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(ix) The figures of utilisation of outlays in the First Five Year plan show that in
four of the six backward states, the percentage utilisation of the outlays
provided has been less than the overall utilisation factors. The same pattern
is observed in the figures of loans and advances given by the public sector
financial institutions to the various states.

SUGGESTIONS TO REMOVE REGIONAL IMBALANCES
The following might help remove regional disparities:

The suggestions are only indicative but not the only ones.

QUESTIONS

1. Whatis balanced regional development?

2. How is backwardness determined? What are the causes for backwardness?
3. Suggest measures to remove regional disparities.

4. Why have the efforts to remove regional imbalances not been successful?
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Price Distribution Controls

Control of prices and the distribution of essential commodities is yet another component
of economic environment. This chapter is devoted to a brief discussion of price and
distribution controls.

OBJECTIVES OF PRICE AND DISTRIBUTION CONTROLS

The following are the objectives of price and distribution controls:

CONTROL OF PRICES

Till 1961, there was not much urgency in price policy as the rise in prices was gradual
and there was no public agitation against rise in prices. Since then, inflationary
pressure was so great, that anti-inflationary measures were given priority by the
government. A wide range of measures were adopted to ensure stable conditions as
well as to prevent speculators from taking an undue advantage of the conditions of
scarcity. Since the price situation was the outcome of shortages in basic supplies and
arapid growth in money supply and bank credit, various types of measures relating
to money supply, pricing and distribution of commodities were pressed into service.

Demand Management

The accent of price policy since 1973-74 has been mostly to rely on fiscal
and monetary measures with a view to check the demand of the general
| public for goods and services.

(i) Fiscal Measures: In July 1974, the Government of India
promulgated three ordinances to limit the disposable money incomes in
the hands of consumers through freezing wages and salaries on one side
and dividend incomes on the other. In January 1984, the Government of India
announced a package of programmes to curtail public expenditure, to postpone fresh
recruitment to government jobs, etc., and thus attempted to reduce government
expenditure. Instead, the governments-both Central and State Governments-have
been spending tax-payer’s money recklessly and wastefully. Besides, they have always
adopted a policy of deficit budgeting. Thus, instead of checking prices, the government
policy has actually pushed up prices.

It was only in the last three or four years that the Government of India has
appreciated the importance of reducing fiscal deficit and bringing inflation under
control. Government has been taking all measures to bring down fiscal deficit to
around four per cent.

(ii) Monetary Measures: The monetary policy of RBI consists of the extensive use
of general and selective credit control measures. The main thrust has been to restrict
bank-credit against inflation sensitive goods and to influence the cost and availability
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of commercial bank credit. The RBI relies heavily on selective credit controls on
inflation sensitive commodities (such as foodgrains, cotton, oil-seeds and oils, sugar
and textiles) so as to discourage speculative hoarding. The appx bank has frequently
used the bank rate as an anti-inflationary weapon. Since July 1974, the RBI has
frequently raised the bank rate from 7 to 12 per cent and has also raised the minimum
lending rates on bank advances.

During the Sixth and Seventh Plan periods, monetary policy was essentially directed
to prevent any excessive increase in liquidity and at the same time to ensure that the
genuine credit requirements of the productive and the priority sectors are adequately
met.

Reserve Bank took steps to tighten monetary and credit expansion in September
1981 when the cash reserve ratio (CRR) was raised from six to eight per cent in four
stages. These steps resulted in a large measure, in mopping up excess liquidity in the
economy, moderating monetary and credit expansion and consequently helped in
bringing down the rate of inflation towards the end of 1981-82. Since 1990-91, money
supply had accelerated considerably and there was continuous rise in inflationary
pressure. Accordingly, RBI had to adopt monetary policies which would slow down
money supply and reduce liquidity in the economy. When the inflationary pressure
was reduced during subsequent years, RBI adjusted the monetary policy so as to
stimulate production.

Supply Management

Supply management is related to the volume of supply and its distribution system.
On the commodity front, the government has generally focussed its
attention in securing greater control over the prices of rice, wheat, sugar,
oils and other commodities of mass consumption. Through increase in
domestic supplies, large releases from official stocks and widening and
streamlining of the network of public distribution, the government
attempts to prevent an undue increase in the prices of essential
commodities. Let us touch some of the important aspects of this policy:

(a) Fixation of Maximum Prices: For eliminating the incentives for hoarding
and speculative activity in foodgrains, the state governments have been asked
to fix the wholesale and retail prices of foodgrains. Further, the government
also fixes minimum procurement prices for major crops on the recommendation
of the Agricultural Prices Commission (APC). Prices of other important goods
like cloth, sugar and vanaspati are also controlled.

(b) The System of Dual Prices: The government has adopted a system of dual
prices in the case of goods like sugar, cement, paper etc. Under this system,
the weaker sections of the community are supplied these goods through fair
price shops, at controlled prices and the rest are allowed to purchase their
requirements at higher prices from the open market. Dual pricing generally
failed to serve the purpose; it created confusion in the market and led to
erratic price movements.

(©) Increase in Supplies of Foodgrains: The government attempts to increase
supplies of foodgrains and other essential goods in times of internal shortage
through larger imports. During 1970s and 1980s, the Central Government
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Price Distribution Controls

took advantage of the success of the green revolution and gradually built up
large reserves of foodgrains; and at one time, reserves exceeded 30 million
tonnes. It was strongly believed in government circles at one time that the
intensive procurement drive, along with the fixation of wholesale and retail
prices of foodgrains would compel hoarders to disgorge their stocks on the
market, thereby releasing the pressure on prices.

Problem of Oilseeds and Edible Oils: In recent years, the prices of oils along
with those of pulses, tea and sugar have been responsible for rise in the general
price level. The government has prepared medium and long-term plans to
step up the production of oilseeds in the country. The Government has
announced higher support prices for groundnut, soyabean and sunflower seeds-
the last two crops offer the maximum scope for augmenting the supply of
edible oils in the country. In the short period, the government has been
relying on the imports of edible oils even though it has found out that imports
do not necessarily bring down prices for the domestic consumers.

Public Distribution System and Consumer Protection: An important aspect
of the government’s policy was the strengthening of the public distribution
system. The government has set up a network of fair price shops numbering
nearly 4,00,000 which cover a population of over 500 million and which
distribute wheat, rice, sugar, imported edible oils (palm oil), kerosene, soft
coke and controlled cloth. The public distribution system serves two purposes.
Firstly, it helps to hold down prices. Secondly, it provides essential commodities
to low income groups at relatively low prices. But whenever the public
distribution is hard pressed due to inadequate supply, prices tend to rise.

Control over Private Trade in Foodgrains: To check prices and to eliminate
hoarding and speculative activity in foodgrains trade, wholesale dealers in
foodgrains were licensed in many states. The government also enlisted the
help of associations of foodgrains traders in regulating their activities and
improving practices through voluntary sanctions. Steps were also taken to
curb profiteering by traders by prescribing margins of profits. Limits were
also fixed beyond which traders and producers could not hold stock without
declaration. At the end of September 1977, Pulses and Edible Oils (Storage
Control) Order was issued under the Essential Commodities Act to fix the
maximum limits of stocks that could he held by wholesalers and retailers in
respect of pulses, edible oils and vanaspati. The Food Corporation of India
came in a big way to buy in surplus areas and sell in deficit areas and thus
moderate the difference in prices.

Measures to Increase Agricultural Production: Side by side with the measures
for regulating prices and distribution, attention was also focussed on long-
term measures to stimulate the production of agricultural commodities.
Imports of fertilizers were increased substantially, measures were taken to
increase output from indigenous fertilizer plants and also to set up new fertilizer
plants. Pesticides and tractors are also of importance and attempts are being
made to increase imports in the short run and establish additional capacity in
the long run. Attention is being given to the multiplication and distribution
of improved varieties of seed, speeding up the implementation of irrigation
projects etc.!

505



506 Essentials of Business Environment

PUBLIC DISTRIBUTION SYSTEM (PDS)
Rationale of PDS

The distribution of essential commeodities through fair price shops at
government-controlled prices has come to be known as the public
distribution system. There are various reasons for the setting up of the
public distribution system in India.

In order to maintain stable price conditions, an efficient management
~ of the supplies of essential consumer goods is necessary. The demand
for such commodities being largely inelastic, even a marginal fall in the production
and supply often leads to a disproportionate increase in their prices. Moreover, as
most of these commodities are agriculture-based, their prices are subject to large
seasonal variations. Public distribution will, therefore, have to play a major role in
ensuring supplies of essential consumer goods of mass consumption to people at
reasonable prices, particularly to the weaker sections of the community.

As mentioned above, state trading and buffer stock operations on the one side, and
public distribution on the other are essential in the case of agricultural products. A
large proportion of agricultural products-both foodgrains and industrial raw materials-
come to the market soon after the harvest when prices are depressed. It is necessary
to devise a scheme to buy such commodities at prices which ensure a certain minimum
profit to the producers. The Food Corporation of India (FCI) and other institutions
have been set up to buy agricultural prices that also help in stabilising agricultural
prices. At the same time, these goods would be supplied through public channels to
consumers especially the weaker sections of the community-this would mean that in
critical times, they would receive supplies of essential commodities at reasonable prices.
The public distribution system has become a stable and permanent feature of India’s
strategy to control prices, reduce fluctuations in prices and achieve an equitable
distribution of essential consumer goods.

The public distribution system is also required to operate the dual pricing system
wherever it is applied. As explained above, a certain proportion of the output of the
commodities involved is procured by public agencies for distribution through the public
distribution system at reasonable prices to the vulnerable sections, and at the same
time, the producers are allowed to sell the balance in the free market at higher prices
and realise on the whole a fair price for their produce.

Goods to be included in the public distribution system

Since distribution is a highly complex matter, only the most essential goods of mass
consumption should be brought under the public distribution system, e.g., cereals,
3 sugar, edible oils and vanaspati, kerosene, soft coke, controlled cloth,
{ tea, toilet soap and washing soap, match boxes, exercise books for children
| etc. Even though all these goods are essential, there can be regional
ariations in preferences-rice in the South and West Bengal and wheat
in North and Central India. Besides, different commodities may assume
importance in the scheme of public distribution at different points of
“time. The main emphasis should be to cover the whole country and
supply the essential goods through the public distribution system at reasonable prices
only to the vulnerable sections of people in the country.
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Supplies to the public distribution system

Both Central and state governments have made arrangements to procure essential
commodities and supply them through the public distribution outlets. In the case of
foodgrains, FCI undertakes the necessary operations. In regard to sugar, FCI
undertakes the operations in some states and in others, civil supplies corporations or
co-operatives undertake these operations. The State Trading Corporation(STC) has
been entrusted with the responsibility of importing and distributing edible oils. The
Department of Coal and Coal India Limited (CIL) handle soft coke. Kerosene is being
handled by the public sector corporations like Indian Oil Corporation (I0C), Hindustan
Petroleum and Bharat Petroleum. The production of controlled cloth has now been
generally entrusted to the National Textile Corporation(NTC) and distributed through
the National Consumers Co-operative Federation(NCCF). The NCCF also procures
and distributes tea, while coffee is being supplied by the Coffee Board. In ordinary
times, these arrangements have been functioning smoothly. But the government has
to keep a continuous watch over these arrangements and strengthen the system and
make changes as and when necessary.

Form of public distribution

At the state level, the distribution of essential commodities received from or through
Central agencies is done through Food and Civil Supplies Departments, Civil Supplies
Corporations and Essential Commodities Corporations. At the lowest level, there are
fair price shops to sell essential goods ultimately to the consumers. The total number
of fair price shops both co-operative and private, in the country was nearly 4.24 lakh
ason 31 March 19942

Success of the public distribution system

For the success of the public distribution system, the maintenance of
the supply line of commodities selected for distribution is of crucial
importance. Even a temporary interruption in supplies would create
great hardship to the people. This necessitates forward planningi.e.,
suitable programmes to increase the production of essential commodities
of mass consumption and timely imports when domestic supplies are anticipated to be
inadequate to match the internal demand.

Another factor for the success of the public distribution system is the necessary
link between production, procurement, transportation, storage and distribution of the
selected commodities. In the past, responsibilities for these were fragmented and this
contributed to the weakness and inefficiency of the public distribution system. The
Sixth and Seventh Plans had followed an integrated approach and paid attention not
only to production and procurement, but also to storage and the transportation of the
selected commodities.

For the public distribution system to be really useful, it is necessary to expand it
quickly to cover all areas in the country, particularly the backward, remote and
inaccessible areas. Special attention has to be given to rural areas as the system is
relatively less developed in such areas. The public distribution system is extremely
weak in inaccessible areas inhabited by the tribals and weaker sections of the
community because of the non-viability of operations there.
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In the states where a strong cooperative movement exists, the apex body of consumer
co-operatives and marketing societies may take up the responsibility of procurement,
storage, movement and the distribution of essential commodities. In other states,
however, it would be necessary to set up Civil Supplies Corporation or Essential
Commodities Corporations to undertake these operations.

Measures to Strengthen PDS

In recent years, the government has taken the following measures to strengthen
public distribution and make it more effective and useful:
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Revamped Public Distribution System

From June 1992, a special scheme to revamp the PDS (RPDS) was introduced where
additional items like tea, soap, pulses and iodised salt began to be supplied by state
governments to serve tribal, hill and arid area populations in 1775 blocks located in
backward and remote areas characterised by poor infrastructure. Additional quantities
of 3.1 million tonnes of foodgrains (rice and wheat) for RPDS, over and above the
normal allocations to states, are assured for distribution in these ‘revamped’ FPSs at
a price which is lower than the central issue price (CIP) by Rs.50 per quintal as
compared to normal PDS elsewhere. The state governments are also advised to ensure
that the retail prices at the ‘revamped’ fair price shops are not higher than CIP more
than 25 paise/kg. Besides, the existing 17.75 RPDS blocks, government has identified
additional 409 blocks for inclusion under the RPDS scheme.

In 1997, the Government of India introduced the Targeted Public Distribution
system. This is a system which makes a distinction between Below Poverty Line
(BPL) and Above Poverty Line (APL) households. It also introduced a pricing system.

In his 2000-2001 budget, the Finance Minister has announced steep price increases
for rice and wheat supplied through fair price shops. Specifically, Central issue prices
will be set at half the ‘economic cost’ incurred by the Food Corporation of India (FCI)
of BPL households and at the full ‘economic cost’ for APL households. The economic
cost comprises the procurement price of grain, costs related to procurement price of
grain, and costs of distribution. Wheat will now be available at Rs.8.40 (against
Rs.6.82) a kg and rice at Rs.11.70 (against Rs.9.05) per kg for APL families. BPL
families will be charged Rs.4.20 (against Rs.2.50) per kg of wheat and Rs.5.85 (against
Rs.3.50) per kg of rice.

Problems of Controls

The problems associated with price and distribution controls are many. In the first
place, it often happens that the controlled prices fixed by the government are above
the free market level. For instance, when there is a glut in the market
due to the heavy supply of a particular commodity, its price would crash,
resulting in heavy losses to the producers. The losses may be too much
for the producers to bear. The controlled prices fixed are above the market
level to avoid such losses. But the controlled prices would result in waste,
inefficiency and the misallocation of resources.

Secondly, the controlled prices often will be fixed below the free market price.
This happens when there is a short supply of a commodity. Being forced to sell below
the market price, producers will be denied profits they would have earned had they
sold their produce in the open market. This discourages fresh investments, expansion,
modernisation and the setting up of new enterprises.

Thirdly, price control is inevitably followed by distribution control. In essence,
rationing implements price control. Theoretically, distribution control ensures
equitable distribution of essential commodities. But the success of rationing depends
on civic consciousness and public trust in the system both of which are difficult to
come by.
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Fourthly, price and distribution controls, like any other control, leads
o corruption, inefficiency, hoarding and blackmarketing. It is rightly
aid that the price control is ‘the father of blackmarketing and carries
with it an insidious threat to public morality...a means to expose every
citizen, everyday of his life, of a temptation to break the law or the
organised conventions of the society.™*

Fifthly, while fixing prices, authorities take into consideration the ‘fair return’
that the producers would get. A study of different reports made from time to time to
fix a ‘fair return’ and to decide a price will only show that the task is an extremely
difficult one. First of all, the selection of representative units (when there are a large
number of units); secondly, calculation of capital employed or other reasonable basis;
thirdly, the expenditure that is to be covered by the ‘fair’ rate of return; and fourthly,
special allowances or problems typical to any industry, if any, are the issues to be
tackled while deciding a price. Apart from covering the cost of raw material, labour,
depreciation etc., cost of capital employed is also important and whether a particular
cost (e.g., managerial remuneration or bonus to workers) is to come under the cost
itself or to be covered by the ‘fair rate of return’ is the problem that has been dealt
with differently. Determination of a fair rate of return on capital depends on the
definition of ‘capital’ as well as on the judgement of what constitutes a fair or appropriate
return in the context of the stage of economic development at a time.5

Sixthly, the system of price and distribution controls, the use of much manpower
and other economic resources merely in working controls, and exposing the public
services to a strain which may in the end prove unbearable.®

Seventhly, controls, particularly the PDS, have been a heavy drain on the nation’s
exchequer as shown in Table 29.1.

Drainon
Exchequer

(Source: The Hindu, dated June 15, 1995).

Arguing that the subsidy is targeted to benefit the poor, our PDS seems to have
failed in reaching the really poor. During 1992-93, UP, Bihar and Madhya Pradesh,
which account for 34.5 per cent of total population and 42.2 per cent of the poor in the
country were allocated only 13.7 per cent of the food grains distributed by the PDS all
over the country. On the other hand, Andhra Pradesh, Kerala, and Delhi, which
account for not more than 11.4 per cent of the total population and only 10.5 per cent
of the poor in the country, had received 28.7 per cent of the total quantity of foodgrains
distributed. Inequities in the distribution of foodgrains are most glaring in the cases
of Delhi and Bihar. Delhi, which has a population of not more than one per cent of the
total population of the country, and that too of the richest in the country, had received
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5.3 per cent of foodgrains. Whereas Bihar, the poorest among all states and with
population exceeding 10 per cent of the total, had received only 4.01 of the total
foodgrains distributed.” (See also Table 29.2).

Finally, the claim that the PDS provides support to farmers is also
not true. Hardly any coarse grain is ever purchased from farmers. For
building up its rice stocks, the PDS mostly depends on levies realised '
from the rice mills. Even for wheat purchases there is a growing Ll i
dependence on middlemen. In fact, support to farmers has transformed into support
torice millers and other middlemen. In any case, the minimum support prices take
every factor into consideration, except the level of prices, which farmers have to pay
for their own requirements (See also box 29.1).8

Whatever may be the problems, price and distribution controls have been resorted
to and have come to stay in our country.

Measures of Improve PDS

1. Itis essential that coarse grains are introduced into the PDS. Half of the food
grains allocation under the PDS should be of coarse grains, and in states where
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Who Benefits

from Public

Distribution
System?

(Source: Indira Gandhi Institute of Development Studies; Lakdawala
Committee Estimates)

the staple diet of the poor is coarse grains, no other grains should be distributed.

2. Sugar to be removed from the PDS. Instead gur (jaggery), which is a substitute
for sugar in many places, may be introduced into the PDS. Most families in
cities keep ration could and buy sugar and if this incentive is withdrawn, ABL
households will not buy ration at all. This will make the PDS largely different
for the rich and the middle class.

3. Government should open ration shops at the places where poor people live. Bihar,
UP, MP, Orissa and Rajasthan have pockets of poverty and it is at these pockets
that ration shops need to be opened. Itis only then that the real purpose of PDS,
viz, removing poverty, will be realised.

4. Inorder to discourage traders from diverting foodgrains from PDS stream to the
open market, panchayats may be involved in the system of distribution. Services
of panchayats may also be used to identify the rural poor.

5. It may also be stated that PDS alone will not solve the problem of food security.
Apart from higher economic growth, a mix of policies such as effective
implementation of anti-poverty programmes, including PDS, controlling
inflation, improving health facilities is needed for increasing food security in
the country.
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THE ESSENTIAL COMMODITIES ACT, 1955

Most of the controls over price and distribution of consumption goods have been resorted
to under the provisions of the Essential Commodities Act, 1955. Hence, a brief
discussion of the Act follows:

Objectives of the Act

The objectives of the Act are laid down in its Preamble. The following are the three
important objectives:

Scope of the Act

The Act extends to the whole of India. The Act came into force on 1st April, 1955,
repealing the Essential Commodities Ordinance No.1 of 1955 which was promulgated
by the President on 26th January, 1955.

Essential Commodity

Section 2(a) of the Act defines ‘essential commodity,’ meaning any of the following
classes of commodities:

Provisions of the Act

Section 3 of the Act is most crucial. Under this section, the Central Government,
whenever it is of the opinion that it is necessary or expedient to do so for maintaining
or increasing supplies of any essential commodity or for securing an equitable
distribution and the availability at fair prices of the essential commodities and for
securing an essential commodity for the defence of India or the efficient conduct of military
operations, may by order, provide for regulating or prohibiting the production, supply,
distribution and trade and commerce in essential commodities as maybe specified in the
order.



514

Essentials of Business Environment

The sub-sections of Section 3 are supplementaries to Section 3. Sub-section (1)
empowers the Central Government to issue an order as mentioned above. Sub-section
(2) enumerates various categories or orders which can be made in exercise of the
powers conferred by sub-section (1). Sub-section (3) provides for the fixation of price
to be paid to a person who sells any essential commodity to the government or any
other person or authority specified by it under an order. Sub-section (3-A) enables the
Central government to control the rise in prices and to prevent the hoarding of any
foodstuffin any locality. Under sub-section (4), the government, if it is of the opinion
that it is necessary for maintaining or increasing the production and supply of an
essential commodity, may appoint an authorised controller to exercise powers of control
with respect to any undertaking engaged in the production and supply of the essential
commodity.

Other Provisions

The Act makes it obligatory on the part of the government to exercise powers conferred
on it by Section 3 in the interest of the general public and not in the interest of
dealers.

It is also provided in the Act that the powers conferred by Section 3 are generally
exercised by the Central Government unless delegated to the state governments.

" Section 6 of the Act declares the orders of the Central Government passed under
Section 3 to be effective, notwithstanding the said orders being inconsistent with other
enactment.

Section 7 of the Act provides for imprisonment and fine for the contravention of
Section 3.- Section 7 lays down that if any person contravenes any order made under
Section 3, he shall be punishable with fine and imprisonment with a term which may
extend to one year.

QUESTIONS

1. What are the objectives of price and distribution controls?

2. Bring out the mechanisms of price and distribution controls.
3. Enumerate the problems of price and distribution controls.
4. Bring out the provisions of the Essential Commodities Act.
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The external sector comprises India’s foreign trade, trade-in-services, foreign capital
flows, balance of payments and exchange rate management. Of these, the flow of
foreign capital was covered in Chapter 4. The remaining components of the external
sector are discussed in this chapter.

The external sector has been posing a major challenge in recent years, particularly
since September 1997. In 1998-99, the East Asian crisis cast its shadow. In addition,
the crisis which affected Russia in 1998 and Brazil in 1999 had affected global economic
prospects considerably. The economic prospects of Japan as well as the economies of
Europe remained uncertain. In addition to the unfavourable external situation, India
faced other problems, viz., the economic sanctions imposed by several industrial
countries, the suspension of fresh multilateral lending, the downgrading by
international rating agencies and the reduction in investment by foreign institutional
investors. It goes to the credit of the Reserve Bank of India that it has managed the
external sector reasonably well through its monetary policy measures.

FOREIGN TRADE

Foreign trade, also called international trade, is as old as history. Trade among
countries is normal and desirable. It exists for different reasons. The fact remains
that the natural resources of the earth are not evenly distributed. One country possesses
product X in surplus and lacks in respect of product Y. In another country, the reverse
may be true. It is mutually advantageous for both the countries to
exchange their surplus stocks. Then there is the advantage of comparative
d cost. One country produces a particular commodity at less cost than
does another country. Economically, the lowest cost producer should produce and
satisfy the demands for that product. There is also the prevalence of technological
gaps which make foreign trade relevant and desirable. Developed countries spend
substantially on research and development and as a result, develop new products
keeping in mind the global customer profile. In the initial stages, these countries
enjoy virtual monopoly in the manufacture of new products. Other countries,
particularly less developed countries, are forced to buy new products from the developed
countries.

Foreign Trade and Economic Development

Whatever the reasons for the existence of foreign trade, there is no gain-saying the
fact that foreign trade is significant for the economic development of countries,
particularly the developing ones. It provides the urge to develop the
knowledge and experience that makes development possible, and the
eans to accomplish it. An economy which has decided to embark on a
programme of development is required to extend its productive capacity
at a fast rate. For this, imports of machinery and equipment which
cannot be produced in the initial stages at home are essential. Such
imports which either help to create new capacity in some lines of
production or enlarge capacity in the other lines of production are called
developmental imports. For instance, imports required for the setting up of steel
plants, locomotives and hydro-electric projects are developmental imports. Secondly,
a developing country which sets in motion the process of industrialisation at home
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requires the imports of raw materials and intermediate goods so as to
properly utilise the capacity created in the country. Imports which are
made in order to make full use of the productive capacity are called
‘maintenance imports’. These imports are vital for a developing economy
as many of the industrial projects are also held up for the lack of
maintenance imports. For a developing economy, developmental and
maintenance imports set limits to the extent of industrialisation which
can be carried out in a given period. Besides these imports, a developing economy is
also required to import consumer goods which are in supply at home during
industrialisation. Such imports are anti-inflationary because they reduce the scarcity
of consumer goods. One example of such imports is the foodgrains imports in India in
the post-Independence period which helped to arrest the rise of prices at home.

It is, therefore, inevitable that during the early years of development, imports
have to be increased at a very fast rate. It is natural that the balance of trade in such
a situation will turn heavily against the developing countries. This necessitates the
enlargement of exports. External assistance can help share the burden of growth in
the short-run, but in the long period, the developing country has to bear the burden of
development itself. To meet the growing foreign debt in view of inelastic imports, a
developing country must increase its exports.

The influx of foreign goods into the country and along with them the flow of
technology, the skills, speed and feed of production, the tastes and the experiences will
have considerable influence on domestic production, marketing, lifestyles and the
levels of living of people. In order to pay for imports and to service earlier borrowings,
developing countries have to export their goods and services. This is a challenging
task; a challenge in terms of upgrading technology, increasing productivity, reducing
costs, and improving quality of goods and services to meet international challenges.
The challenge compels these countries to shed their ennui, spruce up and develop fast
to survive in the global business scenario. Thus, international trade sets in a chain of
events which help transform the less developed economies into developed ones. This
was the reason why G.Heberler remarked that “My overall conclusion is that
international trade has made a tremendous contribution to the development of less
developed countries in the 19th and 20th centuries and can be expected to make an
equally big contribution in the future”.

Extent of Foreign Trade

The value of foreign trade of our country has been rising from year to year. It rose
from Rs.30,553 crore during 1985-86 to Rs.8,38,575 crore during 2004-05, representing
an increase of six times.

The break-up of foreign trade in terms of exports and imports from 1985-86 onwards
is shown in Table 30.1.

The volume of our foreign trade has been increasing, the trade to GDP ratio has
gone up from 13 per cent in 1980 to about 20 per cent as of now. What is interesting to
note is that there has been a sea change in the composition of our foreign trade. India
is no longer exporter of primary commodities and importer of manufactured goods. It
exports manufactured goods and imports raw materials, intermediate and capital
goods. As far as the direction of trade is concerned, it may be stated that the USA and




518 Essentials of Business Environment

India's
Foreign Trade

(Source:Govt.of India, Economic Surveys)

the UK continue to be our principal buyers. After the break-up of the erstwhile Soviet
Union, our exports to Asia and Oceania markets have shown a sharp jump. Infact,
, the current boom in exports is sustained largely by an unexpected and
{ healthy rise in exports to the Asian and Oceania countries, which include
{ ESCAP countries like Australia, Iran, Japan, Korea, Malaysia, Singapore,
i Thailand, Hong Kong, Bangladesh and Nepal. The shift in favour of
these countries is facilitated by lower freight costs. Further, the fact
that India is honouring its commitment and repay back a total debt of
the value of Rs.30,000 crore in hard currencies over a period of 12 years, beginning
with 1993, should once again initiate exports to Russia.

We continue to buy significantly from the US and the UK. But our imports from
these two countries have declined in recent years. Our sellers now include Canada,
Belgium, France, Germany and Japan. The EU as a group accounts for
about 24 per cent of our imports. Russia and East European countries
also export to us, but together, their share is around two per cent of our
total imports. The oil producing countries have emerged as significant
purchasing centres for us. This has been caused largely by sharp increase
in the unit value of petroleum and its products. The OPEC alone accounts for about 22
per cent of our total imports.

Analytically, India’s foreign trade is highly concentrated. In 1996-97, for example,
53.4 per cent of our exports found their distination in the EU, the USA and Japan.
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Likewise, about 41.5 per cent of our total imports originated from the EU, the USA
and Japan.

It is because of the high stakes involved in foreign trade that the Government of
India has assumed sweeping powers of control over our exports and imports.

It maybe stated that the relationship of the government to _
international trade is based on the concept of sovereignty, the concept |
which recognises that a nation has complete control over her international
affairs as far as other nations are concerned. Accordingly, a nation
becomes very much concerned about her nationals and their property
once these have passed into the confines of another nation or are on the
high seas. In a world of strict sovereignty, nations would probably have
no relations with each other except to be at war. But sovereignty has
been tempered by reciprocity; that is, there are treaties of friendship and :
commerce, and treaties covering many other situations and relationships that give
the nationals of the signatories the right to travel, reside, trade, hold property and
make investments in other countries. These treaties also provide for the interchange
of diplomatic officials and consuls (representatives of business interests). Treaties
also cover the treatment of ships, sailors, airplanes and cargo when in foreign
jurisdictions.

It is also good to know that trade policies can be characterised as
outward-oriented or inward-oriented. An outward-oriented strategy
provides incentives which are natural between production for the domestic
market and exports. Because international trade is not positively
discouraged, this approach is often, although somewhat misleading,
referred to as export promotion. In truth, the essence of an outward-
oriented strategy is neither discrimination in favour of exports nor bias
against import substitution. By contrast, in an inward-oriented strategy,
trade and industrial incentives are biased in favour of domestic production
and against foreign trade. This approach is often referred to as import
substitution strategy. In some countries, the bias against foreign trade has been
extreme.

An inward-oriented strategy, usually, means overt protection. What is less obvious
is that sheltering domestic industries puts exports at a great disadvantage because it
raises the costs of the foreign inputs used in their production. Moveover, an increase
in the relative costs of domestic inputs may also occur through inflation or because of
an appreciation of the exchange rate as import restrictions are introduced.

In practice, trade policy contains elements of both approaches. Differences arise
as much from the choice of instruments as from the absence or presence of intervention.
Outward-oriented policies favour tariff over qualitative restrictions. These tariffs are
usually counterbalanced by other measures, including production subsidies and the
provision of inputs at ‘free trade’ prices. Governments aim to keep the exchange rate
at alevel that provides equal incentives to produce exports and imports substitutes.
Overall protection is lower under an outward strategy than under an inward strategy;
equally important, the spread between the highest and lowest rates of protection is
narrower.
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Inward strategies typically prefer quantitative restrictions to tariffs, and they

_involve a higher overall level of protection, together with greater variation across

activities. Exchange rates are generally overvalued because of high protection and
the use of quantitative restrictions. Industrial incentives are administered by an
elaborate and expensive bureaucracy.

A major component of foreign trade is exports. It is, therefore, desirable to know
about the exports, their direction, composition and prospects.

Significance of Exports

Exports are crucial for our economy for several reasons:

Our exports have increased by more than 200 times during the last 50 years,
from Rs.606 crore in 1950-51 to over Rs.291,582 crore in 2003-04. The figures may
look impressive, but what is essential is to study the relative position. Two approaches
may be used to make a comparison: exports as a share of national income and India’s
exports as compared to the world exports.

The share of exports to GDP has increased over the years, from a mere 3.1 in
1965-66 to about 9.0 per cent in 2003-04 (see Table 30.2). This growth reflects the
growing importance of exports to our economy.

But the percentage figures make poor comparison with those of high income
countries whose exports account to 15 per cent of their aggregate GDP. Even low
income economies show the figure at 18 per cent.

India’s exports, as compared to the global exports, have been slow to grow. Infact,
many developing countries have recorded export growth rates much higher than ours.
Whereas our exports increased at an annual average rate of 5.9 per cent during 1980-
92, the corresponding growth rates for other developing countries like China, South
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Exportsasa
Percentage of
National
Income

Korea, Malaysia and Pakistan, exceeds 11 per cent. Our ranking among the world’s
export-nation slipped from 16th in 1953 to 20th in 1983 and further to 30th as of now.
This is inspite of our natural comparative advantages such as low wages, intelligent
and educated workforce, raw cotton and preferential access to OECD countries.

Why are our exports lagging behind? Reasons are too many.

1. We face shortage of almost all products in the domesticf
market.When supply is not adequate to meet demanda of the
home market, export becomes meaningless. Often, we curbed
domestic consumption so as to have exportable surplus, just to earn foreign
exchange. A classic example is sugar.

Besides, fast growing exportable goods now comprise new technology products.
Our country has yet to make its mark as an exporter of such goods, except for some
recent breakthrough in software exports.

7. There is_the problem of quality of our goods and services. We have not been
able to create an image as a sup‘flier of quality products. Our tea, which
holds a large market share, was found adulterated with cowdung.

3. Inadequate transportation and shipping facilities have stood in the way of
export promotion. Though we have ports and ships, the average Indian port
performs at one-third of the efficiency levels of ports in other Asian countries
like Singapore and Hong Kong. We lose around $400 million every year on
account of container delays, ship-waiting and poor feeder technology.

4. Lack competitive advantage when compared to other countries. [EEE
The cost of production of our products is much higher than what
it prevails in other countries. For example, the average cost of |
production in our country as a percentage of output value at
world prices is 130 but it is 98 in Korea. The reason lies in the market conditions
which prevailed before 1990s. Indian industries did not adequately feel the
need for cost consciousness because of the sheltered market they enjoyed for a
long time.

Further, the productivity of our industries is much lower than other countries.
Lower productivity adds to the cost of production.



522 Essentials of Business Environment

The industrial upgradation which should be taking place gradually, by learning
from others’ experiences made available through expanding trade relations with other
countries, has not taken place due to limited foreign capital inflow.!

5. Our exports, like exports from other developing countries; are pitted against
tariff and non-tariff barriers imposed by the developed countries. :

Exports are also hampered by quotas under the Multi-Fibres Arrangement, ceilings
under the generalised system of preferences, and ‘administrative surveillance’, which
enables the European side to initiate consultations followed by quantitative restrictions.?

Our sales to other countries are also saddled by emerging regional trading blocks
like the EU, NAFTA and Asia Pacific Rim.

6. The so called export-promotion measures have failed in their objectives. Take
the case of 100 per cent export-oriented units, for example. The scheme was
launched with much fanfare in 1981 and bolstered time and again with the

help of a variety of concessions. But the scheme failed to take off.

Although, 569 units were given approvals since inception, only 99 have

commenced production. In the five-year period (1981-85), the total foreign

exchange earned by them was a meagre Rs.355 crore as against the
target of Rs.5,000 crore. Those that were set up have virtually become

100 per cent import-oriented units, instead of functioning as 100 per cent

export oriented units. And with regard to incentives offered to promoters, less

said the better as Box 30.1 reveals.

7. Exporters are subject to severe foreign exchange controls, reforms
notwithstanding. Their travel abroad is limited to stipulated allowance in
foreign exchange determined by the Reserve Bank of India (RBI). Exporters
still need permission to spend foreign exchange in exhibitions and trade fairs.
They still cannot retain their foreign exchange earnings in dollars indefinitely,
and meet expenses out of their earnings.
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8. Reform of export incentives shows a lack of clear direction and stability.

10.

11.

12

International Price Reimbursement Scheme was abolished and then
reintroduced. In every budget, there is a threat of abolition of 100 per cent
exemption of export profits (80 HHC), which creates considerable uncertainty
in the minds of exporters.

. The process of trade liberalisation began in high gear-abolition of CCS in one

stroke, introduction of the negative list for imports and partial convertibility
of rupee. The pace then slackened somewhat and at present, there is again
some tinkering with the finer points of export incentives:expansion of items
under Special Import Licence, reduction of a few canalised items, reduction
in minimum export price for rice, extension of items under Export Processing
Zone schemes, extension of EPCG-Schemes for the service sector, expansion
of EPCG schemes for merchant exporters and the expansion of the category of
‘deemed exports’. These changes bring back memories of liberalisation of the
past through licensing.

There has been anti-export bias. For example, while import controls for raw
materials and capital goods have been removed, they still have to go through
the process of obtaining licences and fulfilling obligations
monitored by officials (Advance Licence System and EPGC |
scheme which is also a licence). Duty drawback computations
have been simplified but payments are not automatic and are still subject to
delays as compared to international standards. Transport costs of exports,
especially by air, are considerably higher than those charged by competitors.
Other infrastructural problems are more acute than in the competitor
countries. Indian exporters and importers face a series of complicated
procedures and a large number of approvals while exporters and importers in
other countries obtain approvals instantaneously with one signature. Further,
there is a need to view the whole industrial sector in India as a potential
export sector. Thus, while existing exporters get duty free imports of raw
materials and machinery, the rest of the industrial sector still pays considerably
higher duties. This acts as a drag in expanding the narrow export base.’

An efficient trade information system is essential for success in the dynamic
global market. But our marketing infrastructure as well as the marketing
techniques are neither effective nor efficient. We do not have
any machinery to keep prompt track of business information
overseas, as is done by JETRO in Japan, KOTRA in Korea,
CETDC in Hong Kong and STDB in Singapore with a wide
network of offices abroad. These organisations have evolved an efficient system
which helps them get information pertaining to tenders and the like much
before these are released officially. In India, we get these details, at times,
after the expiry date. India has, no doubt, a plethora of organisations -
government, semi-government and non-government - engaged in this task in
one way or another. Yet we do not have an easy access to market intelligence
and information.*

By and large our exports comprise goods and services which do not represent
technological advancements except some gains in software. Across the globe
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new technology goods formed about half of the world trade in 1980; two decades
later these constitute more than two-thirds. India’s technology intensive
exports constitute just 3 per cent of her total exports as against 40 per cent in
the case of Singapore.

Export Strategy

In the coming years, we need to step up our exports drastically. Need for increased
export earnings stems from several reasons: (i) Imports will increase and to finance
them, we need higher export earnings; (ii) it is not advisable to depend on external
assistance to finance imports and (iii) debt-servicing burden is ever mounting,
necessitating increased export earnings.

Coupled with the above stated causes for increased export earnings, there have
developed, in the recent past, certain factors which are conducive to expand our exports.
The favourable factors are-

rder to encash

et

the above sté.ted favourable factors and to promote our

exports considerably, we need an appropriate strategy. Such a strategy shall proceed
on the following lines:
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India's Top
Export
Markets

(Source: Business Today, Nov. 6, 2005, p.109).
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i. Asnational economies are getting integrated, the share of foreign components in
manufactured products is increasing considerably. For example, of the $20,000
for General Motors automobile, $6,000 goes to South Korea for routine labour
and assembly operations, $3,500 to Japan for advanced components and electronics,
$1.500 to Germany for design engineering, $800 to Taiwan and Singapore for
small components, $500 to UK for advertising and marketing seminars and
$100 to Ireland and Barbados for data processing and about $800 to strategists in
Detroit, banks and insurance in the US. India should carve a niche for herselfin
this emerging scenario.

j. Warehousing facilities need to be provided at important commercial centres
abroad, particularly for fast-moving consumer goods. Importers are reluctant to
keep heavy inventories. It is the responsibility of the exporters to maintain
stocks at convenient locations to enable importers to buy even in small quantities.

k. Awell-directed foreign trade policy should be based on accurate trade information
supported by reliable data which are to a large extent lacking. Trade related
data are new compiled on the basis of the information supplied by Export Promotion
Councils. The information supplied by these councils is biased and inaccurate.

. There are a large number of export promotion councils, commodity boards and
other similar agencies-all in the name of promotion. Existence of multiple agencies
has, instead of increasing exports, resulted in confusion and they seem to be
working at cross purposes. In order to make them effective, they need to be
reorganised with clearly defined roles and functions.

m. India should adopt a four-pronged approach to meet the joint challenge of a united
Europe and opening up of East Europe. The approach should consist of four
elements: (a) restructuring of the corporate sector; (b) better quality products; (c)
revaluation of General System of Preferences (GSP), and (d) linkages in industrial
products.

n. Standards and standardisation, quality systems, certification and inspections,
measurement systems, testing laboratories, their accreditation and calibration
services and production and supply of standard reference materials, are all
important building blocks. Quality control through the agency of the Export
Inspection Council leaves much to be desired. It is often alleged that the agency
plays a retrograde role, albeit inadvertently. This needs to be rectified.

0. We need to realise that a healthy export sector can be built up only on a strong
and efficient domestic economy. A strong economy is a must if we want to have
a self-sustained buoyant export sector. '

We must build up our own brands internationally and not depend upon artificial
supports (provided in the form of permission to use internationally known brands, e.g.,
the use of UK brands).

We too have several agencies, bodies and departments exclusively meant to promote
exports. Prominent among them are EOUs, and SEZs. An Export Orient Unit (EOU) can
be located anywhere in the country and is entitled for duty-free import of
capital goods, raw materials and components. The unit is exempt from
paying excise duty on domestic purchases.

Special Economic Zones (SEZs) are a recent convert from Export
Processing Zones (EPZs). Each zone provides to the units located therein,
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basic infrastructural facilities like developed land, factory buildings, roads, power, telephone
exchanges, water supply and drainage, in addition to a whole range of fiscal incentives.
SEZs would be treated as public utilities and hence are saved form labour strikes.

There s also centrally sponsored Export Promotion Industrial Park Scheme (introduced
in August 1994) under which state governments would be involved in the creation of
infrastructural facilities for export oriented units.

Imports

As with exports, our imports too have been increasing from time to time. The value of
imports has increased from Rs.608 crore in 1950-51 to Rs.3,53,976 crore in 2003-04.
While exports have been mainly dependent on world demand and availability of
exportable surplus, imports have largely been a matter of government policy.

In relation to national income, imports during the first 30 years of planning varied
between 6.5 per cent and 8.5 per cent of the GDP, the variation being minimal. Again,
since 1979-80, this percentage varied between eight and 12, signifying that the imports
ratio to GDP has been fairly stable.

It may be observed that in planned economies, the development effort is likely to
increase imports faster than national income, because investment as a proportion of GDP
is stepped up and the import content of investment is high in the early stages of development.

Regulation of Foreign Trade

As was stated earlier, the government has enormous powers to regulate our foreign
trade. The Foreign Trade (Development and Regulation) Act, 1992, empowers the
government to regulate imports and augment exports. The act underlines the role of
foreign trade in our economic development. Technology, investment and production
are becoming increasingly interdependent upon each other, and foreign trade brings
these elements together and sums economic growth.

The government announces its foreign trade policy once in five years. Popularly
called the Exim Policy, the latest policy was announced in March, 2007 and is valid
for five years - 2007. The principal objectives of the policy are-

Exim Policy 2002-2007
The Exim pohcy 2002-2007 has the following objectives:
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Highlights of Exim Policy 2002-07
(as amended upto 31.3.2003)

1. Service Exports

Duty free import facility for service sector having a minimum foreign exchange
earning of Rs.10 lakhs.

The duty free entitlement shall be 10% of the average foreign exchange earned in
the preceding three licensing years. However, for hotels, the same shall be 5% of the
average foreign exchange earned in the preceding three licensing years. This entitlement
can be used for import of office equipments, professional equipments, spares and
consumables. However, imports of agriculture and dairy products shall not be allowed
for imports against the entitlement. The entitlement and the goods imported against
such entitlement shall be non-transferable.

2. Agro Exports

@

®)

Corporate sector with proven credential will be encouraged to sponsor Agri
Export Zone for boosting agro exports. The corporates to provide services such
as provision of pre/post harvest treatment and operations, plant protection,
processing, packaging, storage and related R&D.

DEPB rate for selected agro products to factor in the cost of pre-production
inputs such as fertiliser, pesticides and seeds.

3. Status Holders

(a

b

(©)

@

Duty-free import entitlement for status holders having incremental growth of
more than 25% in FOB value of exports (in free foreign exchange).

This facility shall however be available to status holders having a minimum
export turnover of Rs.25 crore (in free foreign exchange). The duty free
entitlement shall be 10% of the incremental growth in exports and can be
used for import of capital goods, office equipment and inputs for their own
factory or the factory of the associate/supporting manufacturer/job worker.
The entitlement/goods shall not be transferable. This facility shall be available
on the exports made from 1.4.2003.

Annual Advance Licence facility for status holders to be introduced to enable
them to plan for their imports of raw material and components on an annual
basis and take advantage of bulk purchases.

The Input-Output norms for status holders to be fixed on priority basis within
a period of 60 days.

Status holders in STPI shall be permitted free movement of professional
equipments like laptop/computer.

4. Hardware/Software

@

b)

To give a boost to electronic hardware industry, supplies of all 217 ITA-1
items from EHTP units to DTA shall qualify for fulfillment of export obligation.

To promote growth of exports in embedded software, hardware shall be
admissible for duty free import for testing and development purposes. Hardware
upto a value of US $10,000 shall be allowed to be disposed off subject to STPI
certification. '
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(¢) 100% depreciation to be available over a period of 8 years to computer and
computer peripherals for units in EOU/EHTP/STP/SEZ.

5. Gem and Jewellery Sector

(a) Diamond and Jewellery Dollar Account for exporters dealing in purchase/sale
of diamonds and diamond studded jewellery.

(b) Nominated agencies to accept payment in dollars for cost of import of precious
metals from EEFC account of exporter.

(c) Gem and Jewellery units in SEZ and EOUs can receive precious metal i.e.
Gold/Silver/Platinum prior to exports or post exports equivalent to value of
jewellery exported. This means that they can bring export proceeds in kind
against the present provision of bringing in cash only.

6. Export Clusters

(a) Upgradation of infrastructure in existing clusters/industrial locations under
the Department of Industrial Policy and Promotion (DIPP) scheme to increase
overall competitiveness of the export clusters.

(b) Supplemental efforts to be made under the ASIDE scheme and similar schemes
of other Ministries to bridge technology and productivity gaps in identified
clusters.

(¢) 10 such clusters with high growth potential to be reinvigorated based on a
participatory approach.
7. Rehabilitation of Sick Units
For revival of sick units, extension of export obligation period to be allowed to
such units based on BIFR rehabilitation schemes. This facility shall also be available

to units outside the purview of BIFR but operating under the State rehabilitation
programme.

8. Removal of Quantitative Restrictions

(a) Import of 69 items covering animal products, vegetables and spices, antibiotics
and films removed from restricted list.

() Export of 5 items namely paddy except basmati, cotton linters, rare earth,

silk cocoons, family planning devices except condoms removed from restricted
list.

9. Special Economic Zones Scheme

(a) Sales from Domestic Tariff Area (DTA) to SEZs to be treated as export. This
would now entity domestic suppliers to Drawback/DEPB benefits, CST
exemption and Service Tax exemption.

(b) Agriculture/Horticulture processing SEZ units will now be allowed to provide
inputs and equipments to contract farmers in DTA to promote production of
goods as per the requirement of importing countries. This is expected to
integrate the production and processing and help in promoting SEZs specialising
in agro exports. »

(c) Foreign bound passengers will now be allowed to take goods from SEZs to
promote trade, tourism and exports.
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@
Q)

®
®

(h)
@

@
(k)

M

Domestic sales by SEZ units will now be exempt from SAD.

Restriction of one year period for remittance of export proceeds removed for
SEZ units.

Netting of export permitted for SEZ unit provided it is between same exporter
and importer over a period of 12 months.

SEZ units permitted to take jobwork abroad and exports goods from there
only.
SEZ units can capitalise import payables.

Wastage for subcontracting/exchange by gem and jewellery units in
transactions between SEZ and DTA will now be allowed.

Export/import of all products through post parcel/courier by SEZ units will
now be allowed.

The value of capital goods imported by SEZ units will now be amortised
uniformly over 10 years.

SEZ units will now be allowed to sell all products including gems and jewellery
through exhibitions and duty free shops or shops set up abroad.

(m) Goods required for operation and maintenance of SEZ units will now be allowed

duty free.

10. EQU Scheme

(a)

(b)
(0)
@
@

®
®

(h)
®

)

Agriculture/Horticulture processing EOUs will now be allowed to provide inputs
and equipments to contract farmers in DTA to promote production of goods as
per the requirement of importing countries. This is expected to integrate the
production and processing and help in promoting agro exports.

EOQUs are now required to be only net positive foreign exchange earner and
there will now be no export performance requirement.

Foreign bound passengers will now be allowed to take goods from EOUs to
promote trade, tourism and exports.

The value of capital goods imported by EOUs will now be amortized uniformly
over 10 years.

Period of utilisation of raw materials prescribed for EOUs increased from 1
year to 3 years.

Gems and jewellery EOUs are now being permitted sub-contracting in DTA.

Wastage for subcontracting/exchange by gem and jewellery units in
transactions between EOUs and DTA will now be allowed as per norms.

Export/Import of all products through post parcel/courier by EOUs will now
be allowed.

EOUs will now be allowed to sell all products including gems and jewellery
through exhibitions and duty free shops or shops set up abroad.

Gems and jewellery EOUs will now be entitled to advance domestic sales.

11. EPCG Scheme

(@

The scheme shall now allow import of capital goods for pre-production and
post-production facilities also.
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(b) The Export Obligation under the scheme shall now be linked to the duty
saved and shall be 8 times the duty saved.

(¢) To facilitate upgradation of existing plant and machinery, import of spares
shall also be allowed under the scheme.

(d) To promote higher value addition in exports, the existing condition of imposing
an additional Export Obligation of 50% for products in the higher product
chain to be done away with.

(e) Greater flexibility for fulfillment of export obligation under the scheme by
allowing export of any other product manufactured by the exporter. This shall
take care of the dynamics of international market.

(® Capital goods upto 10 years old shall also be allowed under the scheme.
(g) Tofacilitate diversification into the software sector, existing manufacturer

exporters will be allowed to fulfill export obligation arising out of import of -

capital goods under the scheme for setting up of software units through export
of manufactured goods of the same company.

(h) Royalty payments received from abroad and testing charges received in free
foreign exchange to be counted for discharge of export obligation under EPCG
scheme.

12. DEPB Scheme

(a) Facility for provisional DEPB rate introduced to encourage diversification
and promote export of new products.

(b) DEPB rates rationalised in line with general reduction in Customs duty.
13. Advance Licence
(a) Standard Input Output Norms for 403 new products notified.

(b) Anti-dumping and safeguard duty exemption to advance licence for deemed
exports for supplies to EOU/SEZ/EHTP/STP.
14. DFRC Scheme

(a) Duty Free Replenishment Certificate scheme extended to deemed exports to
provide a boost to domestic manufacturer.

(b) Value addition under DFRC scheme reduced from 33% to 25%.

15. Reduction of Transaction Cost

(a) High priority being accorded to the EDI implementation programme covering
all major community partners in order to minimize transaction cost, time

and discretion. We are now gearing ourselves to provide on line approvals to
exporters where exports have been effected from 23 EDI ports.

(b) Online issuance of Importer-Exporter Code (IEC) number by linking the DGFT
EDI network with the Income Tax PAN database is under progress.

(c) Applications filed electronically (through website www.nic.in/eximpol) shall
have a 50% lower processing fee as compared to manual applications.

16. Miscellaneous

(@) Actual user condition for import of second hand capital goods upto 10 years
old dispensed with.
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(b) Reduction in penal interest rate from 24% to 15% for all old cases of default
under Exim Policy.

(c) Restriction on export of warranty spares removed.

(d IEC holder to furnish online return of imports/exports made on yearly basis.
Assessment

The Exim Policy has both strengths as well as weaknesses.

Strengths

1. The policy envisages a massive role for state governments to participate in
export promotion.

2. Extension of export obligation period for sick units is a welcome step in as
much as it helps them recover from sickness.

3. The policy helps increase India’s share in the international trade of agricultural
products.

4. The policy’s focus on development of SEZs, export houses, industrial clusters
and EOUs would help in propelling economic activity and promoting exports.

5. Themove to allow setting up of overseas banking units within the SEZs would
encourage lending to units in SEZs at internationally competitive rates.

Weaknesses
1. The policy is silent on critical labour laws and infrastructural bottlenecks.

2. There are too many export promotion schemes leading to duplication and
confusion. The policy should have provided for a combination of all the schemes
into one comprehensive policy.

3. The policy is also silent on dumping and what the government should do to
curb it.

TRADE-IN-SERVICES

Services encompass telecommunications, transportation, tourism, banking, insurance,
construction, computer-related-services and professional services. World trade in
services stood at a whopping $1320 billion in 1998. The lion share went to the U.S.
($240 billion) followed by the U.K. ($101 billion), France ($85 billion) and the like.
India showed $11 billion worth of services, registering 24 per cent rise over the previous
year. This rise is significant because all other global players registered negative growth
or marginal rise, as shown in Table 30.4. Another interesting development is that
India’s share in world’s exports of services is more than the share of India’s
merchandise exports in the world’s total merchandise exports.

It is surprising that for a long time, the role of the services sector was not realised
and the potential was not exploited to the advantage of our country. As the Box 30.2
reveals, it is only since 1980s that the services sector started receiving attention from
statisticians and policy makers.

Composition-wise, our service exports generally consist of business services, tourist
services, software, and transportation services. Direction-wise, India’s service exports
are widely transacted across the globe.
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Determinants of Service Exports
Following are the principal determinants of our service exports:®

Promoting Serve Exports

World trade in services will expand considerably and it is in our interest that we must
take advantage of booming exports, particularly because we have a competitive
advantage in software. It should go to the credit of the Government that it has already
initiated a number of steps to strengthen the infrastructure for electronic data
interchange and electronic commerce in view of the changing mode of trade transactions
(see Box 30.3 for details). Similarly, we have vast potential in tourism and business
services. In order to realise this potential, we should learn in terms of flexibility,
customised operations, technologies and global strategies from the service providers of
the North.

BALANCE OF PAYMENTS

Before proceeding further, it is useful to distinguish between ‘balance of trade’ and
‘balance of payments’. The balance of trade refers to the difference between merchandise
exports and imports during a period, which is usually one year. When the exports
exceed imports, a country is said to enjoy a favourable balance of trade. Balance of
trade of the country becomes unfavourable when it buys more from other countries
than what it sells to them.

The balance of payments (BoP) is broader in its scope and include trade in
merchandise and services. It is a systematic record of all international economic
transactions, visible and invisible, of a country during a given period, the period
generally being one year. BoP, therefore, presents a better picture of a country’s
financial transactions with the rest of the world than the balance of trade.

The analysis of BoP can be done in terms of two major sub-divisions - current
account and capital account. Transactions relating to goods, services and income
constitute the current account. A surplus on current account leads to an acquisition
of assets or repayment of debt previously contracted; and a deficit involves the
withdrawal of previously accumulated assets or is met by borrowings. The capital
account presents transfers of money and other capital items and changes in the country’s
foreign assets and liabilities resulting from the transactions recorded in the current
account. The deficit on the current account and on account of capital transactions can
be financed by external assistance (loans and grants), drawings from the International
Monetary Fund (IMF) and allocation of the Special Drawing Rights.
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Most developing countries start as debtor economies, i.e., they start with deficit
BoP. This is so because such countries need to import more visible and invisible items
than they can export. As the economy progresses, & developing country’s debtor position
is likely to become a balanced one in terms of BoP and, finally, becomes a creditor
economy, exporting more than it imports. Thus, from being a net debtor in the beginning,
it becomes a net creditor in the end and, infact, begins to invest abroad rather than
have others lending to and investing in it.

India had faced pressures on BoP from time to time either due to certain domestic
compulsions or due to external factors, as shown in Table 30.5. Factors responsible for
BoP deficits are many. Ever increasing imports, gradual decline in net receipts from
invisibles and reduction in flows of concessional assistance to India are the major

Key Indicators
of BoP

(Source: RBI, Annual Report)
causes for deficits in BoP.

The crisis reached its peak during 1990-91, when current account deficit touched
3.3 per cent of the GDP, as seen in Table 30.5. This crisis unleashed
series of measures such as strict fiscal and monetary discipline to control
aggregate demand; dual exchange rate system (introduced in the Budget
for 1992-93); full convertibility on current account (introduced in the
Budget for 1994-95); substantial deregulation of trade and industry,
standby arrangement with the IMF; structural adjustment and social
security net loans from World Bank and financial sector loan negotiated with the
ADB.
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The above measures yielded positive results. The BOP situation has undergone a
dramatic change during the nineties. The foreign exchange reserves, which were just
enough to pay for only a fortnight’s imports in 1991, have grown ten times since then
(from Rs.11,416 cr as on end March 1991 to Rs.125,446 cr as on 31st March 1999).

EXCHANGE RATE MANAGEMENT

Countries make use of their respective exchange rates while dealing with other countries.
It is the endeavour of every country to maintain equilibrium exchange rate. An equilibrium
exchange rate is the proper rate of exchange at which there are no disharmonies in the
economic system and the demand for the currency is equal to its supply in the foreign
exchange market. At this rate, the domestic currency is neither undervalued nor overvalued
in terms of foreign currency and thus does not give stimulus either to export or to import.
The main objectives of our exchange rate policy are:’

¢ Reduce excess volatility in exchange rates, while ensuring that the market
correction of overvalued or undervalued exchange rate is orderly and calibrated.

¢ Maintain an adequate level of foreign exchange reserves.

¢ Eliminate market constraints with a view to the development of a healthy
foreign exchange market.

As with other any other aspect of international trade, reforms were effected in our
exchange rate over the years. Starting with a two-stage cumulative devaluation of the
rupee by about 20 per cent in July 1991, there was the Liberalised Exchange Rate
Management System (LERMS) introduced in March 1992, and there was also the
United Exchange Rate System (UERS) brought into force in March 1992. The LERMS
was characterised by the dual exchange rate system and this was replaced by the
UERS which, as the term signifies, United Exchange Rate System. The result was an
effective devaluation of the rupee by around 35 per cent in nominal terms and 25 per
cent in real terms between July, 1991 and March 1993.

The UERS has the following features:

Thus, with the introduction of UERS, our rupee has matured to a regime of
the floating exchange rate from the earlier versions of a ‘managed float’.
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Along with the UERS, the rupee became fully convertible on current account with
effect from August 20, 1994. Accordingly, several provisions like remittances for services,
education, basic travel, gift remittances and donation and provisions of the Exchange
Earners Foreign Currency Account (EEFC) have been relayed. In a further move, as
announced on January 9, 1997, the RBI liberalised the existing regulations with regard to
the payments for various kinds of feasibility studies, legal services, postal imports and the
purchase of designs and drawings. With this, India has acquired IFF Article VIII Status.
Under the status, IMF members undertake to refrain from imposing restrictions on the
making of payments and transfers for current international transactions and from engaging
in discriminatory currency arrangements or multiple currency practices without the
approval of the IMF'.

The Article VII status instils confidence among the international investing
community, paving the way for further inflow of foreign capital. India is now
committed to allowing free outflow of current account payments like interest, even
if there is a serious foreign exchange crisis.

With regard to the capital account convertibility, it maybe stated that foreign
exchange can be brought into the country with little or no restrictions, but it can
be taken out only under specified conditions. There are exceptions however. For
example, foreign institutional investors can bring in dollars to invest in the stock
markets and take them out at will. In addition, NRIs can deposit funds in our
banks, earn high interest rates and withdraw funds whenever they want. RBI has
also expanded the scope of borrowing or raising funds abroad for resident Indians.

The reforms described above do not indicate that forex traders can make a
quick buck in our country. OQur forex market is restricted and is dominated by the
Reserve Bank.

QUESTIONS

Bring out the role of foreign trade in a country’s economic development.

Why are exports lagging behind targets? What can be done to promote exports?
How is foreign trade sought to be regulated?

What are trade-in-services? What is their role in our export earnings?

What is exchange rate management? Bring out the reforms in our exchange rate
management?

What do you understand by balance of payments? Describe our balance of payments
position over the years.
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Since July 1991, the government has initiated a series of radical changes in its policies
relating to industry, trade, finance, foreign investments and fiscal aspects. The various
changes, also called structural adjustments, when put together, constitute an economic
policy which marks a total departure from the policy pursued earlier. This chapter is
devoted to a brief discussion of the various aspects of the new policy.

BACKGROUND TO THE NEW POLICY

The new economic policy was necessitated by the worst economic crisis which was
never witnessed by the country after Independence.

The most visible sign of the country’s economic crisis was its
extremely low foreign exchange reserves of Rs.2400 crore, which was
reached in early 1991. The reserves were just enough to buy, from abroad,
only three weeks requirements. The situation became even more
precarious when international agencies lowered the country’s credit
rating.

The second major aspect of the economic crisis was the rapidly increasing burden
of national debt, which exceeded 60 per cent of GNP in 1991. The fiscal deficit of the
previous five years forced the government to borrow increasingly to meet
shortfall in the revenue account. Borrowing added to the already
prevailing debt burden.

The third and the most damaging feature of the 1991 crisis was the
high price level. During 1985-90, the GDP grew at an average rate of
| 5.7 per cent but money supply increased at 15.7 per cent per annum.
This excess liquidity led to high price rise which touched 17 per cent.
(See Table 31.1 for more details about the price rise).

Wholesale
Price Index
and Consumer
Price Index

THE NEW POLICY

As part of the budget of 1991-92, through the latest one and also outside of the budgets,
the government announced a number of economic reform measures. (It does not mean
that attempts were not made earlier to reform the regulatory, trade and taxation
regimes. It is just that their pace and frequency were slow).

The main objectives of the policy initiatives were:

e
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The new economic policy has four components, viz. (a) liberalisation,
(b) privatisation, (c) globalisation and (d) stabilisation.

Together called the structural adjustment programme (SAP), the
new policy envisages the measures as shown in Table 31.2.

Model of
Economic
Management

in India

The SAP has been forced on the economy because of several reasons. They are : (i)
excess of consumption and expenditure over the revenue, resulting in heavy government
borrowing; (ii) growing inefficiency in the use of resources; (iii) over protection; (iv)
mismanagement of the firms and the economy, (v) distortions such as poor technological
development and a shortage of foreign exchange and (vi) imprudent borrowing from
abroad and mishandling and mismanagement of foreign exchange reserves.
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Evaluation of the Policy

Two questions are relevant in the context of critical assessment of the new economic
policy. They are: (i) Is the policy unavoidable? (ii) What are the achievements and
failures of the policy?

T With regard to the first question, the answer is in affirmative
| considering the mire in which our economy was caught during the late
| 1980s and the early 1990s. A lasting solution to the crisis was not possible
| without the restoration of fiscal balance, infusing dynamism and
competition and an increase in outward orientation.

As to the second question, it maybe asserted that the results have been quite
encouraging. There has been a remarkable surge in the growth rate of the economy.
After the crisis induced low growth of 0.9 per cent in 1991-92, the economy has responded
smartly to the economic reforms to record a growth of 6.8 per cent in 1996-97. Industrial
growth has registered around 8 per cent per annum.

Exports have grown comfortably and foreign investment inflow has been
exceedingly good. Consequently, foreign currency reserves have stock piled. Price
level too has been brought down to less than 8 per cent. And contrary to what the
critics might say, poverty has come down (See Box 31.1).

In general, economy has become vibrant. Captains of industry are
buoyant and are not deterred by the entry of MNCs. There is an overall
{increase in productivity, quality and competitiveness of Indian goods
| and services. For an economy which was under the grip of controls for
nearly four decades, the new economic policy has not been a big jolt. It has absorbed
the shocks of the structural adjustment with remarkable resilience and is looking
ahead for more reforms. This has been realised by all political parties and hence the
talk ahout the irreversibility of economic reforms.

There are problems nevertheless: (1) The pace of economic reforms, though fast
during the first three years, slowed down from 1994 onwards. Reason is obvious.
Elections to several state assembles were held in 1994. Two Rupees a kg of rice was
the main promise in elections to the Andhra assembly. The promise was accepted by
the electorate and the party which promised highly subsidised rice won the landslide
majority. This opened the eyes of the rulers in the Central Government. Suddenly
there was talk about subsidies and poverty and all attention was focussed on these
issues. Economic reforms were sidelined and the trend continues till to date.

(2) Though economic reforms are announced by the Central
Government, their implementation is in the hands of state governments.
or example, industries have been freed from investment and production
estrictions. But basic infrastructure such as land, power, water needs
are to be provided by the state governments. And except Haryana, Kerala,
| Orissa, Punjab, Rajasthan, West Bengal and Maharashtra (See Box 31.2)
other states have not responded favourably to the economic reforms.
Without active support from the state governments, it is difficult to carry out the
reforms successfully.

(3) The Central Government’s fiscal deficit continues to be high and this is reflected
in continuing inflationary pressure. The borrowing requirements of a high fiscal
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deficit are a source of pressure on interest rates and adversely affect the availability of
resources for productive investment, especially at a time when a strong industrial
recovery has resuscitated private sector demand for investible funds.

(4) Foreign exchange front may not continue to be comfortable for all the days to
come. Unless fiscal restraint is observed and reforms in tax and trade policies
continued, the recent improvements in international competitiveness and export growth
could falter and thus bring the balance of payments under renewed stress. Moreover,
in today’s increasingly open and competitive international environment, perceptions
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of weakness in macroeconomic policy of economic reforms could adversely affect the
flow of foreign savings.

(5) Weakness in reforms is already visible. Not only the pace has slowed down,
the process of reforms is not complete even though reforms are decade old. Many
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(See Table 31.5)
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areas need policy changes. For example, phasing out subsidies, reducing the number
of agencies which give clearance for new projects, amending the Companies Act, 1956
to allow amalgamations and inter-corporate investments, and the like await
government’s clearance.

(6) The reforms have hit the labour hard. Emboldened by the new economic
policy, both public and private sector enterprises have resorted to voluntary retirement
schemes to get rid off surplus labour. Surplus may be the labour force,
but removal is not the ideal solution. Excess labour could be retrained
and redeployed instead of being asked to go home for good.

The labour is hurt on the employment front too. As pointed out by the mid-term
appraisal document of the eighth Plan, “although employment growth was better in
1992-95 than during 1985-92, when the average rate of growth was only 1.78 per cent
(equivalent to a net annual addition of about five million per year), it has been
substantially lower than the Plan's target of an average employment growth rate of
2.6 to 2.8 per cent.

“Consequently, the growth in employment opportunities of six million in each of
the three years 1992-95 have fallen short of the target envisaged in the Plan by about
2.5 million each year. It has also been smaller than the estimated growth of the

~ labour force during the period. Therefore, the level of unemployment in the economy

which was estimated at 17 million in 1992, is likely to have increased to 19 million in
1994”. Obviously, economic reforms seems to have failed in generating additional
jobs.

(7) The success of reforms is highly exaggerated. If one were to look into the
economy closely, nothing seems to have changed from pre-reform days.
The share of manufacturing in GDP for example, was 27.5 percent in
1989-90. It was slightly less at 27.3 percent in 1994-95. The share of
agriculture fell from 33.7 percent in 1989-90 to 31.5 percent in 1994-95.

(8) Contrary to what the Table 31.3 and 31.4 indicate, poverty during the ninetees
has worsened as shown in Table 31.6. As seen from the Table, the progress achieved
during the eightees in poverty reduction got reversed or ground to a halt during the
Nineties.

All things considered, it maybe stated that the reforms are inevitable. Our economy
cannot remain isolated from what is happening in the global business scenario.
However, the policy makers do well to realise the past mistakes and correct them on
the way to further reforms.

THE SECOND GENERATION REFORMS

What has been accomplished till now through SAP is significant. Yet much more
needs to be done to reap the full benefits of what has so far been done. This calls for
the implementation of the second generation reforms. The second generation reforms
should help our firms grow and become strong MNCs, and offer greater opportunities
to our vast pool of educated youth to realise their potential and alleviate the sufferings
of people still languishing below poverty line.
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Unchanging
Face of
Economy

(Source:Economic Times, Jan 21, 1997)

Percentage of
People below
Poverty Line

Estimates for only 1983, 1987-88 and 1993-94 are based on “Large Sample”
data, all others on “Thin Samples”. Estimates for 1998 are for six months.

(Source: The Hindu, Dec.30, 1999)
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In brief, the second generation reforms comprise the following:
A. Exploiting the Knowledge-based Global Economy

@) Revolutionising the telecom sector to help integrate India’s
economy into world economy.

(ii) Building institutes for higher education to turnout competent
youth to take advantage of newer opportunities.

(i) A system of intellectual property rights to reward innovations
adequately.

(iv) Venture capital and ‘private equity funds’ to finance risk
projects of the knowledge based economy.

B. Growing Indian Transnational Corporations

(] Indian firms to enjoy flexibility in entry and exit. Freedom to
diversify and to close down unsuccessful units helps Indian companies
compete successfully with MNCs.

(i) Bringin more trade reforms so that resources could be put to more productive
uses.

(ii) Liberalise domestic trade, besides freeing international trade.
(iv) Liberalise and move towards capital account convertibility.
C. High Growth of Agriculture

(i) Free farmers from all domestic restrictions on storage, transport and sale of
agricultural products.

(i) State to ensure that adequate investments are made in irrigation, agncultural
research and infrastructure.

D. Empowering the Poor
(i) Integrate and consolidate anti-poverty measures.
(i) Set up a system for old age income security.
E. Human Development

(i) Knowledge industries require educated people. Make primary education
compulsory.

(i) Involve private sector to provide better primary education.
F. Clean Environment
(i) Arrest damage to environment.
(i) Promote clean and healthy environment.
G. Improvements to Governance
(i) Reform of public finance.
(ii) Rationalise electricity prices.

(i%) Bring in legal reforms that ensure inexpensive and speedy justice and at
the same time facilitate economic growth.
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DECADE PLUS YEARS OF REFORMS'

We are into nearly 15 years of economic reforms. It is time that we take a look at the
effect of economic reforms initiated in 1991. The following questions and their answers
ive bjecti t of the reft ti ised

Growth of the Economy

So far as rate of economic growth is concerned, expectation during
the early 1990’s was that it would be in double digits. The growth rate
was 5.5 per cent since 1997-98 (though it was 7.5 from 1991 to 1997). It
went up to 8 per cent in 2003-04. Development experts are of the opinion
that India should have a growth rate of atleast 15 per cent sustained
over a period of 10 to 15 years, if it were to become a developed economy. We fall short
of this expectation considerably.

How Sustainable?

With regard to sustainability, the Indian economy exhibited considerable resilience
in the recent past, inspite of several shocks it has received - Est Asian crisis, global
depression, border tension, Iraq war, earthquake, tsunami, oil price fluctuations, and
draughts (See also Box 31.3). The growth rate of 5.5 per cent against this backdrop is
commendable by any standard.

Given the stable economic environment and better prospects lying ahead, sustaining
the growth rate may not be difficult.
Economic Prospects
The economy seems to have everything going in its favour. Some instances are:
— Rate of inflation is slow and stable
— Abundant liquidity at low interest rates
— Exchange rate is stable under managed float regime

— Huge forex reserves
— Short-term external debt is low
— Stocks of foodgrains are comfortable
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