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CHAPTER - I

INTRODUCTION

FOREIGN EXCHANGE CONSTRAINT ON INDIAN 

ECONOMIC GROWTH

One of the few notions about which economists and policy

makers are in agreement is that Ihe developing countries 

are facing three fundamental constraints in their Initial 

stages of economic development. The first is set by the 

limited skill, both managerial and technical; the second 

consists of ihe limit set on investment by the availability 

of domestic savings; and the third constraint is the limit 

set on much needed developmental imports by the capacity of 

the economy to import as determined by its level of exports. 

If, then, exports are insufficient to finance such growing 

imports, rapid development cannot be achieved. It is this 

third constraint, popularly known as the 'Foreign Exchange 

Constraint*, as determined by the level of exports of an 

economy, which forms the subject-matter of the present study.
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X. is METHODS OF RELIEVING FOREIGN EXCHANGE CONSTRAINT :

1.1. is CONCEPT OF FOREIGN EXCHANGE CONSTRAINT :

It is now widely held that In developing countries 
there may be a situation wherein raising the rate of 
domestic savings will have no effect on the rate of growth 
which is taken as being determined by the availability of 
foreign exchange. In such cases a critical bottleneck 
restricting the rate of growth is the shortage of foreign 
exchange resources* Increasing availability of foreign 
exchange resources helps to supplement domestic savings 
(classical view); it helps to purchase many goods and ser
vices that have strategic importance in efficient industrial 
growth but cannot be available domestically in the early 
stages of industrial development (modern view). We can 
express this trend of thought in the most simple terms as 
follows'*' ,

•Let K^ - Domestically-produced capital goods 
- Foreign-produced capital goods 

a - Output/capital ratio of

b - Output/capital ratio of

%UI. McKinnon, "Foreign Exchange Constraint in Economic 
Development and Efficient Aid Allocation", Economic Jounmal. 
June, 1964

J.Sandee, "Foreign Exchange and Industrial Growth",
The Econometric Annual of Indian Economic Journal. Vol.XIII, 
No.8.
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P - Potential output capacity of the economy
Y - Actual output of the economy
S - Savings
E Exports
:M - Current imports
;£f- Net capital inflow

F - Foreign assistance 
I - Investment

Then we have the following aggregate fixed coefficient pro
duction function of McKinnon type s

. v- ‘ , ‘ ,

P s min, ( aKd,* bK^) • • • • * • • •. (l)

This notation means that output is given by whichever 
bracketed expression yields the smallest value. The units 

for capital goods are such that one unit of output capacity 
(P) can be used to construct one unit of Kd or exchange for 

one unit of Kj at fixed terms of trade.

From (i) we have that one unit of capacity, P» needs units 
of Kd and units.of Kp requiring ^ units of domestic 

output for new investment, Thus,

P a JL j» 1 a * b a *
(Kd + Kf)

Therefore, we have,
P « B(Kd + Kf)

(2)

(3)
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Where B = —^.■?— , which corresponds to the output-
, t * &

capital ratio of the original Harrod-Domar model.

Also we have,
Kd + Kf « S+F+(E-M) » S + F*

Where S = sV 

F*a fy

Therefore,

(sY + fY)X
a b

1‘ • ( s + f )
X + -L,
a b

i 1

i.e. P « s - + f09 S3

Ik 4. J» 
a b

• • •

(4)

(5)

(6)

From (6) we have,

dim. (7)

The equation (7) shows, if X * 1.5 and ^ = 1 are'given* that 

every 1 % of foreign exchange availability increases the 

growth rate by 0.4 %, But in developing economies, the model 

is actually operating under the constraint.

F ^ F max . *. ... *• • 8)

which ’’frustrate" the rate of growth of the developing 

countries.
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Many proponents of foreign exchange constraint doctrine 

have demonstrated with the help of more sophisticated models* 

the role of foreign exchange balance in affecting the rate 

of growth. For example, Ghenery and Bruno demonstrated 
how, in case of Israel, the growth of GNP would be lower if 

there would have bean no inflow of foreign capital in the 

country. Manne found that optional use of a relatively 
small increase ($75 million) in foreign exchange availability 

to Maxican authorities would increase the annual growth of 
industrial sector from 5.5 to 8.0 per cent. While;McKinnon^ 

incorporating several ideas given by Ghenery and Bruno for 

Israel, constructed Harrod-Domar type growth model clari

fying how marginal end average propensities to save and 
export affect the rate of growth. In particular,.he tried 

to evaluate the pay-off "in terms of economic growth of 

foreign transfers under different values of these savings 

and export parameters”.

5On the other hand, the critics of the foreign exchange 

doctrine assert that the constraint operates because of

Tt.BvChenery & M.Basjno, "Development Alternatives in 
Open Economy? The case of , Israel," Economic Journal.March. 1962.

' 3A.Manne, "Key Sectors of the Maxican Economy, 1960-70, 
Studies in Process Analysis. A.Manne & H.M.Markowitz, eds., 
Monograph 18, (Cowles Foundation for Research in Economics 
at Yale University, John Wiley, 1962).

^ op.cit.

®R.Findlay, "The 1 Foreign Exchange Gap* and Growth in 
Developing Economics," Trade. Balance of Payments, and 
Growth. (North Holland, 1970j
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the interference with the free play of the price mechanism, 
in this case by the government in the foreign exchange

6market. It is "the manifestation of over-valued currency."
It is, however, counterargued that the nature of the
"foreign exchange constraint" in developing countries is
such that no amount of relative price adjustment can remove
it, with the result that the only solution is the requisite

7amount of foreign aid.

More recently, R.Findlay, tried to identify "the
assumptions on which it depends and the manner in which it
might restrict th'e growth rates attainable in developing
economies". He pointed out that the proponents of the
doctrine'take rate of growth and marginal propensity to save
as given and a ceiling is imposed on foreign exchange earnings
by hypothesis. With these assumptions and in a situation

for of
where both, demand&Kf and supply/,£«K foreign exchange are 

perfectly inelastic,, with the foimer exceeding the latter 
to produce a gap that has to be filled by foreign aid to 
sustain the postulated growth,. He further pointed out that

P.179
"f •

J.Vanek, Estimating Foreign Exchange. Needs for Economic Development (New York* McGraw Hill Book Go., 1967) .

8op. cit.
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"the implication derived from the ’foreign exchange gap* 

theory, that increase in the propensity to save has no 
effect in raising the rate of growth in less developing 

countries, is not valid if there are imports for consumption 

as well as for investment. What is true, even under much 

weaker assumptions about the technology of investment and 
trading opportunities, is thatVttempting to raise the rate 

of growth in a developing country through increasing the 

propensity to save can run into diminishing returns through 

worsening terms of trade if investment Is more import-in ten
sive than con sumption •

In short, the foreign exchange constraint on growth 

operates when investment is more import-intensive than con

sumption and when the growth rate, the trading conditions 

facing the country and the propensity to, save are given such 

that the required growth rate may not be attainable.without 
foreign assistance and/or increased export efforts,

1.1,2: METHODS OF RELIEVING THE CONSTRAINT :

Several policy implications have been drawn from this 
analysis. One is the need for export promotion and/or import

restrictions and substitution in the development strategy
/

oFindlay,
vop. cit.
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of the country itself. Second, it is also argued that 
foreign aid (public and private) will be more productive 
under the circumstances. Finally, two other policy measures 
used, namely, the drawing on foreign assets and the relative 
price adjustment, through, exchange rate variations, to clear 
any disequilibrium in the foreign exchange market* It may 
be noted that all these policy measures are not mutually 
exclusive and as such are being adopted in various combina
tions in many developing countries, including India,

To simplify the exposition* these measures can be 
grouped into the following three groups :- ^

(1) Cushioning methods ? These methods usually act as 
shock-absorbing cushion. These include (i) drawing 

on foreign assets or reserves, including the Special 
Drawing Rights (SDR*^)$(ii) I.M.F*, drawing rights*

(2) Conserving methods i These methods, would economise 

in the use of foreign exchange resources. These ares 
(i) import restrictions; and (ii) import substitution.

(3) Augmenting methods s These method help to Increase 
foreign exchange earnings. They consist, mainly of 
(i) foreign assistance (Public or private) through, 
loans or grants; (ii) change in the foreign exchange 
rate; and (iii) export promotion measures,

It Is the purpose of this introductory chapter to 
survey these different methods as they have operated under



18

Indian situation, excepting the last two from the

third group# The results of these two methods will be 

examined in a separate chapter# Accordingly, next three 

sections ,are. devoted to an examination of how far these 

three groups of methods have helped tot relieve foreign 

exchange constraint on growth of the Indian economy# In 

particular, aid-development relationship for India will be 

examined in section 1.4. . This is followed by summery and 

conclusion in Section 1.5.

1,2: CUSHIONING METHODS :

The title of these methods itself suggests that the 
methods are usually employed as shock-absorbing cushions 

and as such cannot be employed for the long-term solution 

of the foreign exchange problem. In spite of this, many 
developing countries, including India, take resort to these 

methods against persistent payment deficits. It is, there
fore, pertinent, to review the efficacy of these methods in

meeting the foreign exchange problem of India.
!

1.2.1: MEASUREMENT OF THE AMOUNT OF FOREIGN EXCHANGE
RESOURCES :

Obviously, the efficacy of these methods is limited by 

the amount of foreign exchange resources available to a 
country. But it is difficult to arrive at the most reasonable 

measure of the amount of foreign assets or reserves that a 

particular country commands as there are seferal forms of
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reserves* assets and credits in use that are imperfect 

substitutes for one another, thus, equal amounts of 
gold, foreign currency and credit may make unequal con
tributions to a country’s external liquidity. Further, 

there is no uniformity of measurement of total reserves
assets and credits. There are some who take account of

*

central bank gold and foreign currency, I.M.F. gold 
tranchessixashes and automatic drawing rights under bilateral 
credit arrangements. While there are others who count all 

assets likely to be available at moments of crisis - all 
IMF drawing rights, the long-term foreign assets of official 

institutions and "potential0 bilateral credits.

In order to simplify our evaluation of this method, 
the definition adopted by I.M.F* may be taken as a basis 
of measurement of a country^ foreign exchange reserves at 

a given point of time. I.M.F. defines a member's monetary 
reserves "as its holding of gold, of convertible currencies 
of other members and of the currencies of such non-members 
as the Fund specifies"*®. In other words, a country’s 

holdings of gold and foreign exchange together constitutes 
its foreign exchange reserves.

With the introduction of Special Drawing Rights (SDR’s) 

through amendments of the IM.F.’s Articles of Agreement

*®Articles of Agreement, I.M.F, U.S.Treasurey, 
Washington, 1944.

/
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which become effective on July 28, 1969, the member coun
tries could supplement their reserves in the form of 

SDR’s. These SDR1;s are unconditional, reserve assets 
created by the .L.NLF* to augment the total level of reser
ves of the member countries. They are allocated from 
Special Drawing Account of the Fund ,to participating members 
in proportion to their Fund guota. SDR* s-may be used when 
a participant has a need to use and as such it forms one 
of the important consiftients of the participating country’s 
foreign exchange reserves. It has, therefore, become a 
practice to express i

Foreign reserves = vGbld + Foreign Exchange Reserves
including I.M.F. borrowings 
4- SDR’s .

This expression may be taken as a ready measure of 
the level of foreign reserves at a given point of time.
Table 1.1 shows the reserves position of India during 
1950-51 to 1970-71. The table clearly brings out that 
foreign reserves took the major brunt in the first year of 
the,First Plan and during the whole of the Second Plan. 
During the first Plan period, the foreign exchange gap of 
Bs.287.5 crores was financed through external assistance of 
Hs.1^31.7 crores while the remaining amount of Rs.85.8 crores 
was financed through drawing from foreign exchange reser

ves. No doubt, the total draft on reserves was of the 
order of Ss. 126.9 crores but the balance {i.e. te.126.9 -



Source* As per Table IV from the Appendix.
Notes? 1? Includes holding of (a) gold; (b) foreign assets of the

Reserve Bank of India; (c) government balances held abroad, 
and (d) net borrowings from the I.M.F., (e) SDK'S.

2s Indian rupee was devalued on June 6, 1966 and as such data 
from June 6, 1966 onwards are not comparable with those 
for the earlier periods. The amount for Apri1-May, 1966 
period is adjusted for the increased value of the pre
devaluation rupee.
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Rs.85.8 a Rs.41.l) was used to repurchase obligations from 

the I.M.F. .

This excessive reliance on foreign exchange reserves 

to fill the persistent foreign exchange gap, resulted 

into foreign exchange crisis during the Second Plan. The 

foreign exchange account came under heavy pressure during 

the first two years of thS Second Plan due to the high 
rate of developmental imports unmatched by the corres

ponding expansion of exports. The foreign exchange reserves 

declined by Rs.481.2 crprtes within the first two years of 

the Second Plan. Consequently, the Second Plan had to 

be pruned during 1958. Even thei*, the draft on the reserves 

was of the order of fe.598.8 crores as against the Second 
Plan estimates of fe.20G crores* The index of foreign 
exchange reserves fell from 86.T in 1955-56 to 31.9, in 1960-61, 

a fall of 54.8 points during the Second Plan period itself. 

However, if the First plan period is also considered, the 

fall in index would be about 68.1 points.

However, it was realised, then, that the country cannot 

rely excessively on her reserves for her persistent foreign 

payment deficit. As such during the Third Plan more emphasis 
was placed on import restrictions and import substitution 

but not on export promotion. This resulted into very meagre 
drawings of about Bs.5.95 crores from foreign exchange reserves 
during the Third Pisan period. However, in terms of index.

l
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it may be observed from table l.i that the foreign 

exchange reserves remained more or less, at the same level 

at the end of the Plan as it was at the beginning.

During the subsequent five year period (1966-67 to 

1970-71), the reserves increased by Hs.433.7 crores, reversing 

the trend itself. How far th is trend is expected to be main

tained during the remaining period of the Fourth Plan Pcx 

will ultimately depend upon the extent to which exports can 

be expanded during the Plan, ,on the one hand, and how far 

imports demand can be contracted through import restrictions 

and import substitution, on the other. Before we take stock 

of these import contracting measures to balance the foreign 

exchange budget, let us turn to the extent of import 

financing through foreign exchange reserves.

1.2.2s IMPORT FINANCING THROUGH CUSHIONING METHODS:

Table 1.2 shows the extent of import financing through 

foreign exchange reserves. It will be observed from the 

table that by taking the net decline in reserves, total 

imports and total developmental imports, during the five 

period, foreign exchange reserves financed 2.91 % and 4.95 % 
during First Plan, 11.09 #,and 15.68 $ during the Second 

Plan and 0.01 % and 0.12 % during the Third Plan and nil 
during the five year period (1966-67 to 1970-71) of the



Table 1.2

Import financing through Foreign Exchange Reserves 
11950-51 to 1970*71)

24

(fe. Crores)
Year Total

Imports
Develop
mental t \ 

Imports'

Total
Reser
ves

Move-
meats
in (4)
Incre-
ase( t)
Decre-
ase{-)

(5) as 
% of 
(2)

(p) as 
% of
(a)

(1) (2) (3) (4) (5) (6) (7)

1950-51 650 480 1029.2 + 28.6 mm mm

1951-52 963 660 886.7 - 164.8 14.85 25.0
1952-53 633 444 881*1 + 16.7 mm

1953-54 592 427 910.0 + 28.9 ... mm

1954-55 690 494 891.9 - 18.1 2.60 3.64
1955-56 773 543 902.4 -I- 10.5 mm mm

3651*b) 1568* b* ’ - I26.8*b* 2.91* d^ 4.95*d^
1653* c* 1154*c) - 182.9*C* 11.07* i5.86*

1956-57 1102 732 681.1 - 221.3 20.05 30.19
19570-58 1233 874 421.2 - 259*9 21.06 29.75
1958-59 , 1029 621 378.9 - 42.3 4.08 6.76
1959*60 932 737 362.9 - 16.0 1.71 2.17
1960-61 1081 856 303.6 - 59.3 5.35 6.89

5399(b) 3820*b^ - 598.8*b* 11.09*d) 15.68*
3496*c) 27go*c) - 598.8*°^ 11.09* 15.68*d*

1961-62 996 ,891 297.3 - 6.3 ,0.63 0.67
1962-63 1079 • 886 295.1 - 2.2 0.20 0.25
1963-64 1217 914 305.8 . * 10.7 m'm

1964-65 1388 1013 249.7 - 56.1 4,03 5.52
1965-66 . 1351 1028 298.0 •f* 48.3 mm mm

6092*b* 4732*.
4

- 5.6*b* 0.01* d* 0.12*d*
6092* 4732* - 64.6* 1.86*®} 2.33*

1966-67 1991 1331 478.4 + 180.6 — mrn

1967-68 2043 1367 938.5 t 60.1 mm —1968-69 1740 1391 576.7 * 38.2 ' mm

1969-70 1582 1162 820.9 + 244.2 mm --
1970-71 1720 mm 731.6 - 89.3 5.17 mm

914i(w
1720*°'

525l*b* > 433.7*b* 
- 88.6*c}

5.17*

capital geods.of
Sources As per Tables ffVand VH from the Appendix.
Notes* (a) Developmental imports Includes

raw materials and/flrter-mediate goods*
b) Total of all the previous 5 years.
c) Total of only those years during which the reserves decline
d) % of the net decline in the reserves Airing previous 5 year 

to the total imports Airing the 5 years.
(e) % of the total decline in reserves to the total Imports 

of only those years during which the reserves declined.
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total and developmental imports respectively. However, the 

picture would be different if total decline in the reserves, 

total and development imports of only those years during 

which the reserves declined are considered. The corres

ponding percentages turned out to be 11.07 % and 15.86 % 
during the First Plan, 11.09 % and 15.68 % Airing the Second 

Plan, 1.86 % and 2.33 % during the Third Plan, while it is 

5.17 % during the five-year period 1966-67 to 1970-71.

Clearly, the second measure really shows the extent to which 

the foreign exchange reserves have absorb/ the shocks 

during the years in which the shocks were felt while the 

first measure has under estimated this role of the reserves

through taking the net decrease which is usually lower
> . -

because of the increase in reserves during some previous

years. Thus, it is the second measure which gives better 

picture of import financing through foreign exchange reserves 

than the previous one. Finally,1 it may be observed from the 

Table that the import financing through foreign exchange 

reserves ranges between 0.20 % to 21 % in any one year during 

the 20 year period, a reasonably high percentage judging 

the objectives of keeping foreign exchange reserves.

1.3s CONSERVING MEASURES :

As noted earlier, these methods include (i) import 

restrictions; and (li) import substitution. It is worth 

noting that while conserving scarce foreign exchange resources
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is an objective common to both of these methods, they are 
supposed to serve other complementary objectives also.
While import substitution, in the presence of limited 
capacity to import, constitutes an important and surest 
path towards industrialization in developing countries, 
import restrictions help this process.through protecting 
domestic market against competition of imported goods. In 
other words, both these methods promote two basic objectives 
of a developing economy? (i) they help to conserve scarce 

foreign exchange resources for the import of much needed 
capital goods to accelerate development! (ii) they stimu

late, dirictly or indirectly, the process of industrialization. 
It is proposed to examine how far the first of these two 
objectives is beidg served by these methods*

1.3.1: IMPORT RESTRICTIONS s

Import restrictions were first introduced in India
Rulesin 1940 under -toe Defence of India^f May 1940. Since 

then they have continued till today. One can classify these 
restrictions into two groups : (i) tariff restrictions: and
(ii) Non-tariff restrictions. Non-tariff restrictions include 
both quantitative and qualitative restrictions. During 
World War II, under the Defence of India Rules of May 1940, 
imports of certain items were allowed only on the basis of 
’essentiality1 but the controls were more or less qualitative
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in character with no guantitative limits on imports of
different importable items. In the immediate post-war
period, imports were liberalized by widening the scope of
Open General Licences (OGL) during 1945 and 1946. But with
the partition of India in August 194? and more particularly

Ofwith the intro due tion/planning in April 1951, India switched 
over from *gualitative* -to ’guantitative* restrictions on 

imports on the basis of upper-limit to foreign exchange 
use. This policy of import control closely followed the 
balance of payment position from year to year, and became 
more aJtfljlx after the 1956-57 foreign exchange crisis and 

were somewhat relaxed for a period after the devaluation of 
Rupee in June 1966. On the whole, India has relied more on 
non-tariff methods rather than on price adjustment through 
changes in the structure of tariffs to restrict the imports.

1.3.2: IMPORT SUBSTITUTION :

As noted earlier, one of the major considerations 
of import restrictions is to stimulate growth of import 
competing industries in the protected domestic market 
through a planned programme of import substitution. In 
fact, import substitution is carried out not only to. develop 
import oamposxte competing industries internally but also to 
conserve scarce foreign exchange resources. But how far 
it can conserve foreign resources ultimately depends on the



• 28

nature of import substitution carried out. Ibis is because 
of the. fact that every act. of import impart substitution is 
not only a foreign exchange saving device but is also a 
source of foreign exchange expenditure, the extent of which 
depends on the nature of the goods so substituted* As such, 
"the net savings in foreign exchange brought about would 
often appear to be more imaginary than real,*** in some cases.

In case of India, using four different measures of 
import substitution, Bhagwati and Desai*^ have measured 

import substitution in Indian economy during the period 
1951-63 in three groups of industries, namely, consumer 
goods, intermediate goods, aid investment goods. This 
shady concludes that for the entire period 1951<*63 import 
substitution in investment group sesns to predominate; for, 
the period 1951-57, all the measures underline the relatively 
substantial import substitution in consumer goods followed 
by the investment and intermediate groups in that order, and

i ■ ,

during 1957-63 import substitution in the consumer goods 
industries has been lowest and in the Investment and 
intermediate groups considerably high.

^•V.V.Desai, "Dim Light on Import Substitution," 
Economic qnd Political Weekly. March 1971, p.519.

J*%,N .Bhagwati and Padma Desai, "India; Planning for 
Industrialization and Trade Policies Since 1951,i (Oxford 
University Press, 1970), p.91.
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1.3.3; FOREIGN EXCHANGE SAVINGS THROUGH CONSERVING 
METHODS :

Leaving aside the various indirect adverse effects of 
import restrictions* *3 and those of import substitution,*4 

let us examine their effect oh the total import bill of India 
during the period of their operations. It may be observed 
from Table l.<3 that in spite of import controls of varying 
magnitudes and import substitution in various domestic 
sectors, the total imports have been increasing very rapidly 
during the whole planning period. Index of total imports 
increased by 19 points during the First Plan, by 53.3 points 
during the Second Plan, by 30.3.points in the Third Plan, 
and by 62 points during the five-year period 1966-67 to 
1970-71. However, die to import substitution during the 
planning period, the structure of imports changed in a marked 
degree as could be observed from the Table*

But, if one looks through other angles, it will be observed 
agxsxdxthat these methods have contributed substantially to 
saving India’s scarce foreign exchange resources. Table 1.4 
shows two measures of saving through these methods. The 
first measure is shown in Column 5 which is the difference 
between the actual imports and imports at first 10 years 
trend rate, the 10th year being 1957-58, during which imports

l3See < 12), pp. 312-335.

*4V.V.Desai, "Import Substitution and Growth of 
Consumer Industries," Economic and Political Weekly. 
March 15, 1969.



30Table 1.3

Changing Pattern of Indian Imports (1950-31 t© 1970-71)

Tear
% of total imports during 

the vear
Index (1950-51=sl00)

Con su-
mer
Goods

Haw Capital
materials Goods 
and Inte
rmediate
Goods

Consu
mer
Goods

Raw-
mater
ials
and
Inter
mediate
Goods

Capital
Goods

Total
Im
ports

1948*49 29.2 50.0 20.8 109.0 92.3 101.5 98.9
1949-50 26.3 49.7 24.0 100.10 92.5 117.4 99.5
1950-51 26.2 53.6 20.2 100.00 100.00 100.0 100.0

1951-52 32.2 50.5 17.3 183.00 141.0 128.0 149.2
1952-53 33.5 45.8 20.7 130.90 87.9 105.3 107.9
1953-54 24.7 53.6 21.7 81.8 87.3 93.1 93.8
1954-55 24.7 54.6 20.5 99.4 103.1 102.2 100.9
1955-56 19.9 51.4 * 28.7 78.9 100.7 146.9 119.0

1956-57 13.8 56.4 29.8 68.40 137.3 192.4 138.8
1957-58 15.5 54.5 30.0 94.10 162.0 235.6 159.1
1968-59 27.6 43.4 29.0 139.10 107.1 188.6 139.3
1969-60 23.3 47.6 29.1 131.50 131.3 211.3 147.3
1960-61 23.7 46.6 29.7 154.90 150.5 251.5 172.3

1961-62 17.0 49.4 33.6 116.3 150.5 278.7 159.2
1962-63 19.1 46.3 34.6 143.2 143.4 293.1 172.6
1963-64 15.5 48.8 35.7 133.9 141.3 319.7 177.6
1964-65 25.5 39.1 35.4 197.0 153.4 362.1 192.1
1965-66 27.0 38.1 34.9 222.8 153.7 372.7 202.6

1966-67 35.9 36.4 27.7 437.4 215.2 440.9 319.2
1967-68 30.8 44.1 25.1 395.3 250.2 375.7 313,8
1968-69 27.1 45.3 27.6 302.9 247.9 399.2 286.0
1969-70 26.5 47.3 26.2 246.2 214.6 314.3 243.2
1970-71 • • 264.6

Source: Calculated from fable VH from the Appendix
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Measures Of impact of conserving methods on imports
(1958-59 to 1970-71)

li.i.-Pj&gea).
Year Ac-tual

Imports

*

Imports 
at first
10 years, 
(1948-49 
to 1957- 
58) trend 
rate 
(y=553+, 

dot)1

Imports 
at first 

, 10 years, 
(1948-49 
to 1957- 
58) avera
ge Import/ 
GNP ratio 
(7.1 ft

Foreign
exchange
sayings
(3)-(2)

Foreign
exchange
savings
(4)-(2)

1958-59 1029 ,1048
i' 'jion V + 19 18

1959-60 932 1093 1045 ♦ i6i + 113
1960-61 1102 1138 1063 +, 36 + 61
Total/ 3063/ 3279/ 4993/, ’+- 216/ + 156/
Average 1021. ; , 1093 . , . 999 +, 72 312

1961-62 978 1183 1132 . +■ 205 + 154 .
1962-63 1098 1228 1212 + 130 + 114
1963-64 1245 . 1273 1395 . '+, 28 + 150
1964-65 1421 . 1318 1630 -, 103 + 209 .’
1965-66 1350 . 1363 1698 , +, 13 .+ 348 ,
Total/ 6092/ 6365/ , 7067/ +, 273/ .. 975/
Average 1218 1273 1413 . + , 55 . 195 .

1966-67 , 1885 2197 1950 +,312 + 65
1967-68 , 2043 2267 2294 , + 224 .+ 251
1968-69 1741 2337 2343 + 596 . + 602 ,
1969-70 1582 2407 2552 , + ,825 + 970 .
1970-71 1720 2477 2769 + 759 +1049
Total/ 8971/ 11685/ 11908/ +2714/ +2937/
Average 1794 2337 2382 v+ 543 „ 587

Source t Estimated from Table VII from the Appendix.

Note : 1 Figures from 1966-67 onwards are adjusted for the 
increased value of the pre-devaluation rupee.
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1 1/
f/reached their peak. While the second measure is shown in 

/ Column 6 which is the difference between the actual imports
i

i and imports at average import/GNP ratio of the first 10 

years, the 10th year, being 1957-58, during which import 
reached its peak. However, £# may be mentioned that this is 

a very crude exercise beset with a number of limitations.

1.4: AUGMENTING METHODS 8

One of the most important means of raising external 

resources is through foreign assistance, whether public or 

private, loans or grants, technical or non-technical assi
stance programmes, in the post-Second World War period 

many developing countries, including India, have accorded 

to foreign assistance a strategic role in their ambitious 

plans of economic development, in such developmental plans, 
foreign assistance is supposed to play an important role 
mainly in three ways* (i) by supplementing domestic savings 

and investment efforts? (ii) by relieving foreign exchange 

constraint on growth; and (ili) by introducing technical, 

know-how and advanced technology.

The main purpose here is only to assess the role of 

foreign assistance, public or private, In relieving the 

foreign exchange constraint on Indian economic growth. An 
attempt is made to test the hypotheses regarding (public)
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aid-development. It mast be pointed out at this stage that 
while public foreign assistance has always dominated the 
Indian economic scene, the private foreign investment and 
technical collaborations have played a relatively minor 
role. Hence let us first try to examine the role of foreign 
private investment so that we can examine the more dominant 
role of public assistance in greater detail.

1.4.1s PRIVATE FOREIGN ASSISTANCE :

Private foreign assistance takes the form of capital 
Investment and/or technical collaboration* Capital invest
ment may be in the form of (direct) load capital or ecjuity 
(portfolio) capital or both. As foreign assistance involves 
an outflow of foreign exchange on account of repatriation 

of profits and dividends and also repayment of royalty on 
sales of know-how, the government have from time to time 
tried to regulate the volume and pattern of the inflow of

foreign private capital. In spite of such government regula-
kept

tions, total outstanding private capital has a
continuously rising trend. Table l.B clearly shows this
rising trend. Foreign Private investment increased at an
annual average of Rs. 38*5 crores, Rs,73.3 crores and 8s. 180.9
crores during the Second, Third and the Ihree Annual Plans*

246.6
In 20 years, it increased from 8s.i8StS6 crores in mid 1948 
to &.1542.8 crores at the end of 1968, that is, an increase 
of 8s. 1286.9 crores or 542.7
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Table 1.5

Outstanding Foreign Private Investment* in India (1948 to 1968)

(Bs« Crores)

Ac a + anrl Portfolio Total Increase
of Direct Private Official " Total 

(3) + (4) , 12) + previous 
15) year

(l) (2) (3) (4) (5) (6) (7)

June 1948 mm
, 246.6 mm-

December 1953 — — mm mm 397.1 —December 1955 — -- mm 442.4 45.3

December 1956 mm mm mrn

mm ' 478.3 35.9
December 1957 •• ' mm -- mm 532.0 53.7
December 1958 ✓ mm mm mm 562.5 30.5
December 1959 mm mm mm mm 582.8 20.3
December 1960

/

mm mm mm . 634.7 51.9
192.2/38.5

December 1961 MM* m m mm ■mm 679.8 45.1
December 1962 mm mm mm mm 735.5 55.7
March 1963 541*6 153.0 111.6 264.6 806.1 70.6
March 1964 546.5 181.2 142.2 323.4 893.8 87.7
March 1965 610.1 220.1 164.8 384.9 1001.1 107.3

366.4/73.3

March 1966 633.1 242.4 194.4 436.8 1069.3 68.2
March

1967 , 1968/
700.5 437.1 344.8 781.9 1465.9 396.6

March mm mm mm 1542.8 77*9
542.7/JL80.9

i

Source i Reserve Bank of India Bulletin. April, August 1969 and March, 1971.

Note t ^Excludes banking and insurance.
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According to the Fourth Five Year Plan document, during 

the First Plan, the actual fresh inflow came tri fe.75 crores 

as against the expectation of Bs.45 crores, and -die Second 
Plan target of Bs.200 crores was nearly attained. While 
(hiring the Third Plan, the actual inflow of about Rs.380 crores 

exceeded the figure of Is.300 crores envisaged in the Plan. 

Thus, while fulfilling the Plan targets, the total private 

foreign investment of ffe.625 crores during the three Plans 
constituted about 25 % of the total private sector investment 
of about fe.2500 crores in the industrial field.*®

1.4.l.l: Import financing through private foreign
assistance V ' "' '

This enormous growth in private foreign investment 
occurred due to (i) revaluation of assets; (ii) retained 

profits; fresh capital inflow in terms of (iii) cash arid 

(iv) non-cash capital. It is evident that neither (i) nor 
the ,{i£) contribute to an increased availability of foreign 

exchange in the investing country. It is only the fresh 

capital inflow which helps to relieve the foreign exchange 

constraint on growth of the investing country. Table 1*6 

shows the amount of fresh capital inflow during 1948-68. But 
the fresh capital inflows include cash and non-cash inflows. 
As such in order to assess the role of private assistance 
in relieving the foreign exchange constraint one should

*®Mehta G.L., "Development and Foreign Collaboration in 
Development, Trade and Aid," A Golden Jubilee Symposium of 
Indian Economic Conference. 1967, (Bombay: Popular Frakashan), 
p.56.
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consider only the net inflow of foreign capital in cash.

From the Table, it may be seen that it was negative during 

the eleven years 1948 to 1959 and were Rs. 4-3,3 crores,

Rs. 4-4*5, 8s. 4-45.0, 8s. 444,1, Bs. 4-35.0, Rs.4-130.5, and 

Rs. 4-19.8 crores during 1961, 1962, 1963-64, 1964-65, 1965-66, 

1966-67, and 1967-68, These net cash llows have to be 

related to the total and gross developmental imports in order 

to arrive at the true measure of the role of private foreign 
capital in relieving the constraint. Table 1.7 shows net 

inflow of cash foreign capital as percent age, of total imports 

of goods and as percentage of developmental imports. It may 

be observed from the Table that the net inflow of cadi 

foreign private capital could finance between 0.34 % to 

7.0 % of the total imports and between 0.37 % to 9.8 ^ of the 

developmental imports during 1961-62 to 1967-68. However, in 

case of India, its significance lies not in the proportion 

of imports it could finance but in*the introduction of modem 

techniques and provisions of opportunities for training and 

growth of Indian entrepreneurs.

1.4.2s PUBLIC FOREIGN ASSISTANCE s

While the strategy Of Indian economic planning has been 

based on closed-economy theoretical models, in actual

■^Dr. P.K.Chatterjee, Foreign Capital and Economic 
Development. Progressive Publishers, Calcutta, 1971, p.147.
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I#ig...1 «I

Net inflow of cash private foreign capital as % of 
total imports of goods and as % of 

developmental imports

(Bs. Crores)

Years Total
imports

Develop
mental
imports

Net cash
capital
inflow

(4) as 
% of 
(2)

(4) as 
% of 
(3)

(1) (2) (3) (4) (5), (6)

196 lr 6 2 978 891 3.3 0.337 0.370

1962-63 1097 886 4.5 0.410 0.508

196 3—64 1245 914 45.0 3.614 4.923

1964-65 1421 1012 44.1 3.103 4.358

1965-66 1351 1027 35.1 2.598 3.418

1966-67 1886 1331 130.5 ' 6.919 9.805

1967-68 2043 1367 19.8 , 0.969 1.448

Source ; Estimated from table
t

1.6 and table Vir from the
Appendix.
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practice, throughout the development process, Indian 
planners have allowed the external resources to play their 
role in Indian economic development* This is more true in 
case of public foreign assistance.

On tiie eve of the First Five Year Plan* though the
need for a definite state policy, "to create and maintain
conditions favourable to the inflow of foreigt capital was
clearly indicated,1,17 the attitude towards foreign capital

was dominated more by reluctance. Consequently, the First
Plan closed with gross utilization of Bs.201.67 crores, of
which debt service constituted Rs.23.80 crores. Though the
planners clearly recognized the need for external finance
for the Second Plan, they underestimated the need. In a 

/of the Second Plan,
single year/ the use of external assistance exceeded that 
during the whole of the First Plan. As early as 1956, the 
process of adjustment had begun and with the foreign 
exchange crisis that developed after the third year of the 
Second Plan, the process got on its way towards removal of 
the inhibitions about the consequences of foreign aid. 
Consequently, the Second Plan ended up with a total of 
8s. 1430.20 crores of gross foreign aid, but the net aid

ffirhird Five Year Plan (New Delhi i Planning Commission) 
Government of India), p.107.
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amounted to Rs. 1310.80 crores. While framing the Third Plan 
a substantial amount of such aid was considered not only 
inevitable but also "advantageous from the point of view 
of recipient country". As such, chiring the Plan, while the 
gross inflow of foreign aid was about 8s.2867.72 crores* the 
net aid was &.2325.12 crores. The Fourth Five Year Plan*® 

indicated a gross flow of Bs.4130.0 crores during the Plan, 
of which service charges are estimated at 62.0 % of the 
gross aid. Table 1.8 shows the gross and net foreign aid 
utilisation during the various Plans of India.

1.4.2.1: Foreign aid and economic development %

With this background of the extent of external aid 
utilization, let us now turn to its role in the process of 
economic development. As already pointed out in the 
beginning of this section it, (i) supplements domestic 
savings and investment efforts! (ii) provides foreign 
exchange for financing much needed imports! and (iii) intro* 
duces modem technology. However, in the literature on aid- 
development relationship in developing countries, two 
opposite hypotheses have bean formed. While it is generally 
believed that aid accelerates the process of growth through

*®Fourth Five Year Plan. (New Delhi : Planning 
Commission, Goverrimeat of India).

*^For example, Chenery & Bumo, "Development Alternatives 
in an open Economy! the case of Israel," Economic Journal. 
March, 1962.
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serving aatti a dial role, namely, supplementing domestic 
savings and financing much needed developmental imports*, 

there are a few who have observed that foreign assistance 

is not associated with growth and* indeed, may deter it 

through substituting domestic savings and through unfavoura

ble effects of capital imports on development.

The question is* why may there be an inverse relation
ship between foreign assistance and growth ? In the usual 

Chenery-Strout type models, such a result is imjiosslble as
i

capital imports through foreign -aid Is viewed to have two 
effects* (i) it Increases the level of investment directly 
by the amount.of the aidj and (ii) it increases the rate 
of savings indirectly by raising the level of income due 

to capital accumulation through the first effect. In short, 
"it is believed that all aid is invested, and this leads 

not only to a higher rate of capital accumulation but also 
to a larger proportion of income being saved."2'*' Chenery 

and Strout assume that the recipient country is "unwilling 

of unable to Increase aid merely to increase consumption," 

and they believe recipient governments have "no incentive... 

........ to increase aid by reducing savings." But these

^For example, Griffin 8, Enos, "Foreign Assistance, 
Objectives and Consequences, Economic Development & Cultural 
Change. April, 1970.

2iSee C19), p.320.

22See {19), p.686.
a

\ • ■
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are extremely odd assumptions. Foreign aid and domestic

savings are substitutable resources since as long as the

cost of aid (in terms of interest etc.) is less than the

incremental output-capital ratio, it will pay a country

to borrow as much as possible and substitute foreign aid

for domestic savings. In other words, given a target rate

of growth in the developing country, foreign aid will

permit higher consumption, and domestic savings will simply

be a residual. It is in this way that the foundations of

models of the Chenery-Strout type are weak, since one would

expect, even on theoretical grounds to find an inverse
23association between foreign aid aid domestic savings.

1.4.2.l.l: Aid-development relationship of other
countries :

This theoretical conclusion is reinforced by the 

statistical studies in the field. This has been observed 

by Chenery himself: speaking of Latin Amereican, countries

he notes that waid has been a substitute for savings, not 

an addition to investment. The saving rate has decreased 

and there has been no increase in the overall rate of growth 

of the gross national product." In other words, foreign

23See (2$, p.320.

24H.B.Chenery, "Trade, Aid and Economic Development," 
International Development. (1965). S.M.Roback and L.M.Soloman 
editors (Dobbs Ferry, N.Y.: Ocean a Publications, 1966), p. 187.
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aid often tends to supplant rather than supplement domestic

savings and its frequently becomes a substitute for tax
- 25reforms# Statistically, Griffin and Brtos have cited 

many cross section results of regression of growth of 

national income on aid flows. Following are some of them?

Sr.
No. Sample Regression equation R2

(1) 15 Latin American 
countries 
(1962-64)

Average rate of growth of
GDP (Y) =

4.8 * 0.18 (A/V)t

j ,

023

' • Where P/V is the ratio of 
foreign aid to GNP.

(2) Turkey (1951-65) Percentage change in GNP 
per capita , -

Q+ ii’ * 12.5 - 0.047 A., * (o.oni t 062

- Where A is thd foreign aid.

(3) 12 Latin American 
countries 
(1957-64)

Yt = 42.97 - 3.78{aA) t 013

Typically, the regression coefficients in (l) and (2)
‘are ....

hex very; small and not significant, while in (2) ,it is 

negative. The negative value of the coefficient of regret 

sslon between foreign aid and rates of growth in GNP for 

the twelve Latin American countries is clearly evident and

25op. cit.
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is tgken by the author for his Interpretation of negative 
relationship between growth and aid.

While criticizing the results of twelve Latin American 
countries on grounds of inadequate data, sample size and 
nonrepresentative character of the sample of countries, 
Mitchell Kellraan^ tried to test the hypothesis, through 
regression analysis run for forty countries and then for 
a subsample of the twelve Latin American countries that are
considered by Griffin and Enos. The results are summerized

'•) ...below. In the results, Y and Y/)P are growth rates of income 
and of income per capita respectively! A/M is aid as a 
proportion of imports.

Sample Regression equation Regression equation

Cl) 40 countries Y * 5.0-1.2 (-|~)

(0.11)
(2) 12 Latin Y » 3.4-64.6(-j§~)

American (0.93) m
countries

Y/P * 2.7+0.0i(-|“) 
(0.003)

Y/P * 15.8-85.l(~|M 
(9.4) M

These findings substantiate the conclusions of previous 
authors. Further, "in the larger sample, the coefficient,

Mitchell Kellman, "Foreign Assistance* Objectives and 
Consequences* Comment," Economic Development and Cultural 
Change, October, 1971, p.144.
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'Wanwhile still negative, is much smaller and less significant 

Hian that of the smaller sample" used by the previous 

authors.

28Griffin and Enos have also tested tile hypotheses, 

indirectly, through regression of savings on aid flows.

The results areas follows :

Sr.
No. . Sample Regression equation R2 .

(1) 32 countries 
(1962-64)

Sd/GDP * 11.2-0.73 SfA 
(0.11)

0.54

(2) 13 Asian and 
Mid.Eastern 
countries 
(1962-64)

Sd/GDP - 16.1-0.82 SfA 0.71

(3) Colombia
(1950-63)

Sd/GDP a 21.50-0,84 Si/GDP (0.29) r a43

Where said are domestic, and foreign savings respectively.

The regression results suggest inverse relationship 

between fcreign saving as percentage of GNP and domestic 
savings as percentage of GDP, as shown ^Ij^the negative sign 

of the coefficients of (s^/T) in the equations.

27lbid. p.146

Oft
op. eft. p.32l.
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1,4.2.2s Al dr Development Relation shipof India s
_ . ' 7

So far as India is concerned, not much analytical work 

has been done on aid-development relationship. However, 

mention must made of two major works in this direction.
OQ ?

Katz has estimated aid generated share of national income,
in India,

savings and, investment^, These are summarized in Table 1.9 

below :

Table 1.9

Aid Generated Share of National Income, Savings 
and Investment 1951-61

($ Billions at 
3,960-61 prices)

Total Aid Generated 
Share

Domestic
Share

Absolute % Absolute • % Absolute %

(1) (2) (3) (4) (5) (6) (7)

National
•

Income 250.7 100 5.1 2 245.6 98

Savings 19.0 100 0.9 5 18.1 95

Investment 24.2 100 2.8 12 21.4 88

Sources Tables HI & IV by S.S.Katz. pp.46-47,

From these results the author concludes? "The Aid contribution 

to Indian economic activity interns of the volumes of income

Katz S.S., External Assistance and Indian Economic 
Growth.. (Bombay? A sia Publisnlng House, 1968).
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and saving was of minor proportions and it is clear that 

the domestic economy was the main source of the economic 

activity realized during the period"«, He further adds: 

"This is, of course, as one would expect, since economic 

activity can be supplemented by external sources but it 

must be domestic in origin. The role of aid was merely 
that of a catalyst."^0

Another study is that of Dr. Chatterjee31 "Foreign

Capital and economic Development." In this study, using

Adelman and Chenery model, he has tried to assess the

productivity of foreign aid in the Indian con tenet. during

tvs© separate periods 1950-51 to 1962-63 and 1961-62 to
1965-66. For the first period, he assumed capital output
ratio (K) =4; marginal propensity to consume (b) = 0.8023,

and estimated dY. . .
dFt “ K -U-b) = 378023 = 0,263 For the

second period, he estimated: dY,
dF, 1.564 » 0.625

Clearly these are multiplier values of foreign aid. Hence 

"once the investment is undertaken it goes on yielding 

income for a long period of time. This fact should also 
be taken into account in assessing the impact of foreign

^Katz. op.cit. p.46 
3\>p. cit. .

' ' *30
Adelman Irma and H.B.Chenery, "Foreign Aid and Economic 

Development: The case of Greece," The Review of Economics 
and Statistics. February, 1966.
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aid on present and future Income generation," the author 

concludes. But it may be observed that while the first 

is significantly low, and the second one is less than 

unity. As such their effects will be very much insigni

ficant in future period which itself will be very snail 

due to their numerical values.

In what follows, the hypothesis regarding aid-develop

ment will be tested first through regression analysis and 

then through multiplier analysis.as a cross-check. So 

far as the former is concerned, it is carried out at two 

levels: one direct and the other indirect. So far the

former is concerned, the hypothesis to be tested is (i) 

whether increase in foreign aid has increased the rate of 

growth of Indian economy or not. As for the latter, two 
different hyposthes^s are to be tested; viz. (ii) whether 

foreign aid has helped to generate domestic savings; and 
(iii) whether foreign aid has accelerated capital forma

tion. These three hypotheses will be tested through 

regression analysis, the conclusion of which will be checked 

through multiplier analysis.

1.4.2.1.2.1& Regression Analysis :

Table 1.10 summarizes the results of regression ana
lysis carried out for 18 years period (1951-52 to 1968-69). 

In the various regression equations, the notations used
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are as under ?

- Gross national product (GNP) at time t

- Growth rate of Y^.

• Change in per capita GNP at time t

- Savings at time t

I; - Investment at time t t »
Tt - Growth rate of

*ft " Qioss fixed capital formation at time t

A^ - Net foreign Aid utilized at time t

- Exports of goods and services at time t

Xt - Growth rate of X^

- Short-run fluctuations in X^,

Ft - Foreign exchange reserves at time t

- Growth rate of F^

To test the first hypo thesis, a simple regression 

analysis between (1) gross national product (Y^) and net 

foreign aid utilized (a^)j (ii) rate of growth of Y^ and 

ratio of A^ end Y^ and (ill) change in per capita GNP

(Q t) and ratio of At and Yt; all with one period lag,

was carried out. From Table 1.10, it will be observed 

that, statistically, the second equation! is a better fit. 

However, if change in per capita-5 GNP be considered as a 

better criterion of economic development than the growth
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rate of CMP, then the negative sign of the coefficient of 
(A^) suggests negative aid-development relationship.

No doubt, the significance of the coefficient is quite low 

as indicated by 't* score of the coefficient.

Further multiple regression analysis was carried out 
through adding three more variables in Hie above three 
equations, giving u&j$squations (iv), (v) and (vi). It can 

be Observed that, statistically, qquation (iv) shows the 

best fit. But the equation shows the relationship between 
the variables in the absolute terms which is not relevant 
to our hypothesis. For our purpose equations (v) and (vi) 
are more relevant. From these two equations, (vi) is Hie

i i - i o 1 'better one with higher values of R and ft’ of the co
efficient of A^. While the sign of the coefficient is 

positive indicating a direct relationship between aid and 

economic development, the magnitude of it is very low 

which indicates a weak relationship between them.

In other words, while the simple regression analysis 

suggests insignificant negative relationship, the multiple 

regression analysis yields insignificant positive relation
ship between aid and economic development. In short, the 

direct test of Hie hypothesis suggests a weak aid-develop
ment relationship for India.

. 53

Now coming to the Indirect testing,, regression ana-, 
lysis was carried out, to test the second hypothesis, bet-
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ween (vii) savings (S^,) and ©!P$ (viii) S^'-GNP arid foreign 

aid (A^); and (lx) first difference between change in GNP 

and A^ and change in A^i the resulting regression equations 

(vii), (Viii) and (ix) show that while equation (vii) is 

the best fit, statistically, equations (viii) and (lx) 

suggest a negative relationship between savings and foreign 

aid* No doubt, here also, *t* score of the coefficient of 

A^ is gulte low in (viii) than that in equation (ix). 

However, the equations, because of the negative coefficients 

of (A^), help us to reject the hypothesis that foreign aid 

has helped in generation of domestic savings of India.

Finally, the third hypothesis that foreign aid has
• • /,j

accelerated capital formation in India gains no support
from both the simple and multiple regression analysis as

shown by equations (x), (xi), (xil) and (xiii) in the Table.

ViJhile the equation (x) has positive but low coefficient of 
’2A^, its R is also quite low,; Same is the case with the 

other three equations. Further *t' scores of the coeffici

ents of A^ in all the, four equations is much lower than

1.45, indicating insignificant positive relationship between
in

foreign aid and capital formation o& India.

All in all, the foregoing direct and indirect tests 
carried out through simple and multiple regression analysis 

tend to shew that foreign aid has not contributed signifi

cantly in the generation of Indian economic development.



This conclusion is reinforced by the results of multiplier 

analysis that follows:

„ 55

1.4,2.1.2.2: Multiplier Analysis :

In order to find out foreign aid multiplier of India, 

the multiplier formula is modified in order to suit the 

availability of Indian data. The following notations are 

used to derive the formula :

Y - Gross National product 

C - Consumption 

I - Investment 

X - Exports 

M • Imports '

A - Foreign Aid 

c* - M
c(l - w5—) Where, c - average propensity 

d to consume
M - Import content of 

consumption
C , - consumption of domestl- 

a caily produced goods 
plus foreign produced 
goods* imported out of 
current account.

We have: Y=*C+I+X-M ... ... (l)

C = (Cd as defined above, consu
mption of goods received as aid)

I « 1^+ 1^ (1^ investment goods produced
domestically plus foreign pro
duced investment goods, l£ 
investment goods received aid)
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M = Mc + Mx +

Where, Mc - Import content of consumption 

M Import content of exports 

Mj - Import content of investment

Therefore,

Y a (Cd 4- Cf) t (Id 4- If) 4- (X) - (Mc .+ Mx + Mi) ... (2)

= (Cd4- Cf) + (Id+ If). + (X) - (Mc4Mx4Mlf4Mica)

Where, - Imports of investment goods out of Aid

M. - Imports of investment goods from 
!mmmfc export earnings.

= (Cd)4.(Cf+If)+(Id)+(x5-(Mc4Mx4Mif4Mic) where Cf+Iv^= A 

* Cd + A +■ Id t X • .«<*>• • • « { 3)

= (Cd-Mc) 4- (A-Mif) 4- (Id-Mic) + (X-W!x)

» t:J\i » l&l.Hlfi + —41 - c* i - c * T i - c *
X * M.
T- c

i * “tf
= l-'ct' A +

M
I - ic

I c v

In the equation (4) the factor

i-'i
JT

X 1 T C* ,

. 1 -
A.1 - C *

(4)

is the foreign

aid multiplier* It shows the how far aid contributes to 

current and future income flows. Clearly, any Value greater 

than unity can be taken to mean that for8ign aid helps to 
increase income by more than the aid and hence significant.
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Table 1.11 summarizes the main finding of the multi

plier analysis. It will be observed from the Table, the 

values of -the multiplier are quite low in all the plans 

excepting the first plan and also that of the whole 

planning period. Further, while the value of the First 

Plan is very high, it has decreased substantially if the

first Plan is lumped with the second’plan. Thus the value
!

of the multiplier of the First Plan is 4.2, while that of 

the first and sacond Plans together is 0.82.

These results of the multiplier analysis confirm our 

conclusion of the regression analysis. It may be recalled 

that values of the multiplier found out by Dr. Chatter!ee 

for periods 1950-51 to 1962-63 and 1961-62 to 1965-66 were 

0.263 and 0.625 respectively. The values of the multiplier 

for the first two Plan period and for the Third Plan in 

our case are 0.82 and 0.29 respectively. There is signi

ficant difference between the values of his multiplier and 

those of ours. This is due to the difference in methodology 

and in the assumptions made.

The question that remains to be asked; Why is the 

value of the multiplier high for the First Plan and why are 

the values low for the subsequent Plans and the whole 

planning period ? There seem to be two possible reasons 

for such a result s (i) high capital/output ratio; and 

(ii) long gestation period. These can very well be observed
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from the Table 1.12 which shows the purpose-wise distri
bution q£ aid received by India during the periods.

1.4.2.2? Foreign aid and Foreign exchange 
constraint of India s

From the above regression and multiplier analysis, 
we may state that foreign aid had no significant quantita- 

tive impact on Indian economic development. But one can 

state that its impact on growth is both quantitative and 
qualitative, direct and indirect, tangible sad intangible, 

economic and non-economic, short-run and long-run. As 
such, in order to get the correct impact of foreign aid, 
one should probe deeper into the actual process of 

effective utilization of aid resources. For the purpose 
in hand, the only aspect of aid utilization that remains 

to be analysed is its role in easing the foreign exchange 
constraint of India’s economic development. The following 

Table 1.13 shows the extent to which foreign aid has 

helped to relieve the constraint.

It will be clear from the Table that the dependence 
on foreign aid has increased from Plan to Plan. While the 
percentage foreign aid to total imports was 5.52 in the 
First Plan, it increased to 50.3 % during the five year 

period 1966-67 to 1970-71, an increase of about eight to
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Purposewi*?e Distribution of foreign assistance to India

(8s, in Crores)

Item 1st Plan Ilnd Plan Illrd Plan
Abso
lute
Amount

% of
the
Total

Abso
lute
Amount

% of
the
Total

Abso
lute
Amount

% of
the
Total

; (i) $>2) (3) (4) (5) (6) (7)

It Transport and 
Communication 15.60 12.30 152.20 21.33 291.40 15.27

2% Port Development mm — 6*80 0.95 0.20 0.00

3s Power Projects 12.10 9.54 29.30 4.11 152.60 . 8.0C
4S Steel and Steel

Proj ects 2.80 2.21 254.1 35.61 94.20 5.00

5s Orrisa Iron Ore 
Project mm mm 10.40 0.0E

6s Industrial
Development 2.30 - 2.81 255.40 35.80 1270.40 66.5*3

7s Agricultural
Development 3.40 2.68 mm 22.50 1.1*

8s Food Aid 90.30 71.21 15.3 2.14 mm —
9s Debt Relief — mm

mm
66.00 3.46

101 Mi sc ell an eou s mm mm ~ —

Total 126.80 100.00 713.50 100.00, 1908.30 100.oc

continued • • *
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continued Table No.1.12

(fei. in Cxores)

Item Three Annual 
Plans

Whole Planning 
Period

-
Absolute
Amount

%of
the
Total

Absolute
Amount

% of
■Use
Total

(8) (9) (10) (11)

is Transport and Communica
tion 176.60 7.59 635.80 12.529

2: Port Development 0;20 ' ' mm 7.20 0.142

: 3s Power Projects 266.70 11.467 ’460.70 9.079

4i Steel and Steel Projects 122.80 5.279 473.90 9.339

5s Orrisa Iron Ore Projects 1.30 .0.064 • 11.70. 0.231

6s Industrial Development 1493.40 64.21 3021.50 59.543

7s Agricul tural Development 77.80 3.345 103.70 2.034

8s Food Aid 109.30 4.699 .214.90 . 4.234

9s Debt Relief 77.10 3.314 143.10 ’ 2.820

10 s Mi sc ell an eou s 0.60 0.025 0.60 0.012

Total 2325.80 100.00 5074.40 100.000

Source : Report on Currency and Finance.. Reserve lank of India. 
1969.
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Foreign assistance and Balance of payments of India

.■ in Crores)

Sr.
No. Item

i

1st
Plan

Ilnd
Plan

Illrd
Plan

Three
Annual
Plans
and
first
two
years
of IVth
Plan

IVth
plan

(1) (2) (8) (4) (5). (6) . (7)

Is Foreign aid/
import ratio 5.52 27.3 46.7 50.3 42.6

2s Foreign aid/
current account ; , *
deficit in
balance of * ■ ,
payments 37.20 64.20 147.6 183*0

3:; Foreign aid/ 
total deficit 
in balance
of paymerit 70.4 69.1 97.1 107sl

Source : Estimated from Table Viand VII from the Appendix

\
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nine time. However, according to the Fourth Five Year Plan 

document, this trend is intended to be reversed during the 

Fourth and the subsequent Plans. This enormous amount of 

inflow of foreign aid during'the planning period helped 
India not only in relieving the foreign exchange constraint 

externally but also in easing the capital and technical 
know-how constraints domestically.

1.4.2.3: Deb t- service , li abi llti e s of for el gn ai d:

But this will be a partial conclusion in -the absence 

of any analysis of future debt-service liabilities of 
foreign aid. It must be said that this aspect of the aid 

problem is widely discussed in recent literature end it Is 

usually argued that if debt service liabilities are taken , 
into consideration, India is, in fact, an under-aided 

country and as such foreign aid contribution in India*s 

growth process arid in relieving foreign exchange constraint 
is exaggerated.

It is easy to see that the level of debt service 

liability in any year depends upon the quantum of loan 

element of the external aid, the period of the various 
previous loans and the structure of rates of interest for 
these loans. Larger the debt-service liability in a parti

cular year, the lower will be the net aid flow, gives the 

gross aid flow in that year. Table 1.14 below shows the
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debt-service liabilities, gross and net adfcd aid flow in
71' - . '

India (1951-K&8),.

.i».,JL4.

Extent of Debt Service liabilities of India
(Rs, in Crores)

During
1st
Plan

During
Ilnd
Plan

During
Illrd
plan

During 
three 
Annual 
Plans & 
two
years of 
IV Plan

During
the
IVth
Plan

(1) (2) (3) (4). (5) (6)

1 Gross Aid Flow 201.67 1430.20 2867.72 4839.00 4130.00

2 Debt Service . 
Liabilities 23.80 119.40 553.00 1724.00 2560.00

2.1 Amortili- 
zation 10.50 55.20 305.60 1050.00 ...

2.2 Interest 
payments 13.30 64.20 247.40 674.00 —

3 Net Aid Flow 
(1-2) 177.87 1310.80 2325.12 3115.00 1570.00

4 Extent of Debt 
Servic e:

'

4.l(2) as % ofh)
11.70 8.32 18.92 35.62 62.00

4.2 (2) as % of 
(3) 13.40 9.07 23.35 55.32 163.05

4.3 (2) as % of 
exports 0.675 3.32 13.10 23.83 31.00

4.4 (2) as ^ of 
GNP .000434 .00169 .00556 .01028 «w*k

Source s As per Table VIfrom the Appendix.
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The Table clearly brings out the fact that while 

debt-service liabilities is gradually increasing in terms 

of all the four measures, liability is more than 100 % of 
the net foreign aid utilization during the Fourth Five 

Year Plan. In particular, the liability constituted 0.7 % 

of the export earnings during the First Plan, 3*32 % 
during the Second Plan, 13.10 % during the Third Plan and 

23.83 % during the five years 1966-67 to 1970-71. During 

the Fourth Plan, it is expected to increase to 31 % redu

cing the net worth of foreign aid and of export earnings.

The need for debt rescheduling* therefore, becomes of 

urgent importance. If this is not done, then in the absence 

of any appropriate quantum of net foreign aid* a considera

ble part of the inescable imports and debt service payment 
will have to be financed by running down foreign exchange 

reserves in future. This indicates the long-run difficul

ties created by foreign aid* No wonder, therefore, that 

indiscriminate acceptance of foreign aid in future might 

even stagger the economy to such an extent that self- 

reliance would remain merely a pious hope.

1.5: SIMM ARY AND CONCLUSION :

A developing economy usually faces, in its initial 

stages of development, a critical constraint, in terms of 

shortage in foreign exchange resources* The constraint 

on growth operates when investment is more import -
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intensive than consumption and when the growth rate, the 
trading conditions facing the country and the propensity 
to save are given such that the required growth rate may 
not be attainable without foreign assistance and/or 

increased export efforts* In other words, the extent of 
the constraint is determined by the level of export 
earnings of an economy. It is this aspect of the Indian 
economy development that forms the subject-matter of the 
present study.

The methods that are generally employed to relieve 
such constraint are s-

(i) Cushioning methods;
(ii) Conserving methods; and
(iii) Augumenting methods.

In India all these three groups of methods have been 
employed in varying combinations with more or less success. 
The following summary Table 1.15 shows the extent of finan
cing foreign exchange needs during 1951-52 to 1970-71 through 
methods of group (1) and through such methods like foreign 
assistance and export earnings from the (iii) group. It may 
be observed from the table that India has relied much on the 
first group of methods during the period. The country can
not continue to do so indefinately. .'since the main purpose 
of such methods is to maintain stable eachange rate. On the



India’s Forei

Tab!

r
% Exchange Receipts and Payments 
1951-52 to 1970-71)

■
Item 1st Plan 

(Es,
Crores)

Ilnd Plan 
(Es,
Crores)

Illrd Plan
(8a, *
Crores)

1966-67
to

1970-71
(Bs.
Crores)

Cl) (2) (3) (4) (5)

I
’ t
Total Foreign exchange 
resources available 3368.00 3301*50 3815.60 6762*50
(l) Experts 3108.60 3063,60 3766.00 6587.10(2) Invisibles* (Ndt) (85.00) (56,60) (55.60) (59.40)

Excluding interest + 404.50 + 419.10 * 70.50 + 145.50
(3) Non-monetary aold 

movement (Net; + 5.90 * 15,95 + 13.10
(4) Capital Transaction 
, % (Net) s - 46.40 - 119.10 * 94.50 + 301.10

-
(5) Errors and 

Omissions - 98.10 - 68.10 - 101.40 - 234.30

II Total Foreign exchange 
resources utilized 3654.60 5414.70 6722*70 11088.70
(6) Imports 3650.50 5339.20 6048.20 9216.00
(7) Interest payments 

on loans and 
interest

N

* 13.30 + 61,90 + 341.90 + 905.00
(8) Amortization 

payments - 9.2C + 13.60 + 332.60 + 967.70

III Total Deficit U-II) - 286.60 -2113.20 -2907,10 44326.40

IV Deficit financed th- <rough s
(9) External

-assistance (Gross) 201.70 1-460.00 2825.10 4634.00
(iO)I.M.F. (Net) Net (5,00) (27.90) (42.00) (41.80)

Drawing (+)/Net 
Purchase (-) - 41.20 * 54.50 * 75.95 - 215.90

(-1.00) (*1.00) (+1.10) (-1.90)
(ll)S.D.R. -- + 169.80
(l2)Change in reserve 

decrease( +)/ 
increase (-) * 126,90 + 598.60 + 5.95

f1.50)

- 262.80
(3.00) (19.50) (80,90) (-2.30)

Sources As per Table I from the Appendix.
Notes Figure in the brackets are the percentages to total foreign 

exchange resources utilised.
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other hand, the second group of methods has a tendency to 
do greater harm to the economy than helping the economy 
in conserving its scarce foreign exchange resources. Finally, 
while foreign assistance has contributed substantially in 
relieving foreign exchange constraint of the Indian economy, 
as can be. seen from Table 1.15, it has neither contributed 
significantly in 1he process of Indian economic development 
nor the prospects of getting it on larger scale and on easy 
terms and conditions are bright in the context of the 
present political and economic climate. Moreo-ever, it has 
got its own problems and pitfalls and as such a country 
cannot and should not rely on it indefinitely.

Under the circumstances, therefore, if the objective 
of "no net aid by 1978-79is to be achieved, the country 
must enhance its export earning at an accelerated rate. 
Accelerating the rate of growth of export earnings is not 
the only and ultimate solution to the persistent problem of 
foreign exchange resources but is also the best method of 
achieving the goal of self-sustained growth of Indian 

economy.

33"Approach to the Fifrth Five Year Plan", Government of. 
India, New Delhi, 1972.


