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INTRODUCTION

In the recent years the economists of world have
been trying hard to give a most systematic concept of
balance of payments and various effective measures to
improve upon the disequilibrium in external payments
position, The policy makers, all over the world are
concernec with this problem, as the attempts are being
made to finance the deficits in the balance of payments
through various means and provisions. This is because
the countries of the world want to avoid undesirable and

painfuyl adjustments to the balance of payments.

The balance of external payments is one of the
most important sources of information about a country's
economic position. It shows whether & country is paying
its money internationally; whether it is lending or
borrowing from other countries; and whether its currency
is becoming Gétronger' or 'weaker'., A good deal can be
learnt about the characteristics of a nation's economy
from its balance of payments, Apart from it a country's
gross national product is alsc closely related to its

balance of payments,

The concept framer of balance of payments have

never been satisfied merely with explaining, but has

always aimed at evaluation and policy recommendation,

Quite frequently concern with problems of economic policy



has given rise to innovation and improvement in the

concept itself.

To give a precise definition, it can be defined
as the balance of payments of a country consists of the
payments made, within a stated period of time, between
the residents of that country and the residents of
foreign countries. It may be defined in a statistical
sense as an itemized account of transactions involving
receipts from foreigners on the one hand, and the payments
to foreigners on the other. Since the former relate to
the international income of a country, they are called
‘credits' and, since the later relate to international
outgo, they are called debits, It shows for some stated
period of time the flow of that nation's receipts from
the rest of world and of its payments to the rest of

world,

The economists like Meade, J.E. (1951),
Machlup, F. (1350, 1958, 1965, 1966}, Johnson, H.G. (1961),
Host, Madsen P, (1962), Swan, T. (1963), Kindleberger, C.P.
(1965), Lederer, W. (1963), Cooper, R.N. (1966), Fellner, w,
(1966), Fleming, J.M. (1968), Kenen, P.B. (1966),
Niehans, J. (1266), Scitovsky, T. (1966), Smith, J.S.
(1967), have substantially contributed to the various

aspects and components of balance of payments and policies,

In a developing economy like India, foreign exchange

constraint is an important factor in stimulating devel opment



» efforts. Salance of payments position is the most
determining factor in a country’'s gain or loss of foreign
exchange, Hence a study of international balance of
payments of India is of vital importance for the successful
implementation of India's developmental plans. The
economic policies (external and internal) of the country
are very much influenced by the current and expected
position of balance of payments. Hence the study is of
great importance for the country and this critical
juncture of plan effort 'when we have to run in order to
keep still', in the phase of growing population at the

rate of around 3.2 per cent per annum.

The present study has been divided into five
chapters centering its focus on various aspects of balance

of payments.

The period under study is of fifteen years i.e,
from 1961 to 1975. 1In the first chapter various concepts
of balance of payments have been critically analysed.
Prof, J,E. Meade, Prof, Fritz Machlup and Prof, B,J. Cohen

have been given much weightage.

The second chapter deals with the various causes
of imbalance in the balance of payments and the remedies
to overcome such crises, The rupee devaluation of June
1966 has been critically analysed in this part o thesis.
It was important to study the various causes which forced

the then government to devalue the rupee in terms of



foreign currencies, The analysis highlighting various

aspects of economy has veen presented in this chapter.

The economic growth in India is heavily restrained
by the inadequacy of developmental finance in terms of
internal resources. Hence a need of foreign fiscal
participation or assistance was realised. Foreign capital
ought to enter into the scheme of financing the develop-
mental process in India and it is indubitably an obligation
on the part of latter to provide a favourable climate in
this regard, India could get fiscal external assistance
mainly in the form of government loans. The role played
by the assistance of international financial institutions
is also of great importance and relevance in terms of
India's economic development. The gross a8id utilization
and gross national product is having a positive correlation
in case of India. The external assistance could stimulate

economic growth of Indis,

In the fourth chapter of the thesis the oil crises
and our external balance of payments position have been

discussed,

In 1973, a great change occurred in the world due
to rocketing price hike of crude oil. Not only the
developing countries, but advanced economies 1like
U.S.A.,, U.K. and Japan, also found themselves in uncom-
fortable situations which reversed the trend of their

surplus external payments into deficits. The impact of



oil price hike on India's balance of payments has been
analysed in this chapter, Apart from it, the development
of indigenous petroleum industry is of great importance

and it has been also highlighted.

The final chapter reveals the summary, findings
and conclusions of all chapters with suggestions to boost

the ‘receipta' in the international field,

L3 -
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CHAPTER I

CONCEPT CF BALANCE OF PAYMENTS



One of the basic problems of international economic
policy is to find the effective means for restoring external
balance to a country whose balance of payments is seriously
in 'surplus' Ef 'tdeficit', It becomes essential to examine
the reactionshﬁpon the level of economic activity in the
various 'deficit' and 'surplus' countries of the world of
alternative means of removing the disequilibrium in their
balance of payments caused by national measures adopted to
achieve full employment. The term 'balance of payments' 1s
an ambiguous one. It is often used losely without any
precise definition of what it is intended to cover, ad such
loose usage of the term is the cause of much muddied thinking

of the subject*,

The balance of payments although a very widely tackled
field has still remained neglected as regards India, In
recent years Dewakar (1968), Bala Subramanium (1368), have
worked out problems of private foreign capital in India and
the theory of foreign aid and India's economic development
respectively, Das (1968) worked out the problem of foreign
aid, balance of payments and economic development of India
during the plan period. Bryant (1968) showed a correlation

betweén national targets and international inconsistancies

pOliCy - VO].- I on Balance of Paymentsﬂ’ B ll'l

op’



of the balance of payments accounts of different nations,
Da Costa {1966) studied the exchange rates with special
reference to developing countries and the relationship to
balance of payment accounts, Lederer (13961) studied the
effects of changes in domestic or foreign demand of inter-
national payments whereas Balogh (1961) and Rothwell (13963)
studied respectively the correlation between balance of
payments and economic development &and the national growth
to the payments deficit. Lederer (1961 and 1962) gave the
methods for measuring the balance of payments. Some writers
like J.E. Meade (1956) and Lund Berg and Hill (1963) worked

on the price mechanism and the international p&yments.

Philip Bell and Peter Kenen examined the components
of private foreign short term capital accounts and of U.S.
balance of payments. Thomas D, Wellet studled the relation-

ships between international trade and short term capital,

In a developing country foreign exchange constraint
is an important factor in stimulating or impeding development
efforts, Balance of payments position is the most importan}
determinant of a country's gain or loss of foreign exchange.
Hence a study of international balance of payments of India
is of vital importance for the successful implementation of
India's developmental plans. The economic policies (external
and internal) of the cowuntry are very much influenced by the
current and the expected position of balance of payments,

Hence the study 1s of great importance for the country at this

~J



critical juncture of plan effort when we have to run in
order to keep still, in the face of a population

currently growingz at a rate of 3,2% per annum,

In this chapter entitled 'Concept of balance of
payments'!, I have tried to explain the various concepts
given by Prof. J.E. Meade, F. Machlup and by the I.M.F,
I am highly indebted to Prof. B.J. Cohen for his
'balance of payments policy' which has helped me in
critical examination of various concepts. Prof. J.E.
Meade's neat concept has its own place in the inter-
national economics., Before we proceed into the details
of various concepts I have given first priority tec

Meade's concept which has its own peculiar merits,

J.B, Meade's Version of Concepts of Balance of Payments

Meade has also attempted to demonstrate the
effect of unfavourable balance of payments on full
employment of policy. Meade's Volume I*, accordingly was
devoted to "an examination (1) of the reactions upon the
level of economic activity in various deficit or surplus
countries of the world of alternative means of removing
the disequilibrium in their balance of payments and (2) of
the reactions upon the balance of payments of various
national measures adopted in order to achieve or to

maintain full employment",

*Meade, J.E., 1951, "The theory of international economic
-policy - Vol. I". The balance of payments. Oxford
University Press, London,



In the accounting sense, the balance of payments
cannot be out of equilibrium, Like other accounts, the
total receipts are bound to be equal to total payments,
if included all the items of receipts and payments., But
for our purpose we are not interested in 'accounting
sense'. Prof, Meade has given the example of an
imaginary country to show the two sides of the table as
equal. Further, the receipts of a country constitugfi_ ﬁ(
not only the value of eXpé;Egztut also the value of gold.
exported, or other monetary reserves transacted, The
countries generally use gold export and export of other
monetary reserves to acquire purchasing power, 1In
Meade's terminology the account of a country's inter-

national receipts and payments has been divided into two

parts (i) trade items, and (ii) trensfer items,

The trade items constitute of two sides, one
representing receipts and other representing payments,
We include in trade items the visible exports and
imports, and invisible exports and imports. In the
same fashion the transfer items have been further sub-

divided into unrequited receipts or payments and capital

receipts or payments,

Now it is important to take care of the main
sources of receipts of a country. The following are the
main sources of the income for a country engaged in

international transactions:
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(1) Sale of countries exports goods to foreign country.
The country may export goods to the rest of world

and in return they earn foreign currency or gold.

(2) The country may render shipping and financial
services to the forelgners, or in other words sales
of invisible services to the foreigners. Further
if the residents of the country in question have

lent capital to foreigners in the past or_or own

land or other income bearing property, in the
foreign countries they will during the period be
receiving interests, dividends or rent on these
foreign investments., So these are the payments for
current services rendered by foreigners which the
residents obtain, i.e., services obtained from the
use of land or other assets which in fact belong not
to them but to the residents of other countries.
Another kind of receipts may be of foreign money
which residents of the country obtain from foreign
tourists visgiting the country and who purchase goods
and services within the country during their stay in
the country - goods and services which do not appeer

in the visible exports of the country.

The couhtry is receiving payments for the
services which it renders to foreigners, in the same way
the residents may use services which are provided by

foreigners. And for the use of such services the country
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may have to pay interest on capital used by the
residents but owned by foreigners. The citizens of the
country (compilling) may tour foreign countries and may

spend money there for the use of services setc,

The difference between IMF's and Meade's classi-
fication is that Meade has taken broad categories and
that too under one head, while standard presentation
divides the head under wide categories each explained

separately from items 3 to 8.

Transfer payments can be defined as "those

payments from the residents of one country to those of
another which are not payments for a simultaneous flow
of goods and services in the opposite direction" - such

payments we shall call transfers,

The transfer payments have been further subdivided

into two divisions:

1, Unrequited transfers,

2, Capital transfers,

Unrequited transfers can be defined as payment

from some person or body in one country to another person

or body in another country of which no present of future

—t——
—

quid pro quo is demanded, The example of such kind nay
be gift, the emigrants may send some meney for their

parents, or the government of a country may receive a



Weparation payment or some other indemnity from the

government of the foreign country.

Capital transfers consist of loan, purchase of

capital &ssets for which no current return in the form
of an immediate import of goods and services is

obtained but for which some future benefit. 1s expected.

Further Meade defines different sources from
which the capital can be acquired which give the

purchasing power over foreign goods and services.

The government, corporation, cCompany or individual
may borrow money from the government, corporation or
company or individual. The direct borrowing of the
government from government, issue of new securivies by
the borrowing agencies in the capital market of the
lending country or the borrowings by the borrowing agency
from the banks of the lending country are some of the
transactions which we take into consideration under this
head. The debt can be of any kind i.e. short-term or

long term.

So in this way we find that Meade has also tried
to cover different transactions included in the balance
of payments. After classifying different transactions
we are in a position to distinguish between certain
senses in which the term 'balance of payments' may be

used - though not - as it has turn out, yet in position



to define disequilibrium in a country's balance of

payments.

A

If the imports of & country exceeds exports 23
in so it measures t;;.disequilibrium. Part of this
excess import is financed by rendering services to the
foreigners, i,e. by receipts of interest on capital or
of fees, commissions etc., charged for services provided
to foreigners, And whatever is remaining as residual
in trade items (taking into consideration the export/
imports of goods and services) we call it balance of
trade, The balance of trade is a very important concept,

but it still in no sense measures the disequilibrium in

the counfry's balance of payments.

Now say, the trade balance is in deficit, in no
sense it measures the disequilibrium in the balance of
payments, The country in question may, for example, be
an undeveloped country in which there is & great scarcity
of capital, and in which for that reason, the yield on
capital development is much more higher than in the other
more developed countrlies, In such circumstances there is
& natural flow of capital funds from other countries to
the country in question, which will provide the finance
for the excess imports in the country during its period

of capital development,

The capital inflow can be set against deficit. The

different important categories of balance of payments (as
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shown in the table) have their own uses, The balance of
trade is of importance when we are considering the
repercussions of external changes on the domestic economy
of a country or the repercussion of domestic changes in a

country's economy upon its external position,

Moreover the simple truism represented by relation-
ship between rows 3, 4, 5 of our table, namely, that a
countries balance of trade and its balance of unrequited
transfers must be offset exactly by its capital transfers
is important, And as in our im&ginary example, shown in
the table, if a country purchases more goods than it sells
(# 180 million) and can only offset part of this (g 80
millions) by way of gift from abroad, then the difference
(g 100 million) must represent the extent to which its
capital position vis-a-vis the rest of world has worsened

in the period in question,

And Prof, Meade has given the base for furtherance
of the theory by stating such important conclusion. The
balance of capital transfers (Row 5 of Table 1) is often
called that countries "Net foreign disinvestment" when it
is desired to draw attention to the fact that it‘means a
net worsening to that extent of countries external capital
position, So by inclusion of all items we find that the

table is balanced and the net deficit Completely disappears,

In Meade's analysis in first phase he shows the

accounting sense for which, like other accounts, the



*
TABLE I: The Balance of Trade and Balance of Transfers

Notes: + means surplus of receipts
- means deficit of receipts

Balance of Visible Trade
(Exports-Imports)

Balance of Invisible Trade
(Visible Export-Invisible
Imports)

(¢ in millions)

650

160

900

90

- 250

+ 70

Balance of Trade

810

930

-180

Ll

5.

Balance of Unrequited Transfers

(Gift, Indemnities etc. received
from foreigners - payments made

or given to them)

Balance of Capital Transfers or
Net Foreign Disinvestment
(Borrowing from capitél repayment
by foreigners, sale of assets to
foreigners . Borrowing to
foreigners)

110

180

30

80

+ 80

+100

Balance of Transfers

290

110

+180

Balance of Trade and Transfers

1100

1100

Nil

The net deficit disappears completely

with inflow of capltal.

*The Table i
given is imaginary, hence name of the count
and year have not been mentioned. DERERY
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balance of payments table will always be balanced. In
the second stage, while calculating the balance of trade,
the remaining deficit is set against the receipts of
unrequited transfers., At the final stage the inflow of
the capital removes the net deficit and it shows the
worsening of country's capital position with the rest of
the world., The balance of trade account can be deficit
if the importers of & country decide to import more,.
There are many important consequences which may happen
as & result of the changes of plans on the part of

importers,

If the increase in imports is substantial the
authorities of the country may take immediate steps by
enforcing exchange control regul8&tions or import
restrictions may be implemented to dissuade the importers
from spending the additional amount, In 1964, England
put a surcharge of 15% on imports to restrict their
increase., Or the authorities might take immediate steps
by a deflationary fiscal policy involving the raising of
higher rates of taxation on the people who wished to

purchase more.

The another consequence may be that the increased
demand for foreign currency by the importers might be
allowed to cause the price of home currency to rise. The
net gain of this to the importers would be zero. But for

our purpose we assume that the liberal government does not



take any of the step mentioned foresaid, Or that there
1s no state intervention even after the substantisal

increase in import demand.

The practical implication of this increased demand
of import would require someone to be financed for the
additional requirements. For & period of time the private
exchange dealers would provide adequate finances for
additional purchasing power. These exchange dealers are
likely to hold reserves of home-currency and foreign
currency (from where the imports would be acquired) and
they may conduct the business at & fixed price (at which
they are willing to deal). The plans of the private
exchange dealers change from time to time in view of the

changing market conditions.

The finances that is supplied by the private
foreign exchange deaglers with increase in import demand,
would represent a capital receipt in the balance of
payments, And this c¢apital receipt would eliminate the
deficit of balance of trade. This movement of exchange
dealers capital from foreign currency to home currency
was unplanned and in fact took place as incidental and
unforseen result of increased demand for foreign meens of
Pa8yments by the country's importers. It would last only

until the exchange dealers readjust their plans.

The second lmplication of increased import demand

would be tackled by central bank of the country. For
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instance the R,B.I, may supply additional purchasing
power to the importers in the form of foreign currency
or gold or notes or deposits of foreign currency &t a
fixed price in terms of national currency i.e, Rupees.
It all entirely dep&nds upon the position and attitude of
the central bank. If the central bank has adequate
deposits of foreign currency and is determined to keep
exchange rate stable, tne movement of funds may last for
a long time on a large scale, It will entirely depend
upon the monetery policy of the central bank. The
transaction of private exchange deazlers could last only
for a short period while the central bank can continue

its operation for a long time,

Now, say, if the central monetary authority finds
that they are continuously loosing their foreign exchange
reserves and are having more domestic money among its
assets, may restrict the exchange business. Now once
égain these movements have taken place merely as an
incidental and unforseen result of the increased demand
for foreign means of payments by the importers. The
transaction can take place so long as the central monetary
authority commends the necessary reserves for foreign

Currency,

The another type of governmental transaction may
Prolong indefinitely if the government of the foreign

country is advancing money to the government of deficit



19

country or the residents of foreign country to the
residents of the deficit country, simply beczuse an excess
of foreign payments over foreilgn receipts in all other
items of balance of payments of the later country is
fcrseen and it is desired to meet the deficit without
exchange rate varjiation, import restrictions or other

alternative methods.

Accommodating payments may be made by the private
exchange dealers or by public authorities (loss of gold
by Central Bank or provision of specilal aid by the
government of surplus country (4s 0.P.E,C. countries are
providing to the third world under oil facility)}. These
type of transactions may be automatic i.e., unplanned and
unforseen {(like changes in the balance of private exchange
dealers or loss of gold by Central Bank) or they may be
discretionary i,e., planned and forseen (i.e, special

government aid).

"The distinguishing feature of accommodating
transaction is that they have taken place only because the
other items in balance of payments are such as to leave a

gap of the size to be filledM*,

4 "
So according to Prof, Meade, the accommodating takes

place only when there is & gap to be filled in balance of

payments, The countries import demand has exceeded and

*Meade, J.E.,, 1951, "International Economic Policy™",
Vol. I, Balance of Payments, p, 11.



presently the country don't have the adequate supplies

of the funds. So some sort of accommodation is essential,
What eveny the country has imported, the finances are
required to meet this deficit. 1In this context when the
deficit 1s forseen any country or individual may provide
adequate finances to meet the existing deficit and we will

call it as accommodating transaction,

"The distinguishing feature of autonomous payments
is that they take place regardless of the size of the
other items in balance of payments'*, So all the transac-
tions that take place regardiess the size of other items

in balance of payments.

For instance the example of autonomous receipts
are, all commercial exports, i.e, the goods and services
exported to foreigners, gifts whatever the residents are
getting from foreigners, the emigrant's remittance or
repatriate payments which are made for motive quite other
than to put balance of payments into balance and the
capital movements which are taking place on the initiative
of private exchange dealers because it appears more

profitable to them. The capital invested by other country

in one country with profit motive, This type of transaction

we consider as autonomous transactions. It has nothing to

do with any accommodation in our balance of payments.

*Meade, J.E., 1951, 'The International Economic The !
-Vol. I, Balance of Payments, p. 11, albd



To give a meaningful economic concept of balance
and imbalance Haberler distinguishes between 'autonomous!
and ‘accommodating' international transaction. Haber]ler
explains "under a strict gold standard the problem woyld
be simple: all transactions except gold movements would be
autonomous and the deficit or surplus could be measured by
gold movements (strictly monetory gold movements), Gold
for industrial purposes and gold exports from gold
producing countries constitutes & complication even under
gold standard conditians, Even in the 19th century shorg
term capital movements began to erode the simplicity of
pure gold standard. Later the advent of the gold exchange
standard, adopted during the inter-war pericd and resumed
after second world war by many countries which kept their
international-reserves not entirely in gold but partly in
1iquid sterling or dollar balances - hence sterliing or
dollar exchange standard, and specially the increasing
importance of governmental transactions, have considerably

complicated the definition of surplus and deficit™,

As Haberler has rightly stated that it is necessary
to make a distinction between accammodating and autonomous
transaction. There was no problem in the context of the
gold standard., We can call all transactions of gold as

accommodating one. The accommodating receipts can be of

*Haberler, Gottfried, 1969, "Money in the International
Bconomy", II Bdition, p. 27.



many kinds. The loss by a central bank of its holdings

of gold is accommodating receipts. The same way, sale of
holdings of foreign currency in order to provide purchasing
power to importers of the country at the current rate of

exchange is also accommodating transaction,

The receipts by the government of a country in
question of funds from & foreign government either by way
of loan (for instance Anglo-American loan of 1946) or hy
way of gift as aid under Buropean Economic Programme was

also accommodating transaction.

The measure of disequilibrium in the counfry's
balance of payments is now gold plus accommodating capital
movements or usu&lly defined as short term capital move-
ments, or 'liquid liabilities and assets?, The
difference between !'short term' and 'liquid' is that the
latter includes purchases and sales of long term government
securities, Concretely, many countries hold part of these
reserves in bank balance in New York and U,S. government

bonds, both short term and long term.

'0fficial compensatory financing' is another phrase
often used which, strictly interpreted, leaves out private
short temm capital flows. ‘'Changes in international

reserves' is another roughly equivalent expression.

If we are in position to measure different accommo-

dating and autonomous transactions, it would be easy to



give a correct statement regarding 'surplus' or 'deficit'
in balance of payments, But the dividing line between
'autonomous'! and 'accommodating' transactions is very

hazy.

A persistent surplus is criterion of 'undger
valuation' and a persistent deficit in a country's
balance of payments is criterion of ‘over valuation' of
its currency, The im8ginary example given in Table I has
been rewritten in another form to show the autonomous and

accomnodating transaction.

TABLE II: The Balance of Payments

(g in millions)

1. Balance of Autonomous Trade 790 - 990 a =200
2. Balance of Autonomous Trans- 1044020 -50 = = 20
fers
3. Balance of Payments 840 - 1,060 = -220
L. Balance of Foreign Accommo- 20+ 100+ 140-10
dation -10 = +220

5. Balence of Autonomous
and Accommodating Transations 1,100-1,100 = Nil

?

Now we are in a position to meésure the actual surplus
or deficit in the balance of payments of a country. Our

imaginary country has a deficit in its balance of

autonomous trade of § 200 millions. It has further deficit



on account of autonomous transfers of @ 20 millions. Our
country has therefore a deficit of autonogous trade and
transfers of § 220 million and this is true deficit., So
autonomous trade and trensfers are important items to
examine deficit or surplus of balance of payments,
Furtner Meage believes that the existence of an actual
net balance of accommodating finance would be too much
narrow criterion of a disequilibrium in the balance of
payments. And our analysis wes confined only in the

situdtion where there was no state intervention.

If the country operates rigid exchange control
which prevent natural inflow of goods and services or the
monetary aythorities are not ready to loose monetary
reserves or gold or other need for foreign accommodation
then the country is certainly in acute balance of payments
difficylties and would be appropriate to say that the

country has attained equilibrium in its balance of payments,

Further the country may avoid actual deficit in its
balance of autonomous trade and transfers by the adoption
of some policy. For example the authorities may deflate
the domestic national expenditure and income in order to
reduce the demand for imports, so as to avoid need for
foreign accommodation even at the expense of mass
unnemployment at homes. There is no visible deficit in the
balance of payments but in fact the country is suffering

from acute balance of payments difficulties,



The price of foreign currency may be allowed to
rise in terms of home currency. This type of mechanism
will also avoid the inside deficit in the balance of
payments, The foreign exchange value of the currency of
the country with the excess demand for foreign currencies
will depreciate. And the element of uncertainty will

increase among traders at home and &broad,

But for our purpose we need only realise that each
moment of time, even in the disequilibrium of process of
a8djustment, a market rate of exchange between the home
currency and foreign currency will éppear at which the
demand for foreign currency is just equal to the supply
of foreign currency, and there is no actual deficit or

Surplus,

The variation in the exchange value of a country's
currency is thus itself a symptom of a disequilibrium in

the country's balance of payments.

Depreciation of the currency will take place when
the demand of the foreign currency exceeds the supply of
foreign currency. The accommodating finance would be
required if the exchange rate is to be kept stable, The
actual amount of accommodeting finance used in any period

of time is accommodating finance,

The potential deficit means the amount of accommo-

dating finance which 1t would require necessarily to



provide in any period in order to avoid any depreciation
in the exchange rate without the employment of exchange
Ccontrols, import restrictions or other government
measures especially devised to restrict the demand of
foreign currency. 4And thus potential deficit is the

proper measure of balance of payments,

The Three Concepts of Balance of Payments

As previously stated the term 'balance of payments!'
ls an ambiguous one. Three fundamentally different ideas
are continually called by the same name. What is indiscri-

minately called the balance of payments mey be:

1. Accounting balance i.e. the balance of credits
and debits.

2. A programme balance i.e. the balance of needs and
desires,

3. Market balance i.e. & belance of supply and demand
(which was first given by Fitz Machlup in 1950),

A1l the three concepts are closely related, and they all
figure directly in the making of b&lance of payments
Policy, It would be essential to examine critically all

the three factors separately.

The accounting balance of payments:

It is the systematic record of a country's econamic

trensactions between the residents of a country and foreign



resjidents for any specific period of time (most
conveniently a year), the statistical record shows the
character and dimensions of the country's international
economic relationships with the rest of the world. It
enumerates the country's trading position, changes in its
net position as foreign lender or borrower, and changes
in its offjicial reserve holdings. The systematic record
of this kind is very useful to the financial authorities

of the nation in connection with policy formulation,

Double-entry book-keeping

The accounting balance of payments 1s constructed
according to the principles of double-entry book-keeping.
Every econamic transaction has two sides, a debit and a
credit., Both sides must be recorded., The credits are
represented with positive sign (+) and debitswith negative
sign (.). Any transaction giving rise to a receipt from
the rest of the world, increasing net claims on foreigners,
1s recorded as a credit in the accounting balance, The
receipt jtself either may take the form of 2 rise of
residents' foreign assets or balances of foreign
Currencies; or it may take the form of a decline of foreign
liabilities or of foreign balances of local currency;
whatever its form, the receipt is recorded as debit.
Conversely, any transaction giving rise to a payment to
the rest of the world, increasing net 1liabilities to

Toreigners, is recorded in the accounting balance as debit,
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the payment is recorded as credit. For exports of a
particular country, the exports will 8ppear as & creait
entry because they give rise to receipts from abroad.
Likewise, such items as foreign tourist expenditure in a
particular country, foreign spending on that particular
country's shipping or air lines, and foreign purchases of
that particular country's insurance are all entered as
credits in the balance of payments., Belng sales of that
resident country's (in question) services, they give rise
to receipts from abroad. These receipts, which increase
net claims of the country on foreigners, are themselves
recorded as debit. These exports and sale of services to
foreigners would be entered in the balance of payments

accounts in the following fashion.

Credits (+) Debits (=)

(1) BExports - Increase of net claims
on foreigners (Receipts
from exports)

(2) Ssles of Services - Increase of net claims
on foreigners (Receipts
from sales of services)

By the same token, the country in questlon imports of
foreign goods and services will appear as debits in the
accounting balance, while the corresponding payments to
the rest of the world are entered as credits in the

following fashion.



Credits (+) Debits (-)
Increase of net liabilities Imports of goods
to foreigners (payment for and services,
imports)

As far as the unilateral transactions are considered,
they similerly appear twice in the balance of payments,
despite the fact that they are actually one sided transac-
tions which lacks quid pro quo (no return in future is
expected). A person or government transfers commodities,
services or money to some other person or government, but
receives nothing in exchange. But it is a system of
accounts, and all transactions are accounted for. If any
items are given away, the fact must be recorded, the quid
PTO qQuo must be supplied. The method for doing so is to
make an entry indicating the character of the gift on the
3C&le of the account opposite to the entry for the item
glven or received. This not only 'accounts for' the gift,
but also preserves balance in the accounts. The example
of the kind is; when an immigrant remits part of his
earnings to the 'old country', the net change in claims
on foreigners, the primary entry, is recorded as credit.
But at the same time a debit is entered listing the
unilateral transfer, usually as a 'private remittance'.
This is the statistical quid pro quo, the analogue to the
import item listed when payment is made for a foreign

commodity or service in the following fashion:
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Credit (+) Debit (~)
Increase of net liabilities Private
to foreigners (transfer remittance
payments)

The same way, a debit is entered listing each
government grant as the accounting couterpart of the credit
recording and transfer payment either in 'kind' (export of
goods or services) or 'in cash' (remittance of cash or

financial claim) in the following way:

Credit (+) Debit (-)
Export of goods or SsSeérvices Government
(transfer payment in kind) grant
Credit (+) Debit (=)
Excess of net liabilities to Government
foreigners (transfer payment grant
in cash)

Regarding financial transaction as the purchase and
sale of foreign assets and borrowing from and lending to
foreigne{s, also appear on both the credit and debit sides
of the accounting balance, International investments may
be entered as direct investments if they involve an out-

right extension of domestic enterprise abroad through the



purchase of a permanent interest in a foreign company or

through the establishment of a new foreign facility. If,

however, they involve a loan or a purchase of securities

jssued by foreign controlled firms, they are entered as

'port-folio' investments. When an investor at home

acquires an eerning asset abroad, a payment is made to

foreigners, The payment of such kind is recorded as

credit, while the investment itself is listed as debit;

and the same rule applies whenever a financial liability

abroad is liquidated. Conversely, any financial transac-

tion which adds to foreign liabilities or reduces foreign

assets is listed as a credit, with the corresponding

payment appearing as a deoit in the following way:

Credits (+)

Debits (-)

Increase of net liabilitles
to foreigners (payments for
net investments)

Net external investment
by residents (acquisi-
tion of earning assets
abroad or liquidation
of liabilities)

Credits (+)

Debits (-)

Net internal investment by
foreigners (acquisition of
earning assets locally, or
liquidation of liabilities)

Increase of net
claims on foreigners
(receipts from net
investment)
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For sale of gold by central authority is recorded like -

Credit (+) Debit (-)
Official sale of gold Increase of net claims
or other reserve on foreigners (receipts
assets from sale of gold or

other reserve assets)

The sale of gold by central authority 1s recorded
as credit, with the corresponding receipt entered as a
debit, And the same rule applies to a sale of any other

reserve asset held by the authorities.

As previously stated, the balance of payments
statement has been divided into two parts known as current
account and capital account, Vertically the balance of
Payments is divided into credits and debits according to
Principles of double entry book-keeping; and horizontally
it is alsp divided into two major categories according to
the broad nature of the transactions concerned and their

relationship to the national economy.

The current account consists of all transactions
relating to the reporting country's current national income
and current expenditures, These include €xports, imports
of goods and services along with unilateral transfers.
These are 'current' transactions; they give rise to or are
a part of current national income. They are distinguished

from transactions in financial assets - 'capital®
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which directly affect wealth and debt, hence national
income in future periods but not national income

produced or consumed currently. When & perticular
country's investor makes & portfolio investment abroad,
purchasing foreign securlties or lending abroad, he
acquires a foreilgn asset - & claim on foreigners - which
will earn income in the future, In the current period,
however , national income is not affected directly by the
transaction; the creditor debtor position of that particular
country alone is altered.by the exchange of one type of
financial asset for another (while the national income is
not affected directly, it is affected indirectly in an
opportunity-cost-sense - that is, in the sense that
instead of investing abroad the investor might alter-

natively have invested or consumed at home).

In parallel way, the sameé holds true when a
particular country's {(reporting country) subject makes a
direct investment abroad, Short term liabilities (say
currency or demand deposits) are exchanged for an equity
asset, and while the international creditor debtor
position of the reporting country is directly affected,
its current income is not. All such private or official
transactims affecting the international investment
position of a country rather than its current income are
segregated from the current account and grouped instead
in 'capital account' of the balance of payments. The

capital account also includes all reserve transactions



(since these too affect the country's international

investment position).

The current account includes all the transactions
of merchandise imports and exports; transaction (freight
and merchandise insurance), travel (goods and services,
including transportation, purchased outside the country of
residence): investment income (interest, dividends and
profits on securities or property owned outside the
country of resjidence); other services (insurance, royaltles,
Commissions, fees and government transactions not recorded
elsewhere); private transfers (personal and institutional
remittances), official transfers (pensions, separations,
and grants), This way we find that the current account
consists of all transactioms relating to the reporting

country's current national income and current expenditure.

On the other hand, the capital account consists of
the direct investment (transactions involving & permanent
interest in enterprise outside the country of residence);
portfolio investment (transactions in assets and liabilities
outside the country of residence with an original maturity
of more than twelve months); short term investment (transac-
tions in assets and liabilities outside the country of
residence with an origin&al maturity of twelve months or
less); government capital (official transactions in assets
8nd liabilities outside the country of residence, excluding

reserve assets); official reserve transactions (chaenge in



the reporting country's monetary gold stock, holdings of
convertible foreign currencies anc net position in the
International Monetary Fund and for reserve-currency

countries, changes in liquid foreign liabilities.

These items 8re entered in the current account ana
capital account of the balance of payments., In the
current account the most important items is merchandise
or visible trade (Prcf. J.E. Meade also calls it visible
trade). This is the oldest and still the most basic
ferm of economic relationship between nations. The
commodities which are produced &t higher costs in the
nation or which cannot be produced at home are imported
and in exchange the commodities that can be produced
relatively inexpensively at home are exported, For any
nation, the difference between merchandise exports and
imports (credits and debits) is called the balance of
trade, and this is usually watched by the financial
authorities almost @s closely as the balance of payments
as a whole, Balance of trade is said to be favourable or
8Ctive when exports exceed imports; @nd as ‘unfavourable!
or passive when imports exceed exports, That this should
be so is a testament to the durability of mercantilist
thinking, which traditionally places the greatest stress
on an earned foreign surplus &8s the most direct means to

national wealth.

Economists, long ago exposed the fallacy of

mercantilist thought: the real gains from trade are to be
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found in the cheaper imports made available for home
consumption, not in expanded export sales. But even within
the mercantilist way of looking at things this view of
oalance of trade seems misguided, for it obviously ignores
the presence of the other items in the current account.

In fact a marked excess of merchandise imports over

exports may be quite consistent with a total current account
balance or even surplus if the country happens to be a
large net seller of services or a regular recipient of
grants or separations, e.g., U.K. in the 19th century was
having a trade deficit more than covered by net invisible
earnings from shipping and dividends on foreign investments
etc, Apart from this qualification, though, in the end we
are compelled to admit that there may be some political
sense to this view point, at least within the limited
context of balance of payments policy. It is, much easier
for the financial authorities to maintain overall payments
balance when the balance of trade is in surplus than when

it is in deficit.

Regarding external financial assistance, why are
donations like these recorded in the current account, with
exports and imports of goods and services? In at least
one sense transfers differ from current trade - they
confer purchasing power on their recipients without a
quid pro quo in the form of income produced, Nevertheless,
on the basis of modern income theory, we may argue that

donations belong properly in the current account; they are
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a unique part of the invisible sector, certainly private
remittances there. They come m&inly out of the current
incomes of the donors, and they enter normally into the
consumption of the beneficlaries, Moreover, they tend to
be made on recurring basis which changes slowly from year
to year, But this is not true in case of official
donations such as grants, which are once for all transfers
of purchasing power more akin to capital investments than
to current trade. But precisely because such transfers
are in fact final, they are very unlike a capital transac-
tion, which by definition either gives rise to claim or
debt, or takes place in settlement of a ¢laim or debt. A
logical case can be made, therefore, for including these,
too, in the current account. So defined, the current
account shows exactly (with opposite sign) any change in
the international investment position of & country. In
these illustrations we have adhered to the usual practice
of entering all gransfers, official as well as private,

in the current account,

The capital account consists of all changes in
¢laims on or of the reporting country owned or owed by
other countries., These are divided into three main
categories of transactions., The first category comprises
of all investments by residents abroad, particularly by
the direct extension of national enterprise overseas.
Portfolio investments, mainly long-term bank loans and

net purchases of new foreign securities issues and short-
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term investments, mainly bank loans and commercial credit
etc. Government investments abroad consist principally

of loans to foreign official agencies for economic
assistance or military purposes, The second category of
capital account comprises of all investments in the
reporting country by foreign residents, Most of these
investments involve liquid dollar and sterling liabilities,
which together with gold make up the major portion of the
world's monetary reserves. The dollar, pound, yen,

D mark, are the principal 'reserve' currencies,

The transactions in official reserve assets'! refer
to changes in the monetary golc stock of the financial
duthorities, in official holdings of convertible foreign
currencies, and in the country's net position in the

International Monetary Fund.

It is important to mention here that since the
balance of payments is constructed as an accounting
identity, with each transaction, theoretically recorded
twice, the sum total of debits and credits should in
theory always be equal. The capital and current account
should always be equal (with opposite signs). But if we
Come across the real situation it is rarely so, Data
collection is a tedious task, and that too absolutely
accurate, on both sides of every transaction, Generally
the various entries - exports and imports, transfers,

capital and reserve transactions - can only be tabulated

or estimated singly, by methods of varying degrees of
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accuracy, and then summed. As & result despite the best
efforts of statisticians, the current and capital accounts

rarely 'balance' statistically.

The reason is, sometimes, the coverage of the data
tends to be inadequate; it is known that for several
reasons some important items still m&nage to escape the
statisticians' net. In other cases, errors are committed
in the process of estimation; such inaccuracies are
virtually impossible to avoid. We also face problems
which arise in trying to consolidate without duplication
the data collected from independent sources by a variety
of techniques. To the extent that these empirical
deficiencies cause the observed totals of debits and
credits to differ, it is necessary to add a baléncing
ltem for "errors and omissions", Every payment account
has one, Its purpose is to ensure that in accordance with
the theory of double-entry book-keeping, the balance of

payments always balances in accounting sense,

As we have previously stated that apart from 'errors
and omissions! the current account must always equal the
capital account (with opposite signs) - what is the
significance of 1t? In fact we mean by this statement -
that if increase in claims on foreigners are to exceed
increase in liabilities to foreigners by any amount - that
is, if a country is to be able to invest in foreign - the

exports must be made to exceed imports., There must be a
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credit on the current account - to match the debit on the
capital account. Similarly, a country may borrow abroad
only toc the extent that it can promote a net inward

movement of real goods and services., For a net financial

transfer to occur, a real transfer must occur,

It does not mean that the individual transfers of
financial assets must be accompanied by a corresponding
transfer of real goods or services., When we are talking
of balance of payments, for a country as a whole, the
individual's act is not yet a capital outflow; it is
simply an exchange of short term liabilities for a long
term asset, For & country as a8 whole, an export of
capital can be accomplished only on a net basis, by a
corresponding transfer of real goods or services. 1In
short, the transfer of goods and services itself is the
Capital export; it is what economists call a 'real
transfer!, The corresponding movements of financial
assets, while obviously related to the real transfer, is
not itself a true capital movement, It is merely a
'monetary transfer', a movement of financial capital.
For a movement of financial capital to translate itself
into a true foreign loan or investment, a real movement
of capital must take place: the country must somehow
export goods and services above the value of the goods it
imports. A country cannot borrow from abroad, in & real
sense, except to the extent that its current account is

in deficit. The excess of imports over exports is the
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real transfer of capital; the corresponding net increase
of foreign liabilities is itself merely & monetary transfer.

It can be written as follows also.

Current account = Capital account

X-M:I

where X represents exports of goods and services,

M represents imports of goods and services and I represents
net foreign investment., When the current account is in
surplus the country in investing abroad (export exceeds
imports); when the country is in deficit, the country is
borrowing or disinvesting abroad (as imports exceeds

exports).

It simply states that any difference between the
current receipts of an individual economic unit and its
current expenditures must equal the changes in its net
investment position when income exceeds spending in the
current period, the unit is investing (saving); when
spending exceeds income the unit is disinvesting (using
previously accumulated sdvings or borrowing). Thus it is
not only in accordance with the theory of double entry
book-keeping that the balance of payments must always be
balance, It is also related to the fundamental theory of
economic activity: that the sum of the current angd capital
accounts of a country must be zero is an economic truism.
We can witness net international financial transfer

without & corresponding real transfer,



The economic relationship between the accounting
balance of payments and two other important social
accounts is also important. These are the national
income and producf account and the balance of international
indebtedness. Now if we talk of national income and
product account - it is & systematic statement of the
total value of goods and services producea and consumed
by the resicents of a country during a perticular time
(which is usually one year). It provides a fremework
within which the current operation of the economy can be
recorded, The national income account is also recorded
on the same double entry of book-keeping principles. On
the debit side of national income, we list the 'allocations'
of national income: consumption, savings and taxes, On
the credit side we record the !sources' of nationel income,
categorized in terms of the alternative modes of expendi-
ture on domestic product. In a theoretically closed
economy, where there are neither exports nor imports; the
only source of national income are domestic private
expenditures on consumption and investment and government

spending,

But if we come across the real world situation we
find that there is open economy in the real world. Buying
and selling veries from country to country. Hence if any
country exports 1t must be added to the national income.
In the same way the exports must be deducted from the

national income because imports effect the domestic
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expenditure which is a part of national income, But as
far as the accounting identity is concerned the national
income and the prcduct account must always be 'balance’
i.e, the allocation of national income must just equal to

the source of national income.

The notation of national income and product account

can be mathematically expressed as
C+S+T=C+I+G+(K—M)

where C represents consumer expenditure, S represents
domestic savings, T represents tax payments, I investment
expenditure and G government eXpenditure?Spending. It is
evident that in a closed economy the total of domestic
expenditure (C + I + G) can neither exceed nor fall short
of current income (C + S + T), i.e. the 'real absorption'’

must equal nation2l income. Mathematically -

Y = A

where Y = C + S + T (real income)

and A =C+ I + G (real absorption}

If the government budget is balanced it means that in the
closed economy the domestic investment equals the domestic

savings, or

Sd = Id

where Od is domestic savings

and Id is domestic investment,



But these equalities of domestic savings and domestic
investment are not the requirement of the open economy.
If we include the foreign trade, the domestic absorption
can vary from national income (the domestic absorption
may increase or decrease of national income) but only to
that extent by which exports are less than or greater
than imports or only to the extent that there is a net
deficit or surplus in the current account of the balance
of peyments., So we find that the real absorption varies
with increase or decrease in exports and imports or more
precisely the variations of the current account as it is a
open economy, Conversely, there can be no net current
account surplus or deficit except to the extent that the
domestic economy absorbs less or more than its current

income

Alternativ ely,

Sd Id = X Z M = * If (net foreign investment)

AV

It clearly states that a country cannot lend or invest
abroad, by & current account surplus, unless it is able to
'save! the current domestic output needed o accomplish
the real transfer. The volume of domestic investment must
be suppressed below the level of domestic savings. By the
same criterion, a country cannot invest for domestic

purposes beyond the level of its domestic savings to the
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extent that it is able to borrow or attract investment

from abroad.

The next important concept to be examined i1s the
balance of international indebtedness which we may define
as a systematic statement of the total claims of &
country's residents on foreign countries and of the total
claims of residents, It is a record of the stock so it
differs from both the balance of payment accounts and the
national income and product account in one way i.e, it is
related to a given point of time such as the end of the
year while the balance of payments and national income
covers a specific period of time which is generally one
year. In recording the balance of indebtedness, the
same double entry vook-keeping ﬁrinciples are applied.

A country's international liabilities and assets are

sunmed up and the difference between the two is 'net
balance of indebtedness'. When this tnet' is positive, the
country is presumed to be creditor and when it is

negative, the country is debtor,

Further apart from variations in the current market
value of outstanding claims and liabilities, no change is
possible in country's balance of international indebtedness,
except to the extent that there is a net inward or outward
movement of financial claims. Or in other words it is to
the extegt that there is net deficit or surplus in the
capital account of the balance of payments (variations

in () If). We can say that a net lmprovenent of a
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country's international investment position requires that
it reduce national absorption relative to national
income, It saves a portion of its resources so that they
can be invested abroad. The country shoula borrow or
'disinvest!' in order to live beyond its means if they
want to deteriorate international creditor debtor

position. Mathematically the notation would be

So far we have discussed the concept of balance of

peyments in accounting sense. As & general rule of

double entry of book-keeping the resultant of two accounts,
capital and current account, should be zero. In accounting
sense, the balance of payments is always balance, Then
what is the actual criterion of measurement of 'balance!,
'surplus! and 'deficit'. But it is evident that many
Countries face of balance of payments difficulties. The
sum of both the accounts is not the criteria of the
'balance' but certain categories of debits and credits

are taken in measuring the 'halance! of balance of
payments, Certain groupings of items which are

segregated, from the main body of balance of payments (as
being different in some significant respect from the rest)
are examined to see whether the balance of payments is
'surplus! or 'deficit'., Now I will deal with very
important aspect of measuring the balance., What actually

we have the propeéer measure for it?
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As previously stated, the balance of indebtedness
reflects the fluctuations or variations (inward or
outward movements) of capital as seconded in the capital
account. So the capital account is important in this
respect. The balance of indebtedness is a 'stock' which
reflects the real situation of a country's international
investment at a particular point of period of time., But.
the payments account is a 'flow'., It 1s designed to show
the happenings of the current international economic
relationships of the reporting country over a period of
time. Its main concern is with increase or decrease of
foreign liquid assets (including official reserves) and
liabilities, These are money assets and liabilities
having a sufficient degree of liquidity to be regarded

as means of international payment,

The changes in the net liquld position of a
country should be reflected while measuring the 'surplus’
or 'deficit' of the balance of payments. The total
capital balance cannot serve the purpose in reflecting
the 'deficit! or 'surplus' notation of balance of
payments. For the identification of changes in the net
liquidity position of & country, we can look into certain

items within the total capital account.

Now if we analyse the different transaction, once
again we have to go back to Prof, J,E. Meade for his
version of two types of transactions - the auytonomous and

accommodating transactions, The basic different between
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the two transactions is the 'objective behind the
happening', One transaction can take place for its own
sake while for the another there is a necessity to occur

that perticular transaction.

The autonomous transaction does take place for
their own sake, either for profit making or for satis-
faction's sake. The different countries of the globe are
having different conditions in terms of income, require-
ment, prices, interest rates, productivity, etc. So the
basic source of the autonomous transaction is the
diversity in various countries in various aspects. The
autonomous transactions tazke place for their own sake
regardless the size of the other items in the balance of
payments, The gift sent by the resident of a country to
the other country is a example of autonomous transaction.
In the same way as the previous example has yielded
satisfaction to the sender, the another resident may
find better profits for his product in the foreign
country. Hence in this example the objective behind the
transaction is 'preofit' and the transaction is taking
place for its own sake, The autonomous transactions are
deliberate and voluntary or optional in character, The
merchandise transactions i.e. exports, imports of the
goods and services are the best example for autonomous
transactions as they take place with objective of
earning the profit, The unilateral transactions which

has generally the objective to reduce fundamental
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differences between the incomes of individuals or nations.
Any country may give certain loan or donation to other
country for the sake of developuent, or for the sake of
development, or for the betterment of the masses of that
nation in the form of gift. And another transaction

that is included in it is long term capital movements
motivated with the desire to earn more profit or higher
returns with a speculative objective or to find a safe
refuge for one's capital. It is importént that the
autonomous transactions take place regardless the size of
other items of balance of payments i.e, for their own

sake,

On the other hand accommodating transactions are
based on reverse objective - not at all based on own sake.
But there {s a fundamental objective behind these transac.
tions, The autonomous transactions take place with a
express objective to fill the gap in the balance of
pPayments, i,e., the other items are such as to leave &
gap to be filled, The objective of these transactions
is to 'accommodate the gaps', sometimes automatically and
sometimes by choice. The automatic situation arises when
the private foreign exchange dealers adjust for increase
or decrease of thelr balances to earn more profitsy or the
government helps the importers by providing finances with
the objective to keep stable exchange rates. Regarding
the 'choice' aspect, the surplus countries make provisims

to finance the deficit countries with the objective to help



them in coming out of the crisis (i.e. balance of
payments aifficulties). The accommodating transactions
are mostly in cash or liquid form. They also include the
official reserves*, They are 'residual' money flows in
the balance of payments - and by nature as they show the
increase or decrease of the liquidity of the country.

Now &s they show the variations in the liquidity of the

country, they are the best measure of 'deficit' or

'surplus! in the balance of payments,

So the exact measurement of balance can be
visualised when we are in position to know the variations
of the liquidity. The deficit appears in the balance of
payments when the total receipts of the autonomous
transactions falls short of autonomous transactions
requiring money receipts or conversely the 'surplus' occurs
in balance of payments total autonomous transactions
involving money receipts exceeds the total autonomous
transactions requiring money receipts i.e, if the credit
in autonomous transactions is greater than debit of

autonomous transactions the country is attaining the

favourable balance of payments.

The 'deficit' shows that the country is losing

liquidity to others i.e, the net liquidity position of

*The movements of goods which correspond to a 'unilateral
transfer in kind' or foreign investments involving the
shipment abroad of domestic plant and equipment. These
are exceptions. These are accommodating transactions,
But in relative terms these exceptions do not in fact
figure prominently in the balance of payments. They are
generally ignored as exceptions. '
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the country is deteriorating; the country is running
down its liquid foreign assets (which &8l1so includes
official reserve assets), while in cése of surplus the
liquidity of foreign assets is increasing, i.e., the
surplus balance of payments occur when autonamous money

receipts exceed autonomous payments.

To categorise the autonomous and accommodating
transaction, it is very difficult to study the motivations
of the individual's trans&ctions i.e, to determine which
transactions are undertaken for their own sake and which
have their source in other transactions elsewhere in the
account, The meare statistical data cannot help us in
allocating the source or motive of the transactions,
Moreover, it 1s very difficult to distinguish autonomous
and accommodating transactions at all, except to the
extent that it is possible to associate the motivations
of transactions with c¢ertain classes of transactions or
with certain kins of transaetions which &are visible {or
observable). It is important to remember here that the
definition of 'surplus' or 'deficit' is an analytical
problem, but the accounting framework of the measurement

is essentially classificatory - and there are unlimited

ways to arrange data to make it more informative for the

particular context,

So if we thoroughly examine the definition of
'*surplus' or 'deficit', practically it would be very

difficult to draw a marking line between autonomous and



accommodating transactions. So there is no ‘unique' way
for this measurement of balance, only alternative
observed measures which, given the country and time peried,

more or less closely approximate to the precise analytical

concept,

Various alternative measures are there in order to
derive a most complete picture of international payments
position for a country. Most countries of the world follow
a simple and straight definition - & single summary
measure of surplus or deficit. The international transac-
tions are divided into two categories, for this purpose,
shading into one another, These are the 'basic' balance

and the 'official settlements' balance¥,

Further the surplus and deficit could easily be
found out if we could simply place all autonomous transac-
tions inside the main body of balance of payments (which
we call 'above the line') and all accommodating transac-
tions outside it {(which is called 'below the line'). But
the process of drawing the demarkation line 1s not so
elementary. Theoretically we may analyse the distinction
between autonomous and accommodating transactions, but
practically it is hardly of any use. For the balance of
payments policy formulation it is very useful. There are
a lot of empirical difficulties associated with this

concept. For instance, as previously stated it is very

*Cohen, B.J., "Bdl ance of payments policy"
Modern Econémics, pe 42, 19;?. ke y", Penguin
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difficult to identify the source of motivation behina
the transaction whether it has taken for its own sake or

with some specific objective,

The basic balance places only current account
transactions and long t erm capital movements 'above the
line' (i.e, above the demarkation line). These are
supposed to make up the autonomous tréansactions that
determine the 'basic' course of the balance of payments,
And 'below the line' we record all the short term capital
flows and the items 'errors and omissions' (they represent
unrecorded movements of private short term capital) as well
as officiel reserve transactions. The short term capital
movements are placed 'below the line' because all such
transactions may be considerea accommodating, some
responding passively to the balance on other transactions,
others to short term changes in monetary policy and credit
conditions. Secondly the division segregates below the
line the transactions most prone to volatile and possibly
erratic shifts. The transactions which are placed above
the line are assumed to be stable in short run, and in
the long run they change gradually due to major forces in

the domestic and international ecconomy.

For the identification of trends in the balance of
payments, the basic concept is useful because it forms,
in fact, the basis for several national measures of
balance. But for the analytiéal distinction between

autonomous a&nd accommodating transactions the 'basic



o4

balance concept' is defective, as it is based on
artificial assumptions. Tnirdly the 'basic pa&lance
concept' distinguishes between short term and long run
transaction of capital but in practice we don't find
these types of transactions so similar, There are as
often persistent trends in short term capital movements
as in the so-called basic transactions, just as there
are as often large transitory elements in the later as
in the former, Many short term capital movements are
not accomnodating in any sense. Only in some way,
certain so-called basic items, particularly in the
portfolio investment anc merchandise trade accounts, do
appear to be responsive to monetary policy. Private

financial transactions just cannot be divided satisfac-

torily along this dimension.

So we find that there are a number of drawbacks
with 'basic balance concept'. So looking at the imprac-
tability of the concept various countries used the
alternative of this 'basic balance concept'. This is
known as ‘'official settlements balance', The International
Monetary Fund has also urged all countries to use this
systematic concept of balance of payments, In the
tof ficial settlements balence'! which distinguishes not
between types of transactions but rather between types
of transactions we place all private short term capital
movements alone above the line; as also the errors and

omissions, The only item which is placed below the line

is official reserve transactions. Because the official



e
1

reserve transactions reflects governmental or official
intervention in the foreign exchange market, ana which
truly represent accommodating flows. These transactions
are performed by those transactors whose functional is
purely &accommodating in the present international
monetary system. In other words we can say that the
task of the taccomnodation' is entirely in the hands of
financial authorities. They do have the responsibility
of maintaining exchange rate stable, The official
transactions of financial authorities in terms of losses
or gains of reserve assets and liabilities to foreign

of ficial authorities provide the best index of the
financing required by surplus and deficits, and hence

they constitute the most accurate measure of balance,

This concept has also got shortcomings and it is
also criticised on many grounds., For instance, some
private short-term capital flows - bank loans to finance
trade, commercial credit are purely accomnod@ting transac.
tions according to this concept and at the same time
there are certain official transactions which has nothing
to do with the 'accommodation', For instance, some times
the Central Banks (as RBI) decide to borrow in foreign
capital markets to increase their reserves or conversely
to sell these accumulated reserves to domestic commercial
banks when they plan to drain internal liquidity. It is
clear that these decisions which have been teaken by the

official entity are purely autonomous as the decisims
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of the individuals or private transactors. So the
transactions of the official entities are autonocmous in
nature some times. Need not to say that the 'basic
balance' and 'official settlements' concepts are important
developments in context of systematic thinking of the

conceptual framework of balance of payments.

B.J. Cohen™ has itemised all the major categories
of transactions usually distinguished in the balance of
payments., The alternative measures of 'surplus' and
tdeficit! are defined by the different lines that are
drawn segregating transactions 'above' from transactions
'below'. For the official settlements concept the
formulation is given at the bottom of the list, which
includes below the line only changes in gross monetary
reserves, excluding changes in the country's foreign
liquid liabilities. However, this procedure is not
common., Generally, we include the liquid liabilities to
foreign official institutions, as in the more conventional
version of the official-settlements balance shown second
from the bottom. Other items can be included in the
financing of surplus or deficit such as changes in liquid
1iabilities to private foreigners, changes in liquid

assets privately held by residents and the errors and

the omissions items. The concept of basic balanee is

*Cohen, B.J., "Balance of payments policy", Penguin
Books, p. 168, ’ -



approached more closely when these aforesaid three items
are shifted more below the line, When 811 of them are
shifted down the basic balance as identified (as shown

in the Table)., The year 1970 brought & significant change
in the presentation of the balance of payments data
specially in the official presentation of these data,
From an approximation to the basic balance concept, the
British authorities shifted to a extreme formulation of
the official settlements concept. The significant change
was regarding the items which were previously included

as 'monetary' (including autonomous changes in liquid
liabilities to foreign official institutions), were moved
above the line, on the grounds that any attempt to
continue distinguishing between long term and short term

capital was bound to be unrealistic and arbitrary, The

The general pr#ctice with most of the countries is
this that they employ some veriation of the two
concepts as measure of balance., The U.K. measure of
balance closely approximated to the basic balance
concept, the only lmportant difference being that
errors and omissions were placed above rather than
below the line., The reason behind it was that the
British authorities believed that the so-called
'balancing item! mainly reflected gaps in their trade
and long term investment statistics rather than
movements of unrecorded short term capital. So they
separated the item from the remainder of private
short term capital and official reserve transactions,
which were collectively labelled 'monetary movements!
in the standard U,K., presentation. These monetary
movements defined swplus or deficit in the British
balance of payments,



TASBLE Alternative Measures of Payments 3alance,

Surplus or Deficit

Categories of transations

(a) Exports of goods and
services,

(b) Imports of goods and
services,

(c) Unilateral transfers, net.

(d) Transactions in long term
cepital, net.

Alternative measures
of balance

Basic Balance

Errors and omissions, net
(tbalancing item').

Private transactions in non-
liquid short term assets and
investments (net).

(Net liquidity
balance)

Private transactions in liquid
short term assets and invest-
ments (net).

Of ficial settlements
(conventional formu-
lation)

Of ficial transactions in short-
term assets and investment in
country of residence not connec-
ted with special financial

support ('autonomous' changes in

liquid liabilities to foreign
official institutions), net.

(Official financing)

Official transactions in short-
term assets and investments in
country of residence connected
with special financial support
{ taccommodating' changes in
liquid lisbilities to foreign
dfficial institutions), net,

Official settlements
(extreme formulation)

Transactions in official reserve

assets (net),
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The objective was to group together all transactims
affecting the need for official finance, through this
new presentation., And below the line we record remaining
transactiais of few categories of pure accommodating in
nature - specifically changes in gross monetary reserve
of the country, changes in official currency's (of the
country as sterling for U.K,) liabilities overseas that
were the direct counterpart of foreign financial support
of the Pound (&s in the case of U.K.). This concept of
1of ficial financing'! is presently the standard measure of

'surplus! or 'deficit' in Britain's payments account.

The United States of American had a different
measure of balance which they adopted in 1955 named the
toverall'! or 'liguidity' balance. In this measure all
the official reserve transactions including changes both
in gross reserves and in liquid liabilities to foreign
of ficigl institutions was placed below the line of offici al
reserve transactions. However, the American measure in
addition includes changes in liquid liabilities to private
foreigners, The changes in liquid foreign assets
privately held by Americans, were placed above the line,
But it had two separate distinctions for U.S. assets
abroad, the distinction was (as in the official settle-
ments comcept) by type of transactor, official versus
others; for foreign assets in the United States, the

distinction was (&8s in the basic balance concept) by
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type of transactions, short term versus long term¥,

But this concept of liquidity or overflow balance
concept can be criticised on many grounds., It draws a
very sharp and artificial distinction between private
foreigners and foreign financial authorities, It implied
that American reserve assets were needed to protect the
dollar only against the withdraws of foreign holdings,
whereas historical experlence shows that outflows of
domestic capital typically played & significant role in
payments deficit and speculative runs on a currency.
Moreover, at the same instance it implied that all foreign
holdings represented an equal threat to the dollar whereas
in fact only foreign financial authorities could directly
draw down U.S. resources. So in fact, in the practical
situation therefore (at the same time in the economic
sense also) the concept was assymetrical, depending on
the perspective, it included either too less or too much

to be useful as & direct measure of the ability of the

U.S. government to defend the dollar,

This was the reason for which in early 1960's

many famous economists of U.S.A, advocated replacing the

*Lederer, W., "The balance on foreign transactions:
problems of definition and measurement", Special papers
in International Economies, No. 5, Princeton, Inter-
national Finance Section, p., 47.
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liquidity with one of the variants of basic balance
concept. Peter Kenen, leading American Economist
advocated changing over to the official settlements
concept in his article "Measuring the United States
balance of payments" which was published in "Review of

Economics and Statistics'#*,

In the American context there was dissatisfaction
with the liquidity measure. In the yeadr 1371, the
traditional liquidity concept was finally rejected
completely and the new form of official presentation was
accepted. Even today, in U.S.A, it employs three
separate measures of balance in the standard payment
account. The official settlements concept (first adopted
in 1966) is still practised and in addition to it two new
measures have been put to use. The concept of Lary™*; the
clessic basic balance concept or in other words "balance
on current account and long term capital", is one of
newly introduced concept, The another newly introduced
concept is called "the net liquidity balance", essentially
a variation on the classic basic-balance theme. Apart
from current account and long term capital, this measure
also places the errors and omissions item and private
transactions in nonliquid short-term capital, above the

line. Its purpose is to segregate below the line official

*Kenen, P.B., "Measuring the United States balance of
-payments"”, Review of Economics and Statistics, 1964,
Vol. 46, pp. 139-44,

**Lary, H.B., "Problems of the United States as worlg
--trader &nd banker", National Bureau of Economic
Regearch, Chapter I and Appendix A.
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reserve transactions together with just that part of
private short term capital which is liquid. To conclude,
we can say, that the net liquidity measure together with
the basic balance and official settlements concepts are
now all adopted by the American authorities to identify

‘surplus' or 'deficit' in balance of payments.

Need not to say that the United States 1is an
exception in this regard. Most of the countries in the
world continue to apply a single summdry concept of
deficit or surplus to their balance of payments, in spite
the well-known fact that there is no one right measure

of balance. So there can occur many defects in measure-

ment of the balance of payments.

R.N, Cooper related the defects of measurement in
balance of payments tc the balance of payments policy in
his article "The balance of payments in review"*,
According to Cooper the defects of measurement of balance
will transform defective policy of balance of payments.
when the measurement of balance is not accurate, how do
the policy be presumed accurate and effective. The
objective of the financial authorities is to maintain a

tpbalance! of autoncmous money payments and receipts,

Practically in the real sense if we analyse the

situation, the accounting balance of payments no symmetry

*Cooper, R.N.,, "The balance of payments in review", 1966m
Journal of Political Economy, Vol, 74, pp. 385- 9&.
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between total surplus and total deficit exists because of
the asymmetry of national concepts, It is clear that
most countries use some hybrid of the two main concepts
of balance, Further, as various nations are using vearioums

concepts for measure of balance of payments we don't find

any homogenous concept for all the nations.

So the 'accounting concept' alone cannot be used
for the policy formulation of a country. But the accounting
concept has got its own uses. It can give the authorities
a complete statistical record of a country's International
economic relations. The changes of variations in the
country's financial and commercial status can be compared,.
In other words, the 'week' and 'strong' areas can be
examined. In short, the accounting balance can be a
rather powerful instrument for expost description of
events. But it is not a strong instrument for ex ante
analysis of events. The 'accounting balance!' can give
approximation of balance of payments in the past, as it
is a classificatory device. The governments need to know
the real situation of balance in the past. But at the
same time the authorities need to know the present and
future balance of tréansactions, i.e., the extent of equi- .
librium or disequilibrium of autonomous, intended transac-
tions., At the same time, authorities need to know the
present situation of net liquidity of the country. A4re
the autonopous money payments in the near future likely

to exceed or fall short of anticipated money receipts?
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The authorities main problem is analytical, not
descriptive., And for this purpose the 'accounting balance'

is inconvenient, cumbersome, ineffective and not of much

use for the authorities.

The Programme Balance

To define programme balance of payments we can say
"It is a systematic statement of sources and uses of
foreign funds, expected or planned over a future period
of one or more years (of a particular country). This
concept of programme balance is based upon calculation of
domestic consumption and investment requirements, and upon
a programme of meeting an excess of requirement over
resources by recourse to foreign finance expected or
sought. In other words, the progrimme balance is
necessarily a forecast of countries' foreign exchange
needs and desires - a kind of accounting balance of future,.
We can define the deficits and surpluses in terms of géps
between needs and desires on one hand, and on the other
hand the amounts of foreign exchanged expected to become

avajilable from all regular sources i.e, from the exports,

foreign investments, etc.

All countries are not computing a complete programme
of balance of payments, The emergence of this concept was
to supplement the mechanism for national plenning of the
domestic economy. For the developing countries this

concept is very useful because it forecasts the requirements
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of finances from the foreign countries. The third world
countries do need the foreign capital either for domestic
consumption or for capital formation. The programme
balance works like an indicator for showing the require.
ments of foreign capital and the same time the tenure for
which it (cepital) is required. It would be more
appropriate to say that programme balance is confinea to

third world countries only in the present context,

The ex ante character of the programme balance
is self-evident. Being an indicator of future develop-
ments, it helps the financial authorities of a country to
examine critically the appropriateness of current policies
and plans which are directly affecting the international
economic position of the nation. The programme balance
indicates the future projections and accordingly the
country may alter 1its policies to strengthen its inter-
national economic position., In acquiring the finances
from foreign countries the 'political judgment' also
plays significant role. The programme balance is highly
subjective in this respect, We project foreign financing
requirements in relation to certain standards of needs
and desires, or in other words in relation to certain
rates of domestic investment and to certain levels of
domestic consumption - and these investment and domestic
consumptions are the nmatter of political judgment, With
the change in financing there would be a change in these

standards also. So the programme balance is based on
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psycholozy., In context of policy formulation of payments
it is no more useful, Secondly in conducting the payments
policy the programme balance is no more useful than is the
accounting sense, Need not to say, the programme pal&nce
is best applied as supplement to other tools of analysis

and in particular, the market balance of payments.

The Market galance

The market balance is an e€x ante concept which
compares autonomous spendings and receipts given present
and expected future incomes, prices and interest rates,
It is a model of a given situation in the foreign exchange
market, characterized by the effective dem&nd and supply
of forelgn exchange at the current exchange rates and at
alternative, hypothetical rates. We conceive demand and
supply in terms of schedules, The demand for foreign
exchange shows the sum of demands-of importers (wishing
to import commodity or anything else), donors abroad,
investors and the like, all those who purchase foreign
currency to carry out their external transactions.
wWwhenever in any external transaction the foreign

currency is purchased it represents the demands of

foreign exchange.

On the other hand the supply of foreign exchange
represents the sum of foreign donations, foreign demands
for the country's exports, securities etc., In this case

the foreign transactions must generally sell their
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currency for local currency in order to effect local
payments, The rate of exchange is the product of
interaction of demand and supply schedules. The point of
interaction when the demand schedule meets the supply

schedule - decides the exchange rate of a particular

country.

The accounting balance describes historically while
the market balance demonstrates the current or whatever is
existing in the present stage - the balance of autonomous
international transactions. In other words the balance
of autonomous international transactions can be histori-
cally described by the accounting balance and currently
by market balance. The coverage of the market balance
does not quite match up to that of accounting balance,

In accounting balance we find not only all foreign
exchange transactions but many entries which, since they
represent necessarily book-keeping operations, never
pass through the exchange market at all, This include
transactions such as unilateral transactions (unilateral

transfers in kind), barter dealings, and the direct

jnvestment of plant and equipment.

In the same fashion some transactions take place
entirely in foreign currency only such as reinvestment
of income earned from foreign securities or subsidiaries.
Conversely, in c¢ertain cases, some international economic
intercourses, in fact, take place in local currency only

between the residents of reporting country and never
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invclve any foreign currency. In case of imports, the
freight is paid and this freight is recerded in the
payments account, even that pald to domestically operated
carriers., So it is said that the market balance of
payments is less comprehensive than the accounting balance
of paeyments, The accounting balance of payments gives a

more clear picture of countries participation in the

world economy.

The most important thing for the financial
authorities of a country is the extent of balance or
imbalance of the country's autonomous, intended transac-
tions. The primary information that the financial
authorities need for payments policy as the extent of
balance or imbalance of autonomous, intended transaction,
And for this purpose the market balance provides a much
more useful toocl of analysis than does the accounting
balance. The market balance demonstrates the real
situation of 'equilibrium' or 'disequilibrium' of 2
country's balance of payments, The two factors -~ demand
and supply show the real status of a country's position
in the international economic field when the demand for
foreign exchange is equal to supply of foreign exchange
at the given rate, the meaning is that the autonomous
transactions requiring foreign money payments must be
equal to autonomous transactions involving money receipts.

And the balance of payments in such a situation is

perfectly in equilibrium. When the demand and supply of
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foreign exchange are not equal it is implied that auto-
nomous receipts are also not in equilibrium so the

balance is in 'disequilibrium',

The payments adjustment reconcile any such
differences between autonomous demand and supply of

foreign exchange.

Many famous economists have given much importance
to this problem of payments adjustment, Fritz Machlup
calls the theory of adjustment of balance of payments as
nearly 250 years old. If we consider Isaac.Gervaise
(1720) as its first successful expositor; and well over
200 years, if we credit David Hume (1752) with this fact.
Improved by Smith (1776}, Thornton (1802), Ricardo (1812)
and John Stuart Mill (1849), to mention only the major
architects of the classical design, and renovated by
Paussing (1927), Haberler (1933), Viner (1937), and
Meade (1951), to cite scme of the chief builders of the

neoclassical style, the theory is still being remodelled¥,

This is the basic issue of payments policy. The
whole concentration of balance of payments is based on
it only. To examine the accounting balance is not the
major problem, to identify a surplus or deficit in the

recent past and match it by an equivalent flow of reserves,

*ﬁrétz gachﬁuﬁ,liTrgde, growth and balance of payments',
.1965, North Heolland Publishing Co., Amster . 18
(Totél p. 2067). ’ ® Sy ?
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Prof. B.J. Cohen brand the accounting balance as
"ancient history' practically for the financial authorities,
beceuse these authorities are much more bothered about
the current developments. And besides, as already stated
previously, it is difficult to know which particular
empirical measure ex post most closely approximates to
aytonomous balance ex ante, Secondly, for the financial
authorities it is not essential problem to examine the
programme balance, to identify foreign financing
requirements in the near future and undertake to bring

them in line with foreign financing potentialities,

The programme balance is very subjective and
contingent and is useful for the current context, Both
the balances have their own use - and both of these

problems often occupy the makers of policy.

For the financial authorities the basic issue is
market balance. The task of the financial authorities is
to examine the market balance, identification of pressure
on exchange rates, and the intervention to eliminate them
(pressure) directly or indirectly. The main problem of
balance of payments policy is to manage the foreign
exchange market, According to provisional definition of
I.M,F.; "the balance of payments of & country may
tentatively be defined as a systematic record of the
economic transactions during a given period between its

residents and residents of the rest of the world, for



convenience referred to as foreigners or socmetimes, for
greater clarity, as non-residents®, This simple
definition, however, is subject to a number of qualifi-.

cations and exceptions. So a more precise definition was

given by IMF,

The final definition of balance of payments was
given by IMF in a more systematic manner. According to
the final definition of IMF, "“the balance of payments is
a system of accounts covering a given period that is
intended to record systematically (a) flow of real
resources, including the services of the original factors
of production, between the domestic economy of & country
and the rest of the world, (b) changes in the country's
foreign assets and liabilities that arises {rom econanic
transactions, and (c) unrequited transfers, which are the
counterpart of real resources or financial claims provided

to, or received from, the rest of the world without

requital"**.

IMF has categorised all the different items that
balance of payments constitutes. These main categories

are used in the IMF 'Year Book' - based on the third

edition of the Manual.

*I.M,F., Balance of payments Concepts and Definition,
P li'--

*#I.Mii" Balance of payments Concepts and Definition,
E p. L]

1



Standard Catezory in the Year Book™

A. Goods and services:

1. Merchandise

2. Non-monetary gold

3. Freight and insurance on merchandise
4, Cther transportation

5. Travel
6. Investment income

7. Government not included elsewhere (n.i,e,)
8. Other services

-~ Net goods and services
Trade Balance (1 ana 2)

Net Services (3 and 8)

B. Unrequited transfers:

9. Private

10, Central goverhment
- Unrequited transfers (net)

Net Total (1 through 9)
Net Total (1 through 10)

C. Capital and monetary gold:
Non-monetary sectors -
11. Direct investment

12, Other private long term

*Designated 85 "basic global" tables in Vol h
20 of the balance of payments year book,o ume 5 through



13, Cther private short term
14, Local government

15. Central government (n.i.e.)

Monetary sectoré

16. Private institutions: liabilities
17 . Private institutions: assets
18. Central institutions: liabilities

1§, Central institutions: assets
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CHAPTER 1I

THh CAUSES OF IMBALANCE
IN THL BALANCE OF PAYMENTS
AND REMEDIES ~ INDIAN PROFILE
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The Various Methods used in Correcting Imbalances
of External Payments

The balance of payments is an important scurce
of the measure of a country's international position.
Since December 1973 most of the non-oil producing countries
have been facing serious balance of payments difficulties.
The balance of payments problems encountered in under-
developed or developing countries in recent years may be
divided into three main types of internal factors i.e.
chanees in price level, increase in population and sectoral
imbalances. And under the external factor we give much
weightage to unfavourable terms of trade and cyclical

changes in income levels of developed countries,

To meet these difficulties of balance of payments
the 'causes! of difficulties have to be carefully examined
to meet the challenge, The policy o?&he government to
meet the difficulties is formulated in the background of
the causes that have given rise to the problems in the
context. The government may enforce the automatic market
response by either keeping the exchange rates fixed and
encouraging the necessary price and income changes by
means of deflationary monetary and fiscal policies. Or
the government may opt to hasten the exchange rate change

by devaluation of the local currency, Thirdly the

government can impose restrictions of various kinds viz.
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tarrif, quota etc, on imports. To encourage export, the
government can subsidize exports for capital inflows. The
ef fect of such actions is to bridge up the gap between
demand and supply schedules for foreign exchange by shifting

the two curves until they intersect at the prevailing parity.

Fourthly the government of the deficit country may
introduce exchange controls. The existing schedules, the
prevailing parity and the payments gép all remain as

before; however the free market is suspended,

Further, they can finance the imbalances either
directly by selling spot exchange or indirectly by inter-
vening in the financial and exchange markets to induce
inward movements of short-term capital, Here again the
existing schedules ana prevalling parity remain, but under
this option the payment gap is closed by accommodating

flows of public and private funds.

The government of the deficit country may adopt
deflationary measures to get rid of external payments
difficulties. If the imports are more than exports, the
deflationary policies would result in a fall of prices of
the domestic goods in ccmpariscn to the imported goods. At
the same time by adopting the deflationary policies the
government may reduce the supply of money in circulation by
increasing the interest rateés. Under the fiscal policy the
incidence of tax can be increased., The government can

reduce the transfer payments and expenditure on public
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utility works. If the money supply in the country is
reduced by strict fiscal and monetary policies it would

not allow the worker's wages to rise, It would result in
reduction in disposable income of the consumer. And if

the consumer does not have adequate purchasing power at
disposal - it would obviously effect the import and imports
demand. Now as the consumers demand for goods and services
has fallen it would give rise to fall in prices of the
-oods. The domestic goods would be Cheadper than imported
roods - so obviously the imports would be reduced
substantially - to the extent of reduction in the prices of

domestic goods. Imports fall to the extent dictated by

the marginal propensity to import.

The fall in the prices of domestic goods would
accelerate its demand in the foreign market. The increase
in demand of domestic goods in foreign countries depends
upon the price elasticity of demand for exports of the
country. As a consequence of the low price of the domestic
goods the supply curve of the foreign exchange world steep
up with positive magnitude. So the price induced movements

of the demand and supply curves will decrease the deficit

with income effects.

Another important way of correcting external
payments position is by imposing restrictions. The country
can impose restrictions on imports to discourage them. The

restrictions can be quantitative or qualitative in nature
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of which ultimate objective is to discourage the growing
imports of the country. These restrictions can be imposed
through 'open' or 'global' quota, Or another way of
introduction of restrictions is by licencing or permits
policy. This restriction always leads té a rise in the
price which the consumer is willing to pay above the price
at which the foreign exporter is ready to offer. This
import restriction does not leave any gap between demand

and supply curve. The authorities automatically get the
revenue in the form of import duty in case of fiscal
measures, and in the form of profit if the multiple exchange
rates have been introduced, But in case of quantitative
restrictions (which limits a particular imports) there tends
to be a margin between demand and supply prices, This
margin goes either to dealer and officials who grant the
licences (in case of licences given to individuals for
imports) or to the man who has received the licence in a

system where the administrative machinery is hcnest,

The third possibility is the profit enjoyed by the
middle man who sells the licence to somebody after receiving

it from the authorities. Another possibility can be the

3 accrue to margin to exporters of the community if they

—

charge higher prices due to increased demand of the product.

The profit may go to the government if import fee is imposed
on the import of the commodity. If the fifth possibility
turns out to be true - it would help the country to some

AN

extent in connecting external payments problems.
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Another way for correcting external payments
deficit is through export restrictions. If the export
restrictions are introduced it would lead to increase in the
prices of goods in the foreizn markets. The total value of
exports in terms of foreign currency would increase or fall

accordinz to foreign elasticity of demand.

The government may grant subsidies to boost the
exports of the country. If the price elasticity of demand
is inelastic for exports the deficit country can impose
export duties to earn more foreign exchange. And it would
help in correcting the external payments position. The
exchange control system also helps the authorities in
elimination of balance of payments problem. Under this
system all import operations are regulated and controlled
by the financial authorities. If this system is effec-
tively imposed the country can effectively get rid of
external payment crises. The export and import which are
transacted or operated without the permission of financial
authorities is consiaered 'illegal', The government is
having full record of exports and imports - so it can

regulate its operations &s per balance of payments policies.

Under the multiple exchange rate system the
finanecial authorities enjoy monopoly powers. It may vary
the exchange rate of foreign currency in terms of domestic
currency as per situation, If the country desperately

require more foreign exchange, the government may increase



the value of foreign currency in terms of domestic currency.
At the same time the value of foreign currency cen be
lowered in terms of domestic currency when government is
havin_. adequate foreign reserves at its disposal., The
1foreign exchange control authority' m&y use the rationing
of foreign exchenge to the various importers of the country.
An innumerable range of combinations of export and import
duties and subsidies can be arranged by such multiple rates.
If they are so arranged so as to cause decrease in the
value of exports from the domestic country, then external

balance will be attained without any quantitative limitations.

Another factor of correcting the balance of payments
disequilibrium is capital movements viz, short term and long

terms. The long term capital movements take place if the

=

yield on capital abroad is higher in comparison to the

domestic market. These long term cepital movements can be

controlled by the government by raising the yield of the
capital in the home market, The short term capital movements

takes place due Lo fear of political instability or due %o

—

s fear of currency depreciation or social unrest etc, It
can be controlled by the government in administering a
stable political system. Due to political stability not
only the short term capital movements which are 'out go' in
nature would be discouraged but at the s ane time it would

attract foreign capital also to get rid of the external

payments problems.
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The next measure which the deficit country may
adopt to come out of external payments crises is
tdevaluation'. In the present chapter I have shown the
impact of June 1966 devaluation of Indiats balance of
payments. The devaluations meens lowering the value of
domestic currency in terms of fo;éign currency. It is
considered to be a compromise between stable exchange
rates., It has been officially mentioned in the charter of
International Monetary Fund., The ilmpact oi devaluation
can turn out to be useful in eliminating the balance of
payments deficit, the exports are boosted up with a check

on imports. It avoids the deflationary contraction of

income typical of adjustment when exchange rates are fixed,
The devaluation as a measure for correction of external
payments difficulties is not frequently used by the government
but 1t is considered to be surgery - which 1s not required

in the minor cases. The devaluation has some merits of the

easier adjustment process of fluctuating rates and of

stability of exchange rates over considerable periods.,

The most important factor on which the effectiveness
of devaluation depends is the elasticity of demand and supply
of foreign exchange. If the elasticity of demand and supply
are very low, devaluation would not either restpore equilib-
rium at all, or would have to be excessive, The exchange
rates are meintained by different countries a limit (only
to particular extent the countries cup appreciate or
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system. Now because the stable exchange rates are
maintained except when the external payments are heavily
under strain, speculative short-term capital movements
would normally be stabilising in nature. With an upper
limit to exchange rate fluctuations established either by
attachment of the currency to gold or by strong official
support, the speculators would be anxious to sell foreign
currencies, accumulated with them, as balance of payments
pressures forced rates towards this limit, having confidence
that they could be repurchased later at lower prices. This
act of support of speculators would thus minimise gold
losses or the need for official sales of foreign exchange.
In case of fluctuating exchange rates, the governmental
intervention is not possible, hence this advantage cannot
be made available under that system. Secondly under the
fluctuating exchange rates systems where with no official
intervention to the limit rate variations - 2 rise in
rates would be likely to induce destabilising speculations
(because the speculator will heéve no limit and is having no
check of the government alsoc) or the purchase of forelgn

currencies in the hope that rates would still increase more.

Further in a country of major deficit in the
external payments position, the near certainty of devaluation
would provoke destabilising speculations., As previously
staeted, the short term capital 'out go' would take place in
the country and it will return at a substantial profit after

the devaluation has occurred, A4s the devaluation in a
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particuler country would not only affect its trade but at
the same time it would be very much effecting the trade
of other countries also adversely. However, there is a
danger, that devaluation m&y become competitive, Hence,
Internationzl Monetary Fund has set up certain guidelines

in this context to keep world trade safe and sound in the

modern age,

Devaluation and its Impact - Theoretical Analysis

Devaluation means - lowering down the value of
domestic/local currency in terms of foreign currency,
Devaluation encourages exports - &s after the devaluation
the domestic product becomes cheaper in the worla market
(as the value of domestic currency has gone down in terms
of foreign currency as a consequence of the devaluatim )
in comparisan to the foreign products., For the residents
of the country (in which the devaluation has taken place)
the imports have now become costlier in comparison to the
domestic products. In the world market the exports have
become cheaper hence 1ts demand would go up. With increase
in demand more foreign exchange earnings would be earned to
solve the external payments problem. If we want to restore
a stable equilibrium in the balance of payments, the
autonomous receipts must be equal to the autonomous payments,
As a consequence of devaluation the autonomous payments

tends to decrease (&s imports have declined) and receipts to

Increase (as the exports have rocketed high). BSoth
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commodity and financial]l transactions constitute the

autonocmous categoriles.

Devaluation changes exchange rates, unless a
simultaneous, equally heavy devaluation is carried out
abroad., As previously stated, as &a consequence of
devaluation the value of domestic currency is lowered down
in terms of foreign currency, hence the export prices are
decreased while the import prices are increased in terms of
domestic currency. The devaluation brings about a rise in

the domestic price level, unless paralleled by a

deflationary policy. The imports become costlier to the

residents and probable increase in exports serves to
accentuate the inflationary tendency., If the prices are

not kept in limit the country would not be benefitted by

the act of devaluation,

There are two approzches for analysing the impact

of devsluation. One approach is Marshall-Lerner approach

and another is absorption approach.

In Marshall-Lerner approach the domestic elasticity
of demand for imports and external elasticity of demand for
country's exports are taken into consideration. These
elasticities of demand determine the extent of improvement
in balance of trade with inclusion of devaluation,. If the
demand for imports is inelastic, as & consequence of
devaluation the imports would become costlier in the home

market, On the other hand if foreign demand for country's
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exports (which plan to devalue its currency) is inelastic,
it would mean less earning for the devalulng country. A4s
the demadnd for exports in the foreign market is inelastic,
even after fall in prices it would not result into more
earnings as the demand of exports is not increasing. So
in case of inelastic demand of exports in foreign market
the devaluation is no wey going to give positive results

to & greater extent to the balance of payments.

According to Marshall-Lerner approach the
devaluation of currency would improve the balance of trade

if the sum of elasticities of demand exceeds unity, given

permissively high elasticity of supply.

The Marshall-Lerner conditions only apply to the
demand for commodity expoerts ana imports, But the capital

movenents also plays & significant role in correcting

external payments position of a country. The policy makers,
all over the world are concerned with this problem, as the
attempts are being made to finance the deficits in the
balance of payments by attracting private short term
capitalé. This is because the countries of the world want
to avoid undesirable and painful adjustment to the balance
of payments. The international trade has also got a great
deal of influence over the capital movements, It has not
only got an effect on the traders' actusl and desired
portfolios but has also got a great influence on the stocks

of the international currencies by which it is judged if

the international liquidity is Jjudged,



The Marshall-.Lerner conditions only apply to the
demand for commodity exports and imports &s we take into
consideration the elasticities of demand of exports and
imports. The response of capital moverents to devaluation
must also be considered in evaluating impact of devaluation
bn balance of payments. Secondly for the Marshall-Lerner
conditions the elasticity of supply coefficients must be
enough large. The country should be in a position to meet
the increased demana of its experts or in other words

havirlg &dequate supply at diSpOSal for exXports.

Under the Merhsall-ierner conditions the inccme,
i
all other prices and cost remain unchanged, is assumed, in

analysing response along supply and demnand schedules., I

need not say this &s microanalysis. But when the exports

varies it will obviously tend to occur variations in income,

wages, interest and profits. With change in income the

=

demand schedule will also shift., On the other hAnd

variations in cost exerts a shift in supply schedules, Hence

the variations in prices and income force the schedules to
shift and bring about a new equilibrium price and quantity;
the elasticities measure only movements along the schedules
and not the consequences of movements 1n schedules them-
selves, If the trade plays a very important role in national
income, there would be a greater change in the income and
cost expected. Hence the approach is based on unreelistic

assumptions.,
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Another important approach is absorption approach.

The essence of the absorption approach is to view the
balance of puyments as a relation oetween the aggregate
expenditure and receipts of the economy, rather than as a
relation between the country's credits and deoits on
international account. Another way oi defining balance

of payments position in terms of tdeficit'! and 'surplus'’
is the difference between national income and expenditure

which includes consumption ana investaent. It can be

defined in the following way also -
Bp = Rf - Pf (i)
where Bp indicates balance of payments, Ry meeans aggregate

receipts by residents from foreigners and Py means aggregate

payments by residents to foreigners.

If the aggregate receipts exceed aggregate

expenditure, the balance of payments is said to be

favourable. Conversely if the aggregate expenditure exceeds
the aggregate receipts, it implies that the balance of
payments of the country is deficit. And the proper means
should be adopted to increase the receipts so that the

deficit may be eliminated.

The real income of a country includes the aggregate
consumption and investment plus the exports. Mathematically
the real income of a country can be defined in the following

way':
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Y=C+ 1+ x-M (1i)

where Y represents the output, C represents cons.mption,
I investment, X exports and M represents imports., The

imports are deducted from the total out as it has been

produced by the foreigners.

The next exports are equal to the difference

between the total output and aggregate ccnsumption and

investment.
Y - (C+ 1) =X=-M (1ii)

The absorption of goods in a country can be derived by
adding consumption and investment (C + I). Now suppose if

»

we denote (C + I) as 'A' - i.e. absorption, the above

equation can be written as

Y-A:X—M (iv)

Or in other words we can say if absorption is deducted from
real income it would equal the net exports, Now as if
there is a direct relationship between real income and
exports. We can conclude that if the real income exceeds
the absorption (C «+ I) then exports must exceed imports

(X > M), Conversely if the absorption exceeds the real
income the imports would exceed exports and the country
would have deficit. The basic objective of devaluation is
to reduce absorption in the country, If the absorption is

reduced substantially the devaluation will tend to eliminate

external payments deficit. Further if the output has
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recorded a greater change in camparison to the absorption,
then also the imbalance in the balance of trade would
improve; as the exports are having greater change of
magnitude in comparison with imports. Mathematically it

can be expressed in the following way:
dy-dA:dx—dm (V)

Moreover the absorption depends on real income and prices
in addition to other factors,

dA = e(dx) - D (vi)
The above equation implies that the change in absorption
is equal to the marginal propensity to absorb e multiplied
by the change in 1lncome, where the marginal propensity to
absorb is the sum of the marginal propensity to consume
and to save. While D includes all the changes in absorption
as a result of non-income factors; or D shows the change
in absorption at a given level of real income, If value of
di is substituted in equation (v) -

dy - e(dy) + D= dx - dM (vii)

or dy|1-e) + D =dx - aM (Viii)

Devaluation tends to accelerate exports of the devaluating
country. In case of under employment of resources, the
real income of the country would rise by the amount of
increased export times the international trade multiplier.
The increased real income would increuse consumption

depending upon marginal propensity to consume or absorb.
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Prof. J.M. Keynes has given the concept of this multiplier
effect where he considers 'effective demand' as the sole
reason of increase in national income. If e is less than
unity it would increase production to a greater extent than

ebsorption and thereby improve the balance of trade of the

country,

So far we have discussed the situation in which
the resources are not under full employment. In case of
full employment of resources in the economy as & consequence
of devaluetion the balance of trade would be affected
through real cash balance effect, Suppose if the money
supply is kept constant and the devaluation increases the
prices, &s a consequence of rise in prices the real value
of cash balances decreases. To maintain the real value
of cash balances (as it was before devaluation) the
individuals will have to save to a greater extent. And if
the savings are higher, the absorption will definitely fall.
Now the reduced expenditure on goods bring a fall in income

and a fall in absorption depending upon marginal propensity

to consume,

The devaluation can effect the distribution
pattern of income, If the income is moved from poor pepple
with higher propensity to consume to rich people with lower
propensity to consume, then the absorption for a given
level of income would be reduced, Hence it would result in

improvement of the balance of trade. The money illusion
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also increases the absorption as people buy more despite

the price rise which has resulted in a fall in real income.

The balance of payments deficit implies either
hoarding by residents or credit creation by monetary
authorities. Moreover, the deficit is associated with higher
velocity of circulation - will tend to be self-correcting.
4L deficit in external payments requires creait creation to
keep it going. The deficit in the balance of payments may
be due to two reqéghs viz. low ratio of international reserves
in comparison to domestic money supply - in such a case the
natural self-correction of the deficlt cannot occur or
another reason can be credit creation by the government
to meet the deficit. In elasticity approach the balance of
trade 1s separately considered while the absorption approach
anphasigEJthe monetary character of a balance of payments
deficit and its relation to the functioning of the entire
economy. But both the approaches are neglecting one factor
which very much affects the external payments problem. The

absorption approach does not take into consideration the

price effects while the elasticities approach ignores the

income effects.

Policies to be Adopted After Devaluation

The exports are encouraged to meet deficit in the
external payments position. Hence for the effectiveness of

the devaluation it would be essential to maintain a proper
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relationships ol the supply ana demand conditions. It

woulc assure tne desired flow of exports and iwports.
Inflation must be checked in the country to make develuation
more effective, Devaluation lowers down the value of
domestic currency in terms of foreign currency. Hence the
cost of production of certain goods and commodities may
rise. For instance the price of the raw material, which

is imported, would increase the cost of production of export
So this price rise should be checked by the

goods.

government, Secondly devaluation makes imports dearer

hence cost of food would go up and it may induce an
inflation in home produced food. Hence the cost of living
goes up. Here it would be important to mention that the
wages should not be increased equivalent to devaluation.
The wages in the export Industries may be raised to some
extent to boost the exports of the country. The exports
become cheaper as a consequence of the devaluation hence
the demand of the exports would increase. The country must
have adequate supply to meet the increased demand. The

government should formulate its policy in such a manner that

after the devaluation country's exports demand may be fully

matched with the supply.

To improve a check on consumption at hame to boost
export can be the government's policy. Moreover if the
governmental expenditure, investment on public utility works
are properly regulated it would definitely check in rise

in wages and cost, And as the imports are already dearer



the exports would increase with a multiplier effect,
Moreover, other measures should be adopted by the government
like credit control which directly curtails the consumption

demand for investaent and governmentél use of resources.

Now if the devalustion is carried out with such
precautions as mentioned above, it would prepare the way for
improvement in balance of payments. The subsequent policies
to devaluation as on bank credit and investment on wages
and subsidies, on governmental expenditure and taxes - would

determine the extent of corrections in external payments.

Devaluation brings about an improvement in external
balance of & country to some extent., But inflation is such
a factor which must be checked by the government for an
ef fective result of the devaluation otherwise the whole
objective is absolutely flopped. In inflation the aggregate

:y'. LA~ r\
demand of output excess aggregate output. Need not to say

P—

inflation causes deficit in the external payment position as
the exports do not take place in such conditions. The
domestic demand of the output is already greater than the
aggregate output - hence this excess home demand would match
by the imports. So one one side the exports are discouraged
in inflationary conditions while on the other side the
imports tend to rise with increased demand for output. And
if the imports are continuously increasing it will tend to
cause unemployment in the economy. The extent of deficit in

the balance of payments caused due to increasing home demang
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end the extent of rise in prices will depend upon the
elasticity of home demand for import and the elasticity of
home supply for exports. (In case of no restrictions on

foreign trade), If these twc elasticities are greater,

the payments deficit would also be greater,

The rise in prices in the domestic market would
jncrease the demand for imports. Hence the basic objective
of the devaluation is to encoureage exports and to distourage
imports. As a consequence of devaluation the imports would
be costlier so that if no change in money income takes place,
resl income and real demand will be reduced,. The goods
freed ipn this way are needed as extra exports to pay for

the same volume of imports. Now secondly the devalu&tion

would made exports cheaper for the other countries hence
their demanc cof exportis from tne devaluing country would
increase, But the goods are already scarce in the econcmy.

So it's very essential to check inflation in the home

Tf the devaluation is accompanied by appropriate

market.

neasures to achieve desired adjustment in aggregate home
demand, it would bring improvement in external balances
position.

Highlights of Indian Economy in pre conditicns of
Devaluation before 1966

Devaluation of Rupee in June 1966 - Indian experience

After independence Indian government thought of

economic development through various developmental plans and
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heavy industries to foster the economic growth in the
country. For these developmental plans and public utility
works & huge amount of capitsal was requirea., The governuent
borrowed capital from foreign countries and also allocated
resources inside the country. The deficit financing was

used to a greater extent during this periecd, In & short

span of post-independence era India had to face two wars

viz. Chinese ag.ression and Pakistan's attack. Hence the
abnormcl price rise in the country was witnessed, lhe

prices of Indian product in the world-market were costlier

in comparison to other countries. So the exports had not

a rising tregd while the imports were continuously iﬁcré;;ing,
Until 1962, the price rise was in reasonable limits but after
1362, the price rise was very high. Moreover, after the
Chinese aggression government became much aware of defence
expenditure., The result was, for the first time after
independence, in the year 1962, the defence expenditure
suddenly increased uptc Rs.L00 crores a year, All these
factors combined together resulted in a steep price hike
in the country as compared to other countries. Table II(1)
and II(2) depicpg_the trend in price rise between 1960-65.
The price rise wéS only 2% in Japan, 12,5 in Pakistan, 7%

in Germany in comparison to 324 in India., Moreover, the

Rupee was over valued in the world markets,

In context of the foreign trade - the Indian
position was not satisfactory, The imports were continuously

increasing which resulted in foreign exchange crises, Indias
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TASLL II(1): Index of Wholesale Price and sZxport
Prices in Indic - 1950-1965
Ny | _
Year Wholesale Price in Export Rise in
Price percentage index percentage
Index

1 o2 3 b >
1350 98 - 38 ~
1951 108 105< 143 L5.9
1952 95 -12.1 117 -18.2
1953 94 -1.0 100 -14.6
1954 90 4.3 102 241
1955 82 -8B 100 -~ 2.0
1956 92 +12.2 101 1,1
1957 98 6.5 101 =
1958 100 2,0 100 -1,1
1959 104 4.0 100 &
1960 111 6.8 109 3.0
1961 113 1.8 111 1.9
1962 115 1:% 106 4.5
1963 119 3.5 106 %
1964 134 12,6 106 =
1965 146 9.0 112 5.6

’/‘— » |« »
Sources: (i) E.F.M.} International Financial Statistics
Juty—T1966. ’

(ii) (0.M.F. Supplement to 1965-66 issue of
International Financial Statistics.



TABLE II(2):

Index Number of Wholesale
Prices (1958 = 100) - General Index

ab

Year India U.S.4A, U. K. Japan gZi;any Pakistan
1955 82 93 92 99 97 .
1956 93 96 96 104 99 .
1957 98 99 99 107 100 100
1958 100 100 100 100 100 100
1959 104 100 100 101 99 98
1960 111 100 102 102 100 103
1961 113 100 105 103 102 108
1962 115 100 107 101 103 111
1963 119 100 108 103 104 110
1964 134 100 112 103 104 109
1965 141 102 115 104 107 120

Source: IMF, International Financial Statistics,

July 1966.
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imports (c.i.f.) during 1950-51 were Rs.650.,20 crores,

A steep rise was recorded in imports during 1951-52 while
in 1952.53 it declined to Rs,669.88 crores which further
lowered down to Rs.571.93 crores in 1953-54. But by the
end of the first plan {1955-56) tne import'had increased
to Rs.774.25 crores., The Indian foreign trade recorded

an increase of 19% from the period of the beginning of

1st plan to the end of 2nd plan.

During the second plan periocd the trend of
increzsing imports continued tec rise., By the end of the

second plan an increase of 73% in imports was recorded

which amounted to Rs.1121.62 crores, In the third plan
period also as India had been using capital for the
developmental projects the imports continued to mount up.
The imports increased upto & level of Rs.1350.44 crores
in 1965-66., On the other hand the rise in exports were
relatively very low. In 1950-51 the exports (f.o.b.) were
recorded worth Rs.600.64 crores, At the end of first
plan the increase in imports wag very less and the total
exports recorded in 1955-56 were Rs.008.90 crores, By the
end of plan the exports accounted to Rs.642.07 crores in
1960-61., During the third plan period a bit increase in
exports was witnessed by the Indian economy. At the end
of third plan Indian exports accounted for Rs,802.85

crores in the year 1965-66. The percentage of increase in

exports over the corresponding periods were only 1.3, 7.0
a 3 ° ’
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and 34.0 resulting in deficit of trade balance by 234%,
867% and 1,000~ respectively as shown in Table II(3).
The Table II(3) depicts the sharp rise in imports of India
during 1950-51 to 1965-66. The d emand for foreign exchange

during this period was tremendously increasing. The reasons

of increased demand of foreign exchange were the imports
required for developmentsl projects and military equipments.
While the export earnings were not sufficient to meet this

increased burden of imports. Ultimately the govermment had

to intvoduce import restrictions to bridge the gap in

trade deficit. This import restriction resulted in lesser

imports of machinery and transport equipment including
electrical and non-electrical machinery apparatus, appliances
and railway vehicles etc. fell from 35.6/ of the total

import till in 1963-64 to 35.1% in 1965-66, 1In case of
manuf actured goods, including paper and paper boards,
newsprint, silk yarn and thread, 1roen and steel and metals
declined from 20.7% in 1960-61 to only 15.5% in 1965-66.
Import of chemicals declined from 8.8 in 1962-63 to 7% in
1965-66. Although the govermment introduced certain import
restrictions but it could not come out to be more effective
because still the prices of imports were cheaper in
comparison to home produced goods. So despite all efforts

by the government the full potentials of import substitaition

could not be realised,

In India as agriculture was totally dependent on

monsoon ~ every other year country had to face drought ang



CRORES.

IN

RS

IMPORTS /] EXPORTS I BaLance & &
1400}~ o PF TRADE 4 o
T -y " e Values ~ T
1200} L & = -
N - )
ooy =
o 0
o
1000k M 3
o . .
900 — . w &0 ) % E
0 C s A e~
800 |- < : ' = & s —-
0 o o O © o d
. v 0 ;
700 |- o © 3 0 S - \ @
- o 77 b 74 L S .
600 |- <2 7, 7 T, 7 , +
73 O 7 7 3 o I A v o e _
500 |- \ : 418 % _ R AL e
\ N 1\ mm \\ Y\ ' ‘ o 4 i ;“
400~ \M Q_, \\\\\ i Nk _ q\\“ o, :, —__ . :_;_ i_ _:
.\\ v > / /| /4 . & \,\ ¢/ |
- m...\ \\ 7 .\\m / _ il :,
mOO g \ / W\ L/ \* ! 7 | 7
IBE7/BEZ BEZ Bl B BEl
\ V' / \ L/ 77 ‘, _‘ \ e ||
e T % r 7, 7 ol 7 :__ i . | | |
71l / “/ 7 Al 1 A 7 ;
100 “ J \\ “ H\...\. 'y . | \\ ¢ __ I / . A
& I A 1] £z k. /A 2\ _ /il . ,.—_ /s __
1558 -59 19590 1960 - 61 1961-62 1962-63 1963-64 1964 -6 S 1365-66
FEAR -
TABLE .IL (iil) INDIA’S FOREIGN TRADE  IMERCANDISE (RS.IN CRORES)




TABLL II(3): India's Foreign Trade

a5

(Merchandise)
(Rs. in crores)
Year Menchandin® Balance of Trade
Imports Exports
(Ceiefe) (f,0.b.}
1350-51 650. 22 600. 64 - 49.58
1951.52 943.13 732.99 ~210. 14
1952-53 669. 88 577 .37 - 92,51
1953-54 571.93 530.62 - 1,31
1954-55 656. 26 593.54 - 62,72
1955-56 774,25 608.90 -165,35
1956-57 902.91 619,62 -283.29
1957.58 1036. 40 635. 14 -L01,26
1958-59 903,64 572.0kh -331.00
1959-60 961,45 639.65 -321,80
1960-61 1121.62 642,07 -479.55
1961-62 1091.63 660.58 -431.05
1962-63 1131.48 685.32 ~L46,16
1963-64 1222.85 793. 24 -429.61
1964~ 65 1270. 3% 813. 26 -457.08
1965-66 1350.45 802.85 ~547.60
9~
Source: (1) Report on Currence, Finance 1964-65

(statement 10)

(2) R.B.I. Bulletin, August 1966, September 1966,

(statement 37)
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flood crisis. It resulted in a continuous swelling up of
the food imports for the masses, The import of food grains
rose sharply from 10,7% of the total imports in 1961.62

to 22.2¢ in 1965-66. It created an acute shortage of
strategic raw materials (due to import restrictions of the
raw materials, components and spares tended to dcline)

and méintenance imports whichwere essential for the

developmental process,

is far as the export during this perioca are
considered - they did not increase in accordance with the
imports. The imports bill was continuously increasing
while the export could not rise substantially. Despite our
planning the exports failed to finance owr imports resuiting

in huge trade deficit. The percentage of imports financed

by exports earnings continuously declined except for

occasional improvements,

In 1950-51, India's 92.3% imports were financed by
exports. This huge percentage of exports for financing
imports declined to 78.6% in 1955-56 and 57.2% by the end
of first plan i.e. 1960-61. At this juncture the government
became aware of the seriousness of the situation. The
government introduced the concept of export incentives to
generate export promotion in the economy. Due to this
export promotion policy of the government the exports
financed 59.6% in 1965-66 of the total imports in comparison

to 57.2%h in 1960-61, If we take the average of exports

financed for imports, in Indian case we find that 83.7%
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imports were financed in first five year plan through
exports, 6Z.4s in second plan period and 60.8% in the third
plan period. Hence the percentage of exports in financing
imports had been continously declining during this period.
The exports as a proportion of national income remzined at
about 5, the share in world exports fell from 2.1%% in

1950 to 1.2« in 1960 and to only 1 in 1905.1

Despite the exports incentives of government to
various export industries the results did not show substantial
achievements. In fact a slight fall in exports was
witnessed in 1965-66 in comparison to the previous year.

The scle reason of it was the hyper inflation@ry conditions
in the home market. This inflation resulted in the higher
cost of production and diversion of supplies to domestic

Hence the exports could not increase to a greater

market.
extent. Also exports were adversely affected by the Indo-
Pakistan war of that year. Moreover the export earnings of
the traditional items also declined in 1965-66 against
1964-65, The export of traditional items like cashew
kernel, tea, coffee, cakes, oil, tobacco, oils (animals and
vegetables), manganese ore, cotton textiles, etc, were also
declining. And the other exports like raw cotton and waste,
leather (undressed), raw-wool etc. remained constant., 4 few

itens of exports like jute manufactures, spices, mica &nd

iron ore recorded an improvement in their business. The

1. The Fourth Five Year Plan - Draft OQutline, pp. 92-96.
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other reasgns of decline in export earnings were,
inflationary tendencies in the home market, higher propensity
to ccnsume {(as the per capite income happened to be very

low) anc inelastic demand fcr most of the exports,

The foreign exchange reserve position of India was
fast deteriorating. On the other hand the imports were
swelling up tremendously while the exports were declining.
The second reason was regarding the servicing burden of
external aid which was fast growing and substantielly
jncreased during third plan imposed serigus strains on
India's foreign reserve position. The servicing burden for
foreizn aid whicn accounted to Rs.58.< crores in 1300-01
mounted upto Rs.147 crores in 1365-66. bdoreover the average
earnings of invisible services wnich accounted for Rs.78
crores a year in the second plan declined to Rs,12 crores
a year during the first four years of the third plan. It
implies that the payment on account of dividends, royalties
etc. had been increasing as alsc the emergence of various
jeakages and diversion of remittances from abro&d to
unauthorised or unofficial channels. The national defence
remittance scheme proved to be useful to some extent in
improving the earnings from abroad. The scheme was
introduced by the government to acquire foreign exchange
reserves to meet increasing import denanda. The scheme was
for a temporary period and it gave government of India
foreign exchange reserves worth approximately Rs,30 crores.

The gap in the balance of payments (see Table II(4)) was

was also increasing. The net deficit (including net



TABLE TI(4):

India's Imports of Principal Commodities 1960- 1966

{Xs. In ecreres
Comnocity 1960-01 1901-62 1902-03 1315 35-04 19604-0° TS
ﬂdW.OQMOV deor\Lu Aduo'u.\tw fﬁﬂom..tu f»“b- w,v f.u:.h.
AdO. ._scv ﬁdﬁ\o.ﬂ\uv F-N-Q?v ﬁar.o\(v ﬁMC..w\.; »Nh. \.\ﬂmV
(b) Others 32.68 30.17 35. 15 4.8 LU. 58 .M
2, Beverages and Tobacco 0.79 1.65 1,00 I e 0.77 U. 50
3. Crude meaterials including
hides and skin, coprs, 155.36 127.839 12780 126 .45 122,34 12155
crude ruboser, raw wool (13.8») (11.9,) (11.25) { 10..2/%) (9.59) (£.79)
etc, (except fuel)
L, Mineral Fuels 69.52 om.mo 87.97 10L.47 0o, 07 08.35
(8.7») (7.8%) S¢57) (51 5) (4.3~)
5. Animal and Vezetable oils L.60 8.62 5.63 L.87 562 1535
6. Chemicals 85.70 89.76 100, 52 95.83 IL.5L4 104.85
{8.23) (8.8:>) (7.8.%) (7.05) (7.57)
(cente,)

Note: The bracketed figures indicate fhe percentage of respective

items in total imports,

gUL



Table II(4) (contd,)

Commodity 1300-61 1361-02  150Z2-63 190 3-04 1404-05 1965-606
7. Manufactured goods including
paper and paper boards, news- 234.10 221,16 233.95 2J0.4 1 213,58 215.85
print, silk yarn and thread, (20.7~) ( 20, 3) (18,0<0) (106.3,:) (15, 25) (15 :5)
iron and steel, non-ferrous
metals and metal manufactures
8. Machinery and transport
equipment including electrical 332.98 367.52 387,38 436.98 499,74 LS9 L7
and non-el ectrical appliances, (29.06k) (33.7.9) (34.15) (35.6,2) (35.4%) {35,.1%)
machines and apparatus and
railway vehicles.
9. Miscellaneous menufactured 17.40 21,69 30.73 33. 54 22,7C 18,62
articles
Grand Total 1121,6%2 1030.00  1131,48 1222.85 263.03 1391.97
Source: (1) Report on Currency and Finance - 1905-00.
(2) Eastern Economist - annual Number, Dec., >1, 1405 , 10, 1450,

PO



TABLE II(5): 1India's Exports of Principal Commodities

(#&. in €rafcs)

Comnodity 1960-61 1961-62 1962-63 190 3-0l 130465 1:05-60

1. Fcod 138.00 214,00 234,00 250.uu 201 .G 24160
(a) Cashew Kernel 18,191 18.1% 19.30 214 23 .00 27 L0

(o) Coffee Teld2 2.00 7.01 S, 31 1342 13.00

(c) Tea (Black) 122.61 121.40 126, 22 122,20 122,50 102,70

(d) Spices 16.60 17.50 13,80 16.02 16,73 2.09

(e) Uil Cakes 14,30 17,32 31.80 35: 37 37.70 she0b

(f) Sugar 3.30 15.33 17.93 27,10 21.45 11,84

(g) Others 15.10 15,27 15,26 19.45 17.40 25.80

2. Beverages and Tobacco 15.80 14,.99 18,90 22.50 25.78 1.2

3. Crude minerals, Inedible

except fuels 112.00 118.38 111,08 131,98 137 .47 135.05
(a) Manganese ore 14.05 10. 4k 7.88 8.26 13.13 11,05

(b) Hides and skins (raw) 9.50 8,22 10.71 9.60 3.05 9.55

(contd.,)

GOl



Table II(5) (contd.)

Commodity 1)60-061 1961-62 1962-63 1253-54 1364-65 1905-0m
(c) Cotton (raw anc waste) 11,00 20.+:35 17.04 10.84 22 13. 98
(d) Mica 10,15 3.00 10. 36 3. 20 F.?4 140 .27
(e) Iron ore 17.00 17,41 19.85 Ju.40 37.40 L1,1Q
4. Mineral fuel, lubricants ana
related materials 7.L0 2.30 C.48 3.70 12..289 e
5. animal and vegetable oil 9.80 6.50 13,65 <0.00 7438 Le55
6. Chemicals 7.2 7.82 7.84 0.9% 10. 20 11.50
7. Manufactured goods 203.34 269,80 260,70 313,40 320.70 JL3.<0
(&) Leather and leather
manuf actured 24,97 A b5 22.03 20,38 27435 B 46
(b) Cotton textiles 5755 L8 .25 LG, 21 54, 34 ol 15 3. 30
(c) Jute manufactured 135.15 144,80 155,70 157,40 168.40 132.9C
8. Machinery and transport
equipment 7.19
Totzl 642 660 685 733 805 817

Source: Report on Currency and Finance 1965-66 (Statement 71).

g0l
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current account and net capital account transactions but
excluding official loans) increased from Rs, 230 crores

in 1950-51 to approximately Rs.800 crores at the end of

the third plan, Most of the deficit of balance of payments
was met through external aid from U,S.A, (including PL 480)
and IMF etc. (the short term accommodation). The result
was that the foreign exchange reserves (excluding gold)
which amounted to Rs.785 crores at the beginning of the
2nd plan declined to Rs.235 crores at the end of December
1965 which further declined to Rs.184 crores at the end

of the third plan (see Table II(5)).

Despite various measures like export promotion,
subsidy, import restrictions the government tried to
correct the imbalance of external peyments., But these
policies could not yield desired results. Hence a surgery

was required to achieve desired corrections in the external

payment position of India,

During the first plan and second plan period
India had been suffering from foreign exchange reserve
crisis. Thiswas the beginning of the developmental period,
The governmental requirement of capital was very high. The
rate of saving being too low &s the marginal propensity to
consume was higher - the needed capital for its increased
demand of imports. The inflationary tendencies were

prevailing in the home market and the price of home preduced

goods were comparatively higher in the world market. Exports
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were shrinking while the growtti in imports mounted up
sharply. 4ll these factors combined together in resulting
acute shortaze of foreign resources. By the end of 2nd

plan and in the post era the shortage of foreign exchange
continued to rise despite the IMF assistance, On import
front, restrictions were introduced while for export
promotion government was giving subsidy for the export.

But despite government efrorts the desired results could not
be acquired by the economy and the trade deficit continued

to rise. So during this period government of India had no
other alternative other than devaluing rupee. +‘he
devaluation would stimulate exports., But the stimulus

would have different impact on traditional and non-traditional
exports. On behalf of the government, hence on 5th June
1966 - Mr, Sachindra Chaudhary broadcast the concept of
devaluation in the then prevailing economic conditions. As
a consequence of this devaluation the exporters of the
country would earn relatively higher in comparison to the
pre-devaluatioy situations. The Indian Rupee had been
devalued by 36.57 with effect from 2 a.m. of June 6, 1966,
The value of a rupee was refixed at 0,118489 grammes of
fine gold per Indian Rupee as against the previous value
of 0.186621 grammes of fine gold. A4s a result of the
devaluation, the exporter, previously who was getting
Rs.476 for the export worth § 100, would get after
devaluation the sum of Rs.750 against the exports of same

§ 100. So in this way a stimulus was created to boost

exports of the country. Apart from lowering the export
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prices in the world market it would induce flow of invest-
ment in the export industry which ultimately would
strengthen eur export position. Moreover the import
substitution would also be encouraged as the impcrts had
become costlier in the country. The investment in
timport. substituting' industries would increase and hence
our own industries would flourish not to meet only home
demand but also to meet export demana. as the investment
i{s increasing, the saving would also tend to rise. Apart
from export promotion the 'remittance' (invisibles) would
also be effected. It would encourage remittance in India.
A huge amount of capital is outflowing in the form of

'profit’' ana 'royalties? resulting an increase in the

—

foreign exchange reserves. But as the imports were
di scowraced by the devaluation, the home industries would

move faster towards self-reliance,

The anti-social practices would also be
discouraged through devaluation (anti-social activities
such as under invoicing of exports, over invoicing of
jmports etc.). The smuggling is also discouraged by
devaluation. The imported articles were attractive for
the public as they are cheaper than the home made ones
now in the changing circumstances have become costlier,

In éxport promotion the impact of devaluation wouid differ
from commodities to commo%ities. For this purpose,

broadly we divide the commoties into two parts - viz.

conventional and non-conventional commodities exports, Or



TABLE II(6):

Indias Balance of Payments Gap and its Financing

{ Aupecs 4 cro:es)
13060-01 1501-0%c 1302-03 130;=-04 1904=-0"¢ 1955-h0
1., Net Deficit BN -L0c.& -403.2 =525¢5 ~T05.4 -0
2, Financing through
(a) Bxternal assis-
tance including . )
PL 480 +410 *344.1 +byz. 1 +500 +O | +729
{b) I.M.E, - short
term accommo- )
dation (net) -1 +58.4 +11.9 «<23.8 - 925. 3

Source: RBI Bulletin July 1900 anc other issues.

/)

07l
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for analytical purpose we define our exports in terms of
those commodities in which India is a major exporter. And

the second category is that in which India is a marginal

exporter.

In the first category of commodity exports the
elasticity of demand was almost inelastic. Hence in case of
devaluatioa export duties could be levied on the export of
these commodities. We include in the first category the
commodities like tea, Jjute, manganese ore ana cotton
textiles etc. Thesecond category of export woula be
stimulated by devaluation. The export of these commodities
would be boosted with this act. Moreover, the pre-
davaluation group of economists predicted in Indian case
that the devaluation will not prove more inflationary as

compared to the system of import tarrifii)and export

subsidies. They contended that the devaluation would result
in more earnings of foreign exchange. The industrial growth
would increase as the demand for export is increasing. All
these factors would result in rise of the real income, And
with a given level of money expenditure 1f the real income

is rising, the price level would definitely tend to fall.

Hence inflationary conditions will not prevail in the post-

devaluation span.

Since there is no need of 'subsidy' to the export
industries, the devaluation has a fiscal advantage. The
government will not be faced with the problems of raising

financial resources for this purpose,
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The devaluaticn brings an improvement in external
payments position to a limited extent. It underlies the
basic objective of export promotion and import restriction,
The exports are encouraged through devaluation while the
imports are discouraged. Under the inflationary
conditions devaluation can bring about an expansion of
exports and a contraction of imports in the devaluing
country, and a shift in the direction of trade in &ll

countries, only if the causes of inflation are removed.

No doubt, the devaluation woula provide a
better corrective to the price rise and distertion of the
pust than the remedial measures. Moreover the devaluation
will facilitate a better allocaticon of our resources and
strengthen the foreign exchange position on an enduring
pasis. If the inflation is properly checked in the
country, the devaluation would give rise to a stimulus
to exports as well as lmport substitution hence it would

lead a country towards self-reliance.



TABLEL II(7): India's Forelgn LExchange Reserves
from 1955-56 to 1965-66.

(Rupees in crores)

End of the Year Foreign Exchange Reserve
1955-56 824.6
1956257 081.1
1957-.58 L21,2
1958-59 378.9
1959-60 362.9
1960-61 303.6
1961-62 297.3
1962-63 293.1
1963-64 305.8
196465 L9 7
1965-Dec. 285.4
1965-66 184

Source: Economic Survey 1965-66 (Government of India)
Appendix Statistical Table 6.1,

b —
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Table II(8): Export Price Index of India, Pekistan,
Ceylon and Japan |

(1958 = 100)
. Y ear India Pakistan Ceylon Jéapan
1350 98 150 103 102
1953 100 104 98 113
1954 102 111 109 103
1955 100 107 114 109
Percentage rise
in 1955 over 2 ~28.7 10.7 6.9
1950
1956 101 102 106 114
1957 101 109 102 110
1958 100 100 100 100
1959 100 94 104 104
1960 109 114 104 105
Per cent rise
in 1960 over 9 6,5 -848 367
1955
1961 111 119 95 100
1962 106 115 93 97
1963 106 110 93 100
1961, 106 111 93 101
1965 112 130 94 100
1565 over 1960 28 14.0 -9.6 L8
Percent rise in 4.8 -13.3 -8.7 B

1965 over 1950

Source: IMF - Supplement to 1965.66 i ‘
i i = ssues "
national Financial Statistics, ues of Inter
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TABLE II(9): Trend in Export Prices of
Lending Countries

(1958 = 100)

Export Price Index in Percentage

Country Rise in
1950 (i) 1865 (ii) (ii) over (i)

1. wWest Germany 76 109 L3.4
2: UK. 77 109 41,6
3. Sweden 73 103 41,1
L. Norway 79 102 23.1
5. Us.S.A. 83 106 2.7
6. Canada 80 99 23.8
7. France 84 102 21.4
8. India 98 112 14,3
9, Switzerland 99 113 4.1
10. Japan 102 100 ~2.0
11. Venezuela 86 92 7.0
12, Italy 103 94 -8.7
13, Malaysia 123@ 106 -13.8
14,. Australia 149 113 )
15, Brazil 104 99 ~4.8

@ 1952 Index,

Source: Column (1) I.M.F, Supplement to International
Finencial Statistics 1965-66.

Column (ii) I.M.F., Internati i
oLy ke ional Flnancial(ﬁiz;_



Impact of Devaluation on India's Balance of Payments

Previously I have analysed the economic conditions
of the country before 1966, The exports of the country were
contracting on(ﬁaﬁd while the imports tended to mount up
rapidly on the other hand. The foreign exchange reserve
position of India was fast deteriorating. 1In such conditions
when the external trade deficit was continuously increasing
she had not any other alternative excepting devaluation. The
influence of the trade unions forced the employers including
covernment to increase wages of labour. But after devaluation,
to what extent India could induce corrections in 1its balanoe

of payments is the basic purpose of this study.

Many economists have studied the impact ol devalua-
tion in Indian context. Some of the economists are worth-
mentioning here. S. Hazar32 compared exports and export
prices of 24 main commodities (which constituted 407 of the
total exports) in India during 1959.65. Hazara concluded
that the evidence is not sufficient to justify that during
1959.65 price mechanism played its due role in export trade.
Further Hazara has tried to assess export performance from
1965-66 to 1967-68 in the light of post-devaluation measures
teken by Indian government. He finds that out of 23 price

elastic commodities ten showed increase in exports during

2. Hazara, S., "Two years of devaluation", Foreign Trade
Review, Oct.Dec. 1968, pp. 319-336,
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1965-66 - 1960-67, For some commodities Hazra finds
increase in volume of exports but actual export earnings
declinea. The dollar prices of exports declined in case of
almost &ll commodities., Total export earnings declined
much more than decline in real exports. The basic reason of
decline in export earnings was due to less production, and

stiff competition in the world market.

Regarding export prices of Indlan commodities after
devaluation he concludes that during June-May (1966-67), do
not provide sufficient evidence that they tended to be
stabilised in course of the year after devaluation. 1967-68
export prices are varying in nafure. Hazra finds that in
Indian case, with the estimated values of elasticities, in
the growth process there is a built in mechanism to worsen
the balance of payments deficit. The export duties levied
by the government has eaten up all the profit of the exporters.
So the prices of Indian exports have gone up in the world
market., He also finds that the Indian exports are not price
elastic and the elasticity of imports with respect to
commodity production is higher than the elasticity of exports
with respect to commodity production. The market for Indian
export commodity abroad was also not stable. Finally Haszra
suggests sthe lmprovements in the marketing techniques and
with stable Indian commodities export prices abroad. Moreover,
the imports of food grains which have shown a substantial
increase should be eliminated by increasing yield and produc-

tivity with the help of various innovative measures in
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agriculture,

Another attempt for estimates of the price and
income elasticities of demand of Indian exports and iumports
has been carried out by D. Wthyg.B in his mathemnatical
analysis Wadhwa finds that the devaluation is not likely to
improve Inaia's balance of payments since prices are rising

faster in India than her trading partners abroad.

6. G Dr;z;:ost-,alF of Bombay University has also
estimated the elasticities of demand both with respect of
price and income for Indian exporters for a period covering
1953 to 1962. According to his analysis the low income
elasticity of demand is due to agricultural nature of our
exports. As income rises, consumers shift to higher standard
and better food. This study does not include less developed
countries for which income elasticity of demand msay be high.
DaCosta finds that the prices for the products of developing

o
countries are most succeptible to the world market influences.,

Hence elasticity of substitution should be taken into

consideration. He finds that the elasticity of substitution

are fairly high for key Indian exports. DaCosta concludes

i

that the sun of elasticities of d emand is below unity, hence

3. Wadhva, "Elasticity of demand for Indias exports and
impdTrts and the question of the devaluation of Indian
Rupee", Foreign Trade Review - Annual Number Jan-March
1974, pp. 264-377. :

L. DaCosta, C.C., "Elasticities of demand for Indian
Exports - An empirical investigation", Indian Economic
Journal, Vol. XITI, No. 1, pPp. L1-45,
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devaluation woula be inadequate. Further there is a perfectly
inelastic demand curve for imports. Dalosta's estimetes of
elasticities has a downward bias., He does not consider

export elasticities of new manufactures and invisibles which
has quite high elasticity. Moreover, trend available is not
included in the study wnich raises the magnitude of elasticity

on the basis that long run elasticities are higher than

short run.

The authors like Hazara, DaCosta and Wadhava have

adopted the elasticity approach for their analysis, Some
economists like V.C. Shahk have worked out an absorption
approach. A few economists have carried out their studies
on general equilibrium approach:also like Kanta Marwah,

v.C. Shah5 in his analysis-infers that the main burden of

improving external payments situation would fall on exports
rather than imports. 1India is the exporter of agricultural
products and the overall demand elasticity for the se exports

; $1- .
Devaluation can boqée India's exports which

is not high.

ultimately would induce corrections in its external payments
position. Shah's findings are confined to a period of 1362
to 1967. According to his study the findings reveal that
the year to year changes in absorption exceeded annual
changes in GNP exceot in 1966-67. In pre.devaluation years

the absorption was higher than GNP, The export industry of

5. Shah, V.C., "Devaluation - The Indian case", Indian
Economic Journal, July-Sept. 1970, pp. 117- 138.
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India are monopolistic or oligopolistic in nature and
hence the home market had favourable conditions for
short run diversion of output from domestic to foreign
market (after inclusion of export incentives, subsidies
etc.). According to Shah the devaluation has taken
place at a wrong time. Indian exports are mostly
agriculture oriented (70% of the total exports accounted
for agricultural products) and 1965's drought had
tremendously reduced the output of agricultural expor-
tables. From the point of view of generating exportable

5P
surplus of agricultural and atriculture based commodities

by reducing inventories and by diversion from domestic
to world market, June 1966 was the most inappropriate
time for the devaluation decisions of the government,

The government's liberal credit policy resulted in cost-
push inflation as & consequence of 1965's severe draught.
As far as the long run exports are considered in case

of non-traditional exports - they can play a dominant
role because of liberal import policy and liberal
industrial licencing system., Finally Shah concludes
that devaluation with subsidy and tariffs can work

effectively to bring desired corrections in the external

balance position,

Kanta Marwah studied the impact of 1966 devalua-

tion Quantitatively.6 According to Marwah's study the

6.Marwah, K., 'Measurement of devaluation: Indian Case
Study, The Econometric Annual of the Indian Economic
Journal, Vol, XVII, No. 6, pp. 734-738.
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change in terms of trade and devaluation-induced income
and price effects the findings reveals that during 19606
and 1967 the real value of Indigg—g;;gfts declined by
15,1% and 24.8, respectively. If measured in the terms
of real value export earnings hardly changed in 1966 and
in fact declined by 2.2 in 1967, (At constant prices).
But if it is measured at current prices the 30.54
devaluation of Rupee in June 1966 resulted in an increase
in total Rupee payments for imported goods during 1966
and 1967 which increased by 8.2% and 13,8% respectively,
The total Rupee earnings of total exports during 1966 and
1967 registered an advance of 147 and 6.7% respectively.
In terms of U.S. Dollars at constant price imports and
exports showed a decline. But the relative decline in
imports is higher than decline in exports. So it resulted
in improvement in India's external payments position.

The deficit on merchandise decreased by 37.1% and 20.8%

in 1966 and 1967 respectively at U,S. Dollars current
price.
According to this study the devaluation of

June 1966 have proved responsible for reducing the trade

deficit half of the size what would have occurred in its

absence,

At this stage after critical analysis of various
economists it becomes essential to present a micro analysis
of export import trend in the post devaluation era. To

what extent devaluation could prove effective it all
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depends upon the improvements in exportables, To
analyse the effectiveness of devaluation we have to see
whether the exports could offset the deficit caused by
imports or not. Another important constraint is 'price’,
If the price is not kept in reasonable limits the
devaluation does not prove to be effective. Secondly
what was the policy of the governuent in the context of
traditional and non-traditional exports, Moreover the
home elasticity oi supply of exportables could be
improved upon or not. Hence the follow up measures are
also important to be congidered, For the purpose any
follow up measure has to take into Bonsideration the

factors which influence the aggregate demand in the

economy as & whole.

So to f£find out the impact of devaluation I have
taken export import figures of the post devaluation era,
ind then a comparison can be carried out and on the basis
of this comparison we can conclude the extent of

improvement in our external payments position, if at all

is there.

PR

For an effective result of devaluation the
exports should increase to bridge up a gap of deficit
in the balance of payments. Apart from substantial
increase in export earnings the imports should show a
downward trend. If the export earnings are increasing
it would result in foreign exchange surplus and finally

it would help in eliminating the deficit of external
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payments.,

Impact of Devaluation on Exports

To measure the effectiveness of the devaluation
I have analysed the exports of India in two major
categories viz. traditional exports and non-traditional
exports. The traditional exports constitutes the
explorables in cotton yarn and cotton manufactures,
jute yarn and jute manuf actures, coffee, tea, oil-
cakes, cashew kernels, hides, skins, leather and leather
goods and its manufactures, vegetables etc. while the
non-traditional exports are iron ore, engineering goods,
iron and steel, chemicals, sugar, manganese ore and
fish and fish preparations etc. We have analysed the
impact of devaluation separately on these two broad
categories of exportables. The foreign demand for
traditional exports is inelastic while the foreign deémand
of non-traditional exports is elastic. Therefore, even
if the traditional exports are given export incentives
the export earnings cannot be increased as the foreign
demaend for them is inelastic, But if the non-traditional
exports are given incentives it will definitely induce
a multiplier effect as the foreign demand for them is
elastic., So the non-traditional export promotiam need
a careful study for formulating an effective policy
which is mission oriented i,e. framed with an objective

to boost non-traditional exports of the country, For

our purpose in the beginning I have shown the impact of



devaluation of traditional and non-traditional exports
followed by the governmental policy to improve the

balance of payments position,.

Since 1964-65 we find & continuous decline in
exports of jute, which is one of the most important
traditional exports of India, in real and monetary terms.
This trend has been recorded upto 1970-71. As the
foreign demand of traditional exports is inelastic, the
export earnings can only increase if there is inflationary
tendencies in the world market or the exports are
jncreased tremendously. The low exportable surplus,
strong competition (especially with Pakistan), slow
growth of demand were the reasons accounted for lesser
earnings in jute export. Moreover the synthetic
substitution of jute had taken place on the one hand
while on the other hand the jute's cost of production
mounted up. So the devaluation could not produce desired
results in case of jute. The exports of tea has also
declined in the post devaluation era, The reasons that
accounted for export decline of tea weree excess supply
over demand, strong competition with Ceylon and East
Africa and as & consequence of higher supply a sharp
fall was witnessed in the export earning of tea. The
export of tea was recorded 199 million Kgs in 1970-71
against 212 million Kgs in 1964-65. Moreover the export
earnings of vegetable oil also declined during this

period, Because of the low production of o0il seeds, the
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export earnings declined sharply and were recorded at
the lowest level in 1969-70. The exports of oil cakes
also declined uptc 1969-70 (55 million against 84
million in 1965-65) and were boosted in 1970-71, due
to price hike in oil cakes and tremendous increase in
exportable surplus. The exports of coffee ana pepper
increased while tobacco declined, Sugar exports

increased in 1970 while before it had a decreasing trend,

The exports of cotton yarn and cotton fabrics
could not earn more foreign exchange during 1965-67.
But after 1967, modest improvement was witnessed in
export earnings of cotton. The export earnings from
cashew kernels declined despite the price rise, because
of less exports and strong competition with East Africa
and Brazil. So in some cases export earnings increased
while in other commeodities it had a fluctuatl ng nature,
As previously stated the foreign demand of traditional
exports is inelastic, hence we should concentrate our

analysis more on non-traditional exports of wnich demand

is elastic in nature,

The Table II(10) clearly speaks the variations

of Indian exports from 1964 to 1971,

The iron ore export earnings increased during
this period due to increeased demand of iron ore from
steel kndustry in the world market. Moreover during

this period several iron ore mines were searched out in
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TABLE II(10):

India's Principal Exports

(In 11,5, Collars million)
Commodity 1364-65 19065-065 1367-67 1967-08 1968-62 1364-70 1470-71
Traditional Exports
(1) Jute yarn and manufacture 354 384 333 312 291 25 254
(2) Cotton yarn and manufacture 157 1L7 105 109 113 117 126
(3) Tea 2 241 211 240 209 166 198
(L) Coffee 28 27 21 2 2l 20 33
(5) 0il cakes 84 73 67 01 b 55 74
(6) Cashew kernels 61 58 o1 57 o1 76 70
(7) Hides, skins, leather goods
including manufacture 85 91 117 STR 80 132 110
(8) Vegetable oils 22 14 9 10 21 12 14
Non-1reditional Exports
(1) Iron ore 79 89 94 100 110 126 150
(2) Engineering goods 30 35 31 INR 90 119 174
(3) Iron and steel 9 16 3z 69 99 103 20
(4) Chemicals 15 20 14 16 23 30 39
(5) Sugar 38 22 21 21 1 12 37
(6) Manganese ore 28 23 19 15 18 15 19
(7) Fish and fish preparations 14 14 23 24 30 Lz L2
Total (includl ng others) 1714 1692 1542 1598 1810 1884 2047

Source. (i) Economic Survey 1967-68,

(11) Economic Survey 1972-73.

jc

(
.
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the country. The exports of iron ore became nearly

double in 1971 against 1964-65.

Export of hides and skins, leather and leather
products also rose during this period, The exports of
manganese ore declined due to low prices in the world
market. Though export earnings of manganese ore were
higher in 1970-71 against 1969-70. But in comparison

to 1964-65 the export earnings in 1970-71 were of lower

magnitude.

Indian Non-traditional Exports in the Post-devalu8tion
Era

The foreign demand for non-traditional exports
is elastic in nature, hence devaluation can substantially
jncrease the export earnings through non-traditional
exports. The important commodities that we have incladed

in non-traditional exports are iron ore, engineering goods,

iron and steel, chemicals, sugar, manganese ore and fish

and fish preparations etc,

The non-traditional export of iron and steel
showed & substantial improvement in export market,
During the five year plans India paid special attention
for the development of its heavy steel industry, The
Rourkela, Bhilai, Durgapur and Bokaro's steel plants had
been working efficiently to increase its productiom of
steel. The foreigh demand of Indian steel was increasing

in the countries of East Africa, South East Asia and West
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Asia. The political factors were also responsible for
boosting India's export of steel. The Suez Canal was
closed during this period hence the cost of freight

of Buropean steel tremendously increased in the world
market. Therefore India had a strong competitive stand
in the world-market., So we find an increasing trend
in case of export earnings from steel. The export
earnings of engineering goods substantially increased
between 1964-65 and 1970-71, In the year 1370-71 the
export earnings of engineering goods accounted for

4 173.9 million against g 30 million of 1964-65. The
demand of Indian engineering goods was continuously
increasing in the world market. The closure of Suez
Canal was also responsible for a better competitive
stand in India's favow. The demand for mild steel
pipes, railway wagons, coaches, electric wires and
cables, bicycles, diesel engines, automobile and auto-
mobile's parts substantially increased in the world
market. Hence the export promotion in these industrial

could manage to earn foreign reserves for India in

meeting the balance of payments deficit,

The export earnings from fish and fish prepa-
rations substantially increased during 1964-70. For
the first time India witnessed a situation in which
export earnings of the non-traditional exports was

playing & dominant role.
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Trade Policy since Devaluation of 1966

The current rivival of interest in devaluation
among policy makers makes this an appropriate time for
reconsidering our conclusions a&bout the effect of
exchange rate changes. Crucial to the analysis is the
endogeneity of domestic prices, for a devaluation which
leads to a rise in domestic prices is really a net
devaluation of smaller magnitude, In fact, if domestic
prices rise by the same percentage as the devaluatim,
thanthe relative prices of imports and exports are
unchanged, leaving the trade balance unimproved, Hence
it is essential to glve a seriocus thought in formulating

a policy in context of traditional export and non-

tradition export.

In context of traditimal exports the Indian
government levied export duty on these exportables to
compensate for the loss of foreign exchange as &
consequence of devaluation., The competitigeness of
traditional exports in the international market was

maintained by reducing export duties gradually as per

market conditions.

As far as the non-traditional exports are
considered they had been enjoying a lot of concessims
before the devaluation., These concessims were in the
form of customs or excise duty drawbacks, railway
freight concessions, income tax exemptidn, export credit

facility, compensatory support, import entitlements ete,
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The domestic prices of engineering goods were higher
than international prices between a range of 40 to 604
and in some cases the international prices were 100%
higher than the domestic prices of engineering goods.
In the pre-devaluation era cash assistance for export
was provided at rates from 10 to 2% of the f,0.0.
value of exports to iron and steel, engineering goods
and chemical goods, and certain other products. This
cash assistance wes granted to more exportable goods at

a higher rates as per the performance of the export

industries.

For the export promotion government established
some institutions like Trade and Development Authority,
Project and Equipment Corporation. The supply of raw
materials to the public sector industries was made
avajlable and the public sector undertakings were given
more weightage for their export stimulus., The tax
concessions were given to export industries to boost
The income on export of know-how

their exportables.
The export market development

was made income tax free,
allowance was granted to Indian export industries,

Under this concession the Indian tax payers were allowed
a deduction of one and a half times of expenditure
incurred for developing export markets from their income
for tax assessment, Moreover, blanket foreign release

permits were given to recognised export houses. The

minimum turnout limit was reduced to Rs.5 lakhs in cease
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of other goods. This concession was mainly given for

advertisements, trade fares, business visits and market

Studies etc,

The export credit facilities were given to the
export industries, In August 1967, the banks introduced
a preferential rate of discount of 4%% for the refinand ng
of preshipment credit to exporters of engineering goods.
In shcort the export credits were provided for the
promotion of non-traditional export. In 1966, the
import replenishment scheme was introduced by which the
registered exporters could obtain againsgt the export of
certain specified items, replenishment, from the most
preferred sources, of imported materials. In certain
cases the exporters were allowed by the government to

import banned items for quality control of their product

and export promotion. The basic objective of the trade
policy during this period was to give & stimulus to the
exports which may in due course of time play a dominant
role in India's foreign trade, Keeping the objective

of export promotiocn the government granted many conces-

sions to the exporters which worked as 'incentive' for

them.

Imports in the Post-devaluation kEra

Now the next important constraint of the
external payments is 'imports'. I have critically

analysed the impact of devaluation on India's imports.
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A comparative study has been carried out in terms of
pre-devaluation and post-devaluation span. Our eConomy
was import hungry in the beginning - the devaluation
resulted in costlier imports to Indian residents, hence
the objective of analysis here is to examine the trend

in imports after the devaluation.

In the post-devaluation era i.e. from 1966 to
1970, the imports substantially declined with an exception
of 1970-71 when the increase in imports was recorded at
a rate of 3.3%. The devaluation caused price effects
which in result immediately ef fected the imports, hence a
6.3% decline in imports was recorded immediately after
the devaluation. As & matter of fact Indian economy is
agriculture oriented, and the agriculture mostly depended
on monsoon. In 1965-66 and 1966-67 India was badly hit
by severe drought conditions hence she had to increase
her food imports by 28.3% during 1966-67 against the
imports of 1965-66. After devaluation Indian government
imposed import restrictions. Apart from it the prices
materials and intermediate goods were having a

of raw
Hence immediately after the devaluation

rising trend.
Tndian economy recorded a declining trend in the import
of raw materials and intermediate products like raw cotton,
raw jute, petroleum and petroleum products, unprocessed
cashew nuts, raw wool, non-ferrous metals etc, The import

restrictions and import quotas were more effectively

imposed after the devaluation. Due to poor harvest of
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Cotton the imports of raw cotton increased in 1966-67,

In the same way due to low production raw jute its
imports increased in 1960-67, but in the later part it
had noticed a sharp declining trend. Moreover, the basic
reason of increase in imports of petroleum and petroleum
products were the accelerated refining capacity of Indian
refineries. The government wanted to develop its
indigenous petroleum industry. The import of iron andg
steel also showed a declining trend upto 1970-71., The
export of cashew kernels were sufficiently increased
after devaluation, hence the import of unprocessed cashew
kernels had also recorded an increasing trend., Cashew
nuts are also imported unprocessed for the export

purpose. As previously stated the harvest of agriculture
products was poor after the devaluation hence in some
years India had to import more of the agriculture products.
Imports of vegetaole oil was also increased in the post-
devaluation span, The imports of machinery and transport

equipment also declined. The government stressed the need
for import substitution in such cases. So the home

market was producing sufficient import substitutes of

such goods.

Share of imports in the total estimated supply -
has continuously declined in almost every commodity
except Newsprint and manmade fibre. The share of news-
print importstto total supplies increased from 73.9% in
1965-66 to 79.6% in 1970-71 while in case of fibre tle

share of its imports to total estimated supply increasegd
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TASLE II(11): Incia's Principal Import - 1305-606

(In 1,8, mil.:ion dollars)

Commodity 1905-00 1960-07 1967-68 1908-b) 1404-70 1470-71
1. Cereals and cereal preparations 076 868 691 by 2t 34
2. Raw cotton 97 75 111 120 110 131
3. Raw jute 12 27 2 12 1 G5y
L. Cashew nuts (unprocessed) 32 31 33 42 37 39
S§. Fertilizers and chemicals 245 &5 Lio L1g 230 <89
6. Petroleum products and lubricants 143 84 100 170 184 191
7. Iron and steel 200 130 142 115 104 196
8. Non-ferrous metals 144 114 118 119 93 159
9. Raw wool 1 16 15 15 22 X
10, Animal and vegetable oils and fats 32 20 L5 P2 39 51
11, Paper and paper boards and manuf actures 26 29 24 24 32 33
12. Machinery and transport equipment 1033 768 o671 685 528 527
(8) Non-electrical machinery 701 5414 L49 4,88 37, TR
(b) Electrical machinery 184 141 114 109 86 I
(c) Transport equipment 14,8 83 108 88 68 89
Total (including others) 2958 2770 7676 25044 2109 2179

Source: Economic Survey 1967-68, 1972-73,

pe
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from 64 to 10%. Soda Ash, Caustic Soda, Bleaching
Powder's import share in the total supply was almost
negligible, The share of imports of iron and steel,
paper and paper poards total supply declined moderately,
Indian government was very much aware of scientific
progress in the country. The advancement of technology and
textile machines (either through imports or through
indigenous research) could result into substantial decline
of imports of textile machinery, machine tools, aluminium
and ammonium sulphate etc, Hence we find in the above
analysis that the imports which happened to create a
burden on India's external payments position, declined

during this period.

As far as the import policy during the post-
devaluation is considered, it had two basic objectives,
Firstly, it ensured the requirements of imports for
priority purposes and secondly, to stress more amphasis
on import substitution. As & result of indigenous
industrial growth some imports were further declined as
the country was in a position to produce its own product.
So the import policy of the government was formulated
with the objective of import substitution. It not only
developed indigenous industries but at the same time

strengthened the foreign reserves position of the

country.
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Conclusion

kconomists have different opinions about the
effectiveness of Rupee devaluation. Some Economists are
of the opinion that 'the devaluatiam of Rupee' in June
1966 was 1ll-timed., In 1965 India had to face severe
drought conditions. And as the Indian exports were then
agriculture-oriented - the devaluation could not work
much effectively. Apart from it, the foreign demand for
our traditional exports is inelastic, hence the devalua-

tion will not alter much changes in external payments

position. According to S. Hazara's analysis the actual

export earnings declined in the post-devaluation era.

It is needless to mention that the roots of
Indian trade in the world market were not so deep, India
had then started its developmental plans for which a
huge amount of capital was required. The deficit financing
was also used for credit creation, Apart from it India
had to face two wars in a short period of time, The
foreign exchange position was also fast deteriorating,
Hence in such circumstances when the imports were
exceeding exports, the economy was at a stagnant stage,
So some stimulus was required to boost the exports of
the country. If we andlyse the post devaluation perioed
in Indian context, the effective governmental policy with
various concessions to export industries resulted in

favourable export promotion. The best part of the trade

was substantial increment in the non-traditional exports
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and import substitution of consumer goods by capital

goods, and of imported consumer goods by home produced

consumer goods,

In my analysis I have tried to analyse the
ef fects of devaluation on output and balance of trade.
T have done so by extending aggregate supply and demand
lanalysis to the open economy. This general framework is
useful for the study of 2 wide variety of questions
arising in international trade, perticularly because it
stresses the endogeneity of the domestic price level, a

variable of crucial importance in determining the trade
balance,

snother aspect of study for which I could not

devote much attention due %o the scarcity of time is the

relationship between terms of trade and the level of

output which 1is jinvariant to the rate of exchange, When

the supply of labour is positively related to the real

wage and the labour market, there exists a unique
relation between the terms of trade and the level of

output which 1is jnvariant to the rate of exchange, This

is due to the asymmetric effect which foreign prices have

on the demand for and supply of labour. As & resylt

successful devaluation reduces the terms of trade, output,

and employment. In Indian context the year 1967-68

witnessed the most favourable terms of trade when the

index stood at the level of 124 (1958«100), Between
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1960-61 to 1966-67, the terms of trade numbers have
fluctuated between 108 and 115, It is also significant
that the favourable terms of trade movement can be

attributed to rising export prices accompanied by

declining import prices,

Normally, it is believed that the higher export
prices of India are the result of high domestic cost
brought about by the high domestic inflationary pressure,
This belief is strengthened by the experience of many
industrialized countrles where export prices reflect
their domestic cost of production. As a matter of fact
the tendency of export unit value index and domestic
price index in these countries moving not only in the
same direction but also by and large in the same magnitude

had been very strong. It is true that there has bem a

continuous inflationary pressure on the economy as shown
previously, wherein the domestic wholesale price index
numbers of India have been higher and steadily increasing
compared to the wholesale price index numbers of various

countries, But it is doubtful whether this rise also

determined the course and magnitude of India's export

prices, For a numnber of export products the international

price is given and cannot be altered in response to
rising cost of production, because India's share in the
total world export trade is very small i,e, less than
The number of commodities in which she has

1 per cent.
to adhere to international prices include some important

products as coffeee, cotton, textiles and engineering
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goods, The introduction of various eXpart incentives
designed to assist the exporter to enable him to over-
come the inhioiting effect of higher domestic costs also
provides evidence to the limited effect of higher cost

of prcduction on export prices of a number of products.

The rising domestic cost in India could be partly
or wholly passed on to foreign buyers when India's share
in the world exports of a particular commodity is large
enough to enable her to influence the world price. OPEC
share in total world oll supply is substantially higher
and finally OPEC members could influence the oil prices,
Comparatively, although India's share in the total
world's supply is not so high in any particulsr commodity
she still enjoys such a positiom in case of three major
exports viz, te&, jute menufactures &nd mica, In tea,
India's share in the world exports is 407%. To some
extent, the high cost of production has influenced the

export prices of these commodities, Yet the extent %o

which the high cost can be transferred to foreign buyers

js limited by the oligopolistic character of the world
market in these products. Ceylon's export of tea,
Pakistan's export of jute textiles and Bragzil's Competitim
in mica had determined the extent to which India eould
transfer her high domestic costs to foreign buyers without
risking its share in the world exports, Further, the
competition from close substitutes to these products also

have limited India's &bility to transfer the high cost tq

foreign buyers.
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As stated, tne result of successful devaluyation
reduces the terms of trade, output and employment under
Indian conditions. Furthermore, any policy which reduces
output, such as reduction in the nominal money supply,

likewise reduces the t erms of trade and improves the

trade balance,

In the classical model of Joanne Sa10p7, deval ua-
tion is not alone in its ability to improve the balance
of trade without raising unemployment. However, when
downward rigidity of money wages is introduced, the rate
of the exchange rate as a policy instrument increases,

If initially there is unemployment because of wage

rigidity, devaluation raises prices and increases the
demand for lapour, just as other expansionary policies
do. But the other policies simultaneously increase the
terms of trade and improves the balance of trade,

Moreover, although contractionary monetary policy improves

the balance of trade, it simultaneously increases the
level of unemployment.

The effectiveness &nd its importance as a policy

instrument rests on its unique ability to reduce the

relative price of domestic goods and improve trade bal®nce at

the same time.

unde? Flexible Wages', in Trade Stability and Macro

EconomicCS, Pe
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Further for the desired results in correcting
balance of trade the stability of Indian exports commodity
market is also essential., But in the post devaluation
era we do not witness the stability in the Indian export
market abroad. Improvement in marketing techniques was
also required. Another highlight of rupee devaluation
was the faster rate of decline in imports in comparion
The importance of import substi-

to exports increase,

tution was given much emphasis. And moreover when the

production of commodities increased, the flow of export

commodities has been diverted from external markets to

the home market. The biggest drawback on Indian sceéne
during the period was tremendous increase ih imports of
food grains. The country had faced serious droughts in
1965-66, hence despite devaluation had to import food
grains in large quantities to feed its masses, So as
Indian economy is agriculture-oriented, we should try to
gain self-sufficiency in agricultural production. The
country's agricultural production should not only meet
the internal demand but at the s ame time she must have

tsurplus’ to export abroad and to keep stocks at home for

lean years,

The government's liberal credit policy resulted

into cost push inflation. As a measure of effective

devaluation, the government must controel prices, otherwise

the devaluation of the currency will not generate desired

improvements in the trade balance,
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In the developmental phase of an economy, there
is shortage of internal sources so the exports are likely
to grow. So the country must have adequate export
earnings to finance these imports. Devaluatim changes
the prices of exportables with the competitors, But alone
devaluation cannot lead to boost export earnings unless

the necessary follow up measures are not adopted by the

government,

The import important follow up measure is 'price

stability'. As already mentioned the liberal credit policy

of the government with other factors, resulted in price

hike. The Indian government did not take strict measures

to control the prices, which have resulted in higher cost

of production. S0 after devaluation the cost of produc-

tion must be reduced in order to stand in the competitive

market abroad. So the export incentives must be prodided

to 'infant exports'. JSuch assistance need only be

temporary, as the primary objective should be to reduce

cost., Indian government granted many concessions to

export industries for export promotion. And to some
extent it yielded favourable results, The basic reason
for higher cost of production in India is lower productivity

of the factors of production. So the management efficiency

should be jmproved to increase the productivity, The
Indian government did not pay much attention to pricing
policy during this period. The public utility works were
carried out by the government, hence the governmental
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expenditure was greater than receipts., Deficit financing

happened to be considered as a popular source. 1In 1365 -

Indo-Pakistan war took place, So all these factors

combined together resulted in price hike. It is clear
from the analysis that if the ‘price line' is not kept

in control devaluation will not yield desired results.

The government should encourage non-traditional

exports. In order to minimise higher cost of inputs, it

would be appropriate to supply to export industries the
basic raw materials at international prices, The

financial burden is not likely %o be too big and will be

well within the means of the country. In case of some

commodities, the government should adopt dual pricing

policy. The dual pricing policy can be followed in case

of steel. Quality control must be introduced by the

government. In the modern context the 'branded products?

have greater demand in the international market. Hence

India should gain ‘'goodwill' by exporting quality goods

in the international market.



CHAPTER III

INFLOW OF FOREIGN AID
AND ECONOMIC GROWTH
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The foreign capital plays very important role in
the development of a developing country like India.
After independence India badly required the foreign

assistance in various sectors of the economy.

In the present chapter I have critically analyseg
the various sources of foreign aid to India, their terms

and conditions of the loan, and how it {fordign aid) has

accelerated our economic growth, Further, the 'time and

circumstances' have also played a vital role in alloca-

tion of the foreign aid to India so 'the political strings'

are also important to study.

To start with, the concept of the foreign aid

should be given first priority to understand the subject

deeply.

The foreign aid or external assistance means the

P

explicit transfer of resources between countries on a

concessional basls. This concet first emerged in 1941,

during the 2nd world war period in the form of 'Lend
Leagse! arrangement between the United States and its

allies. It evolved on a regional pattern in the shape of
grants made by U.S.A, under Marshall plan for the

reconstruction of Burope and later it developed its inter-

national character.
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The motive of the foreign aid is a ¢ombination
of social, political and economic factors. The origin
of the concept of foreign aid can be regarded as the
aforesaid three factors. Regarding political factor, a
large number of erstwhile Asian and African colonies and
dependencies had attained their independence, These
states rampaged by long periods of poverty, hunger and
lack of even basic civil amenities had a hypersensitivity
to their economic backwardness which was further whetted
by their intensely nationalistic¢ outlook. Moreover, the
examples of American industrialisation and independence,
Japan's rapid industrial growth and Russia's hold
economic experiments, these states were imbued with a
strong determination and will to lift their economy from
the morass of poverty and free it from external dependence.
This explosive mixture of hope and frustration was

inereasingly propogated by international forum of U,N. Q.

wshere the numerical strength of such underdeveloped

~ountries kept on increasing. Though poor and backward
these newly independent states together constituted too
viable a political force to be ignored in the postwar:
world torn between the conflicting ideologies of

totalitarianism and democratic capitalism,

The safeguarding of the American national security

through restricting the %enetr&tion of Soviet influence
A—"j ~

has been acknowledged[political motive behind the U.S.
r

foreign aid. The two powerful nations U.S.4, ang U.S.S.R,
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are trying to take these newly independent countries
into the purview of their intensity. The cold war also

proved as an important political factor in the development

of the concept of foreign aid.

Now if we take economic factors into consideration,
the financial institutions acting as the major purveyors
of international credit has disappeared and the ;;;tom
fallen out of international trade after the depression of
1929. So the developed countries objective was to boost
up the slackened demand of their product in the developing
countries and at the same time they wanted to guide the
investment of the 3rd wold countries as per their
interests. So the developed countries undertook the
foreign aid with the objectives guiding the investment
in the recipient countries along such lines as served

the interests of thelr own economy.

The third factor of the origin of foreign aid

ocial or moral aspect. In this context this is the

moral duty of rich and developed countries to help the

poor or developing countries. The objective of granting

foreign aid on humanitarian considerations has been

thoroughly contended and raised controversy,

To conclude the objectives of foreign aid it may
be said that they are provided by a compound of politico
economic interests tempered with an enlightened ang
constructive outlook and global strategic considerations

in a troubled world,of bilateral aid by adopting the
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consortium technique and thus combining the advantage

of both bilateralism and multilateralism.

In the present chapter I have analysed the
dlfferent types of aid which India has received from
various sources through vearious channels and its impact

on economic growth of the nation since 1960.

Importance of Foreign &id in Development

For a developing country it is very essential to

develop its industrial sector where & vast majority of

the masses may be absorbed., The technological advancement

and rapid industrialization plays key role in the modern

context of the development, The developmental programme,
if financed by taxation and by domestic savings, imposes

a strain on the balance of payments, It may be concluded

that a still greater strain is imposed by a programme

envisaging creation of gainful jobs for absorbing a vast

unemployed manpcower, mainly through industrial expansion

which in turn requires a huge capital investment. In a

developing country like India, there is a lack of capital.

For developmental plans to be non-inflationary it is

essential to get forelgn aid partly for financing the

capital goods (for developmental projects) and partly for

import of consumer goods.

The capital industries yield direct returns to

the economy, greatly multiply the financial resources,

spur the expansion and diversify and increase its range,
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and thus exercise a catalytic effect on national
productivity. Such industries are capital intensive angd
foreign resources intensive - which cannot be provided by
developing economy due to its ina&dequate resources and
low propensity to save. (As the national income is very
low, and the bulk of the income received is consumed by
the mésses,) In the modern age of rapid technological
advancement the establishment and promotion of producers!

industries at n increasing pace is vital for lifting the

economy from static stage and launching it on the self-

sustaining growth process,

So the foreign capital assumes importance in the
context of growing need for capital for development
purposes, and for correcting the balance of payments

disequilibria caused by increasingly larger imports in
developing countries.,

Taking historical perspective, it is clear that
there is hardly any instance of capitalist country which
could develop at a rapid speed with the amount of capital
accumulated within it and that & good deal of the earlier
industrial development, practically in all of them, has
been due to the inflow of foreign capital. The economic
historians have demonstrated that the process of industrial
revolution in England was &ccelerated by some of the
immigrants who brought with them capital and technology.
Oonce the U.K., was fairly developed, the outflow of a very

large amount of capital continued for about fifty years
)
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beginning in 1925, to different Countries in which
Buropean Countries, especially France ang Germany, along

with U.K, exported capital to the United States for its

economic development ',

Sometimes the borrowing from abroad increaseq S0
much that it was not possible for the borrower to Service
the past loans from its own Surplus so that fresh loans

were sought for servicing of loans and for repayment of

the past loans.

During 1874 to 1879, U.S.A. Wés borrowing to such
an extent that its own trade surplus was not sufficient
enough to service the debt and it became necessary to

allocate for this purpose a part of the foreign exchange

dvailable out of the new loans, A similar situation was

faced by Canada during the period of its industrial growth
between 1900 and 1913 and from 1920 to 1929 when Canada

had to service the past loans by incurring fresh 1oan32.

Barabara Ward says the growth of cereals in North
America and Russia, timber exports from Sweden, British
investment in Czarist Russia, British capitzal in Australia

since 1945 - are all examples of crucial economic advantage

gained from foreign resourceSB.

/
i "Indi Economi
Khan, Mohd. Sabbir, "Indias : Omic Development ang
International Rel8tions", Asia Publishing House, Bombay,

1961, p. 55.

2. Ibid., p. 55.
& f
Ward, Barebara, "India and the West", Publication

25 Division, 1965.
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It is clear that Soviet Russia was in a position
to bring about repid economic development without any
inflow of foreign capital, even so there hag been a
sustained inflow of foreign cepital between 1881 ang 1913,
specially from France which had established the base on
which the industrial revolution could stend. Moreover,
the ruthlessly low level of living of the masses which
was enfcecrced by the Central Planning Authority cennot
easily be practised in countries with liberzl social ang

institutional conditions. As post-second world war impact

of foreign resources on the home economy, Marshall plan
gets the credit for the reconstruction of war torn
economies of Europe; Greece, Israel, Korea, ang Taiwan
which are now virtually economically independent, owe
their spectacular rapid economic growth to foreign

resources; Australia, South Africa and Canads have attaineqg
a higher degree of economic maturity through external

indebtedness which is still not eliminated, nor even

considerably reduced. It is interesting to quote from

the report of the Royal Commission on Canada's Economic
L
prospects :
"The growth of Canada at any stage in its histary
would have been much slower without large supplies of
capital from foreign countries, principally fronp the U.K.

and the U.S.A. All our periods of great €conomic activity

an, A.R., "Capital, Imports into Steriin
. ggﬁnt;ies".,Macmlllanl 1960. s
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and expansion in peace time have been characterised by
heavy inflows of capital from abroad; in periods of

economic stagnation, we have been importing very little

capital”.

Indonesia and Burma are the examples of economies

which stagnated because of their reluctance to avail of

foreign resources. It is thus very clear that national
ef fort may not be an ideal substitute for foreign resources

in a developing economy geared to the object of bringing

about a rapid economic growth,.

The Role of External Resources

Historically, if we analyse the role of external
assistance in the national development, the various
countries of the globe show a great diversity. But to
frame a hypothesis, it would be essential to examine the

relatioship between the external assistance and economic

growth of the nation, Need not to say, that the importance

and contribution of the domestic savings has a greater

impact on the national economic development (if compared

to the external assistance),

The United Kingdom, although assisted first by Dutch
investment, was a net exporter of capital from the late
18th century onwards. France and Germany borrowed abroad
in the early stages of industrialization but not on any
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large scale and mainly to finance raily devel opment,

There was also some direct investment specially by British
entrepreneurs in those and other European countries but
this investment, though of importance because of its impact

on local industry, did not give rise to any large scale

transfer of capital.

Finland did not borrow much, Denmark only changed
from being a net lender to a net borrower after industriali-
sation was well advanced, Swedish borrowing, though heavier
and extending over & longer period, also came relatively
late; and Norway borrowed most of all. The Norwegian
government issued bonds abroad from the middle of 19th
century onwards, first for the modernization of agriculture,

and later for railway construction while private investment

moved into mining, pulp and pa@per and hydroelectric schemes,

Russia was the largest borrower of Europe. Like
most continental countries she imported capital for railway
development, mainly in the sixties and seventies of the
19th century, but later on investment tended to be in
jndustries including textiles, mining, steel and oil.

However, it was probably exceptional in Europe for foreign

borrowing to exceed one tenth of net domestic investment,

In other continents there was just a great diversity
in the part played by foreign capital as in Europe. The

U.S.A. was by 1914, the largest single debtor in the world
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but in comparison with her own enormous resources, the
debts were almost negligible. So within the Span of the
First World War, though herself a belligigerent power, she
became a net creditor. In the early stages of industriali-
zation Japan's foreign borrowing was insignificant
throughout, &part from a short burst after 1903 mainly to
pay for the war with Rugsia. In Canada, New Zealand and
Australia, foreignkﬁﬁé;éa a greater role and in fact

financed half the net domesfié‘capital formation,

Even in these thinly populated countries the

average contribution made by foreign capital over the

years was much lower. It may be inferred from the instances
in the foregoing that whereas foreign resources undoubtedly
form a very useful agent of economic development, it is
more appropriate to consider this as an accompanying and
reinforcing and not the preliminary factor in the growth
process, Collectively, the brunt of the investment burden
of an economy committed to planned development has to be
borne by internal resources raised and progressively

augmented through taxation and increasingly stimulated

national savings.

The external resources, being scarce ang limited,
have to be restricted to such components of capital
projects as necessarily involve import of machinery,
equipment and materials that cannot be produced indigenously

for the time being. The foreign capital, therefore, plays



& supplemental role. It is nevertheless obvious that
in a developing economy the contribution of foreign
capital, though quantitatively supplemental, is quali-
tatively very significant and crucial leading to the
induction of ultimately import substituting modern
production technologies in the home industries for lack

of which even potential domestic savings may go waste,

Foreign Private Capital and Economic Growth
v
There are three principals on which the foreign

private investment rests. The most important is - ig

provides foreign exchange, Secondly the foreign private

investment raises the domestic income and thirdly the

domestic skills are developed in the nation. The increase

&

in domestic income is due to payment of wages and Sallariés

by foreign undertakings to the local people who are

absorbed in their industries. Further these foreign

undertekings buy local supplies and pay local taxes, This
foreign investment generates employment in income in the
If the economy is working under employment of

country.
labour and resources (man and material), in that case the

foreign investment plays very significant role in the

national development. The domestic skill (which is
untrained in the beginning) is developed by the private
foreign investment resulting in strong foundation of the

industrial development. These foreign investments



<
o) |

introduce new techniques of the production, technical
processes, operetive skills and managerial expertise in

the host country. Because of their imperative need for

this intangible resource - endowment, many countries went
out of their way in the past to invite foreign enter.
preneurs as one of the principal agents for procuring it.
The recently emerged independent developing countries are
sceptical about consequences of foreign private capital

: e,g. firstly, the constant direct drain on foreign exchange
resources of the country by dividends, royalties, secondly
the probabilities of concealment of production secrets,
Thirdly, the demand of foreign firms for holding controlling
shares or even full right of property. Fourthly, the
over-concentration of industries in particular regions or
over-concentration of resources in particular industries
takes place. Finally, the vulnerability of weaker sections
like the small scale industries to the respurceful foreign
enterpreneur. In the later stage, the developing nation
develops its own technical know how and organisational
Then the government directs foreign investment in

base.
accordance with her national policy interests and planneg

priorities and targets.

It is important to notice here that the Characteristic
of the flow of foreign capital in the pre war period was
that it constituted normal commercial loans and suppliers!
credit operated on profit maximization motive and followed

strictly the capitalist rule of the game or the 'laisseg
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faire' philosophy or consideration of t'assisteance or
accommodation' to comparatively poor nations struggling

for their economic uplift,

Channels of Foreign Aid

The foreilgn aid or external assistance means the
explicit transfer of real resources between countries on

a concession8l basis, There are two channels of foreign

aid by which a country can secure the external assistance.
The two channels of foreign aid are - bilateral and

multilateral channels. If the aid is given by one country

to the other i.e. inter-governmental lending then it is
said to be bilateral channel. On the other hand if the
lending is through the international agencies it is

multilateral channel. The two channels of foreign aid
have their own merits and demerits, The channel of the

aid has a lot of impact on the nature of aid, so it would

be essential for our purpese to analyse the positive and

negative points of these two channels.

The bilateral aid was severely criticised in 1960's
and serious doubts have been raised about its effectiveness
and true development promotion character. The first draw-
back with the bilateral aid is this that the aid through
this channel is with political strings and designed to meet
the ends of cold waryrivalry. The two blocks of the world

U.S.A. and U.S.S5.R., are politically motivated to impress



the developing nation in their own support. The another
criticism is regarding the real value of aid. The real
value of the foreign aid through this channel is much
less than the nominal velue &8s the aid is source-tied.
The prices of the products or machineries (which the
receiver country procures from this aid) is higher in the
markets of aid donor country. So in this way the basic
objective of aid is promotion of export industries of the
donor country. Moreover the bilateral aid tends to
influence the development plans of the recipient country
along the pattern more consistent with the national
interests of the donor country. Thus it is said that the

bilateral aid channel is alleged to exact quid pro quos

in the political as well &s economic fields.

The shortcomings of the bilateral aid channel gave
rise to an antithesis in the form of another channel of
aid known as multilateral aid, In multilateral aid the aigd
is given through various international agencies such as
International Bank of Reconstruction and Development (IBRD),
the International Development Association (IDA), the
International Finance Corporation (IFC}. It is assumed
that the aid through multilateral agencies is free from
tstrings' and also bring in a more 'systematic and

equitable distribution of the aid burden itself!,

Practically if we analyse the operations of multi-

lateral aid, it has also got its own shortcomings., The
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first criticism against it is this that these agencies

tend to apply stringent and monetary criteria, which is

sometimes extremely narrow and irrelevent principles, in

judging and influencing economic development plans and

thus their operations become limited,

The second drawback with multilateral aid is
regarding political strings, These agencies have a strong
impact of advanced countries in their operations as the
rich countries share of donation is very high. And the
decision making power is concentrated in the hands of
rich nations only. Further, these agencies lack trained

personnel and official organisations for expert scrutiny

of the proposals of and evolving and rendering coherent

plans to the recipient country.

Lastly these multilateral agencies do not have
adequate funds at their disposal. For instanc% of the
total net financial flows from all sources to the
developing countries during the period 1960-67 estimated
by the Development sssistance Committee at g 78,3 billion,

the share of multilateral agencies came to $ 5.2 billion
or only 6% of the total.

We have seen the shortcomings of both the channels,
In the present context there is an increasing awareness
that the bilateralism needs to be reformed rather than

completely switched over to multilateralism., A good deal
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can be achieved through multilateralisation.

The Role of Foreign Aid in Context of Economic Growth
in India

The foreign aid has its international ¢character,
By nature, it is explicitly the transfer of real resources
between countries on concessional basis. On the other
the flow of private foreign investment is motivated by
normal commercial calculus of profit and loss and does not
contain an element of aid and concession by any criteria.
So in the present context we are considering only those
aid disbursement by governments or other official entities,

Whole disposition is decided outside the normal commercial

frame of trade and investment,

India received the foreign assistance either in

Q)

the form of grant or aid. We grants as resource transfers

without any quid pro quo.——The grant leaves no backlog

of debit services and therefore, this is a more useful

agent of aid. It 1s important to mention here that after

the first plan there has been a sharp decline in the
percentage of grants to the total external assistance
received by India, from 34L.8 per cent at the end of First

Plan to 3.7 per cent during the First Plan,



TASLE III(1):

Share of Grants in External
Assistance to India

(Rs in crores)
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Period Total Grants Share of
External grants

Assis- in total

tance external
assis-

tance(%)
1. During lst Plan 3177 110.6 34.8
2. During <2nd Plan 2252.6 253.0 19,2
3, During 3rd Plan 4531.0 167.0 3.7
Lo 1966-67 1131.4 97 .1 8.6
1967-68 1195.6 607 5.1
1968-69 902.6 65.2 7.2
1970-61 791.3 43.5 5.0
Total 11978, 6 823, 2 6.9

Source: Economic Survey 1971-72
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If we take the situation of grant in international
scene we find that the decline in the share of grants has
not been so steep; it has registered a fall from nearly
62/ (¢ 3881.5 million) of the total bilateral and multi-
lateral aid ($ 5,860.7 million) in 1964 to 48% (& 3418.0
million) of the otal (# 70.94.9 million) in 1968.° This
is understandéable because of large commitments aof military
assistance and defence support of the United States, who
remains the major donor cCountry in the world ever since
the inception of the doctrine of foreign aid. Still U.S.A.

plays very important role in granting loans and grants to

the third wcrld countries,

Loans have three salient features, e.g,, maturity
period, grace period and coSt of loan. By examining these
three features of loan we may conclude the nature of the

loan. The maturity period which is also known as

amortization period is the period for which loan is made,.

If the maturity period is long, it is not burdensome for

the recipient country. The second feature is grace period -

the actual period from which the repayment of the loan

starts. The cost of loan means - the rate of interest at

which the loan is given., For soft loan, the maturity and

5. Hawkins, E.K., "The principles of Development Afid",

Penguins, 1970. -
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grace period is long and the interest rate is low. And

if the maturity period and grace periocd is short and the

rate of interest is high - the loan tends to be hard loan.

For our purpose, important countries which share
most of the loans to India, like U.S.4., U.S.S.R., U.K.,
Japan, West Germany have been taken into consideration,
It is essential to examine the terms and conditions on
which the loan was sanctioned to India. The extent to which

we witness political strings is alsc important. Aafter

analysing the terms and conditions I have tried to derive

a relationship between economic growth and external
assistance,

It is needless to say that the foreign assistance

from various countries gave basic foundation to various

sectors of the economy. The heavy industries like Iron

and Steel industry's set-up was possible due to foreign

collaboration only. The United States helped in stimu-

lating pump priming prcjects like education, health,

sanitation and railway development, The development of

intermediate industries gave a strong footing to the heavy
industries in India, But before deriving a relationship
between economic growth and external assistance it is
essential to examine the variations amongst the three
features of loan which vary from country to country, It
is important to mention here the loans which are repayable

in local currencies of the recipient Country are also soft
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loans. The external assistance from U.S.S.R, could
stimulate our economic growth with a faster speed as

these loans were repayable in terms of rupees also.

Under the Bllateral Aid I have taken few major Aid
donor countries like U.S.A,, U.S.S.R,, U.K., West Germany,
Japan and some other countries which contributed in

accelerating India's economic growth.

U.S.A's Ald

U.S.A,, for the first time initiated in granting

external assistance to India. It started with lend-

lease arrangements during war and was followed by the
Marshall plan immediately after the end of the war. But
those were regional programmes and were confined to

Europe only. The announcement of the Point Four Programme
in 1949 by President Truman &nd the enactment of the act
for International development of 1950 lent U.S, aid
programmes on international character. The developments
of 1950 lent U.S. aid programmes an international outlook
and made them part of U,S. national policy. The Korean
war broke out in early 1950's shifted the U.S. foreign aid
efforts predominantly to the direction of military
assistance. It was only in 1956-57 when the U,S,S.R.
appeared in the foreign aid field that the problems of
development assistance evoked serious thinking and led to

systematic and purposeful planning in the U, 3.4,
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India received a total aid of § 8,802.92 million
(Rs.65,021.9 million) at current rates from U.S.A.

including the grants amounting to § 312,73 million upto

1969-70. The breakdown of the U.S. aid is as follows.

TABLE III(2): Category-wise Total U.S. Aid
from 1950 to 1969-70°

(In § million)

Sl. Category Aid
No.

1 Technical Cooperation 463,11 (a) Including g 617
) million payable

in rupees and

g 2791.49 million
in dollar. The
later consists of
g 2308,90 million
AID loans and

¢ 4,82,5 million
Exim Bank loan,

(b) Includes g 98.86
million from
other than U,S,
Govt, sources
e.g. U.S. Banks
(repayable in

dollars}.
5 Development Finan- 3408.49 (a)
cing
3, Wheat Loan/PL 480 4931,32  (Db)

8802,92 (c) Includes $312,73
million as grants.

1951-56 = 180.93
1956-61 = 92,63
1961-66 = 35,72
1966-67 =  2.65
1968-69 = __0.80

312,73

6. Source: Ministry of Finance, External Assistance

1968-70.
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Technical Cooperation of U.S.A.

The Indo-US technical cooperation programme was
for the first time started ih 1951 with underlying four
objectives .. Firstly, the use of foreign technicians and
experts, secondly the provision for specialised training
abroad for Indians, thirdly the procurement of demonstration
equipment not available within India for pilot projects,
And finally the payment of costs for contract services,
If we look at the statistical part of the implementation
of Indo-US technical cooperation programme the services of
1958 experts and training facilities for 5104 Indian
nationals in U.S.A., and other countries were provided upto
The I.I.T. Kanpur was also assisted under this

1969-70.

programme, Various éagriculture universities, eradication

of malaria and promotion of family planning programme

were also done. U.S.A. provided technical cooperation to

India in terms of loans, grants and technical support

activity.

Development Financing

In a developing country the stress is given on
establishment of heavy industries like Iron and Steel

industry. India had very sad experience in getting aid

for the establishment of key heavy industries with UeSe

collaboration. A small portion (@ 88.86 million) provided

under development financing relates to development

assistance loan. Upto June 30, 1954, development assistance
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was entirely in the form of grants and thereafter provided
mainly as loans. The loan position is repayable in

Dollars or Rupees at India's option ad carries an interest
of 4% if repaid in rupees and 3% if repaid in dollars, The
grace perioa of Development Assistance lozn is four years
(which is very short) and the maturity period is spread
over 36 years. This assistance has been mainly utilized
for irrigation, river valley projects and Delhi Thermal

plant.

Further, an additional dollar aid of § 18,32
(Rs.137.4) million was provided &s loan from Asian
Economic Development Fund for Orissa Iron ore project
carrying an interest of 3.5% per annum with zrace period

and maturity period of 3 years and 31 half-yearly

instalments respectively. The development loan fund

(D.L.F.,) which is an &utonomous U.S. Government Corporation
granted loans amounting to # 510 million (Rs,3825 million),
These loans are also repayable in rupees with interest
rates ranging from 3.5 to 5.75 per cent per annum and

maturity periods from 5 to 20 years,

The Agency for International Development (AID)

constituted on November 3, 1961, under U,S. Foreign

Assistance Act of 1961. Indla was provided A,I.D, loans

amounting t,o S 2308.9 million (R301731608 million) upto
1969-70. The maturity period of A,I.D, loans is 40 years
including & grace period of 10 years, The loan is

repayable in Dollars at interest rates ranging from 3/&%
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during first 10 years anc 3/4% during remaining 30 years

to 2% and 3% per annum respectively. Most of these loans

were extended directly to private concerns and other

corporate enterprises,

The D.L.F,/A,I,D., loans totalled $ 2818.9 millicn
(Rs.21,141 million) upto 1969-70, And these loans were
extended in public sector mainly for development of
railways and power projects and strengthening of Inter-
national Credits and Investment Corporation of India and

National Smé&ll Industries Corporation of India,

On the other hand loans were granted toc private

sector also. The loans were given to various concerns

in cement, refractories, automobiles and chemicals and

transport enterprises. The important receivers of the

U.S. aid under this programme in Private sector are -
Delhi Cloth Mills Ltd., Premier Automobiles Ltd., Napco
Bewel Gear of India Ltd., Tata Locomotives and Hindustan

Motors. Nearly 64% ($ 1783,.2 million) of these loans

catered for maintenance imports. The U.S, Exim Bank

started giving loans to India from 1957-58, The total

loan given upto 1969-70 amounts to $ 482.59 million

(Rs.3619.4 million). The current Exim Bank loan carry

an annual interest of 6% plus 1/2% commitment fee on
undisbursed loan amounts in public sector and an interest
rate varying from 5%% to 6% in private sector. The grace
period is 2 to 7 years with & maturity period 12 to 16

years., The loan is repayable in dollars only.
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The biggest drawback with the U.S. Exim Bank
loan is that the loan is source-tied, India can only
purchase U,S. made capital goods. Nearly 55% of these
loans (@ 270 million) have been authorised to the Indian
Government for procurement of miscellaneous capital

equipment popularly known as general line of credit.

The remaining loan which totals § 212,59 million
have been granted for specific projects, g 106.08 million
in the public sector and § 106,51 million in private sector,
The main beneficiaries of the project loans are: Diesel
Loco Works, Varanasi (g 48.75 million); Air India
(¢ 57.33 million) in the public sector; The Coromondel
Fertilizers (§ 27 million); Orient Paper Mills (g 18.5
million); Hindustan Aluminium Co. (§ 18.5 million) and
Union Carbide (g 7.59 wmillion) in private sector. Need
not to say that with this U.S. Exim Bank loan the

intermediate industries could flourish in India.

Wheat Loéan

U.S. assistance happened to be life saving in
nature - it is sald due to wheat loan only India faced

many droughts and floods during the period of 1950 to 1970,

The wheat loan of 1951 marks the beginning of the
programme of U.S. A1d to India. The wheat loan totals
4 189,66 million, wés used to procure two million tons of

wheat to meet an acute shortége of food grains in India,
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The loan is repayble in dollars and carries an interest
of 2,5% per annum, The repayment of the wheat loan was
scheduled tc start on June 30, 1957. But due tc serious
foreign exchange crisis faced by Indian economy in 1957-58,
the U.S. government deferred the 18 semi annual instalments
of interest and principal due from December 31, 1958 to
June 30, 1967. This deferment resulted in extending the
present terminal date of payment from June 30, 1986 to

June 30, 1995 without any additional interest on account

of this deferment.

PL 480

The public loans 480 and the Food for Pegce
Programme for disposal of U.S. surplus agriculture
commodities under PL 480/665 India received nearly g 4710.42
million (P 4642,80 million under PL 410 + $ 67.62 million
In fact during second plan period PL 480/665

under PL 665).
assistance constitutes as much &s 75 per cent (g 2410.07

million) of the total $ 3212,69 million U.S. aid.

Under section 402 of ?L 665, large quantities of
wheat and cotton costing g 67.66 million were purchased
during 1955-57. Of this $ 41.3 million have been provided
under Development Assistence Loan and the balance of

¢ 26,36 million under Technical Cooperation progremme,
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Concluding Analysis of U.S. Aid to India

The U.S. aid to India has attracted many severe
criticism from leftist block of the country. The biggest
criticism against the U.S. aid is about its nature. It
1s said to be hard loan to India, The terms of lo&n are
hard in neature. Excepting imports under PL 480, the set
of financial condition and the set of foreign exchange
condition attached tc U.3. ad loans are strict. The
inflow of foreign aid resources, according to Lester B,
Pearson, in his report on Partners in International
Development, made a very substantial contribution to
Indian economic growth and industrialization, mainly by
relieving the foreign exchange constraints and permitting

higher investment and better utilization of capacity than

would otherwise had been possible.7

The biggest drawback is this that the U,S. aid is
source-tied. The price level of equipment and plant in
U.S.A. companies vary unfavourably with other European

countries and Jepan, But as the aid is source-tied - India
was bound to purchase U.5. made equipments and plants,

might be at higher rates &s compared to other countries,

The risk of dictation of collusion monopolistic
prices under such tying cannot be ruled out. This under.

mines the real value as compared to the normal value of

aid.

Brojindra Nath, "Foreign Aid to India", Agan

anerjee,
7. Baner] Delhi, 1977, p..116, -

Prakashan,



In fact, the aid of this kind promotes the export
of American industries. The inflow of aid under such
conditions tend to subsidize indirectly American Export

industries and seem to exact in advance economic quid pro

quos.,

The assistance under PL 480 assistance is also not
without hard elements. It is a sort of dunmping programme
necessitated by the requirement of disposal of accumulated
farm surpluses in order to support farm prices in U.S.A,
The another advantage which U.S. government could take
out of PL 480 assistance was in terms of high charges of
freight of U.3. shipping concerns. The wheat was to be

brought only in U.S. ships and the freight was comparatively

very high.

Besides nearly 20% of assistance under PL 480
blocks free foreign exchange resources which would have
otherwise become available on account of U,S. government
expenditure in India and cooley loans. In the later paid
we notice a further hardening of terms on PL 480 assistance
e.g. raising the interest rates and making the counterpart
funds increesingly convertible in foreigh currency. Thus
y.S. aid loans are costly to India in one sense. Barbars
ward has rightly commented "They (U,S, loans) do not
constitute an aid in any direct sense., They are exports

credits for the donor country. To call them 'aid'

stretches the word until it is almost deprived of meaning"s,

Ward, Barbara, "India and the West", Publication

8.
pivision, 1965.- :
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The U.S. aid is mainly linked to fooa supplies,
maintenance imports and equipment for transport and
infra-structure like health and education. For the
national development it is essential to establish capital
goods producing industries, The U.S. capital flows do not

promote the establishment of capital goods producing

industries and consequently the economic independence of
India,

The structure and direction of U,S. aid tend to

maintain status guo rather than foster the rapid indus-

trialization of the developing nation like India,

Out of total U.S. official capital flows upto
1969-70, nearly 567 are on food imports, 39% on development

financing and 5% on technical cooperation.

The U.S. capital flows finenced mainly the irrigation
and river valley projects, power projects and transport,

and a few intermediate industries like motor vehicle

production.

It is important to mention here that the U,S.
government stubbornly refused the Indian government for the

establishment of steel plant in public sector in spite of

continuous efforts of the government till 1942,

In the words of Barbara Ward the U,S., economic
support to Indian Plans has been in the "spirit of preven-

ting the worst but not in the Marshall spirit of ensuring
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the best"’,

The U,S5, foreign aid is alsc not without political

strings. The suspension of U.S, aid during Indo Pak War

in 1965 and 1971, President Johnson's four month delay at
the end of 1966 in sanctioning PL 480 agreement with India
who badly needed food imports at that time and the
conditions imposed in 1965, that India must pay in foreign
currency the entire cost of PL 480 freight not just 50%

as previously, are cited as instances proving political

strings in U.S. ald. Barbara Ward says in this connection,

the American economic aid to India has been channeled

through the "harassing and humilating route of three steps

1
forward and two back™ O.

And there are certain other criticisms also

regarding the U,S. aid to India. But we should not forget

that after independence India had to explore its resources

by fostering the rapid industrial develcopment. In that

context the U.S. aid has a deep and profound impact on

Indian planned development ef forts,

The credit of initiation of granting aid for the

first time goes to U.S.A, only in 1951. In 1351 India

could get external assistance from U.S.A, which was followed

9. Ward, Barbara, "Indla and the West", Pub. Div., 1965,
pp. 212. -
10, Ward, Barbara, op. cit., pp. 212,
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by several other countries in the later stage. The .S,
aid has been in large doses - upto 1971-72, the U,S.A.
authorised aid totealling Rs,5040.6 crores against the
total authorization of Rs.10,279 crores from all sources.
In other words the U.S.A. alone contributed 50% of the

total world aid authorised to India upto 197172, ']

The U.S. aid has played critical role in India's
resource mobilization efforts, The U.S. aid is havine life

saving character. It could provide food to millions of

drought and flood hit hungry masses in India,

The food grain imports under PL 480 enabled India
to stave off starvation and contain inflation within
manageable proportions, which happened to be a recurring
feature due to repeated droughts severely depressing economy,
India could overcome serious balance of payments ang

foreign exchange crisis developed - intermittently in her

economy during the sixties. Barbara Ward says "India has

been bailed out from c¢rises to crises during sixties" by

the U,S. economic assistance,

No doubt, India had to face several times political

and economic unstability in the nation due to this U, S,

external assistance.

In spite of the contention that U,S., economiec ajid

has been inimical tc the establishment and growth of heavy

11. Economic Survey 1971-.72,
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industries in India, 1t has to be recalled that the
generous magnitude of U.S. economic aid made a very
sizeable contribution to the development of irrigation,
agriculture production capacity, power projects, transport
and communication development, and intermediaste industries
promotion. The break through in agriculture has imparted

the impetus of self reliance to the economy., The develop-

ment of intermediate industries has provided a platform

for the heavy capital industries. The U,S. contribution

to the development of India's intrastructure and technology

has also been no mean and the pay off from these long terms

objectives is now clearly visible.

But in the later part the percentage of U.S. ald to

Tndia has been continuously decreasing due to seversl
Firstly U.S.A, had to face 'Dollar crisis'.

reasons,

Their own economy was not stable. 3o they reduced the

quantum of aid to other countries., Secondly President

Nixen's attitude towards India was also not favourable,

India's growing terms with U.S,S.H. also contributed to
U.S. anti-Indian attitude,

Thirdly India's continuing diminishing requirements
of cereal imports and likely elimination of PL 480 import

from 1973-74. Lastly India's determination to achieve

rapidly self-reliance and self-sustaining growth and
progressively reduce her import bills dependence on foreign

loans which, no doubt, contain howsoever implicitly
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economic and political strings and leave a mounting

backlog of debt service charges,

Foreign Aid to India from U.S.S.R.

Bhilai Steel Plant gets the first credit of aid

in developing the public sector but a capital intensive

industry like steel. 1India got the assistance of

Roubles 122,36 million (Rs.1,019.6 million) from U.S,S.R,

for Bhilali steel Plant., The credit authorised by U.S.S.R.

upto 1970-71 totals to Rs.739.6 crores which in comparative
terms comes to less than 95 of credit of Rs.8,640.5 crores
including PL 480 loans or over 12% of credit of Rs.6,121.7
crores excluding PL 480 loans authorised from world sources
anc nearly 15% of U.S. credit of Rs.4,850.6 crores including
PI, L8O loans or nearly 32% of U.S. credit of Rs.2,341.7
crores excluding PL 480 loans authorised during the same

1
period. 2

Although U.S.S.R's assistance to India started late
and having low magnitude but it has & unique distinctim
of making extremely favourable impact on India's economy
due to its character and direction. Pandit Jawahar Lal
Nehru's intimate relations with Khrusch%fh resulted in very

good tie in the context of the public sector's development

in India. Mrs, Indira Gandhi, in the later part could

12. Economic Survey 1971.72,
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manage to get the favourable response from U.S.S5.R. in

fostering the economic growth.

The most important characteristic of a loan is its
cost at which it 1s taken. It is needless to say that the
Soviet terms and conditions of the loan are much lenient
than United States, The rate of interest is low and the
loan is repayable in rupee also. The Soviet credits are
soft, the interest rate is 2 to 2,5% per annum, the
repayment of the loan is tc start after campletion of
delivery of equipment, the maturity period being 12 years
and the provisions are usually generous for the training
of Indians for operating the plants. Apart from these
easy financial conditions, the Soviet loans are repayable
in rupees through export of Indian goods and thus these
loans do not strain India's foreign exchange pesition but

it also stimulate the exports of the country,

Secondly the U.S.8.R's loans are historically very

importent for India. Soviet loans were given to India vh en

she had no alternative except to depend on the west. India

had draw complete blank with the capitelist countries of

the west for their assistance in establishment of industries

producing capital goods. The Soviet assistance helped
Tndia in launching a big programme of the construction of

heavy and core industries which would generate multiplier

effects in the economy,
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Thirdly the Soviet assistance gave moral Courage
tc India and strengthened its bargaining power with the
west, This resulted in softening of the terms and
conditions with the capitalist's loan. West Germany and
U.K. granted loan to India on easy terms after the U.8.5.R.
The Soviet assistance was predominantly in the public

sector which has been almost & bug bear to the western

countries. It helped India in developing a potent public

sector as a counter velling force against the predomi-

nating internal private monopolies, The basic concept of

government of believing in socialism could work out in a

better way.

U.5.5.R. has granted assistance to mostly the

public sector undertakings. The important Soviet aided

projects are steel plant of Bhilai and Bokaro, Heavy

Machine Building Plant at Ranchi, Coal Mining Machinery
Plant at Durgapur, Heavy Electrical Plant at Raipur, 0il
Refineries at Baraunl &nd Koyall, Power plants at Korba,
Neyveli, Singarauli, Bhakra and lower Seleru, oil explo-

ratigdn at Cambay and other areas and Drug projects,

Russia has given grants also to India. U,S,S.R.
has authorised by way of grants worth Rs.27.4 million
(Rs.12.4 million for the Central Mechanised Farm, Surat
carh and Rs.15 million for five other Centra] State Farms)

for agricultural machinery; Rs.5.7 million for equipment
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for the I.I.T. Bombay in addition to the technical
assistance. Further for vaccine worth Rs,68.38 million
for small pox eradication was given to India. The
complete cost of equipment, apparatus, drugs, ambulance

and Soviet specialists for the Kalawati Saran Childrens

Hospital, New Delhi was also granted,

The significant role played by U.S.S.R. in fostering
the economic development cannot be overlooked when we
analyze the overall development. The heavy and core
industries provide a solid foundation for the development,
The development of agriculture is very essential in India
with the help of technical innovations in the specific
India does not have the shortage of land and

fields.

manpower, But what is required is the technical skill
and modern equipments, better seed and fertilizers, irri-

gation and rural electrification to achieve the target

of bumper harvest. The Soviet assistance has shown us a

way with latest appropriate technology for agriculture

and now we have to utilise it in the best possible manner
to provide food for our masses,

Fourthly we can well imagine the shortage of foreign
exchange reserves had there been no Bhilai and Bokaro steel
plants. These two heavy industries could help us in
saving great amount of foreign reserves and at the same

time we could establish the capital intensive industries

in the nation.
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External Assistance from U.XK.

United Kingdom also contributed through foreign
aid in our heavy industries angd other sectors of the
economy. U.K. for the first time gave us the foreign
assistance in 1951 in the form of greants for technical

assistance under the Colombo Plan. Since the formation

of Aid Indisa consortium, Britain has been extending long

term loans to India.

The importent U.K. aided projects are - steel plant,
Durgapur; Heavy Electricals, Bhopal; FACT, Alwaye; Ropeways
of Coal Board; 0il India; Sulphuric Acid Plant at Sindri

and Security Paper Mills at Hoshangabad,

The 70% (£ 291.5 million which equals Rs, 5247
million) of the total aid was assigned for non-project use
and 30% of the total ald which amounts to be £ 419 million
(Rs.7542 million) was for project use (Rs,2295 million or
£ 127.5 million is 30%). U.K. has been one of the first

consortium countries to appreciate the importance of non-

preject tied aid. The non-tying aid helped India to use
these loans for various crucial purposes, particularly for

balance of payments and debt relief assistance,

The interest rates on U,K, assistance was originally
i per year. But on the consequence of consortium meeting
of June 5, 1963, the British government decided to waive

jnterest charges for the first 7 years on these loans
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given after this date. This waiver reduced the effective
average rate of interest from about 6%% to 3%%. Commencing
with the general purpose loan, no interest is payable on
British loans signed on Qctober 20, 1965. So the terms

and conditions of the British loan is softened and reached

the interest free stage with maturity of 25 years including

a grace perica of 7 years,

Referring to the grants aspect U,K. has provided
India grants totalling £ 1.73 million (Rs. 31,1 crores)
upto 1969-70 under the Colombo Plan and the grant is
mainly for technical assistance, provisions for equipment
and books for various sclentific and research institutes

/”\

jncluding I.I.T. Delhi is made, Moreover, provisions of

nearly 306 British expeérts in the technology and for the

development of training centre is made. U.K. provided

grants through the Aid India consortium as £ 2,7 million
in March 1969-70 for imports of wheat’from Aregentina;

£ 1.2 million in 1969-70 was given for import of wheat
under food aid programme for three years U,K. also
contributed in the form of gift of fertilizers worth

£ 120,000 since 1967. So in this way the contribution of
U.K. in agriculture and industrial sectors is valuable.
Apart from technical help U.K. has also provided non-project
aid which India has used in the critical years of the

actual shortage of foreign exchange reserves,
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Aid from West Germany

The next important country to be mentioned here
is West Germany., The first drive of foreign aid of West
Germany was launched in 1958 with the agreement of
Rourkela Steel Plant and it totals upto 1969-70 to

D, Mark 4755,16 million (Rs.9743.6 million at current

rates). The West Germany's cash assistance upto Second

Five Year Plan was DM 1,176.56 million (Rs, 2,410.8

million). India could use this assistance in strengthening

its foreign reserves position.

Moreover, an increasing trend of linking credits
to projects and programmes since 1963-64 is clearly
The West Germany has assisted India in various

visible.
Some of the important projects are Rourkela

key projects.
and Bhadravati's Steel and Iron Projects, Tata Engineering
and Locomotives, Kalinga Pig Iron Works, Neyveli Lignite

Corporation, Rourkeléa Fertilizer Plant, Neyveli Briquetting

and Carbonisation Plant and Hindustan Shipyard.

The terms and conditions of German loans are

considerably softened over recent years. The interest

rate was 3% per yeer with the maturity of 25 years inclusive
of 7 years grace period until 19684, In 1969-70, these
terms have been made further softened with a lower interest
rabe of 2%% per year and maturity period extended to 30
years including & grace period of 8 years. The debt

relief has been also provided by lowering the interest
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rate on earlier loans ang refinancing the debt repayments

The technical assistance of West Germany amounts
tc Rs,.38.6 million on June 30, 1969 for 1.I,7T. Madras,
Machineries and services worth Rs.10.71 million were
provided for Protctype Centre, Okhla, For the agriculture
developmental projects Rs,1.75 million Were provided for
fertilizers and agriculture machinery upto 1969-70. The

T.V. Centre, Delhi was given equipment fmounting to Rs.1,97

million,

In nutshell we can analyse that the German aid was
in terms of cash and techniceal assistance which could
provide agriculture machinery equipment ang fertilizers,

At the same time the heavy industries like steel plants

were also assisted., In context of transportation the

Hindustan Shipyard and in communication the T.V. Centre
of Delhi could reach to its heights due to German colla-

boration only. These projects were assisteg by West

Germany which lead to & way of development with higher

economic¢ growth.

External Assistance from Canada

Canada started economic assistance t¢ Ingja right
from 1951 as a participant of Colombo Plan scheme and later

in 1958 extended it as one of the founder members of 'Ajg

India Consortium'.
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Canada's assistance is mostly in terms of grants,
Canada has given nearly 62% of the grants (Canadian
Dollars 568.60 million) and only 38% (Canadian Dollars
342,26 million) in the form of loan. This Canadian grant
was very useful to India during the period of foreign
exchange crises. Secondly the 50% of the Canadian loan,
C.2 118.26 million upto 1968-69 are theo mediun terms
ECIC (Export Credit Insurance Corporation of Canada)
credits, and carry an interest of roughly 6% with maturity
period of 15 to 20 years inclusive a grace period of 3 to
6 years. The assistance to the tune of C.§ 3,921 million
has been provided during the three year 1968.71 by way of

debt relief and cash asslistance to offset interest Charges,

The remaining approximately 50% of the loan
{C.g 120.70 million) upto 1968-69 are long term devel opment
loans for project and non-project purposes. These loans
are repayable over 50 years inclusive of a grace period of
10 years and carry a service charge of 3/4% and a commitment
fee of 3/4% which have also been abolished since April 1966,
Thus, these Canadian loans are now free of charge e,g, the

cost of loan is zero. Canada has also provided technica]

assistance upto 1969-70 in the form of services of 78

Canadian experts and training facilities to 1,128 Indiens
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External Assistance from Janan

Japam joined the race of foreign aid to India in
1358, 3ince 1958 to 1969-70 it amounts to 186, 21 billion
Yen (Rs.3864.6 million at current rates). The interest
charges range from 4 to 53% per annum ang maturity period
from 10 to 15 years with a grace period of 3 to 15 years,
The supplier's credit of Japan was extended to Indja
totalling Yen 1,693.05 million upto 1969.70 made available

directly to Indian importers for purchase of textile

méchinery, ships and capital goods. The credit under

suppliers credit scheme of Japan carry an interest upto

6% with maturity period of 5 to 10 vears., The Japan loans

have been used for the import of non project items like
transmission equipment, electrical goods, trucks, tractor
components and to finance fertilizer and chemicaj
projects, power prejects, alloy and foundary projects,
The technical assistance of Japan provided 90 experts

from Japan to India and 416 Indian trainees were sent to

Japan for technical training upto 1967-.68.

Multilateral Aid Channel

Apart from these major donors of the external

assistance many countries have provided assistance to

India either by way of loans or grants, The Internationay

Bank of Reconstruction and Development (IBRD) has also
provided Yen 1’01;.7.65 million (RS.'?SS?.L million) at

current rates uptc 1969-70. But the lending terms of
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IBRD is hard in nature as it operates on commercial basis.
The World Bank (IBRD) acts as a link between the borrowing
country'!s government and lending country's government, The
loans of the World Bank carry interest Charges at the rate
of 7% per year. The maturity period varles, of late it

hes been 25 to 30 years with a grace period of 5 to 10
years,

Before coming into the details of the World Bank
loan I would like to introduce another important agency

International Development Association (I,.D.A,) an affiliate

of the World Bank. I.D.A., was established in 1960. The

loans which India has received upto 1969-70 from I,D,A,
amounts to $ 1,127,633 million (Rs.8457.2 million at current

rates). These loans are scft termed loans. The loans are

repayable in foreign currency; except a services charges

of 3/h of 1% per year. The loans are interest free and
after a grace period of 10 years the principal is repayable

at the rate of 1% per year for first ten yesrs and 3% o

year for the succeeding 30 yvears, 1India has used
approximately 50% of I.D.A. loans for import of maintenance
jtems and the rest for highway construction and improvement,
tube-well irrigation, irrigation projects, fooa protection

and drainage power expansion, telecommunication ang railway

development.

The other countries which have provided foreign

assistance to India are given in Table No. ITI(3).
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Aid from Other Countries to India
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Assistance upto 1970-71

g;. Country
Loans Grants Total
Consortium Members o
1 Australisa 13.2 12 20.4
2, France 125.6 - 125.6
3. Italy 104.2 - 104.2
L. Netherlands 5545 1.4 56.9
5. Belgium 16.9 - 15.9
6. Denmark 10.4 0.8 11,2
7. Sweeden 9.7 6.5 16,2
8. Norway - 6.9 649
East EBuropean Countries and Others
9. Czechoslovakia 58.7 Oudy 59.1
10. Yugoslavia 54.0 » 54,0
11 . Switzerland 22,9 - 22,9
12. Poland 22,5 - 22,5
13, European Economic Community - 3.8 3,8
14, New Zealand - 4.0 4e0
15, Hungary 0.7 - 0?7
15. Bulgaria 0.4 - 0.4
17. Aystralia - 21.9 51.9

Source: Bconomic Survey - 1971.72,
of assistance upto the end of third plan is

calculated at predevaluatién rates and there-

after at post-devaluation rates,

The annual amount
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The second channel of the external assistance is

multilateral aid. The World Bank has provided upto
1969-70 the total § 1047.65 million (Rs. 7,857.4 million

at current rate). The terms and conditions of the World

Bank lending is hard as it operates on commercial basis,
The main advantage of World Bank loan is that these are
not source-tied, and can be used to procure capital goods

services through competitive tendering from any of

the Bank's member countries (and also Switzerland), So

the real value of World Bank's credits is higher than

those received through bilateral channels like United

States of America. The assistance of World Bank has been
used by India largely fer development of steel plants,

railways and communication, power generation and trans-

mission and other industries (including loans of ICICI).
The World Bank has &lso provided grants tctzlling § 1.20
million for foreign consultants and to meet foreign

exchange component of certain technical studies,

The International Development Association (I.D.A.)
has provided India upto 1969-70 the sum of § 1127,63

million (Bs.8457.2 million at current rate). The terms

and conditions of IDA is soft. Nearly 50% of the IDA loans
have been used by India for import maintensnce items ang
the rest for highway construction and improvement, tube

well irrigation, food protection and drainage etec.
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The Financial Terms of Foreign Loans

The debt service charges and amortization payments
constitute a heavy financial burden on the recipient
Country and uncater its external viability., 1In India's
case Table III(4) shows that this burcen has increased
alarmingly from 23.8 crores during First Plan to Rs.450
crores in 1971-.72. This is visualised to further rise to

Rs,650 crores by the end of Fourth Plan,

TABLE III(4): India's External Debt Servicing Burden

(Rs. in crores)

Sen  pmmeme D
First Plan 10.5 13.3 23.8
Second Plan 5 T 64, 2 119.4
Third Plan 305.6 237.0 5,2.6
1966-67 159.7 114.8 74,5
1967-68 210,7 122,3 333.0
1968-69 268.5 144.0 £12.0
1970-71 289.5 160.5 450.0

gource: Bconomic Survey 1971.72
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If we look at the world wide Situation, the
external debt of developing countries rose Dy nearly
114% during 1961 to 1967 i.e. from ¢ 21.6 billion in
1961 to § 46.2 billion in 13967. The interest apng
amortization payments increased from g 2,3 billion in
1361 to § 4 billion in 1967; these are further likely to
increase to $ 10 billion in 197513 or we can say out

strep the current public aid flow of $ 7194.9 million in
1068 by nearly 50%.

It is important to mention here that the lending
terms of U,S.A, are comparatively hardest in the world
and it allows no relaxation while the British terms ang
conditions have been improved during sixties through
increasing the share of interest free loans and extension
Secondly it has been urged that

of maturity period.
respource transfers from developed countries should be on

more concessional basis. The magnitude of grants should

be increased in the foreign economic assistance; for

foreign loans the rate of interest should be lowered to

2 and 2%% and the maturity period extended from 25 to

LO years,

Tying of Foreign Aid

There are two types of restrictions attached to

aid flows, One is procurement tylng and second is project

., "Debt Repayment b
3. pa Costa, G.C., x payment by Developin
135 gountries"' Econemic and Political Weekly, Aﬁnual

1970..

Number,
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tylng. The procurement tying restriction Considerably
reduces the real valye of aid flows by tying thenm to
purchases in the donor Country and preventing the recipient
Country to use them for procurement of €quipment, plant

and services at competitive world market prices, The
second restriction i.e, the tied loans constitute a draw-
back in utilization of the resource transfer, the project

designing and preparation of layout etc, being obviously

a time consuming process. So the short falls between the

amounts of aid authorised to and thos actually utilized by
developing countries is a commonly visible feature, 1In

Indian cese Table ITI(5) depicts the picture clearly,

External Assistance Authorised to and

ABLE III(5):
L Utilized by India*

Tt ™ S e
srante B oans col! 2)
665 etc,

; ) 3 L 5
1,  Upto III Plan 5711.6 4508.8 1202,8
5. 1966-67 1506. 5 11314 3954
;. 1967-68 718,8 1195.6  -476.8
L. 1968-69 946.8 902.6 b, 2
5. 1969-70 634.3 856.3 .222.0
6. 1970-71 761.9 4k 9.5
Total 13564, 1 11978.6 1585, 5

1971.72, Conversion in r
*Economic Survey - n Tupees is at the
.predevaluation rate of exchange ypto the end of Third Plap
However, for the year 1966-67 ang onyarqs g well as fop
the totel 1s at the post-devaluation rages
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In Table III(5) we find a tremendous imprevement
in the utilization tempo of foreign reserve transfers by
India from 1967-68 onwards. This is due tec the reason

that India is keeping ready well conceived projects and

shopping list in advance,

The Pearson Commission has recommended that such
ties (restrictions) should not be attached to aid flows

so that a greater amount of free foreign exchange is mage

available to developing countries,

If we look at the facts we come across the conclu
sion that most of the aid has been given through bilateral
channel only and the bilateral aid cannot be without
political strings and economic stungs as well, The total
aid disbursements during the perjiod 1964-68 through the

bilateral and multilateral channels are given in Table

ITI(6).

It is observed from the Table (Table III(6) that
though aid flows from developed countries multilateral
agencies nearly doubled from § 374 millions in 1964 to
g 736 in 1967. These constituted only 10% of the total
aid flows and 90% continued to flow through bilateral

channels. 1In the later part believer of theories of

bilateral aid channel started supporting multilateral

channel of aid. But it also attracted a lot of criticism,

The basic criticism against multilaterism was due to the
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TABLE III(o): World Air Flows Durine 1964_68

(U.S. ¢ in million)

Year Total Official Total Official
Bilateral Aig Multilatera] Aid

(Net) (Net)

1964 5485.8 374,9

1365 5761, 1 451.8

1366 5913.,1 512,7

1967 6413,7 736.0

1968 6436, 2 658.7

Source: Héwkins, E.K., "The principles of
Development Aid", Penguins, 1970,

linkage between voting rights and contribution in the

international institutions. It resulteg into the monopoly

of rich naticns in these international institutims which
again introduced the 'political strings' in the operation.
The developed countries dominated in the institutions ang

get the decision making heavily concentrated with them

even in such world bodies. The repeated interferences

from the World Bank to coerce India into accepting the
dictates of western capitalist regimes in the pist is
the grosset example ol the doubtful neutrality of such
international bodies. The professed neutrality of multi-
lateralism thus comes to be adulterated with the partisan
spirit of bilaterism. Secondly the multilaterism

handicaepped by paucity of planning personriel ang monetary

3
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expert staff, suffers from dilatory and haltin. decisions

The multilaterisng came into lime light an antj.

thesis against bilaterism, In the Preésent stage as a

Compromise, the consensus now Seéms to favour the setting

of bilateral aid in the multilateral frame, 1p fact,
since early sixties vearious broad based groups have been
formed with developed countries as their members, These
groups are used as a common forum ang Coordinating agency

for providing bilateral aid, The famous amongst such

groups are: the Development Assistance Committee (D.A.cC,)
of the Organisation for Economic Cooperation ang Development
(OECD), the International Development Association (IDA):

and Aid India Club popularly known as Consortium, Severa]l

countries have also set-up a separate national agency

exclusively devoted to planning administering ang

implementing these 2id programmes e,g, the Agency for

International Development (A.I,D,) etc,

Indian Experience of Foreign Aid

In Indian case the experience of foreign aid has not
been altogether pledasant anc wholesome, Using external
assistance as a lever, India's arm hgg been twi steq time
and again in the past and attempts made to dictatge and
influence her national and economic policies, The moti-
vation of exacting quid pro quos implicit in the foreign
aid, her mounting debt service Charges, developing conflicts

and stress in the world aid flows ang jagt though not the
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TABLE III(7): Foreign Aid Utilized for India's
Development from April 1951 to

September 1971

Amount Amount Share of

Sl. ;
No. Source authorised utilized total
by aid by foreign
providing India aid uti-
source lized by
India
(Rs. in crores) (in %)
1. U.S.A. 7184 6784 56.3
2. World Bank and IDA 1764 1478 12,3
3. West Germany 1004 307 7.5
L., Britain 849 715 6.6
5, U.S.S.R. 1031 670 5.6
6. Canada 648 532 Lok
7. Bassh 372 328 267
g Italy 184 132 1,1
9' - 181 102 0.9
10. Czechoslovakia 97 66 0.6
11, Netherlands 76 55 0.5
12. Australia 63 61 0.5
13, Yugoslavia <2 22 0.2
15, Switzerland 3; 2 0'2
16, Belgium ga 59 0. 2
17, Austria *
’ s 26 14 0,1
18. Swe - 14 10 0.1
a
19. Denma 12 10 0.1
20. Norway
7 ealand 6 5 less 0.5
21, New than
13 . -
22. Hungary p
13713 11995 100.0

As given by Banerjee, Brojendra Nath, "Forej gn
Source: Aid to India", Agam Prakashan Delhl 1977, p.125,
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least the brightening up of her domesti¢ economy have

led the Indian planners to project & progressive reduction

in her reliance on external assistance compared to the

Third Plan, the foreign aid requirements net of debt

servicing (repayment and interest) are visualised to be

reduced to about half by the end of the Fourth Plan and

In short "self-help™

completely eliminated by 1380-81.

and 'inward oriented development strategy' to be the

dominant themes of the future economic development.,

Private Foreign Investment

go far we have peen taking the lending (of ficial)

he various countries, The private foreign investment

und the calculus of the profit is also

from ©
whicn moves aro
puring the

jmates of private forei

jmportant. premindependence period there are
gn investment in India

varying est

period. In the memorandwn submitted

during the pre-war
sociated Chamber

e British interests in India) to the Indian

by the As of Commerce (an organisation

representing th

y commission appointed in 1928, the foreign

tment in Indie upt

Statutcel
o 1930-31 estimated at

private inves

According to another estimate the total

£ 530 millionse

_— jpvestment in India just before the

foreign pri

of the second World War is placed in the region

outbreak
. 1
of Rs 8500 to Rs.9500 millions.
_/
Economic Bulletins for Asia and the

itEd Nat1003,
14. Un ¢ Vol. XXIII, No. 1, June 1962, p. 1.

Far B23%,
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In the post-independence period, the hopes of
Indian leadership that independence itself will r emedy
all the ills, were soon dashed to the ground. The influx
of 5 to 6 million refugees, loss of raw material and

surplus foodgrains producing areas to Pakistan, the steep ,

inflation in prices, and severe balance of payments

difficulties, ultimately leading tc rupee devaluation in

1949, developed strains after strains on national economy.

The relief, and that too for a short time, was provided

only by the Korean boom in 1950-51. There is no develop-

mentel activity in Indian economy worth mentioning during

this period.

In 1945's government jndustrial policy which

envisaged nationalization of a number of industries e.g.

coal, mineral, oil, iron and steel, transport in the

jnterest of co-ordinated development. The objective of

the government was 1socialism' after the independence

ana the government was determined to remove the disparities

mongst its masseS.

After the jndependence the Indian leaders came

agross realities and & need was felt for big resource
mobilization for launching Indian economy on & 'take-off'
to self-Sustaining growth. In the industrial policy of

1948 no stress wWas given on the nationalization of any

specific jndustry and rather conceded that the private

probably directed and regulated, has a valuable

sector’,
role to pigd¥-
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Pandit Jawahar Lal Nehru gave a statement in the
parliament on April 6, 1949 and assured of a liberal and
hospitable treatment to foreign private capital, main
features of which were: a non-discriminatory national
treatment to foreign interests, permission to send profits
and remittances aoroad as well as capital remittances of
concerns, if any coampulsively acquired; and guarantee of
fair compensation if and when foreign concerns are
compulsorily acquired. By 1953, it was generally conceded
that Indian terms for investment of foreign capital matched'

with code published by International Chaémbers of Commerce

1
in the U,S.A, >

This liberal government policy resulted into positive
gains, By end of 1956, outstanding foreign investment
totalled nearly Rs 478 crores and thus increased by 222

crores over mid 1948 which amounts to Rs.256 crores,

The net inflow of capital during this period of
seven and a half years was of the order of approximately
Rs.75 crores, Lf the single bulk investment of Rs.45
crores by oil concerns is taken apart, then the annual
average of outstanding investment and net capital inflow

during this period comes to nearly 29.5 crores and Rs.)

crores respectively.

15. Kidron, Michael, "Foreign Investment in India", Oxford,

1965.
: dron Michaeln "Foreign Investment in India®
Tos §;65, and also Jeisksff, Thomas E, , "Dependencé gggord,
Imperialism in India 3 in Friedman E Seldon M, (eds.),

nImperialism in India",
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Further in 1951 and 1953 the agreements were made

with three foreign oil companies in which the terms were

dictated by these foreign companies.

But during the third plan situation improved., The
bumper harvest of 1953-54 ana due to the cumulative effect
of the Korean boom 1950-51 and a alround spurt and develop-
ment generated by the First Plan, the private sector in
Indie got its feet and moved on to pragmatism and
dynamism. In industrial policy resolution of 1956, the
private secter was branded as an agency for planned

national development.

The break in the foreign private investment was

also induced due to the U.S5.35.R. participation in eCohnomic

assistance to India since 1955, Soviet assistance was

predominantly in the public sector, Moreover the Soviet

investment was in producer-goods industries which was so
far discouraged by the western countries. The Soviet
assistance was in fact 'aid' not trade in true sense. It
is interestihg to se€ the records that first Soviet aig

was given in the private sector viz, to'Birla Hindustan

Gas Co. and Hindustan Files at Calcutta.

The inflow of private foreign capital has maintaineq
its tempo since Second Plan period. During a little over

five year period i.e, from 1962 to March 1967, the foreign
assets rose by 546 crores to Rs,1225 creores and the total

inflow of foreign private capital amounted to nearly
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Rs,320 crores during this period.17 Against an average
number of 10 during the years 1951 and 1957, the new
capital issues with foreign participation licenced during
1961-62, 1962-63 and 1963-64 increased o 44, 53 and 47
respectively with authorised foreign investment of Rs,12,16
crores, Rs.13.54 crores anc Rs.16,16 crores up. The
fereign equity capital in all subsidiaries taken tcgether
rose from Rs.98,5 crores in 1960-61 to Rs.127,7 crores in
1963-64, though as a proportion of total declined from
82.1% to 78.5%. Similarly of the total 144 agreements up
to 1965 between Indian subsidiaries of foreign Compani es
and all foreign companies 105 or nearly 75% were entered

in between 1956 and 1965.18

The Indian Bxperience of Private Foreign Investment

The private foreign investment, no doubt accelerateq
the economic growth but in certain r'ésources it proved very

costly to India also. The Indian experience has shown

that the remittances abroad on account of current profits,

dividends, interests, royalties, fee ang Salary constitute
the annual repatri&tion of capital or amortization of
principal and forms the long term direct change on foreign
resources. The profitability of the foreign controlleq

companies is very high, who as a group earneq a Eross

17, Thomas, E., "Dépendence and Imperialigm jip India",

chi, Amiya, u%i? Models ang Inflow orf Foreisn Ajg"
18, E?fnomic and Political Weekly, Annya] Number, i97g.
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return of 13x or 14% of their capital during the sixties
and 13.8% during 1963-64. The dividends remittance abroad
from foreign companies rose from Rs,10.32 crores in 1960-61
to Rs. 15,24 crores in 1966-67. The margin is still wider
in case of companies presuming & monopolistic prices like
international oil companies whose remittances abroad alone

amounted to Rs., 41.2 crores during 1956-60 out of a total

outflow of Hs.71.3 crores.ﬁ

There are doubts about the initial meking up the
values of goods, supplies or services of foreign country,

The foreign companies keep these things as secret,
Further the typing of Indian subsidiary or associated

concern to the foreign partner and thus ensure sales

outlets for the latter even at inflated prices. For

technical know how and other considerations in cash or

kind are provided to foreign partners apart from the

royalties. The private foreign investment is seen to

graft new technical processes and managerial skill in the
host country. The foreign investment as import intensive
in content involving initially the import plant, equipment

and subsequently that & maintenance material,

ja from_International Agencies

Foreign A
Referring to multilateral channel of foreign aid

T have discussed in brief the contribution of internal

*The oil aspect 18 dealt in details in the Fourth
Chapt‘ er also.
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agencies in fostering Indie's economic grewth. The role
of U,N, Special Agencies has, however, been more
commnendable and impressive from economic and sociological

view points. The Charter of U.N. (Article 55) lays down

that U.N.O. shall - promote higher standards of living
[

full employment and conditions of econcmic and social

prosress and development, scolutions of international

sound health and related problems, and inter-

naticnal culturéal and educational c00per'ation.1g

economic,

To further such objectives as outlined in the
forecoing concerning the eccnomic development and improve-
ment of general health of all nations, the U.N,0. has set

p & number of agencies like IBRD, IDA, IFC and IMF etc

For my purpose I have stressed the contribution of Werld

Bank (IBRD) IDA, IFC and IMF.
t in Indian economic development.

These agencies have

contributed & 1o

IBRD, IDA Contributions

The IBRD visualises that the interest of its

irig member countries can be best served by its long

developi
term commitment to & particular set of priorities. The
'economic infrastruCture', tsocial infrastructure! have

ea favoured for the loans of World Bank and

been the ar
The objective has been to assist in developing

aftiliates.

. * Sen, S.R., "Th :
19 Ganguli, B.N. anc ’ e role of the United
the develOpment of less developed countrieg",

Nations i
Igterna jonal Studies, 5(4), 353, 1964,
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the horizons of economic progress of dEVClOping countries
throuzh the agency of World Bank Eroup without its deep

&
involvement in the specifics of theirp devel opment plan

The Bank has =lwaus sought to promote the development of

private industries, It is contributing to projects such

a@s the production of steel directly also, It has alsq
financed the industrial firms in séveral countries through

their National Development Banks, The era of economic

growth and political change after the war brought a
marked increase in the denand for devel opment ¢apital. The
need for effective use of external capital has been

increasing faster than the ability of Service Conventiona]

loans like that of World Bank, Secondly Some countries

have already begun to draw closer so the limit of the debt

they can prudently consume of conventional terms, It was

the awareness of the problem which led to the f0unding of

International Development Association (IDA) as ap

affiliate of the World Bank. The IDA extends low=interest

long term credits to the developing countries, Develop-

ment credits to the developing comtries are given on

interest. Amortization is to begin after 10 years period
thereafter, in most cases one PEr cent of the

of grace;
is repayble annually for 1¢ years and 3% ig

principal
annually for the final 3¢ years., A service

repayable
3/4 of one per cent per year payBble on amounts

charge of

withdrewn and outstanding is made tc help meet IDA's
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administrative cost. IDA's primary objective is to
provide developmental loans for countries whose balance

of payments prospects would not justify them incurring or
continuing to incur external debt entirely on conventional
terms. The World Bank has been providing long term capital
for the economic development of India since 1949-50. Uptc

the end of First Plan its commitments were relatively small
a

and limited to a few projects connected with the dev el opment
men

¥ 4l

o1
expansion of two steel plants in the private sector Total
. a

railways and power in the public sector and the

authorisation uptO the end of First Plan was Rs 5% crore :
8 S.
These loans were intended for pUIChaSES in hard currencie
2 S

to avoid pressure on the dollar pool of the sterling area
SI

India could get substantial increased amount of

foreign capital for Second Five Year Plan, In the Second

Five Year Plean period, the total authorisation reached

Rs,263 crores. Another Rs.70 crores became available in
the first year of the Third Plan.

from IBRD to India upto the end of March 1962

Thus the toteal sanction

of loans
crores. The sixty per cent (approxi-

amounted t¢ Rs.390
) this sanction was for the public sector projects

mately

and nearly 40%
its operations on 8th November 1960 sanctioned six

for the private sector.21 The IDA, which
b}

started
ing a short span of L
ia during S © 13 years, It gave

loans to Ind

palance of Payments - 1948_
Bank of India, Bombay, ?363?9p?ch;961_62,

20. India's
Reserve

21, Ibid.
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India Rs.51 crores upto March 1962 mainly for road

construction and five other irrigation, drainage, food
. : 2

protection and thermal power, 2 Aid authorised by IBRD

and IDA upto December 1963 aggregated to Rs.546 crcres

comprising Rs.L03 crores from the former and Rs.143 crores

from the later.23

The World Bank group has sanctioned loans to India

in various sectors of the economy which total § 3185

million (Rs.2325 crores).
loazns of § 1,110 millions (Rs.810 crores), IDA credits of

These consist of the World Bank

¢ 2033 million (Rs. 1484 crores) and Internationel Finance

Corporation's Investment commitments of ¢ Lz million

(Rs.30.6 erores).

World Bank has been assisting India since 1949-50

and has baken & close interest for last 18 years, It has

peen able to proviae assistance in aeveral other ways also,

notably DY bringing together for consultations a group of

trialized countries interested in helping to finance

indus
Tndia's further development. The World Bamk has financed
projects of railways, ports, airways, highways, and

many
griculture for equipments, irrigation and river

also in 2
In industry, the Damodar Valley

valley and other projects.

_,_-—-'———‘--
.15 Balance of Payments 1948-49 to 1961-62
22. Indl e Bank of India, Bombay, 1963, p. 49. ’

Reserv
on enrrency and finance 1963-64, Reserve

Report .
23. ;zgk of Indla, 19633 Po 21,



Corporation was assisted by IBRD. The electric power
projects, iron steel and coal projects and in various

projects of telecommunication Indiz got substantial aig

from IBRD.

The World Bank has not aided India in agriculture
and industrial sector only but important projects like

population planning, welfare programme were also aided.

The World Bank has made in all nine loans from
1955 through 1971 totalling § 259.93 millions to provide
the foreign exchange resources for the Industrial Credit

and Investment Corporation of India (ICICI), a privately

owned Development Bank, The World Bank also provided

technical assistance to India in various forms,

Aid frap International Finance Corporation (IFC)

Sometimes it is inconvenient for the governments to
finance the private enterprises and the governmental
guarantee might amount to official interferences in the
business. These limitations gave rise to birth of a new
institution for direct external investment without any king
of governmental interference in terms of guarantee in the
development of private industries, Internal Finance
Corportant an affiliate of IBRD was established in July
1956. The IFC seeks to create investment opportunities
by bringing together domestic and foreign investors and

experienced management. It provides finances to the private



industries without governmnents guarantee. iMoreover it
endeavours to stimulate the flow of private capital into
productive investment in member countries. IFC does not
chérge uniform rates of interest on its loans. The
interest rate in each case is fixed in relation to all the
relevant circumstances, particularly the risk involved and
the prospective return on its entire investment. IFC

charges a commitment fee of 1% per year on the undisbursed

portion of its investment.

In India has made its investments of 3 10,864,948
(net of cancellations # 8,036,224) till June 30, 1964. The
IFC investments in India added to local and other resources,
enabled three long planned high priority industrial projects
to proceed, which otherwise would have been further delayed

due to shortage of capital. The year's commitments were
g 1,211,00 for the Fort Glosteér Industrial Ltd.; g 3,450,001

for the Mahindra Ugine Steel Company Ltd., and $ 1,380,000

for Lakshmi Machine Works Ltd.
]

In September 1963, IFC made a commitment of § 1,211,000
by which it helped to complete the financing of an § 8.4
million programme to enlarge and diversify the electric
cable production of Fort Gloster Industries Ltd, The
expansion project was intended to directly benefit the
power development programme in Indiz and satisfy the heavy
and increasing demand for all types of cables, generated

by the growing industrializaticn of country,
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The ancother commitment of IFC to Mahindra Ugine
Steel Company Ltd., a new Indian industrial company to
service as an alloy steel plant located at Khopoli in
the State of Maharashtra., The development of the alloy
steel industry was given high priority in the Third Five
Year Plan, because alloy steel is used extensively in

mechaniczl industries like machine tools, automobiles,

The Indo-Swiss collaborated Lakshmi Machine Works
Ltd, received a loan from IFC in October 1963. The new
Indian company established for operating a cotton textile
machinery plant at Coimbatore in South India. By making
modern equipment available in the domestic market, the new
plant would enable India’s important cotton textile
industry to carry forward the expansion and modernization
of its factories, which at present are severely restricted
by a lack of foreign exchange to pay to imported equipment.

Upto June 1972, the loans made to India by IFC aggregate

to $ Lz millicn.

International Monetary Fund

The basic objective of IMF is establisation of
currencies and palanced expansion of world trade. It
provides for adjustment of exchange rates and specifies
that any major change in exchange practices will be

suybmitted to jnternational consultation before it is put

into effect.
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The basic objective of IMF is to promote a freer
system of world trade and payments &8s a means of helping
its members to achieve economic growth, high levels of

employment ana improved standard of living,

The IMF has provided India gross assistance upto
the end of 1961-62 to the amount of Rs.262 crores.
Between 1947-48 and 1961-62, India had to take recourse
to the Fund on three occasions. In 1948 the drawihg of
4 100 million was ef fected partly in 1947-48 and partly

in 1948-49. It wés repaid in six instalments by 1956-57,

The second time, early in 1957, an amount of g 200 million
(Rs.95 crores) was drawn and this teco was fully repaid by

1961-62. Third time in August 1961, India had again to

seek IMF assistance and a part of the drawing of p 250
million (Rs.119 crores) made on this occasion in several
foreign currencies, was used to repay the outstanding

instalments of the earlier drawing_zh The Fuhds assistaiice

was again made available to India as standby credits con

July 9, 1962 ana July 9, 1963 of the value of § 100 million
and Indie repurchased $ 50 millions in 1963-64 from

each25
I.M.F.

The U.N.O. has alsc assisted India in industrial

sayelopmény. end pEeductivity, Jekional Besaunes develepment

ts palance of Payments, Reserve Bank of Indis,

2, Indid 55_56,

Bombay, 1963, PP-

national Monetary Fund - Annual Report - 196k,

er h
@ ﬁg:hington DC, Table 5, p. 11.



and power, transport of communicetions, statistics anc
populatiocn and in promoting financial institutiocns, There
is no need to say that India has benefitted oy UNO's

assistance in fostering economic growth and in raising

the standard of living of the masses.

If the foreign aid is taken into consideration in
coherence to the five year plans it is clear the First
Five Year Plan w&s largely oriented towards agriculture,
massive imports of capital equipment were not inveolved,
Consequently, against the total outlay of Rs.3,360 crores
the amount of foreign assistance actually utilized during

the pdan period came only to Rs,201.7 cror8526 or roughly

6.3% of the total investment. The Second Plan entailed

nearly a doubling of the total outlay - from Rs, 3, 360
crores to Rs,6,750 crores, of which Rs.1,430.2 crores27 -
nearly 21.1% was foreign assistance actually utilized.
This sharp rise was mainly due to the catering of large
size producer's goods industries in this plan which
happened to be highly capital- and foreign resources-
jntensive. The external assistance further rose to the
order of nearly Rs.2,423 crores in the Third Plan, the

rise having been precipitated to set off adverse balance

26. Ministry of Finance 1368-69,

27, Ibid.



of hostilities during this period,

In the Third Five Year Plap the proportion of
external assistance was of the order of Rs.8,577 crores
which comes to 28.3 Per c¢ent. During the three Annuajl
Plans for 1966-67, 1967-68, and 1968-69, the external
assistance geained further momentum ang is estimated to be
Rs. 2,426 crores or 35.9% of the total outlay of Rs.6,765

<8
crores,

In consistency with its central objective of grawth
with stability, the Fourth Plan marks a distinct departure
from the previous plans in that it envisages to reduce
progressively the dependence on external assistance and to
promote more vigorously the mobilisation of internal
resources for filling in the consequent gap. The percentage
of internal resources to the total outlay is anticipated

to be 78 in the Fourth Plan against 59 in the Thirg Plan
and 54 in the three annual plans,
The share of the external assistance (net of loan

repayments but without allowing for interest payments) in

the public sector plan outlay is visualized to fall from

28 . Planning Commission - Fourth Fivye Year Plan 1969~ 74.



<8,0 in the Third Plan and 86% i n the three Annual Plans

to nearly 17% in the Fourth Plan, ’

Further against a total outlay of Rs, 2k, 882 crores,
comprising of Rs.15,302 crores (revised to Rs. 15,898
crores) in the public sector and Rs.8,980 crores in the
private sector, the Fourth Plen caters for the external

assistance of Rs.2,614 crores (revised to Rs. 2,540 crores)

or roughly 10% of the plan outlay.}o

The foresight and the soundness of judgment of the
planners in aiming at self-reliance and seeking the near
complete independence of development planning in India from
external accommodation, hé@s been amply borne out by the
recent developments in December 1971 when certain Countries
unilaterly and abruptly suspended, as a political pressure,

a part of their commitments for econcmic assistance,

This was a short description of foreign assistance
to India in Five Yeer Plans., The foreign assistance is
directly related to the economic growth and development.
It would be .essential to go intc the another important

head -~ under the purview of gqualitative role of external

resources in the national development.

29 Pl&nning COHll’ﬂiSSiOH - Fourth Five Year Plan - 1969_74.

: i - Fourth Five Y P
_ planning Commission ear Plan - 1949.74
30 znd pPlanning Commission, Fourth Five Yesr Plan - Mid

term Appraisél.



TABLE ITII(8):

Inflow of Foreign Assistance -

Gross and Net : 1961-62 to 1973-74

213

(Rs. crores at post-devaluation rates)
Year Gross Amorti- Interest Total Service Net

aid sation payments debt as % of inflow

utili- payments (Col. Col. of aid

sation <+ 3)

(1) (<) (3) (&) (5) (6)
1961-62 532 91 52 143 27 389
1962-63 699 75 61 137 20 562
1963-64 929 85 72 15% 17 772
1964-65 1139 109 82 131 17 948
1965-66 1216 121 106 227 19 989
1966-67 1131 160 115 275 24 856
1967-68 1196 211 122 333 28 863
1968-69 903 236 139 375 42 528
1969-70 856 268 144 412 48 Lk
197071 741 290 160 450 57 341
197172 834 299 180 L79 57 355
1372-73 666 327 180 507 76 159
1973-74 786 332 180 512 65 _75

sources: Upto 1965
on Curreén

ears,

1373-74.

-66, Reserve Bank of India, Report
cy and Finance, 1971.72 For later

Government of India, Economi¢ Survey
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Impact of External Assistance on GNP

In this section of the chapter I have tried
to establish relationship between inflow of foreign aid
and GNP and NNP. For this purposé in the beginning I
have taken the inflow of foreign aid since 1360-61. The
following table (Taole III(7)) depicts the real picture

of inflow of foreign assistance to India upto 1973-74.

Trend in Inflow of Foreign Capital

There are four salient features of this
Table III(7) which depicts inflow of foreign assistance

since 1961-62 to 1973-74. It is important to notice

the dramatic impact of the rising burden of the total
debt service payments can be seen from the fact that the
net inflow of the aid has dropped from Rs,989 crores in
1965-66 to Rs.275 crores in 1973-74. The total debt
services as per cent of the gross aid utilisation

increased from 17% in 1963-64 to 65% in 1973-74,

India cennot blame anyone for this trend. The

rising burden of the debt service is a problem of simple
arithmetic, which could have been easily foreseen by

anyone.
Thirdly the major mistakes which India committed
Firstly - 1t went on borrowing a little too

were two.
freely and the second reason is, it failed to develop
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its exports tc a point where exports exceeds imports by

handsome margin.

The only way a country can repay its debt or
pay the interest thereon is through the proceeds of its
export surplus. ©No such surplus on a significant scale
is yet in sight. All these years we have been making
all our debt service payments only by borrowing in
addition to the net borrowing required for other purposes,
So the borrowing was merely for debt service payments

in some cases. This is one @spect of the picture,

The other phase is the contributim of the
external aid to the national income and per capita income.
We come across the fact that with increase in inflow of
aid the G.N.P, and N.N,P, are also increasing. So tc do
analyse the impact of foreign aid I have compared the
annual charges in GNP, NNP, at constant and cﬁrrent prices,

Table ITI(9) shows the data for GNP, NNP etec. since

1960-61.



TABLE IIT(9): Gross National Product and Net

National Product

(Revised Servic.s)~

Gross National Met National Per Capita - Incdex !Yo. of Index of
Procuct Product Net National WaevaPs Per Capita Net
(Rs. crores) (Rs. crcres) Prcduct Base 1a0C.onl National Product

W (Rupees) Base 19606
:ear nt At At - it LAt It AT At At

Current Constant Current 1960-61 Current 1360-%1 Current Constant Constant 1960-6!

Prices Prices or Prices Prices Prices °rices Prices Prices Prices Prices

at 60-61
Prices
1360-561 13,999 13,999 13,2069 13,203 305.0 305.¢6 100.0 100,0 j up 1000
1991-62 14,793 15,513 13,987 13,729 315.0 309.2 105.9 Y03, 3 Taids 1 101, 2
1962-63 15,727 14,880 14,7395 13,993 325.9 308.2 1116 1055 100.0 107,9
1563-64 17,978 5,086 16,977 WL,771 365. 318.3 128.0 AR R LR 104, 2
196L-65 21,113 10,E70 20,001 15,885 L22,0 335.1 1508 11v.8 138, 1 15,.7
1965-00 21,3800 To,113 20,037 15,082 L25.5 311.0 155.6 113.7 159.2 101.8
1966-67 25,279 10,324 23,883 15, 24C L82.5 307.9 18G.1 114,9 157.9 100.8
1G667-68 29,652 17,6LC 28,102 16,494 555.4 326.0 211.9 124 .4 131.7 1Ce..?
1968-69 30,417 18,184 28,729 16,991 554.0 328.0 216.0 126.1 181.5 W7.3
1969-70 33,669 19,350 31,770 18,092 600.06 342.0 239.5 130, 4 19045 111.9
1970-71 36,558 20,334 34,476 19,033 637.3 351.8 259.9 143.5 208.5 11,1
1971-72% 38,814 20,708 36,535 19, 367 650.7 35042 il e PR 146.0 216.2 114L.6
1972-73% 42,077 20,460 33,573 19,077 700.4 337.6 298 .4 143.8 224.2 1105
1973-74% 51,902 21,403 L3,148 20,034 851.8 347.2 370.6 151.1 278.7 113.6
1974L-75* 63,375 21,478 60,120 20,075 1022.4 .4 L53.3 151.4 334.6 191.%
_MIe:m revised services replace the earlier estimates of national income and ere cased on methodology
explzined in the Brochure on revised services of national praduct for 1300-01 135L-H 5,
Provisional. x QJuick estimates,

gource: C.S.C., Monthly Abstract of Statistics, Vol. 29, llumber 8, August 1472, Tadble II, s N9

[
(op/
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The following Table shows the annual charges

and percentage charges in the gross utilization of foreign
aid.

Tosow 1II(10): Gross utilization of Foreign Aid*

Y ear Gross utili- Annual charges P ARG ERE e
zation of in gross aid charges En
foreign aid utilization gross uti-
(Rupees in crores) lization of
foreign aid
(on proceed-
i ing year)
1962—63 699 +167 31, 4%
1953-H64 929 +230 32.9%
1264-65 1139 +210 22.6%
1965-66 1216 +77 6.68%
1966-67 1131 -85 -7.0%
1967-68 1196 +65 5., 75%
1968-69 903 -293 ~2L.5%
1969-"70 856 +47 5., 2
1970-71 791 -65 _7. 6%
1971-72 834 +h3 5 . L%
1972_73 660 —168 _20.270
1973-7k 786 +20 18.0%
~____ﬂ_____"_,,,,__..
. Tndicates increase
Indicate€s decrease
,5.0., Monthl
i ta are pased on CeSe0uy I y abstract
g?esggtistiCS, ol. 29, Number 8, August 1970,
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The second important factor is G.,N.P. The G.N.P
is taken for 15 years i.e. from 1960-61 to 1974-75, Th
-72. e

following Table deplcts the real picture of annual change
2es

hd /-‘ »
ir 3.N.P. at current prices with the variations in percen

tage also.

ITI(11): GNP at Current Prices (in Rupees)

TABLE
Year ——déﬁp atd_— An?ual Percentage
i R
1961-62 14799 800 -
1962-63 15727 928 6.28
1963- 6k 17978 2251 14.3
1964-65 21113 3315 18.45
1965-66 21866 753 3457
1966-67 25279 3413 15.6
1967-68 296572 k379 1242
1968-69 30417 765 oo
1969- 70 33669 fes Wads
1970-71 36558 R7hk 8,1
1971-72 38814 — 6.17
1972-73 42077 R 8.
19737k 51902 7825 18.6
1974=75 63375 Har e
-

urce of Taole III(10).
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The third importent table is Table III(12) which

shews annual changes and percentage changes in GNP at

ccnstant prices.

TA3LE ITI(12): G.N.P. at Constant Prices (in Rupees)

e ERLST Bmm ThIu
Prices

1361-62 14513 +514 _
1962-63 14880 +367 o pal
1963-64 15686 +806 e
1964-65 16870 +1184 7. 565
ge5-4a retts =752 - b 6%
1966-67 16324 +211 1. 31%
1967-68 17640 +1316 8.05%
1968-69 18184 +544 3.08%
1969-"70 19350 +1166 6. 4%
1970-"71 20334 +984 5,08%
1971-72 20708 +374 1.84%
1972-73 20460 - 2L8 -1.19%
197 3= 74 21403 +943 L. 6%
1974-75 21478 +75 0. 38%

——//;:‘b;ed on Table III(10).

The data
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The graph clearly shows that for one year

i.e. from 1962-63 tc 1963-64 the total utilization of

gross aid increased. Then for continuously three years

there was a sharp decline.in gross aid utilization on

account of twc wars i1.e. China's and Pakistan's aggression

of 1963~ and 1965 respectively.

Between 1966-67 and 1967-68 we find an increase

in gross aid utilization by 5.78% (while the previous year

records a reduction oy 7/4). Further in the year 1368-69

there was & gremendous fall in gross ajid utilization of

ecade (it reduced Dy 24.5%). The next year again

on shows remarkable increase of 5.24 in

the @

gross aid utilizati

1969-70. The year 1970-71 was of all in gross aid

utilization (decrease of 7.6%) which followed by an

increase of 5.4k in 1971-72. The year 1372-73 again shows

decrease of 2n, 25 which was followed by an increase of
18% in 1973-7h.
uctuating nature and the curve shows sharp

we find that the gross aid utilization

is of the fl

rises and falls ijn the gross aid utilization,

The another variable is G.N,P, at constant and

current prices. The G.N.P. at constant prices moves in
the same direcvion of alternation in gross aid utilization

except for certain periods. My hypothesis speaks -

myith increase in gross aid utilization of

foreign aié there is an increase in G.N.P. (in normal

circumstances) in India; ana witn decrease in gross



utilization of foreign aid these trends to occur &
decrease in GNP" .
nalysis T find that the G.,N.P. & 1 gross

In my &
orrelated.

At some places

although I don't S*° supocrt or oy hyoothesis, but it does
e does not exist any relationship between
iz not sup

And of course, war

ported by data of

those yea

is an unusuél phe
. 3

purview ot npormal 01rcumstances‘.
The apalysis sShows the impact of

tilization in

e 5ituation-
tynusual way' @s

ef fectea th
Np and gross
normal

aid U

war on G
period.

compared tO the
UEiiizacion anc GalNePs

bethggﬂf
162 d 1963-6k Lhe GNP at constant
ncreasing witch jncrease

does not SuppoPt

in gross

o 196k- g, In this period

utiliz&tion
India

aid ut41izatiot
s aid

rnot normal period'.
o impact of war resulted 1in

in GNP and ErosSs aid

counter girect?
o theé GNP and gross aid

utilizatiof-
1965-0
we fina correlation
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The years 1905-66 to 190c-07 show the alternation
in counter direction of GNP and gross aid utilization. It
was due tc Indo-Pak aggression of 1965 and in war our

hypothesis does not get any evidence in its support.

Between the year 1966-67 to 1970-71, there is a
complete cerrelétion of alternation of annual increase andg

decrease of both GNP and gross fereign aid utilization.

From 1971-72 to 1973-74 the GNP at current prices
is increasing., At constant prices, however, between 1971.72
and 1972-73, the GNP was falling; this was largely a
consequence of post Bangla Desh war etfect on prices.
3etween 1972-73 and 1973-74, the GNP was rising both at
current and constant prices, but the greater rise in GNP

at current over GNP at constant prices was due t¢ price

rise (inflationary tendencies in the world even),

Between 1973-74 and 1974-75 the price rise was
so high, that despite the fact that the rate of increase in
GNP at constant prices fell from 4.€% to 0.35%, the rate

of increase of GNP at current prices rose from 18.6% to

22, 1%.

So in this way we find that apart frcom exceptions
i.e. war years (1963-1365, and 1371) we find that the gross
aid utilization is highly correlated to GNP (current and
constant prices were taken into consideration to show the
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The GNP at cénstant prices snow & high
correlation with gross aid utilization and the only three

exceptional years are due to three wars.



CHAPTER IV

IMPACT CF OIL PRICE HIKE
WITH SPECIAL REFERENCE TO
INDIA*'S BALANCE OF PAYMENTS



Introductian

0il plays a very vital role in the economy of
underdeveloped countries of the world. In the same way,
the countries which are blessed by nature, having bountiful

oil such as Venezuela, part of the middle east and north

Africa, oil is economic life. '0il' is the only source of

their national income and foreign exchange. 0il thus
represents a great asset which could potentially provide

all the capital necessary for economic development through

tunbalanced growth' which has been advocated by influential

economists.

The energy fuels are indispensable for modern

industry and agriculture, Many studies h&ve been conducted

to draw a relationship between energy and the total economy

and the energy source has been considered as fourth source

of factor of production in addition tc land, labour and
capital. For just as capital without labour is useless,

so too is sophisticated capital without energy, Energy is

alsc a necessity for modern industrial process which

e chemical transformations, The manufacturing of

involv
(which 1is very necessary for a developing

cement or steel

1ike India) both require great quantities of heat.

country

1 Hirschman, Albert 0., 1958, 'The Strategy of Economic
‘ Development', B 98, (New Haven: Yale University Press).



In addition, for certain leading industries, energy is
lecessary as a basic 'feedback!'! i,e, where the energy
source itself becomes part of final product. The

ploneering study was prepared by the United Nations, <

The history of India's recent economic development,
reveals numerous examples of idle production capacity
owing solely to lack of available energy. Energy is
indispensable element in the production process. Despite
the fact that energy costs amount to only about two or
three per cent of gross national product, its quantitative

impact on key aspects of the economy is much greater,

For most of underdeveloped countries the cost of
importing energy is a major burden on their srarce foreign

exchange; oil imports typically account for between 5 and

10 per cent of oil imports. While on the other hand,

energy costs are much more significant in the 'advanced!
industries than in the backward industries or in agricul-

ture. Agriculture in underdeveloped countries typically

requires virtually no energy fuels, relying as it does

almost exclusively on huran and animal power, At the

other extreme, the modern heavy industries, energy costs

as a proportion of total costs have been estimated as
follow: 25% in steel making, 20% in production of other

metals, 10 to 15% in chemical production, 15% in railways,

5> pynited Nations, Economic Commission for Latin America,
* WEnergy Development in Latin America", Geneva 1957, p.4.

g



and 20 to 25% in motor transport, The light industries

such as textiles lie ia the middle, for this group energy
cgsts probably account for somewhat less than 104 COSt.3
The energy costs are relatively most important for those

jndustries which form the foundation of an industrialized
economy.

Another aspect of oils potential role in an

underdeveloped country is worth mentioning i.e., oil's

capacity to be a leading factor in the development process

even without being exported, Most development economists

would probably say that an indigenous petroleum sector is

not well suited to playing a leading role, because crude

oil production involves little tpackward linkage! as

compared with an industry like steel which tends to generate

demand for the output of other industries. This belief

is mistaken 1in that it fails to take account of enormous

potential for capturing capital from an indigenous crude

oil production centre.

The potential arises from the fact that of all the

major commodities jnvolved in jnternational trade, crude

has by far the largest gap between the 8verage cost of

oil
The existence of this gap lays

production and

a basis for large capital

the price.
generation by an indigenous crude

. an. Albert O. 1The Strategy of Economic
3, Hirachmit, Yale University Press),

DeveIOpment', 1958, (New Haven:
pp. 100-—1120
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il sector., It is particulerly important because all of
this potential capital 1s directly translatable into
foreign exchange through import replacement (at least upto

the point where indigenous crude oil production meets

domestic consumption needs i.e, where demand of the crude

oil equates the supply of crude oil).

Basic econamic characteristic of the international

0il industry is necessary for a full comprehension of

0oil's manifold jmpact on the un
o consideration the major aspects of world oil

derdeveloped countries. So

we take int
prices and costs and the size of the world oil trade and
division of the profits. The basic economic tools of
analysis used are the classic ones of supply and demand,

The theoretical upper 1imit to the price of crude

ntally determined by the maximun demand for

oil is fundame
products which can be obtained

the various refined oll
That demand, as measured by the

from this crude oil.
t consumers would be willing to pay for

maximum price tha
jed amounts of oil p
of using these products.

specif roducts, reflect in turn the
value to thenm

If we come across the realities of life, we fidd

o substitutes for vari
hese theoretical upper limits. At

that there 2&T ous oil products, and
prices reduce t

cozl, natural gas,
1 are relatively close substitutes for

and nuclear and hydro-

one extr eme,

electric power al

1 and thereby drastically reduce fuel oil's top

fuel ol
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price far below its value to users, At the another

extreme, there is no substitute, in the short run at least

for petrol in the motor car, and hence the upper limit to
price tends to be closer to the value of petrol to car

owners. And this is modified to some extent by the fact

that over time motor Cars themselves can be adjusted to

reflect, and in tumm affect, petrol prices.

The theoretical base to oil prices is the long run

cost of production, including some minimum rate of profit

for the capital invested for meeting different levels of
demand. The long Tun production cost for refined product

consists of the sum of the costs of getting the oll from

the ground, shipping into the consuming centre, and
refining it. The most critical factor effecting these

costs is that di scoveries of
en so enormous that for all practical purposes there

oil made since World War II

have be
should be no need for any further expensive oil exploration

ect demand for many years to come,
s in producing crude oil are the relatively

to m that is the only

necessary cost

minor ones of drilling development wells in proven fields

and opening ghe wells.

The fundamental determinant of whether actual oil

e nearer the theoretical upper limit or lower base

prices 1li
onopoly Versus competition in the industry.

is the degre€ of m
erstand the existing

prices would be in

situation, it is instructive to

To und
two different situations.

theorize whab



If we assume a perfectly competitive situation in which

there were numerous independent firms at every level of

the oil industry, the price of refined products to the

consumer would be built up by simply adding the separate

cost of producing oil, transporting it, and refining and

marketing it. This is because competition &t each level

would drive profits down to the minimum necessary to keep

enough capital in the industry to meet demand.

In case of monopoly of crude oil (with perfect

competition gtill assumed at all other levels of industry)

jtuation changes drastically. The monopoly producer

mself what price should be charged for crude

the s

would ask hi

0il to maximise profit. The rational monopolist would

ge the maximum price from the consumer of varous

This, will essentially depend upon the

char

refined products.

velue of different 0il products to consumers, combined with
ease of substitution by other energy fuels.,

the

Historically car petrol has been a valuable product
for the consumer, with no substitute, the monopolist would
y the amount of motor gasolene which he could

multipl
ueeze out of a barrel of crude oil times the

profitab1Y 8q
h could be obtained for the motor gasolene

maximun price whic
refineries designed ¥

products which could be derived from the

with the o maximise gasolene production,

the remaining

e oil would then be
4 be charged for each of them.

crud multiplied by the maximum price

which coul



The general principle for 'profitable! or
'optimum' refinery operation is that the refinery should
be designed to produce as much as possible of the highest
priced refined product, subject to constraint that the
cost of producing an additional gallon of high priced
product - e.g., motor gasolene - plus the cost of the
forezoing the potential production of a gallon of lower
priced product - e.g. fuel olil - be less than the price

of the additional gallon of gasolene; this rule would apply

to production of any specific refined product.

Once the maximum revenue derivable from refining
a barrel of crude oil has been determined by the monopolist,
then the producer may calculate the maximum price
obtainable for his crude oil by 'backing out' (or in other

words deducting) marketing, refining, and transport costs

from the final product price., In monopoly, the price of

the oil to the consumer is no longer solely dependent upon

cost. It depends upon the value of product to the consumer.

To go into the details it becomes essential to
derive a relationship betWeen price and cost, The discovery

of large number of oil fields, particularly in the Middle

East, the cost of producing crude oil toddy is much lower
relative to its prices verious estimates have been made in
Informed estimates of the

4]
"EERE R

this connection.
supply different Middle East crude oils

producing cost of
have varied, in the past, from about 8 cents a barrel to

about 45 cents & barrel .... One consumer government,
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that the West Germany, indeed had a set of independent

estimates of crude costs prepared on its behalf in 1962

These suggested that costs upto the ocean terminal

averaged about 33 cents & barrel in the Persian Gulf in

1959 .... 1If compared the estimated average cost with

similar estimates of about 90 cents a barrel for
The organisation of 0.P.E.C. has expressed

veneZuela.h

the following view - "Production cost estimated in

t over 50 cents per barrel, and in the Middle
"o

East at about 25 cents per barrel ...

venezueléd a

Moreover, the petroleum expert M.A, Adelman

It is often said, that average or

estimates ...

representative venezuelan development costs are five times

Middle Eastern, and that Middle East development-operating

costs are 5 to 10 cents.

Michael Tenzer estimates a good rule of thumb for

a long run production costs might be 10 cents per barrel

for the Middle Bast and 30 cents for venezuela.

J.E., 1962, #politics and World Econamics"”,

. Hartshorn
* New Iork,'Frederick A, Fraezer, p. 143.

ted by Michael Tanzer "The political economy of
in the underdeveloped concerns",

5, #s quo e odl
ernation
é?gm a paper presented at the IV Arab Petroleum Congress
November 1963, cited in Hussein Abdel Barr - Whhs MArk et
sgructure of international oil with special reference to
the QPEC", P- 9.

1964, 'The world oil outlook', p, 58.

6. Adelman, M.A:
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TABLE IV(1): Apprcximate Prices and Costs at
Three Levels of the International

0il Industry

Levels Price/Barrel Cost/Barrel
Crude 0il Production g 1.50 g 0.25
Transportation g 0.25 £ 0.25
Refining $ 0.50 B 0.50
Total g 2.25 $ 1.00

The foresaid figures highlight a characteristic of
the economics of international oil industry which is of

great importance for underdeveloped countries, profitability

in the industry basically stems from the sale of crude

0il. While this is explainable by our hypothesis of

greater monopoly control in the crude oil production than

in refining or transport, in the real world supply of low

cost crude oil 1is not controlled by a single monopolist

but by & number of companies, which number in recent years

has been increasing. This raises a danger to the companies

as a group that the great profits which can be derived

from selling additional amounts of c¢rude oil will tempt
individual companies to cut prices in order to get

additional sales, thereby ultimately destroying the
moncpelistic tself control! which is the source of high

profitability.
The basic mechanism which has served to support

the companies monopolistic control over the worlds low
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low cost crude oil has been their high degree of vertical
integration, That is, by ownership of affiliated refining
and marketing companies in various oil importing countries
each company has secured ‘captive' outlets for the highly |
profitable crude which cannot be won away by Competitors,
to the extent that all of the major international companies

have succeeded in doing thus, the pressure on crude oil

prices has been reduced. The existence of these affiliate

relatiomships 1is particularly important for underdeveloped

countries, since affiliates of the major international oil

companies tend to play an important role in the oil

{ndustries of underdeveloped countries than they do in

the developed countries.

The main reason for it was, until recently, the

oil business in the developing country was largely a

marketing one, with the integrated majors having the

competitive sdvantage of relatively low cost products from

their huge refineries in the Middle East and Venezuela

it stems &lso from the fact that the markets were

relatively small and local capital was relatively more
backward.
liates can charge higher prices for

y independent refineries and

These affi

o0il than those peid b

crude
was so widely recognised that it led to the expression

"only fools or affiljates pay posted prices”.



It becomes essential to have an overview of
the world trade in oil and its quantitative significance
for the following groups - The oil exploring underdeveloped

countries, the oil importing underdeveloped countries,

the developed countries and the international oil compé@nies
We hzve taken the export data for each of the major oil

exporting countries and covers the year 1964,

All value figures are F.0.B. (free on board)

and such omit the impact of jnternational transportation.
This is sizeable, since oil accounts for almost half of

all international sea trade in terms of tonnage, As

such the figures are not directly comparable with the
data on imports of oil which are generally shown o

terms {expor'ts F.0.B. + insurance and freight

CL.L.Fs

charges).

The data are the officially reported ‘posted price?

values of oil exports which are often quite different
from actual market values. The divergence arises because
in 1960's, desplte & growing glut of crude 0il, posted

oil have been neld constant due to political

prices for
196L), leading to wide spread discount

considerations (in

off these posted prices.

The Table IV(2) shows the magnitude of the

international grade in oil.



TABLE IV(2): Oil Exporting Countries (Year 1964)

Country 01l exports Total in
in millions million of
of dollars dellars

Middle East &, 800
1, Sauai Arabia 1,200
2. Kuwait 1,200
3. Iran 1,100
L. Irag 1,100
5 eacat, aater) 200
6. Libye 700
7. Algeria 400
§. U.S.S.R. 700
9. Venezuel2 % 700
10, U.S.A. o
11. Indonesia 2o
12, Nigeris 100
13. Malaysia ee
North Africa 1,100
10,000

Total

Ny

o

cn
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we draw the following conclusions from the fcresaid

Table of international trade.

(1)

(2)

(3)

(4)

The value of world exports of crude oil and refined
petroleum product totalled § 10 billion. And out of

these $ 10 billions of petroleunm product § 7.8 billion

amount to be crude oil and remaining § 2.2 billion of

refined petroleun products. If we measure in quantity

crude oll exports were worth 4.1 billion barrels and

of refined products 0.8 billion barrels.,

uela isthe top amongst oil exporting country

Venez
orts one fourth of the total export of

which aloné €Xp
petrol eun product. And in total 15 major contributors
of oil exports are 1isted in the Table IV(2) by

regional groupings.

The Middle East accounts for almost half of the total
Venezuela 25% and North Africa 10%.

world export.
f the Middle East oil exports are crude

Mor eover, 85% ©

j1e almost 30% of Venezuela's are refined

oil, wh
The Sovied Unions contribution ims oil

pI‘O duCtS .
ply is 7% of world export, equally balanced with
and refined products.

of world exports, totally

sup
U.S.A., world's largest

crude

oil jmporter, provides L%

peciality petroleu products.

in s

t, aversage rprice’ for crude oil (over-

The implici
ased on posted prices) ranged from

stated, pecause b



the principal feature

billion oil are

(1)

(3)

2 low of about $ 1.81 in most of the Middle East to

4 2.10 in Venezuela, § 2.21 in Libya and g 2.37 in

Algeria, The higher f,o0.0b. prices in these three

jatter countries reflect primarily the shorter trans

portation haul to major European and United States

consuming markets.,

From the point of view of underdeveloped countries
’

s of this total export of 2 10

the following:

The oil exporting anderdeveloped countries produce 90%

of total export.

The salient f eature of oil trade is this that out of

g0% total wor
developed countries) pr

14 export of oil which they (under-
oduce, 90% is exported to

advanced or developed countries and remaining 10% is

eveloping countries, However, oil imports

exported to d
of the underdeveloped countries amount to about 15%

jmports from other underdeveloped countries

Hence oil 18 an important element of intra-under-

developed country trade,

g contributors of o0il export, Venezuela
L]

For five bl
walt, Iran and Iraw, payments by the

gaudi Arabiz, Ku
the governments aggregated § 2,6

oll companies to
exports of 3 6,8

38% of their combined oil

pillion or
The oil companies real

ar 1964.

billion in the Y€
reported profits) were probably

profit (as opposed tO

near the same magnitude.
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(4) The oil importing underdeveloped countries spend
about $ 1 billion on their imports of o0il. On an
f.o.b. basis, the oil imports of all underdeveloped
countries as a group account for only about 3% of their

total imports. But for some major underdeveloped

countries oil imports are much bigger factor. In case
of India (on the basis of C.I.F. of various years upto

1964) oil imports have accounted 6 to 9% of their total

imports.
Now if we analyse the situation with reference to

developing countries there will be some’important features

of the g 10 billion world oil flow,

The 90% of this $ 10 billion is produced in oil

exporting underdeveloped countries and also exported from

underdeveloped countries.

Moreover 90% of this 90% goes to developed

s and only 10% to the underdeveloped countries

countrie
0il is an important element of the intra.under

Hence,
developed comuntry trade.

Further, for five countries, Venezuelg Saudi
}

Arabia, Kuwait, Iran and Iraw, payments by the of] com
panies

to the governments aggregated § 2.6 billion in the year
1964, or 38% of their combined oil exports gf 34 6,8 billion

The campanies' real profits (as opposed to reported book
profits) were probably near the same magnitude. The oll
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importing underdeveloped countries spend about $ 1 billion
on their oil imports. On an F,0.B. basis, the o0il imports
of all underdeveloped areas as a group account for only
about 3% of their total imports, For some major under-
developed countries, oil imports are a much bigger factor.
For example, on & C,I,F, basis, in various years oil

imports have accounted for 6 to 9% of total imports in

India.

0il1 Price Hike

So far I have tried to explain the economics of

0oil. And vital role that oil plays in development of any

developing country.

It becomes essential to have a glance on oil
history and the price hike that has taken place with the

passage of time. In the modern context we can safely

consider the 'oil' as basic source of energy, For developing
countries, with rapid industrialization, the need and

demand of oil is also increasing. Before going into the

details of oil price mechanism, the fundamentals should be

cleared first.

The welght of seven barrels of 0il is about one

And each ton contains 35 gallons. One ton of oil is

ton.

worth in energy equi
oil production in 1973 was 2.5 billion tons (1 billion =

valent to 1.5 tons of coal. Free world

1,000 million). The 0il production of the world was 50

million barrels per day in 1973.
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Further by 1970's margins needec to cover cost of

exploration and development were about 50 cents; and
]

fr‘eight and insurance to Europe from the Middle East added

a further $ 1.30. Total production and delivery cost of a

barrel of crude oil to Europe - $ 1,70 - was just over

£ 5 a ton (average cost). The cost of an extra ton of

oil (marginal cost) was around £ 4 a ton.

In 1971-72, a ton of coal cost on average £ 7 to

£ 8 to produce 1n Britain., But it takes 1.5 tons of coal

to match 1 ton of oll. The equivalent cost was £ 10 to

£ 12 a ton. The cost of coal from the least efficient (or

rably greater.

most marginal) plts was conside
5p through the post-war Yyears there existed, a
substantial rrent! which could be obtained from pricing

oil upto just below the price of substitutes, such as

been mostly creeamed off by

In 1960, OPEC

coal., The rent could have

producer countries as & monopoly profit.

ormed and it remained modest pecause of the following

was [

reasons: -

urces for exploration, development, refining and

were in hands of the
had to put the money in to get

{1) Reso
giant international

distribution

0il companies. They

pefore producer ¢
first OPEC negotiated with the

the oil out ocuntries could have a

hold over them, oS0 at

jes rather than making unilateral demands.

compéan



(2) The identity of purpose and community of interest
needed to make an oil cartel work was, at Pirst,

lacking among Arabs and other producers,

(3) The sufficient competition of oil companies resuylted

in low price as the supply of oil was ample,

So these were the three reasons after 1560, which
could not allow price hike. Moreever, enough 'say' of

glant international oil companies kept OPEC away from

charging monopolistic price. So at this juncture we

witness a situation in which the oil producers could not

enforce their monopoly. But the insbility of producer

continues to exploit their monopoly, had the following

consequences.

(1) The government of industrial countries creamed off

part of the rent in taxes from oil consumers, hence

redistributing the income internally. And the oil

producers had ill feelings for this act of the importer

countries. By September 1973, consumer government

taxes made up about § 7.50 of the average of g 14,50

a barrel price to the consumer of refined oil products
in western Europe.

(2) Some of the rent was taken by the distributing oil
companies, who made a higher profit on cheap oil than
on expensive oil, keeping some more expensive oil
wells in other areas in production - partly because

they did not want to be wholly dependent on the
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possibly unstable HMiddle Bast, The American govern-

ment protected its domestic oil production by import

quotas.,

(3} With oil cheap and plentiful, industrial demand for
it rocketed at a rate above even the growth in
industrial output. In Burope during the 1960's real
g,n.p, rose 5%% a year and oil consumption 8% a year,
Between 1960 and 1370 the share of solid fuel in

Europe's energy consumption fell from 50% to 25% and

oil share rose from 30% to 60%.7

In 1960's Americans felt that they were allowing

their domestic oil industry to make too large profits and

sprout many millionaires, So Americans changed their tax

policies and price control policies against domestic

Americazn oil and natural gas industries by tightening

them, so supply stopped rising.

Another important change comes in 1970 when world

oil demand temporarily exceeded world supply. OPEC began

to flex thelr muscles and negotiated increase in royalties

These were passed on and

and taxes with the companies.
o creep up. But the real break came with

oil price began t
the Arab-Israeli Yom Kippur war of October 1973, Arab

members of OPEC imposed oil sanctions against countries

friendly to Israel and 2ll oil products found that, faced

7. Economist, London, october 1974,



by this small restrictions of supplies, industrial
countries were willing to pay much higher prices from

g 2 a barrel in mid 1973, the price of oil rese to g 10

in 1974,

Another important explanation of what is the
pricing cil in this connection would be: The price of oil
depends upon where it comes from, where it goes, its

quality, what is done to refine it, and how it is taxed.

Until each 1374 the system had:

Posted price of 'marker' crude, the price OPEC
increased so sharply from g 2.47 a barrel on December 31,
1372 to $ 11.65 in January 1374, The 'marker' grade is
saudi Arabian light crude, posted price of other oils are
geared to this. (No body pays the posted price - it is
the figure used to calculate income tax and royalty

payments on equlty crude oil.)

Equity crude oil belonging to the companies on

which the tax and royalty payments &re made, On an g 11,25

posted price, royalty comes to $ 9.76 - but add to this

the 15 cents it costs to produce the stuff,

Participation crude 0il belonging to the host

government (in proportion to its stake in the company)

mainly sold for distribution by the companies at & 'buy-
back' price geared to posted prices, of between g 10,46

and g 10.67.
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Average price means what the cocktail of equity

and participation oil averages out to - $ 10.36 for a mix
of 40% equity and 60% participation. (The drop in the
posted price from # 11,65 to @ 11,25 was offset by higher

tax rates,)

Import cost f.0.b. is average price plus profits

and capital charges up to this stage, What oil cost an

importing country's trade balance "free-on-board",

Delivered price means import price, c¢if, which
includes carriage, freight and insurance which adds another

£ 1 or so to Saudi Arabia crude delivered to Britain and
rest of the world.

Product prices means we add refining costs,
distributing costs and profits,

Consumer prices are the grand total including taxes
levied by the consuming countries government,

Unitary prices means OPEC had officially adopted

a unitary (for single) price system in 1973 thus scraping
the nomenclature of posted prices, equity and participation
0il. This gives a national government revenue on market
crude of # 10.12 a barrel, but has yet o come fully into

force,

Break Down - Who got what? Barrel of oil product

sold in Western Burope.



Before oill crises: September 1973

Selling price g 14,49
_ 2 7,45 2 7.45 Consumer
Barrel of oil (51%) government share
sold
g 2.50

(16%) @ 2,30 (16%) - Producers
government share

g L.74 Industry costs and
(33%) profits or losses

So if we analyse the oil price a barrel before
September 1973, Yom Kippur's war, the total cost at which
a barrel of oil was sold in Western Europe was g 14.49.
In this § 14.49 a barrel of oil price, 51% of it i.e.
¢ 7.45 was the share of consumer government. Further

g 2.30 which is 16% of total selling price was the share

of producers government. In aggregate 67% of the total

cost a barrel was retained by two governments of consuming
and producing countries.

The oil industry's costs and profits is only 33%

of the selling prices i.e. ¢ L.74 a barrel,

But a substantial change took place after the Yom

Kippur war of September 1973. The prices jumped suddenly
from § 14.49 & barrel to ¢ 24.48 a barrel in March 1973,
e consumer government was reduced from 51%

In March 1975, the total
was sold was g 24,48, And

The share of th
to 38% of the selling price.

price at which a barrel of oil
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387 of this price i.e. g 9.26 was retained by the consumer
government. The share of the producer government
increased from 16% to 46% i.e. § 11,33 (while they were

previously getting on § 2.30 a barrel), The oil industry's

costs and profits or losses were only g 5.45 (i.e. 19% of

the selling price).

The production costs were as follows:

TABLE IV(3): Each Barrel of 0il Product Sold in
Western Europe

Before oil After oil
Cost crisis - crisis
Sept. 1973 March 1975
1, Production % 0,20 g 0.8
2. Transportation 1.06 1,12
3, Refining 0.57 0.82
L. Distribution, 2.33 2¢ 45
marketing etc,
5. Losses 0.58 0.78
Total 2 L.74 5,45
(33% of the (?9% of the
selling cost) selling cost)

The oil price hike resulted into an increase in import

bill of the industrial countries. The import bill of the

industrial countries rose by g 60 billion a year,

equipment to 1%% of their combined g.n.p's. This resulted
into several serious consequences,



It resulted into cost inflation in industrial

countries -

The cnst inflation came into existence. The oil
price hike accelerated the cost infletion in industrial
countries which badly needed oil., The real or disposable
income of the consumer declined because the oil price hike

acted as tax on them without feedback in the form of

expenditure, The balance of payments of the oil exporting

countries was in surplus because they were spénding only
in fractions of their export earnings. Need not to say,
the oil price hike strengthened their ‘'surplus' position

in the international field while on the other hand the

0il consumer countries had to face serious 'disequilibrium'’

position in their payments, The oil countries moved in

substantial rsurplus' with the rest of the world - this

amounted at its peak to perhaps a rate of § 70 billion a

year,

The export earnings of the oil which are not fed
pack in the form of expenditure must be lent one way or
ndustrial countries running the biggest deficits

another. 1
where the Arabs would want to lend

were not the places

t money (Britain is except
1ike Italy with large deficits had to get

ion in this regard). So either

mos

the couhtries
the OPEC money had to be recycled

out of the deficit or

tries which regeived it to the countries which

from coun

needed it.
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But in this course of action the danger was that
¥
failing this, the world would sink into cCcmpetitive

defletion or wide spread trade protection.

The reaction to the oil price hike varied in

different parts of the world, Industrial and non oil

proaicing developing countries were faced by the fact -
over $ 70 billion had been substracted from world spending

and added to Arabs savings, In general most countries

failed to respond to the demand - deflaticnary impact of

higher oil prices by reflecting home demand, Some

countries like Italy and Britain further deflat®d demand,

other like U.S.A. and West Germany kept on restrictive

monetary and fiscal policies larger than they would

otherwise have gone. It resulted into 1974 ts worst post

war recession.

Many industrial countries responded by trying to
s! into surplus - France,

get their tpalance of payment

Ttaly in particular. S50 the burden was trans-

Japan and
ountries jncluding less developed werld,

ferred to other ¢

But this has yet to produce & backlash.

rdly the recycling of o0il producer's found was

Thi
Most of the money flowed

at first left to panking system.
n and was lent 1in the Euroc-Dollar

to New York and Londo
market, and other ways., But there wes a limit to the
’

yvate banks could exten
so governaents steeped

d their operations,

extent that pri
owing short,

lending long and borr
which directly borrows from the

in - through the I.M.F.,



oil producers to lend through its 10il facility' (I
Ld n
the
jater part of the chapter 1 have given more importan
t
o IMF operations through 'oil facility'.) Secondly th
e

governments steeped in through the governments of indust
ustl]

countries which have agreed to recycle money among

themselves from ¢ 27 billion fund they have set up

At the same time, due to oil price hike search f¢

the l(enersy conservation) development of alternative en
el

resources have been given 8 poost. Most countries h
ave

aggempted some form of energy conservation. It seems cl
€

that b¥y 1980 Britain willi be aple O get enough oil fr
om

North Sea to supply 1tS own o0il needs and to start some
eXporting. In case of Indis on anore and of{ shore drive
for oil gives out hopes of India's attaining near self

n oil by 1980's, In the 1ater part of this

e considering the domestic productim o

sufficiency i

chapter when we AT

gnalysis would be made more comprehensive

the oil - the

1f we 100k at the shape of supply and demand curv

e find ghat before Yom Kippur wéar, October 1973
]

of oll W
the supplyY of the gil was very elastic &t low prices (1i.e

ces caused {ncrease in supply of more

increase in 1% pri
than 1%) . After the Yom Kippur war the oil supply curve
arply (the supply curve shifted), but it is

was jacked sh
rajsed OVEr its whole length

guessed that 4t has pnot been

The reason pbpind it 1ies in the geographical
conditions of the oil gxporting countriea.



0il Industry in India

Prior to independence, and even after independ
: o ence
he control of o0il industry in India lay overwhelmingl |
gLy

with three private foreign companies, largely utilizi
izing

foreign physical resources. Of the 20 to 25 million b

of oil consumed in the early 1950's, over 80% was imported
e

refined products derived from crude oil produce and refi
efined

primarily in the Middle East.

During the early years of Indian First Five Year
Plan (1951 to 1955}, 0il consumption and consequently imports
of refined petroleun products increased rapidly. By 1954,

when the consumption equalled 31 million barrels, the cost

rtea petroleud product
» of the Indiats total import bill, in fact
]

of impo s amounted to almost @ 200

million or 12/
ere ghree-fourths as great as food

petroleun imports w

imports.
Due to large and growing drain on foreign exchange
’
v ernment of In di
geters into building
import »ill through substitution of

the go a successfully pressured the three
largest mar refineries in India, thereby
reducing the oil
crude oil fo
V acuum built & refin

a a year in 195“', Bur
i, and Caltex & 5 million barrel

{mported r the more expensive refined products,
standard ery with & capacity of 9
million barrel mah Shell a 15 million
1 refinery in

{n 1957.

pbarre 195

refinery
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The establishment of these indigenous refineries C
bzsically represented an involuntary or undesired step

for the companies, DBut the advent of thne refineries did

not change product prices in India, since these were set

as equal to product prices in the Middle East plus freight
s

jnsurance, and port charges necessary to bring the products

timport parity'. Hence, with the estab-

genous refineries, the only chaenge in the

into India, i.e-

lishment eof indi
profitability for the companies would be the addition cf
ved from their Indian refineries minus the

profits deri
s for their Middle Eastern or Indonesian

reduction in profit

refineries.

have seen, the larger Middle Eastern

since, &S we

psian refinerles woul
1t in India, it is clear that the net impact

and Indon d be more efricier t than the

smaller oneés bui

hanges would be to reduce the companies' profit,

of the ¢
pe companies had to make a sizeable investment

In addition, T

se § 100 milli a country at that time

on in India,

of clo
on and nationelization,

sceptible to revolutl

considered Su
s were not certain about the political

The foreign companie
stability and government's policy during that early period
after 1ndependence-

g an indigenous oil industry

The need for developin
since the beginning of 20th century, the

was greatly felt.
£ Americén origi

plore refine or prod

n had been trying to obtain

companies ©
uce oil in India and

permission to &

nich was consis by the British

Burmah W tenly refused



government.o

In 1951, 90% of India's requirements of petroleum
products were met by imports. India was totally dependent
on these foreign companies for the supply of petroleunm.
And this was & risk on the part of India, Further the
Abadan crisis in Iran clearly drove home the need to
develop adequate indigenous supplies, which would act as

a standby in case€ of disruption of foreign oil supplies.

(In 1951 the oil industry in Iran was nationalised which

resulted in a crisis, for Persian oil products accounted

for.a major portion of India's consumption during this

period.)

There is a basic question - viz, why did these

companies agree to build these refineries? There are three
important reasons in favour of it., The foreign oil companies

visualised India as & promising growth market for oil and

that, given the foreign exchange problem posed by importing

refined products, ultimately they might Jeopardize their

whole position in India if they, did not accede to the

government's desires.

The second reason for the establishment of refineries
was, as long 2as they (oil companies) would still import
wn crude oil, the reduction in profits emanating

their o
as still worth accepting, when weighed

from the change W
f being excluded from Indi an market.

agalnst the possibility ©

tThe oil industry in India', Frank

8. Dasgupta, Biplap,
Casg End Co. Ltd., London, 1971, p. 38.



Such exclusion could come about from nationalization or
by the government allowing other oil companies to build
the refineries in exchange for guaranteed crude supply

rights. This could ultimately result in complete or partial

loss of the established majors' valuable marketing
facilities in India.

The companies would still make about 3 30 million

jn after-tax profits on the sale of the crude oil moving

through the three refineries.” Thus, while they might

expect to earn only about 10% per year on their refinery

investment from refining operations as such, when the

refinery is viewed as necessary for getting the crude oil

profits, its profitability rises to about 40% per year
?

which was quite agtractive.

The third reason was, the companies hed the legal

protection of refinery agreements negotiated between the
ernment. and the companies. The essence of these

Indien gov
provided that each company had the

term agreements
of importing and refining
anies could not be nationalized.

long-
oil from its own sources

right
and the comp

So the formal agreements were done with Burmah Shell
]

d Caltex for the establishm
Thus refineries were established

ent of three coastal

ESSO an

refineries in the 1950's.
at Bombay (oné€ owned by Burmah Shell and other owned by

tical economy of international
1970, p. 169.

ranzer, Michael, "The poli
oil and underieveloped countries’,
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ESSO) and the third refinery was set-up at Vishakapatnam
owned by Caltex. It is important to mention here that the
net saving in foreign exchange was estimated to be Rs.25

to Rs.35 per ton in spite of the fact that the refineries

were operated under foreign ownership.10

The campletion of major refineries by Burmah Shell
and Standerd Vacuum during the First Five Year Plen involved

a significant changed in the character and mode of the

Indian oil industry. In the 1950's only 10 to 15 per cent

of all products sold in India were refined indigenously
t

by 1955 the proportion was almost three fourths, despite

the fact that the annual demand of the oil rose from 20

to 25 million barrels, to 35 million barrels.

On the other hand foreign investment in petroleunm

faciiities in India increased from § 47 million in 1948

to § 218 million in 1955, Further the petroleum's share

of total foreign investment in India increased during this

period from 8% to 24% (and actually surpassed foreign
investment in plantations (such as tea), which had
historically been the major foreign sector in India).

During the period 1955-60, the period of Second
overnment's pressure on oil companies

Five Ye&ar Plan the &

increased.

Oil's negative impact Of the forelgn exchange

These were two important

position was a serious problem.

10. Das Gupta, Op- cit., p. 116,



reasons of serious thinking in the above context
Firstly India could successfully achieve its targets of
First Five Year Plan., The Second Plan envisaged much m
ambitious targets, and in the course of pursuing this -
accelerated growth, imports increased rapidly, leading ¢
very deficit position in foreign exchange reserves, jhe0 ]
second reason which increased the governmental pressure
these companies was from the 'local equity' or in other ”

words - India becéme free recently during that tim
S e and

frequently sought to promote indigenous business sect
(o) 48

The government was eX
pecting to favour a ch
ange from priv
ivate
foreign control to indigenous private control of resour
ces,

The vasic concept of self-reliance working behind the

development of indigenous industry. The specific goal of
o)

the government pressure has usually been to induce forei
gn

private capital to enter into partnership with local
businessmen., And preferably local businessmen would have

the majority of equity stock, but at least the local
businessmen should have 50% pertnership. The idea of the

government was that the foreign companies would provide
capital (particularly foreign capital which was scarce in
the country), technical know how while local businessmen
would contribute local currency capital along with knowledge

of local conditions,
nment behind this theory was that this type of

develop a large indigenous business

Thelong term objective of the

gover

partnership would
group and technical class,
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The biggest drawback with the indigenous foreign
refineries in India was about the prices paid by them to
their parent companies - particularly for crude oil.
These refineries were paying very high cost for cruyde oil
and were purchasing from their parent concern only,

During this period Soviet Union was ready to supply oil

at a cheaper rate. Hence the need for indigenous oil

industry was stressed by the government,

Keeping this objective in view the 8il a1 d
Natural Gas Commission was constituted in 1955, The 0,N,G.C.

was reconstituted again in 1959 into & statutory body by

parliamentary act. The O,N,G.C. has discovered a number of

oil fields in the country particularly in Gujarat and Assam,
The 0il India Ltd. (0.I.L.) started operating in 1959 the
oil fields of Nahorkatiya (Assam) discovered by AOC in

partnership with Burméh 0il, and later in Arunachal Pradesh,

In public sector there are three refineries to

process the indigenous crudes at Gauhati (Assam), Barauni
(Bihar) and Koyali (Gujarat).

In 1960's the policy of Indian government changed,

The covernment wanted to limit the operations of foreign

oil companies in India, The import trade in oil products

were made an exclusive privilege of the IOC from 1965,

Each marketing company was guaranteed a share of the market

which was related to its refinery output, Hence the major

s could expand their market share only by

oil companie
y capacity under their ownership.

increasing aggregate refiner
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The foreign companies were eager to enter joint venture
agreements but the Indian government is sald to have

disapproved the agreement of joint venture initially but in

the later part the Indian government agreed in the establish

ment of new oil refineries in the joint sector with foreign
(=]

technical collaboration.

The government of India entered into agreement in

1963 with Phillips Petroleum Company (U.S.A.) and Duncan
Brothers Co. Ltd., Calcutte for establishing a refinery at

Cochin. The year 1965 brought a joint venture programme of

the government of India with National Indian Oil Company

(NIOC) and AMOCO for the Madras refineries ltd. In 1967 a

refinery was established with French and Rumanian collabo-
ration under the charge of the IOC, The twc other refineries

are scheduled to Dbe established in the Fifth Five Year Plan
at Bongalgon and Mathura. The establishment of these
eries are in accordance with the growing need of the

refin
Moreover the policy of government of India

Indian economy.

ntext of oil has been als
jes brought dynamic changes in the production

o flexible. The establishment

in co
of oil refiner
Between 1961 and 1968 indigenous

of the indigenous oil.

crude oil rose at a rapid speed. But in the

production of
4 down substantially. The following

later years it slowe

cts the crude oil production in India through

Table depi

variocus companies.
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oAy IV(A): Crude 0il production of Indien Companies

(In ,000 tonnes)

I
Calender Assanm vil ONGC Total 4 lncrease
Y ear Ccil India or pecrease
(Jan. to Company
Dec ember)
1901 184 319 10 510 +23.5
1965 158 1742 1122 302< +83.0
1968 117 2771 2965 5853 +93.7
1970 107 3070 3632 6809 +16,3
1971 38 3146 3941 7185 + 545
1972 93 3183 4097 7373 + 2,6
1974 7z 3080 1,338 7490 + Lol

(+) jndicates increase

(=) {ndicates jecresse

of pPetroleum
ana Chemical
ts Annual

ernment of India Ministry
Source.“ 3 Gggmica s, "Indi&n petroleus
- ' 1973, ana MinistTy

iX declined by <. 4% and
L.1% ©O reach 74 million tonnes in
;1 produc tion was

ude oil pYoO
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The ONGC is taking technical assistance from
USSR to develop indigenous oil industry which is based on
Joint Techno-Economic Plan., . Besides on shore driv¥e for

oil India has tried substantially, to explore cil in 'off

shore' areas also. The gulf of Bombay is explored for cil,

Apart from it, the Soviet seismic ship 'aAcadmic
aArchangelski! (hired by the government of India from USSR
for two years) collected the basic geographical andg

geological informations about the areas of Kerala, Kaveri,

Mahanadi, Godavari and Ganga in the year 1964. 1In 1967,

the USSR submitted its draft report to ONGC. It is said
to have kindled world wide interest in Bombay high,

ONGC took keen interest in Bombay high and the drill ship
The

The

1Sagar Samrat' started its operation in Bombay high,

ONGC took too much time in taking final decision, After

the report of Russian ship came in (1967) the ONGC took

two years in deciding its plan of action and the final

decision in drilling at Bombay high. The question before

the government was whether to authorise foreign companies

ntract at Bombay high or the operations should

to give this ¢o
The drilling ship 'Sagar Samrat!

be performed DYy the ONGC.
And this delay by ONGC hés cost Indi&n economy

came late.
The

substantially in terms of foreign exchange burden.

tap all sources of oil production can be

urgent need to
n the light of magnitude of

better apprecilated if exasmined 1
an and the great dependence on foreign

our payments probl
ted during sixtees government of

supply. A&s previously sta



India took keen interest in establishing indigenous oil

refineries in the country. Needless to s8y that the

government policy resulted in a positive direction. The

dependence on foreign oil decreased considerably. The

statistics of the world Bank for India shows clearly that
in 1968 the dependence on foreign crude oil became only 65%
as compared to 90% in 1956, We could reduce the external

on crude oil by 25% in twelve years - it is of

dependence
1 achievement for a developing country

course & substantia
le (Table FV(5)) depicts the

The following Tab

like India.
petroleunm sector for

extent of dependence on imports in the

India.
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e sixtees the external dependence on
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duction upto 2 million tons
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ls drilled in

per year by the

In th

Bombay high.
stantially in India context. The

ude declined sub
for drilling the oi

en a new direction to

petroleum ¢T
1 in various wells at

of f shore drive
the Indian oil

Banbay high has giv

industries production-
jvided the continental shelf into ten

ONGC has d
operated by ONGC itself and the

The Bombay high is

basins.
pbasins of Kutc¢

h, Caverl and Beng2l have been

remaining other
a and UOS.AI fOZ‘

n to foreign oil companies of Canad

give
drilling purposes.



1970

1971

T"‘\BLE. vV (5) INDIA -
DEPENDENCE ON

CRUDE PEROLEUM @

PLETROLEUM PREDUCTS @

TOTAL ®
1 ’ ‘ 10
s 35
o’
65
7 €
. 167
a5
I ‘;6
55
r,’;/"/:' 10
Lo VK 68
23C .
/,/}4~' ‘5
//,//J £a
3,
7777 78 o
i g Y 71
I | ] ] | | i | | J'
O 100 20 30 40 50 60 70 80 90 100

PETROLEUM SECTOR EXTENT

IMPORTS (IN PERcmﬁGé"=

® for details consult tabte 1V (5)



2R2

TASLE IV(5}: India: Petroleum Sector - Extent of
Dependence on Imports

(In percentage)
1961 1965 1968 1970 1971 1972 1973

1. Crude Petroleunm

Ratio of crude
imports to refinery
throughput 93 70 65 63 65 63 65

2. Petroleum Products

Ratio of products
imports to net 30 2% 6 5 10 15 18
consumption

3. Total

Ratio of imports

and
;fogzgf: to total 95 77 67 65 68 68 71
availability*

*Total eva lability is domestic refinery throughput
plus imports of petroleum products

: rld Bank, India: Energy Sector, 1975; and
soureet g@vernment of India, Planning Commissién,

Draft Fifth Five Year Plan,
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g

ship named g
Dalmaboya' and ONGC is getting anoth
> er darillin
g

ship from U
.S.A. al
so. The 'Sagar Samrat' has so far d
r drilled

five oil wells upto August 1375, the first one dri
February 1974 ana the fiftn one in May 1975. Th ll?ed "
well was drilled upto & depth of 962 metres to g:tflfSt .
ONGC plans to drill 20 more exploratory wells durinOlT. o
The oil at Bombay high in the form of lime stone fofmaz?5-76-

ions

(as we find in the Middle East).

The ONGC is signing various contracts with U.S
pany for fabricaticn yards in Dubai
and

firm McDermott Com
stage turnkey project tc solve

for the execution of a two-
of oil produced from the Bomba
ey

ion problem

the transportat
high to the shore., And thils crude oil which is drilled at
Bombay high would be taken tc the shore terminel to be

in the Gulf of Kutch and later would

tructed 8t salays,
ced tO Mathur The refinery

ure is having 60

cons
a in uttar Pradesh.

be transpor
j11ion tonnes capacity, The

erected at Math
ed here.

£ BombdY hizh woula D€ process

crude ©

The other seismic ship which India has taken from
11

in 4 crores rupees 18 t snvesbak'. The American

U.S.A.
ges to oil

ani metter when puried chan
e ol h € action of bacteria. To form
the oil spould be able to
ea by over

11, Decayi
ations '
re it cen D€ trape
are known &S

or gas
commercia
migrate to

lying layéerse. Areas of 8
' sedimentary areas’'. The dome-shap€ i ’
the most popular of such areas wheé the real roc ’
pecomes 3 cap an volr.
Such formation is called



Surveys, which huve forecasted three structures {n Kuteh -

four in Bengal area, with B0od prospects of yield

In

September 1375, the drill ship 'Fredricksburg' {The

C&I‘l esburo
group) started its off-

shore drilling in 23,000 square kilo
metre area of Bengal and spudded

its first wel} on Jeptember 22,
1975,

In this contract the whole basic has been offered for
Seéismic surveys, but the contractor has to select an areg

of 5000 sq. km. for exploration within 2 years, Surrendering
the rest of area to ONGC along with the data collected upto
that particular time. The contrected area is to be

reduced by 2500 sq. km. by the end of 36 months and at the

end of seventh year, the contractor is to be left with Gl

only producing &areas,

The ONGC has also taken the project of oil explo.
ration in north and north west of Bombay high. The special
unit of ONGC has been constituted for this purpose to start
the 01l exploration immediately. In March 1975, the ONGC

spudded its first well in Mandapam area. At the same time

it is also taking up exploration work at Saurashtra off.

shore area.

If we look at the statistics of ONGC oil exploration,
we find that upto 1974-75 the total meterage drilled by

ONGC in the country accounted for 1,96 lakh kilometers, gs

i eters,
against the budgeted target of 1,91 lakh kilom s
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e
operations of ONGC are not limited upto I
¢ India

only but it ’
has taken some dssignments abroad also It

entered into a contract with Iraq National 0il Compan
August 1973, under which an area of 4200 square kifcxn:t .
was allotted to India for exploration and production of .
The first o0il well in this area was spudded in August 1970511‘
In Gulf of Iran, particularly in Rostam and Raksh, the ONGC.'
subsidiary Hydro-Carbons Pvt. Ltd. (HIDL) got a share of S

production from the field which is estimated to be 3 miiii
on

tons during the Fifth Five Year Plan period.'?

Various projects have been taken up in various state
S

of the country by ONGC, particularly in Jammu, Rajasthan ang

Himachal Pradesh., In the eastern part the first well was

spudded at Bakultala which is considered to be a promising

location in the Baroda structure. 13 The ONGC has also

indicated that West Bengal is also supposed to have rich oi?

énd gas resources. But due to geological difficulties as

the West Bengsl area is having & marshy ground, exploration

ot been taken up under intensive operations,

activity has n
rating in Arunachal Pradesh and also has

The 0il India is op€
it has been reported

struck a well &t Kharsangh. However,

re follow-up qrilling would be essential before

il is confirmed

that some mo

the possibility of ©

there. 1

of Petroleun and
1975-76.

vember 15, 1975.

Novembef‘ ’l

performance

Chexnicals,
12, Ministry
Budget,

13. Commerce, No
1975, p. e

14,. Financial Express,
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Now, locking at India's case, Assam's refinerjes

14
are 'resource based'. The Digboi and Nunmati refineries ar
2

located near the source of crude oil. Koyali refinery of
o

Gujarat is also 'resource based'. The coaste] refyaent
es

are established with a objective to process imported cryde

v e

Barauni refinery is established near the consumption area

The second important constraint regarding the yield

of petroleum products mostly depends on techniques of
In the modern age various techniques have been

processing,
The yield of

developed t¢ achieve a needed product mix,

middle and light distillates c¢an be increased by a complex

processing with 'visbreaking', hydrocracking' ad 'catalytic

cracking’.
While throughout the sixties naphtha was in surplus
]
a naphtha shortage is expected after 1983-84 when more

petro-chemical plants are to be set-up, in the view of Fuel

Policy Committee., Light distillates are expected to be in

short supply right upto 1990-91.
advance refinery planning, but also, naphtha demand will

This warns us for not only

have to be regulated by proper licensing of fertiliser ang
and it must also be ensured that

petro-chemical projects,
napatha is not priced too low.

According to the draft of the Fifth Five Year Plan
capacity is of 39 million tonnes.

the target for a refinery
At present, the existing capacity of a refinery is 24.5

million tonnes and the additional capacity approvea during

~d
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the Fifth Plan is 13.9 million tonnes, The details of the

refinery-wise capacity is gives in Taole No. IV(o) This

capacity is estimated to result in a refinery throughput of
36 million tonnes, which can cater to a net consumption of

petroleum products of 34-35 million tonnes, which would

mean an annual average compound rate of zrowth of 9% The

expansion programme of Koyeli refinery has been delayed and

the Mathura refinery programme is expected to spill over

sixth Five Year Plan, The reasons for the delay were

inadequate financial resources with the government and the

alteration in the design of the refinery. Previously the

Mathura refinery was designe

Iraq while now 1t has to process Bombay High crude.

d to process imported crude of

The oil price hike imposed serious burdens on the

ments of the third world countries.
1 the consumption of oil products to the

govern Indian government

decided toO curtai

Hence the estimates of refinery capacity anad

minimum.
need to be€ amended in caonsonanceé with the

product demand

structural change 1in oil.

1ice Committee reports (August 1974)

The Fuel PO
uctions 1in demand of petroleunm

considered the possible red
products due to oil price hikes, and on the assumption of a
m crude oil price, and a fifty

g4 10 per parrel long Uer
tution that could be

vement of the substi
possible ef forts between oll

2 million tennes

per cent achie
jeved, with the best
has forecast & consum
s in 1978-79,

ach
ption of 32.

products,
of which 24,5 million

of petroleumn produc



tonnes would be consumed by the energy sector., According
to the study of World Bank a figure of 31.32 million tonnes
by the end of Fifth Plan is a reasona2ble estimate of

consumption of petroleum products in India,

In case of indigenous production of crude oil the
Fuel Committee has recommended more secondary processing

of heavy end-products to produce larger middle and light

distillates. The locatia of the refinery should be well

judged, The product mix required in each refinery, the
extent of secondary processing to be established and the
feedback choices for the fertiliser industry should be

examined by considering these options simultaneously, if

necessary with the help of programme models.

The Mechanism of 01l Pricing in India

The ONGC and 0il India are generating internal
resources in oil exploration. But whether the ONGC and
generate sufficient internal resources to

0il Indie can
on programmes depends much on the cost

finance the producti

of production and pricing of indigenous crude,

According to the World Bank study for all domestic
the average direct producing costs at present

range of § 1.50 to $ 1.65 per barrel. In the

t of production, the cost of produc-

production,

may be 1in the
comparative study of cos
ssam crude is higher than t
g the conteht, the Assam crude has a

he on-shore Cambay

tion of A

fields. Regardn



TaBLE IV(6): India; Esti
s ; timated Refiner o
Capacity, September 19?4y TaFoughpt

(million tonnes)

1. By Refinery and Ownership

(a) Public Sector

- Koyali b.30
- Barauni 2.80
- Gauhati 0.80 7.90
(b) Joint Sector .
-~ Cochin 3.30
-~ Madras 2.50
- Hindusten Petro-
leum (Bombay) 3,50 9. 30

(c) Private Sector
~ Burmah Shell

(Bombay) 5.25
- Caltex

(Vishakhapatnam) 1.55
- Digboi (Assam) 0.50 7.30
(d) Total -—54 50

2. By Location

(a) Inland refineries 8.40
16.10

{b) Coastal refineries

Approved Additions in the Fifth Five Year Plan Periong
24450

Existing capacity at March 31, 1974
Expansion of existing refineries

- Barauni (1976/7%) 0.60
- Madras (1976/77) 0.80
- Koyali (1977/78) 3.00
New Refineries
- Haldia (1974/75 and 75/76) 2.50
- Bongaigon (1977/78) 1.00
6.00

- Mathura {1978/79)
Total above additions to capacity 13,90
Total existing capacity and above additions 38. 40

Source: Draft Fifth Year Plan, Statistics of Ministry of
Petroleum and Chemicals and Indian @il Corporation

in World Bank study - op. cit.



sulphur content of 0.3 per cent, the crude produced from

Gujarat fields is lighter (36°-48° API), with a sulphur

content of less than 0.1 per cent. However, its wax content

averages between 11 and 13 per cent and in winter the oil
must be heated to flow.

It would be worthwhile tc discuss the price

mechanism of oil in India. What is the criterion and the

mechanism by which the price of the crude oil in India is

decided.
World's oil production in 1974 stood at 2800 million
tonnes. United States of America alone is consuming 30% of

the world oil production.
of total world's oil production i.e. 25 million

Indian consumption in 1975 was

less than 1%

tonnes.
Krishnanurthy has given price mechanism of oil

Mro S'

in India in th
nThe mechanism of

¢ systemétic way. For my purpose I have taken

1
oil priCing' > as standard source

his paper

for oil pricing.
f a refinery are classified as light

The product ©
(motor gasolene, el

middle distillates (kerosen
1 oil (LD )y aviation turbine fiel

napatha, LPG etc,. ).

distillates
e, high speed diesel

product is
(H.5.D.), light d1€s¢

Managing Director,
nPhe mechanism of

e

chainmaﬂ and

Sey
Corporetion,

15. Krishnamurthy,
Hindustan Petro
oil pricinz’,
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(A.T.,F.,) etc, And the third classification of the oil

product is bottoms - which include furnace oil (F.0.)
* L] ']

asphalt etc. 4#nd it depends on process established in each

refinery, varying percentage of distillates etc.

In our country, on &an average, each barrel of oil

is converted to petroleum products as follows:

1. Light distillates - 17%

>, Middle distillates - 4.8%
3. Bottom = 29%
= 6%

4. Loss in production

The pricing of oil product is considered to be a
complex problem. The price of the petroleum product can be
derived from the price of the crude oil as there tends to
be a relationship between the crude 0il and petroleum

But the price of
it is & complex problem of

products. crude oil is varying. So
despite the relationship,

the petroleum products due tc variations in the

pricing
price of crude oil.

Today, in the modern &age, the demand for oil is
remarkable velocity. And most of the

increasing with &
ding India produce only some

uming countries inclu
import the rema
f crude from these two sources -

oil cons
ining balance of the

crude oil and have to

The prices ©

requirements.
different. The new

digenous are widely
lled with a

imported and in
11 which have been dri

sources of indigenous ©O



large investment (and are in the ascending scale) is more

costly as compared to existing old oil. The cost of
production of ofi-shore 1is significantly higher than that of
0il on shore. The sources of indigenous crude are aif ferent

and hence the cost of production differs.

In U.S.A. the crude sources &re recognised 'imported

oil!?, treleased oil' and new oil!' because the price of crude

from differént indigenous sources vary over & wide spectrum,

October 1973, brought the worst situation for oil
consuming countries. The world witnessed & steep price rise
on imported crude. It is important to mention here that
before the oil price hike of October 1973 the indigeénous crude
was costlier than the imported crude. But after the price

hike the cost of production of the indigenous crude turned

out to be lower as compared to imported crude in most parts,

Mr. S. Krishnamurthy has given certain definitions
which are very helpful in underStal‘lding the system of

petroleum product price.

In case of imported crude the delivered price
consists of the import price plus carriage freight and
jnsurance, The delivered price in case of indigenoys crude
consists of the price due to the producer (ONGC in India)
and the cost of pipeline transportation. The product price
is derived by adding to the delivered price the refining
cost of the refinery company the distribution cost of the

marketing companies and profits.
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The reason of cost difference lie in the dif Ferent
sources. In case of imported crude, carriage freight ang

insurance etc. are included apart from other costs of
production.

The consumer price is derived by adding to the

product price, the taxes levied by the central or state opr

both governments and the local authorities,

In India, the delivered cost of indigenous crude

is approximately Rs,300/- per tonne, while the delivereq

cost of imported crude oil is approximately two and g half

times more i.e. around Rs,750 per tonne. The natura]l

solution to a system of uniform price all over the country
for a product is to derive the weighted average of the
different prices of crude to refineries. Today this

weighted average in India is of the order of Rs.590 per

tonne,
The consumer could get the benefit of lower cost of

indigenous crude through the device of the weighted average

of the price of indigenous and imported crude.

'Walue stock accounting' (U.S.A,) system was popular

ijp India till 1958 for pricing of petroleum products. This

U.S8,A. system was essentially 'cost plus percentage profit!

price formula. Damle Committee, the first oil price
enquiry committee in India, recommended to change this

system to 'import parity! in 1961, There were two important
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f »
actors which recommended to change the
Z system to 'i
arity?’. i e
p y Firstly, & substantial volume of our r
equiremnents

of finished products
were met by imports (as
the ONGC coul
d

not drill substantial indigenous crude oil) and it was
ouna

desirable to recognise the principle of import parity for

pricings.

The second reason peing - the agreement entered int
0

h ESSO, gurmah Shel
s in India. The Fourth oil pricing

by government wit 1 angd Caltex for the

establishment of refinerie

committee headed by Dr. K.S. krishnaswani, Governor, R.B.I
alde Loy

submitted & report to the government. and the result was
3

tem has been changed following the conventional

this 8ys
uct price and consumer

definition of delivered price, prod

price.

In India the delivered price means a weighted
average of agifrerent prices of crude (in india). The
o refinery - depe nding

refining cost yvary from refinery ¢

he sizé€ of th capital investment

e refinery, value of

upon t
y was set up)

n to when the refine€r

(again which has 2 relatio
termined by Uthe technology

ef ficiency as de

he op erating
Then how is the un

and ¢t
if orm product

py the refinery.
Krishnaswanm

The Krishn

adopted
n appropriate

ce derived? pr.

i Committee had a

pri
aswami Committee has

o this probleém.

answer ¥
r each refinery

formulated th

reimburses to
geh refinerye.

etention prices fo

e concept of T
ning crude cost as appro-

them the refi

which
priaté to € This concept of retention prices
also recogniseés each company's operating efficiency @3 well



is a
welcome improvement and has been édppreciated b
y the

Indian o0il inaustry.

Today, the petroleum prices in India 2re administ d
stere

in the following tashion.

(a) Ceiling selling prices are established at

ints for major products like mogas, kerosene

refinery po
solvents and LPG - both domestic and

HSD, LDO, FO, naphtha,

industrial.
(b) gelling price of lubricating oils and greases are
frozen at & certain level and are thus regulated,

(c) Small volume/specialised products delivered to a
like carbon black feedstock, hot

few selected customers

are not under price control at present,

heavy stock €tc.
ces of petroleum products are almost controlled

The pri
overnments despite the fact that

by the central oF state g
refineries and oil mark eting companies

there are some
operating in private sector.
as stated previously, the

g to the definition

y adding to the pro
nment, the staté governments

Accoradin
duct prices the

consumer price is derived b
he centrél gover
and local authorities. In certaln product
stantial resulting in high price to

stitute 73,5% of the

e duties and taxes con
This is the conseguence

taxes levied by t
s the duties and

the consumer,

taxes are sub

In case of mogas th

4 by the consumer in Bombay «

price pal
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Qf a d l. i & i f
0

mogas.

Selling prices of petroleum products are adminis-
tered in & planned and well thought manner by the government
duly recognising the need for a correct price having regard
se and equitable distribution, having regards

to its end u
is an important source of industrial

to scarcity. Fuel oil
ene

rgy snd its price 1is regulated taking due cognisanc £

=S e 0

the cost of =lte
rnative indiecenou
g s sources of ind
ustrial

energ
gy, namely coal and electricity. The government
ent has

granted duty exemption to fuel oil used for power
generation

under ¢ i ;
ertain conditions. For naphatha which 4
s used for

feedstock for the manufacture of fertilizers and also f
so ior
other industries, preferential price treatment is gi
iven,
o consideration the end-use of the product. F
. For

taking int
selling price of naphthé in India

fertilizer purposes the

per tonne while naphtha used for non-

{1c only B5.590
che selliing price cames to be aroun
a

fertilization punposes

Rs,1,012 per tonne.
policy ijs oriented towards

e current pricing
prices for certad
while shifting
afford to pay
s in fulfilment of

we f£ind huge

in products and certain

establishing lower
the burden of other

of consumers,
munity who can
he government i

categories
higher prices.

sectors of the com
policy of ©

This pricing
d socio-economic ob

jectivea where

the recognise
he country.

1ities amongst the people of ©

inequéd
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The I y
S

1

Coorg i
dination Committee', This Comuittee consists the

Secre y Y ive
tary, Petroleum and Chemicals Ministr representati
’

of i ry an v
the F:Lnance Minist and Chairm /Chler Executi es of
(#)

a
1l refineries marketing companies. This Committee is havi
ving

their own secretariat comprising officers loaned by all th
e

0il companies and has four divisions as follows:

1. Operation division - which coordinates on imports of

petroleum products, product distribution, coastal move

ments, exports, etc,

Accounts and Finance - which reimburses tc and recejives
from refineries anc¢ marketing companies.

3. System Analysis - which coordinates studies on industry
supply/demand, investment plan etc.

4. Technicel division - which locks intc technical matters

such as a crude yield, product specifications etc,

ralised coordinating agency 1s essential as

The cent
stry are getting more complex

the problems of petroleun indu
Its composition provides for

angd involved day by day.
he different oil companies and

participative management by t
imisation of

can thus ensure success in the effort at opt
distribution, etc.) and achieving

operations (refining,

minimum cost.
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The petroleum industry in India is well organised

and will shortly be totally in public sector, The adminis

tration and control of petroleum products prices at present
are mot only well planned and organised but it is also

objective oriented, meeting the current socio-economic

requirements and duly recognised the long term perspective of

energy resources and their planned utilization., Until

July 1975, the pricing of indigenous c¢rude was closely linked

with the price of imported crude and the cost of production

had nc bearing on the pricing of indigenous crude. The
pricing of imported crude plays very important role because
the pricing of indigenous crude was also dependent on it and

secondly the private sectors and joint venture refineries in

India were 8&lso dependent on imported crude supply.

The oil companies had adopted the U.S, Gulf as a
r calculating crude oil and product prices of

basing point fo
The crude imported to India even

their exports.until 1945,
a and Persia, the nearer sources, the price

from Burm
d to have come from U.S, Gulf only. So

fixation was suppose€
was applicable to all cil companies

this parity price system
regardless of the source of supply.

In 1945, the persian Gulf was accepted as second
?
For the markets nearer to

int for price fixation.
uct was equal to the

basgl ng po

the Persian Gulf, the price of the prod

f.o.b. U.S- Gulf price plus the ocean freight from the
1ess the source of supply.

persisn Gulf tO the market regard



=80

In Indian context, the government Signed an agreement
with U.S.S.R., in 1960 to import 3.5 million tonnes of ¢rude

01l at a discount of 20% to 25% off the posted price and to

be paid in inconvertible rupees.16

By 1960 the Indian government had largely succeeded
in getting the established m&jors to import crude oil rather

than refined products, thus saving considerable foreign

exchange. During this period the demand of oil had been

increasing remarkably which resulted thereby increasing the

total import bill., India's foreign exchange position had

been deteriorating rapidly.

So in this critical situation the Indian government

had five alternatives. Firstly the attempt to suppress the

growth in oil demand, either through the price mechanism
or through limiting imports. But as previously stated, oil
is important source of energy &and plays a vital role in the

process of development - the government disuaded this
The crude oil was badly required for fostering

alternative.
the economic growth in the nation,
The second alternative before the government was to

seck to find crude oil within India. It was a long term
planning for which government took necessary action - but it

could not solve the jmmediste problems.

16. Das Gupta, op. ¢it., P- 185.



The third alternative was to foce a reduction i
in

the prices paid for imported crude by the established

majors to their overseas affiliates. This was an alter

native on which the governments focus was centered

urth alternative was also important i.e. to

involving no outla

The fo
y of hard

ort oil on parter basis,

This altern

imp
ative could control the

foreign currency.
deterigration of foreign exchange position. The government

paid much attention to it.

rnative was tO secure western

The f£ifth alte
n aid to purchase oil.

terms of foreig
orked along eac
evoted O third
natives (3rd and Lth)

The

assistance 1in

nment at point ¥ n of these lines but
ef forts WEr® d
hese TWO alter

related because

gover

Considerable
And ¢

losely inter
jcal source o

alternativesS.
the goviet Unlon

pressure

soon became C
f barter oil, the

compéanies

was the onlY pract
to bear on the

of Indian g0

to import goviet oil.
ed mejors came into the

f establish
hat gpoviet Union had

The pr‘edicament o

n mid 1960 W

open i pen it was revealed t
- low priced
of fer is said to be

1oW what the

cru
per cent D€

at a pric

gritish anc
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Soviet Union
is aggreable t
© accept payment in r
upees and

ln

y

was t
© save foreign exchange during mid sixties,

The
Russian offered to supply some 18 million

barrels of c¢ i
Tude oil per year or about half of India's crude

imports
P at that time. Despite the long haul from the Black

S -
ea to India, the Soviet crude oil was offered on a

delivered basis at g 1.81 per barrel CIF Bombay or $ 0.25
a4 barrel cheaper than the companies' CIF price. Thus the

Soviets were offering to sell oil to India at a price which

would immediately save Indie almost § 5 million per year

Even more important, since the Soviet o0il was to be paid
for completely with rupees, the foreign exchange saving

would amount to full cost of the displaced western oil or
some § 33 million per year. (Despite the fact that Soviet
offer was clearly an attractive one for India, no Soviet

crude has ever moved through Indian refinery.)

The government of India stated to have asked the

But in July 1960, following the companies

refineries.
the government owned

refusal to handle Soviet crude oil,
contract to import scviety

Indian oil company signed &
products on & barter basis (particularly kerosene and
Querterly
10 Pe B

L
1d Lubell, "The Soviet oil offensive
17 Revi oﬁomics and Business, Nov. 1

Review of EC



8utomotive diesel oil, which were short in supply. )

Between 1961 and 1965 India imported a total of

10 million tonnes of refined oil fuels, of which Soviet

products accounted for less than one fourth., The reason

being the established majors flatly refused to process

Soviet oil in their refineries, The worry of Soviet

competition by western countries made them to give a

discount of 15 cents per barrel of the posted price in the

Middle East, rather than giving the conssmt to process

Soviet crude.
The Indian government cancelled the agreement with

U.S.S.R. and accepted the discounts off ered by the established

At the sane time, the government realised that it

majors_
The

o bargain for larger price discounts,

was in a position ©
government could get further discounts by threatening to

gn exchange allocations.
es of crude imported to India for

The discounts off the

reduce forei
posted price of three typ
the period 1960 to 1968 are depicted in Table No. IV(7).
erts visualised some more discounts as

The ONGC exp
jttee in 1969 that there was

pointed out by oil price comi
o.b. price and f.o.b. cost of the

a large margin between f.

crude oil.
0il paid by Gauhati and

In 1964, the price of crude

ONGC and 0.I.L.
B=s. 10 per barrel.

(on the basis of import

Barauni refineries to
But in 1968

parity) was Rs.75 per tonne or
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TABLE JIV(?7): Discounts off the posted price of
three types of c¢rude between 1960-1968

{Discount in cents
per barrel)

Iranian Saudi Arabian Kuwait
Period Agha Jari M e

API Gravity 34~34,9 31-31.9 31-31.,9
1960 June 19.0 3.0 P
1962 - January 21.0 3.0 >
1965 - January 23.0 3.0 25,0
1965 - July 30.0 3.0 25,0
1966 - January 3800 21,0 25.0
1968 . May/June 41.0 24.0 28.0

Posting as on 15.5.69 1.79 1.59 1.59
Source: Report of the 0il Pricing Committee, October

1969.
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th
€ price of the crude oil paid by these refineries roge to

Rs.101 per tonne or Rs,14 a barrel,

The year 1373 brought a substantial increase in the
price of the crude oil in national and international sphere

The price of the indigenous crude rose to g 2.48 per barrel
or around Rs,19 a barrel, in August 1973, to 8 3,58 5 &5

barrel (about Rs.20 per barrel - which is just double of 1964
price} in the beginning of November 1973 and further to ¢ 4,58

per barrel (Rs.36.6.4 per barrel) effective from August 1

1974,
The increased import price of the crude oil could

have been charged by the ONGC end Oil India also but the
The

indigenous prices were not increased by the government,
The pricing of the petroleum products which was till now
' system - also changed from 1957

based on 'import parity
arate f.o.b. prices for oil products were posted

onwards, se€p

in the Persian Gulf. The Damle Committee (July 1961) and

Talukdar Committee's (September 1965) report the larger

discounts were recommended., It was quite obvious that these
omed by established international

recommendations were not welc
majors They were ready to give discounts of f the crude oil
price and off the product price.
The operations of jnternational majors throughout the
their refineries stood to

y integrated,
gzin by low crude prices; the loss to the producing ccmpéany

the gein for the T

world, were verticall
efinery company of the

could be offset by



price, the entire inter ]
national organisation steog
a to lose

were priced as if they I
ey had been purch
ased from the P i
€rsian

Gulf at disco .
unts fixed by the
government., As
* per recommen-

dations of Shanti Lal Shah Committee (1969), chan
’ ges in
product prices were determined on the basis of the f
e lormula

tha
t for every change of 10 W.S. cents per barrel in th
e

crude oil price, there would be a 4% change in the "
product

price,
The government of India has also adoptedthe policy

of increasing the product price, except lube base stocks
and naptha, upto & crude price of § 3.48 per barrel, For

increase beyond § 3.48 & barrel, & scheme of compensétim
f the quantity of production of bulk

computed on the basis o
refined petroleun products escalated by 7 per cent (for lube

base stocks), to cover own fuel and loss.
'import parity! principle in

The importance of
The Fuel

products declined recently.

pricing the petrol eun
rejected the import parity

Policy Committee (1974) strongly
According to Fuel Committee recommendations - ™in
s likely to product of the

he country, the

formula.

the coming yesrs when India 1
ing the crude within ¢

particular advantage in maintaining

g ex-refinery prices,
ucts at refinery

products by refin

Committee does not see any
t formula for fixn

the 'price parity
As in any other country the prices of prod
rence GO the cost of producing

level could be fixed with refe
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the product atter attaining a reasgnable return to the

refiner,

The government of India linked the prices of
petroleun products to a weighted average price of P 8.48
per barrel of imported and indigenous crudes after the global

increase in crude 0il prices between October 1973 and

January 1974,

K.S. Krishnaswami Committee submitted a repart on

the mechanism of o0il prices in India (February 1975). On

the basis of the recommendations this committee, the concept
of retention price was to take the place of import parity

formula. As previously explained, Dr, Krishnaswami
recommended that the retention price for each product and

each refinery was to be arrived at after taking into account
the average level of *throughput', the pattern of production,
the cost of crude oil, the refining cost, and a return of

10 per cent on next fixed agsets and a 15 per cent retwn on

A posted price of g 8.65 per barrel is
r working out the retention
The

working capital.

reported to have bea adopted fo
prices of different petroleun products refinery wise,
higher cost of imported crude to refineries is being

sated from the crude oil price eq
processing indigenous crude oil will

¢ 8.65 and 4 4.58 per barrel

ualisation account

comp en

(CCPE) .
t the difference between

The refineries

credi
to COPE account,
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€over, the product prices will take into account
4 retur <A
n of 14 on Capital employed by the marketing
Coapani e '
panics as Indian (i} Corporation, Hindustan Petrol eum

Cor,oration Ltd. and Burmah Shell,

The price hike of crude oil by OPEC brought the

t0resaid changes in the pricing policy of oil in Indig

Effect of pr
Inetear ice Hike on Balance of Payments - Theoretical

We have so far examined the importance of oil, the
0il industry in India, pricing of petroleum products and
the various sources from where India is importing crude oil
and petroleum products. After the Yom Kippur war of October
1973, the developing countries had to face serious balzance
of payments difficulties. Not only the developing countries

but the advanced countries like Britain and U.S.A., found
themselves in uncomfortable situation. In this part of the
chapter I have critically examined the impact of oil price

hike on India's balance of payments position.

Theoretically speaking there can be two factors which
are responsible for balance of payments problem in developing
countries. The two factors are - external and internal
factor. We include changes in the price level, increase in
population and sectoral imbalances under the head internal
factor. Regarding the external factor we include the

unfavourable terms of trade and cyclical thkanges in the

level of income of developed countries. For our purpose,



both t
he factors are responsible for external payments

rob
p lems of developing countries. 1In underdeveloped countries

the ;
¢ basic objective of the government is to execute plansg

S &

or development. Generally there is an acute shortage of
Capital in developing countries, So sometimes government
uses the weapon of deficit-financing to finance the

developmental plans to accelerate growth process. It results

in rise in real income accomp@nied with a8 greater rise in

money income. Now 1if there is & rise in real money income
there will definitely be rise in demand for both consumption

Crude oil is a source of energy, hence

and investment goods.
with 4increase in real income there tend to occur an increase

in demand for it., The inflationary pressure generated in
this manner adversely affects the balance of payments, Given
excess demand creates inflation at home

domestic supply,
and exerts pressure on the balance of payments, The second

internal factor responsible for balance of payments difficulties
is population growth. For & developing country like India
which is densely populated there is a scércity of ceapital,

jon the unemployment increases which

With increase in populat
capita income is also low.

reduces productivity and the per
result in smaller savings, which are

And all these factors
tiplier eff ect in the country,

essential for creating the mul

to raise the nationeal income. A large quantity of food is
imported to feed the masses which 8180 adversely affects the
yments of the country.

balance of pé
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The third factor is imbalance in Sectoral growth
In developing countries some industries are lagging behind

Sunch imbalances not only account for slow growth rates

of payments difficulties, Before 1960,

but also for balance

not much cared by the government. The

the oil industry was

indigenous crude oil supply was not in a position to meet

the demand for crude oil. The external factors include
For the development purposes

unfavourable terms of trade.
the developing countries require capital goods - which they
have to borrow from foreign countries. Secondly the export
of developing countries consist of food and raw materials,

er capita income in the advanced countries does

The higher p
in the demand for consumption

not warrant any great increase
e developed comntries are not much affected if the

goods. Th
s increased as they are economising

demand for raw materials 1
and at the same time developing

the use of such goods,

substitutes.
g countries are the

ports of the developin

The ex
given a rate of increase

imports of the Jeveloped countries,
of countries, the imports of

es in both the groups
s to a much greater extent than those of
€

y their palance of p&yments

in incom
the former increas

the latsr and consequentl

Moreover the bargaining power of

n deterioratés.
peositio also week. This unfavourable trend
S

developing countries 1
d tands much in the way of economic
trade S
The developing countries

loping countries.
he increase in exports of a few

in terms of

development of deve

are totelly dependent upon t
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tr‘ i -
g

required f
or dev
elopment, A slight fall in exporsg
ré earning

po
0 h

developing n
g nation. The prosperity or depression i
n the

that ¢
cnstitute the ex i
port incomes are ex
port quantity and

€xXport i
price. The more important factor in the short
run
And for the

£
or developing countries is export price
de i
veloped countries it is export quantity which is mo
re

im 1
portant., This is largely due to typical conditions of
The agriculture produc-

Supply in agriculture and industry.
he short run) increassed or

tion cannot be immediately (in ¢
eans when demand exceeds supply the prices

It m
11ls short of supply the prices

decreased.
will rise and if the demand fa

will decline.
ration (in developing countries)

The degree of concent
of exports 1is greater, than that in adgvanced countries.
of the foreign exchange earnings of the
ijes are dqerived from the export of primary
of export earnings ¢

uthern Rhodesia, 38% in

Roughly 90%

developing countr
Their ratio

o national income

products.
is large- 68p in the ©ase of So
Burma, 55% in ¢eylon, and 347 10 Peru - any varjiation in

s will have a serious effect on

y cyclical fluctuations in
e similer income

modities

r their expOI"t

the gemand fo
This explains W

their incomes.
trial country 1ike U.

jes which are &P

large indus ke PEACSE
orting primary ¢of

changes in countr

es like U.S.h.

to countri
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In the present Stage the balance of payments

viz, i
thel r imports are increasing substantially from th
| e
indus
ustrial advanced countries, the eXperts have comparativel
: y

declined as compared to increase in input their balance of
€ 0

payments problem has been aggrevated by adverse price trend

The decisions of the OPEC after 1970 have put

developing countries in very critical position. The non

0il developing countriés had a phenomenél deficit of § 22

billion in 1974. These developing nations which had
witnessed a commodity boom in 1972 has tapered off; the
recession in industrial countries caused a decline in demangd
of their products. These industrial countries were unable
But the

to reduce substantially their imports of the oil.
d countries like India tried to

relatively better develope
their exports of goods and services to some of

increase
the OPEC countries.
palance of payments position of the non-oil
ike Mexico, Brazil, Phillipines,
Korea badly deteriorates,

The

developing countries 1
Yogoslavia,

Sudan, Peru, Zambia,
currency market to finance

These countries tapped the Euro-
It is worth mentioning here that the Euro-

their deficits.
0il develo

currency credits to non- ping countries rose from
g 6.6 pillion in 1974. The 2 billion

4 5 billion in 1973 to
ated in second quarter of

rrowings were concentr
of the total borrowings of

ts to be 60%
Braxil.

dollar bo
y four countries viz.

1875 (whole accoun

Euro-currency credits) to onl
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Mexico, Peru and Spain,

Th e
€ position became so serious with oil price in

197

973, that the United Nations had to intervene in the
s
ituation to help the developing non-oil countties On
&1 L ]

d May 1974, the U.N. General Assembly was called to pass

a ;
resolution for setting up a U.N. Fund to help the countries
Seriously affected by the oil price rise.

The operation to help countries seriously affected by

0il price hike was carried out by United Nations Emergency

Operation {(UNEQ) with the help of the experts of World Bank
4
IMF, and technocrats of UNCTAD. The objective of this team

of UNEQO was to provide detailed projection of trade, current
ana capital account deficits of most serious countries (MsSA
The projection study of deficits by U.N.O.

The projections of 1975 indicated an overall

s of 2-3 billions and the

Countries).

was shocking.

deficit for the MSA countrie
orecast of April 1975 indicated this deficit at

the oil price hike raised the
The problem before

revised £
4 3 billion. Need not to say,
deficit of the MSA countries tremendouly.
o find out the proper ways and means to

these countries was t
he international financial

Hence ¢
on to assist the MSA

come out of the crisis.
with a missi

institutions came forward
The Internationél Monetary Fund provided, the
In the later part

countries.
cil facility to help the MSA countries.
of the chapter various facilitiés and agsistance of inter-

ns woula be discussed in details.

national financial institutio



The Impact of 0il Price Hike on Advanced Countries

It is not the developing countries whose payments

bositions were deteriorated but the &dvanced countries were

also not in canfortable position. A brief account of

impact of o0il price hike on advanced countries would be

essential for the critical examination of post price hike

situation.

The decision of OPEC to increase oil prices not only

brought in sizeable oil revenues, but in the process also

radically transformed the very pattern of international
The oil price hike with inelastic world demand

payments.
made the revenues from oil to OPEC members Jump from S 25

billion in 1973 to about $ 95 billion in 1974, and the
(which only consist of 'oil earnings')

current account surplus

7o billion in 1974 8s compared to g 5.6

was a sum of #

billion in 1973.
reversed the payments position of

The oil price hike
1 countries which so far

the world. e advanced {ndustriza
of payments had to face a 'deficit’

had a surplus bal2nce
 wes continuously visible in the oil
we
jndustrial countries moved

tion of § 10.2 billion

Th

and the 'surplus
The

t.
exporting countries accoun |
ccount surplus posi

ce hike) to & deficit of g11.5

over from a current a
The primary producing

pefore the oil pri

in 1973 |
i hike).
billion in 1974 (after the price prinery 5o
( absoroe
luding the major oil exporters
o hift in the aggregat.e palance. The
S

than half of the adverse
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l lt.

Econ
omists had never expected before that only one commodit
e

Price change will induce such high fluctuations in the

international payments position,
The J.N, selected 41 countries which were branded

'MSA' countries - most seriously affected countries by oil

price hikes which required immediate assistance in emergency

The criterion of selection of MSA countries was - the

countries having less than § 400 per capita income with a

projected balance of payment deficit for 1974 and 1975 of not
India was also

smaller than 5% of the imports on an average,
As previously stated the surplus of

declared MSA country.
the oil producing countries substantially rose, on the other

hand the deficit of the non-0il less developed countries in
creased from § 9 billion in 1973 to g 28

current account in
And

billion in 1974, according t©o IMF projections study.
projected to be ¢ 35 billion in 1975,

this deficit was
endl balance of payments

The financing of the phenom
w challenge to the international fiinancial

deficits posed & ne€
trained by the inflationary

which had already overs

System,
disturbing effects of a system of floating

pressure and the

exchange rates.
Managing Director

In Rome, January 1974, the IMF
a note to the 'Committee of Twenty'

rrent account problems

Dr, J. Witteveen presented
nPhe attempts

ttempts to solve the cu

pointing out &
According to him

caused by oil price hikes.
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to elimi r ici hr £1
nate f

| current accounts deficit through de T
] | | ationary
and policies, import restrictions, and general

aem a2l resort

0 exchange rate depreciation wo serve only t h
t & uld o shift the

paymen
yments problem from one oil importing country to a
S nother
o damage world trade and economic activity!'® Th
. e

most
seriously af fected countries should initiate adjust
ustments

thr T
ough currency depreciation and internal measures and
t v L
hat countries in a relatively more favourable situati
on
accept the consequent deterioration in their current acc
ount s,

It is important to mention that the additional

account of oil in
¢ 16 billion for the United

1974 varied from ¢ 5.6

import costs on

billion in U.K. and Italy to
according to th

nal Settlements (B.I.S5.}).

ountries were in deficit

e 1975 Annual Repart of

States of Americéa,
the Bank of Internatio
ance of industrial ¢

an and West Germany.
plus before the oil price

The trade bal
The industrial

in 1974 excluding Jap
having trade sur
the trade surplus

1978 and
1ted into deficit of

countries were
of industrial

For instance
5 11 billions in
ade s urplus resu

hikes,
1973 whilé after the

countries was

0il price hike this &
4 10 pillion in the Ye&F 1974,
untries were 1eft with few altermatives,

peir resources o
{2l markets oT from

The deficit co

they h
Either they had to draw dovn t r y had to
m the international financ

borrow fro

18, IMF Annual Repor?t, 1974, P-
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multila i
lateral agencies or to increase exports to BPEC

e

are not i i i
interested in drawing down their reserves as it

is a Y - -
n indication of the countries financial strength with
the rest of the world.

But in the case of developed countries they have

great potentials to boost their exports to oil producing

& ; "
ountries, Moreover the oil producing countries are also

interested in developing their own economies which hed got
ebundant of oil but in fact were backward and undeveloped,

These OPEC members are interested in taking western countries
assistance in the form of their goods and technical know-how.

This i1s the advantage with the advanced contries while

there are certain limitations with the developing countries

especially with those whose per capité income is low.

d alternative of borrowing to eliminate

The secon
deficit is easy for both the developed and developing
developed countries have also tried to

The
offering higher rate of interest,

countries.

attract foreign capitél by
e advanced countries United Kingdom was

Amongst th
It had trade deficit

badly affected by the oil price hike.
n and current account deficit of the order of

of ¢ 12 billio
te the current accaunt and c¢apital

But despil

g 8 billion.
ange reserves of U.K.

it the foreign exch

1lion in 1974 with the heavy borrowings

account defic

increased by $ 460 mi
Dollar market.
s rose to about g 5 bl

1 1iabilities to fareign

The U.K.
The oil

from Buro-
1lion in 1974.

official agencie
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deficits declined in first half of 1975
In Lpril 1975 £-sterling depreciated

Further

In

&S compared to

first half of 1974,
by 22,5% from the "Smithsonian" parity levels

again in QOctober the depreciation increased to 29,5%

1974, most of the industrial countries had a tight monetary
policy to keep a check on the rising prices while U.K, was

more concerned with recessionéry trends (caused by oil price
hikes) and increasing unemployment. The Minimun Lending
Rate of Bank of England was lowered from 13% in 1973 (Dec,)
to 9.7% in April 1975. The consumer prices rose in U.K. from
9% rise in 1973 to 16% in 1974 as there took great increase
domestic credit expansion. The highest consumer price was
August 1975 at 27% in comparison to 1974 's

recorded in
The value of Pound-sterling was fast

in

consumer prices.
deteriorating. The oil exploring countries like Saudi Arabia
and Kuwait stopped accepting oil's payment in Pound-Sterling

which resulted in fal

revenues paid in sterling fro
g.2% at the end of 1974,

1 of proportion of o0il exporters!
m 26.5% in the first quarter

of 1974 to 1
ing which w&s considered to be a

The Pound-Steri
ated and world was losing

urrency - nOW deterior
And

strong ¢
The sgerling palé&nces were reducing.
to finance deficit in the

confidence in it.
ources fell by # 940 million

it has made difficult for U.K.

future. England's of ficial res
in the second quarter of 1975 and by another § 526 million
Now agein the English government

in the shird quarter.



TABLE IV(8): Industrial Countries -

Balance of Payments 1972-1974

Count Balance on Capital Overall Changes in Belance
ountry Balance Balance liabilities Finunced by
Trade Service Current  Account tc foreign Transactions
and Account official in Reserve
private ag:ncies aszets
transfers (In billions of U.,3., Dollars)
i Year 2 3 Ly 5 6 7 8
United 1972 1.6 + 2.4 0.8 P «2.9 -C.1 -3. 3
Kingdom 4993 _5.7 +3.6 -2t «2.8 +0.7 -0 20,5
ao.ﬂr ldNow Q—Oca I@QN 4W00 l?or #?c.ﬂ QOQN
ogp% ﬂOQN *ch lN.u lOom OO.m +o.w == o.w
1973 S2s'l «2:7 - -0.5 -0.5 -—— 0.5
197, +1.6 -3.3 1.7 1.7 = — o
France 1972  +1.3 -0.3 +1.0 +0.8 +1.,8 — «1,8
aoqw OOom l°om IOoa laoQ la-q o.u -do\N
ao.ﬂr lUOO lo 00 lrom Qroq IOOd - IOQ 1
aomoP. dWQN lo.r IO-m l-ﬂoo -wou lﬂOOr JOQW - -
d@-ﬂu 0400 QMGO .?Uoo lmow lwow Mcﬂ IO.M
Aoqh’ -m-m .'mod QNOW ld0.0 lmor Qom *acr
(Contd.)
Ny
e,



Table IV(8) (Contd.)

1 Z 2 L 5 6_ 7 g

HﬂmH% AQQN .QOOd QNOO QWOO -w..ﬂ -Ooq - - ‘CQ-N

JOQW IWQQ QNC@ laod 00..@ IOQN QOoW QC_od

anqwr ‘QQN Od.N I-NCN 0&..0 lroo .'moc 0.0or

hsg ﬂoqw 000“ -N.O ‘-ﬂoo lu.m .QW'.— - - .O\VQ—

.—@QW QWQQ luoo .QOod l@om l@oa - lCaa

a@d—o .va.-o IWOQ Irow 0%.@ A-dou . .-._QW

Federal 1972 +8.2 -5.5 +2.6 *2,2 +5.0 .- 5.0

Sepublic 1973 L 9.8 +6.6 +2.5 9.2 0.k wB8.7

Germany 197L +22.7 -10.5 +12,2 -12,7 -0.5 +0.1 ~Ools

wgg JOQN -JDN .'h’.h’ ’wcm -OQN Qw.o b .Qw-o
dustrial

Countries 1373 -1.9 +5.7 +3.8 -0.1 +3.6 +0.5 +bh,2

J@-ﬂn& -w.ﬂ Qw.o .QOOM QOQ—O 000“ IO.-N *Oom

Total V72  +11,2 -0.9 «10.3 +11,0 -C,7 +10.2 +2.4

wsomww.ahwnw 1973 +11,0 -0.8 +10.2 -10.6 -0.3 *3.5 +3.1

doqr CAOOO lano l&aom lrom ‘a@ua *d@oo OWQO

Source: International Monetary Fund, Annual Report, 1975,

que
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decideg i
ded to attract capital in London. The result was an

in
crease in the Bank of kngland's minimum lending rate

It was increased from 10% to 1% ana then 12% from July

1
975 to October 1975. In spite of the tight monetary polic
¥

adopted by English government previously comld not help to

boost the value of Pound-Sterling, The balance of payments

problem became so serious in 1975 that the U.XK. had drawn

2 840 million as IMF drawings from the fund, Ang under

oil facility it borrowed from the Fund about $ 1.2 billion

U.S.A, and Q0il Price Hikes

The tremendous price hikes in o0il resulted in
The U, s,

adverse trend in the U.S.4, balance of payments,

liabilities to OPEC increased from § 400 million in 1973 to

g 9.7 billion in 1974,
The trade balance of U.S.A. which had been surplus

was now deficit in 1974, At the same time a deficit of

¢ 11 billion was recorded in capital account. The liquid

liabilities to non-official institutioms and persons

increased by § 17 billion in 1974 as compared to a rise of
Of this amount, the liquid

only @ 4 billion in 1973.
liabilities to foreign commercial banks alone accounted for

$ 13 billions.

According to IMF Survey (March 10, 1975) the trade
leum product increased from

deficit in petroleum and petro
n 1974 after the

g 7.5 billion in 1973 %o # 25.1 billion 1
The trade deficit in petroleum and petroleum

A

oil price hike.



products increased by more than three times in the span

of only one year. The adverse effect of the oil price hike
can be well imegined by this fact only that with the oil

price hike the payments burden of the oil importing

countries increased by more than three times. It is quite

obvious that this excess burden which is the ocutcome of the

0il price hike necessarily strained the balance of payments

position of U.S.A.

According to IMF Survey (August 11, 1975) the

American trade surplus increased to # 5.4 million in first

months of 1975 in comparison to the trade deficit of

in the second quarter of 1974 due to the

six

g 1.7 billlon

increased U.S. exports to oil exporting countries and a

cline in the 0il imports of

tailed by 6.5% and exports were increased

Sharp de U.S.Ao The U.S.A.

imports were cur
by 7% in 1975. The Uni

1 monetary policy in earl
4 intc inflationary tendencies hence in April

ted States government adopted a

libera y 1974 due to oil price hike.

But it resulte
the tight monevary policy was adopted by U.S.A. The U.S.
Dollar wés depreciated due to large expansion of U.S.

banks' foreign lendlng.

Between January 1974 to May 1974, the Dollar under-

went a depreciation of 6%. During the summer it recovered

early September 1974 and February 13975

by 6%. But during
4 by 8.6%.

again the dolléar depreciate
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West Germany

In 1973, the West German trade surplus was § 14
billion. 1In 1974, despite the oil price the trade surplus
rose to § 23 billion while the increased expenditure in oil
was $ 6,3 billion for the year 1974, The major reason for
this trade surplus in West Germany was the recessionary
conditions prevailing in the home market. Due to this
recession West Germany could control imports of non-oil
products. At the same time, the government adopted a
policy of liberal exports credit which boosted her exports

by 12% in the year 1974, Infiow of capital was also

encouraged.

Due to Germany's monetary policy in 1974, it took
a huge outflow of capital, The result was - in 1974 the
capital account recorded a deficit of ¢ 13 billion against
a surplus of 3 2.5 billion in 1973, The major cause of the
outflow of capital was low interest rates in the domestic

market. But these huge short term capital outflows were

necessary for financing the deficit of other industrial
countries and also to balance the mounting surplus of West

Germany. The bank rate of the West German Bank was reduced

to 6%% in October 1974 from 7%. The government adopted the
policies to eliminate recessionary tendencies prevailing in

the country. Further there was a remarkable decline in the

bank rate viz. by September 1975 the bank rate was reduced

to 3.5%. The worldwide recession affected the West German's

capital-goods export but despite

recession she could ménage to sustai

the adverse effect of

n a trade surplus. The



TABLE IV(9):

Overall 3alance of Payments

(million SDASs)
Countries 1973 1974 1974 Lk
I 1I 111 IV ) 11
Industrial comthles w0 -13031 -207%  -3M35 2676 4788 594 -627
U.S.4, -LB57 -6966 1165 -3356 - 1409 -336% - 141 <385
U.K. + 245 -3683 -512 -181 -053 -2337 -965 <95
France -1598 IR -512 +3 + 309 +70 700 955
Germany +7888 -49z2 =101 + 1124 = 2057 +54L2 1720 -1349
Italy -2 -3830 -1239 1106 =410 - 1006y -5 +5C
Japan -5266 +1027 149 831 -189 +230 « 177 +379
Major Oil Exporters#% +2882% 427469 +3075 +3166 +7686 +0hz +3708 2l 7

* The major oil exporters include Algeria,
Republic, Bahreain, Ecuador, Gabon, Oman,
The United Arab Emirates and Venezuela,

Indonesia, Iran, Iraw, Kuwalt, the Liboya Araos
Qatar, Nigeria, Ssudi Arabia, Trinidad anc lobago,

x Comprises - Algeria, Indonesia, Iran, Iraq, Kuwait, The Libyan Arabp Republic, Nigeria,
Saudi Arabia and Venezuela,

Source:

IMF Survey, July 28, 1975 and QOctober 28, 1375,

voe
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basic factor behind this trade surplus was the exports of
Germany to OPEC countries. Despite this, there was a
substantial decline in the trade surplus of Germany in 1375,
As a matter of fact West Germany's current account surplus
in first three quarters of 1975 agzregated DM 6.1 billion

against IM 15,1 billion in the first three quarters of 1974,

Japan
Japan had adopted a tight monetary policy, Even
the IMF has also criticised and warned the Japanese
government for their tight and strict monetary policy.
Japan was very much dependent on import oil. But Japan
bravely faced the oil price hike by increasing her exports.
Due to substantial increase in export it could offset half
of increased oil expenditure. Before 1974 Japan's monetary
policy had restrictions on capital inflows. In 1974, the
government adopted a liberal policy towards capital inflows,
In 1974, the government adopted a liberal policy towards
capital inflows. Due to it the capital account became

surplus of $ 5.8 billion against the deficit of € 6,2

billion dn 1973,

In 1974 the net short term borrowings of Japanese
banks amounted to @ 8.4 billion. Japan also financed its

current account deficit through borrowings and short term
The another reason of deficit in the
The

capital inflows.

current account was global recessionary conditions.

demand of Japanese goods was reduced substantially in the
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developing nations. The developing nations had been

serving as big import market of Japanewe goods. This
adverse trend in the demand of Japanese goods from the
developing countries accounted for nearly 50% of her exports.
The Japanese exports in August 1975 were recorded nearly

13% below in comparison to the previous year.

For the first time in August 1975, a deficit in

the capital account of Jap&n's balance of payments was

recorded. The reflationary tendencies have badly hit the

Japan's payments position.

Most of the industrial countries adopted the

policy of borrowing to meet the deficit in the balance of
As a matter of fact, the reserves have

payments account.

increased, though the relative increase in 1974 was smaller
’

than 1973.
Although other industrial countries like Belgium,

ure, Netherlands’ Denmark, Sweden,
d manage to keep both current

us - but the 'surplus!

Aystria, Luxemb

Switzerland, Norway coul
d capital accounts surpl

account an
The total reserves of the

ably in 1974.
jncreased by @ 4 billion in

1lion in 1973 and ¢ 8

declined consider

L 4
Group of Ten Countries
nst a8 rise of § 9 bi

1974, as agal . .
the developing countries, during

billion im 197<. Among

jse in reserve holdings of the oil ezporting
er

1974, th

Germany, Italy, France, Japan,

i wWest
da, Belgium, e
- gzzgen: Netherlands, U.S.A, and
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countries did not occur throughonet transfers of existing

reserves of oil importing countries,

According to Annual Report of IMF (1375) "the
reserves were created on a large scale, chiefly through
processes involving official placements ol reserve deposits
in the Euro-currency markets or the United States by some

countries and borrowing from those markets by other

Countries".20

The oil price hike created balance of payments

difficulties in the jndustrial countries, It resulted in

the removal of capital restrictions., It encouraged the

short term capital inflows. (The obvious reason to

encourage short term capital inflows was to finance balance

of payments deficit.)

of energy price increase on the

The impact
d at 3%%, and something

OECD price level is place

overall
jeration of OECD's consumer price during

like half the acce

1974 (15 per cent) 18 attr
growth rate of OECD countries as a whole was

ibuted to higher energy prices,

In 1973, the

of 0.6%. In 1974 th
4 further decline in economic growth

e output of OECD countries as a whole

declined by Ooksos
was projected in the near future.

The official publication'Economic outlook! of

OECD countries has shown its projections of the overall

e

20. IMF, Annual Report, 1975, P 14.
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current account deficit of OECD countries in the near
future. By 1980, the OECD countries are expected to move

back tc surplus on the current account.

01l Price Hike and India's Balance of Payments

In the first ten years of OPEC operations it

could not succeed in raising the price of the oil, Another

reason was the entrance of & large number of independent

0il companies which had been operating for oil exploration

in the Middle East. The cost of production of oil was

very low and the supply happened to be abundant. Due to

competition of various oil companies the oil prices could

not increase. These companies were giving large discounts

on oil. The Iranian light crude, for example was offering

a discount from 25 to 50 cents a barrel.

The excess supply of oil provoked people to switch

over from c¢oal to petroleun which happened tu be a cheap

Secondly due to abundant supply of oil

source of energye.

s was discouraged. The industrial

search of oil field
reased tremendously.,

countries' consumption of oil inc
untry like Japan which had been consuming

Industrial co
n 1957 - now started consuming oil

15 million tonnes oil 1
The year 1973 brought Japan at

as a substitute of coal.
on of world in oil consumption and the

the third positi
pan was recorded to ve 200 million

consumption of oil in Ja
5 million tonnes

tonnes in 1973 as compared to less than 1

in 1957,
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The Arab-Israel aggression of 1967, prought ban
on oil supply to certain countries, In the same year new
o1l scurces were searched in Algeria and Libya. The supply
of .etrcleum ©o U.S.A. was banned for some time on the

grounds that U. S.A. guytLCipatEd with Israel to attack Cairo.

The OPEC now become aware of thelir strength potential. Their

bargaining power was very strong with the rest of world

as industrial countries were totally dependent on OPEC fuel.

In 1964, the CPEC could achieve enought profit in the form

cf royelties. Tn December 1970, at Caracas Conference the

CPEC decided to eliminate the existing disparities in posted

prices in member countries; and decided to est&blish a

minimum income +ax rate of 55% on company net income; to
increase & uniform price to improve market conditions.

The absolute dependence of west on OPEC oil was

the major reason of transfer of power from companies to the

host governments. These host governments became aware of

of the energy source - oil. West Germany,

the importance
Japan and U.S.A'S oil consumption Was continuously increasing
ntries were ready to pay &ny amount for this

and these cou
4 of oil became gpproximately double in

oil. The y.s, deman

1973 as compared to 1970.

The 'Sue€? Canal Crisis’ (1967), the sudden loss of
tmanamoth gankers' 1o carly 1970, the tenker tonnage was
short of supply. The rTrans-Arabian pipeline with a capacity
a million parrels per day was also

of taking nearly half
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damaged and the Syrian government refused to sllow any
repairs to be made, Hence all these factors resulted in

short supply of oil crippling the western refineries.

Libya and Algeria took advantage of this critical
period in terms of demanding higher prices for their oil.
The low sulphur oil of these countries had a great demand
in the market. Moreover, if the oil is transported from
Libya and Algeria the cost of transportation to companies
also tends to be reduced. The Libian government curtailed

the supply of oil to pursue these companies to pay higher
prices. 4t the same time Venezuela which is one of the

major oil exported raised its box rate from 52% to 60% and

gave rights to the government to railse unilateraly the

posted price.

In February 1971, with mutual consent of OPLC

members the price of oll was increased by 35 cents per

barrel, readjustment on gravity differentials eand annual

jncrease of 5 cents per barrel, besides 2.5 per cent of the

posted price over 2 period of five years. The oil companies

were assured if no further hike in oil prices by the host

governments of the Gulf countries,

Algeria and Libya decided to secure longer shares

from the oil companies which would outshadow the success of

Gulf countries (OPEC membeps). In 1971, Algeria took over

51% of the French oil industries’ assets and in April

Libya raised posted prices by 90 cents. The oil companies

were not bothered of this act of host companies &s the
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increased burden finally fell on consumer only. The
devaluation of Dollar in 1971, provoked host countries to
seek readjustment in posted prices to take into considera-

tion the erosion in their oil revenues,

The bargaining power of OPEC countries was
increasing with all the foresaid happenings., The Saudi
Arabian oil Minister Sheikh Yamini gave the idea of parti-
cipation in oil industry, 1In October 1972, this idea was
implemented and as per the agreement the government owner-
ship was to start with 25% in 1973, remaining constant
through 1978, risd ng 30% in 1979 and 5% more in each year
until 1982, and then by 6% in 1983,

In 1973, the posted price of the standard type rose
from § 1.80, in November 1970 to 8 3.01 per barrel, in
October 1973 - a sherp rise of 6%%. During the same period,

the host government take-up price climbed from 2 0.91 to

g 1.77.

Due to 'commodity boom - 1972' the oil producing
nations a2lso thought to 'oil boom' in terms of higher prices
for the oil. The OPEC held a meeting with the oil companies

in October 1973 to increase 130% prices of the oil, The

0il companies refused to do so. The Yom Kippur War of

1973, gave an opportunity to OPEC countries to force the

world to pay higher prices, They curtailed oil production

during this period. On October 16, 1973, the posted price

of 0il was increased from g 3.01 to 4 5,12, Again on

January 1, 1974 the posted price of oil further rose to
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$ 11,65 from ¢ 5.12, 1In aother words the world witnessed

& 287, increase in oil prices from October 1973 to

January 1974, The host government could get on contract

oil sold to oil companies in 1374 about § 7 per barrel angd
sold at auction was about § 11 per barrel. Between January 1,
1973 and January 1, 1974, the world witnessed a price rise

of nearly 350% in oil.

As per the rough estimates of the World Bank study
the average Lo.b. prices charged by the three privete companies
taken together, for their sales to India in each of the

four quarters of 1974 as follows,

Quarters of 1374 ¢ per barrel
(1) January to March 1974 8.70
(2) April to June 1374 9.40
(3) July to September 1974 9.75
(4) October to December 1374 10. 25

We find a continuous increase in price of each
barrel of oil from the first quarter of 197, Lo the last

quarter of 1974,

The national oil companies were alsg playing
important role in production of the crude oil., 1In 1973,
the share of the direct supplies of the national oij compani es
was 1/3 of the total imports which rose over half in 197y
The government of India have further curtailed the imports
through private compcnies sources for the year 1975.76,

Burmah Shell and Caltex could directly import only about
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1.8 million tonnes and 0.5 millior tonnes respectively,
while their refinery capacities are 3,75 million tonnes and
1.25 million tonnes reSpectively.21 Their rest of the
requirements would be met by the government by sales at 93%
of the posted price, which exactly equals to the same
amount which these refineries had been paying previously to

their own sources of supply.

The import bill of India was continuously iacreasing
with oll producing countries like Saudi Araocia, Iran aad
Iraw., In 1975-76, India has entered into bilateral agreements
with oil producing countries Iran, Iraw and Abu Dhabi on a
deferred payments bésis. The oil credits expected are

approximatdly Rs,230 crores,.

So in this way there happened to be a heavy strain
on India's payments position due to oil price hike. If we
critically examine the overall exports and imports position
of India in the early 70's we find that after an exceptional
trade surplus of Rs.134 crores in 1972-73 our foreign trade

has reverted to its usua2l phenamnenon of trade deficit.

Another highlight of the period that government
has been widely publicising is the fact that in 1973.7, .
our exports increased by 23%, but it conveniently under
played the fact that concomitantly the imports also rose

by 4L4L%. The revised figures for the first four months of

21. The Economic Times, May 26, 1975.
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1974.75 are issued. During the last 20 years the world
exports increased by 58540, while India's exports kncreased
by 167% only. 1India's share in the world exports have

been shrinking throughout these 20 years (Table IV(10)).

Another important hignlight of India's trade
balance is regarding the percentage increase of exports and
imports. Between 1948-49 and 1973.74 -~ India's imports rose

by 4.7% and exports rose by 5, 3%.

0il is an important source of energy. The large
amount of oil is required for the commercial energy consump-
tion. According to the report of the Fuel Committee (1974)
the consumptién of commercial and non-commerci&l energy

(original units) is depicted in Table No. IV(10).

Table No. IV{(10) clearly states that there has been
a tendency of higher consumption of commercial and non.
commercial energy in oil. As far as the Percentage share of
01l is considered in commercial energy consumptidn we find
that since 1960-61, the percentage share of oil in commercia]
energy consumption has been continuously increasing, 1In
1960-61 the percentage share of oil in commercial energy
consumption was 53.4j which rose to 44.05% in 1965-66. 4ng

again in 1970-71 the percentage share of oll rose to a leve]

of 49, 3%.

In the previous years India's demand for o0il hag

been greater than its indigenous production of oil. It

resulted in huge imports of oil from OPEC countries. The
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TABLE IV(10): India: Consumption of Commercial
and non-Commercial Energy (origlnal
units) from 1360-61 to 1970-71,

(in million tonnes)

Year Coal® 0il** Hydel and Fire-  Cow-  Vege-

Nuclear wood dung table
(in bil- waste
lion Kwh)
i 2 3 [ 5 0 7
1961-62 4L7.4 7. 44 8.23 102.39 56,10 31,51

8.39 9.83 103.58 56.75 31,87
8.64 11.55 106.88 58.57 32.89

1962.63 57.1
1963-.64 58.4

1964-65 58.7 9,29 12.42 108.19 59.30 33,28
1965-.66 64.2 .94 12.74 111.82 61.28 34,41
1966-67 65.3 10,63  13.86 114,21 62.60 35.13
1967-68 69.2 11.28 15.54 116.92 64,07 35.937
1268-69 66.4 12.60 17.96 118.54 64,98 36.46
1969-70 76.7 13.86 19.41 120.25 65.92 37.0
1970-71 71,1 14.95 22.09 122.76 67.28 37.77

% Copal used for power generation.

skEclusive of oil products in non-Emergy Sector.

Source: Report of Fuel Committee 1974, p. 9.
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following table depicts the imports of mineral fuels and
lubricants. The price rise of oll has increased the

payments burden of India as it has been importing the
petroleum from the OPEC countries. The imports figures

are depicted in the following table.

Tt is clear from the Table IV(11) that the
quantity of import of petroleum and petroleum products
nas been continuously incredsing., In 1971 - the import
of petroleum and petroleun products amounted to 161.8
million rupees which rose to 170 million rupees in 1972.
In 1973, there was sharp increase which resulted in more
than doubled import of petroleum and petroleum products.
It rose to 467 million rupees in early 1974 against 466.9
million rupees in 1973, Thiswas the effect of sharp
jncrease in the oil prices by OPEC countries. In December
1974, again there was & peak increase in imports of the

petroleun and petroleud products which amounted to 1016

million rupee€s.

Apert from this, if we examine India's imports

with oil producing countries, we find that the import bill

of the India has been continuously increasing since 1970

with the OPEC members.

The major oil producing companies like . Saygi

Apabia. Iran, Irag and Kuwelt are the main source of oil
]

supply bto India, The main source of imported crude in
st 70% of the total

1973 was Iran. Iran supplied almo
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TABLE IV(11): Imports by Commodity - Mineral

Fuels and Lubricants etc,

(Monthly average or calendar month)

(in billion rupees)

Mineral Fuels and
Lubricants etc,

Total Petrcleum and
Petroleum products

1961 79.9 79.9
1971 - (a) 162.1 161.8
1972 170.2 170.0
1973 L67,2 466.9
1974 964.0 964.0
1974 - June 937.7 937.7
1974 - July 853.0 858.8
1974 - August 721,7 712.7
197, - September 826.0 826.0
1974 - October 836.1 836. 1
1974 - November 367.0 366.9
1974 - December 1016.4 1016.4
1975 - January 4,89, 1 489. 1
1975 . February 812.4 812,4
1975 - March 999.5 999.0
1975 . April 830.0 830.0
1975 - May 842,8 842,7
1975 - June 1153, 1 1153.1
1975 - July 981.7 981.9

937.9 937.8

1975~ August

(a) - in terms of post-devaluation rupee,

Source: C.S.0., Vol. 29, Number 8, August 1976,
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imported oil to India. In 1971-72 India import bill of

Iran was worth 1263.6 million rupees, But 1972-73

brought a decline in imports from Iran by 3% (the imports
were worth Rs.1219.8 million in 1972-73). A substantial
increase in imports was recorded in 1973.7L from Iran, The
tremendous increase in import bill was due to oil price
hike. A 119% increase (Rs.2675,8 million) in imports was
recorded in 1973-74, as compared to year 1972-73, The
basic reason of this 119/ increase of import bill was
again the oil price hike by OPBC members., As previously
mentioned Iran is supplying about 70% of India's total
imports of oil in 1973. In 197475 there was again an
increase of 77% in import bill with Iran, India's imports

from Iran were recorded at a amount of Rs,.4726 million in

the year 1974-75.

The second major oll supplying source to India is
Saudi Arabia, which accounted for approximately 25% of
India's imports of oil in the year 1973, As Saudi Arabia

own 60% of 'ARAMCO' and Iran anc Iraw have also nationsalised

the oil industry's operations within their territories,

and as the share of imports of crude oil on a government to

a government basis 1s jncreasing in all probabilities,

prices paid for crude 0il imports would stabilise at 93y

of the posted price of respective crude imports, So we

find a tremendous increase in value of imports from saugj

ear 1972-73, We find 2 continuous

Arabia also from the ¥y
om Saudi Arabia, Iran, Iragq

increase in India's imports fr
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and Kuwait - the major oil exporters of the world. In
1971.72 India's imports from Saudi Arabia accounted for
Rs,283.4 million. It increase in 1972-73 by 58% (Rs.448.25
million) as compared to the previous year. The year 1973-74,
the year of the tremendous oil price hike, brought again
substantial increase in imports of 193% from Saudi Arabia,
The imports in 1973.7L4 were of the order of Rs.1315.3
million against the imports of Rs.448.25 in 1973-73. The
imports from Saudi Arabia further rose by 127% in 1974-75
against the previous year., It accounted for Rs.2976.5
million in 1974-75. Kuwait having the highest per capita
income did not grant more discounts to India for oil
imports. But despite the fact, there had been an increasing
tendency in imports from Kuwait to India since 1970-71.

In 1971-72, India's imports from Kuwait accounted for
Rs.130.4 million., It rose by 96#% in 1972.73 and accounted
for Rs,255.2 million., After the oil price hike the money
value of imports from Kuwait increased substantially. The
increase in imports was recorded at the rate of 179% in
the year 1973-74 against the previous year, In 1973-74
India imported petroleum and petroleum products from Kuwait
worth Rs,711.3 million. But in 1974-75, a decline of 11%
was recorded in imports from Kuwait which amounted to be

Rs.637 million.

From the above analysis it is clear that during
1971-.75 period the payments burden of India is continuously

increasing., The money value of imports froam the oil

exporting countries have gone up substantially. This
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sharp increase in import bill his put strain on India's
balance of payments and is one of the major causes for

deficit in 1it.

The share of the value of crude oil and product
imports in total imports to India rose substantially from
8.3/ in 1970 to 27.5% in 1974, Between 1372 and 1373 the
quantity of import of crude oil rose by 9% as compared to
an incredse of about 6% between 1970 and 1972, In the
year 1974, the order of the increase was relétive smaller -
i.e, at the rate of 4%. But in terms of value, imports of
crude oil registered a phenomenal increase of 268% during
the year 1974 as against an increase of 69.5% in 1973

and 41% increase between 1970 and 1972,

Further imports of petroleum products increased by
236% between 1970 and 1972, though in terms of value they
rose by only 86% during the same period. Again during
1373, the quantity of product imported rose by 2%, in
terms of value they increased by double, 1In the year
1974, product imported actuelly declined by 26% in

quantum but the foreign exchange paid for it was incresased
by 120%.

The most serious adverse effect of the oil price
hike can be visualised by the fact that in quantitative
terms the imports of crude oil and products declined from
17.4 million tonnes in 1974, the outgo of foreign exchange

was increased to Rs.1120 crores against Rs.345 crores in
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TABLE IV(12):

Value of Imports of Foreign Merchandise into India
by oil exporting countries during 1971-72 to 1974-75
and percentage increase (4+) or decrease (-) over

preceding year,

(Rupees in million)

Country 1971-72 1972-73 % increase 1973.74 “w increase 1974-75 v Increasse

or decrease or decrease cr decresse
1 2 3 A 5 [ N 4 8
Iran 1263.6 1919.8 -3 275.8 +119 4726.0 « 77
Kuwait 130.4 255.2 +96 711.3 +179 637.0 =41
Saudi 283.0 NN +58 1313.5 +133 2976.5 +127

Aranpia *

Source: Monthly abstracts of statistics, C.S.0., August 1376, p.

Tct
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1973, In another words the increased burden between

1973 and 1974 was 225p.

For the financial year 1974.75 India had to pay
Rs.907 crores for the import of 13.9 million tonnes of

crude oil and Rs.223 crores for the import of Z2.68

million tonnes of petroleum products according to Ministry

of Petroleum 2nd Chemicals.

The foresaid statistics clearly state that in
India the quantity of crude oil and petroleum products,

despite @ decrease in quantum, were paid for with a very

much higher amount of foreign exchange. The oil price

hike worsened the payments position and resultea in

deficit in overall balance of payments position during

1974 ana onwards.

In 1975-76, theé arrangements were made for the

import of 14.5 million tonnes of crude and 2,75 million

tonnes of petroleum products for 1975-76. This would

a forelgn exchange payment of Rs.1354 crores

54, crores for the rest of the

involve

tzking into account Rs,

current financial year, being the effect of the 10%

September 1975 price hike by the OPEC.

The oil price hike resulted in a hugeé outgo of

foreign exchange. The balance of payments position of

nistry of Petroleum and

22, Government off India, Mi 1
Budget 197 5-76.

Chemicals, Performance
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many countries was adversely affected. In case of India,
the value of imports rose by approximately 49% in 1974-75
against an increase of 29% in the value of exports, It
is rather unfortunate, however, that the balance of
payments position has consistendly woersened - obviously
due to certeain factors - during the last three years, In
the preceding period i.e. - during 1969-72, the average
annuzl imports was of the order of Rs,1650 crores with
a deficit of Rs,.110 crores.23

The import value index-base 1958 - has shot up
to 333 poigts in 1974-75 from 226 points in 1973-74., 1In
view of the fact that the trade deficit in 1974-75 is
around Rs.1100 crores, the country has to take suitable
meagures to visualize an improved situation for the year
1976-77 because of 10% increased petroleum price of 11,51
dollar per barrel announced by OPEC in September 1975,

The increase alone would further deteriorate the deficit

by Rs,108 crores peér annum - i.e. Rs.56 crores for the

six months during October 1975 to March 1978, The energy

crises has pushed India into ¥
prises of the third world countries whom the

he 'fourth world'. This

group com

energy crises have caused to further slip down economi-

cally, and experience great difficulty even in servicing
3

the foreign debt.

23. R.B.I. Bulletins, June 1975.
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TABLE IV(13): India's Balance of payments

1972-76.
(in crores of rupees)
Year - 1972-73 1973-74 197475 Estimated
1975.76
Imports 1830 2920 L350 L600
Bxports 1950 2520 3250 3600
Balance of

+130 =400 -1100 -1100

Trade

Estimated figures of imports in 1975-76 are of

the order of Rs.4600 crores and the exports are of th
e

order of Rs.3600 crores thereby resulting in the same

deficit as witnessed during the previous year. The

imports of petroleunm, lubricants and minerals accounted
for 205 crores in 1972-73 which increased at a level of
Rs,560 crores in 1973-74 and Rs.1135 crores in 197475

The percentage lncrease of 1974-75 over 1973.74 was 103%

Moreover it is observed that an increase of ,75

per cent of imports took place in 1974-75 in comparison
to previous year and is accounted by the increased imports

fertilizers and mainly petroleum products

in food grains,
ments for the world wide inflaticnary

Even if adjust
levels have been made, the volume of

phenomenon and prive
have remained constant an
Analysis of imports region-wise

d in some cases mjight

imports

have be€en increased.
rst half of 1974-75 - April to

during fi
1 regions increased.

Indian imports from al
ja and Bast Europ® was highly

indicate that
pDecember 1975,

The rise in imports from As
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significant, with the Asian region becoming India's
foremost supplier accounting for about 45 per cent of
the country's import trade. Included in this region are
the o1l imports from Iran, Iraq and Saudi Arabla, Western
Europe including EEC countries accounted for over 20% of
India's total import trade. The imports from Eastern

per cent of India's total imports.

In the year 1975, the oil consumption in India was
23 million tonnes against the total world's oil consumption
of 2700 million tonnes, Although our per capita consump-
tion of oil is practically the lowest, we are still
dependent for two-thirds of our crude oil requirements on
import. The import of oil is creating a heavy burden on
the country's resources. In the year 1975, India had to
pay Rs.1147 crores for the import of the crude oil and
petroleum products. In 1976, the total import bill
amounted to over Rs.1200 crores. The OPEC has decided
to push up the prices further from beginning of 1977,
and this will result in an addition of anywhere between

100 crores to 120 crores to our import bill for the

same value of imports.

According to the estimates of the petroleum

ministry, the estimated demand of petroleum products in
9

the year 1977 would be 24,5 million tonnes. The increase

2),. Economic Times, March 30, 1977.
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TABLE IV(14): India's Foreign Trade - 1975-77

(in crores of rupees)

Month 1975.76 1376-77
Imports Exports Balance Imports Exports Balance

April 353 2ty -109 387 358 -9
May 331 255 -76 409 385 -24
June 435 269 - 166 364 365 +1
July 430 297 -133 363 391 +28
Avgust 398 368 - 30 409 379 ~30
September 460 230 -170 48 453 +5
October 552 288 - 264 340 455 +115
November 531 315 -224 428 379 =49
December 408 341 ~-67 blydy 381 =63
January L43 331 -110

February 306 376 +70

March 369 461 +95

Al 20 (oL (C126)

hpril- (23?2) (3333, (C1%08) 3592 3546 -46

Note:tl

2.

Source:; Bconomic Times,

pracketed figures are revised figures,
The export figures are based on the finally passed copy

of the shipping bill. ber 1676 4

es for September s subject to
32312?‘33”§i§ﬁ§“§he customs data for foog s B

vernment account and for petroleun #uc petroleum products

< Cpnment and private accouat moy bé deficient angd
both. go¥ therefore be later substituted by more accurate
would be 4 airectly from the concerned administration
data obtaine arable with the import figures

3. om t
?uﬁhgzigg&beit1335?°3h§chpis revised glg:re after adjust-
mg;t fgr the deficiency referred to above.

Feb. 27, 1977.



in the indigenous production of crude is expected to
come primarily from the Bombay High. 4As against the
five lakhs tonnes of crude in 1976 Bambay High would
yield about two million tonnes in 1977, On the basis of
the progress made in the production wells in Bombay,
experts believe that production from this area may not

exceed two million tonnes as anticipated in certain

quarters.

The demand estimates for petroleum products are
evidently based on the assumption that there will not be
any shrinkage or spurt in demand owing to exterior
factors such as acute shortage of power or failure of

raine. During the last two quarters of 1976 the demand

for products, particularly, H.S.D. ana Kerosene has gone
up by 7 to 8 per cent. Similarly for nephtha the spurt
in demand is to the tune of 25 peér cent. To meet the
¢ demand, the government had imported two lakh

growin
tonnes of furnace oil ana one million tonnes of kerosene

oil and four lakh tonnes of dlesel from the Soviet Union.

The reasons for the sharp increase in petroleum products

demand during the recent months (last quarter of 1976)

include power shortage in 2 number of states like

Maharashtra, Karnataka and Tamil Nadu, and the absence of

winter rain.

25, Economic Times, 22nd pecember 1976.
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For 1977, the government has decided to import
around 13.5 million tonnes of crude., Although avails&-
bility of crude from indigenous sources wlill improve
about two million tonnes, the import of 13.5 million
tonnes is considered as minimum to meet the growing demand

of petroleum products. According to Petroleum Ministry,

9.1 million tonnes of crude imports have been tied up with
various countries, Apart from it, India would be able to
get its usuzl share of Rostum crude estimated at five
lakh tonnes. This brings the total assured supplies to
9.6 million tonnes, Thus there still remains a short
fall of 3.9 million tonnes, But this should not pose¢ any

serious problem. Egypt which supplied five lakh tonnes

crude in 1976, has agreed to shipment of this crude during
the first quarter of 1977, Apart from that Exxon will
supply 1.72 million tonnes of crude for the Hindustan

Petroleum Corporation's refinery under the agreement signed

at the time of take over,

For the first four years after the government

take over the Exxon had agreed to Supply 2.75 million

tonnes of crude per year, but thereafter the agreement

provides that the supply of crude by the U.S, Company

would be halved.

This would bring the uncovered gap to 2,13
million tonnes. It is expected on the basis of negotia-
tions with the tgoviet Trade Delegation' that U.S.s.R. ,

stomary exports of kerosene and diesel to

apart from cu
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India would also give one million tonnes of crude in
1977,

In February the contract was signed between India
and U,S.S.R, for the year 1977, the Soviet Trade team hag
offered to supply 5.5 million tonnes of crude on rupee
payments, for the first time, spread over a period of
four years, commencing with one million tonnes in 1977

and the remaining quantity of 4,5 million tonnes equally

distributed over the next three years, The Indian team

had offered to supply four lakh tonnes of pig iron
annually, apart from steel procir_n':ts,z6

Finalisation of this deal involving import of
one million tonnes of crude in 1977 and matching exports

by the country would result in raising the total trade

turn over between the two countries to about Rs.1,050
crores in 1977. The 1976 trade plan has envisaged a level
of Rs.827 crores compared with Rs.755 crores in the

This one million export of crude from

previous year.
U.S.S5.R. will not impose foreign exchange burden but would

promote Indian exports simultaneously.

Saudi Arebia which supplied oneé million tonnes

of crude in 1976, is expected to be approached shortly
for crude supplies during 1977, Saudi Arabia 1s having

26. Economic Times, 16th February 1977,
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favourable attitude for India, hence it is expectea that

in 1977, Saudi Arabia would provide oil to India,

India has a2lready signed a contract with Iran

and Iraq for import of crude in 1977, Itan will import

3.5 million tonnes of crude to Indiea and Iraq will import

2 million tonnes in 1977, U.A.E. has agreed to supply

one million tonnes. DBesides under the agreement with

National Indian Oil Company the Madras refinery will get

2.6 million tonnes of crude from Iran,

Although a larger quantity, roughly 9.5 to 10
million tonnes of crude will be available from indigenous
sources in 1977, the country would have to maintain the

current level of imports to meet the demand for petroleum

products.

In spite of th? fact that planners had envisaged
a growth rate of 4% in the demand for petroleum products,
the latest consumption figures have revesaled that during
the year 1976 the cumulative growth is not less than 5§ per
cent. We have stepped up our search for oil, taken

measures to optimise the use of available energy and

finally recognised the fact that we would have to tyrn to

coal as a major source of energy.

To meet the challenges in this crises, the
country has embarked upon & comprehensive plan to maximise

the production of indigenous crude from all known sedimen-

tary basins, both off-shore and on-shore. This has brought



about excellent results and in fact, 1976 was & year of
great performance by this industry. Two highly promising
off-shore oil fields were discovered in Bombay High in
February 1974, Equally impressive has been the commence-
ment of commercial production at opombay High on 21st May
1975, hardly two years later the oil was struck in the
region, a performance which is concerned tc be a major

achievement anywhere in the world.

The total production of indigenous crude oil
during 1978-79, is expected to be of the order of about

12 million tonnes as against the estimated demand of

32 to 35 million tonnes,

Indian geovernment has alsg firmly decided to
develop oil industry in theé country and it should not
suf fer beceuse of financial constraints. ONGC total
investment on off-shore and on-shore drilling operations
was about Rs,500 crores in 1975-76 which is expected to
rise to Rs.600 crores during 1977-78., The ONGC also
propose to invest an amount of over Rs.1700 crores during

the fifth plan period for achieving targets,

By the end of the Fifth Pléan, the total domestic

demand for crude oil is expected to reach & level of 32

to 3L million tonnes per year éeven assuming maximum utili.

zation of alternative sources of energy. If India intends
to achieve self-sufficiency by that time, the rate of

jndigenous production should be enhanced to that level,

331
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In 1973-74, the trade deficit was Rs.400 crores.
This deficit increased in 1974-75 to a level of Rs, 1100
crcres, It is guite obvious that this sharp increase in
deficit caused heavy strains on India's balance of payments.
India's external payments position was so heavily
strained that she had tc borrow from International lMonetary
Fund to meet this deficit of 1974-75. The following table

depicts the Tndia's borrowings from IMF in 1974,

E IV(15): India's borrowings from IMF in 1974
2aB (1302 to meet immediate deficit of Balance

of Payments

Month and year Borrowings Remarks

SDRs 62 million  Export of

February 1974 compensating
drawings.
. : 3DRs 311.2 mill- First credit
April and May 1974 ion tranches
drawn against
gold.
DRs 200.0 mill- Drawn under
October 1974 . ? ion IMF oil
facility.
SDRs 573.2 mill- Highest
Total INF drawlngs jon. borrowings by
in 1974 India from
IMF in a

single year,

1n 1974, for the first time India's highest

wings from IMF were recorded. The oil price hike
o

borr
pact of foreign exchange burden forced India

and its im

to borrow heavily from OMF to meet the deficit.
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In 1975, India again had to draw 201.3 million
SDRs under the 1975 oil facilivy of ILMF. Apart from these
heavy borrowings from IMF India has also entered into
bilateral sgreements with OPEC members like Iran anaq Iraw

for the import of oil on cessional basis.

The basic objective of IMF oil facility is to
help the countries over the balance of payments problems
arising out of oil crisis. This idea was introduced for

the first time in January 1974 but tock the final shape

The seven oil producing countries entered into

an agreement with IMF (August 1974) to contribute SDR 2.8

pillion in the following proportion:

The contributim of seven oil
oroducing countries in IMFs
r0il Facility Fund?

TABLE IV(16):

T ——— — T . . .

Contributian in

CounkEy Million SDRs

1. Seudi Arabia 1,000

2, Iran 580

3, Venezueld 450

L. Kuwait 400

5, Canada a3k

6. Abu Dhabi 100

7. Oman _____Eg_
Total 2,808
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In December 1374, Netherlands and Nigeria also
contributed SDR 150 million and SDR 100 million respec-
tively for '0il Facility Fund' of IMF. The assistance
of oil facility is a supplementary facility in addition
to IMF assistance of the normal circumstances, Access
to the facility was limited to 75% of a member's quota or
to the increase in the cost of the member's net imports
of petroleum and petroleum products over the cost of its
imports of these commodities in 1972, minus an amount
equivalent to 10% of the member's reserve at the end of
1973 adjusted for variability of exports, whichever of
these limits was lower. The International Monetary Fund
will give an interest of 74 to the contributors and the
loan is repaid in eignt semi-equal annual instalments, to
commence after three yeers &and to be completed not later

than seven years after the transfer of the currency to

IMF,

The borrowing members who are taking advantage

of oil facility would have to repay the loans of the fund

in 16 quarterly instalments, to be completed not later

than seven years after the purchase. The rate of interest

on IMF oil facility borrowing varies from 6.87% to 7,127
depending upon the duration of the loan, In 1974  ungep

this oil facility, purchases were made by 40 members ip
ng transaction for 2 totzl of SDR 2583 millian. Inp

context of the borrowings in 1974, Italy accounted for

highesct amount i.e. 675 million SDRs or 27% and seven



%
3

other developed countries for 32k, India was the
hignest level borrower among the developing countries
which borrowed SDR )0 million. Second to India stands
Pakistan in borrowing from IMF under oil facility. The
borrowings of Pakistan accounted for 125 million SDRs,

Chile for 118 million SDRs and Korea for 100 million SDRs.

The purchases of the developing countries
covered 40% of the calculated increase in the r oil imports
cost in 1974. In April 1975, IMF took a decision to
continue the oil facility with a fresh borrowings not
in excess of 5 billion SDEs in addition to §50 million
SDRs committed during 1374 and were sti]) unused. The
oil facility of 1975 had certain changes in Comparison to
1974 oil facility. The formula for calculating member
countries' access.to the facility, the conditionality
governing access to the Facility and in térms of interest
rates, According to 1975 Oil Facility, the greater
welghtage is given to the quota of the member; maximyp
access to the facility should not exceed 125% of ¢he
member's quota in the Fund or 85% of the calculated increase

in its oil import cost, whichever of these limits jq lower,

The country wishing to enjoy the 011 Facility o
the Fund will have to explain to the Fund its policies tq
achieve medium term solution to its balance of paymenes
And the member country seeking 01l Faciijty

problems.,
111 have to abide by the "Committee of Twenty's" Roma
W

Communique issued in January 1974. According to this
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agreement the member country should avoid introduction or
intensification of restrictions on trade and péyments,

The IMF would examine the policy of member country to

meet its deficits in the balance of payments before granting
the 0il Facility, Charges on a member's drawings from

the 1975 0il Facility veries from 6.72 per cent to 7,87

per cent, depending upon the duration of the loan. The

Fund would pay an interest of 7,25 per cent on its

borrowings. For 1975, oil facility, the IMF concluded

borrowing agreements with 12 lenders for a total amount
of equivalent to SDR 2,9 million, The lenders are Saudi

Arabia (1000 million SDRs}, Iran (41g million SDRs),

West Germany (300 million SDR), Nigeria (200 million SDR),
Kuwait (200 million SDR), Netherlands { 200 million SIDR),

Venezuela (200 million SDR), Switzerlang (150 million SDR),

Belgium (100 million SDR), Austria and Norway (each witn

50 million SDR) and Trinidar and Tobago (10 mil1iop SDR).

For the developing countries the interest rates

are rather stiff, To get rid of the problem IMp decided "

to establish in August 1975, & 'Subsidy Accountr

the MSA countries to meet the cost of using resourcesg

to agsist

made available through the Fund's 1978 oil Facility,
18 countries have informed the Fund of their willingnegs to

contribute to the Account in a&n aggregate amount equivaj ent

22 countries have so far used the

to SDR 149 million.
1975 oil facility for a total of 1821 million SDRs; of
g o

ich had availed themselves
tries are those whic
these, 19 coun
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of 1974 Facility. Italy had drawn maximum SDRs of the
order of 780 million, followed by Indie with 201 million

SDRs.

The 'Third Window' facility is intended to be an
intermediate lending facility between tne commercial loans
of the World Bank and the soft loans of the IDA, Hence,
Third Window, with a subsidised lending rates, would serve

as a supplementary source of finance to the World Bank

The borrowers have to pay only 4.75%

and IDA loans.
jnterest on Third Window loans. Canada, Denmark, Kuwait,

Netherlands, Norway, Qatar, Saudi Arabia, the U.K. and

Venezuela (in all nine countries) has expressed thdr

willingness to contribute # 117 million. This amount
would be sufficient to subsidize approximately 2 500

million of Third World loans. The poor countries with

ncome of upto P 375 are to be the

per capite annual 1
oan, though the Bank has

principal beneficiaries of this 1
s discretion to provide loans to countries with

retaiged it
pigher levels of income.

e efforts made by the internationa#l financial

Th
institutions to meet the special problems of financing the

deficits of the developing <O
nas not only brought into lime light the

international financial mechanism,

untries are highly appreciable,

The oil crises

close knit nature of the

dened the scop€ of international monetary

but has wi

cooperation.



CHAPTER V

SUMMARY AND CONCLUSIONS



The balance of payments policy is merely a
sub-set of national economic policy in general, and
1
therefore shares most of the same means and end. Th
. e

term balance of payments is an ambiguous one., It is

usually used looseély without any precise definition of

what it is intended to describe, As & result, debates
]

on balance of payments policy are often unnecessarily

ecomes essential to discuss various

confused. Hence it b

possible meanings of the term.

Three fundamentally different ideas are

y called by the same rame., What is indiscrimi

palance of payments may be - an

a balance of ¢redits and debits:
]

continuall

nately called the

accounting palance 1.¢€.
a balance of needs and

or a programme palance - 1.€.

or & marketb palance, i.e. balance of supply and

desires;

demend - give

cepts are closely

n by Fritz Machlup in 1950. All the three

related, and they all figure

con
directly in making of palance of payments policy,
g sense palance of payments can

In accountin
never be oub of equilibriut. Like other accounts, the
of & country &re hound to be equal to the

total receipts
if one includes &all the

all the payments of the country in the
try's receipts noe
put also the value

receipts and
t only the value of

account. In @ coun
of the gold

the goods which iV exports

338
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or other monetary reserves which it exports in order to
ootain purchasing power over that part of its imports
which 1s not covered by its normal Commercial exports,
Hence, in accounting sense the two sides of the accounts
i.e. the payments and receipts are bound to be equal.

The receipts of external purchasing power may come from
the sale of country's exports to foreign country's, from
the sale of services such as financisal and shipping
services to foreign countries, from the unrequited
transfers like gifts, indemnities etc. received fronm
foreigners, from the borrowing of money from foreigners
or from the repayments by the foreigners of loans
previously made to them or from the sale of part of the
country's monetary reserves or other assets to foreigners,
The right hand side of account shows, how, in the sanme
period, the total external purchasing power was used,

In the account, left hand side shows the receipts ang
right hand side shows the payments - they are merely

different ways of enumerating the same thing. 1In neat

concept of Prof. J.E. Meade the balance of payments have

been divided into two parts i.e. trade items and transfep

items The credit and debit entries are made in both
accounts for each transaction while tabulating an accouynt

of international receipts and payments.

Further Prof. Meade has taken theé help of
and 'autonomous' transactions in defining

' ac commodating’
The

' deficit! or 'surplus' of balance of payments.,



di stinguishing feature of autonomous transaction i

that they have taken place regardless of the si B

other items in the balance. While the accommod:: o

transactions take place only because the other 1tzzg - 5
ms in

t
he balance of payments are such as to leave a ga £
the si iL. i "
size to be filled or 1n other words the accommod
odating

tr i i
ansactions teke place with an express of meeti
& ing the

existing gap in the balance
of payments. Whi
. ile talkin
g

of an actual surplus or defi i
jcit in the balance
of payment
s

we have to teke into consideration the balance of

autonomous trade and transfers
. It is this s
um which

must be petched by what wWe have called accommodati
ng

finance.

The three categories of palance of payments give
n

by Fritz Machlup are accounting balance, programming

d the market balance.

palance &n

unting palance! is 8 systematic record

The 'acco
ransactions petween the resident
S

's economic ©

of a country
For one year of time
y

of a country and non-residents.

istical recor
' 1nternatio

d shows the character and dimensions

the stat
nal economic relationships

of the country
ws the country's

he world. it sho

es in its net posit
s in its official reserves

with the rest of ©
ition, chang
and change
ic rgcord of thi
ties of the country in

jon as fore ign

trading pos
der or porrower,
The systemat
jnancial authori

y formulation.

len
g kind is very

holdings.

aseful to the £

connection with polic



The balance of payments 1s not only divided
vertically into credits and debits according to the
prineiples of double entry book-keeping but it is also
divided horizontally into two major categories according
to the brocad nature of the transactions concerned and
their relationship to the national economy. These broad

categories are known as current account and the capital
account.

As far as the current account is concerned it

consgists of &all transactions relating to the reporting
4

country's current national income and current expenditures

It includes all exports and imports of goods and services

along with unilateral transfers such as gift, indemnities

etc. The tcurrent’ transactions give rise to or are a

use of current national inccme, The current transactions

i1 stinguished from transactions in financial assets

ransactions which directly affect wealth and

are d

The cepital t

debt, hence they affect the national income in the future

period.

A country's Gross National Product is closely

s Balance of Payments. The first includes

related to it
he current production of goods angd

on the product side ¥

Net foreigh sales 1.¢€. exports minus imports

services.
£ Gross National Product, which

are one of the components O
jonal Product which is to be

show that part of Gross Nat
the ccntribumion to the Gross National

exported less

ct which resulte

d from the ef forts of the foreigners,

Produ



5 .
alled the balance of payments on current account

Tn the current account, the important item is

merchandise or visible trade. For any country, the
y

difference between merchandise exports and imports

(eredits and debits) is called the balance of trade. and
b ]

therefore it is usually watched by the financial authori
ori-

ties almost as closely as balance of payments &8s & whol
T e.

Most people regard the balance of trade as 'favourable!

when exports are greater t

when imports are greater than exports. This evidence i
is

in the sugport of the mercantilist thinking and Adam

's opinion who gave much impcr

t direct means of national wealth

e tance to foreign trade
earnings as the mos
ancial and shipping serv
s and debits] &re included in current

The fin ijces along with unilateral

transfers (credit

account.

1n capital account we f£ind all changes in claim
s

reporting country owned or owed by other

on or of the
ee major categories of capital account

countries. The ®hT
are: the jpvestments py residents abroad (such as private
1io0 investments - mainly long term or

investment, portfo
or purchase of new foreign

erm bal‘lk loans,

short t
tg investment abroad

securities etc.), 1Ihe government

sts mainly of 1
pos oS or for €¢

oans to foreign of ficial agencies for

consi
The second

military pur onomic assistance.
category of the capital account c¢ons

242

han imports, and as 'unfavourable'

jsts of all investments



authority, in official holdings of convertible foraign

currency, and in the country's net pPosition in the IvF

Each transaction is theoretically recorded
twice, the sum totals of debits and credits shoyig in

theory always be equal. The current account and the

capital account should always be equal with reversed si
signs,

But practically it is very difficult to get the
accurate data on both sides of €vVery transaction, The
various entries - exports and imports' transfers’ ——
and reserve transactions - can only be tabulateg singly
by methods of varying degrees of accuracy, and thep Summed._
In some cases coverage of the data tends to be inadequate,
in some cases errors are committed in the procegs of
estimation, such inaccuracies are virtually imPOSSible £

avoid. Hence we introduce an adjustment or balaHCing e

3 - t'
for "errors and omissions .

After defining autonomous and accommodating
transactions we may conclude that a deficit appears gy, the

balance of payments when autonomous transactions requiring

s exceed autonomous transactions involving

money payment
The deficit means that the country {a

money receipts.
quidity to others: it is running down its liquig

losing 1li
{ncluding official reserve assets) and/or

foreign assets (



accumulating liquid foreign liabilities., Conversely,

a surplus exists when autonomous money receipts exceed

autonomous payments.

But practically it is very difficult to define
the 'autonomous' or taccommodating' transaction, Hence

the definition of surplus or deficit is an analytical

problem, but the accounting framework of measurement is

essentially classificatory and there are limitless ways

of arranging the data to make it more informative,

Most of the countries prefer a simple, straight-

forward and clear definition - a single summary measure

of surplus or deficit. The broad categories are 'basic!

palance &and the tofficial settlenents' balance. To

jdentify underlying trends in the balance of payments, the

paesic-balance concept is useful one, &and it forms in fact

the basis for several national measures of balance, But

in ccontext of analytical distinction between autonomous

and accommodating transactions this concept of 'basic

s defective, &8 jt only distinguishes between

palance' 1

types of gtransactions, specially between long t erm and

short term capital, But in reality, these types of

sre in many ways not so similar, All short

transactions

term capital flows are not responsive O monetary policy,

However, many transections are not accommodating in any
sense. In the same way, certain so-called b7sic items,
partiCularly in the porbfolio-investment and merchandise -
grade accounts, do appear to be responsive to monetary

"1



divi i .
vided satisfactorily along this dimension

Hence, these shortcomings of the basic balance

concept gave rise to an alternative concept which 1

by & nunber of countries - and urged for all countrje:S:d
the IMF. This is "official-settlement balance™™ which y
distinguishes not between types of transactions but
between types of transactions. Hence all the pri:atrather
short term capital movements are placed above the 1ie
also is the errors and omissions items. Only offici:i’ -

reserve transactions are included b
elow the 1li
ne, because

these alone reflect official jntervention in the {
oreign

exchange market, truly representing accommodating f1
OWS.

These transactions are performed by only those tra
nsactors

whose function is truly accommodating in the present i
inter-

national monetary system. The gains and losses of r
eserve

assets of the financial auythorities provide the best
index of surplus or deficit., Hence it constitutes th
e

most aceurate measure of balance However
8 y Some Objecti
ons

can be raised against this concept also. For instanc
e’

pank loans to finance crade, commercial credits are trul
ruly

Apart from it,

accommodating.
h financing gaps in the balan
ce

nothing %o do wit

e current period

which have
do usuelly take place,

of payments in th

y arises about theé accommodating

Hence again controvers
nature of 1official transactions' and about those
gransactions which are accommodating by nature but
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certain official tra
nsaction
s



considered as autonomous in this 'official-settlements
balance'. Most countries employ some 'hybrid! of the
two main concepts as their national measure of balance,
Nearly all countries apply a single summary concept of
deficit or surplus to these balance of payments, despite

the common knowledge dhat there is no one 'right' measure

of balance,

The second category is market balance - which
can be explained as a model of a given situ&tion in the
foreign exchange market, characterized by the effective
demand and supply of foreign exchange at the current
exchange rate and at alternative, hypothetica]l rates,
This is an ex ante concept comparing autonomous Speénding
and receipts given present and expected future incomes,

prices, and interest rates, The market balance of payments
y

describes currently while the accounting balance of
payments describes historically, the balance of autonomous

balance of payments is less comprehensive then the

accounting balance of payments. The financial authoritjes

does not need only the primary information in formulatigp

of the policy, but the most important is the balance op

{mbalance of country's autonomous, intended transactiong _

and this information is supplied by market balance, 71¢

ides an accurate index of current internationajl Payments
prov

tequilibrium’ or 'disequilibrium'. For financial authe.

rities the 'market balance' is the basic issue &8s their

main task is to identify pressures on the exchange rate
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OV er‘ i 1 *

desires. Deficits ang surpluses are defined in ¢
the gaps between these needs angd desires on on e
the amounts of foreign exchange €xpected to b e e
available from all regular sources as exportse::me

the other hand., It is a supplement of the pl&nn:.; -
the domestic economy. For developing countries t::;Of

concept is very important as they depend on for i
€ign

assistance for various purposes, It 3
. indicates ¢
he anmo

unt

of financing that will be required and for how 1
ong, It

helps the financial authorities for analysji
ysing the cyr
rent

policies and plans affecting the country's
2 internati
onal

economic position.
I.M,F. has also come up With a very sy stemat
atic
definition and standard presentation of balance of pa
ymeénts,
According to IMF definition, the balance of paymepgs 4
8 a
system of accounts covering a given period that jg int
€nded

to record systematically flow of real resources, inclugi
ng

the services of the original factor of productiog, betwsen
the domestic economy of & country and the rest of the

world; changes in the country's foreign assets and

1iabilities, and unrequited transfers, which are the
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counterparts of real resources of financial claims

provided to, or received from, the rest of the world

without requital.

Now, after analysing the various concepts of
palance of payments, jt would be essential to go into thne
main causes whicn give Tise €O external payments
disequilibrium. And further to study the various measures
which induce the improvements in the balance of payments.

There may beé two factors which are responsible for this

disequilibrium in the external péyment viz. internal and

external factors. Among the internal factor the important

are changes in price 1evel, increase in population and

sectorel jmbalances. On the other hand among the external

factor the most jmportant are unfavourable terms of trade

and cyclical changes in the level of income in & developing

country like India. In my study, 1 have tried to analyse

the impact of these factors on our balance of payments to

odern times all the governments are

¢t to bring jmprovement in their

In the ®

trying thelr jevel bes
Imbalances in balance of payments

palance of payments.

gre correctéead by the st

ate yntervention. The financia)]

authorities may choose b0 reinforce the automatic market

B4
ponse by d f;"”r

- cessary price
enCour85°7°% gary or fiscal policies or

the domestic currency

eeplng exchange rate stable and

and incomeé changes by

aluing
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If the government prefer to choose the former opinion
it may impose estrictions like tarrifs, quotas etc, on
imports and at the sage time they can indyce export
promotion policies like Subsidies etc, The effect of such
governmental action would be reductim ol gup between the
demand anc supply schedules of foreign exchange by
shifting the two curves until they intersect at the
prevailing parity. The government may introduce exchange
controls also. The financial authorities can also finance
the imbalance, either directly by selling Spot exchange

or indirectly by intervening in the financial ang exchange
market to induce inwérd movements of short-terp capital,
Again the existing schedules and prevailing pPerity remain,
but under this option the payment gap is closed by

accommodating flows of public and private fundgs,

The second chapter deals with the impact of

devaluation on Indian balance of payments, Devaluation
ev

idered to be a compromise between stable exchange
is consi

t and freely fluctuating exchange rates, The impact
rates

£ d luation can turn out to be useful in eliminating
s} evalu

balance of payments deficit, the exports are boosteq
the ba !
heck ®n imports., 1t avoids the deflatlonary
up with a ¢ .
tion of income typical of adjustment when eXchange
contrac
Devaluation as a measure for correction

d
rates are fixed. N
al payments difficulties is not frequently ygegq

of extern
rnment but it is considered to be surgery which
oy the g The effectiveness or

i i cases.
is not required in the minor



deval i
uation depends much upon the elasticities of demand
and ]
supply of foreign exchange. If the elasticity of
o
demand
and supply are very low, devaluation would not

either restore equilibrium at all, or would have to »
() e

excessive,

In Indian context, Economists have different
opinions about the effectiveness of Rupee devaluat
uation.
Some economists are of the opinion thet the devaly ti
. , ation of
rupee in June 1966 was ill-timed. In 1965, India hag
’ ad to
face severe drought conditions. A4nd '
. as the Indian
€Xpax ts
were the agriculture oriented the devaluation could
not
work much effectively. Apart from it
s+ the forei
gn demand
for our traditional exports is inelastic, hence th
’ e
devaluation could not alter much changes in external
na

payments position. The actual export earnings declj
ined

in the post-devaluation era. The roots of Indian trag
ade

in the world market were not so deep. In the devel o
pmental

phase, the country used 'deficit-financing' which in th

e

1ater stage resulted inte
15 aggression and 1965's Pakjistant

S

inflation. India faced tyo

wars i.e. 1963's China
aggression. The foreign exchange position of the Sa—

st deteriorating.
i exports, the
ts were exceeding €Xp ’ €conomy wag

Hence, iI such cir‘Cumstances

was fa

when the impor
Some stimulus was required to bgost

at a stagnant stage.

In the post-
overnment resulted in favourable

the exPorts. deyalustaan sl ~HpRrY

otian policy of the &

prom
The non-traditional ex

ports increase’
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subtantiall
y and import substitution of consumer
goods

trade,

S o]

so b
Tvhe © Y 1 or
pen econcmy . This general framework 1is useful
S £
the stud 10
y of wiae variety of questions arisinz in int
g nter-

p&rticularly because it stresses the

nationél trade,

smesStic price level
] a dDminant, 3
variable

endozenelty of d

in determining ¢rade balance.

The relationship petween UErMS of trade anad the

1nvariant to the rate of exchange
]

1 of output which 1s
e supply of labour 1is

Wwhen th
and the labonr market,

o the real wagé

vely related T
rms of trade

positi
a2 unique relati

on between the te

there exist
jant to rate of exchange

vel of output which 1s invar

and 1€
effect which foreign prices have
f labour. As a result of

nd suppty ©
terms ©of yrade, output

the most
d at the level

- agvaluation r

successful a

7. 68 witnes
1ndez stoo
61 and 1966-67, the

e fluctuated petweeil 108

t the faVourable terms

is also significant the

It
an b€ attr

mov ement c
nied DY d

and 115
of trade iputed TO ri
prices accomp@ eclining import prices.
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The higher export prices of Indie are the result

ol high domestic cost brought about by the high domestic

inflationary pressure, This belief is strengthened by

the experience of many industrialized countries where
export prices reflect their domestic cost of production,
In Indian context it is true that there has been a
continuous inflationary pressure on the economy wherein
the domestic wholesale price index numbers have been

higher and steadily increasing compared to the wholesale

price index numbers of various countries. But it is

doubtful whether the rise also deteérmined the Course and

magnitude of India's export prices. For a number of
es the international price is given and

export commoditi
cannot be altered in response€ to rising cost of production,

because of very small magnitude (less than 1%) of
s share in the total world export trade.

India’

r of commodities in which India has

The numbe
include some important

to adhere to jnternational prices
cotton textiles and engineering goods.

products as coffee,
port incentives designed

The introduction of various €X
orter to enable him to overcome the

to assist the exp
inhibiting effect of higher domestic costs also provides
1imited effect of hi

f a number of exports,

gher cost of produc-

evidence to the
tion on export prices ©
ts share in world export is

f tea India
oduction

t, the higher cost of pr
f these commodities.

In case ©

around 40%. To some exten

has influenced the export prices ©
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Yet the extent to which the high cost can be transferred
to foreign buyers is limited by the oligo polistic
character of the world market.in these products., Moreover,
the competition from close substitutes to these products

also have limited India's ability to transfer the higher

cost to foreign buyers.

The effectiveness of devaluation and its
importance as a policy instrument rests #n its unique

ability to reduce the relative price of domestic goods

and improve trade balance at the same time. For improve-

ment in balance of trade the stability of Indian exports

commodity market is also essential. 1In the post-

devaluation era the stability in the Indian export market

A further improvement in the

abroad is not witnessed.
AS & consequence

marketing technigques was also required,
f devaluation the imports declined at a faster rate in

o

The importance of import

a 3 ease.

substitution was much stressed.
an witnessed a considerable increase
P

The post-devaluation §
r harvest in the

in import of food grains due to poo
reliance has been attained

country (1965-66). The self-

in agriculture sector,

nt
The liberal credit policy of the governme
1ted into cost push inflation. As a measure of
resu

1

juation, the price—line should be kept in contro
alu

- | 1 not generate desired improve-

otherwise devaluation wil

ments in the trade palance,
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I
n the post-devaluation era government did not

ad
opt strict measures to control the prices which

r
esulted in higher cost of production. The temporar
y

t export incent \
p ives' gives rise to increase in exports

In case of India the cost of production 1s higher due to

lower productivity of the factor of production So the

agement's ef ficiency should be improved to stimulate

marn

the productivity.

orts should be encouraged.

The non-traditional €xp
1d supply the basic raw materials at

The government shou
export industries. The

international prices to the

s not likely to be to
For certain commodities,

o much and will be

financial purden 1

within means of the country.

uld adopt dual pricing
substantial export p
oduced in the exportable3

In case of

well
policy.

government sho
romotion,

steel it would result in

The 'Quality con
hey may stand 1

trol! pust be intr

n the competitive world market.

so that t
ter of my thesis I have tried to

economic growth.
so &S strategic to

In third chap
The capital

n agsistance to

relate foreig
as central put el

of capital

i{s regarded not only
capital f ormation

of development.
ing and cumulati
pOSSible more ¢
s started, it

the proceéss The process
mation is interact
ncome which makes

nce the process s 8
capital fo
s are most dif ficulb.

ke Indis, to save

for ve.
increases i apital
feeds

Thus, ©
But unfortunately,

rst few stagé
ping nztion 1i

formation.
rmation is &
It

on jrself.

e where the £i

is very difficulv for develo
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a large pert of its income because even the belt
tightening cannot be stretched beyond the limit of human
tolerance. Even if there is little increase in income

the whole amount would be spent on consumption as a bu;k
of masses are living below the poverty line in developing
countries. This clearly emphasize the necessity of foreign
capital to the resource gap. In a developing country it
would be difticult to support its capital programmes

vely from domestic savings, even if it wanted to,

exclusi

since developmental programmes usually involve large

imports of capital goods from abroad,

Once the necessary adjustments have been made 2

maintain a givern level of capital formation

But the effect of the big resource

country cai

without foreign alad.
needed to 1gpark' th
ise recalcitrant economy is most

mobilization e rate of capital

formation jn an otherw

certainly to cause & shortage of forelgn exchange which
running down foreign assets,

has to be met by controls

well as by foreign exchange and by foreign

if any, 8S

gasaistance.

There 1is scarcely any example of & capitalist

rapid speed with the

economy which could develop at a
amount of capital accumulated within jt and that & good
deal of the esrlier jndustrial development, practically
nfiux of foreign capital.

ijn all of them, has been due to 1
Conversely, the economies stagnated becaus€ of their
avail of foreign resources. Hence, the

reluctance to



national effort may not be an ideal substitute for
foreign resources in a developing economy geared to the

object of bringing about a faster economic growth.

Apart from it the GNP is highly corelated to

the gress aid utilization, Nevertheless the debt

servicing imposes certain strains on the econcmy, but

despite the fact, the external assistance is great

advantage in fostering the economic growth, India had to

take foreign aid for its developmental projects. As a

consequence of it the debt-servicing of India's external

obligations increased in past few years, 1In 1373=74,

India had to pay Rs.512 crores for the servicing of its

debts. Out of it gross aid utilization of Rs.700 crores
against the debt servicing of the order of Rs, 143 crores

in 1961-62., In 1967-68 India had to pay for its debt
servicing Rs.333 crores which further rose to Rs,450

n 1970-71 end Rs.477 crores in 1971-72, This

crores i
resulted into decline of net aid to the country i.e. from

Rs.862 crores in 1967-68 to Rs.150 crores in 1972.73, 1In

the year 1974-75 India had to pay Rs.510 crores due to
The aid on hard terms,

hard terms of aid previously taken.
undoubtedly caused a heavy burden on Indian economy, The

aid from western countries specially from U.5.A, was on
hard terms ana was source tied. The debt servicing did

not result in a quantitative reduction in external
resources but had drastically diminished the quality of

free foreign exchange for financing imports which were

not financed by aid,



Th
e World Bank recommended the grant oI debt

reli 2 z
1ief to India of § 200 million for ezc: of the year

197 2~ 1
972-73 and 1973-74. India was seeking rescheduling of
the annucl peyment o her enormous international debt

an into some $ 500 million for 1
h of the scheduled payments as oil

which r
974-75. India

to vay one-fourt

price hike severely affected Ind

acree’
jats external payments

position.
United States of America was the biggest

The
1iability to the former stood

anding

creditor ana for outst
L against & total foreign

Rs.2561.95 crores in april 1. 197

debt of Rs.6,974.2h crores.

resources from U.S.A.

of foreign aid
n to Indian

antial contributio
meinly by relieving

The inflow
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wer production, COmmunicationS,
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cted develop-

the f
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harves?t when country was facin
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product*V’t
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with U.S., assistance,.

The shortage of foreign exchange and the low
level of India's reserves made it almost impossible for

India to consider import liberalization or devaluation

of Indian rupee without significant foreign aid. Since

1964, India stressed the importance of non-project aid

for development in sophisticated sectors. Industriali

zation reached the point where India no longer needed to

import large amounts of machinery or equipment or

consultancy for most infrastructure projects or even for

of industrial projects. With more

an increasing number
importance laid down on utilisation of existing capacity
b

imports of raw materials, spares and minor equipment

increased greatly priority sectors. Since 1960's, the

tnon-project aid! and ‘programme aid!’

tcommunity aid',
This kind of

had increased rapidly from U.S5.A. 2nd U.K.
to mitigate the worst problem of

aid went some W&y,
While total aid did not increase

trying of project aid.
much between 1960 and 1970, technical assistance grew at

the rate of only 10% per year at the beginning of the

1960's and in 1968 reached more than 20, of the total aid

flow to the dev eloping countries.
ential to mention here that

It would be ess
id merits of the U.S.

PL 480 loan,

ain it was a loan

despite aforesa
Moreover, the U.S.

ard terms excepting
grce tied, and the price
companies Were comparatively bi

on h
level of equipment

loan was SO
gher

and plant ln UpS.Ao
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than other European countries and Jépan, The risk of
dictation of collusive monopolistic prices under such
tying cannot be ruled out. For PL 480 assistance the
U.S. shipping companies charged higher freights in
comparison to other shipping companies of Europe. The
PL 480 blocked about 20% foreign exchange resources which
would have otherwise become available on account of U.,S.

government expenditure in India, The U.S. loan was not

given to India for the establishment of capital goods

industry, The structure and direction of U.S. aid tend

to maintain status quo rather than foster the rapid
industrialization of India.

The U.S. foreign aid is also not wlthout political

strings. President Johnson's administration suspended

U.S. aid to India during Indo-Pak aggression of 1965 and

1971,

In concluding analysis I found that the U.S5., aid
has a deep and profound impact on Indian planned develop-

The credit of initiation of granting aid
Moreover,

ment effort.
for the first time goes to U.S.A. only in 1951.
U.S. aid had been in large doses upto 1971.72, India
could overcome serious balance of payments and foreign
exchange crises - with the help of U.S., assistance., This
aid development the intermediate industries in the
country which provided a platform for heavy industries.
The generous magnitude of U,S. economic aid made a very

sizeable contribution tc the development ol irrigation,



B

agric i
ulture production capacity, power project
Jects, trans
ort an i i | ﬂ
p d communication development and intermediate
industries
promotion, The break-through in agriculture

has
imparted the impetus of self-reliance to the ec
onomy.

U.S5.S.R. also played a significant role in

fost
erinz the economic growth in India. The biggest
; ges
cre i
dit of U.S.S.R's assistance is for the establ
ablishment
of indigenous steel plants. U,S.S.R for the
o Defly 4 e f'irst time
provided financial and techni i
ical assistance to Bhilai

Steel Plant. It is important to mention here that i
n

spite of the late commencement and comparatively 1
y low

magnitude of Soviet assistance (technical and ec i
onomic

both), it has & unique distinction of making extremel
= ¥

favourable impact on India's economy due to its character

and dimension. The Soviet assistance was granted to
Apart from convenient financieal

India on soft terms.
the goviet loans are re
jan goods and thus these loans not

conditions, payable in rupees

through export of Ind

train India's forei
This assistance helped

gn exchange position but

only do not s
also stimulate our exports.

Tndia in launching & pig prog¥amme of the construction of

{ndustries which would generate multiplier

heavy and core
this assistance

ef fects in the economy.
pow er with west and

hened India's pargaining

has strengt
wion wWest

ing the lending terms

pment of public sect
against the internal

sequently improv
or in

sub
The develo

Germany and U.K.
a counterveiling force

India worked &S

dominént privaté monopolies.
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The United Kingdom and West Germany also prcvided
loans to India on soft terms. Britain has been one of
the first consortium countries to appreciate the
importance of non-project tied loan. The non-tying helped

India to use these loans for various crucial Gilbansks
?

particularly for balance of payments and debt relief

assistance., Apert from it the British lendinz terms have

progressively softened.

The West German loans have been substantially

softened over recent years. The West Germany has provided

India debt-relief by lowering the interest rates on
earlier loans and refinancing the debt repayments. Wesg
Germany provided technical assistance to India for the

agricultural development through fertilizers and machinery

etc.
Canada's economic assistance to India mainly

constitutes of grant. She has provided 62% of the total
assistance in the form of grant. Such generous grants
een very useful to India in her periods of foreign

have b
Canada has provided 50% of the total

exchange crises.

loan for developmental projects and non-project use at a

low interest.

Japan's economic agsistance to India was used to
finance fertilizer and chemical projefts, to import non-
project items 1ike transmission equipment, electrical
tractor components, Nevertheless, the

goods, trucks and
n and import credit

technical assistance of Japa
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tremendously helped India in developmental effort

So far we have talked of pilateral aid channel.
India could get substantial aid from various international
agencies like U.N.O., IBRD, I.D.A,, IFC and IMF etc, The
world Bank's contention is that the interest of developing
countries can be best served by its long term commitment
to a particular set of priorities. The World Bank has

provided long term lendings to India for the economic

development, The World Bank and IDA have provided loans

to India for the development of railways, transportation

and communication, thermal power plant, airways, ports
’ ]

highways etc. This assistance was granted to India for

agricultural development also.
The International Monetary Fund also provided

h short term lendings to meet the balance of

India wit
various occasions. The IMF oil facility

payments geficit av

ilized by India to meet excess deficit caused

was also ut

by oil price hike.

rom it if the foreign aid is taken into

Apart f
e with five year plans, the

deration jn coherenc

consi
plan wes largely

first five year oriented towards agricul-
massive imports
1an entailed nearl
s€ was mainly due tO

dustries in this pl

of capital equipment were not iavolved.

ture,
y a doubling of the total

The second p
the catering of

This sharp ri
an which

outlay.
roducer’'s goods in

jarge size P
y capital and foreig

ed to be highl

n resourc €5~

happén
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i:?en31ve. The external assistance further rose in
ad::d plan. The rise having been precipitated to set off
rse balance of payments and stave off starvation
:hrOugh increasing food imports due to repeated crop
ailures and outbreak of hostilities during this period

In the fourth
plan the ratio of
external assistanc
e has been

considerably reduced.

co i
uld help India in launching developmental projects ¥
- 3 ) t
enabled India in getting advanced technology and k
now- how

from the advanced countries. After the independ
ence

agriculture sector has also
shown tremend
ous improvement
S

in yield and productivity with the help of advanced
g

equipment and machines. The external assistanc ul
e could

generate multiplier effect in the economy which f
urther

resulted in higher standard of living of mass
es,

The d evelopment of public sector and heav
¥

industries in India was also initiated by external assis-
tance. Irrigation and power facilities were also geared
up by external assistance.

As a matter of fact, in the beginning of the
remittance of economic aid to India, the western block
us with hard lending
an improvement in lending

develop its heavy and inter-

germs. But subsequently,

agsisted
terms., In a

India witnESsed
period, India could

jes with the help of external assistance.

short

mediate industr
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I have also shown a relationship of GNP and

&rosSs aid utilisation in context of India,

The conclusion at which I finally arriveq was

"With increase in gross aid utilisation of foreign aid

there is an increase in G.N.P, (in normal circumstances)

in India during the period of study and with decrease in

gross aid utilisation of foreign aid there tends to occcur

a decrease in G.N.P.", Hence external assistance worked

as a powerful agent of economic growth in India,

In fourth chapter of my thesis I have studied

the impact of oil price hike on various economies with

special reference to India. The study also reveals the

highlights of Indian petroleum industry and the effective

operations of 0il National Gas Commission.

The tremendous oil price hike by OPEC members
after Yom Kippur war of October 1973 resulted into heavy
e

» > t
strains not only on developing countries but also on

a f payments surpluses
dvanced econcmies The balance ol payme
adv .

d the erowth of reserves of the oil exporting countries
e
- ) In 1974, the balance of

are now of phenomenal magnitude. .
i rting countries
ayments on current account of the oil €xpo g
P

i increased by
regated to § 70 billicn and their reserves
agg

a fairly
i hich things have been worked out in
manner in w

orderly manner is appreciable.
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to sell them for f
inancing their o
0il purchases
- A lot

Of mon ] - 4
(@] ey has been invested in the Emo currenc
mark ets
’

these f i
unds being lent to other governments
quasi-
governmental agencies and 1 ,
arge business c
orporations

OPEC countries have been al
5S¢ providing assji
istance tgo

deficit countries on a bi
ilateral basis
’ mOStly in the

form of credits and to some extent I

OPEC members have also participated in multilatera]

programmes through IMEF, IBRD, UNO. They have contributed
e

to IMF "0il Facility" in 1974 and 1975,
It is important to mention that OPEC members

lending terms to deficit countries were rigid, the interest

The burden of paying interest and

rate was higher.
y for developing

repayment of principal is quite heav
In this context long term solutions have to
ing oil and also Iinance

countries..
A

be found out to meet the mount
ts vital to their economic development,

other impor
placed to improve very

country like India is Very well-
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markedly her earnings from the eéxports of goods and
services., Geographical contiguity with the Middle Eastern

Countries is a favourable factor in the situatio,

The oil crisis of 1973, and the subsequent sharp

rise in the prices, introduced & new elewent of vast
dimensions into the process of international monetary

reform. The decisions have been taken regarding a

further increase in the quotas of member countries in the

IMF, with a more than proportionate increase for oil

countries, It has been decided Lo eliminate

SDR's are defined in terms of golg

exporting

gold from IMF.

(35 SDRs = 1 ounce of gold) and since gold prices have

shot up by about thrice of the official price of g 42,22
per ounce, Some New arrangements have had to be put into

ef fect to fix exchange rates of various countries vis-a.

For this purpose, decision was taken in

vis the SDRs.
July 1974, to define SDR, as an interim measure, in terms

of a basket of 16 leading currencies.

price hike resulted into 'surplus' of

The oil
il exporting caintries

the external payments of the o
producing countries had to face serious

while the non-oil
The industrial countries moved over

payments problens.
unt surplus position of 8 10.2 billion

from & current acco
The

in 1973 to a geficit of 2
ountries excluding majo

11,5 billion in 1974,
r oil exporters

4 more than half of the adverse shift in the
im

absorbe

aggregate balance.



»l Ccomtries wer, declared M.S.A, countries

(s seriously af i ected countries) by |

"e%.C. on account
of oil price hike requirin. €mergency assistance, Only

countries with per capita income below 2 400 and a
projectea balance of payments deficit for 1974 ang 1975

of not smaller than 5 per cent of lmports on average

were termed as MSA. India was also declared Msa country

The current account deficit of the non-oil less developed

countries increased from ¢ 9 billion in 1973 to ¢ 28
billion in 1974. Additional import costs on account of
oll in 1974 varied from g 5.6 billion in case of Italy
and U.K., § 16 billion in case of U.S,A. The trade
balances of the major industrial countries (other than
Germany and Japan) were in deficit in 1974, The
industrial countries moved from a trade surplus of ¥ 11
billion in each year of 1972 and 1973 to a deficit of
# 10 billion in 1974. The countries like West Germany

and Japan substantially increased their exports to oi}l

producing countries.

In case of India, the increased burden on

payments between 1973 and 1974 was 225w higher on account

f the oil price hike. The balance of trade moved from
0

a surplus of Rs.130 crores in 1972-73 to a deficit of

LOO crores in 1973-74 and & deficit of Rs.1100 crores
Rs.

in 1974-75. The energy crises has pushed India into
in .

£ th world This group comprises of world countries
our .

the energy crises has caused to further, slip down
whom e

-



economicall
y, and experience great difficult
y even in

servicing the foreign debts

tonnes. Alth
ough our per capita consumption of oil
oil is

practicall
y the lowest, we are still dependent f
or two

thirds of our cr
ude oil requi
gquirenents on im
ports. The

import of crude oil 1
s creating a heav
y burden on th
e

country's re
y's sources., The arguments are supported |
by the

on

im !
to

Rs. 1200 crores in 1976. The OPEC decision of {
urther

price hike of 0il from the beginni
ginning of 1977 w
ould result

n an additional purden of Rs.100 to Rs 120 crores f
. S 1or

i
the same v&lue of crude oil imports

The recent two-tier increase in oil prices b
¥

OPEC and the prOSpect of further rise in July 1977 would
y drain of foreig
gzre able to cut down the quantum of impor
production. The urgency of the problem has

1ised bY the ONGC, which
xsloration and crude

., third phas® of oil exp+

n exchange reserves unless we
W

mean & heav
ts by stepping

hés finalised the plan

\mme - f area. The
¢ in doubt sinc
¢ area nave alread
s have been loca

e several new

plan is no
y been

success of
ures in th

ted in

promis
identified’

Basseln £islee-
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O miles south of Bombay High, is among tae promi
omising

akr . ’
uctures identified s¢ far. The studies show that thi
is

would be as big and prospective as Bombay High The

encouraging progress of the second phase alsc lends hope

for the success of the third phase, Production from

Bombay High is now 37,000 barrels a day, representing an

annual producticn at the rate of two million tonnes. Whe
. n

the second phase of the development of Bombay High is

completed by the end of 1977, production is expected to

reach 80,000 barrels a day. The third phase would include

a production potential of 1,70,000 barrels a day from

Borbay High and 15,000 barrels from Bassein fields

The ONGC's operations comprise the intensification

ration activities and raising
1 reserves have already been located

of explo the rate of production

from areas where oi
ching of the third phase
ore the second phase is completed,

The laun of exploration and

production even bef

the two phases, would provide continuity

thus telescoping
re are no slippages

d wculd ensure that the
The

in operations arn
reat deal of expertise,

paving built up & g
y decided to £0© ah
p of helirigs beca
tantially less than off-shore

after
ead with on-shore

ONGC has alread
us e the on-shore

operations with the hel

1 wonuld cost subs

g into account the heavy investment

produced ol
oil even after takin

d in providing inf

rastructure, since the wnit cost
be lower than of f~-shore

invoive
e for the third

of heli-drillin
The allocat

g 1is expected TO
drilling jon of Rs, 500 cror
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phase of i
oil exploration and production in the continental

- £ -~ ~
shell area suggests that the ONGC is concerneg more wzix
attaining the goal of self.sufficiency in oil than with

the relative merits or financial viability of off.shore

and on-shore production.

It is anticipated that the reserves from the

proven areas of on-shore viz. Assam and Gujarat and the

off-shore fields of Bombay Higzh will be able to sustain

an annual production of nearly 20 MTPA. One of the areas

where this awarded production sharing contracts to be

directed 1is Bengal-Orissa coast.

Although India has made headway in the on-shore

exploration technology énd is in the process of mastering
of f-suacre technology, she has yet to go a long way in
ng seif-reliance in oil field equipment, particu-

developi
India has been importing

larly sophisticated hardware.
thirds of the total stores, spéres and capital

almost twWo-
equipment required for jnstallation and development
The main source of supply

U.S.4A., France, Japan, Canada

have been U,S.S,R.,

gctivities.
Roumania, Cczechoslovakia,

and West Germany.
n making consistent efforts

Although ONGC has bee
1ish indigenous SO
urther intensified.

urces of supply,

to develop and estab
ffort needs TO be [

bu‘b the e
f off-shore drive

e intensification o}
orted,

For immediatv
s requires to be imp

i pment
qperations, a 1ot of equiph
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but from the long term point of view, more serious and
intensive efforts should be made for import substitution,
as the material and equipment required for the development

of off-shore o0il fields are staggering in the diversity

and magnitude. The development of indigenous facilities

would not only boost the indigenous engineering industry,

but would also save substantial foreign exchange.

)
--------
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