the other reasons, we may particularly mention that, in a QR-regime 

where producers have access to part of their imported inputs via AU licenses 

and part via the market, and the former access implies getting imports at 
at premium­premium-exclusive prices while the latter implies getting them 

inclusive prices, the calculation of ERPs from an incentive viewpoint should 

also take into account this differential effect on input protection. In the esti­

mates of ERPs in Bhagwati and Desai, op. cit., calculated again by Dr. V. R. 
was indeed taken into account, using estimatesPanchamukhi, this distinction 

of the fraction of imported-inputs requirements which were met by AU li­

censes in each activity. This has not been done in the ERP estimates in the text 

here because the focus there is not on the incentive effects but rather on the 
cost-benefit interpretation of the DRC variety. 

Hence, if we wished to get our ERP estimates closer to the "true" 

incentive-oriented measure, we would have to adjust them for the direct access 
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to imports under AU licenses. And, if we wished to get our DRC estimates 
closer to the "true" cost-benefit-oriented measure, we would need to compute
systematically a set of appropriate shadow prices-a major analytical and em­
pirical enterprise in itself-and utilize these instead of the actual market prices. 

NOTES 

1. This work was carried out entirely, and with great and skill, by Dr. V. R.care 

Panchamukhi of Bombay University, India. 
 He has co-authored this chapter.

2. Thus for example, Asit Banerjee, in a forthcoming paper in Sankhya (1974), has
estimated the elasticity of substitution for cotton textiles, jute textiles, sugar, paper andthe bicycle industries, indicating that this may well be close to unity (if we use the SMAC 
method of estimation) for all except paper.

3. This is clearly evident from Anne Krueger's recent, detailed study of the auto 
ancillary industry in India where, utilizing data gathered at the firm level, she has shown
differences in DRCs among different activities of over 100 percent. Clearly, instead of 
permitting indiscriminate growth of nearly all ancillaries, by furnishing automatic pro­
tection to them, if the structure and degree of protection had been devised rationally, the 
net result could have been more social returns fiom the same resource utilization. SeeKrueger, The Benefits and Costs of Import Substitution in India: A Aicroccononic Study. 
USAID, October 1970. 

4. The methodology by which DRCs were iscalculated is the standard one and

therefore not spelled ouit here. However, see the Appendix 
at the end of the chapter for 
important details. 

5. The coefficients of variation are included in Table 13-4. 
6. The coefficients of variation are still high (though lower than in 1968-69) and 

are included in Table 13-4. 
7. The enormous variations in import premia can result in "implausible" DRCs,

given our methodology of computing DRCs by deducting the international value-added

from domestic value-added. 
 Thus, for example, for animal husbandry, in 1968-69, the
implicit tariff rate for output was 125 percent and significantly larger than for the major
inputs (where it was in the range of 50 to 80 percent). The net result was to make 
value-added negative at international prices during 1968-69. However. in 1963-65, the
implicit tariff rate (determined by the import premium) was smaller on output than on

the inputs, resulting in positive value-added at international prices. In this connection, 
 it 
may be noted that very large variations in DRCs have been calculated also by Krueger,op. cit., within the auto ancillary industrv, even though international value-added was 
estimated by direct inquiries on c.i.f. and f.o.b, prices of inputs and outputs.

8. The DRCs are related to the ERP estimates as noted earlier in this chapter. Note 
also that our calculations of ERPs treat non-traded goods as part of value-added-the 
so-called Corden method. 

9. The coefficients of variation are included in Table 13-4. 
10. For negative value-added industries, the value-added in domestic prices is used as the weight because the ERP index is then calculiated with the value-added in domestic

prices in the denominator, when the formula is written as the incremental value-added 
divided by value-added at domestic prices.

i1. The coefficient of variation is included in Table 13-4. 
12. The conceptual and statistical difficulties surrounding the capacity statistics in 
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India have been discussed in numerous sources. See J.Bhagwati, "The Measurement of 
Exccss Capacity," IS Working Paper, 1962; and Nancy Slocum, Underutilized Industrial 
Capacity in India: Exploration of Measures and Causes, USAID, New Delhi, 1970. 

13. Cf. Frankena, op. cit., and Slocum, op. cit., in particular. 
14. The DGTD data on capacity utilization are also consistent with this picture. 
15. These estimates are largely based on the official estimates but have been 

adjusted slightly. Also, estimates are based on "desirable" working conditions; i.e., using 
multiple-shift assumptions. 

16. Op cit., pp. 326-327. 
17. This could happen through illegal purchases in the black market. It also became 

possible when the import entitlements, under the Export Promotion schemes, were made 
legally transferable since 1965. 

18. In the paints and varnishes industry, reviewed in detail by Nancy Slocum, it is 
clear that the governmental allocational policies have enabled a number of units to 
survive, while excess capacity and shortage of materials persist. In fact, she even refers to 
"the black market sales which many of the small units engage in in lieu of production" 
(p. 57, op. cit.). This is known to have been a phenomenon prevalent in several 
industries. 

19. Aside from interviews by us, the study by V. K. Ramaswami and D. G. Pfoutz, 
Utilization of Industrial Capacity, 1965, conducted jointly by the Ministry of Finance 
and USAID, confirmed the existence of serious bottlenecks in the system. The continua­
tion of such difficulties as late as 1970 was confirmed by Nancy Slocum, in her Under­
utilized Industrial Capacity in India: Exploration of Measures and Causes, a study 
commissioned by USAID. 

20. Cf. Nancy Slocum, op. cit., on the railway wagons industry in particular. 



Chapter14 

Export Policy and
 
Economic Performance
 

As noted in Chapter 12, we can analyze the interaction between exports and
economic performance in two different ways: (1) by assuming that the effi­
ciency and choice of techniques, the -available resources and knowhow are
given and that the effect of improved export performance can essentially be
captured in a planning-model framework by reworking the model with a revised 
export vector; and (2) by trying to examine whether an improved export per­
formance could have led to larger savings, more technical progress, improved 
aid inflow and other benefits. 

On the latter set of alleged, beneficial effects of improved export per­
formance, our analysis has failed to turn up anything very convincing. In
Chapter 15, we will note that the overall productivity change in the mainly
exporting industries does not appear to be significantly higher than in the
mainly importing industries; nor is there evidence that those firms that now 
engage in research and development are either export-oriented relative to those
that do not or directing their research and development to better designing for 
export markets instead of directing it to processes for using locally available
inputs. Nor is there evidence, as we will note in Chapter 16, that the mainly
exporting industries save more than the mainly importing industries.,

On the other hand, the former approach does lead to positive and strong
indications that an improved export performance would have promoted im­
proved economic performance. We proceed to demonstrate this now, by ex­
ploring the implications of an improved export performance (already argued
to be feasible) on long-term growth by undertaking a simulation exercise,
using the Eckaus-Parikh planning model for the Indian economy.2 
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It should be emphasized at the outset that this exercise, based on the 
Eckaus-Parikh model, is no more than illustrative for a number of reasons, the 
more important of which are noted below. 

1. The model (in the Guidepath I version we use) has no constraint 
relating savings to income generation except through the mild requirement that 
aggregate consumption in each period lies above a geometrically growing floor. 
Because of this, and the postulated high exponential growth rates subsequent 
to the planning period, the model results in a strikingly high marginal ratio of 
savings to GNP. An additional consequence is that the GNP growth over a 
fifteen-year horizon in the reference and simulation runs exceeds 10 percent 
annually, a rate considerably exceeding the actual performance managed by 
the Indian economy in recent years. 

2. The fact that the data of the model, particularly the input and capital 
coefficients, are not only dated (in relation to estimates which may be made 
now) but that some of the capital coefficients have turned out to be very 
optimistic compared with experience (especially in agriculture), also accounts 
for the high growth rates of GNP turned up in the exercises with the model 
which exceed the actual performance of the Indian economy. 

3. The aggregation in the model, resulting in only eleven sectors for the 
economy, also makes it impossible to draw comparative advantage implica­
tions meaningfully from the model. Thus, as will be noted below, we postulate 
a hypothetical, and very modest, increase in exports which is centered heavily 
on sectors other than agriculture, food and clothing. (However, even such a 
policy, more in keeping with the notions of the planners about the composition 
and feasibility of India's export performance, is then shown to be productive 
of a better economic performance.) 

On balance, we still consider the present exercise to be instructive in its 
illustration of the growth potentiality of additional exports (in the manner 
precisely set out at the outset of this chapter), simply because any unhappy 
features of the model will affect both the simulation and the reference runs; 
and there seems to us to be no clear presumption that the diflerence between 
the two runs, attributable to the cnange in the export vector, will be signifi­
cantly affected. We should also note, to avoid unnecessary confusion, that the 
Eckaus-Parikh model is a planningmodel and not an econometric (behavioral­
predictive) model, so that the reader should not be surprised by discrepancies 
between the model's simulation runs and actual developments in the Indian 
economy. 

The Eckaus-Parikh model is an intertemporal optimizing model, in which 
the economy is aggregated into 11 sectors. Further: 

1. The objective or criterion Itinction, which is maximized, is the sum of 
aggregate consumption in each of the plan periods, discounted by a 
social discount rate. The solu"on of each model achieves the highest 
value of this function that is consistent with all the cer-traints. This 
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particular objective is chosen because it reflects directly, through com­
parison with population levels, one of the major objectives of devel­
ment: improvement in the average standard of living. Other types of 
criteria, such as maximizing the growth of the industrial sector or ex­
panding agricultural production as fast as possible, prejudge the 
means by which social welfare is advanced. It should be noted, how­
ever, that in a programming model, goals of economic policy can be 
stipulated not only by what is chosen to be maximized, but also by the 
content of the constraints. 

2. 	A consumption growth constraint requires that aggregate consumption
 
grow by at least a stipulated minimun rate. This rate, when 
 con­
pared to tho population growth rate, indicates a required minimum 
rate of growth in the average standard of living.

3. 	 A savings constraint, imposed in sonic of the models, relates the niaxi­
mum permissible level of net savings to the net national product. It is
 
yet another way of introducing social goals and behavioral con­a 
straint into the models, for it describes, though indirectly, the limits 
on the willingness of society to sacrifice present for future consump­
tion. 

4. Consumption proportions are specified exogenously for each period in 
some models but are varied endogenously from period to period by 
means of consumption-expenditure elasticities in oilier models. 

5. 	 Prodtction accounting relationships stipu late that the total require­
ments for each 
commodity in each period not exceed its availability
in that period. The total demand consists of the requirements for the 
good as an intermediate input, which are determined by use of an 
input-output matrix, and of a number of final (cniands. These include 
the demands for inventories, new fixed investment, replacement in­
vestment, public and private consumption, and exports. The availa­
bility is the sumiof domestic production and imports.

6. 	Capacity restraints insure by means of capital-output ratios that the
 
output of each sector 
in each period does not exceed that producible 
with the fixed capacity available in the sector at the beginning of that 
period. 

7. 	 Capital accounting relationships d.ermine capacity at the beginning
 
of each period 
as the capacity previously available, less depreciation, 
plus the newly completed additions to capacity, plus that part of the 
depreciated capacity which is restored. 

8. 	 New capital creation takes place in each sector with a separate gesta­
tion lag for the contribution from each of the capital goods producing
 
sectors. The different gestation lags for each sector are 
specified ex­
ternally to the model. 

9. 	Inventory requirenents are determined by inventory-output matrices. 
10. 	Exports and public consunption arc estimated outside the model and 

supplied to it as data. 
I1. 	 Imports are divided into two calegories. "Noncompetitive" imports 

for each sector are determined by stipulated import-output ratios, but 
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the stipulations may change over time. "Competitive" imports are 
allocated by the model with limits set, in some versions, on the extent 
to which this type of import can be absorbed in any one sector. 

12. 	 Balance of payments constraints require that total imports in each 
period not exceed the foreign exchange availability as determined by 
exports and the stipulated net foreign capital inflow in that period. A 
goal of national self-sufficiency can also be imposed in this constraint 
through the time pattern stipulated for the decline and eventual elimi­
nation of the net foreign capital inflow. 

13. 	 Initial conditions are estimates of production capacities, stocks of 
inventories, and the unfinished capital-in-process actually available at 
the beginning of the plan period. 

14. 	 Terminal conditions must bc - -ovided in some manner, in order to re­
late the events of the plan period to the postplan period, so the model 
will not behave as if time stopped at the end of the plan. These termi­
nal conditions are the final capital stocks on hand and in process of 
completion. The,, are either completely specified from some source 
outside the model, or they are partially derived in the solution of the 

3
model. 

The algebraic specification of the model is given in the Appendix to this 
chapter. 

Among the various models considered by Eckaus and Parikh, we chose 
their long-term model, called Guidepath Model I. In this model, the time span 
is stretched to eighteen years, aggregated into six periods of three years each. 
Such aggregation was necessary to stay within the bounds of computational 
capacity. The terminal conditions of this model are determined by specifying 
that in the post-terminal periods, the growth rate of various elements of final 
demand such as consumption, government expenditure, exports, capital re­
placement requirement, and imports must exceed specified minimum levels. In 
the Guidepath Model I, the savings constraint referred to above was not im­
posed. Also, a process of modernization of the agricultural sector was built 
into the model, the details of which are not of interest in the present context. 

The eighteen years covered were from 1966 to 1984; and the six periods 
were 1966-69, 1969-72, . . . , 1981-84. Of the eleven sectors of the model, 
four sectors (electricity, transportation, construction and housing) produced 
non-traded goods. Of the seven trading sectors, agriculture and plantations 
and, to a certain extent, food and clothing produced traditional exportables. It 
was decided that there was no point in postulating additional exports from 
these sectors. Thus the exports of the trading sectors were augmented in the 
simulation (compared to the reference run) as shown in Table 14-1. 

Thus, in the simulation run, total exports in the final period were higher 
than in the reference run by about 6 percent.4 Of course, the increase in exports 
of non-traditional sectors was considerably higher than 6 percent. 



TABLE 14-1
 
Exports in Reference and Simulation Runs
 

(Rs. millions, 1959-60 prices)
 

3-yr. totals, 1966-67/1968-69 3-yr. totals, 1981-82/1983-84 
Sector Reference Simulation Difference Reference Simulation Difference 

1. Agriculture and plantations 6,961 6,961 0.00 12,367 12,367 0.00 
2. Mining and metals 3,838 4,018 180 17,052 18,132 1,080
3. Equipment 1,833 2,193 360 10,657 12,817 2,160
4. Chemicals 647 782 135 7,251 8,061 810
5. Cement and non-metals 75 165 90 1,767 2,307 540 
6. Food, clothing and leather 13,376 13,421 45 22,403 22,673 270 
7. Electricity - -. 

8. Transport - -. 

9. Construction - -. 
10. Housing - -. 
11. Others and margin 4,146 4,146 0.00 9,632 9,632 0.00 
12. Total 30,876 31,686 810 81,129 85,989 4,860 
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The impact of this order of increase in exports on macro-economic vari­
ables such as gross national product, consumption, investment and the sav­
ings/GNP ratio is shown in Table 14-2. The impact on gross outputs of the 
eleven sectors is shown in Table 14-3. The changes in shadow price of foreign 
exchange between the two runs are depicted in Table 14-4. 

The results reported in Tables 14-2 through 14-4 are consistent with a 
priori expectations. It turned out that, in the reference run, only the outputs 
of sectors I and 2 were limited by capacity in the first period. As such, when 
higher export targets are set in the simulation run, including in particular for 
sector 2, these are met by scaling down consumption. The additional foreign 
exchange earned by these exports is utilized to increase investment. However, 
because of the monotonicity constraint (see model description), consumption 
can be pushed down only to its lower bound. For these reasons, an increase 
of Rs.810 million in exports during 1966-69 leads only to an increase of 
Rs.570 million in GNP and an increase of Rs.676 million in investment. Also, 
because the monotonicity constraint on consumption becomes binding, its 
shadow prices goes up from zero in the reference run to 3.92 in the simulation 
run in the period 1966-69. The change in gross output of each sector other 
than the first two which are constrained by capacity is greater than the increase 
in its exports, reflecting the direct and indirect requirements. The shadow 
price of foreign exchange, reflecting as it does the cost of additional exports, 
goes up compared with the reference for the reason mertioned earlier that the 
additional exports are made at the expense of consumption. 

However, the increase in investment in 1966-69 made possible by the 
availability of extra foreign exchange from additional exports, cases the ca­
pacity constraints in subsequent periods. Since, in subsequent periods, exports 
are further increased, the question arises whether the extra capacity created by 
larger investments in earlier periods is sufficient to meet the additional export 
demands. It turns out that up to and including the period 1972-75, the extra 
capacity created is not enough and consumption has got to be sacrificed rela­
tive to the reference run. This is also retlected in the higher shadow price for 
monotonicity of consumption (in the simulation run) in these periods. 

For the last three periods, extra exports result in extra consumption and 
investment. Thus in the final period, increase in exports is Rs.4,860 million 
while the increase in GNP is Rs.17,325 million, of which Rs.10,580 million is 
additional consunption and Rs.6,744 million is additional investment. With 
production capacity increasing over time in each sector, it becomes less ex­
pensive to raise exports and hence the shadow price of foreign exchange falls 
below that of the reference run up to 1972-75. It becomes nearly equal in 
the two runs from 1975-78 on, because exports do not run into capacity 
constraints in the simulation run from this period. 



I. Gross national product 
2. Consumption 
3. Investment 
4. Exports 
5. Imports 
6. Savings/GNP 
7. 	Sum of discounted 

consumption 
8. 	 Siam of undiscounted 

consumption 

TABLE 14-2
 
Macro Variables in Reference and Simulation Runs
 

(Rs. millions, 1959-60 prices, except row 6)
 

3-yr. totals, 1966-67/1968-69 	 3-yr. totals, 1981-82/1983-84 

Reference Simulation Difference Reference Simulation Difference 

775,901 776,471 +57.0 3,108,605 3,125,930 17,325 
510,616 510,510 -10.6 1,313,880 1,324,460 10,580 
186,036 186,712 +67.6 1,568,975 1,575,719 6,744 
30,876 31,686 +81.0 81,128 85,988 4,860 
45,876 46,686 +81.0 81,128 85,988 4,860 

0.22044 0.22114 +.00070 0.50472 0.50408 -. 00064 

2,218,474 2,226,239 7,765 

5,215,294 5,242,540 27,245 



TABLE 14-3
 
Gross Outputs in Reference and Simulation Runs
 

(Rs. millions, 1959-60 prices)
 

3-yr. totals, 1966-67/1968-69 3-yr. totals, 1981-82/1983-84 

Sector Reference Simulation Difference Reference Simulation Difference 

I. Agriculture and plantations 29,156.80 29,156.80 0.00 73,485.11 74,892.34 1,407.23 
2. Mining and metals 4,829.08 4,829.08 0.00 69,858.86 69,869.69 10.83 
3. Equipment 7,779.58 7,824.08 44.50 75,528.56 76,663.93 1,135.37 
4. Chemicals 4,131.38 4,157.28 25.90 29,683.00 29,971.20 288.20 
5. Cement ard non-metals 2,547.88 2.561.39 13.51 18,243.21 18,383.26 140.05 
6. Food. clothing and leather 10,530.96 10,537.45 6.49 29,080.43 29,313.75 233.32 
7. Electricitv 630.02 631.39 1.37 6,414.85 6,446.18 31.33 
8. Transport 4,455.95 4,463.42 7.47 29,770.99 29,914.44 143.45 
9. Construction 10,328.04 10,335.27 7.23 78,756.82 79,099.27 342.45 

10. Housing 2,338.09 2,338.09 0.00 5,746.73 5,790.70 43.97 
11. Others and marein 23,608.31 23,614.01 5.70 86,777.29 87,397.27 1,619.98 
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TABLE 14-4
 
Shadow Prices In Reference and Simulation Runs
 

Foreign Exchange Monotonicity of Consumption
Period Reference Simulation Reference Simulation 

1966-69 6.12 9.19 0.00 3.921969-72 11.85 2.73 0.03 0.781972-75 1.38 1.33 0.01 0.101975-78 0.73 0.72 0.00 
0.39 0.38 0.05 

0.001978-81 
0.051981-84 0.54 0.54 0.15 0.15 

NOTE: Figures represent the change in sum of discounted consumptionperiods per over sixunit change in foreign exchange availability or the lower bound onconsumption in any period. 

In conclusion, we can state that additional exports in earlier years, evenif they are made by pushing domestic consumption down, more than pay forthemselves by increasing investment and growth in the future. Computableplanning models such as the Eckaus-Parikh model are necessarily cumbersome;they build in a number of parametric assumptions and functional relath .,'hipsthat are less than accurate, and work with objective functions and relatedconstraint-spccifications that presuppose an accurate reflection of what theplanners have in mind. In the nature of the case, therefore, any "runs" withsuch models can only, be broadly suggestive; and, in this case, they do under­line rather strongly-given the very moderate nature of the export increasespecified-that a policy of promoting exports more energetically would haveproduced better economic results. 



Appendix: 

The Eckaus-Parikh Model 

The variables and contraints of the so-called Guidepath I version of tile 
Eckaus-Parikh model are given in this appendix. First we list in Table 14A-I 
the variables occurring in the short-term "Target and Transit" models. Then, 
we list in Table 14A-2 the additional variables occurring in the Guidepath 
Model I. Table 14A-3 lists the constraints of the model. Some comments on 
the structure of this model have been made in Chapter 14 already.5 

TABLE 14A-1
 
Symbols Used in the Target and Transit Models
 

Dimensions for 
Variables and Parameters* n sectors, kactivities 

T periods 

A(t) net foreign capital inflow in period t T 
a(t) matrix of interindustry current flow coefficients 

appropriate to period t n x k 
b(t) diagonal matrix of capital-output ratios k x k 
c(t) column vector, each term of which indicates the 

proportion of the secior's output in total consumption n 

C(t) aggregate consumption in each period T 
D(t) vector of the amount of fixed capital (components) 

in each sector that is completely depreciated in period t k 

d diagonal matrix transforming depreciation into 
capazity immobilized, each of whose terms 

dij is the maximum of (.. , r2-, .. r.. kXk\P, P, J P,,J] 
(r's and p's are explained further on in the list) 

(continued) 
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TABLE 14A-1 (continued) 

Dimensions for 
Variables and Parameters* n sectors, k activities 

T periods 

E(t) column vector of exports by each sector n 
F(t) column vector of deliveries by each sector for 

private consumption purposes n 
G(t) column vector of deliveries by each sector for 

government consumption n 
H(t) column vector of deliveries by each sector for 

inventory accumulation n 
I identity matrix n x n or k x k 
J(t) column vector of deliveries of intermediate inputs 

by each sector n 
K(t) column vector of fixed-capital capacity in each sector k 
M(t) column vector of total imports n 
M'(t) column vector of noncompetitive imports k 
m diagonal matrix of import coefficients relating non­

competitive imports to sectoral output k x k 
M"(t) column vector of competitive imports n 
m11 column vector of coefficients indicating in each sector 

maximum use of the foreign exchange available after 
competitive import requirements have been satisfied n 

n number of sectors 
N(t) column vector of deliveries by each sector of investment 

goods for new capital formation n 
investment lag proportions matrices for capital; elements 

p" piI, pi',, and p.' indicate the proportions of fixed 
p,,,t capital in sector j supplied by sector i for new capacity 

1, 2, or 3 periods ahead, respectively n x k 
p capital composition matrix where each element is 

Zhpkj, and .,p'j = 1.0 n X k 
Q(t) column vector of deliveries by each sector to restore 

depreciated capacity n 
qi7 [I - a(T) - (b(T)p'(I) + S(T))? - b(T)p"(T)(i + 7) 

- b(T)p.'(T)( -4-77nI for 7 =* o, ,. f. or s, n X n 

R(t) vector of depreciated capital capacities that are restored k 
matrices of ceefficicnts. each of which indicates the 

r' ) proportion of depreciated capacity in each sector i 
e supplied by sector i for restored capacity in period 

t - I, t - 2, or t - 3, respectively, to become effective 
in period t n x k 

r depreciation composition matrix, each element of 
which is D.I/Dj, where D1 is the ill type of capital 
depreciated in sector j n x k 

8 matrix of inventory coefficients, each element Si of 
which indicates the deliveries for inventory purposes by 
sector i to sector j per unit of additional ottput in 
sector j n x k 

(continued) 
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TABLE 14A-1 (concluded) 

Dimensions forVariables and Parameters n sectors, k activities 
T periods 

T length of the plan in periods
 
t time, in periods
 
U unit row vector [1, 1, 1, ... , 1] 1 X n
 
V(t) column vector of capacities lost in each sector due to
 

the depreciation of some component of its capital stock k 
W 	 value of the objective function, which is equal to the
 

present discounted value of aggregate consumption
 
over the plan period
 

w social discount rate applied to aggregate private
 
consumption 1
 

X(t) column vector of gross domestic outputs k
 
Z(t) column vector of new additions to fixed-capital capacity


in each sector 
 k 
postterminal growth rate for consumption I 

a postterminal growth rate for depreciation
postterminal growth rate for government 

9 postterminal growth rate for exports
p postterminal growth rate for imports 
(t) 	 minimum rate of growth of aggregate consumption C(t)
 

over C(t - 1)
 
,to 	 diagonal matrix of growth rates used in calculating

inventory investment in first period and maximum new 
investment in second and third periods T 

a, diagonal matrix of growsth rates used in calculating terminal 
capital requirements k x k 

*Variables in capital letters; parameters in small letters. 

TABLE 14A-2
 
Additional Variables and Parameters for the Guidepath Models
 

X1(t) output of the Incremental Agriculture activity in period t 
X1 (t) output of the Traditional Agriculture activity in period t 

diagonal matrix for expenditure elasticities of consumption of each sector's 
output 

X(t) population growth rate between periods t and t - I 
7 growth rate of cultivable land available to Agriculture 
y,yi, yields of output per unit of land in Incremental and Traditional Agriculture,

respectively 
P(t) population in period (t) 
U activity aggregation matrix 

variables marked by asterisks, e.g. X, apply only to first eleven activities 
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TABLE 14A-3
 
Guldepath I and Guldepath II Models
 

1. Objective Function
 
W C(t)


(1.0) Maximize: W =Z 

Subject to: 

2. 	Consumption Growth Constraints 
(2.0) C(t+ I) - (I + p(t))C(t), for t = 0, ... , T - I
 
Initial consumption:
 
(2.1) C(0) = CQ0' , 

3. Distribution Relationships
(3.0) J(t) + H(t) + N(t) + Q(t) +F(t) + G(t) + E(t):! M(t) + UX(t), fort = 1,..., T, 

0 	 1 0whereU= 

Intermediate products: 
(3.1) J(t) = a(t)X(t), fort = 1, .. T,
 
Inventory requirements:
 
(3.2) H(t) - s(t) {X(t + I) - X(t)}, for t = 2, .. , T, 
(3.3) H(l) s(I) (X(2) - (1 + a.)' M(}, fort = ,
 
Private consumption:
 

= 	 -007cC),(3.4) F(t) ncC(t) + {lI[ + X(t)] }(1 fort = I, -,T, 

Government consmption: 
(3.5) G(t)= G(t, fort= 1, .. , T,
 
Exports: ­
(3.6) E(t) = E(t), for t =1. . ,2, 

4. Capacity Restraints 
(4.0) b(t)X(t) ! K(t), for t = 1, ... , T, 

5. 	Capital Accounting Relationships 
Investment requirements: 
(5.0) N(t) = pZ(t + 1), fort = 1, ... , T,
 
Depreciated capital:

(5.1) D(t) 1=-I, fort=2,...,T+ i, 
Depreciated capacity: 
(5.2) V(t) = dD(t), for t = 2, . . ., T + I,
 
Restoration requirements:
 
(5.3) Q(t) = r(t)d(t)-'R(t), for t = 1, .. , , T,
 
Capital accounting:

(5.4) K(t + 1) 2EK(t) +"Z(t" +-R(t" -V(t 1), 1,...,T,+l) +l) + for t= 

6. 	Restoration Ceilings
(6.0) R(t)- V(t), for t = 2, . . , T + I, 

7. 	Balance of Payments Constraints 
(7.0) uM(t):- ATO + uE(t), fort = I, ... , T, 

(continued) 
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TABLE 14A-3 (continued) 

8. 	Imports
 
Import composition:
 
(8.0) M(t) = M'(t) + M"(t), for t = 1, ... , T,
 
Noncompetitive imports:

(8.1) M'(t) = m'(t)X(t), for t = 1, T..,
 
Competitive import ceilins:
 
(8.2) M"(t) t m"(t)[A() + uE(t) - uM'(t)], for t = 1, ... , T, 

9. 	 Relationships Between Incremental and Traditional Agriculture Activities
 
X12 1, ... , T,
(9.0) ,,(t) - [I + ]X,(t - 1) - 0, for t = 

(9.1) X(t)- -L X,41) 0, fort= 1, .. ,T, 

10. 	 Initial Capital Restraints 
(10.0) K(i) = b(l)(I + ,.)'('5, 

11.Terminal Requirements in General
(11.0) K(T + I ) - KT" 1. 

12. 	 Derivation of Terminal Conditions from Postterminal Growth Requirements
 
Postterminal growth rates of demands and imports:
 
(12.0) C(t) CT)(l + ,)t-T 
(12.1) G(t) = GT)(l + YI-

T, 
(12.2) E(t) = JrM(l + (),-T, 

(12.3) D(t) = ]5T)(I + ),-T, 
(12.4) M(t) N MT[(I + .),-

T
, 

(12.5) X,2(t) = XT (i + ' -
T.)	 T, 

(12.6) F(t) = 7cC(T)(l + o)-
T + {i[I + Mt)] (I -

This implies 

(12.7) X(t) + X12(t) = a(T)X(t) + [s(T) + b(T)p] X(t + 1) - X(t) 
' + 	[a13(T) + (s(T)+ bA,(T)p.)R]X lT((l + r)I T 

T 

+ 	 ncC(T)(I + 0),-T + 11 (1 + X(t)) (I - 7)cC ('(l + MT))' - T 

--
+ 	G-T(l + -,),-T + 1fl(l + )' + "(1 + 8) T 

-	 M"(T)(l + U)-
T 

- m'(T)X(T)(I + A),-T 

- m',A(T)R7f.(l + u)',, for t > T.
 

Define:
 
q- a [I -	 a(T) - (b(T)p + s(T))J], for - 7, MT), , s,c,8, ,u. 

13. 	 Particular Solution of (12.7) 
* * 

(13.0) X(T + I) = [q.]"[- + an(T) + (s,(T) + bivl*)p.)r]3ZJi (l + r) 

+ 	[q.]",)cC(T)(1 + ,) 
* T 

+ tqAIT,] 11( + Nt)) (I - 1)cMfl"(l + X(T)) 

(continued) 
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TABLE 14A-3 (concluded) 

+ [q 	 "E()(I + y) 

+[ .- ' '( + , 

+ [,-"( + 

-[qj]-1M"(T)( I-+,) 

+ [q,]-'m'T(T))(l + ) 

-- -m',,T)Y,;(1 + p), for t -- t + 1, T +2, T + 3. 

14. Terminal Capital Stocks 
(14.0) 	 K(T + 1) - bq(T)(T + 1)
 

Kl...(T + 1) b,(T)X(T(r"
[ ' 

15. Terminal inventories 

(15.0) 	 s(T)X(T + 1) - s(T)X(T + 1) + s,.(T)X,-(T + . 
16. Consumption or Savings Constraint for the Guidepath II Model 

(16.0) 	 C(t) + 1tG(T) p+ #,A[(I - A)X(t) - 1(], for t = 1, ... , T. 

NOTES 

1. In fact, the recent evidence of the link between exports and domestic savings is 
based on macro-level regressions that would probably work equally well if imports were 
substituted for exports. See T. E. Weisskopf, "The Impact of Foreign Capital Inflow on 
Domestic Savings in Underdeveloped Countries," Journal of International Economics 2:1
(February 1972), pp. 23-38, where domestic savings are made a function of income,
external resources and exports. There is no evidence in the published literature of 
differential savings rates either by industries in terms of trade orientation or by income 
classes in terms of their trade orientation. 

2. R. S. Eckaus and K. Parikh, Planning for Growth (Cambridge: MIT Press, 1968).
3. Ibid., pp. 9-10. 
4. Though the intention was to postulate a considerably larger increase, in trans­

lating the intention to computation geometric growth was accidentally replaced by
arithmetic growth with the consequent slowing down of the increases over time.

5. The tables in this appendix are taken from Eckaus and Parikh, Planning, 
Chapter 5. 



Chapter15 

Investment, Innovation 
and Growth 

Among the significant, but relatively intractable, issues in the study of OR­
regimes is whether they have any discernible impact on the inducement to 
invest and the inducement to innovate. 

The former questioa is of interest, because some LDCs presumably are 
in a position where the emergence of an adequate number of entrepreneurs to 
exploit economic opportunities is a prerequisite for industrialization. Hence 
if we can argue that QRs provide the economic framework needed to induce 
investment, that should be considered a merit of the QR-rcgime. On the other 
hand, we must also ask whether such inducement, if needed, could not also 
be provided by alternative policies; and whether such an alternative set of 
policies would not have resulted in a more efficient pattern of investments. 

Closely linked to this is the question of the inducement to innovate. 
Efficiency in the pattern of investments is only one aspect of the problem. The 
quality of entrepreneurship and the inducement to innovate are recognized by 
economic historians and by economists estimating the role of technical progress 
in growth to be of at least equal importance. Can we then relate the QR­
regime to these aspects of the economy as well? 

These are interesting, important and difficult questions. In what follows, 
we attempt to answer them in light of the Indian experience, warning the reader 
that we are on relatively treacherous ground even as economic analysis goes. 

212 
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INDUCEMENT TO INVEST 

The notion that India lacked an adequate supply of entrepreneurship and that 
a system of automatic protection conferred by the OR-regime was necessary to 
induce investment is impossible to reconcile with the facts of Indian history up 
to the time that planning began in the 1950s. 

The tradition of entrepreneurship in India has long been documented by 
economic historians.' Furthermore, this historic supply of entrepreneurship 
was not merely for trade but also for industry. In fact, the industrialization 
of India started in the ninctecnth century and proceeded with moderate, and 
even negligible, tariffs during th first part of the twentieth century.2 Further­
more, the leading industrial entrepreneurship tended to be economically ra­
tional and even "progressive." Thus, Jamshedji Tata, who set up in 1913 the 
first successful Indian steel mill, came from a background and fortune in 
cotton trade; and he built up an eflicient and stable industrial force which was 
critical to performance in a steel mill. And Morris D. Morris has shown 
clearly how, in the cotton textile industry, where a stable and disciplined labor 
force was not critical to performance, the entrepreneurs were willing ,a ac­
commodate quite different labor practices rather than invest time and money in 
changing them.-" In Tata's case, the entrepreneurial activity even extended to 
setting up, from the beginning, a school to train Indian technicians to take 
over from the foreign personnel at the earliest! 

It would appear to us. therefore, that in the Indian context it is not 
persuasive to argue that a OR-regime, with its automatic protection for in­
digenously produced items, was necessary to iriduce industrial investment. 
Furthermore, in the Indian case, the public sector has been an important in­
vestor in industry, thus weakening still further the argument for a OR-regime 
to provide automatic and indiscriminate protection to induce investment. 

There is therefore nothing in the Indian experience to suggest that India 
could not have sustained the desired ex-ante levels of investment in industry 
by using a suitable tariff policy, the standard instruments of monetary and 
fiscal policy and her public-sector investment programs.4 

INDUCEMENT TO INNOVATE 

In point of fact, the OR-regime, as we have already noted in Chapter 13, only 
served to influence and, in conjunction with the industrial licensing machinery, 
to determine a pattern of import substitution that certainly appears to have 
been relatively chaotic and unmindful of economic costs. Did it also influence 
adversely (1) attention to quality and (2) technical progress? There is also 
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the related question: does an export orientation produce better results in both 
these directions? 

Adverse Effects. 

1. Unfortunately, no meaningful statistical index of "quality" can be 
devised. On the other hand, it is manifest that in a regime which grossly re­
duces competition (as we have argued) and creates a captive market for many 
products thanks to the doctrine of indigenous availability, it would be "rational" 
and profitable for an entrepreneur not to pay attention to the quality of pro­
duction. Thus, it is only the "quality-minded" entrepreneurs (like Tata, Ma­
hindra and Mahindra, and Kirloskars, to take the most noted exceptions) who 
are known to produce products that approximate international standards of 
performance for similar products. For the rest, the effects of the economic 
regime appear to be evident, though impossible to quantify: products with 
faulty performance because of production defects or defects in the inputs of 
domestic manufacture. Even when one has allowed for the bias in evaluation 
arising from the fact that, in V. S. Naipaul's words, there is "a craze for 
foreign," there is so much general incidence of failure to improve quality of 
performance to satisfactory levels, and this is so precisely what one would 
expect as the result of the economic regime, that it seems fair to conclude that 
theregime has indeed aided in bringing about these adverse results. 

2. Closely related to the failure of producers (even in the organized 
sector) to raise their output to satisfactory levels of performance, but shading 
into the problem of innovation which we discuss later, is the well-documented 
phenomenon of "design deficiencies," which Mark Frankena has studied in 
some depth for the engineering goods industry during the 1960s. 

Frankena carefully explains that he is not discussing design deficiencies 
in the sense that Indian producers do not produce to the "latest," capital­
intensive and automated designs, but rather that, even for designs that sell in 
the LDCs of Africa and Asia, the Indian are uncompetitive and "unpreferred" 
vis-cd-vis those of rival producers. He also generally confines himself to 
examples that indicate that Indian designs are fully dominated by other de­
signs, no matter what the shadow or actual prices of the factors of production. 
We must enter the caveat, however, that, while these examples establish a 
prinia jacie case that the Indian policy environment has produced incentives 
for a lag in adaptation to more elicient designs, they do not constitute a clear 
verdict to that effect. It is conceivable that the cost of buying or imitating these 
superior designs may outweigh the gains from their adoption, both privately 
and socially; only if the new designs were available without cost would these 
examples be, in themselves, complete proof of our contention. But the examples 
do remain strongly suggestive and supportive of our thesis. Let us therefore 
quote a few of the more telling ones. 
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For electric motors and transformers, Frankeria notes that the Indian 
Tariff Commission Report of 1966 stated that: 

Indian motors were larger and much heavier than motors of the same 
horsepower manufactured abroad and that the excess weight was con­
sidered undesirable by users. It also estimated that adoption of foreign 
specifications would result in a reduction of 20 to 33 percent in material 
costs. The following differences in design and material specifications were 
noted: (i) foreign motors used aluminum die-cast rotors instead of rotors 
with copper strips; (ii) foreign motors used aluminum die-cast bodies in­
stead of cast iron bodies, which resulted in a reduction of weight; (iii) for­
eign motors had class "E" insulation, which resulted in lower inputs of 
copper and electrical steel stampings than were required with the class 
"A" insulation used in India. In addition, class "E" insulation enabled 
motors to withstand higher temperatures. 

In the second half of the 1960's a number of Indian manufacturers 
adopted these design changes for part of their production. Nevertheless, 
in 1970 the Indian Electrical Manuficturers' Association reported that of 
32 manufacturers in the organized sector and 170 in the small scale sector, 
only twelve produced motors with class "E" insulation.-, 

Again, with distribution transformers, the Indian manufacturers were 
continuing to use hot rolled sheets rather than cold rolled grain oriented sheets, 
with resultant energy losses up to 10 percent and an incremental cost in steel 
and copper of nearly 10 to 25 percent. 

Among other examples of product-design improvement foregone, Fran­
kena notes cotton textile machinery. The 1967 Tariff Commission Report 
mentioned ring frames abroad that incorporated several improved features 
enabling them to run at speeds up to 16,000 RPM without mechanical trouble 
whereas the Indian designs could not be taken beyond 12,000 RPM: "even at 
lower speeds the yarn breakages are sometimes heavy with consequent de­
terioration in the quality and evenness of yarn . . . there has been improve­
ment in the quality of indigenous cotton textile machinery after 1963, but 
•.. the domestic products still lack proper designing, casting, standardisation 
and finishing. . . ." 

These examples relate to designs that appear to have been economically 
dominant over the ones still in vogue in India-in terms of the productivity 
of the output in user industry and/or the material cost of unit output itself., 

At the same time, problems of lagging designs were to be found in con­
sumer goods industries as well: e.g., on electric fans Frankena quotes an Engi­
neering Export Promotion Council Report on a 1959 exhibition in Singapore: 

Our (Indian) "Usha" and "Orient" table fans lacked the lustrous finish 
which was eye-catching in the case of (Japanese and Hong Kong) "Hulda" 
and KDK fans. If the revolving device and the finish of our table fans are 
improved, I see no reason why the sales should not improve. In the export 
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market, it is imperative that we should catch up with the latest design and 
construction of the Japanese fans. 

and goes on to comment that: 

A decade later Indian table fans were still out-dated and inferior in 
design, styling, and finish to fans exported by Japan and Hong Kong to 
developing countries. Japanese and Hong Kong fans had smoothly fin­
ished and bright-colored stands and plastic casings in modern shapes, 
nickel-chromium-plated fittings and protective mesh, and gadgets like time 
switches, variable oscillation-angle controls, and plastic piano-style keys 
for different speeds. The exteriors of Indian table fans were made of 
painted cast iron and steel, the fans were heavy, the styling, surface finish, 
and colors were not attractive, and there were no controls other than 
choice of speeds. Late in the 1960's, Jay Engineering introduced one 
model with variable oscillation control and piano-style keys but none of 
the other styling features. Indian fans were also noisier than Japanese

8ones.

3. Next, we should also expect that the lack of competition in the 
Indian-type economic regime raises the possibilit) that firms may choose 
"leisure" rather than "profits."' If this takes the form of being simply sloppy 
about reducing costs and increasing productivity from the plant by better 
management, this is equivalent to "technical regress" and to social disadvan­
tage. Unfortunately there is no technique by which we could have meaning­
fully detected this effect of the OR- and industrial licensing regime, and we 
must leave this purely as an a priori deduction. 

4. We may also attempt to examine whether an estimation of technical 
progress for the Indian manufacturing sector shows any evidence of increase 
in productivity. We may hypothesize that the result of a framework of shel­
tered markets would be the absence of any noticeable trend toward growth in 
productivity."' 

We should note initially that labor productivity did increase through the 
period of our study. Estimates by Banerjee'' of the growth of labor produc­
tivity for 1946-64 are presented in Table 15-1. However, it is now clearly 
understood that such estimates have little relationship to growth of overall 
productivity, and that the superior approach is to proceed by estimating pro­
duction functions and "technical change" therewith. 

Recent studies of the growth of manufacturing in India have, however, 
come to conflicting conclusions on this issue, depending primarily on the 
nature of the adjustments made in the available series on capital. Using the 
Solow method of estimating Hicks-neutral technical change, but a capital 
series that shows a drastic decline in capital productivity from 100.00 in 1946 
to 25.4 in 1964, Banerjee has estimated a trend rate of decline in neutral 
technical change of 1.6 percent in 1946-64.12 

http:1946-64.12
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TABLE 15-1
 
Indices of Labor Productivity
 

In Indian Manufacturing, 1946-64
 

Indices of Indices of 
Labor 
 Labor
 

Productivity Productivity
Year 1946-64 Year 1946-64 

1946 100.0 1956 123.6 
1947 94.9 1957 120.7 
1948 98.7 1958 133.0 
1949 96.6 1959 139.1 
1950 91.8 1960 140.0 
1951 97.7 1961 140.2 
1952 96.1 1962 156.0
 
1953 107.8 1963 
 151.0
 
1954 107.8 
 1964 164.0 
1955 134.3 
Trend rates of .033 

growth 1946-64 (.0002) 

SOURCE: A. Banerjee, "Productivity Growth," Table 1. 

On the other hand, Hashim and Dadi have used an adjusted capital
series, estimating the purchase value of capital from the available written-down 
book-value data by more detailed and careful methods of adjusting for the 
age-structure of capital assets and rate of depreciation. Their estimates show 
an increase in capital productivity over the period 1946-64 and lead to a 
positive Hicks-neutral, overall productivity change at 2.8 percent annually.,-

Quite aside from their adjusted capital estimates, it would appear to us 
that the Hashim-Dadi estimates are probably closer to reality because our 
hypothesis of the Indian sheltered-markets policy leading to negligible overall
improvements in efficiency of factor use must at the same time allow for the 
fact that new investments in the new industries already embody the growth of
know-how abroad. The estimation of (Hicks-neutial) technical progress,
using the "disembodied" progress assumption, will thus tend to show positive,
and even large, improvements in overall productivity even when there are no 
such improvements. Unless, therefore, the estimation of productivity change is 
adjusted for "embodied" technical change-a factor of obvious importance
for India which imported the bulk of its capital goods through the period of 
our study-we cannot reach a firm econometric conclusion on whether the 
framework of Indian policies retarded the growth of overall productivity in 
the economy.14 

http:economy.14
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Other Arguments. 
There is therefore some a priori and empirical support, of different de­

grees of firmness, for the view that the Indian trade regime in toto led to, or
accentuated, the lack of attention to quality, design and technical change. We 
may now push our analysis in other directions that bear on these issues 
equally.

1. If one considers change in overall productivity as the outcome of
technical change (inclusive of managerial efficiency), and if one regards the 
degree of domestic sheltering through the import substitution strategy as the
principal cause of decelerated technical change, then one should presumably 
expect the following two hypotheses to hold empirically:

(a) that the traditional, export industries (such as jute and tea) should
exhibit higher technical change than the modern, new industries (such as 
chemicals and engineering goods); and 

(b) that among the new industries, furthermore, the ones that have 
broken out more significantly into the export markets and over a longer period
should also exhibit greater rates of technical change than the others. 

These hypotheses imply cross-sectionai differences, however, which may
well be difficult to detect because of other differences among the industries
that differentially afTect the ability to invent and absorb technical change.
For example, it may well be that, owing to the focus of research and devel­
opment expenditures on modern industries in the West, the general rate 
of technical improvements that accrue in the new industries is vastly greater
than that in the older industries such as jute and tea where the large Western 
expenditures on research and development have no impact at all. Hence our
failure to find significant increases in overall productivity in the traditional 
industries may not mean that export orientation may not be an important
factor in motivating technical change. ' - Similarly, the period during, 

which
several industries in India have been involved in serious export marketing 
may have been too small for any serious inferences from cross-sectional 
differences among the different new industries.
 

We should confess that we 
have not been able to secure the necessary
estimates of technical change in enough industries, for the relevant time
period, to cast any definitive light on the validity and import of the two
hypotheses we have listed here. But they clearly are of sufficient importance
to warrant a careful examination as more years lapse and data become avail­
able for a longer period to make lime-series estimation meaningful (particu­
larly with regard to our second hl.'pothesis).

2. Yet another approach to the relationship of import substitution and 
export orientation to technical change is to examine the nature and incidence 
of research and development in Indian industries. We must note, in this con­
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nection, the increasing evidence that research and development expenditures
are finally beginning to emerge on the Indian scene, in a number of import­
competing industries, that such expenditure is being undertaken by the very
large firms, and that it is undertaken in the process of import substitution itselfand reflects a quasi-Kennedy-Weizsacker process of search for processes that
would avoid the use of scarce, imported materials and develop the use of
cheaper, indigenous inputs. Of course, as stated earlier, this research anddevelopment activity may be expensive in relation to results: but it is certainlythere now and is adding to the technological maturity and expertise that the 
country seeks as an objective in itself. Historically, one has only to recall
Japan's transition from shoddy manufacture under bad imitation to decent
manufacture under good imitation to excellent manufacture under outstandingimitation to innovative manufacture in recent years. In such historical per­a
spective, it would appear logical to entertain the strong possibility that at least 
some of the inadequacies noted earlier may be due to the difficulties of "first­
stage" manufacture in a number of modern industries and that the growth ofresearch and development in recent years may represent a growing transition to
decent manufacture. What is the evidence of research and development in 
modern Indian industry?

Before we discuss research and development expenditure in Indian manu­
facturing industry, it is useful to note that the total as a proportion of GNP
has been steadily rising, having more than doubled between 1958-59 and
1971-72 (Table 15-2); and that the private sector expenditure on research
and development, while still a small fraction of the total, has increased duringthe same period so that it is now over 8 percent of the total whereas in 1958-59
it was estimated at 0.5 percent only (Table 15-3)."'

There is also evidence that the bulk of this private research and develop­
ment expenditure is inevitably concentrated in the larger companies, and thatthe level of expenditure generally rises with the size of the company.'- Among
the propositions 'of interest to our study, however, are the following which
 
were the outcome of a sample survey conducted by Dr. Ashok Desai 
 at our
suggestion. Before report them,we on we should cmplasize that the survey
was primarily focused on chemical and dye (and a few engineering) firms inthe Bombay region, owing to limitations of finance and willingness of firms 
to iscuss the issues raised. Of the 18 firms interviewed, 4 were subsidiaries
of foreign corporations, and of the remaining 14, 6 did not belong to theLarge Industrial Houses. Further, of the 14 wereIndian firms, only 4 joint
ventures and the remaining were purely Indian in ownership. Thus, oursample managed to straddle all the important types of structure operating in
Indian industry. Based on this survey " ' and drawing on the available literature 
on research and development in India, we can make the following qualitative
observations which seem to suggest two principal conclusions: (a) that the 



TABLE 15-2
 
R&D Expenditure in India in Relation to GNP, 1958-59 and 1965-66 to 1971-72
 

1958-59 1965-66 
 1968-69 1969-70 1970-71"a 971-72a 

(a) Total GNP at cur­
rent prices (Rs.

millions) 126,000 217,990 302,320 
 330,190 363,210 399,530 

(b) 	 R&D expenditure 
(Rs. millions) 290 850 1,310 1,460 1,730 2,140 

(c) 	 R&D expenditure 
as .% of GNP 0.23 0.39 0.44 0.44 0.48 

SOURCLs: 1,eport on Science and Technology, 1969-70 and 1970-71, Government of India, Cabinet Secretariat,
Committee on Science and Technology, New Delhi.Tie GNP fiiire for 1969-70 has been obtained from Government of India. Department of Statistics, CentralStatistical Organisation. National Income Unit. New Delhi. Similar fieures for subsequent years are not available. ThePlanning Commission has envisaged growth of national income d~tring the Fourth Plan period at 5.5 percent at con­stant prices. There was an average rise of about 6 percent in general wholesale prices during 1970-71, and the trendcontinued through the follosing year. Therefore, GNP for 1970-71 and 1971-72 is tentatively projected in this table 
at a 10 percent rate of grostb. 

a. Tentative. projected by the authors. 
b. NNP 

0.54 



TABLE 15-3Estimated R&D Expenditure in Central, State and Private Sectors, 1958-59 and 19--66 to 1971-72 

(Rs. millions) 

1958-59 
 1965-66 
 1968-69 
 1969-70 
 1970-71 
 1971-72
 
Expen- % to Expen- Expen­
diture 

1 to Expen- % to diture' % to Expen- % to Expen- % tototal diture total diture total (Actual) total diture' total ditureb total
(a) Central sector 

(including uni­versities) 276.6 96.0 791.2 93.0 1.096.0 83.4(b) State sector 10.0 3.5 35.1 
1.212.6 82.9 1,462.0 84.3 1,827.4 85.44.1 119.9 9.1 122.2 8.3(c) Private sector 1.5 125.8 7.3 138.4 6.50.5 24.3 2.9 98.5 7.5 128.1 8.8 145.9 8.4TOTAL 288.1 174.6 8.1100.0 850.6 100.0 1.314.4 100.0 1,462.9 100.0 1.733.7 100.0 2,140.4 100.0 

SOURCES: Report on Science and Technology. 1969-70 and :970-71. Government of India. Cabinet Secretariat. Committee on Scienceand Technologv. New Delhi.Adequate data for the State Sector have not been received. Therefore. figures for 1969-70 andReport on Science and Technology, 1969-70. Figures for 1971-72 have 
1970-71 have been repeated from Annual

been projected at a 10 percent rate of growth.Increase in the expenditure by the private sector reflects receipt of information from some more1971-72 companies. Where data forhas not been received, a 10 percent grosth rate 1970-71 andhas been applied. Fxpenditure by the private sector also includes grants made by theCSIR fudiustrial Research Associations out of their own resources a. Reduction in and included under CSIR expenditure.the expenditure for 1969-70 by the Central Sector reflects reduction in actual as compared with revised estimates as givenin Annual Rep&,!-t on Science and Technology, 1969-70. 
b. Tentative. projected by the authors. 
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import substitution strategy does not eliminate the incentive to conduct re­
search and development but merely imparts a bias toward conducting it in a 
different direction, so that the really important question then is not whether 
it is eliminated by the import substitution strategy but rather whether the kind 
induced by such a strategy reduces or increases welfare in relation to the re­
search and development that would otherwise be conducted; and (b) that 
orientation toward export markets does not in itself seem to increase the 
incentive to conduct research and development, so that it is difficult to sustain 
the argument that an export promotion strategy is superior to an import sub­
stitution strategy because it will lead to greater (and presumably welfare­
increasing) research and development in the economy. Let us therefore turn 
to a series of propositions that emerge, somewhat tentatively, from our 
analysis. 

Origins and Types of Research and Development in Indian Industry. 

There are basically three types of activity that seem to have provided the 
impetus in Indian industry to set up research and development cells of one 
kind or another. 

QUALITY CONTROL 

Firms that started with quality checks often found that processing costs 
could be brought down by checking quality at a number of production stages 
instead of checking it after final manufacture. Thus, quality control led to 
process control, and process control often extended into a study of the 
processes and possibilities of improving thcm. Thus, one of the engineering 
firms surveyed by Dcsai used to check the quality of its castings from early on. 
During the 1966 recession, it tried to bring down the rejection rate by intro­
ducing chccks at a number of stages-knockout, fettling, finishing, repairing 
and machining. It was thereby able to reduce the amount of work done on 
castings that were eventually rejected, and to bring down the mean fettling and 
finishing man-hours per ton from 110 to 80. 

TECHNICAL SERVICES 

The demand for some products, mainly chemicals, was not confined to 
one uniform quality; the quality demanded varied with the use for which it 
was required. Some tailoring of quality to customers' needs was involved. 
Hence technical services were associated with sales to develop qualities re­
quired by customers. Sometimes the demand for a particular quality demanded 
by a customer was too small, and the customer had to be persuaded and 
helped to use a substitute in greater demand. Thus, orders generated their 
own know-how requirements; and, as orders multiplied, the know-how devel­
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oped to service them was often systematized into general product know-how 
and correlated with processes. This emergence of research and development 
out of servicing needs is typical of PVC compounds, which are sold to large 
numbers of technologically unsophisticated buyers for a vast variety of uses. 

MATERIAL ADAPTATION 

Often the policy of blanket import substitution forced firms to use 
indigenous substitutes; and where the domestic and the imported materials 
differed in quality, a firm had to work out processes to make the indigenous 
product useable. In a sense, material adaptation is a technical service to be 
given by the firm wishing to sell a substitute. But the principle of banning 
imports of anything that was produced at home relieved producers of the 
need to provide sales service; and often the indigenous producers were too 
small to solve technical problems arising in the use of their products. Thus, 
many chemical firms had to undertake research and development to standard­
ize properties of indigenously available materials and to improve yields achiev­
able with them. For instance, when one of the chemical firms tried to substitute 
Indian turpentine oil for European, it found that only 25 to 30 percent of the 
former consisted of alpha-pincne, the basic material for camphor, a ainst 90 
percent of imported oil. Thus, import substitution threatened to triple the 
turpentine requirements per kg. of camphor. Their technicians proceeded to 
analyze the remaining components of Indian turpentine oil, and developed a 
number of perfumery materials from delta-3 carene and longifolene, which 
were present in substantial proportions. Evcntually, the market for these 
newly developed materials grew so large that a surplus of alpha-pincne became 
available beyond the requirements of camphor manufacture; new materials 
were then developed for manufacture out of alpha-pincne. A rival firm, on 
the other hand, solved the same problem by using camlphcnc in placec of pinence. 

Clearly, the process of import substitution itself led to the Cncouragclent 
of research and dLvelopment activity in Indian industry', primarily through 
the creation of the nced to adapt processes to the use Of new, indigenous m1a­
terials in many cases, thus supplementing the normal establishment of research 
and development-type cells for quality control and customcr-service opera­
tions. In fact, this kind of impctLiS Was also impartCd by strict controls over 
the importation of plant and equipment; and, in some chemical and engineer­
ing industries, this led also to the creation of special plant-designing skills. 
Some well-known examples were the caustic soda plant expansion by Tata 
Chemicals from internal designing resources amid the designing of the pigment 

'plant by Sudarshan Chemicals. 
Of course, in only rare cases did the expansion of research and develop­

ment activity in India lead to its orientation toward what is called "basic re­
search." In the nature of the case, given the main concern of the firms to learn 



224 GROWTH EFFECTS 

process and material adaptation, the research and development orientation was 
to be primarily of the nature of "operational investigations" and "develop­
ment." Most of the research carried on seemed to be short term and focused on 
a specific process. For example, at one of the engineering firms surveyed 2,000 
motor starters were held up on the production line for lack of silver salt, and 
the problem was given over to the research and development department. This 
department then proceeded to investigate what had been used prior to the use 
of silver salts, whether other firms used other materials for identical purposes, 
and whether the firm could adopt sonic alternative suggested by such investi­
gations. The research revealed that the firm could usc a compound that had 
been superceded in starter manufacture in other countries but still seemed to 
be the most ecunomical substitute to use in India. 

Research and Development and Exports. 

The next set of propositions that seem to emerge from our survey relates 
to the interaction of exports with the type and level of research and develop­
ment expenditure in Indian industry. It did seem to emerge from the survey
interviews that several of the companies engaged in exporting as a continuouis 
activity did consider that quality improvement was important, whereas those 
firms that engaged in exporting only as an ad hoc activity seemed to think 
that quality problems were not important and that the better production could 
be diverted abroad whereas the inferior products could be disposed of in the 
domestic market. It does seem, therefore, that export orientation did suggest 
greater preoccupation with quality of production. 

On the other hand, the survey also showed that this export orientation 
did not seem to have led to any significant acceleration in research and devel­
opment expenditures or to a more sharply focused research effort. This was 
because most research and development expenditure had in fact originated 
in response to the problems raised by the adaptation of processes to lo­
cally available materials and spares; and the solution to these problems 
generally meant also the solution to associated problems of quality. Hence, 
the export orientation of a firm did not seem to lend any significant edge to 
the solution of these questions. And indeed some firms even claimed that their 
need to engage in research and development had been reduced by expansion 
into export markets because they had had to undertake research and develop­
ment to supply a variety of products to maintain a large sales volume at home 
whereas concentration on a few, standard items in the export market had 
reduced their need for research and development. 

It also seemed as if many of the exporters were seriously worried about 
getting materials cheaply and readily rather than about quality of manufacture 
from these materials. This suggests that, in many cases, the basic research and 
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development problems had really been those of getting familiar with the basic 
processes and then of adapting them to the use of available materials; and 
that once these had been solved, in the process of import substitution itself,
the fact that the firn had begun exportation did not seem to fund any signifi­
cant, further impulse to greater research and development activity or its re­
direction. In fact, this suggests rather strongly that the normal preconception
that export orientation may be linked with the enhancement of research and 
development incentives may be true at a later stage of industrialization than 
that now characterizing countries such as India, Brazil and Mexico, i.e., a 
stage when exportation of new products, resulting from research and develop­
ment, has become an important ingredient of a country's foreign trade, isas 

now the case finally with Japan.
 

Research and Development and Government Policies. 

Finally, we must conclude that the net effect of government policies on 
research and development, in the Indian context, also reflects the impact of 
several other factors: ( I ) The strict industrial licensing policy meant that, if 
research and development was used to develop new types of outputs or new 
uses of given capacity, new licensing would be required, with its attendant 
delays and new uncertainties whether research and development would lead 
to any economic returns. Thus, any "excess capacity" for research that would 
result front the development of research and development cells normally
deployed in the ways described earlier could not be profitably used to under­
take product-diversification research, thus reducing, ceteris paribus, the level 
of research and development expenditure undertaken. (2) The early industrial 
licensing policy also had laid great stress on joint ventures under which foreign 
capital would come into India. This also frequently led to easy and repeated
purchase of foreign technology, reducing, ceteris parihus, the need to undertake 
domestic research and development. (3) Recently, however, the government 
was to introduce liberal research -,n, development incentives. Thus by 1971, 
research and development expenditure within the firm earned a 33.33 percent 
tax allowance; donations to outside institutions for such research earned a 
tax aihnwance of 27.5 percent; and research contract payments to associa­
tions, universities, and government agencies could be written off up to 10 
percent of a year's corporate protit. There wcre also tax rebates introduced on 
sale of know-how: domestic royalties earned a rebate of 40 percent whereas 
royalties earned from sales of technology abroad wcre free from tax. 

It is somewhat early to disentangle these different forces at work in 
determining research and development efforts in India. But we have clearly
enough evidence now before us to be skeptical of some of the simplistic 
hypotheses in support of the export promotion strategy as being research and 
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development-stimulating and the import-substitution strategy as being research 
and development-inhibiting. Nonetheless, we can still argue, as we did earlier 
in this chapter, that the general incentives to reduce costs and to maintain 
quality cannot but have been reduced by the sheltered markets provided by 
policies of automatic protection and strict control over domestic entry. Thus, 
in this sense these policies impaired India's progress toward industrial effi­
ciency at the speed that a framework providing for more effective competition 
would have made possible. 

NOTES 

I. For a long review of the literature on the subject, see Bhagwati and Desai, India, 
pp. 13-37. 

2. Ibid. See also Padma Desai, Tariff Protection and Industrialization: A Study of 
the Indian Tariff Conmissions at Work (Delhi: Hindustan Publishing Corporation, 1970). 

3. Cf. Morris D. Morris, The Emergence of an Industrial Labor Force in India 
(Berkeley and Los Angeles: University of California Press, 1965). The "sloppy" cotton 
textile entrepreneurs were thus "economically rational." 

4. In this context, it is also useful to refer to our analysis of "shortfalls' in industrial 
investment in the post-1966 period that have little to do with the QR-regime as such. See 
Chapters 8,9 and 11. 

5. Frankena, "Export," p. 4. 
6. Ibid., p. 10. 
7. Note that it is extremely implausible that Pareto-dominant techniques would be 

"inefficient" because their "externality" or "second-best-type" (e.g., impact on savings 
dla Galenson-Leibenstein-Btator-Dobb) effects are inferior! 

8. Ibid., pp. I I- 12. 
9. Cf. Tibor Scitovsky's classic paper, "A Note on Profit Maximisation and Its 

Implications," Review of Economic Studies It. no. I ( 1943). 
10. We should ike to acknowledge Solomon Fabricant for his valuable comments 

on an earlier draft of this subsection. 
11. A. Banerjee, "'roductivity Groth and Factor Substitution in Indian Manu­

facturing," Indian Economic Review, n.s. 6, no. I ( 1971). 
12. Ibid., Table 3. 
13, S. R. H-lashim and N,.N. )adi, Capital-Output Relations in Indian Manufacturing 

(1940-64), The Maharaja Sayajirao University Economics Series No. 2 (Baroda, 1973).
See references there to earlier studies of productivity in Indian manufacturing and for 
details on the methods of adjustment to capital data. Note. in particular, that these 
authors (like the others) have not been able to adjust the capital series for under­
utilization of capacity. 

14. It would be useful to explore even this approach still further to see if any
differential performance among different industries in the behavior of their total pro­
ductivity indices can be observed and then related to the characteristics of these industries 
such as their degree of protection or their participation in export markets, 

15. In the tca industry, moreover, the substantial British investment was being 
steadily pulled out and diverted to East Africa. so that there was no incentive to put 
resources into innovation and its implementation. 
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16. There are several conceptual and data problems with Tables 15-2 and 15-3, 
many of them discussed in the original sources. They should be regarded, therefore, as 
merely giving broad orders of magnitude. 

17. See The Industrial Credit and Investment Corporation of India, Ltd., "Con­
ference on Research and Development in Industry" (Bombay, 1971), pp. 10-12, for 
results of a sample sturvey conducted by the ICICI. The latter proposition, however, is 
only broadly true and is not corroborated by regression analysis.

18. The detailed results of this survey are reported in Ashok V. Desai, "Industrial 
Research and Development in India." mimeographed (New Delhi, April 1972). We have 
drawn extensively on this report here. 

19. While we do not go into the expansion of design firms in India, which have 
developed extensive know-how in the design of Indian manufacturing capacity from 
indigenous talent and resources, this is :t point of some importance in the present 
context. See Desai, Bokaro, for an analysis of the factors that interact with the develop­
ment and deployment of such talent in the political and economic reality of national and 
international policies. 



Chapter16 

Savings and the 
Foreign Trade Regime 

In analyzing the impact of India's overall economic policies on the domestic 
savings effort, we will argue that: 

1. there is little evidence that the marginal propensity to save in the 
Indian economy was significantly different between the 1950s, when the 
severity of exchange control (on the average) was less, and the 1960s, when 
it was more; 

2. detailed analysis does not support the hypothesis that India's absorp­
tion of foreign aid has adversely affected her savings effort; this is a conclusion 
of interest, not merely because of widespread concern with this problem in 
LDCs today, but because the 1966 economic policy changes toward "liberali­
zation" were partly motivated by the desire to continue aid flow from the 
consortium members who had virtually made these policy changes a precondi­
tion for continuation of aid; 

3. there is no evidence that the more recent, import-substituting indus­
tries which have grown up primarily during the years 1956-70 under the 
economic regime we have been describing are significantly higher savers than 
the more traditional industries; and 

4. we do not have adequate data to test the further hypothesis that 
"organized" industry bettLfin toto is a saver than "agriculture." Thus we 
cannot argue convincingly that the exchange control regime, which buttressed 
the increasing industrialization, l-d to greater saving; not can we establish any
other strong links between savings and the Indian foreign trade regime although 
we consider several possibilities. 

228 
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DOMESTIC SAVINGS AND 
STRINGENCY OF QRs 

It is well known that the data on which Indian national income estimates are 
based are inadequate and even the methodology of computation is not neces­
sarily the best that could be adopted given the data. The situation regarding
savings and investment estimates is even worse: there are no "direct" estimates 
for either. In brief, aggregate investment is estimated as the value of goods
and services used in investment activity. Savings estimates are obtained as a 
residual from investment estimates by subtracting therefrom the estimated 
external capital inflow. This is not to suggest that direct estimates are not 
available for some components of savings and investment-indeed, relatively 
accurate direct estimates are available relating to the savings and investment 
activities of the public sector as well as the large-scale manufacturing sector. 
But a large proportion has still to be estimated indirectly.'

Given the nature of the data, therefore, it was decided not to attempt to 
build an elaborate simultaneous-equation model of the Indian economy but 
rather to work with single-equation regression relationships. The idea is not 
so much to estimate the marginal propensity to save with great accuracy as 
rather to obtain some useful insights into overall savings behavior. 

Let us begin, therefore, with the simplest possible relationship: 

St = i,, + ii (16-1) 
where St stands for aggregate savings, Y, for national income and it for a 
random disturbance term, all variables relating to year f. 

In estimating equation ( 16-I ), we had a choice in delining savings and 
income (1) in either gross or net terms, (2) at either nominal or real value,
and (3) in either per capita or aggregate terms. Since the basis on which 
replacement of capital expenditures is estimated is extremely weak, we decided 
to define t.Le variables in gross rather than net terms. Again, we decided to 
concentrate on the relationship between real magnitudes, though in a more 
elaborate model the impact of monetary factors should be brought in. Finally, 
to a limited extent we experimented with both alternatives in (3).

The period of our analysis was 1951-52 to 1969-70. There is a belief 
among some Indian economists that the period since 1965-66 is radically
different from the period before, both politically and economically: politically, 
because the system was exposed to the deaths of Prime Ministers Nehru and 
Shastri in quick succession in 1964 and 1966; economically, because of (1)
the two successive droughts of unprecedented magnitude in 1965 and 1966, 
(2) aid stoppage during the Indo-Pakistan War of 1965, its resumption in 
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1966 and subsequent scaling down and (3) the devaluation and liberalization
of June 1966. Since we have data only for a four-year period since 1966, we 
cannot adequately test this belief. However, we do estimate the relationships
separately for the entire period and for the period 1951-52 to 1965-66 to see
whether there is any sharp break in the income-savings relationship.

From the point of view of the present monograph, perhaps an equally
relevnt division of the period would be 1951-52 to 1959-60 and 1960-61 to
1969-70 since the exchange control regime was more stringent on the average
through the 1960s (the liberalization associated with devaluation being short­
lived, as we have seen already). We thus examine the issue whether any
significant change in savings behavior can be observed between the decade of 
the 1950s and that of the 1960s. 

For converting nominal investment to real terms, we had two alternative 
investment deflators available (denoted by subscripts 1 and 2): one developed
by the Perspective Planning Division (PID) of the Planning Commission and 
the other put out by th Central Statistical Organisation (CSO). Since savings 
were obtained as a residual from investment by subtracting the external re­
source flow (i.e., the current account surplus or deficit), we had a number of
alternative ways of obtaining real savings, of which the following (denoted by
superscripts I and II) were used: 

I: Deflate merchandise imports and exports by their respective unit value 
indices and take the surplus or deficit on non-merchandise account without 
deflation. 

II: Deflate the entire current account surplus or deficit by the unit value
index of imports, tie idea being that, in this way, we capture the real import
potential of nominal resource inflow. 

Thus, we had four alternative definitions of real savings, SI(t), S.1(t),
S111(t) and S-.11(t) 2

where, for instance, S,"(t) represents the real savings in 
year t obtained by subtracting from real investment (defined as the nominal
investment deflated by the PPD deflator) the real external resource flow ob­
tained by using procedure ii described above. The per capita variables are 
denoted by the same symbols, but in lower caise: e.g., s, y, etc. 

The results of our regressions are reported in Tables 16-1 and 16-2 .2 
The fit as measured by R2 is quite good in all tie regressions. It appears that
the estimate of the marginal propensity to save is not very sensitive to the 
choice of deflators or of the procedure by which tie real external resource
flow was calculated, though some sensitivity is seen in the period 1960-61 to 
1969-70. As is to be expected (given that population, inconle and savings 
were rising over time), the marginal propensity to save in each regression in­
volving per capita variables is higher than in the corresponding regression with 
aggregate variables. T"ie goodness of lit of the per capita relationship is, how­
ever, somewhat poorer. 
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Let us now examine the results in Tables 16-1 and 16-2 for inter-period 
comparisons of the marginal propensity to save. Clearly, there seems to be 
little evidence for the view that either the post-1966 liberalization years sig­
nificantly changed the marginal propensity to save from the preceding period 

TABLE 16-1
 
Savings Regressions,


1951-52 to 1965-66 and 1951-52 to 1969-70 

1951-52 to 1965-66 1951-52 to 1969-70 

1.(a) Si =-1453 + 0.24Y R'= 0.94 -1053 + 0.21 Y R 2 =0.93 
(241) (0.02) (212) (0.01)

(b) si' = -66 + 0.33 y R- = 0.87 -54 + 0.29 y R2 = 0.86 
(12) (0.03) (10) (0.03) 

2. (a) S,' =--1476 + 0.24Y R'= 0.93 -1323 + 0.23Y R 2 = 0.95 
(253) (0.02) (191) (0.01) 

(b) so' = -68 + 0.34 y R = 0.86 -66 + 0.33 y R2= 0.89 
(12) (0.04) (10) (0.03) 

3. (a) S," = -1509 + 0.24Y R-=0.93 -1216 + 0.21 Y R 2 = 0.94 
(264) (0.02) (207) (0.01) 

(b) s,"= -68 + 0.33 y R= 0.85 -61 + 0.31 y R2= 0.87 
(13) (0.04) (10) (0.03) 

4. (a) Ss'= -1532 + 0.24Y R'=0.93 -1486 + 0.24Y R2 =0.96 
(260) (0.02) (186) (0.01) 

(b) s2" = -70 + 0.34 y R = 0.86 -72 + 0.35 v R2 = 0.92 
(13) (0.04) (10) (0.03) 

NoTE: Figures in parentheses are standard errors. Refer to the text for explanation 
of the regressicns. 

TABLE 16-2
 

Savings Regressions,
 
1951-52 to 1959-60 and 1960-61 to 1969-70
 

1951-52 to 1959-61 1960-61 to 1969-70 

I. StV= -815 + 0.18Y R-- 0.73 -592 + 0.18Y R-= 0.73 
(520) (0.04) (698) (0.04)

2. V' = -1087 + 0.21 Y R= 0.72 -1271 + 0.22 Y R-= 0.87 
(607) (0.05) (560) (0.03) 

3. ,11 = -532 + 0.16Y R4= 0.63 -834 + 0.19Y R'= 0.80 
(563) (0.05) (610) (0.03) 

4. S," = -804 + 0.18 Y R-= 0.67 -1514 + 0.24Y R-= 0.91 
(600) (0.05) (741) (0.03) 

NOTE; Figures in parentheses are standard errors. Refer to the text for explanation
of the regressions. 
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(Table 16-1)8 or the 1960s period of relatively tighter exchange situation 
was characterized by a higher marginal propensity to save than the somewhat 
less stringent period of the 1950s (Table 16-2). 4 

DOMESTIC SAVINGS AND EXTERNAL 
RESOURCES
 

We have postulated so far that savings are a function of income alone. How­
ever, it has been argued recently that savings are a function of domestic ex­
penditure, rather than income, so that we should instead write: 

C, = g.. + fl, (Y, + F,) (16-2) 

where F, is the foreign capital inflow, defined as the negative of the balance 
on current account and Ct is domestic consumption. We therefore estimated 
the following equation as well: 

S,= 1,+ (, Yt + (.2F, + ti (16-2a) 

Clearly, when , = (U2 + 1 ), this equation will correspond to equation (16-2). 
A positive (negative) value for (.2would be consistent with the hypothesis 
that external resources complement (substitute for) domestic resources. 

The following version of (16-2a), with F, lagged by one year, was also 
estimated: 

Ft-i + uSt= a + alYt + Q2.. (16-2b) 

The idea underlying equation (16-2b) is that if indeed consumption is related 
to expected volume of resources available, then it may be reasonable to pre­
sume that such expectations for any year are formed on the basis of the actual 
resources in the previous year. This would suggest that St should be related 
to Y,_1 and F,_ . Given that the correlation between Y, and Y,. 1is very high 
(while that between F, and F, is not) the relation (16-2b) would, how­
ever, do just as well as one with Y,-1instead of Y,. 

The results for both (16-2a) and ( 16-2b) are shown in Table 16-3. 
Only the results relating to the PPD deflator and the second procedure for 
calculating the real resource flow are reported here. We find that when used in 
conjunction with income, the explanatory power of contemporaneous external 
resource flow in explaining savings is virtually nil: the coeflicients on F are 
statistically insignificantly different from zero. The lagged response equations 
also perform badly: with one exception, the coeflicients on F__ are also not 
significantly different from zero. Thus we infer that domestic savings do not 
seem to be influenced by external resources. 

On the other hand, a mild skepticism toward this conclusion may be in 
order. For one thing, the introduction of F._1 generally seems to lead to 
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TABLE 16-3
 
Savings Regressions
 

Including Foreign Capital Inflow, Various Periods, 1951-52 to 1969-70
 

(1) 1951-52to1969-70 (a) Sill= -124 + 0.22Y - 0.08F R'=0.94 
(0.02) (0.30) 

(b) S1l = -1487 + 0.24 Y - 0.57 F-i R'=0.95 
(0.02) (0.33) 

(2) 1951-52to1965-66 (a) Sill=-1611 + 0.25Y - 0.18F R'=0.93 
(0.03) (0.45) 

(b) Sit = -1976 + 0.28 Y - 0.78 F-, R' = 0.95 
(0.03) (0.38) 

(3) 1951-52to 1959-60 (a) Sil= -553 + 0.16 Y - 0.02 F R'= 0.63 
(747) (0.06) (0.49) 

(b) Si1l = -1262 + 0.22 Y - 0.70 F-, R'= 0.75 
(665) (0.06) (0.42) 

(4) 1960-61 to1969-70 (a) Sl= -641 + 0.19Y - 0.29 F R'=0.81 
(741) (0.04) (0.57)
 

(b) S1"= -862 + 0.21 Y - 0.49 F-i R'= 0.82 
(626) (0.04) (0.62)
 

NoTE: Figures in parentheses are standard errors. 
* The coefficient on F-, is significantly different from zero at 5 percent level; other 

coefficients on F., are not significantly different from zero. in this table. 

higher (not lower) coefficients on Y than, for comparable periods, in Tables 
16-1 and 16-2. In contrast, a different test suggests an opposite inference: 
I.e., that domestic savings are a function of (Y + F) rather than (Y). Thus, 
recall that if we write equation (16-2) as follows: 

C=f/, +fl (Y+F) (16-2) 

and
 

S= Y-C 
we then have: 

S=-A+ (I- 1 )Y-3 1F 

so that we have the relationship that the coefficient on Y is equal to one plus 
the coefficient on F (or F._1, if we put in lagged response). We can therefore 
test whether the coefficients on Y are indeed significantly different from one 
plus the coefficients on F and FI in Table 16-3. This test indicates that the 
hypothesis of equation (16-2) is not rejected by the data in Table 16-3: 
thus we cannot rule out altogether the possibility that external resources sub­
stitute for domestic savings. 
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On balance, therefore, we would conclude that there is not enough evi­
dence, and at best the evidence conflicts, to say whether the absorption of 
external resources has adversely affected India's domestic savings effort. 

Note also that, in regard to our earlier conclusions in this chapter, the 
introduction of F or F- 1 into the estimating equation does not significantly
affect the conclusions reached (via inter-period analysis) regarding the impact 
of the severity of exchange control on the savings effort. 

Sectoral Impact. 

We may next examine the possibility that, even if the overall impact of 
the external resource inflow on domestic savings is negligible, the impact on 
certain components thereof may be rather large. 

From this viewpoint, it is relevant to distinguish between public and 
private savings, relating the former to public revenues and the latter to private
income alone. Since private income as well as public revenues (to a smaller 
extent) were in turn correlated with Y, we used Y as the explanatory variable 
in addition to the external resource flow to reestimate the equations separately 
for private and government savings. The results are set out in Table 16-4, for 
the period 195 1-52 to 1965-66. 

As in the case of total savings, the explanatory power of contemporaneous 
capital inflow is nil in explaining either public or privte savings. The lagged 
capital inflow, however, has a significant negative coefficient in the case of 

TABLE 16-4 
Private and Governlment 

Savings Regressions, 1951-52 to 1965-66 

S,,= -1135 + 0.19Y - 0.281 R-= 0.91 
(304) (0.03) (0.36) 

S,," = -1433 + 0.22Y - 0.77F-, R = 0.94 
(245) (0.02) (0.28) 

S," = -476 + 0.06Y - 0.1OF R'= 0.84 
(158) (0.01) (0.19) 

S, = -543 + 0.06Y - 0.0IF-, R = 0.84 
(160) (0.01) (0.18) 

No-ims: Figures in parentheses arc standard 
errors. 

The subscripts 1, and g denote respectively pri­
vate and public savings. Refer to the text for ex. 
planatlon of the regressions. 
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private savings but the marginal propensity to save in the lagged relationship 
is higher than that in the unlagged one. These results, however, are difficult to 
interpret, as we would normally have expected the external resource inflow to 
work primarily through the budget-in view of the larger component of foreign 
aid-by reducing public savings: the significance of the lagged foreign re­
source inflow in influencing private savings seems to us therefore to be mainly 
spurious.' 

Thus we conclude that our analysis contradicts the thesis that incoming 
foreign resources have seriously interfered with the domestic savings effort. 
This is probably not surprising since the planning mechanism has, by and 
large, served to make the domestic tax-and-savings effort keep in step with the 
aid flow, both because of internal clarity on this objective and external (aid­
donor-induced) pressure-cum-ethos in this regard." 

RETAINED EARNINGS BY SPECIFIC 
INDUSTRIFS IN TIlE CORPORATE SECTOR 

The manufacturing sector as a whole accounted for less than 14 percent of 
national income in 1969-70. The contribution of registered factories was 
around 8 percent. The non-financial private corporate sector which is included 
in the group of registered factories and is its predominant part is estimated to 
have contributed about 5 percent of total domestic savings in 1971-72. Thus 
this sector is not a major source of savings in the Indian economy. However, 
since the exchange control regime had a major impact on this sector, it may 
nevertheless be of some interest to see whether the idustries favored by the 
import substitution policies were relatively higher savers. 

The Reserve Bank of India publishes financial data relating to large 
public and private limited companies. The private limited companies account 
only for about .10 percent of total assets of this group. Since this is a relatively 
small group, we decided to confine our attention to the public limited com­
panies. A number of alternative relationships between retained earnings (RE) 
and profits after taxes (PAT) were estimated, of which the following are of 
interest: 

RE = a +/ (PAT) + u (16-3a) 

NE =a+ + - T +u (16-3b) 

(N Isnet worth)
 
RE = /'PAT +
N-- X+ W)63o 
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The relationship (16-3a) is straightforward and needs no explanation. 
The relationship (16-3b) was suggested by the fact that the Reserve Bank 
publishes only pooled data relating to the companies operating in different 
sectors of the economy and not individual company data. Since the number of 
companies in each sector has changed over time, it is possible that some 
heteroscedasticity may be present in equation (16-3a). Equation (16-3b),
with a = 0, would then correspond to ( 16-3a) with correction for hetero­
scedasticity if one assumed that the residual variance in (16-3a) was propor­
tional to the square of net worth. Similarly, equation (16-3c), with a = 0, 
would be the correct estimating equation if the residual variance in (16-3a) 
was proportional to net worth. Note, however, that the coefficient a in the 
equations estimated was not specified to be zero so that the data could de­
termine whether it indeed was significantly different from zero. Also, note that 
a positive (negative) a (in 16-3b or 16-3c) will imply that for any given
level of profits after tax, retained earnings will be higher (lower) the larger 
the net worth. 

The regression results relating to 10 industries, for the years 1950-58 
and 1960-61 to 1968-69, are given in Table 16-5. 

The first four industries in Table 16-5 are, by and large, long-established
and "traditional" industries; the first two are also major exporters and none 
can be considered to have been "helped" by the foreign trade regime. Indus­
tries 5 to 10 did certainly "benefit" from such controls, however. If we now 
look at the results obtained by estimating equation (I 6-3a ), we find that 
while two out of four "traditional" industries had marginal propensities to 
save exceeding 0.50, the corresponding figure is four out of six in the case 
of the remaining industries. The correction for hetcrosccdasticity [equations
(16-3b) or ( I6-3c) I improves the goodness of fit and equation ( 16-3c) 
seems to yield a better fit to a certain extent in almost all cases though, in 
none of the cases is the increase in R2 very large.

Confining our attention to estimated equation ( 16-3c), in Table 16-5, 
we find that, keeping net worth constant, an increase of a unit in profits after 
taxes will increase retained earnings by more than 0.75 units in all cases 
except jute, for which the figure is 0.74. Thus, our analysis suggests that all 10 
industries considered %%ercgood savers. 

In order to examine rigorously, however, whether the "non-traditional" 
industries are (on the average) better savers than "traditional" industries, we 
ran a number of statistical tests. These tests were performed as follows. We 
estimated a common mairginal propensity to save li.e., I of (16-3a), -/ of 
(16-3b) and (16-3c)] for the two groups of industries while allowing the 
other parameters to vary among industries, using an appropriate (slope)
dummy variable technique. It turned out that the coefficient of this dummy
variable [i.e., a variable that had the value zero for all the observations relat­



TABLE 16-5 
Corporate Savings Regressions in Selected Industries 

RE + #(PAT) R 
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I. Cotton textiles 

2. lute manufactures 

-707.43 
(-7.3) 

-139.77 

0.77 
(11.4) 

0.73 

0.890 

0.986 

-0.05 
(-26.7) 

-0.01 

245.64 
(7.4) 

-71.27 

0.86 
(76.2) 

0.74 

0.997 

0.986 

-14.48 
(-25.4) 

-2.07 

1,227.07 
(16.4) 
-2.38 

0.85 
(73.5) 

0.74 

0.987 

0.986 

3. Cement 

4. Electricity gener-
ation and supply 

5. Aluminum 

(-17.85) 
-73.40 
(-2.12) 
-57.29 
(-3.42) 
-16.83 

(33.15) 
0.48 

(7.37) 
0.50 

(11.83) 
0.59 

0.773 

0.897 

0.955 

-(1.03) 
-0.06 

(-11.32) 
-0.05 

(-3.34) 
-0.05 

(-1.09) 
7.74 

(0.96) 
-2.16 

(-0.13) 
21.21 

(29.27) 
0.90 

(17.72) 
0.91 

(6.60) 
0.80 

0.957 

0.798 

0.924 

(-1.08) 
-7.13 

(-10.83) 
-6.06 

(-5.30) 
-4.77 

(-0.02) 
225.27 

(8.68) 
183.73 

(4.08) 
84.40 

(29.74) 
0.86 

(18.54) 
0.94 

(10.56) 
0.96 

0.960 

0.938 

0.984 

6. Iron and steel 

7. Transport 
equipment 

8. Electrical 

(-1.64)
-103.73 
(-0.99) 
-21.93 
(-0.84) 
-29.80 

(18.40) 
0.63 

(6.68) 
0.48 

(13.25) 
0.57 

0.736 

0.917 

0.934 

(-4.47)
-0.04 

(-6.83) 
-0.04 

(-5.45) 
-0.02 

(2.75)
-73.50 
(-2.43) 

31.88 
(5.36) 

3.91 

(9.75)
0.98 

(17.56) 
0.79 

(12.25) 
0.67 

0.964 

0.939 

0.853 

(-7.68) 
-6.88 

(-6.25) 
-4.87 

(-5.93) 
-4.95 

(6.73)
238.31 

(3.75) 
142.01 
(5.78) 

103.28 

(18.40)
0.94 

(13.85) 
0.78 

(13.74) 
0.89 

0.929 

0.969 

0.982 
equipment 

9. Other equipment 

10. Basic chemicals 

(-1.48) 
-96.41 
(-2.45) 
-19.92 
(-0.82) 

(15.13) 
0.65 

(7.81) 
0.44 

(10.26) 

0.793 

0.868 

(-2.14) 
-0.03 

(-2.93) 
-0.05 

(-4.46) 

(0.90) 
22.70 
(1.10) 
21.21 
(2.75) 

(9.16) 
0.67 

(10.21) 
0.80 

(9.76) 

0.874 

0.931 

(-7.82) 
-4.30 

(-5.23) 
-7.21 

(-7.93) 

(7.08) 
150.98 
(3.77) 

196.47 
(7.42) 

(18.57) 
0.76 

(13.99) 
0.93 

(14.53) 

0.929 

0.977 

NoTE: Figures in parentheses are t values. Refer to the text for explanation of the regressions. 
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ting to "traditional" industries and the value of PAT for (16-3a), PAT/N for 
(16-3b) and PAT/N"for (16-3c) corresponding to each observation re­
lating to "non-traditional" industries] was negative in each case [i.e., for 
(16-3a), (16-3b) and ( 16-3c)], suggesting that "non-traditional" industries 
on the average had a lower, not higher, marginal propensity to save! However,
the t values of these coefficients turned out to be insignificant so that the aver­
age MPS of "non-traditional" industries is not significantly different (at 1 per­
cent level) from that of "traditional" industries, except in the case of equation 
(16-3a). 

7 

After comparing the average MPS of the two groups of industries, we 
also examined whether there is any significant diffcrence between the MPS of 
industries within each group. This is done through an analysis-of-variance test 
which compares the increase (after dividing by the appropriate degrees of 
freedom) in the residual sum of squares brought about by estimating a com­
mon slope for the group in relation to the sum of the residual sum of squares
of the industries in the group when a separate regression is estimated for each 
industry. It turned out that the MPS of the "non-traditional" industries did 
not differ significantly (in a statistical sense) regardless of the form of the 
relationship ( 16-3a, 16-31b, or 16-c) estimated; the "traditional" industries 
had, however, significantly different MPS (at 1 percent level) except in the 
case of equation ( 16-3a).' 

We must conclude therefore that it is not possible to arguc, on the basis of 
the available and analyzed evidence, that any systematic diftercrices in the 
marginal propensity to savc can be discerned in different industries, or in 
"traditional" as against "non-traditional" industries. In fact. the only signili­
cant differences within any group of industries that are observed belong to the 
limited group of "traditional" industries, something that yields no comfort to 
those who look to the efficacy of the trade regime in raising savings as an 
offsetting argument against those who convincingly demonstrate its ineflicien­
cies in other respects. 

OTHER LINKS WITH SAVINGS 

The previous section suggests that, in terms of both the average and the margi­
nal propensity to save, the corporate sector is perhaps the best saver. Hence,
if the regime led to "additional" industrialization which. in turn, expanded the 
corporate sector, this could have contributed to greater saving. 

In turn, if the result was also an expansion of urban incomes, we have 
the addilional evidence, however slight, that urban households have highera 
marginal propensity to save than rural houselolds. The National Council for 
Applied Economic Research conducted two household savings surveys, the 
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first in 1960 covering urban households, and the second in 1962 covering rural 
households." The Council has also conducted another survey in the early 
1970s, the results of which are yet to be published. The earlier surveys, how­
ever, showed that the margiral propensity to save (MPS), net of rural house­
holds, was 0. 168 when savings in the form of currency, consumer durables 
and livestock were included, and 0.145 if these were excluded. The MPS of 
urban households was higher, at 0.34, coming down to 0.24 if the top and 
bottom 10 percent of income groups are excluded ol assumption that their 
incomes are affected by transitory factors, influencing excessively the esti­
mated MPS.'1 

We may finally note that the urban sector is also a better saver, not 
merely because of the corporate sector and the urban households, but also 
because the government's tax net is more effective in the urban than ill the 
rural sector (to a point where agricultural income has escaped with virtually 
no taxation s) far). On the other hand, one may also argue that the inability 
to raise enough savings from the urban sector could well have prompted 
greater efforts in the direction of agricultural taxation; alternatively, a rapidly 
growing agricultural sector, as seems now likely in the post-Grecn-Revolution 
period, could well have led to a better perception of the need to tax this sector 
and hence perhaps to greater action in that regard." We also need to note 
finally that higher savings rates may still imply lower growth rates if the in­
vestment needed to sustain unit growth of income increases sufficiently in the 
process owing to inctliciencies or misallocation of resources. In particular, in 
relation to the urban expansion, note that such In outcome of the economic 
policies, even if it leads to an increase in the savings rate. may well require 
additional invcstments in high calpital-output ratio activities such as housing 
and related infrastructure in the cities andi thus slow down economic growth 
on that account. 

The frequent argument that a QR-regime enables the government to get 
away with inflation and thereby encourages inflationary policies that combine 
with low nominal interest rates and declining real interest rates to cause a 
reduction in savings does not seem relevant to India which, until 1962-63, 
had experienced only a moderate trend increase in prices. lhe post-1966 
situation in particular has had less pric: stability, but the period is too short 
and disturbed in the end by the refugee crisis of 1972 and the emergence of 
Bangladesh and its associated strains on the Indian economy to make any 
reasonable evaluation of this hypothesis possible at the time this monograph 
was written. Needless to ,ay, howerver, there is nothin, about a OR-regime 
which requires that real interest rates be kept excessively low. 

We may next note the argument that India's development strategy erred 
in permitting a skewed income distribution which resulted in an unnecessarily 
import-intensive consumption pattern that increased tile foreign exchange con­
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stralnt and reduced the feasible rate of savings and growth.' 2 Admittedly,
there is a grain of truth in this; but it may well be contended that this argument
is a critique of inefficient and unjust income-distribution policies, rather than of 
the OR-and-industrial-licensing regime. But there is a connection. It was really
the growth of consumer industries, often at a very low economic scale but 
nevertheless supported by the QR-regimc and automatically protected, that 
enabled the government to claim that luxury imports were down while per­
mitting and encouraging the consumption of similar domestically produced
luxury items in the name of industrialization. An economic policy that would 
have forbidden the indiscriminate growth of such consumer and allied indus­
tries domestically would have made the cost of permitting such luxury con­
sumption much more obvious by making it feasible only through importation
in many cases. This might well have resulted in greater political pressure to 
pursue income redistribution more energetically. Of course, a socialist cynic
might well argue that the result would have been merely to seek other subter­
fuges to avoid making the genuine left-wing shift implicit in a redistributive 
program with a real bite. 

Finally, we must note the rents which accrued to those who were given 
access to the scarce imports carrying large premia through the bulk of the 
period we have been studying. This implies that an alternative regime, under 
which these premia had been siphoned off into the tax net, would have been
productive of more savings. If we allow for an average premium of 40 percent 
on imports, and assume an average import bill of Rs. 18 billions (which is the 
approximate average for the import bill for the first four years of the Third 
Plan) and assume, in turn, that half of this could have been subject to this 
premium-siphoning exercise, we would have had an annual tax revenue collec­
tion of Rs. 3.5 billions on this account alone, representing nearly 10 percent
of the tax revenue in India during 1969-70 of Rs. 39.9 billions. Thus, even if 
nothing else had been changed in the Indian economic regime, a shift to an 
exchange rate regime which eliminated this premium, by devaluation or by the 
use of adjustable tariffs or exchange auctions suitably designed, would have 
helped generate greater savings. 

Needless to say, all the increase in taxation would not have implied a 
corresponding increase in savings in the economy. While we think that it is 
reasonable to assume that increzsed government savings would have more 
than offset the loss in savings from those deprived of the import premia. we 
must admit also that the resulting increment in total savings is likely to have 
been rather small. This is because most of the imports went to the corporate
manufacturing sector as the AU import licensing became more important, and 
the profits of that sector were subject to the 50 percent corperation tax any­
way, ' and, as we have already seen, the corporate sector has a rather large 
propensity to save out of incremental retained earnings.

In conclusion, we can only say that the linkages between India's trade 
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regime and her savings performance are many and diverse; they are also diffi­cult to evaluate and quantify with the degree of success that would be ncces­sary to arrive at a reasonably firm conclusion regarding the sign of the netimpact. It is clear enough, on balance, at the end of our analysis that onecannot really justify, on the available and analy7.d evidence, any claim thatthe QR-regime, while it may have led to several static inefficiencies and costs,had at least the saving grace to improve the savings performance and thus 
lead to higher growth in the long run. 

NOTES 

1.More can bo learned about this subject from C. R. Rao, ed., Data Base of theIndian Economy (Calcutta: Statistical Publishing Society, 1972).2. The statistical results reported in Tables 16-1 through 16-4 have been takenfrom T. N. Srinivasan, S. 1). Tendulkar and A. Vaidyanathan. A St1dy of /the AggregateSavings l/harior of the Indian Economy, (New Delhi: Indian Statistical Institute,
1973).

3. Recall, ho"ever, our caveats in the preceding discussion about tLe lack ofsufficient data for the post-1966 period to test this hypothesis effectively. Table 16-1 isonly a weak way of learning about this issue.4. Note again that the early half of the 1950s "as very,cornfortable but the lasttwo years of the decade sscie already characterized by the strict QR-reginie, as pointedout in Chapter 2. Note also that if tie marginal propensity tends rise withincreasing per capita inomuc, its failure to do so 
to save to 

in tile 1960s may be significant as a
possible shortcoming of the QR-reginue.

5. In fact, %%e might as sscll argue that the resource inflo%% could have improvedinvestment opportiunities-in India. the inflow of privile foreign investment leads to thesame result since joit ventures are actively promoled by government-and could haveled to increased private savings a ht Ilitschman to utilite these oppoilunities! The only"weak" argument in support of the negative coeflicient on F., is that consumption is afunction of available impoits %%hich. in turn, reflect foreign aid inflow. This argumentwould be justified iosome estent h PI480 imports.
6. For relevant det;,ilson the lax efforts of tie Indian government from 1950 to1966, see l1hag% aliand Desai. Iidia, pp. 71-73,
7. The t values %;ere: 

Sorin o/Equation Degreesof lreedo, t 
16-3a 168 -5.23 
16-3b 158 -0.84 
16-3c 158 -0.19 

8. The F values were: 

Traditional 
 Non-tradional
Degrees o/ Degrees o/Form o/the Equatlon Freedotn F Freedom F 

16 -3a 3,64 1.57 5,96 2.1816-3b 3,60 5.92 5,90 2.26
16-3c 3,60 7.74 5.90 0.32 
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9. The methodology, the sampling design and the detailed results of these two 
surveys were published in a series of studies by the government of India, New Delhi: 
Urban Income and Saving appeared in 1962 and the All India Rural Household Survey 
was brought out in three volumes in 1964, 1965 and 1966. 

10. The Reserve Bank of India used to publish time series data (discontinued after 
1963) on aggregate savings of rural households based on an extrapolation of the bench­
mark estimates obtained for 1951-52 in its rural credit survey. Since the methodology of 
extrapolation is subject to criticism (see the chapter by A. Rudra on savings estimates in 
Rao, Data Base), and since data for the years beyond 1962-63 are not available, we do 
not report the RBI results here. Sonic fragmentary evidence relating to household 
savings in some regions of India is also available. See P. G. K. P'anikkar, Rural Savings
in India (Bombay: Somaiya Publications, 1970). 

II. At the height of the tax effort in relation to national income in 1965-66, the 
shares of the public sector and the private corporate sector in net domestic savings were 
estimated at 22.9 and 4.2 percent. In the preceding year, when there was no drought and 
therefore no need to subsidiie iood primarily, these shares were 29.3 and 5.2 percent.
See Fourth Plan Alid-Termn Appraisal. Vol. 1. 1971, Government of India, Planning 
Commission, New Delhi. 

12. The Approach to the Filth Fire Year Plan, Government of India, Planning 
Commission. New Delhi, claims to demonstrate this point by contrasting the results of a 
planning-model exercise with tso different consumption veclors, one in wshich income is 
redistributed to the bottom 30 percent and one in which it is not. The emerging plan,
therefore, is likely to opt for the former course groi.nds of bath growth andon redistribu­
tive justice. We should note, hos ever, that the alleged contrast between the two variants 
depends on assumptions about feasible grosth iates in agriculture. In case of feasibility
constraints on agricultural grossth. the redistribution variant could well require the 
importation of so much food as to reverse the growth ranking of the two variants! 

13. However, note also that whenever these premia ssere "cashed" in the market by
illegal transactions, they escaped the tax net. In contributing to the large amount of 
"black" roney in circulation. the exchange control regime, which made the transfer of 
AU licenses illegal but not infrequent, %%as itself a major force in making the tax effort 
of the Indian fiscal authorities less effective than it might have been. 
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Concluding Remarks 

The analysis in this volume points to the conclusion that India's foreign trade 
regime, in conjunction with domestic licensing policies in the industrial sector, 
led to economic inefficiencies and impaired her economic performance. This 
conclusion follows not merely from the static analysis in Part 11, but also from 
our analysis of growth effects in Part IV. The policy framework was detri­
mental, on balance, to the growth of the economy by advcrsely influencing 
export performance, by wasteful inter-industrial and inter-firm allocation of 
resources, by permitting and encouraging expansion of excess capacity and by 
blunting competition and hence the incentives for cost-consciousness and 
quality-improvement. The effects on savings and research and development 
expenditures were, at best, ambiguous and cannot plausibly be cited as having 
offset these inefficiencies. 

Secondly, our analysis of the Jtne 1966 devauation-cum-liberalization 
policy package, far from showing that exchange rate adjustment is unwork­
able, suggests the opposite conclusion. We have also been able to draw 
lessons on how such a policy package may be better designed to secure more 
acceptable and lasting transition to a less restrictive foreign trade regime. 

Our detailed analysis of the June 1966 policy package, the lessons spelled 
out for making such :tpolicy change nore successful and efficient and the 
conclusion that such a change is necessary to stimulate the increased efficiency 
and faster growth of the Indian economy--these three aspects of our analysis 
strongly underline the need for India to adopt a new economic policy and the 
feasibility of such a transition.' 

1.The dimensions of such a new policy framework were spelled out in our joint 
paper, "Licensing and Control of Industry," given at the Prime Minister's Conference for 
Young Industrialists. March 1966. See also Bhagwati and Desai, India, pp. 477-496; and 
ahagwaii, India in the Internatioma Economy. 
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Appendix A 

Definition of Concepts and 
Delineation of Phases 

DEFINITION OF CONCEPTS USED IN THE PROJECT 

Exchange Rates. 

1. Nominal exchange rate: The official parity for a transaction. For 
countries maintaining a single exchange rate registered with the International 
Monetary Fund, the nominal exchange rate is the registered rate. 

2. Elective exchange rate (EER): The number of units of local cur­
rency actually paid or reccived for a one-dollar international transaction. Sur­
charges, tariffs, the implicit interest forgone on guarantee deposits, and any 
other charges against purchases of goods and servizcs abroad are included, as 
are rebates, the value of import replenishment rights, and other inccntives to 
earn foreign exchange for sales of goods and scrvices abroad. 

3. Price-level-deflated (I'l))110iiial 'xclange rc 's: The noininal ex­
change rate deflated in relation to some base period by the price level index 
of the country. 

4. Price-level-dflated EER (ILI)-EER): The EER deflated by the 
price level index of the country. 

5. Iliirchasing-ower-parity adjusted exchange rates: The relevant (nom­
inal or effective) exchange rate multiplied by the ratio of the foreign price 
level to the domestic price level. 
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Devaluation. 

1. Gross devaluation: The change in the parity registered with the IMF 
(or, synonymously in most cases, de jure devaluation). 

2. Net devaluation: The weighted average of changes in EERs by
classes of transactions (or, synonymously in most cases, de facto devalua­
tion). 

3. Real gross devaluation: The gross devaluation adjusted for the in­
crease in the domestic price level over the relevant period.

4. Real net devaluation: The net devaluation similarly adjusted. 

Protection Concepts. 

1. Explicit tari1: The amount of tariff charged against the import of a 
good as a percentage of the import price (in local currency at the nominal 
exchange rate) of the good.

2. Implicit tariff (or, synonymously, tariff equivalent): The ratio of the 
domestic price (net of normal distribution costs) minus the c.i.f. import price 
to the c.i.f. import price in local currency. 

3. Premium: The windfall profit accruing to the recipient of an import
license per dollar of imports. It is the difference between the domestic selling 
price (net of normal distribution costs) and the landed cost of the item (in­
cluding tariffs and other chargcs). The premium is thus the difference between 
the implicit and the explicit tariff (including other charges) multiplied by tile 
nominal exchange rate. 

4. Nominal tariff: 'rl-e tariff-either explicit or implicit as specified­
on a commodity. 

5. lectie tarifl: The explicit or implici., tariff on value added as dis­
tinct from the nominal tariff on a commodity. [his concept is also expressed 
as the effective rate of protection (EIRP) or as the effective protective rate 
(EPR). 

6. Domestic resource costs (DRC): The value of domestic resources 
(evaluated at "shadow'" or opportunity cost prices) employed in earning or 
saving a dollar of forcign exchange (in the value-added sense) when produc­
ing domestic goods. 

DELINEATION OF PHIASES USED IN TRACING TIlE 
EVOLUTION OF EXCiANGE CONTROL REGIMES 

To achieve comparability of analysis among different countries, each author 
of a country study was asked to identify the chronological development of his 
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country's payments regime through the following phases. There was no pre­
sumption that a country would necessarily pass through all the phases in 
chronological sequence. 

Phase 1: During this period, quantitative restrictions on international 
transactions are imposed and then intensified. They generally are initiated in 
response to an unsustainable payments deficit and then, for a period, are in­

as atensified. During the period when reliance upon quantitative restrictions 
means of controlling the balance of payments is increasing, the country is said 
to be in Phase 1. 

Phase I1: During this phase, quantitative restrictions are still intense, but 
various price measures are taken 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 interventions are used in this phase. 
However, primary reliance continues to be placed on quantitative restrictions. 

Piase II!: This phase is characterized by in attempt to systematize the 
changes which take place during Phase II. It generally starts with a formal 
exchange-rate change and may be accompanied by removal of some of the 
surcharges, etc., imposed during Phase 11 and by reduced reliance upon quan­
titative restrictions. Phase II may be little rorc than a tidying-up operation 
(in which case the likelihood is that the country will re-enter Phase II), or it 
may signal the beginning of withdrawal from reliance upon quantitative re­
strictions. 

Phase IV: If the changes in Phase IIl result in adjustments within the 
country, so that liberalization can continue, the country is said to enter Phase 
IV. The necessary adjustments generally include increased foreign-exchange 
earnings and gradual relaxation of quantitative restrictions. The latter relaxa­
tion may take the form of changes in the nature of quantitative restrictions 
or of increased foreign-exchange allocations, and thus reduced premiums, un­
der the same administrative system. 

Phase V: This is a period during which an exchange regime is fully lib­

eralized. There is full convertibility on current account, and quantitative re­
strictions are not employed as a means of regulating the ex ante balance of 
payments. 
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Indian Terms and Units 

Indian Units. 

I crore: 10 million.
 
I lakh: 100,000.
 
Tonne: metric ton; I tonne is equivalent to 1.096 U.S. tons.
 
Indian fiscal l ear: runs from April I to March 31.When a year is given in 

hyphenated form (e.g., 1952-53), it refers to the fiscal year. The calendar 
year is referred to by just one number (e.g., 1952). 

Political Institutions and Parties. 

Lok Salub/: Lower house of the Indian Parliament. 
Raya Sabha: Upper house of the Indian Parliament. 
Estimates comnmiti ,es of the l.ok Sab/ia: These committees generally under­

lake an evaluation of the various ministries and depart ments of the Govern­
ment of India. In practice, the rcporls of these committees promote the 
accountability of th execi tive branch of the government to the Parliament. 

ComI1111ttnunjt Part\ of hIdia (('/): Ilhe Mocow-tiricnlctd Indian Communist 
Party. 

Communi t ariv-Alar.ti.st (CPAt): 'I he ('PM was formed after the Chinese 
invasion of 1962. Its orientation is neithcr Si ltnor ('hinese. 

Communist Part\-MAryisi-L',liis, ((PAHIL). The (PMI. is militant in its 
ideology and violent in its tactics. It is most active in West B3engal, 
especially in Calcutta. It is Mao-inspired. 
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Congress Party (Ruling): The faction of the Old Congress Party with a left-of­
center program, which was swept to power under Mrs. Gandhi's leadership 
after the general elections of March 1971. 

Congress Party (Organizational):The faction of the Old Congress Party with 
the older leadership. 

Dravid Munnetra Kazhagam (DMK): The political party with a regional basis 
in the state of Tamil Nadu in South India with Madras as the capital. 

Jan Sangh: The right-wing party drawing its inspiration from Hindu cultural 
traditions and nationalist aspirations. 

PrajaSocialist Party (PSI'):The socialist impact of this party, formed i;i 1952, 
was nullified mainly as a result of the socialist program of the Congress 
Party under Nehru's leadership. 

SwatantraParty:The right-wing party of private enterprise. 
Samykta Socialist Party (SSP): The socialist party under the colorful leader­

ship of the late Ram Manohar Lohia, with a largely agitational approach. 
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Abbreviations Frequently Used 

ASI Annual Survey of Industry 
AU Actual User (Import) Licenses 
CCI&E Chief Controller of Imports and Exports
CG Capital Goods (Import) Licenses 
CGC Capital Goods (Import) Control 
DAC Development Assistance Committee 
DGTD Directorate Gcneral of Technical Development 
DLF l)evelopment Loan Fund 
El Established Importer Licenses 
EP Export Promotion (Import) Licenses 
EPC Export Promotion Council 
GOI Government of India 
IBRD International Bank for Reconstruction and Development (World 

Bank) 
ICT Indian Customs Tariff 
I&SC Iron and Steel Controller 
ITC Indian Trade Classification 
JCCIE Joint Chief Controller of Imports and Exports 
NDC National Development Council 
NDR National Defense Remittance Scheme 
PL 480 U.S. Public Law 480 
RBI Reserve Bank of India 
PPD Perspective Planning Division, Planning Commission 
POL Petroleum, Oil, and Lubricants 

251 



252 APPENDIX C 

SITC Standard International Trade Classification 
SSMI Sample Survey of Manufacturing Industries 
STC State Trading Corporation 
USAID U.S. Agency for International Development 
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