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CHAPTERS~TI

INTRODUCTION

FOREIGN EXCHANGE CONSTRAINT ON INDIAN
ECONOMIC GROWTH

One of the few notions about which eéonomists and policy-
makers are in agreement is that the 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 the limit set on investmeﬁt 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 expdrts.
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 Exchang}e
Constraint', as determined by the level of exports‘of an

economy, which forms the subject~matter of the present study.
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1l.1: METHODS OF RELIEVING FOREIGN EXCHANGE CONSTRAINT :

l.1.1: CONCEPT OF FOREIGN EXCHANGE CONSTRAINT ¢

It is now widely held that in developing countries
there may be a situation wherein ralsing the rate of \
‘domestic savings will have no effect on the rate of growth
which is taken as being determined by the avallability of
foreign exchange. In such cases a critical bottleneck
restricting the rate of growth ig the shortage of foreign
exchange resources. Increasing availability of foreion
exchange resources helps to supplement domestic savings
(classiqa; view); it helps to purchase many goods and ser-
vices that have strategic importance in efficient industrial
growtﬁrbqt cénnot be available domestically in the early /
stages qf industrial development (modern view). We can
express this‘trend of thoqéht,in.the,most simple terms as
follows! :- |
‘Let Kd*- Domestically=produced capital goods

- Kg - Foreign-produced capital goods

. a = Output/capital ratio of K4
b = Output/capital ratio of Ke'

A

_ vLR;I..McKinnon,‘#Eoreign Exchange Constraint in Economic
"Development and Efficlent Aid Allocation", Economic Joumnal,
June, 1964 . ,

J.Sandee, "Foreign Exchange and Industrial Growth",
- The Econometric Annugl of Indian Economic Journal, Vol.XIII,

No.8,



P - Potential output capacity of the economy -
Y - Actual output of the economy
s - Savings
E - Exports
M < Current imports
© £g Net capital inflow

F « Foreign assistance - -
i - Intestmen“c
Then we have the following aggregate fixed coefficient pro-

duction function of McKinnon type :

miﬂ (aKd' be) e L eée LN ] ¢ (l)

This: notation means ’chat output 15 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 constmct one unit of Kd or exchange for

one unit of Kf at fixed terms of trade.

From (1) we have that one unit of capacity, P, needs -'l units
of Ky and ﬂ' units of Kf, requiring + é units of domestic
output for new investment, Thus,
PegT Tt TT Watxe
2¥p 2+ ‘
Therefore, we have,
' P‘=>9.(Kd + Kf) ‘ . s c‘c.' ' c’-’o ’ (3)

(2)



.
Where B = -—;-—L---- » which corresponds to the output-
ST Led cor .‘
capital ratio of the original Harrod-Domar model.

Also we have,

Ky +Kg = S#F+{E) = § + 1 .., vee (4
Where $§ = sY
Fl= Y
Therefore,
A T
P= i “i (SY ‘f“fY) eve ewe (5)
a b . - ‘ :
4+ d \
a b
f.e0 P s+ f . L o
-?z A*A LR LA ' vbo'l . (6)

From (6) we ha;ve,

Ma "-"1-‘-"; | ..g | see se (7)
LT '

The equation (7) shows, 1€ "é = 1.5 and %% 1 are given, then
" every 1 % of foreign exchange availability increases the
growth rate by 0.4 %. But in developing economies, the model

is actually operating under the con straint.

F < 4F’max ’ LR Ty vee . (8)

_which "frustrate" the rate of growth of the developing

countries. o
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Many proponents of foreign exchange“éonstrainf doctrine
have demonstrated with the help of more sophisticated models,
the role of foreign exchange balance in affectiné the rate

2 demonstrated

of growth. For example, Chenery and Bruno
how, in case of Israel, the growthiof GNP would be lower if
there would have been no inflow of foreign capital in the

country.. Manne3

found that optiomml use of a relatively

small increase ($ 75 million) in foreign exchange availability
to Maxican authorities would increase the annual growth of
dindustrial sectorrfrom 5.5 to 8.0 per cent. WhilechKinnon4
1ncorporating‘several ideas given by Chenery and Bruno for
Israel,_constructed Harrod-Domar type growth model clari-
fying how marginai and average propensities to save and
export affect the rate of growth. In particular, he tried
t0 evaluate thé éay-off»“in terms of economic growth of:
foreign transfefsJuoder different valoes of these savings

and export parameters“.

on the other hand,- the criticss of the foreion exchange

doctrine assert that the constraint operates because of

VQH,B.Chenery & M.Bruno, "Development Alternatives in
Open Economy:The case of Israel," Bconomic Journ 1,March, 1962.

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

4 op.cit.

4 m

5R Findlay, "The 'Fore:ngn Exchange Gap and Growth in

Developing Economics,” Irade, Balance of Payment
Growth, (North Holland, 1970) . falance of Savments. and



the Interference with the free play of the price mechanism,
‘in this case by the gqvernment in the foreign exchange:
"market. It is "the manifestation of over-valued currezncy."6
It is, ho;!vever, counterargued that the nature of the
"foreign exchange constraint" in developing countries is
such that no amount of i-elative price adjtisﬁnmt can remove
it, with the result that the only solution is the requisite

amount of foreign aid.7

More recently, R. Findlay, tried to identify "the
assumptions on which it depends and the manner in which it.
might restricf 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. Witl%oghese assumptﬂéons and in-a situation
where both, demand/®€ and supply/fex foreign exchange are
perfectly inelastic, with the former 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

Golin:lnd]iae'. " p « 179

‘ 75 . Vanek Est;mgting Foreion Exchange Needs f% r_Economic
- Development . (New York: McGraw Hill Book Co., 1967).

8&:bp. cit.
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*the implicatien derived from the ‘foreign exchange gap

; theory, that increase in the propensity to save has no
effect in raismg the rate of growth in less developing
cauntries, is not valid if there are imports for consumption
as well as for :anestment. What is true, even under much
weaker assumptions about the technology of 1nvestment and

: trading Opportunities. is that attempting 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 mvestment ¥s more import-inten-

sive than consumption "9

In short. the foreign exchange constraint on growth
operates when investmemt is more import-vi.ntensive than con=~
sumption and wherj: thehgrewth ‘rate, the f;rading conditions
'facing the cou‘ntry‘ an‘d‘ the érope;'asity to, ”save ere giilen euch
that the required growth rate may not be attainable wi thout

foreign assistance and/or increased export efforts.

l; loé! hﬂETHODS OP RELIEVING THE C{}NSTRAINT

Several policy implications have been dram f:r:om this
analysis. One is the need for export promotion and/or import
reetriEtion s and eubsti_tution in the development strategy

o Findlay, ‘
op..cit,..
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of the country itself. Second, it'is also argued that
foreign a:.d (public and private) will be more productive
under the circumstances. Finally, two other pol:lcy measures
used, riamely, the drawing on foreign assets and ‘the relative
price adjustment, through. exchange rate variation‘s, to clear
any disequilibrium in the foreign -exchange market. It may
'be noted that all these pol:.cy measures. are not mutually
exclusive and as such are being adopted in various comb:lna-

tions in many develt)piug.countrie‘s, ‘including India.

To simplify the expos:tlcn. these measures can be

grouped into the following three groups :=

(1) Cughioning meihoag These methods usually act as
shock—absorbing cushion. These include (1) drawing
- on foreign assets or rese:cves, 1ncluding the Special
Drawing Rights (SDR’%)ﬁ(ii) I.M Fa, drawing rights.

(2) Conserving mgthgldg'; ,These.r,neth,ods,\ would ecpn_omlse
in the use of forelgn exchange resources. These are:

(1) import restrictions; and (1i) import substitution.

(3) Augmentin‘g methods '+ These method help to ,increa‘se :
fqr’eién exchange earnings. They consist malnly of. -
(1) foreign assistance (Public or private) through
loans or grantss (11) change in the foreignv exchange

rate; and (1ii) export promo tion measures.

~

It is the purpose of this introductory chapter

survey these different methods as they have operated under
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th
Indian situation, excepting the last two prhods 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 to relieve foreign
exchange constraint on growth of the Indian economy. In
particular, aid-development relationship for India will be
examined in section 1.4, . Thig is followed by summexry 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 foreion -exchange prol_:lgm.‘ In spite of thig, many
dev‘eloping”countries, 1nciuding India, take reso:ct to these
methods against persistent payment deficits. It is, there-
fore, "pertin'e'nt‘ to review the efficacy of these methods in
meeting t{\é’ foreign exéhang’e p:;oblan of India.

12,11 MEASJRE&B’JT OF THE AMOUNT OF FOREIGN EKCHANGE
RESOURCES

0bviousl§, the efficacy of these methods is limited by
the amount of foreign exchange resources availébl’e to a’
countryA.‘ "But 'it.i;s di fficult to arrive at the most reasonable
measure of the amount of foreign assets or reserves that a

particular country commands as there are se¥eral 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
:i:gg;gg a;nd 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 "potential" bilateral credits.

In order to simplify our eValuat;on of this metﬁo;i.
the definition adopted by I‘.M.F. may be taken as a basis
of measurement of a country's a?oreign exchange reserves at
a given point of t_in’ze.' I.M.F. defines a member‘s‘}monetarv
Teserves “'as its holding of gold, of canvertible,currencieé
of other members and of the currencies of such non-members
as the Fund specifies"lo. In other words, a country's
holdings of gold and foreign exchange togethér constitutes

its foreign exchange reserves.

With the introduction of Special Drawing Rights (SDR's)
through amendments of the IM.F.'s Artic;es of Agreement

lOArticles of Agreement, I.M.F. U.S.Treasurey,
Washington, 1944,



20
which becomé effective on July 28, 19693‘the member coun-
tries could supplement their reserves in the fbrm of
SDR's; These .SDR's a:e.unqonditioqa;”rgserve.asséts :
created by the I.M.F. to augment tﬁe‘t§tal leve} of fgserf
Ves‘of’the member countries. They are alleéatedufrém. |
Special Drawing Account of the Fund.to participatingrmembefs
-in proportion to their Fund quota. SDR'sg may be used when
a participant has a need t6 use and as such it forms one
of the important consitients of the participating country's
foreign éxéhahge reserves. It has, therefore, become a

practice to ékpress H

xFoféign réserves”= &old + Foreign Exchange Beserves
- . incég?ing I.M.F, borrowings
+S

This'qxﬁressioﬁ may be éaﬁen &8 a ready meaéu;e 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 Plany
.During the Frst Blan period, the ﬁareign exchange gap -of
Is.287.5 crores was financed through external assistance of
R5.201.7 cro:es‘Whi;e‘thg remaining amount of &;35,8 crores
‘was financed tﬁr6ugh drqwing from foreign eichpnge reser=
ves. No doubt, the total draft on Teserves wés of the

order of %.126.9 crores but the balance (i.e. %.126.9 =



Igble 1.1 21

-

Fereign Exchange Reserves of India (1950-51 to 1970-71)

_{’s. Crores)

I—‘eém - Foreiogn Exchange ’S.D'.R. Total 'Index Movements

Total of which - . Resg- of in (6)
Year Gold I.M.F. rve (6) Increasel+
Net) 1950~ Decreasel~-
+) Drawing 51 = .
«)Repur- 1.0
, -chase ~
(0 (2) (3) @ (8 (68 (1 (8
1950-51  117.8 911.4 - - 1029.2 100.0 + 28.6
1951-52 117.8 746 .6 - - 864 .4 82.00 164.8
3.952“53 1.17. 8 763.3 hudad -- 881. 1 - 84,00 1607

1953~-54 117.8 792.2
1954-55 117.8 774.1

17 02 . - 910 00 87 000
1702 hadend 89109 85000 '

7.1 haubd 90204 86 n70
41.1

1956=57 117.8 563, 3 54.7 - 681l.1 71.60
1957-58 117.8 303.4 3.5 - . 421.2 44.20
1958-59 117.8 261.1 - - + 378.9 39.80
1959-60 117.8 245,1 <« 23.8 - 362.9 38.10
1960“61 1.1708 185 09 - .!.0 07 - 303'6 : 31090

LR A R T ]
N
0
*
>

s ¥4 LS

£ 803 33
e
o
o

- 54 05 598.8
196 1“62 11708 179 05 + 5805 - 29703 31.' 20 - 6. 3
1962«63 117.8 177.3 + 11,9 = == 295.1 31,00 - 2,2
196 3-64 117.8 188.0 + 23.8. .- 305.8 32,10 + 10.7
1964-65 133.8 155.9 0.0 - 249.7 26.20 =~ 56,1
1965"'66 115-9 ' 18211 y 29.8 - 298.0 31030 + 4803

+ 76 ‘4 : - 5.6
1966-672  182.5  295.9 + 97.5  e=  478.4 50.30 + 180.5
1967-68 182.5 356.0 + 24.4 - 538.5 56.60 + 60.1
1968-69 182.5 394.2 = B58.5 - 576.7 60.60 + 38.2
1969=70 182.5 546.4 = 125.4 92.05 820.9 86.3 + 244.2
197071 182.5 438,1 ~ 154.0 114.904 731.6 70.4 - 89,3

- 21600 + 43307 .

Source: As per Table 2V from the Appendix.

Notes: 1: Includes holding of (a) gold; (b) foreign assets of the
Reserve Bank of India; (c) government balances held abread,
and (d) net borrowings from the I.M.F., (e) SDRS.

2: Indian rupee was devalued en June 6, 1966 and as such data
from June 6, 1966 onwards are not comparable with those
for the earlier perleds. The amount for April-May, 1966
period is adjusted for the increased value of the pre-
devaluation rupee.
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1.85.8 = R.41.1) was used to repurchase obligations from
the I.M.F.

‘This excessive relian:cé on foreign ‘exchar}ge reserves
to fill the persistent fbreign exchénge gap, reéulted
into foreign exchange crisis during the Second Plan. The
- foreign exchange account- cémerunder héavy pressure during
the first two years of the Second Plan due to the high
rate of .develqpmmtal import(s(unmatched by the corres-
ponding :expan sion of expor.ts.' The ’fore‘ig'x éxcbange'reserves
declined by fs,481.2 crores within the first two years of
the Second Plan. Consequaﬂj:ly,‘ the Second Plan had to.
be pmr;e;d during 1;958. Ever; thep, the draff on the reserves
was of the order of I(s.$98‘.§ crores »ajs again s:t’ the Second
‘Plan estimates of 5.200 crores. The index of foreign A
exchange reserves .fell from 86.7 in 1955=56 to. 31.9 in 1960-61,
é fall of 54.8 points during the Second Plan pe_riod itself,
However,: if the Eirst plan ;Seriod is also céngideréd, the
fall in index would be sbout 68.1 points.

‘,Hov}ever'. it was realised, then, that the couhiry cannot
rely excessively‘dn her reserves for her peisis"ten{: foreign
payment deficit. As such during the Third Plan more emphasis
was placed on import festridtions‘and import substitution
but not on export pﬁomotioh. This resulted into very meagre
drawings of about k.5.95 crores from foreign exchange reserves

during the Third Plan period. However, in terms of index,

{
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it may be observed from ﬂn table 1. 1 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 ‘r‘ive Year period (1066-67 to
1970-71), the reserves mcreased by 1?3.433.7 crores, reversing
the trend itself. How far this trend is expected to be main-
tained during the remaining period of the Fourth Plan Bex
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 contfacted through import restrict:lons
and import substiwtion, on the other. Before we take stock
of these import contracting measures to balance ’che foreign
exchange budget. let us turn to the extent of 1mport

financmg through foreign exchange reservea. '

‘1.2,2: IMPORT FINANCING "I"HROUG‘I »CUS!{fONING METHODS:

Table 1.2 shows the extent of import financing through
foreiogn exchange reserves, It will be observed from the
table that by takmg 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 ﬂ;e fiye' year period (196&,-67 *b&}??()-—’?i) of the



Import financin ?

Iable }.2
through Foreign Exchange Reserves
1950-51 to 1970-71)

Total

Year \De\}élap~ Totél Move~ (5) as
Imports mental () Reser- ' 'ments % of % of
Imports ves . in (4) {2) (2)
- Incre= : .
ase( +)
Decre~
, ' ase(~)
(1) (2) (3) (4) (5) (6) (7)
1950-51 650 480 1029.2  + 28.6 - -
1951-52 - 963 660 . 886,7 . =.164.8  14.85  25.0
1952-53 633 444 881.1 + 16.7 - -
1953-54 = 592 427 '910.0 + 28.9 - -
1954-55 690 494 891.9 - 18.1 2,60 3.64
., 1955-56 773 543 902.4 + 10.5 - .-
%51P)  sesl® - 126.8{P) 210){d) 4 g5ld)
1653¢)  118alc) - 182.9(¢) 11,0708} i5.86(e)
1956-57 . 1102 732 681.1 - 221.3 20.05 30.19
1957-58 1233 874 421.2 = 259.9  21.06 29,75
1958+89 = 1029 621 378.9 - 42.3 4,08 6.76
1960-61 1081 . 856 303.6 = 59.3 5.3 6.89
' 5399(0) - 3g90(P) - 598.8P) 11.00(d) 15 65ld)
o 2496(¢) - 2790(¢) - 598.8(¢) 11.00(¢) 15,68l
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 -— e
1964-65 . 1388 1013 249,7 = .56.1 4,03  5.52
11965-66 . 1351 . 1028 ' 298.0  + 48.3 gpae -
6092\P)  4732(P) - 5.6(8) 0,009 5. 3a(d)
' 6092(¢)  4730l€) , - :'64.6(“),, es(e) 2,33 e)
1966-67 1991 133} 478.4  + 180.6 - -
1967-68 2043 1367 838.5 + 60.1 - -
- 1968-69 1740 1391 576.7 + 38,2 .= -
" 1969=70 1582 1162 820.9 + 244.2 . - -
1970-71 . 1720 CTae 731 6 - 8.3 . 5. 17 =
 g91a1{P)  5og,(b) o w as3aP) g, pple)
1720%°) - sa.6{¢)
Source: ‘As per Tables )}@Vand VIIfrom the Appendix. :
Notes: (a) Developmental. impoﬁ includés &IXHM f capital geods of
raw materials and/fifter~-mediate goods.

Total of all ‘the previous 5 years.

b
{c} Total of enly those years during which the reserves decline
(d) % of the net decline in the reserves during previous 5 year
to the total imports during the 5 years.
(e) % of the total decline in reserves to the total imperts
of only those years during which the reserves declined.
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‘total and deQelopmental imports respectively. However, the
picture would be different if total decline in the reserves,
total and development impérts’af only tﬁose years during
which the reserves decltned‘are considéred. The corres-
ponding percentages turned out to be 11.0? A and 15 86 %
during the First Plan. 11.09 % and 15.68 % during ‘the aeccnd
Plan, 1.8 % and 2,33 % during the Third Plan, while it is
5,17 % durlng the five-year period 1966~67 to 19?0-71.
Clearly, the second measure really shows the extent to which
the foreign exchange reserves have absorbs'the shocks
during the yea:s in which the shocks were felt while the

' first measure has unde#'esfimate& this role of the reserves
through taking the net'decrease;which is usually lower
because of the increase in resééves duriﬁg,somé ﬁrévieus
vears. Thus, it is the secoﬁd ﬁeasure thch gives better
picture of import financing through foreign exchange reserves-
than the ﬁrevious one. Finally; it may be observeé froﬁ the
Table that the import financingithrough fbfeign‘exchange
resérves ranges between 0.20 % to 21 % in any one year during
the 20 year pe;iod. a reasonably high percéntage'jnging |

the objectives of keeping forelgn exdhangevresefves;‘

1.3: CONSERVING MEASURES

As noted earl:er, these ‘methods include (1) 1mport
restrictions; and (i%) import substitution. It is worth

noting that while conserving scarce foreign exfdhange resources
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is en objective common to both of these methods, they are
supposed to serve other complementary objectives also.
While import substitution, in the presence of limited
cépacity to import, constitutes an important and surest
path towards industrialization in develoﬂping 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 économys (1) they help t.conserve scarce |
foreign exchange rescurces fo: the imporj;‘of much 'ne‘eded
capital goods t6 accelerate de?élopment; (ii) they stimu-
late, dirgctly or 1ndireétly, ﬂ§e process of industrializgti;on.
It is proposed to examine how far ﬂ'zg "fi,rst‘of tﬁese two |
obj ectiveé is bgiég sérved by these methodSa |

1.3.1t IMPORT RESTRICTIONS :

Import restrictions were first introduced in fndia ‘
in 1940 under the Defence of Indiaég%u}ﬁ%% 1940. Since
then they have continued till today. One can classify these
restrictions into two groups : (i) Tariff restrictions; and
(11) Nonetariff restrictions. Nonetariff restrictions include
both quantitative and qualitative restrictiéns;" During |
World War II, under the Defence of India Rules of May 1940,
imports of certain items were allowed only on the basis of

'essentiality' but the controls were more or less gaalitative
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in character with no quantitative limits on imports of
different importable items. In the immediate post-war
‘period, imports were liberald zed by widening ‘tﬁe scope of
Open General Licences (OGL) during 1945 and 1946. But with
the partition of. India :ln August 1947 and more particularly
with the introduction[planning in April 1951. India switched
over from qualz,tative' to 'quantitative' restrictions on
imports on the basis of uppévlimit to ‘foreign 'éxchange |
use, This policy of import control closely followed the )
balance of payment position from year to year, end became
more s:&iﬁ%xafter the 1956-57 foreign exchange crisis and
were- somewhét 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 importse.

1.3.2: IMPORT wasn'mriom :

As noted earlier, one of the ma:}or considerations .
of import restrictions is to stimulate growth of import
competing industries in the protected domestic market
through a planned proéramme of import ;substi'cu,tipn. In
fact, import substitution is carried ou;t,not only o develop
{mport compoixi competing indistries dnternally but also to
conserve scarce foréign( exchange resouxces. Bg}t how far

it can conserveé foreign resources ultimately depends on the
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nature of 1ﬁxport substitution carried out. This 13 because
-of the fact that every act of import immx:l: substitution is
not only a foreign exchange saving device but is also a
source of foreiogn exchange expendi“b.xre, the extent of which
depends on the nature of the goods S0 substimted. As. such.
"the net savings in foreign exchange broughtl sbout would

often appear to be more imaginary than real,"u in some 6ases.

In case 6f Ihdia, using four different measures of
import substitution, Bhagwati and Desa:?.‘l2 have measured
import substitution in Indian economy during the period
‘1951-63 in three groups of mduatries. namely, ‘consumer
goods. intemediate goods, and investment gacds. This
study concludes that for the entire period 1953.«63 import
substitution in investment group seems to predominate; for
the period 1951-57, all the measures underline the relatively
substantial 1mpo£~!: substitution in consumer goods followed
by the invegiment and ‘ingermediaée groups in that order, and
during 1957-63 1mpa;-f: substitution ih the consumei- goods
industries has ‘been lowest ané in the inevestment and

intermediate groups considerably high.

llv V.Desal, "Dim Light on Import Substitution,®
Economic_and Politic 1 Weekly, March 1971, p.519.

- 121 N.Shagwati and Padma Desal, "Indig:Pl: aning for
Indugtrialization and Trade Policies Since 7 (Oxford
~ University Press, 1970), peOl..
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le3¢3: FOREIGN EXCHANGE SAVINGS THROUGH CONSERVING
METHODS :

Leaving aside the various 1ndirec'('. adverse effects of

import restrictionsl® 14

and those of import substitution.
let us examine their effect on the total import bill of India
during the period of their operations. It may be observed
from Table 1.3 that ingpite of import controls of varying
magnitudes and import substitution in various domestic
sectors, the total iméorts have been inéreasing very rapidly
during the whole plaﬁn:ing period. Index of total imports'
increased by 19 points during ‘ch\e 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, due to import substitution during the
planning peribd, 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
agxeefxthat 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

135ee (12), pp. 312-335.

14V.V.Desai, "Import Substitution and Growth of

Consumer Industries," Economic and Political Weekly,



Changing Pattern of Indisn Imports (195051 to 1970~71)

Tsble 1.3

.30

Year

% of total imports during
the vear

Index (1950-51=100)

Consu- Raw Capital Consu~ Raw- Capital Tetal
mer materials Goods mer mater- Goods Im-
Goods and Inte= Goods 1als ports
rmediate and
Goods Inter-
mediate
Goods
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
- 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
1968-59 27,6 43.4 20.0 139.10 107.1 188.6 139.3
1960-6Q 23.3 47.6 29.1 131.50 131.3 211.3 147.3
196 1-62 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
196 3~64 15.5 48.8 35.7 133.9 181.3 319.7 177.6
1966«67 35.9 36.4 27.7 437.4 215.2 440.9 319.2
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 2}4.6 314.3 243.2
1970~-71 - - - | - - - 264.6

Source: Calculated from Fable VII from the Appendix.
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Measures of impact of ¢onserving methods on imports
{ 1958-59 to 1970-71) .

(&L—mxﬁﬂ)._
Year . Actual Imports . Imports : Fcreign Foreign
Imports  at first at first exchange exchange
. 0 years, . 10 years, . gavings savings
. (194849 ( 1948-49 (3) (2) (4)=- (2)
. to 1957~ to 1957~
" .. 58) trend 58) avera- S
rate ge Impor
(ya553+ GNP ratio
45t) (7.1 %)
. 1958-59 . 1029 .., 1048 1011 - - % 29 .= 18
1959-60 932 1093 - 1045 + 151 + 113
. 1960-61 . 1102 .1138 - 1063 + 3% = .+ 61 .
.Total/ = 063/ - | 32719/ .- 4993/. . '+ 236/ .+ 156/ .
. Average 1021 . 1093 ., 999 . + 72 . 312 -
. 196 1-62 978 .. 1183 1132 205 0 .+ 154
1962-63 1098 1228 1212 + 130 + 114
1963-64 . 1245. . 1273 - 1395 '+, 28 L+ 150
1964-65 . 1421 . 1318 1630 . -.103 .+ 209
. 1965-66 130 | 1363 . 1698 - + 13 - .+ 348 .
Total/ . 6092/ - 6365/ 7067/ . +.273/ . 915/ .
.Average 1218 $ 1273 - 1413 . - +.5 - . 195
. 1966-67 | 1885 2197 1950 -+, 3)12 . .+ 65
1967-68 | 2043 2267 | 2294 + 224 .+ 251,
11968«69 | 1741 112337 2343 | - +.596 -+ 602
1969-70 . 1582 2407 4 2552 .. - +,825% + 970
1970-71 1720 2477 - 2769 + 759 . .#1049
-Total/ 8971/ 11685/ 11908/ +2714/ +2937/

Average %794 2337 o 2382 - v+ 543 . 9587

Source : Estimated from ’i‘abie 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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o
/’f/reached their peak. While the second measure is shown in
/‘ Column 6 which is the difference between the actual imports
/ and imports at average’impc;t/@*lp ratio of the first 10
years, the 10th year being 1957-58, during which import
reached its peak. However, 1% may be mentioned that this is

a' very crude exercise beset with a number of ,limi:taticm’s.

1.4: AUGMENTING METHODS

One of the most important means of raising exterpal
resources is through for;ign assist'anclé.y whiether public or
private, loans or gr‘ahi;,s. technical or nonetechnical assi-
stance programmes. In the post-Se‘c’ond World War beriod
many developing countries, including India, have accorded
to foreign assistance a strategic role in their ambitious
plans of economic development. In euch 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
constrai@t on growth; and (;;1) by introducing technical.

knowehow 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 regardmg (public)
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ald~-development. It must be pointed out at this stage that
| while public foreign assistance has always domiﬁnated,th‘e
Indian economic scene, the private foreign invesﬁtment‘and
technical collaborations have playoo a 'relati:ve.lv.mipor
role. Hence let us first try to e;:am'in,e the role of foreign
private investment so that we can examgoe the. mo:i*e c’!omir;ant

role of public assistance in greater detail.

1.4.1i PRIVATE FOREIGN ASSISTANCE :

Private i’oréigo oééistahoe takes the fomm of capital
investment and/or technical collaboration‘.: Capital ‘inveot—-
ment may be in. the form of (direct) loan Capita'l‘ or’ ecpi'ty
(portfolio) capital or boths As foreign assistance involves
an outflow of foreign exchange on account of repatriation
of profits and dividends. and also repaymenf: of royalty on
sales‘of knoi}é-ho;u, ‘the government have. from t’ime"m time
tried o regulate the volume and pattem of the inflow of
foreign pnvate capital. 1In spite of such government reégula~
tions, to’cal outstanding private capital \has@xfg»g\;ca
contmuously rlsing trend. Table 1.5 clearly shows this
rising trend. Foreign Private Investment mc::eased at an
lonnual average of F.38.5 crores, B.73:3 crores and k. 180.9
crores during the Setond, Third. ang4ézh&e ‘“three Annual Plans:
In 20 years, it increased from fs.24%% orores in mid 1948
to Bs.1542.8 crores at the end of 1968, that is, an increase

of 1.1286.9 crores or 542.7 %.
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Tsble 1.5

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

’ (;5_3;0 Cmregl

, " _ Portfolio Total Increase
Ag ot end Direct Private Officlal Total ;”3"“{;‘ Over s

, v(3) + (4) o) year
(1) (2) (3) (4) (57 (6) (7)

- June 1948 -— - - - 246 .6 -
December 1953 - o - - 397.1 -
December 1955 - - o - 442.4 45.3
December 1956 - - - - 478,3 35.9
December 1957 - - .- - 532.0 53.7
December 1958 v - - - - 562.5 - 30.5
December 1959 - - - e 582.8 20,3
December 1960 - - - . == . 634,7 51.9

’ Ve . 1920 3/3805
December 1961 - - we - 679.8 45,1
December 1962 - - - - 735.5 557
March 1963 541.5 153.0 111.6 264 .6 806.1 70.6
March 1964 546 .5 18l.2  142.2 323.4 893,8 87.7
March 1965 610.1 220.1 164.8 ° 384,9 1001.1 107.3
’ ' 356.4/73.3
March 1966 33,1 242.4  194.4 436.8 1069.3 68.2
March 1967 700.5 437.1 344.8 781.9 1465 .9 396 .6
March 1968/ == - .- - 1542.8 77.9

542,7/180.9

Source 1 Reserve Bank of Indig Bulletin, April, August 1969 and
al‘Ch 1] 197‘10 ,

Note : lexcludes banking and insurance.

TN
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According to the Four'i;h Five Year Plan document, during
the":'iicsf‘?lan, the actual fresh inflow came #o k.75 crores
as against the éxpec*liation of H.45 érores. and the Second
Plan ‘ta.rget of 15.200 crores was nearly attained, While'
during the Third Plan, the actual inflow of about k.380 crores
exceeded the figure of 33.300 crores envisaged in the Plan.
Thus, while fulfilling the Plan targets, the to.tal private
foreign investment of #.625 crores during the three Plans
constituted about 25 % of thévtotal private sector investment
of about k5,2500 c¢rores in the industrial field.1®

1401018 Im%rt financing__ rouch private foreign |
‘ asslstance :

This enormous growt:h in private foreign investment
occurred due to F(i‘) revaluation of ~assiéts; (ii) retained
profits; fresh capital inflow in terms of (iii) cash and
(iv) non-cash capital. It ‘is evident that neither (i) nor -
the (i) contribute to an increased availabil:d:; of foreign
exchange in the 1nvesting country. It is only the fresh
capital inflow which helps to rélieve,fthe forei’gn exchange
constraint on growth of thefihvesting country. : Table 1.6
shows ~th)e amou‘nt of frech 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

lsMehta G.L., Development and Foreign Collaboration in

Development, Trade and Aid,* 2 Golggn Jubilee z;gsggium of
Igdéan Economic Conference, 1967, \Bombay:Popular Frakashan),
P56,
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consider only the nét inflow of foreign capital in cash.
From the Téble, it may be seen that ii was negaéive during
the eleven years 1948 to 1959 and were‘m. + 3,3 crores;

Be + 4.5, B. + 45,0, . 4,1, k. +35.0, K.+130.5, and .
k.,*;9.8 crores durihg 196i. 1962, 1968-64, 1964-65, 1965-66,
196667, and 1967-68, These net cash flows have to.be
relat;d torthe £0tai.and‘gross éevelopméntal imports in order
to arrive at the true measure of the role of private foreign
capital in~rél}evihg the constraint. Table 1.7 chows net .
inflow of cash foreign éapitai as percentage of total imports
of goods and as percentage of developmental impﬁrts. It may
be observed from the Table that the net inflow of cash
foreign‘ptivateicaﬁital couid’finance between 0.34 % to

7.0 % of the total imports and between 0.37 % to 9.8 % of the
developmental impor ts during 1961-62 to t967»68. However, in
case of India, its signiflcance lies not in the proportion

of imports it could finance but 1n"tne-1ntroductaon.pf modern
techniques and provisions of opbortxmities for train_ing and

growth of Indian \en‘t:«::repa::er‘ieu:c's.""*6

l.4,.,2: PUBLIC FOREIGN ASSISTANCE :

While the strategy of Indian economic ‘planning has been

based on closed~economy theoretical models, in actual

16.Dr. P.K.Chattexjee, Foreigr_x_ ng" i;gl and Econcmic '
Development, . Progressive Publishers, alcutta.‘ 1971, p.147.
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Net inflow of cash private foreign capital as ¥ of

Appendix.

total imports of goods and as % of
developmental imports
, ‘ (k. Crores)
Years Total Develop~ Net cash (4) as (4) as
imports mental capital % of % of
imports  inflow (2) (3)
(1) (2) (3) (4) (5). - (6)
1961262 978 891 3.3 0.337 0.370
196263 1097 886 4.5 0.430 0.508
1963-64 . 1245 914 45.0  3.614 4,923
1964-65 1821 1012 44.} 3.103 4,358
1965-66" 1351 . 1027 B.1 2.598 - 3.418
196667 1886 1331 1305 . 6.919 9.805
196768 2043 1367 19.8.  0.969 1.448
Source ; Estimated from table 1.6 and table VII from the
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practice, thro{xghéut 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 forelgn assistance.

On the eve of the First Five Year Plun, though the
need for a de:fiqite state policy, "to create and maintaln
conditions favourable to the inflow of foreign capital was
clearly 1ndicated,"l7 the attitude towards foreign capital
was dominated more by reluctance. Consequently, the First
Plan closed with gross utilization of .201.67 crores, of
which debt service constituted f5.23.8) crores. Though the
planners cléaz;ly recognized the need for external finance
for the Second Plan, they underestimated the need. In a
single y%(;iz r}cie‘sics? ?) f? le?cqtiemal assi s;ta:"nce 1exceed.ed thai:
during the whole of the First Plan. - As early as 1956, -the
process of gdjustnent had begun and with the fore;gn
exchange crisis that develope@ after the third ye;'ar of the
Second Plan,A the process ’got én its wa{r towards removal of
the inhibitions about ’chevgons.equences of 'i:"oreig'n aid,
Consequently, the Seconé Plan ended up "gvith a total of
k. 1430.20 _cro-i-es of gross forelgn aid, but the net aid

T mirg Five Year Plan {New Delhi : Planning Commission)
Government of India), p.l107. :
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amounted to ®.1310.80 crores. While framing the Third Plan
a substantial amount of such ald was cohsidéréd not ohly‘
inevitable but also "advantageous from the point of view
of recipient country". As such, during the Plan, while the
gross inflow of foreign ald was about B5.2867,72 crores; the
net atd was 18.2325.12 crores.. The Fourth Five Year Plani®
indicated a gross flow.of %.4130.0 crores during the Plan,
of which service charges are estimated at 62.0 ¥ of the’
gross aid.x Table 1.8 shows the gross and net foreign ald-

utiligation during the various Plans of India.

l.4.2.1: Foreign ald and economic development 3

With this background of the extent of external aid
utilization, let us now turn to its rolye in the process of
ecénomic development., As already pointed out in the i
beginning of this section it, (1) suppvlemez}t‘s domestic
savings and investment efforts; (ii) provides foreign
exchange for financing much née&e& 1mpoits; ‘and (iiij intro~
duces modern technology. Howeaver, iﬁ "?.h‘e.li*!\:eratqre on ald-
development relationship in developing countries, two"
opposite hypotheses have been formed; While it is génerally
bel:!_e\reez:l'lg that aid accelerates the process of growth through

18pourth Five Year Plan, (New Delhi : Planning
Commission, Government of fndia) .

19?01‘ example, Chenexry & Burno, "Development Alternatives
in an open Economy; the case of Israel," Economic Journal,
MaTCh. 3.962u
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serving umi a dual z-ole, namely, supplementing domestic
savings and financing much needed develepmental imports, '
there are a f_e-w ‘who have observed that farezgn assistance
is.not assoéiétéi;l with growth and, indeed, may deter it
through substituting domestic saviags and thirough unfavoura=
ble effects of capital imports on development. -

The question is: why may 'th.erevbe an inverse relation-
ship between foreign assistance and growth ? In the usual
Chenery~Strout type models, such a result is impossible as
capital imports through foreign .aid is vlewéd to have two
effectst (i) it increases the level of investment directly
by the amount of thé ald; and (ii)-'i‘t increases the rate
of savings indi:ce_ctly by ralsing the level of income due
to capital acgcumul‘atien through the first effect. In short,
"1t 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."2l Chenery
and Strout assume that the recipient country is i"imwil'lin'g
of unable to‘ inc‘rease aild gnerély to Increase consum'ptii)n,"'
and they believe reciplent governments have "no incentive...

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

2{:’For example, Griffin & Enos, "Forelgn Assistance,

Objectives and Consequences, Economic Development & Culturgl
Change, April, 1970. ,

21500 ( 19) s Pe320.

225¢e {19), p.686.
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are extremely odd assumptions. Foreign aid and domestic
savings are substitutable resources since as long as the
cost of ald (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 2id will
petmit higher consumption, and domestic savings will simply
be a residual. It is in this way that the foundations of
model; of the Ch’ene:cy-Strout type are weak, since one would
expect, even on theoretical grounds fo find an inverse

assoclation between foreign aid and domestic savings.23

1.4.2,1.1: Aid~development relationship of other
countries

This theoretical conclusion is reinforced by the
statistical studies in the field. Thig has been observed
by Chenery himself: speaking of Latin Amereican, countries.
he notes that "aid 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."24 In other words, foreign

235¢e (20), p.320.

24H.B.Chenery, "Trade, Aid and Economic Development,”
International Developmen 96 S.M.Roback and L.M.Soloman
editors (Dobbs Ferry, N.Y.:Oceana Publications, 1966), p.187.
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aid aften. tends to supplant ra%ﬁer than suppiemént doméétic
savings and its freqiently becomes a substitute for tax
reforms. Statistically; Griffin and Enos®> have cited
many cfoss section resﬁlts‘éf regression of growth of

national income on aid flows.. Fbllowing are some of them:

gg:t ﬁ ng?lé | Regression equation " Rr?

(1) 15 Latin American Average rate of growth of
countries GDP (Q), =

( 1962-64) , : ‘ ,

Where A/Y is the ratio of
foreign ald to GNP,

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

Q i1 = 12.5 = 0.047 A, @62
t+ (0.011f ¢

Where A is theé foreign ald..

(3) 12 Latin American ¥, = 42,97 - G.78(AN), 013
- countries o L ‘
( 1957-64)

‘ Tyﬁiqal;y. the regression coéfficients in (1) and (2)
12?39rg %mal; and not significant, while in (2)i§t is

negative., The negative value of the coefficient of regre-
ssion between foreign aid and rates of growth in GNP for

the twelve Latin,Amer1Can countries 1s clearly evident and

2502. cit. 
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{
fs tgken by the author for his interpretation of negative

frelationship between growth and aid,

Wﬁile criticiéing the results of twelve Latin American
countries on grounds of inadequate data, sample size and
nonrepresentative character of the saﬁple of countries,
Mitchell Kellman26 tried to test the hypothesié.ythrough
regreséion analysis run for foxty countries and then forxr
a subsample of the twelve Latin American countries that are
considered by Griffin and Enos. The results are summerized
below, Int%he 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.

e

§§: . Sample Regression equation Regression equation

(1) 40 countries ¥ =5.,0-1.2 ()  ¥/p = 2.7+0.01(-5-)

(0.11) (0.003)
(2) 12 Latin Y = 3.4-64,6(-4)  ¥/p = 15.8.85, 1(-A)
American (0.93) (9.4)

countries

These findings substantiate the conclusions of previous

authors. Further, ®in the larger sample, the coefficient,

zqmitcbell Kellman, "Foreign Assistance: Objectives and

Consequences: Comment,¥ Economic Development and Cul tural
Change, Octobexr, 1971, p.l44, B h
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while st111 negative, is much smaller and less significant

N than that of the smaller sample"27 used by the previous

authors.

Griffin and.Enoszg have alse tested the hypeibeses?
indirectly, through regression of savings on aid flows.

The results areas follows :

gg: .. Sample . ~ Regression equation. ,32 .

(1) 32 countrles  §,/GDP = 11.2-0.73 S/¥  0.54
(w62-64) - (0411)

(2) 13 Asian and Sq /GDP = 16.10,82 Sg/¥ 0.71
Mid.Eastemrn t . , , _
countries

4 { 1962-64)
{3) Colombia .-, /GDP = 21.53-0 84 S enp Q43
(1950-63) : ,d/ ' (0.29) f/

Where S5 and S are demesfic.aﬁd foreign savings. respectively.

The regééssién ;esults suggest inverse relationship
between fcreign saving as percentage of GNP and domestic -
savings as percentage of GDP, as shownggz the negative sign
of thé coefficients of (Sf/Y) in the 4»‘5 eguations.

Tipid. p.l46 .

289p. czt. p.321.
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144.2.2¢ ‘Ald-Development Relationship of India :

So far as India is coﬁcepned, not much analytical work
has been done on aid¢development’relationship. However,
mention must made of two major works ln this direction.
Kat229 has estimated aigng%ggizted share of national income,
savxngs and investment{ These are summarized in Table 1.9
below : -

Téb;e 1.9
Aid Generated Share of Natienal Income, Savings
and Investment 1.953,-»63. ,

($ Billions at

1960-61 prices)

Total ' A;d Generated Domestic"

o |  Share ‘ Share -
©  Absolute ¥ ' Absqlute % Absolute %'
(1) (2) (3 (4 (s) (6 (7

National ’ A

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

Source: Tables II1 & IV by S.S.Katz. pp.46-47,.

.From these results the author concludes: "The Aid contribution

to Indian economic activity interms of the volumes of -income

29K_

tz S. S.. External Agsistiance: Indizn Economic
Growth, (Bombay‘ Asia Publishing House, 1968%.
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and saving -was of minor‘proportidné and it is clear that
tﬁe domestic economy was the main source ,of the economic
activity realized during the peried". He further adds:
"This is, of éourse. as one would expect, since econom@c'
activity can be supplemented by external sources but it
must be domestic in origin. The role of aid was merely

that of a Catalyst."ao

Another gtudy is that ¢f Dr. Chatterjeesl "Foreion

Sai—"s: sl

Capital and Economic Development.” In this study, using
Adelman and Chenery model,32 he has tried to assess the

productivity of foreign aid in the Indian contemt.' -“during
two separate periods 19%0-51 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 | ‘
—_— = = et =
. Fo " K—tT5T = 5ma55~ = 0-263 For the

second period, he estimated: dYt 0.6
= '25

=

U -
1.564

Clearly these are multiplier values of foreign aid. Hence
"once the investment is undertaken it goes on vielding
income for a long period of time. This fact shoudd alsd

be taken into account in assessing the impact of foreign

SOKatz. op.cit. p.46

310p. cit, -

32Adelman Ifma and H.B.Chenery, “Fdreign Aid and Economic
Development: The case of Greece," The Review of Economics
and Statistics, February, 1966.

A
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ald 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 small

due to their numerical valuesg

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)
whethér increase in'foreign ald has increased the rate of
. growth of Indian economy or not. As for the latter, itwo
different hypostheses are to be tested; viz. (1) whether
foreign ald has helped to geperate;domestic éavings; and
(1ii) whether foreign aid has accelerated capifal forma-
tion. These three hypothesgs will be tésted through
fregréssion analysis, the conclusion of which will be checked
through multiplier analysis.

le4.2.1.2.13 Regression Analysié H

Table 1;10 summarizes the results of regression ana=~
lysis carried out for 18 years perlod (1951-52 to 1968-69).

In the various regression equations, the notatlons used -
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aré as under ¢
Y, - Gross national product (GNP) at %img t
?‘é - Growth rate of Yy |
Q - Change in per capita GNP at time t
S¢ - Savings at time t
I, - Investment at time. t

T, = Growth rate of I, |

I"ft - Gross fixed capital formation at time t
Ay - Net foreign Ald utilized at time t

xf - Exports of goods and services at time ¢ .
X, - Growth rate of X,

Ey = Short-run fluctuations in Xt

t - Foreign exchange reserves at time t

Growth rate of Ft

To test ;!:h‘e first h‘y.pathesis. a simple regression
analysis betw_éen (1) gross national product '(Yt) and net
fo,reigﬁ aid utilized (At); (1) rate of growth of Y, and
ratio of Ay and Y, and 4(1ii1) change in per capita GNP
(Q,4) and ;étio of A, and Y¥,; all with one peried lag,
was carried out. From Table 1.10, it will be observed
| that, statistically,- the second equation is a better fit.
However, \i~f change in per capita’ GNP be considered as a

better criterion of economic development than “the growth
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rate of GNP, then the negative sign of the coefficient of
(At/Yt) 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 the above three
equaticns. giving uwgxequations (iv), (v) and (vi). It can
be observed that, statistlcally, qquation (iv) shows the
best £it. But the equation showc the relationshlp between :
the variables in the absolute terms which is not relevant
to our hypo{hesis. For our purpose equations (v) and (vi)
are more relevant. From these two equations, (vi) is thg
~ better one with higher values of RZ and 't' 6f the co-
efficient of Ay While the sign of the coefficient is
positive indicating a direct ;elationship between aid and

economic deveiapmént, ‘the maghitude of it is very low

which indicates a weak relationship between them.

~ In other words, wﬁile the simple regression anélysis
suggests insignificant negative relationship, the mu;tible .
- regression ;naiysis yvields insignificant positiﬁe relation-é
ship between aid gnd economic development. In short, the
direct test of the hypothesis suggests é weak aid-develop- |
ment relationship for India. |

Now coming to the indirect testing,. regression ana~-.

lysis was carried out, to test the second hypothesis, bet- -



, 54

ween (vii) savingsf(st)‘ and GNP; (viii) Sgs GNP arid foreign
aid (‘At)’;" and (ix) first difference between change in GNP
and At arxd change in At’ The resulting'regression equations
(vii), (Viii) and (ix) shew that while equation {vii) is
the best fit, stat:.stically, equations (viii) and (ix)
suggest a negative relatlonship between savings and foreign
aid. No doubt, he:re also, 't' score of the coefficient of
"Ay is quite low in (viii) than ’chat in equation (1x).
However, the equations, because of the negative coefficients
of (Ay), help us to reject the hypothesis that foreign ald |
has helped in gengaratiqn of dgmegtic sﬁa\‘ling‘g Iof’ India. “ ‘

‘Finally, the third hypothesis that forelon ald has
accelerated capitél féim‘ation in Ind/.’;.a"g'aihs no support{
from both the simple and multiple regression analysis as
shown by equations (x), (xi), (xii) -and (xiii) in the Table.
While the equation (x) has positive but low coefficient of .
Ags its RZ i also quite lows ! S'{ati'ne is the case'with the |
other three equations. Further 't' scoTes of the coeffici-‘
ents of A, in all the four equations is much l@wer than'
1.45, indicating insignificant positive relationship between
,foreign ald and capital formatien géﬁc India. ‘

All m all, the foregoing direct and indirect tests
carried out through simple-and multiple regression analysis
tend to. show that foreign aid ',hlas not contributed signi'fi-

cantly in the generation of Indian economic development.



. 00

This conclusion is reinforced by the results of multiplier

analysis that follews'

- 1.4.’211.2(2:

Multiplier Analysis 't -

In order to. find out féreign aid ms:li;if)lie,r of India,
the multiplier formula is modified in order to suit the

availability of Indian data.

us\'ed“bo

y

B B X MO

We havé:

derive the formula 2

Gro ss n‘atiori,al ‘product '

Consumption -

Investmént

Expoxjts

‘i[mpbrts -

Fbreigﬁ Aid

¢l - 6;—-} Where, ¢ =«
N Mc "

Cd -

Y =C+I +X-M

The following notations are

average propensity
to consume

import content of
consumption
consunption .of domesti-
cally produced goods :
plus foreign produced
goods, imported out of
current account,

ee w e (l)
C=CytCGe (Cy as defined above, Cg consu~
J mption of goods received as aid) -
I=I4+1; (I investment goods produced

domeatically plus foreign pro-
‘duced investment goods, I £
investment goods received aid)
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‘Where, M, - Import content of consumption

M - Import content of exports
M - Irqport content of invastmentx

Therefore,

= (Cyqt Cg) + (T 4T£) + (X) = (M, 4 g 44, )

Where, M, . - Imports of investment goods out of Ald

Ms oo Imports of investment goods from .

BEeoRK export earnings,.

d

= ('Cd) *’(Cf‘.’l\f) “"(,Id) -i-(X)v(M v"'Mx 1f ic) Where Cf‘i‘I f A

Ca

=Cd+A+Id +X (M%M*Mif ic) R ee (3)

= (CyM) + (BMyp) + (Id Mg )+ {X-M)

A - M, { o
= i_f. . __g ) X .
l]=-c¢ +,1-r'c7','!’,3_-“-c'

_]_.‘..Mi - Mic M
=4 1-7% 1 L
gl-cg At 24 I -—-—--Z:--X : (4)
,' B T:—-—c‘r-‘-‘ x ll' c' ‘ .‘.' L N ]
' ‘ | 1-“11' '
In the equation (4) the factor 7= .is the foreign
C T ,

aid multiplier. It shows the how far aid contributes to
current and future income flows. Clearly, any value greater
than unity can be taken t0 mean that ?crﬁlgn ald hclps 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
excepfing the First plan and also that of the whole
planning period. Further, while the value of the First
Plan is very high, it llas decreased substantially if the
first Plan is lumped with the gecond plan. Thus the value
of the multiplier of the First Plan is 4.2, while that of
the first and gacond Plans together is 0.82.

These results of thé'multip;ier analysis confdim our
conclusion of the regression analysis. It may be recalled
that values of the miltiplier found out by Dr. Chatterjee
for periods 1950-51 to 1962-63 and 1961-62 to 1965-66 were
0.263 and 0.625 regpectively. 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 rgspectively. There‘is signi-
ficant difference between the values of hig multiplier and
those of ours. This is due to the difference in methodology

and in the assumptioné madé.

The'qdestion that remainsg to be asked: Why is the
value of the(multiplieg high for tﬁe‘fﬁrst Plan and why are
the values low for the subsequent :Plans and the whole
planning’periodv? There seem to be two possible reasons
- for such a result : (i) high cgpital/butput 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 of aid received by India during the periods.

1.4.2.2: Foreign aid and Foreign exchange
constraint of India :

From the‘above regression and @ltipliér analysis,’
we r:iay state that foreign aid had no significant quantita-
tive imp:act on Indian economic development. But one can
“state that its impact on growth is both quantitative and
qalalitative, direct and indirect, tangible and i‘n,tangibl‘e.
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 actugl_proceas of
effective utilization of aid resources. For the purpose
in hand, ' the only aspéct of aid utilization that remains
o 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 consi;raiﬁt.‘

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 % durmg the five year
period 1966-67 fo 1970-71, an increase of about eight to
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- Purposewiwe Distribution of foreign assistance to India

{k. in Crores)

‘I tem

IInd Plan

4: Steel and Steel

Ist Plan IIIrd 'Plan
Abgo- % of Abgo P of Abso- % of
lute the lute the lute the
-Amount Total Amount Total Amount Total
(1) b2) (3) (4) (5) (6) (7)
1: Transport and
Cémmunication 15.60 12.30 152.20 21.33 291.40 15.27
2: Port Development: - -- 6.8 0.95 0.20 0.00
3: Power ,Isi:oj ects 12.10 9,54 29,30 4.11 152.60 . 8.0C

PrOjectS 2180 2-21 254.1 35.63. 94,20 5.00
S: Orrisa Iron Ore ‘

Project - - - - 10.40 0.0%
6: Industrial '

Development 2,30 . 2.81 255.40 35.80 1270.40 66.57
7: Agricultural

Development 3.40 2.68 w= we 22.50 1. 1€
8: Food Ald 90.30 71.21 15.3 2,14 =-- -
9: Debt Relief - - " a&xx@® 66,00 3.4¢€
10:Miscellaneous - - - - .- -

To t a 1 126.BQ 100.00 713.50 100.00 1908.30 100.0C

continued ...
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continued Table No.1.12 -

(Bss_in Crores)

Item . Three Annual  Whole Planning
~Plans " ‘ Peried
Absolute ® of  Absolute ¥ of

Amount  the, Amount = the

Total "‘Total

® (9 (10 (1)

"1+ Transpert and Communica=~

“tlon - - 176.60  7.59 = 635.80 ' 12.529
- 2: Port Development : 0.20 ee - 7.200 0.142
'3: Power Projects ' 266,70 | 11.467 460,70  9.079

41 ‘Steel and Steel Projects  122.80 5,279 473.90 & 9.339
5: Orrisa Iron Ore Projects 1.3 .0.064 . 11.70. 0.231
6: Industrial Development ~  1493.40  64.21 3021.50 = 59.543

B £ ~A9ricr§ltural Development 77.80 3.345 "10’3.,7,0&' 2.094
8: Food Ald 109.30  .4.699 .214.90 . 4.234
9: Debt Relief : 7710 ~ 3.314 143.10 ' 2.820
'10:Miscellaneous L 0.60  0.025 ~ '0.60  0.012

Total  2326.80 {00.00 5074.40 100.000

Source : Reggrt on Currency and Finance, Reserve Bank of Indiga,
1969. 1 . o . ) ; )
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"Isble 1.13

Foreign assistance and Balance of payments of India

(k. in Crores)

Sr. Ist IInd IIIrd Three IVth

No. Itgm o Plan Plan Plan Annual  plan
' S T Plans ,
and
first
two
years
of IVth
i Plan
() (2 S (3 (49 (5).  (e) (1),
")t . Foreion aid/ : . | .
R import ratio ' 5.52 27.3 46.7 50.3 - 42,6 -
2:' - Foreign ald/
current account
deficit in
balance of : ‘ ; Lo
payments . | 37,20 64.20 147.6 1830 = =
3 Foreiogn aid/
total deficit .
in balance . - ) L
of payment . 70.4 69.1 97.1 107:l -

5
-

Source 3 Iéstimated from Table VIand VII from the Appenciix
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nine time. However, according to the Fourth Five Year Plan
document, this trend is intended to be reversed during the
Foz:;rth and the subsequent Plans. This enormous amount of
inflow of foreign aid during"i:he 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: Debt-ser’vi@e,liabili,tiejs of forelgn ald:

But this will be a partlal conclusion in the absenCe
of any analysis of future debt-service liabllities of
foreign aid. It must be said that thi,s aspect of the aid‘
problem ig widely di scussed in re‘c'eni".'literaturé and it is
usually argued that if debt service liabilities are taken
into considgration, Incia is, in fact, an under-aided
country and as such foreign ald contribution in India's
growth process and in relieving foreign Vexéhange constraint

is exaggerated.

It is easy to see‘that' the level of debt service
11ability in any year depends upon the qu an tum of loan
element of the external aid, the period of the various
previous loans and the stmctin're of rates of interest fér
these loans. Laiger the debt-~service liability in a parti-
cular Yéar, the lower will be the net ald flow, giveg the
gross aid fidw in ‘th’at years Tai:le 1.'14 below shows tﬁé
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debt-service liabillties. gross and net aricd aid flow :m

7
Indla ( 195137@8)

Extent of Debt Service liabilities of India

@lej }‘ ,

H

(8s, 4n Crores)

During

During

Duﬁng

Duxrinag During
Ist - IInd ITIxd three the
Plan Plan plan Annual IVth
Plansg & Plan
TwWo
years of
, IV Plan
(1) (2) (3) (4). (5) (6)
1 Gross Aid Flow 201.67 1430.20 2867.72 4839.00 4130.00
2 Debt Service . : o
Ligbilities 23.80 119.40 553.00 1724.00 2560.00
; 201. Afnertili‘ . .
zation 10.50 55,20 05.60 1050.00 -
2.2 Intérest p
payments 13.30 64,20 247 .40 674.00 ne-
3 Net Aid Flow . ‘
(1-2) - 177.87 1310.80 2325.12 3115.00 ' 1570.00
4 Extent of Dedbt ’
Service:
4.1 52) as % of :
(1) 11.70 8.32 18.92 35.62 62.00
4.2 £2) as % of .
3) .1.3«430 ' 9007 23. 35 55. 32 l63005
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 e
Source : As per Table Vifrom the Appendix.
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'The‘Téble‘clearly brings out the fact that while '
debt-service lisbilities is gradually increasing in terms
of all the four measures, lisbility is more thén 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 1970-7i., During'
the Fourth Plan, it is expected o increase to 31 % Tedu~
cing the net worth of fbreién ald and.ef export éarnings{
The need for debt rescheduling, therefore, becomes of
urgent importance. If this :.i.a‘not done, then in"the abéence
of anv'appropriate quantum of net foreign aid, a considera-
‘ble part of the inescable imports and debt service payment
will have to be financed by,rpnning down fbreign‘exchange'
reserves in future. Thig indicates the long-run difficul-
ties created by foreign -aids No wonder, theréfore, that
indigcriminate acceptanée of’fﬁreign aid in future mighf
evén stagger the economy to such an extent that self-

reliance would remain merely a pious hope.

1.5: SUMMARY AND CONCLUSION

A developing economy usually faces, in its inikial
‘stagés of development, a critical constraint, in terms of
shortage in foreign exchange resources.  The constraint

on growth operates when inveéstment 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/er

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 fqzms the subj ectumatf.er of the

present study.

The methods that are generally employed to relieve

such constraint are 3=

(1) Cushioning methods;
(11) Conserving methods; and
(111) Augumenting methods.

In India all these three groups of methods have been

- employed in varying combinations with mere or less success.
The following summary Table 1.15 shows the extent of finan-
cing foreign exchange needs during 1951-52 to 197071 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 Indla has relied much on the
first group of methods during the period. The country can=
not continue to do so findefi}zately. gince \t’he'main purpo se

of such methods is to malntain s‘table,émchange rate. On the



India'e Forei

Tgole 1,15

'1951=52 to 1970-71)

Excharige Receipts and Payments

87

(80.90)

Item Ist Plan IInd Plan IIIrd Plan 1966=67
y (Bs, (1s, (8, to
Crores) . Cxores) Crores) %%703»71
i : Crores).
(1) (2) (3) (4) (5)

I Total Foreicn exchange ‘ 1
resources available : 3368.00 3301.50 3815.60 6762.50
1&1} Exports  3108.60  3053.60 3768,00 6587. 10
{2 Inviszb}.es {(Ndv) {85.00) (56,60) (55.60) (59.40)

Excluding intersst + 404.50 + 419,10 + 70.%0 + 145.50
{3) Non-monetary gold ‘ .
movement { Net? - + 5,90 + 15,98 + 13.10
(4) Capital Transactlons , _ ‘
‘ (Net) = 46.40 « 1319.30 + 94.50 + 201.10
(5) Exrors and
. Omissions . - 98,10 = 68,10 = 101.40 - 234,30

II ‘Total Foreign exchange _
resources utilized 3654.60 5414.70- 6722.70 11088.70
{63 Impoxts 350,50 5339.20 6048, 20 9216 .00

7) Interest payments X '
‘ on leans and Y .
interest + 13,30 + 61.90 + 34]1.90 + 905.00
(8) ‘Amortization _ ) ) o ,
. payments L= 9,20 +. 13.60 +-332,60 + 967.70

III Total Deficit (I-II) - 286,60 =2113.20 =~2907.10  <4326.40

IV Deficit financed th~
rough :

(9) External
_assigtance (Gross) 201.70 1460,00  2825.10 4634,00
( 10)I.M.F.- (Net) Net (5.00) (27.00) -~ {42.00) (41.80)
Drawing: ( +) MNet - ‘
Purchase (= - 41,20 + 54,50 + 75.95 |- 215.90
- - (=1,00) {+1.00) (+1.10) . (=1.90)
(11)s.D.R. - - - + 169,80
‘ {1.50)
(12)Change in reserve . T
decrease( )/ ‘ L :
increase (=) 826 90 +598.60 + 5.95 - 262.80
3.00) (19.50) (=2,30)

‘Source: As per Teble I from the Appendix.

‘Note: Figure in the brackets are the perxcen taaec' to total foreign |
exchange resources utilized.
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‘ other ‘hand, the second group of methods has a tendency to

_ do greater harm to the economy *!han helping the economy

in con serving 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 nei ther contributed
significantly in the process of Indian economic development
nor the prospects of getting it on largoyscale and on easy
terms and conditions are bright in the context of the
present polx,tical and economic climate., -Moreoever, it has
got it’s own problems -and pitfalls and as-such a country
‘cannot and should not rely on it indefinitely.

'Under thel cifc’umstances,‘ therefore, ‘if the objective

. of "oo net aid By' 1978-7}9"33:15 to be achieved, the country
must onhance' its export earning at an accelerated rate.
Accelerating the rate of growth of expert earnings is not

, the only and ultimate solution to the pox.si,spent problem of
- forelgn exchange resources but is also the best method of
achieving the goal of self-sustained growth of Indian

econemy «

33"1\ pproach to the Fifrth ‘Five Year Plan", Gove:mment of.

India,’ New Delhi, 1972.

T



