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Exchange Rate Expectations and Export 
Performance 

I'rogrammcs aiming at cxtcmal account stabilisation ant1 cniploying cxchnngc 
rate adjustments nccd to bc but~rcsscd with stability in domestic prices. Employing 
am empirical cxpcantions aid risk generating mechanism for LIIC nominal cxcllaingc 
rate, this stutly odduccs cvitlcnce that conditional cxpcctations aboilt cxcliangc ratc 
cause cxporu. Howcvcr. since this cvitlcncc is tnlc only for the case wllcn domcs- 
tic prices arc also taken into account, it suggcsts tll;it it is not only nominal dcprc- 
ciation that causes exports but t11;it thc cvolving tlomcstic pricc situ;~tion is of 
cqu;ll critical import. 

Introtluct ion: 

Esscn~iall y as a rcsponsc to t l~c critical dcvclopmcnt s on the cxtcmal 
payments front and thc long ovcrduc nccd for sl~uctunl rcfonns, a good 
nu~nbcr of cliangcs- havc bccn initiatcd in tlic tntic scctor or thc Indian 
cconomp. A crucial changc was introduced in thc cxcliangc rcgimc in 
March 1992 whcn thc m;tnagcd cxcliangc ratc rcgimc gavc wtly to thc 
libcraliscd dun1 ratc rcgimc popularly known as thc libcraliscd cxchangc 
mlc managcmcnl systcln [LERMS]. In this system, thctc cxisicd two dis- 
tinct ratcs - an official mtc mciuit for csscntial imports and a ma~kct n t c  
for thc rcsl of the trr~nsaclions on thc tradc account. A year latcr, from 
March 01, 1993, tlic rupcc was Iully floatcd 011 thc tradc account 
whcrcby all cxchangc tr;~nsactions wcrc allowcd to be put through at 
markct rittcs. In introducing full convcrtibilily o n  rhc tradc account, Uic 
disinccnlivcs lo cxpotlcrs that cxistcd in tlic LERMS wcrc climinntcd. At 
tllc hcan or llicsc salicnt cliangcs also lay tlic b;~sic prcsutiiptio~i that cx- 
cliangc ratc ncijuslrncnls could play il crucial tr)lc in plaviciing inccntivcs 
10 crpllcrs.  Kccping tllc rcal ~ ~ c l i i t n g ~  riuc at rcnlistic lcvcls could allow 
exports to bc mon: pmfitablc th;ln donicslic sillcs and tlicrcby lcaci l o  an 
accclcrr~tcd inllow of invcstiblc rca)urccs into thc cxporl scaor and con- 
scqucntly incrcascd cxport growth. Whilc this reasoning lnny sccln plnu- 
siblc, tlicrr: itre olhcr problcms to co~ltcnd with. I t  is wcll known tllat 
f;~vori~blc cxcl~at~gc ri~tc :~(ijuslmcnts alonc mily not bc suPlicicn1 to cnsutv 

* Dr. lliniansllrr Joshi is Assist:lnt Atlviscr, L)op;crtn~cnt of Economic Analysis and 
I'olicy. Tllc author is gr;~tcfuI to [llc ttnonymous r c f c ~ c  for d~c coninlcnls on tlic 
original tlr;~i"t. 
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n stcndy growl11 in  cxports. Onc has not only to cnsure satisfaction of 
lllc classical cli~sticilics problcm that is cnshrincd in thc traditional 
Mnrshall-Lcmcr condition but also carry out critical amcnds in the do- 
mcstic stancc in rcspcct of L11c priccs and waigcs policy. Thcrc arc also 
problcms asstxiatcd will1 thc distortionary cfSccts of discrctionary tariffs 
and subsidies that mighl atccnualc acijus~mcnts undcrlaikcn in thc cxchnnge 
rcgimc. Thc policy makcr may also havc to watch out for situations 
wlicrc major a)mpctitors could upslagc cxchangc ralc adjuslmcnts with 
rounds of pricc cutlings and compctitivc dcvaluntions. Finally, not the 
lens[, cvcri if dcprccia~tion improvcs thc cxtcmnl currcnt account, it leads 
to incrcascd Ilow of  nalional incomc and cxpcnditurc through Lhc 'for- 
cign tradc multiplier' which could 1c;td to pricc incrcascs in  a state of 
dcprcsscd cconomy or through higher wage dcmands that follow such 
pricc inacascs. In this condition dcprcciation will bc quickly fdlowcd by 
pricc inllrtiion. Somc cxpcrts also nrguc that a depreciation, cithcr rnan- 
aged or lhal undcr a flcx ritcc systcm, is inhcrcnlly troublesome Prom thc 
point of vicw of  incornc-distribution. This is bccausc a stablc equilibrium 
i n  Lllc Sorcign cxctlangc markct could hardly bc found leading to the 
proverbial chasing trf thc will-o'thc-wisp [Patlnaik,l991]. Subjcct to thcsc 
cnvcats, thc bcnclicial role that dcprcciation plays in improving thc BOP 
can not be dcnicci. In vicw or  lhc abovc it sccrns opportune to study thc 
empirical rclalionsliip bclwccn dcprccialion and cxport pcrfomance by 
cmploying ceonomclric lcchniqucs on thc availriblc dam. 

India has Ibllowcd ovcr thc years a policy of stcady dcprcciiitlon of 
the rupcc, rnarkcd cspccially rlficr 1985 I'' ....( cg.,) an cslimate or 30 pcr- 
ccnl rc;tl dcprccialion vi-a-vis thc G-5 currcncics ovcr lhc pcriod 1980 to 
1989 sccrns lo bc popularly acccptcd" (Ratj;tr:lm;tn.I,19')Ij]. Nominally thc 
nrpcc has conlinuously dcprccialcd agclinst thc US doll;lr, a major invoic- 
ing currcncp. Thc rupcc was dcv;tlucd twicc in  July 1991 in rcsponsc to 
thc prccnrious Sorcign cxchangc situation cxisting then. Conscqucntly, :IS- 
tcr- 1991 t l~c  nominal I-upcc-doll:tr ratc has dcprccialcd klslcr within a 
rcl;~tivcly shoncr pchcxl of limc. Aficr ihc intmcluclion of full llo;~t (and 
,thcrcforc, ~ h c  abnndonmcnt oi thc 'adjustable pcg') on tradc account in 
1993 as mcnlioncd carlicr, il is cxpccecd that the vola~ility of lhc nominal 
cxchi~ngc ralc would incrcnsc ovcr time in accord with ~l ic  ch;~nging fun- 
damentals of thc cconomy. 11 is this cxpcclalion about incrcascd v;lriabil- 
ity or risk [hat would concern lhc policy 1n;ikcr ~tnd cxpor-tcr alike. In 
this papcr wc addrcss t l~c  problcm of risk ;tntf cxpcci alions nssoci;lt cd 
wilh exchange c~lc and llicir clTccts upon thc cconomic decisions undcr- 
1;lkcn by cxponcrs. It is cxpccccd ih;~t tllc an;~lysis which takcs explicitly 
inlo account risk and cxpccf;ttions ;as(xi;~tctl will1 I ~ I C  cxcl~iingc r;t(e m;iy 
help in shcdtling some light o n  thc hchiwiour of' cxporlcrs. 
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Econometric literature is rcplete with analyscs that treat risk as an 
important factor in decision making. Risk analysis has found application 
in scveral arcas of intcrcst after thc publication of Engle's seminal paper 
in 1982. Engle's melhod, popularly tcrmcd the ARCH [autoregrcssive 
conditional hctcrosccdasticity], apart from its useful applications in macro- 
economics and financial markets, has also found ample use in studics of 
markcts for individual products whcrcin producers were expected to react 
to conditional expectations and risk associated with sale price. 

In this papcr which is organised in thrce parts, Section I1 discusses 
propcrlics of' an ARCH modcl and efficient estimation procedure. Scction 
111 contains a description of data uscd and thc cmpirical results. Finally, 
Scction IV providcs conclusions as implied by thc empirical rcsults. 

SECTION I1 

The Rationale for ARCH Models 

With the advcnt of rational cxpcctations revolution, attention has 
tumcd to mcthods of identifying information scts employed by agents to 
form cxpcctations. Ovcr thc past fcw ycnrs attempts havc becn made to 
modcl cxpcctations using rclcvant information scts in kceping with the 
rational expectation hypothesis. Howcvcr, a more than ovcrbcaring atten- 
tion was focusscd on cxpcctcd mcan as a result of which scant effort 
was dcvotcd to formulating strategies for opcrationalising conditional vari- 
ance of risky variablcs that could be fruitfully uscd in decision making. 

Thc conccpt inhcrcnt in h e  ARCH modcls of today was summed up 
succinctly by Mandclbrol(l967) way back in the late sixties that vari- 
anccs of cconomic and financial variables change over time and generally 
Inrgc (small) changcs tcnd to bc followcd by largc(small) changes of ei- 
thcr sign. In othcr words thcrc exists a temporal persistence of informa- 
tion- arrival (Clark,1973) that perturbs or influcnces certain series over 
certain cpisodcs so that volatilc pcriods arc followcd by relatively tran- 
quil pcriods. An ARCH modcl is dcfincd prcciscly to mimic these occur- 
rcnccs so that this 'tcmpornl clustering of outlicrs can be used to predict 
thcir occurrcnce and minimize thcir cffccts' (Engle,1982). Owing to this 
unique structure, ARCH rcgrcssion modcls are useful altcmativcs to  more 
'complcx rcgrcssions which have non-ARCH disturbances and might be 
cxpcctcd 10 pick up crfccw of variables omitted from the estimated model' 
(Englc, 1082). 
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ARCH modclling has bccn put to a vast rangc of applications in 
empirical research. Thc survcy papcr of Bcra and Higgins [I9931 givcs a 
bird's cyc vicw. 

"Thc ARCH modcl is uscrul not only bccausc it caplurcs somc slpl- 
izcd fiicts, but also bccausc it has applications lo numcrous and divcrsc 
arcas. For cxamplc, it has bccn uscd in assct pricing Lo tcst lhc 
CAAPM, the I-CAPM, thc CCAPM and thc APT; lo dcvclop volalility 
tcsts for markct cfficicncy and to cstimate the lime varying syslcmalic 
risk in thc contcxt of thc markct model". Thc papcr gocs on lo say : "It 
has been uscd to rncasurc thc tcrm structure of intercst riitcs, to dcvclop 
optimal dynamic hedging slratcgics, to cxamine how information flows 
across countries, markcls and assets, to pricc oplions and to modcl risk 
prcmia". Bcsidcs as the papcr argucs, "in macroeconomics, it has bccn 
succcssfully used to construct dcbt porlfolios of dcvcloping counlrics, to 
mcasure inflationary unccrtainty, to examinc thc rclationship bctwecn cx- 
change rate unccrtainty and trade, to study the cffccts of ccntral bank 
interventions, and to charactcrisc thc rclationship bctwecn the 
macroeconomy and the stock rnarkct". 

Estimation and Inference - ARCH Moclels 

In sctting up thc ARCH modcl one normally dcploys, for the 
choscn risky variablc, an autoregressivc sct [assuming laggcd valucs of 
thc dcpcndcnt risky variable as thc compositc information sct] as a 
'catchall' for all rational information for scuing up the struclurc for tcm- 
poral expcctations in thc fonn of a main dynamic lincar rcgrcssion cqua- 
tion, stochastic errors of which arc cnsconccd syslcmatically into thc aux- 
iliary ARCH conditional variancc spcci ficrition. Thcrcforc, thc condition;\l 
variance is implicitly also a function of lhc past rcalisations of lhc risky 
variable in question. 

Thcre is arnplc rationale for using Ihc ARCH mcdcl in thc prcscnt 
casc as shown for cxamplc by Nachanc and Ray (1993). Using Iicqucncy 
domain tcchniqucs, Nachanc and Ray show that thcrc is a convincing 
evidence that nominal cxchangc ratcs of tcn diffcrcnt currcncics follow 
ncithcr Gaussianily nor lincnrijy. ARCH and GARCH modcls cbmprising 
multiplicative non-linearity. thcrcforc, havc more imprcssivc forecasting 
pcrforrnance when comparcd to simplc rcgrcssion modcls, ARMA time 
scrics or simple random walk modcls of cxctlangc raic. 
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For purposcs of' i.lluflr;~lioo, a s  in technical details given in 
Englc(1982), assumc a simplc autorcgrcssivc modcl for a risky variable, 
say, currcnt nominal cxchange r;~lc (NER) 

NER = f' (B(L) NERt , P) + el ...... I 

whcrc B(L) is a polynomial lag opcralor, P is the vector of parameters 
and cl is a stcxhastic discrclc crror term with a normal conciitional dis- 
tri bution rcprcscnlcd as 

whcrc h, is litnc varying conditional varimcc o l  cl and 0 is an inforrna- 
lion scl that includcs past valucs of NER. 

I1 is cvidcnt from thc givcn modcl structure that the conditional ex- 
pcclation of NER can bc gcncratcd from thc informed autoregression 
dcfincd in I. Engle's ARCH thcn assumcs that time varying conditional 
forccast variance h, of NER can bc structured of order q as 

which allows ihc forccast variance h, to vary systematically over time. 
Equalion I1 f'ormr~lly dcfincs an ARCH proccss whcrcin a systcrnatic 
slruclurc is imposcd on the prcxcss governing conditional variance. 

Eslimation of ARCH modcl is based upon a log likclihood function 
dcrivcd from the distributional propcrlics assumcd for e,. Since all 
obscrvalions i n  I and I1 arc conditionally nonnall y distributcd, thc joint 
dcnsity pcl-tnining to vcclor c, is thc product of all condilional dcnsitics 
aid lhcrcforc ~ h c  log likclili(x)d is thc sum of tllc condilional normal log 
likclilioods corrcspnding to I and 11. If 1 is the avcragc log likclihood 
of thc iLh obsc~valion and T thc sample size then 
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wilhout thc usual constants. Log likelihood furiction 111 can bc maximiscd 
with rcspcct to unknown paramctcrs p's and a's appcaring in I and 11, 
respcctivcly. 

Miiximisntion could bc cnrricd out employing one o f  the scvcral 
numcrical .optimization routincs nvailablc in thc menu. Such maximum 
likelihood (ML) estimation of unknown pararncters bestows quantifiable 
gains in cfficicncy. An intcrcsting fcaturc of thc ARCH modcl is that i t  
could bc uscd to gcncr;llc time varying instrument for risk (volatility) for 
any risky variablc (hcrc NER) which could thcncc bc cmploycd for pur- 
poses of dccision making. 

. Estimation of the ARCH m d c l  is valid undcr ccrtain rcgularily con- 
ditions. The first of thcsc statcs that the cstiinatcs of coelficicnls in the 

. conditional variancc function be non-ncgalive. Thc sccond condition statcs 
that in order for the ARCH proccss to be stationary, the following con- 
straint for thc cxistcncc of evcn moments ought to be satisficd. 

where 2r is the ordcr of the cvcn momcnt. Subject to the satisfaction of 
these conditions, an ARCH modcl is a supcrior modelling proccdurc for 
stochastic processes that have time dcpcndcnt variance in comparison with 
other robust procedures dcsigncd to handle largc cnors' or outliers. Once 
estimated and regularity conditions arc satisficd, thc empirical cstimatcs of 
unknown parameters can be pluggcd back into equations I and I1 to gcn- 
erate empirical instrumcnts for conditional cxpcctations and risk. I1 may 
be noted that this approach towards gcncraling risk instrumcnts appcars to 
be empirically more suitable than usual methods (such as gcncrating risk 
instruments by employing rccursive estimates or the variancc over time, 
using a moving average schcmc on standard deviation of arbitrary orders 
of past growth rates or employing lagged valucs of squared innovations) 
owing to improvcments achievcd in the cfficicncy of estimates. 
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SECTION 111 

D;lt;t tlnd hlotlcl Specification 

ARCH nlotlcl ol' an approprialc order was csrirn;t~cci using ~lic nomi- 
nal cxcliangc rate scl-ics. The tiilia cmploycd ill tlic slucly arc ;IS fcdlows: 
1) nomin;d R&JS  $ r;llc. 2) iliirty six country export wcigli~cd no~iiiai~l 
cfl'cclivc cschangc ralc index [NEER] publislicd by llic Rcsclvc Bank of 
India, 3) expolls in US do1l;lr Icnns, and 5) WPI or wholesale price in- 
dex ol' all com~notlilics with base 1981-82. Tlic empirical exercise is 
basctl on nionllily data obrnincd from RBI Bullclins over the samplc 
pcl-ioti which SpiIns iI pcl-iod of M;~cl i  1988 LO Apl-il 1994. Whilc no 
mechanistic ticscasonalising proccdurcs arc uscd, a tiurnmy to contn)l for 
inorciinatcly large dcprcciarions was clnploycd in Ilic ai~lorcgrcssio~i (Etlua- 
lion I)'. One coulci have uscd Nominal Efl'cctivc Exchangc Ralc (NEER) 
inslead of nominal cxch;ingc ralc in llic lirsl case but preliminary invcs- 
tigill ions sliowcti thal cor1-elation bc~wccn NEER and the simple nominal 
RcIUS $ ralc w;~s of tlic ortlcr of -0.96, and signific;lnl ill 1 pcrccnl. 
Tlic rupcc t1oll;lr rate is, thcrcforc, ;l consislcnlly good proxy Sor llic 
NEER its also a direct lp obsct-\l;lblc 'i~lccnlivc indic;llor' from thc 1w)illl 

of view of ihc cxporlcr. 

An investigation of' 11ic tlcscriplivc st;rlis~ics of the ~iominal cxcliangc 
rille series shows Illat llic wliilc tlic samplc mcan is Rs 22.70, the stan- 
darti dcvialion is 6.88. Also, wliilc Ilic unconditional samplc skcwncss is 
jusl ahoul zero, llic s;implc kurlosis(-1.74) is less than ils no~lilitl vnluc 
of 3. A Jalrluc-Dcrir(JB) tcsl Sor join1 nominl kullosis iuicl skcw~icss gives 
;I value of 68.65 2nd rcjccts Llic notmalily Il)polllcsis. The Box-Ljung 
porlliiantcau siatistic at calculated ill 23 lags also rcjccls tlic hypothesis 
ol' slricl wliilc noise Tor the noliiin;\l cxcli;~~igc ralc d ; ~ ~ a .  This cmpi~ical 
cvidcncc implies Illat tlic daia series sllow bolh cxccss kut-tosis :und pos- 
sess non-l inc;r r dependency ilmong obsclvaiions. 'I'hcsc allributcs of t hc 
tl;~la allow one lo jusliliahly clnplop an cmpil.icil1 ARCH motlcl Tor fur- 
llicr invcsligation and i~ifclcncc. 

The cs~irn;~tcri ARCI-1 niodcl Sor nominal cxc1i;rngc r;~lc is prc- 
scntcti i t 1  Tablc 1, lVllilc tlic clloicc ol' ortier of ;~ulorcgrcssion in tlic 
mcan ccjualio~i in tlic i~itxlcl w;rs b;isctl ulxn hkaikc 1nli)niialion Criterion 
(Ale); lllc sclcclion of lag i n  lhc co~itlil ional v;lri irncc fi~nct ion w;!s bascd 
upon tllc loc;~lly most powcr.Sul(E~~glc 1082) I.agr;~ngc Mitl~i pl ici- Tcsl 
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(LM) with a significant t-value of 2.45 for the first lag. Since the lags 
in both the mcan and variance equations have bcen choscn systematically 
using appropriate hypothesis tests, the likelihood function was optimised 
without spccific constraints. It is wcll known ?hat arbitrary weighting pso- 
ccdures for lags could imply imposing undue restrictions upon data which 
may be unreasonable. 

Table I 
A Model of Nominal Exchange Rate of the Iiltlian Rupee under 

ARCH exp-ectations 

March 1988 to April 1994 
- - 

(A). Nominal Re / US $ Exchange Rate : 

(B). Conditional Variance Function : 

Convergeiice in 19 iterations. 

Notes to Table I 

. a) Figures in parentheses arc respective t-statistics. 

b) NER is nominal Re / US $ rate. 

c) Th: choice of the lag on the exchange rate autoregression was based upon 
~ka ike '  and ~chwar~.inf&iation criteria with .a niinimum value of 0.6619 and / 0.7063, respectively for the'T6st lag. For specifying the order of the conditional 
variance function, an LM test was used which gave highly significant value of 
2.45 at the first lag and which itself had a significant presence. 

d) System (A) and (B) were jointly estimated using a maximum likelihood method. 
Optimization of the log-likelihood w q  carried out with a direct search method 
due to Bemdt, Hall, Hall and Hausman(BHHH, 1974). 

e) R-square reported is a simple square of the correlation coefficient between the 
actual and ARCH modcl predicted nominal exchange rate scrics over thc. sample. 
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Bcforc discussing the' rcsults prcsentcd in Table 1, some characteris- 
tics of stnndardised residuals obtained from the modcl may be mentioned. 
With a Box-Ljung statistic of 12.34, the rcsiduals are found to be serially 
uncorrclatcd. Furthcrmorc, the distributional assumption for the e m r  coin- 
poncnt specified in cqunlion I implies that standardised residuals [ e ~ q ]  
should follow a normal distribution, for an ARCH model to adequately 
account for the cxistencc of lcptokurtic unconditional distribution of the 
error tcrm. Howevcr, thc estimated skcwncss and kurtosis coefficients for 
standardiscd residuals wcre such that Lhey reject the null hypothesis of 
joint normal (or zero excess) skewness and kurtosis. The ARCH model, 
thcrcfore, accounts for somc but not all leptokurtosis in the exchange rate 
data2. 

A graph of actual vcrsus cxpcctcd exchange rate realisations from 
thc ARCH moclcl is presented at the end of the paper. 

Complcmcnting the empirical rcsults obtdined in respect of the ARCH 
chi~ractcrisation in Table I, is a test of cointegration conducted on the 
basis of the method suggested by Johrtnsen and ~uselius(l990)~. A three 
va~iable vcctor autoregtc'ssion was set up with first difference of natural 
logarithms of exports, conditional expectations of the exchange rate and 
thc wholesale price index. Trace and Maximum-eigen value statistics for 
this systcm (Table 11) suggest that these variablcs are cointegrated. On 
the contrary, if the price variable is dropped, the property of cointegration 
is immediately destroyed ('Table 111). This evidence suggests. that exports 
arc dcterrnincd not only by agents expectations of exchange rate but also 
by thc evolving domestic price situation. Finally, empirical evidence based 
upon a Granger's test(F-stat 0.90) also indicates that risk associated with 
exchange rate does not cause exports significantly. 
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T:rhlc I 1  
Tcst of Coi~itegralion 

Esports, Espcctctl escllange rate alltl WPI 

r <  = 2 7.877 9,004 7.877 9.094 

r c = I  19.024 20.1 68 11.146 15.752 

r = 0 44.922 35.068 25.898 21.894 

Thc 05.0 pcrccnt clt~sl~tilcs arc t;ikcn from Tithlc A3, Jol~anscn and Jusclius (1990). 
Thc 1r;lcc test is for n Iiypotllcsis of ;I gcncr:~l altcni;r~ivc to a pilr~icul;ir nua~bcr of 
cointcgruting rcl;~tionsllips wtlilc ~l ic  n ~ i ~ x i ~ n t ~ l n  cigcnv;rluc ~cs l  is a test, of trice' hypotli- 
csis for virrious \r;illlcs of r versus r+i rclationsliips. All vari;lhlcs arc in first dirrcrcnce 
o f  ~llcir n :~~ur ;~l  logarilh~lls. rcspcctivcly. V;~ri;tblcs inclutlctl arc [(I)  b y  ADF test. 

T:ib19 I11 
Test of Coinfcgriltion 

Esports ant1 Expected exchange rate 

11 yp T ~ ~ I C C  Tracc (0.95) Max-E Max-E (0.95) 

SECTI'QIN 111 

In 111c niodcst rcsulls prcscnled in Il;ljs s ~ u d y  it is empirically dcmon- 
slriilcd 1Iiiit fulurc condiLion;rl cxpccc~tion of non1in;il cxcll:rngc c~lc in  
association will1 domcslic priccs docs have ;I rolc in inllucncing lhc path 
of cxport earnings. Volalilily of nominal cxchangc rrrlc r ~ s  ccapturcd by its 
u)n(ii~ionol vilrbncc, howcvcr, docs no1 havc ;i signiliciint impact upon 
cxpon pcrhnnancc. Thc cvidcrlcc available in  rcscarch, cspccinlly, ~ h c  
onc obtaincd by dc C;r;iuwc(1988) shows ih i~i  Lhc t lomina~~cc of incomc 
clr'cc~s ovcr subsli~ulion cn'ccts ciln 1c;id lo a positivc rcl;~[ionsliip bclwccn 
1r:itlc and volii~iliry. F r o o ~  and Klcmpcrcr (1989), in  a differon1 contcxt, 
show that cxch;ingc r ;~tc  unccr[;~inly can i ~ f l t c l  pricc and qu;~nlily of 
trildc, cidler positively or ncg;ilivcly, wltcn merkcl sll;i~s rnilrlcr utldcr at1 
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olilopolislic rnarkct scl-up, rcgardlcss of taslcs Sor risk. Yct Kroncr and 
Lastrapcs (1993) show, for a choscn sct of dcvclopcd countrics, that 
vol;ltility has pcrmancnt cffccls on trade variablcs for somc countrics but 
no1 for olhcrs. For tlic Indian cconomy, howcvcr, thc failure of causality 
bclwccn cxports and condilion:~l variance (or timc variant risk) appcars 
lo bc a rcsull of Lhc ~~ulhoritics cornmilmcnl to lilniting harmful volatilily 
in tlic cxchangc ratc for rcasons widcly hcld. During thc pcriod of man- 
aged Iloal uplil 1992-93, thc ralc of cxchangc was systcrnntically dcprc- 
ciatcd and cxpcclcd losscs coulti bc considcrcd as ncgligiblc. More re- 
ccntlp during lhc LERMS and thcrcaftcr, the cxchangc ralc has bccn 
stabiliscd by lhc RBI by cilhcr announcing a rcfcrcnce ratc or buying 
cxccss supply of dollars in Lhc rnarkct. Morcovcr, il is also wcll nigh 
possiblc ihat cxprlcss havc bccn able to assimilate volalility in vicw of 
~l ic  C X ~ S L C ~ C C  of a na~nbcr of olhcr sops av;vailablc for cxport promolion. 
Volatility has, llicrcfo~c, so f3r not kcnl ,?I dominant filctor inllucncing lhc 
bchnviul)r rrb cxportcrs. 

Thc cmpirical cvidcncc pcnaining to llic rclationship bctwcen exports, 
conditional cxpcct:~tion oS thc cxchangc ratc in association with domcslic 
priccs conforms LO thc crux of thc prcvalcnt policy argument that cx- 
changc ralc cxpcctalion could work as a potential factor in dctcrmining 
thc pcrform:lncc on thc cxport front. From cmpirical tests of 
c~intcgriltion rcportcd carlicr, it is obvious that cxport performance would 
no1 only hingc upon conditionrtl nominal cxch:lngc ratc expectations but 
illso critically on thc cvolving domcslic pricc situ;tlion which would nccd 
lo bc monilorcd closcly. 

Notes 

1. A single intcrccpt diimn~y was employed in prcfcrcnce to scparate dunimics for 
ch;ingcs in. cxch:mgc rcginics such. as the LEKMS and unified ratc systcm for the 
reason t h ; ~ ~  tinic scrics data on nominal cxchange ratc docs not show a definite 
brcak as bctwccn the LEKMS and the unified systcm. Ovcr thc sample pcriod 
thcrc arc two distinct jumps which can bc reasonably captured by a dummy that 
adjusts thc intcrccpt aplxopriatcly. 

2. Lnstrapcs(1989), for cxample. found like results with cxchange rate data while 
Ccxhran and Mnnsur (1993) found similar cvidcnce wit11 cxccss rctums data from 

3. Englc and Grangcr(1987) have suggested a morc comprchcnsivc tcst of causality 
which allows for a causal linkagc hc\wccn variablcs stcmming from a common 
ircnct. In nthcr words, so  long as ii sct of variables contain a common trend, 
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causality must cxist in at least one dircction. The cvidcncc of no causality in 
eithcr dircction is rulcd out whcn the variablcs sharc a common trend. The 
mcthod proposcd by Johanscn ant1 Jusclius(l990) tests for commonality of trends 
or cointcgration and suggests that in this event a system of variables remain in 
cquilibrimn in thc long run. 

1. Rrcntlt,E.K.,Hall,R.H..Hitll,K.E and J.A.Hausman., "Estimatjon and Inference in 
Non-Lincar Structural Modcls", Annals of Economic and Social Measurement, 
Octobcr 1974. 

2. Rcra, A.K and Higgins, M.L.,"ARCH-Modcls : kopcr~ics, Estimation and Test- 
ing". Journal of Economic Surveys, Vol 7, No 4, 1993. 

3. Rollcrslcv,Tim., "Gcncralizcd Autoregrcssive Conditional Heteroscedasticity", Jour- 
rml of Economctrics. April 1986. 

4. Clark, P.K., "A Subordinated Stochastic I'roccss Modcl with Finite Variance for 
S pcculalivc Priccs", Econometrica, 4 1, 1973. 

5. Cochran, S.J and Mansur. I., "Expcctcd Returns and Economic Factors : a 
GAKCH Approach", Applied Financial Economics, 3 ,  1993. 

6. dc Grauwc, P., "Exchange Kale Variability and ihe Slowdown in Growlh of Inter- 
national Tradc", I M F  S f a t  Papers, March 1988. 

7. Engle, R,, "Autoregressive Conditional Hcteroscedasticity with Estimates of the 
Variance of Unitcd Kingdom Inflation", Econome~rica, July, 1982. 

8. fingle, R.F and Granger, C.W.J.. "Co-integration and Error-Correction : Rcprcsen- 
tation, Estimation and Testing", Econometrica, March,1987. 

9. Froot, .K.A and Klcrnpcrcr, I'.D.. "Exchangc Kitic Pass-Through when Markct 
Share Matters", American Economic Review, Scptcn~bcr 1989. 

10. HolCman, D.L., "Two-stcp Gcncraliscd Least Squarcs Estin~ators in Mulli-Equa- 
tion Gcncratcd Rcgrcssor Modcls", Review of Ec'conomics und Statistics. May 
1987. 

11. Johansen, S and Jusclius, K., "Maximum Likelihood Estimation and Inference on 
Cointcgration-with Applications to thc Demand for Moncy", Oxford Bulletin of 
Economics and Sfatistics, 52.1 W. 

12. Kroncr. F.K and Lastrapes, W.D., ''Tlic Impact of Exchange Katc Voli~t~ nn In- 
tcmaiional Trade : Rctfticcd Form Estimates using the GAKCH-in-hlean hit~lc l".  
Journol of Intcralioturl Moncy and Finance, Vol. 12, 1993. 

13. Manclclbrot, R., "The Variation of Some other Spccutntivc Priccs", Journal of 
Businc.r.v, 40. 1967, 



EXCHANGE RATE EXPECTATIONS 193 

14. Nachanc, D..M ant1 Kay, L)., "Testing Tor Ga~las ia r t i t~  and Linearity via the 
Rispcctn~m : An Application to Exchange Rates", Jourrlul of j?uuntilafive Eco- 
nonrics, January, 1993. 

15. I'agan, A, "konomctric Issucs in tlic Analysis of Kcgrcssions with Gcncrated Ke- 
grcssors", Intcrttc~liotml Ecconotnlc Reviov,  Fcbrunry, 1984. 

16. I'atlnaik, P (1991). "Dcvalua1ion, Dual Exchange Markcts ant1 Existcncc of an 
Equilibrium in a Flcxiblc Katc Kcgi~ne : A Thcorctical Note", Ecorzorxic and 
Politictrl I17eckly, Scptc~nbcr 28, 1991. 

17. K:jjar;tn~an, I., "Impact of Kcal Exchangc Kntc Movcnicnts On Sclcctcd Indian 
Induslrinl Exports", .!kotwtnic awl Poliliccrl It'cclily, Ann~iol Nunllxr, M:rd~ 1'991. 



Expected & Actual Exchange Rates 
March 1989 to April 1994 

Expected and Actual Exchange Rates 
35. . ;cl 

m 
V, 

L 
m 

30 U I I  7 
s t , *  e 

n 
w 

25 - > 
Z 
X 

20 0 
7 7  
.-. 
z 
0 
s 

Months. 

'Expected Exchange Rates+ Actual Exchange Rate 



Reserve Bunk 4 India Occasionul Paj~crs 
V o l .  15, No. 3,  September I994 

External Debt Developing Coui~tries 
Review of Literature 

An analytical survey of the litcraturc that emcrgcd during the last tllrcc de- 
cades on the issucs in external dcbt gives a clcar perception of thc tlieorctical un- 
dcrpinnings to thc cvents that occi~rrcd and the strategies that wcrc evolved to 
solvc the problem. The fact that thcrc was no gcneriiliscd rcpudiation or dcbt or 
debt servicing during the 'eighties brings to forc thc dcb~ors' perceptions regarding 
the negative extcmalities of dcfadt. The short-term strategy of India during 1991- 
92 including tllc decision to sell gold with a buy-back option and iniposition of 
scvcrc import compression measures is a dmsic instancc or a country not wanting 
to repudiate ils loans. In 'p,xticular, the findings of d ~ c  various stidics investigating 
into tlie causes of dcbt accumulation point to the nccd for appropriate policy rc- 
sponscs to insulate economies from extcrnal shocks as also tlic unportancc of ex- 
ercising fiscal restraint in a stablc macroeconomic framework which ensures a 
stablc and realistic exchange rate supp)rtivc of export efforts - issucs which hardly 
nccd overemphasis in the Indian context. 

Thcrc has bccn a contir~uous outpouring of  writings on the role of 
cxlcrnal debt in tlie dcvcloprncnt proccss and thc problcms asscxiatcd with 
it in thc last thirty ycars or so. Thc outbrcak or thc intcrnational dcbt 
crisis in August 1982 and thc conccrtcd cfforts to cope with it, in par- 
ticular conrributcd t cnhanccd inlcrcst in thc sub.jcct. Thc main objcctivc 
of this pi\pcr is to understand, tlirougli an analylical sulvcy of thc tllco- 
rclical litcraturc, tlic various lhcorctical issucs in cxtcrn;tl dcbt and its 
sclvicing, in orcicr to gain bctlcr insights i11to tlic cvents that occurrcd 
and tlic s~rarcgics that wcrc cvolvcd lo solvc ~ h c  problcrn. 

A ilicmntic ratlicr than n chronological prcscnlrttion would enable a 
more cohcrcnl cxposilion of thc issucs involved. Thc litcralurc has, ac- 
cordingly, bccn clnssificd undcr the following hcads: 

1. Two-Gap Theories - Studics which an;llysc the cfrects of forcign 
aid on domcstic savings. 

* Dr. A. I'r:~s:ul is Assistsrlt Adviscr, Ucpartmcnt of Econo~nic Analysis and Policy, 

presently iittiichcd to the Sccrctiiry's Dcportmcnt. The author is grateful to  Dr. 
(S111t.) hl:il:~ti Ani~gol for her guicl:incc diuing tlic prcp:~ration of this papcr. The 
iiuthor is iilso tI1;tnkful to Dr. A. Vawlclcvan for his conimcnts on iin carlicr vcr- 
sion r)f tlic p:tpcr, Any errors Illat rctn;iin arc tlic rcspnsihility of thc  sulhor. 
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2. Opti~num Levels of Debt - Sludics which stipulate an optimum or 
sust;linablc lcvcl of dcbt for a country. 

3. Cretlitwortl~iness - Sludics which idcntily lhc circumslances undcr 
which iI numbcr of countrics cxpcricnccd debt servicing dil'licul~ics. 

4. ReplrtIi:~tion Risk ant1 Borrowing - S~udics  which analysc the 
llicory bcllind cost of dcfi~ulw, and inccntivcs for addilional borrow- 
ings. 

5. Dcbt 0vcrli;lng ancl Relief - Sludics which discuss policy issucs rc- 
lating to dcbl ovcrhnng. 

6. Causes of Ester~lal Debt Accumulation - Studics which diagnose 
thc csuscs for thc debt explosion of dcvcloping counLrics, and in par- 
ticular llic accumulation of cxlcrnal dcbl in Intlirt. 

1. The Two-Gap Models 

Tlic macr~~conomic cSfccis of forcign aid on lhc dcvclopmcnt of Icss 
dcvclopcd countrics (LDCs) havc largcly bccn analyscd in t c m s  of the 
Harrod-Domar growth mocicl which postulated that thc rr-ltc 01 growth of 
output (g) is a function oS thc savings ratc (s) ;und thc incrcmcntal 
capiliil output ralio (v). In a functional fonn, thc modcl argucd that g 
would bc ctlual to s/v. Tllc dual-grip anitlysis which was in vogue in thc 
'fifiics and 'sixlics (Chcncry rind Strout 1966) ilrgucd h a t  forcign aid 
actcd as ;1 supplctncnt to do~ncslic savings and hcncc raiscd thc growth 
ratc to (s+a)/v, whcrc a is thc forcign aid (cxprcsscd as a pcrccntiigc of 
rccipicnt GNP). Thc incrcasc in thc growth ratc would rtiisc income and 
sincc it was bclicvcd that thc marginal propensity to savc was grcnlcr 
than thc avcragc propcnsity to savc in LDCs, thc savings ratc would in- 
crcasc and thc highcr growth n tc  would bccon~c sclr-sustaining without 
thc nccd lor furlhcr injcclions of forcign aid. Thus, according to this 
vicw, inflows of forcign aid would havc thc crfcct o f  mising thc savings 
rrttc in subscqucnt pcriods. 

Although thcrc was skepticism about thc rolc of rorcign aici in  pro- 
moting cconomic growth (c.g., Bilrdhi~n (1967)), it has hnd litllc impirct 
upon convcndonal thinking until thc publicitlion of two papers by Gril'lin 
and Enos (1970) and Griffin (1070) in which the bcncfits of aid wcrc 
ch;~llcngaf. 11 was arguccl in tlicsc pnpcrs 1i1;11 c;rpi1;11 impons, r;llhcr ttl;~n 
accclcrrtiing clcvcloptncnl, h;~d i n  sornc cascs rctardccl it. 
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Kcnncdy and Tliinvrill (1971) argucd thal Griffin rcjcctcd tcx, hastily 
thc cxplanalion that counlrics rcccivcd aid bccausc thcy savcd a lowcr 
proporlion of llicir national incomc. Howcvcr, llic ncgntivc corrclalion 
which Griflin found bctwccn domcstic savings and forcign aid was con- 

'firmcd by Papanck (1973) from his cross-scction study covcring data 
from tlic 'fiftics and 'sixties, thc samc pcriod covcrcd by Chcncry and 
Strout. 

Similar studics conductcd by Anisur-Rahman (1968), Arcskoug (1969) 
and Wcisskopf (1972) concludcd that only a fraction of forcign rcsourcc 
inllows had bccn additivc lo 'domcslic savings wliilc a largc sharc was 
uscd t o  incrcasc consumption. Moslcy (1980) concludcd from his cross- 
scclion data covcring lhc 'scvcnlics that tlic ncgntivc corrclalion bctwccn 
aid and savings of which Griflin and ollicrs spokc of, was still strong 
and signi ficant. 

A voluminous amount of cross-counlry and timc serics statistical 
analysis has bcen addrcsscd to this issuc, csscntially rcgrcssing domcstic 
saving (as thc dcpcndcnt variable) on incomc, forcign capital inflow, and 
at titncs, supp1cmcnl;lry indcpcndcnt variables such as primary cxporls, 
privalc invcstmcnt, otlicr cxports and popllllntion growth. Thc rcsulls of 
scvcraI rcgrcssion studies arc summariscd jjri Triblc 1.  

2. Tlleoretical' Approaches To Optimunl Levels Of Debt 

At the thcorclical Icvcl, a numbcr of approaclics atlcmptcd to anivc 
at an oplirnum lcvcl of cxtcrnal dcbt. Thcsc can bc groupcd into two 
distinct catcgorics : 

(i) Models incorpor;lling 'optimising bcliaviour', and 
(ii) Non-op~imising nicxicls. 

Oric appl-oacli in llic lattcr ciilcgory to dcicl~ninc iln "appropriate' lcvcl 
of cxtcmal dcbt for a dcvcloping country has bccn to identify tlic amount 
of dcbl (or borrowing) which will cn;iblc a balancc of paymcnls position 
to bc sustriinnblc. A numbcr oT non-optimising growth models exist 
wlicrcin llic cmphasis has bccn primarily on analysing dcbl dyn;~rnics in 
conditions that do not givc risc to cxplosivc dcbt situalions. K t ~ z  (1982) 
conslrucicd a onc-scctor modcl will1 capiial goocis imports lo cxnminc 
tllc chilngcs in thc cconomy and in parlicular, rcsponsc to cliangcs in 
tcrms of' Lri~dc. Fischcr and Frcnkcl (1972; 1974) uscd a two-scctor 
friancwork k) ;in;~lysc deb1 dy~ii~mics. 
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Identifying thc dcsirablc lcvcl of dcbt is, howcvcr, thc objcctivc of 
mosl of lhc oplimising dcbl rnodcls. Click and Khnras (1986) used a 
soci;ll wclk~rc function to exnminc intcrlcmporal allocation and dcpictcd 
economics iIS progressing towards a stable equilibrium ch:~ractcrised by 
cqui~lily bctwccn thc marginal productivity of capital, the social discount 
IY\IC and tiic lnarginnl cost or funds. 

Table 1: Rcsults of M:l.jor Analysis Regressing Saving on Foreign 
Capital Flows 

Aillhor Nattrc of  Number of Effect of 
Scrics Countries Foreign Inflow 

on Savings 

Grifrcn :tntl 
Enos (April 1970) 

Ciriffin (May 1970) T 13 -0.84 

K;tl~man (Fcb 1968) C 3 1 -0.2473 

Wcisskopf (Fcb 1972) T,C 17 -0.227 

Papanek (1973) C 85 -0.64 

C1:rrk (1 967) C ,T 33 -0.58 

Sourcc : Dhagwali, Jagdish N., "Substitu~icm Retwccn Foreign Capital and DomcsticSaving," 
in Grossrn;m, Gcnc (W.) Dcpcndcncc ant1 Intcrdcpcntlcnce, Essays in Dcvclopmcnt 
Economics, Vo1.2, Dclhi, Oxft>rd Univcrsity Press, 1985. 

C : Cross Counlry T : Timc Scrics 

Bardhan (1967) and Bade (1972) are typical cxamplcs of an 
inrcrtcmporal oplimisation problem. B;lrdhan's model postulates that bor- 
rowing from abroad, if  lclt to borrowcrs, tend to bc excessive. 
'Alomistic' privale borrowcrs will f;~il to take account of the fact that 
an incrcose in thc cxicnt of (pcr capita) cxtcmal borrowing for the coun- 
try as a whole raises thc loti11 cost of borrowing against it and thcy arc 
most likely to ignorc ~ h c  incrcasc in disutility for thc nation as a whole 
from cxtri~ borrowing. Thcy would go on borrowing unlil the marginal 
product of c:~pital at home is cqu;~l lo thc ralc of intcrcs (avcragc cost 
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of borrowing) in the international capital market, which is an incflicicnt 
solution for the borrowing country. In his model, thc optimal path for the 
economy is derived for a spccific supply function of external finance. In 
thc steady state, as along thc optimal path, the marginal cost of forcign 
borrowing will be equated to thc marginal product of capital. This condi- 
tion, givcn the supply function of external finance, fixes the optimal 
quantity of dcbt at cach point of time. 

. , 

Mc Cabe and Sibley (1976) introduccd export revenue uncertainty in 
a modcl similar to Bardhan's and Badc's to show a negative relationship 
bctwccn domestic savings and cxtcmal finance. According to 'the study, 
whcn thcre is a shortfall in export rcvcnue, savings decline and forcign 
borrowing increases and thc converse is truc whcn export revcnucs rise. 
Onc of thc propcrtics of this modcl is that it establishes an inverse rela- 
tionship bctwccn domestic saving and forcign borrowing. Although 
Rahman (1968), Wcisskopf (1970), and Griffin and Enos (1970) had all 
argucd that the negativc association between the two variables rcflcctcd 
optimising behaviour on the part of dcvcloping countrics, none of them 
providcd an optimising modcl which yicldcd such a ncgative relationship. 

Another simple macroeconomic modcl of optimal borrowing proposed 
by Gcmmel (1988) found optimal borrowing to be particularly sensitive to 
intcrcst ratc, capital productivity and thc extent of foreign flows invested. 
This modcl assumed thc indiflcrcnce of consumers between forcign and 
domestic sourccs of consumcr goods. Howevcr, in practice, a proportion 
of most countrics' output is non-traded and it is oftcn alleged that some 
consumers in dcvcloping countries rcvcal a prcfcrencc for forcign sources 
of somc dornesticall y avail able consumer goods. The results of optimal 
borrowing modcls which include a non-tradcd scctor (Dornbusch 1983) 
suggcstcd that whcrc non-tradcd sectors formed a significant proportion 
of output, additional variables such as exchange rate may be important 
for thc optimal borrowing decision. 

Most of thcse modcls' two-pcriod nature capturcs the notion that a 
country which is a net dcbtor in onc pcnod must bc a nct creditor for 
thc subscqucnt pc~iod. Howevcr, as country cxpcricnces suggest, borrowers 
could continue to be nct debtors for scvcral years and the demand for 
borrowing arising out of dcficit in the current account could itsclf be a 
rcflcction of structural problcms in thc domcstic economy. 

~unllcrmorc, what is vicwcd as sus~ainablc by tIlc borrowers may not 
bc vicwcd in thc samc manner by Icndcrs. Thcre is also the additional 
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risk of repudiation by borrowcrs. Whcrc t l~c  risk of default is serious, 
lcndcrs may react in a numbcr of ways which prevcnt borrowcrs from 
achicving (ex ante) 'optimal dcbt' levels. As some dcbt modcls have 
shown (for examplc, Eaton and Gcrsovitz (198 1) and Cohcn and Sachs 
(1985) which an: discussed in grcatcr dctail in the following paragraphs), 
thc resulting interactions bctwccn borrowers and lcnders can produce dif- 
fcrcnt. 'optimal' dcbt levcls cornparcd to the situation wherc borrowing is 
unconslraincd. 

3. Econometric S t ~ ~ d i e s  Of Debt-Servicing Capacity Of Developing 
Cou titries , . 

Considerable inlcrcsl has bccn gcncratcd in idcntifying the circum- 
stances under which a numbcr of countrics cxpcricnccd dcbt scrvicing 
diflicullics. At the intcmational levcl, much discussion has focusscd on 
dctcrmining the economic variables which should be considered in pro- 
jccting the performance of borrowing countrics. Some of the earlier stud- 
ics by Altcr (1961) and Gulhali (1967) provided only stylistic arguments 
ior considering one variablc or anothcr. The empirical literature on cred- 
itworthiness docs suggcst the prcsence of some systcmatic relationship 
betwccn macrocconomic variables and the occurrcncc of dcbt crisis. 

Discriminant analysis of reschcdulings by Frank and Cline (1971) 
and Sargen (1977), and logit analysis by Feder and Just (1977), Mayo 
and Barrett (1977), Fcdcr, Just and Ross (1981) and Cline (1983) idcn- 
tilied a numbcr of rnacrocconomic corrclatcs of dcbt crisis. A summary of 
thcir results is given in Table 2. 

Frank and Clinc (1971) in thcir pioneering work, invcstigatcd into thc 
quantitativc aspects of dcfault probability using discriminant analysis. T l~c  
ability of cight indicators lo idcntify dcbt scrvicing dirliculdcs wcrc lcslcd. 
Thcsc wcrc : i) Dcbt-scrvicc ratio, ii) Indcx of cxport fluctualions, iii) 
Compressibility of imports, iv) Irnports/GNP ratio, v) Imports/rcscrvcs 
ratio, vi) Amortisalion/dcbt ratio, vii) Pcr capita GNP, and viii) Growth 
of exports. 

Covcring the period 1960-68, thcir data samplc contained 145 obscr- 
vations in 26 countries, of which 13 wcrc rcschcduling cascs in cight 
countrics. Thcir results indicatcd that the dcbt scrvicc ratio, dcbt- 
amonisation ratio and the ratio of impofis to rcscrvcs wcrc important 
corrclr~tcs of %c dcbt crisis. 
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Dhontc (1975) uscd the principal componcnt analysis to investigate the 
relationship bctwccn scvcral cconomic variables relevant to dcbt-scrvicing 
capacity. Dhonte uscd tcn indicators of which four were found to bc 
most significant for the first principal component which explaincd about 
35 pcr ccnt of thc vari;ition in the samplc data. In addition, two more 
variables - dcbt-scrvicc paymcnts as a pcr cent of extcmal dcbt and dcbt- 
scrvicc paymcnts as a pcr ccnt of dcbt disbursements were found to bc 
significant Tor thc sccond principal cornponcnt. 

Fcdcr and Just (1977) uscd logit analysis to rcinvigorate thc signifi- 
cance of thc indicators previously examined by Fr'ulk and Cline and oth- 
ers. The samplc covcrcd the pcriod 1965-72 and contained 238 observa- 
tions in 30 countrics which includcd 21 rcschcduling cases in 11 coun- 
tries. Thc rcsults of thc study suggcstcd that in addition to the variables 
indicated by Frank and Cline, cxport growth ratc, pcr capita income and 
capital inflowsldcbt scrvicc payments ratio appcarcd to be significant indi- 
cators of dcbt-scrvicing capacity. 

Fcdcr, Just and Ross (1981) improved upon their earlier rcsults by 
using morc rcf'cd data in a logit model. Thc variables that cmcrged sig- 
nificant in the study wcrc dcbt-service ratio, ibrcip exchange rcscrvcs to 
import ratio, and thc ratio of forcign exchange inflows to debt-service 
paymcnts, the export to GNP ratio and the real per capita GNP to US 
pcr capita GNP ratio. 

Mc Faddcn and othcrs (1985) found that dcmand for ncw loans in- 
crcascd strongly with a risc in dcbt-scrvice ratio and imports GDP ratio 
and dccrc;lscd in rclation to rising rcal GNP pcr capita. Supply of ncw 
loans dccrcascd whcn thcrc wcrc part rcpaymcnt problcms and incrcased 
with rise in dcbt-export ratio. Thc rcsults of the study suggested that 
lcndcrs wcrc reluctant to mll ovcr thc principal due, thereby c~cating con- 
sidcrrtble prcssun: on liquidity whcn principal paymcnts were high. 

Vasudcvan and Prasad (1991) uscd the probit approach to analyse 
India's cxtcmd dcbt rcpaymcnt pmblcm, Similar to Mc Faddcn and othcrs 
(1985), tllc study rcgadcd thc dcpcndcnt variablc (debt-service ratio) as a 
dummy variablc assuming vaIuc onc whcrcver dcbt-service was 20 per 
ccnt or  abovc of expurls and v;iluc zcro othcrwisc. Thc aulhors' explor- 
itlory cfTorts suggcstcd that for India, moncy supply, tcrms of tradc and 
tradc dclici~ wcrc vari;lblcs on which ~ h c  policy makcr would have to 
kccp a walch so [hat appropriate actions could bc uncicrtakcn to bring 
about ;I rcdoction in thc! probable a'currcncc of cxtcn~nl dcbt rcpaymcnt 
pn)blcm. 
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Tn ble 2: Sigsilicnat Macroea)no~llic Correlates of Repaynlent Crisis in 
Developing Countries 

(a) 
Studics by 

Variable Frank- Grinols Fedcr-Just- Sargen Saini- Cline 
Clinc Ross Rates 

(1971) (1976) (1981) (1977) (1978) (1983) 

Debt-Servicc/Exports + + + 
Principal Scrvice/Dcbt - 
In~ports/Reserves + + 
DebVGDP + 
DcbtExports + i- 

Debt-ServicelRcserves -t 

GNP Per Capita 

Foreign Exchange Inflows/ 
Debt Service 

Current Account/Exporls 
Exports/GNP 
Kate of Domestic Inflation 
Growth Rate of Moncy Supply 

Growth Rate of Reserves 
Growth Rate of GNP Pcr Capita 
Total Borrowing/Total Imports 

Source : McFadden, Daniel and others, "Is There Lili: After Dcbt ? An Econometric Analysis 
of Creditworthiness of Developing Counkics", in Smith, Gordon and Cuddington, 
John T., (Eds.) International Debt and Devcloping Cotintrics, The World Rank, 
Washington DC, 1985. 

(a) Variables wilh significant effects arc indicated by sign of effcct. Note that thcsc studies 
diffcr in countries and time periods considcrcd and in details in definitions of bolh 
dependent and irndependcnt variables. 

(b) Defined relatives to us GNP per capita 

(c) This variablc is multiplied by the sign of lhc current account surplus. 

(cl) Cline repxts significant positivc and ncg;$tivc signs on this variable. 



EXTERNAL DEBT OF DEVELOPING COUNTRIES 

3. Repucliation Risk and Borrowing 

A borrowing country is assumcd to contcmp1;itc not paying ils inlcr- 
national dcbt whcn it is : (a) I l l i q~~ id ,  i.e., i t  docs not havc cash on 
hand at tlic momenl; (b) Insolve~it, i.e., incapable of sc~vicing dcbt i n  thc 
long run; and (c) Insouciant, i.c., conscious of tlic fact that thcre are 
economic gains to bc made by rcpudialing outstanding financial liabilities. 

The slandnrd thcory of dcbt contracts docs not allow for dcbt rcpu- 
dindon and rcncgolialion. The tlicory assulncs that contracts arc carricd 
out as writlcn (Townscnd (1978), Diamond (1984), and Galc and Hcllwig 
(1989)). In praclice, howcvcr, rcncgoliation of dcbt contracts is not un- 
common. The cvolulion of liicraturc on intcrnational dcbt brings out 
clcarIy that rcncgoliation and lhc thrcat of rcpudialion play an important 
ro1.d in thc evolution of sovcrcign dcbt. A significant litcralurc has 
cyolved in rcccnt ycars which studics the uniquc char;tctcristics of intcma 
Gonal counlry risk. Important contribulions havc cmanalcd from (Eaton 

$and Gcrsovitz (1981 a, 1981 b), Srtchs (1985), Cohcn and Sachs (1984), 
Coopcr and Snchs (1985), Dombusch (1985), Krugman (1985), Smilh 'and 
CuddingLon (1985), Scbastian (1 985), Bulow and Rogoff (1986), 
Aizcnman and Borcnszlcin (1988) and Borcnsztcin and Ghosh (1989)). 

Thc lack of simplc cnrorccmcnt mechanisms for intcmational dcbt rc- 
payment rcsulls in a situation wlicrc tlic volumc of intcrnational crcdit is 
lirnitcd by thc cffcctivc pcnaltics asswialcd with dchults. While there arc 
many rcasons why a country chooscs to honour its extcmal obligations, 
cconomic analysis has gcncnlly assumcd that debtors compalc thc cost of 
pcnaltics that might bc irnposcd by crcdilors will1 Llic bcncfits of suspcnd- 
ing dcbt-scrvicc payments (Dcx~lcy and Svcnsson 1 990). 

Onc particular rtltributc of borrowers is that d ~ c y  arc ilihcrcntly dis- 
honest and will dcfi~ult if i t  is to ~licir bcncl'it (Ealon and Gcrsovilz 
1981). Thus, for cxamplc, in case of dcklult, creditors could cut off dcbt- 
ors' future acccss to crcdit. Thcy could also block the dcbtor counlry 
from rccciving tradc crcdit and causc it to losc somc of its gains from 
tradc. In practicc, crcdilor counlrics may not actually carry out lhcse 
thrcats bccausc logically, tradc rcsll-ictions would injurc thc inlcrcsts of 
both dcbtor and crcdilor  count^-ics. Furthcr, influcnlial intcl-cst groups 
could pcrsu;~dc crcditor countrics against imposing trade sanctions. It is, 
tliclacforc, tllc opportunity cost of dcfaull that ncccssit;~tcs providing coun- 
tries will1 ill1 incc~itivc to EPi\y th;lt makcs intcmnlional Icnciing possible 
(Krugman 1985). 
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A numbcr of mdcls  havc takcn seriously lhc possibility of dcbt rcpu- 
dialion by thc dcvcloping country governments and have shown that such 
a risk ri~dically allcrs thc bchaviour of borrowers and lenders. The prcs- 
cncc of sovcrcign risk can hclp to explain crcdit rationing, dcbt rcschcd- 
uling, condilionality and ~ h c  malurily structure of intcmation;~l obligalions 
(Sachs and Cohcn (1982) and Sachs (1084)). 

Bulow and Rogoff (1986) conslruclcd a modcl in which renegotiation 
w;~s an csscnlial pan of LIIC borrowing and lcnding proccss. Rcncgotiation 
was rcprcscntcd as a bargaining gamc in which cach parly's abilily to 
punish lhc olhcr by dclnying ngrccmcnt was a crucial factor in dctermin- 
ing how much was rcpaid. Bulow and Rogoff (1988) devclopcd a for- 
mal bargaining thcorcrical modcl illat look inlo account multilalcral dimen- 
sions of dcvcloping counlry dcbt rcschcdulings. 

Gnlc and Hcllwig (1989) postuli~tcd thc Icndcr's ability to punish as a 
cri~ci;iI dclcnninanl of ~ h c  cxlcnl of rcp;lymcnt undcr a siluation of incom- 
plctc informalion thus making thc lcndcr unccrlain about the value of 
cxcrcising rhc punishment slralcgy. Naturrilly, lhc largcr thc pcnalty, the 
ICSS likcly would Lhc borrowcr dcfiiult. In prrtclicc, howevcr, pcnaltics do 
not appcar lo bc vcry big and dcfiiult is not unhcard of (Eichcngrccn and 
Porlcs (1 986). 

Coopcr and Sachs (1985), Krugman (1985) and Gcrsovitz (1985) 
strcsscd [hc importance of crcdilors' confidcncc in prcvcnting liquidity 
crisis. Thcrc arc, thcy clnimcd, two possiblc cquilibrium conditions in thc 
crcdit markct; a low lcvcl cquilibriurn whcn lcndcrs Iosc confidence and 
pull out causing a liquidi~y crisis for ihc dcbior country and a high Icvcl 
cquilibrium whcn confidence is maintained so that dcvcloping countries 
could roll-over thcir short-tcm dcbt without difficolly. Krugman (1985) 
strcsscd a point madc carlicr by Cline (1983), that for crcdiiors who al- 
ready have 1o;ms outslrlnding in dcbtor counlrics, continued lcnding has a 
'public good' aspcct. 

Howcvcr, this litcmturc has litilc to say about thc possibility that 
dcbt rclicf could improve thc wclfi~rc of boih lcndcrs and borrowers. This 
vicw is covcrcd by Cordcn (1988 a), (1988 b), Sachs (1988), Hclpmw 
(10X8), (1989), Froot (1989), and Krugmnn (1988), (1989). 
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5. Debt Overhang I-Iypothesis and Debt Reduction 

Whcrcas thc 1ilcr;itulc on thc risk of dcbt repudiation providcd clucs 
regarding country risk, i t  raiscd important policy questions about what 
could bc donc in a situation chanctcriscd by debt ovcrhang. A country 
has a dcbt ovcrhang problcm whcn ihc expcctcd prcscnt value of potcnlial 
future resources transfcrs is lcss than its dcbt. It is  argucd that a high 
dcbt burdcn would rcducc thc inccntivc to adjust bccausc aU or most of 
thc bcncfits from incrcascd output would go to Jorcign crcditors. Thcir 
lirgurncnt is that high lcvcls of  dcbt acicd likc a tax on invcsiment inccn- 
tivcs (Sachs 1988). 

The clTccts 01 such a dcbt ovcrhang is analyscd in Sachs (1984, 
1988 and 1989) and Krugmun (1985, 1986, 1988). Thcsc papcrs showed 
that thc prcscncc of a dcbt ovcrhang may givc crcditors an. inccnlive to 
lcnd evcn at an cxpcctcd loss in ordcr to protcct thcir cxisting claims 
(Snchs (1984) and Krugrnnn (1985). It also brought out that thcre could 
bc conflicts bctwccn crcdilors' iridividurll and collcctivc intcrcsts and that 
frcc ridcr problcms could constrain thc ability to achicve dcsirable ncw 
Icnding. 

On lhc otlicr hand, the disto~lions crcatcd by the prcscnce 01 a dcbt 
ovcrhrmg could bc minimiscd i1 crcditors p~uvidcd irnmcdiate dcbt forgive- 
ncss rathcr than providing ncw moncy. Partial forgivcncss could provide 
more stimulus to growth and adjustment, and to thc rclurn of capital 
flight. To usc Krugman's (1988) terminology, the dcbt is so high that 
countries are on thc wrong sidc of thc 'dcbt rclicf laffcr curve'.' 

Thc gcncral argumcnt against dcbt rclicf is thc ceiling argument 
which rcsts on thc prc~nisc Lhat as rcpaymcnt capacity i s  uncertain, re- 
ducing thc contmclur~l dcbt would rcducc thc wiling of possible paymcnts 
and, if ultimately, thc capacity to pay turns out to bc highcr, crcditors 
would losc. According to thc iticentives argumcnt in favour of dcbt re- 
lief, adjust~ncnt cffort or invcsl~ncnt dcsigncd to raise capacity t o  pay 
might incrcase as a rcsult of rclicf (Srtchs (1988), Sachs and Huizinga 
(1987). Krugman (1988) and Cordcn (1988 b)). Krugman illustrates this 
point on what he calls thc Debt Rclicf Larfcr Curve. Krupan ' s  proposi- 
tion is that beyond a ccrtain point, Lhe disinccnlive effect of addilionrtl 
dcbt is so great that tlic total cxpccted paymcnt from thc country bcgins 
to dcclinc. Ultimately, dcbt could bccomc so high that rcpudiadon is in- 
cvilablc. In Krugman's analysis, dcbt forpjvcncss providcs a clcar gain to 
thc dcblor sincc it rcduccs forcigncrs' claims on domcstic rcsoukcs. An- 
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other argulncnt in fiwour of dcbt rclicf is debt-forestalling (Cordcn 1988 
b). Sufficient rclicf may discourage default and rcpaymcnts after rclief 
may bc grcatcr than iC lhcrc has bccn partial dcfiiull. 

A group of obscrvcrs hnvc sought to fill thc dcbt-rcduction void 
through market-bxcd sclicmcs, such as buy-backs and exit bonds. Impor- 
lilnt pilpcrs by 1-lelpman (1988), Doolcy (1988 a, 1988 b) and Kru,ma~l 
(1989) have clarilicd thc annlytics of some of tllc market-bascd proposals. 
1-lclpman (1988) providcd ;I very gcncral analysis of dcbt-cquity swaps 
;~nd dcbt rorgivckess. Doolcy (1988 a) discussed the pricing of buybacks 
and stirnulatcd thcir wcl fare cffccls. Doolcy poin tcd out that cxisting 
n~nrkct discounts could not bc uscd to assess the cost of dcbt forgivcncss 
bccausc thc anticipation of forgivcncss would rr~isc markct prices. 
Krugman (1 989) incorporated inccntivc cffccts to show that marginal 
buybacks and cxit bond offerings arc equivalent to unilalcral dcbt rclief. 

Dcspitc differcnces, markct-bnscd dcbt rclicf schcmcs as wcll as purc 
dcbt forgivcncss rcsi on a common fcoturc: thc disincentive to invest crc- 
alcd by a subslanlinl dcbl overhang. Frool (1989) sludicd the rolc of li- 
quidily in lhc dcsign of an optional rclicl' plan. According to this 
sludy, counlr-ics that wcrc scvcrcly liquidity conslraincd wcrc more Likcly 
to bc on thc wrong sidc of thc dcbt rclicf LaSfcr Curve and hcnce were 
tlic bcst crlndidalcs for an oplional rclicf packagc which should include 
ncw lcnding as wcll as partial dcbt forgivcncss. 

A nulnbcr of variables influcncc lcnding and borrc~wing decisions of 
counlr-ics. Ncvcrlhclcss, tlic risc in cxlcrnal dcbt can bc approximatcly 
modcllcd using a supply and dc~nand rrarncwork for ncw loans. Econo- 
mists havc cxplaincd lhc debt crisis by Iocussing on thc currcnt account 
dclicit. Tlic primary causc of currcnt account imbalances of countrics 
has bccn attri butcd by a fcw authors, 10 inappropri ale dorncstic policics 
such as ovcrvalucd cxchangc ratcs, largc govcmment dclicits, and a vari- 
ety of intc~vcnlions in dorncstic markcts. Othcr studics havc strcsscd that 
thc causcs wcrc extcmal in origin, arising out of declining tcrms of trade, 
high rc:~l intcrcst rates and rcccssion in induslri N countries. 

' . 
Thc cxpcricncc or scvcral Latin Amcrican countrics illustrates 

thc intcnlciion of dorncstic policy misiakcs and glob;ll macro-economic 
dcvclopmcnls. Domcstic cxpansioliary policics linanccd by rapid and high 
lcvcls of cxlcrn:~l dcbl accumuli~lion wcrc cxaccrbated by cscd;~tion in 
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international intercst rates and oil prices and a steep fall in primary com- 
modity prices. 

Thcre is plenty of literature on the factors that led to thc international 
dcbt crisis. Bcfore procccding into an analysis of the causcs for debt 
accumulation in the Indian casc, it is essential to briefly encapsulate thc 
views in the cxistjng litcraturc. 

The .views in the existing literature can be classified into three cat- 
egorics : i) those which c~nphasise the role of extemal factors, ii) those 
which idcntify intcrnal/domcstic factors, and iii) those which attribute a 
combinalion of both factors as influencing thc incrcase in external debt. 

Thc linc of distinction bctwcen the first and second classification is 
vcty thin and the intcrdcpcndcncc bctwccn factors is well recognised. 

Stritlies Emphasising External Factors 

William Cline (1984), was perhaps the most emphatic proponent of 
this school of thought. According to him, thc global debt problem 
stcmmcd in particular from thc first oil price shock. In a broad sense, he 
vicwcd thc problem as a conscqucncc of the transition from inflation to 
disinflation in thc world cconomy. Funds that werc borrowed when infla- 
tion was high and rcal intcrcst ratcs werc low or negative were no longer 
chcap in i b  cnvimnmcni of lower inllation and high real interest rates. In 
his vic5, the problcm intensified in 1982 primarily from the effects of 
global rcccssion immcdiatcly prcccding this pcriod. 

Cline (1985), whilc rccognising the importance of domestic factors 
such as ovcrvalucd exchange ratcs and domestic interest rates which led 
to capital flight still found it difficult to believe that more than 30 devel- 
oping countrics simultnncously wcnt on a binge of fiscal irresponsibility. 
The author rcilcratcd that the similar and contcmporancous balance of 
payment problcms was the rcsult of a common extcmal source, namely 
cconomic disruption. Indccd, according to him, external shock eroded ex- 
port' camings and tax rcvcnucs, ihcrcby contributing to fiscal deficits. He 
citcd Chile as the casc of a heavily indcbtcd country with virtually no 
fiscal dclici t. 

Guttcntag and Hcrring (1985) blamed thc excesses in the commer- 
cial bnnkiG system and the inadequacies of prudential and supervisory 
regulations for the debt crisis. The authors could not reckon imprudent 
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borrowing possible without imprudent lending. Their study s trcsscd that 
commcrcinl banks continued to lend in supporl of unsound economic poli- 
tics long aner thc rcsidcnts of the borrowing countrics dcrnonstrably lost 
confidence in their govcrnment's policics. The rcsult was that a substan- 
tial amount of bank lcnding was uscd to finance capital flight from the 
borrowing country. 

Stucfies Enipl~asising Do~nesticlI~lternal Factors 

Rudiger Dombusch (1985) asscrtcd that overvalued exchangc rates 
and large budget dcficits in dcvcloping countrics, themsclvcs a relatcd 
phcnomcna, werc oftcn important causcs of cxccssive forcign borrowing. 
Countrics with inappropriate domestic policy stances in the 'scventies 
found thcmsclves vulnerable during worldwide slowdowns, particularly as 
much of their dcbt was at floating rates of intcrest with short maturity. 

A massive deterioration of the current account, a consequence of 
loose fiscal policy and a .large increase in  intcrest payrncnts, were in 
Dombusch's view, the major source of Brazil's increase in external debt. 
But, he upheld that the increasc in Brazil's external debt was largely 
attributable to failure to adjust thc govcrnmcnt budget to exogenous 
shocks in the form of intcmational interest rates and incrcased oil prices. 

In contrast to the Brazilian case, Dornbusch felt that the major con- 
tributor to Argentina's foreign dcbt was private capital flight (facilitated 
by the absence of capital account restrictions). The opcnness of the Ar- 
gentine capital markct, in contrast to that of Brazil, facilitated massive 
private outflows as Ihc real exchangc, rate bccamc increasingly overvalued. 
Dornbusch contcndcd that misalignment in the exchange rate affcctcd not 
only capital flows but also various components of domestic expenditure, 
including privatc consumption and investment, and the government budget. 

Despite the surge in oil cxport volume and prices in the late 'scvcn- 
ties and easy access to intcrnational capital markets, Mcxico faced a 
more serious economic crisis than its other Latin American counterparts 
by the end of 1982, The ingredients of the crisis wcre a mixturc of 
those that befell Chile, Argentina and Brazil. Extraordinary dcbt accumu- 
lation occurred during 1979-81 but especially in 1981, the climax year. 
Dramatic real apprcciaiion of the pcso, massivc incrcascs in public expcn- 
dilurc and unsustainably high fiscal dcliciis lcd to a big impon bulge and 
ullimatcly, the flight of thc pcso. The criticd ycar was 19X1 when t t ~ c  

big public sector dclicit spilled over into its balaacc of pnymcnts. 
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Mc Fadden and others (1985) did not considcr budget dcficit as a 
contributor to debt di fficultics in their economclric model, but their analy- 
sis did confirm thc importance of rcal cxchange rate overvaluation - at 
least for thc pcriod bctwccn 1976 and 1982. 

Discussing the cxlcmal debt problcm of sub-Saharan Africa, Joshua 
Greenc traccd thc problcm largcly to govcmmcnt actions, in particular the 
accumulation of cxtcmal dcbt for dcvclopmcnt projccts dcsigncd to im- 
prove induslry and infrastructure rathcr than to boost cxport production 
directly. Many countrics optcd for major dcvclopmcnt programmes and 
highly cxpnnsionary fiscal policics during the commodity boom years of 
~ h c  late 'scvcnlics, acquiring cxtcmal dcbt as spcnding increases outpaced 
Ihc risc in tax receipts. Growing fiscal dcficits and. surging dcrnand for 
p~ivatc crcdit Icd to rapid monctary expansion which in turn Icd to higher 
inflalion and ovcrvaluation in cxchangc rates. This inhibited exports and 
promotcd imports. 

Anothcr factor that conlributcd to the cxtcmal dcbt burdcn in sub- 
Saharan Africa during thc 'cightics was thc risc in international intercst 
ratcs. Although less import;int th'm for markct borrowcrs, as most of sub- 
Saharan countries are oliicial borrowcrs, a numbcr of countrics including 
Botswana, Nigcr, Nigcria, Kcnya, Mrilawi, Zambia and Zimbabwe had 
contrac tcd significant com mcrcial borrowings denominated in floating rates 
of intcrest. 

Yung Chul Park's (1985) study on Korca's external dcbt rcvealed 
that Korca rcmaincd creditworthy cvcn in its tightcst days. In Korea, for- 
eign borrowing was gcncrally trciitcd as bridgjng the gap bctwecn invest- 
mcnt and savings. Frcc capital inllows and oulllows wcrc ncvcr permitted. 
Park clnimcd that thcrc was no cvidcncc that Korcan savings wcre on 
balance rcduccd by the inflow of forcign capital. 

Stl~dies Empliasising. a Combination of I~ i t e r~ la l  and  
Esternal Factors 

Jcffrcy Sachs (1985) cmphasiscd that domcstic policy choiccs wcrc 
dccisive in dctcrmining which countrics cscapcd the dcbt trap and which 
did not. Thc cicbt crisis of the carly, 'cightics was triggered off by a 
combination of global cconomic cvcnts , and domcstic dcvclopmcnts in the 
cicblor countrics, Thc bcsl cvidcncc of thc contribulion of global cvcnts 
was thc simultaneous onset of thc crisis in morc than forty dcvcloping 
countrics. Thc bcst cvidcncc of thc mlc of don~csric national dcvclopmcnts 
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was the success or failurc of many dcbtor countrics in surmounting extcr-. 
nal shocks without any cmergcncy rcschcduling. 

According to Cuddington (1989), dcbt-riddcn counlrics typically sharcd 
common characteristics such as highly distoncd price systems, ovcrvalucd 
exchange rates and inward oricntcd trade policics. Furthcr, thcy oftcn re- 
sponded inappropriately to transitory booms and busts, leading to fiscal 
disequilibrium and unsustainable dcficit financing strategies. A single indi- 
cator that pcrhaps best illustrated the dcterioration of the external debt 
situation in 1981-82 whilc at the same time suggesting that the bulk of 
this dctcrioration was related to cxternal shocks was, according 'to the 
author, the diffcrcnce between the interest rate and the growth rate of 
export earnings in nominal terms. Hc cxplaincd that unlcss a country is 
running a trade surplus, its external dcbt tends to grow at the rate of 
interest. Unless export earnings grow at this rate or faster, the ratio of 
dcbt to export will rise, making the dcbt burden in thcse countries more 
severe. 

In Weisner's (1985) view, no othcr set of factors cxplaincd more of 
the debt crisis than the fiscal dcficits incurred by most of the major 
countries in Latin Amcrica. World rcccssion and high real rates of intcr- 
est only aggravated the crisis. Thc logic of his argument was that larger 
fiscal deficits incrcascd dcmand and crcated trade dcficits both through 
the direct income elfects and through price cffccts which rcduccd compcti- 
tiveness of exports due to inflation. To claboratc further, thc author fclt 
that behind the growing fiscal dcficits wcre strong political pressures for 
higher spending. As long as external financing pcrmittcd total absorption 
to exceed domestic income, it was possiblc to accommodate those dc- 
mands. But as the world rcccssion worscncd and as it bccarne evident 
that the additional financing from abroad was not bcing accompanied by 
a corresponding increase in exports or domcstic capital formation, capital 
inflows dropped substantially and the fiscal imbalancc bccime an cx- 
change rate and dcbt crisis. While external financing was easily availiiblc, 
two fundamental developments took placc. First, domcstic savings as a 
proportion of GDP actually dcclincd in a number of countrics. Further- 
more, gross domestic investment ratc also actually dcclincd. Counlrics 
absorbcd cxternal rcsourccs but thcy uscd it to increase consumption. 

In anothcr study on the Dominican Republic (DR) by Cuddington and 
Asilis, it was cmphasiscd that the dramatic worsening of the current 
account was thc major sourcc o f  tllc growth ol' cxtcrnal debt. Tlic DR 
dcbt crisis that emcrgcd in tllc 'cighlics was i n  pan causal by cxtcmal 
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conditions; in part it wi~s thc rcsult of domcslic policy clioiccs. Among 
thc lattcr, largc fiscal imbalances wcrc rlrgu:tbly thc most important. Thc 
autl~ot-s argued that four long-tcm changcs in thc domcslic cconomy of 

' 

DR accounlcd for much of thc growth in dcbt. Thcsc rclatcd to major 
cliangcs in the bcl~aviour of invcstmcnt and savings in public and privatc 
scaors; thc erosion of' public scclor linanccs; thc surgc in govcmmcnt 
consumption a[ier 1976; and advcrsc trcnds in govcmmcnt's rcvcnuc rais- 
ing ability. 

Selcctetl Empirical Sturlies On the Cal~sal Factor 
Stutlies Covering Developing Co~ultrics in General 

Tile following studics focus on cxtcmal currcnt account dcficits nlhcr 
than cxtcrn;il dcht. 

Khan and Knight (1983) cxalnincd thc dircct quantitative relationship 
bctwccn variations in currcnt account and a set oT factors tliat wcrc as- 
sumcd to bc tlic main cictc~minants o f  currcnl account. Using a poolcd 
cross-scction tirnc-scrics analysis for a samplc of' 32 non-oil dcvcloping 
countrics during 1973-80, fivc kiaors wcrc idcntificd as having cxc~lcd an 
important influcncc on thc currcnt account positions of no11-oil dcvcloping 
count~ics for testing tlicir rcspcctivc influcnccs. Thcsc wcrc (i) tcnns of 
tradc, (ii) thc slowdown of economic activity in  thc industrial countries, 
(iii) thc sharp incrcasc in lhc lcvcl ol' rcsl inlcrcst ratcs in thc inlcrna- 
tional crcdit markcls, (iv) rising fiscal dcficits, and (v) appreciation of 
rcal cffcclive cxchringq rates. 

The first thrcc were classil'icd as 'cxtcmal' fiictors and thc lattcr 
two as 'domcslic' factors. 

Thc authors concluded that both cxtcr~~iil and domestic f'rlctors wcrc 
rclcvant in cxplaining tlic dctcriol.ation o f  currcnt accounts or non-oil dc- 
vcloping countrics. Thc most i~nportant explanatory variable was the 
tcnns of tradc whilc thc two lcast important factors werc growl11 in in- 
dustrial counlrics and the timc trend. 

Manual Pastor, Jr. (1 989) followcd Khan 2nd K~~iight 0983) in test- 
ing thc rclativc impost:~ncc of internal and cxtcrnal factors in causing 
dclicits i~nd debt accumulntion. This study covcrcd thc pcriod 1973-84 
and fncusscd cxclus~vcly on Latin Amcricn. Paslor cmphasiscd llic illlpor- 

lance of ;wailability o f  crcdit to n country and incluricd this vittiablc in 
his cquarions i n  addition lo thc varinblcs uscd by Khan i~nd Knight. 711c 
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new v;lr.i;iblc for c;\piIill ;iv;til;~bility W;IS rncasurcd as thc ratio of thc 
plevious ycar's ncl inllow of long-lcnn crtpilal lo lhc corscspontling ycar's 
GNP. A 'liriancial br.caktfown' vicw was inlroduccd to cmp11:tsisc thc rolc 
ol' llic changing ;~vail;ibility of capital during tllis per-iod. Paslor's rcsults 
csllibilcd a mixed pcr-fonnancc. TIlc rcnl cfl'cclivc cxchangc rate was sig- 
nilican~ wl\crcas the budgel val-iablc pcs~on~icd lx~orly. Tl~c capit:tl account 
'collsll.;ti~lI' sccriictl to be impor-tanl as wcll. 

Alrluwalia (1986) usctf tllc tfccomposilion analysis to dclcrlninc thc 
rclalivc imporlance of diffcrcnl clcmcnts af'fccling 1ndi;t's current accounl 
dut-irig c;lch of 11lc ~ w o  oil shocks. Thc single largcsl clclncnl conlribuling 
lo tllc clctcriolxlion was clcarly lllc sisc in oil priccs. Prices of non-oil 
i~nports, cspccially ill lhc non-capital goods category, also had a rclativcly 
Iilr-gc atlvcrsc iriip;tct 011 the currc~lt account. 

Kannan (1989) ;tpplicd tlic ilionc~;lry appronch 10 bnlancc of paymcnls 
ill India for [hc pcriod 1068-85 and showcd [hat ccntr-al bank's crctlit lo 
Govcrnmcn~ was a signilicani fitclor all'ccting monetary disequilibrium and 
the !;it tcr signilicirntly afl'cctcd di ffcrcnl components or India's balancc of 
papriicnts. Hc, thus, showcd that to allain sustainable balancc o f  pnymcnls 
position and lo rcducc its fluctuations, tlic monetary tliscquilibrium factor 
should bc conlrollcd cilllcr 1Iin)ugh rctfucing budgct dclicit or curtniling 
ccntl.al hank linancirig of' butlgcl dclicit. 

Kannan and Prasad (1992) studicd llic impact of cxlcmal variability 
on Inciia's cxtcmal dcbt. TI~cir prtpcr souglit to qu;~n\iSy tl-ic rolc playcd 
by cstcmal lilcrors alqd their variabilily in increasing India's cxrcrnal debl. 
Extcmal vitr'iabilily in this p a p r  was (Iclincd as variabilily in intcmalional 
inlcrcst rates, primary commodiiy priccs,, oil' pricc and thc rupcc-doll;~r 
cxchangc r;ilc. Montllly v;lriabilily was mcasurcd rts thc cocrIicicnt of 
variation of tlic rclcvanl vasiablc in the prcccding 12-monh pcriod. Annual 
variabiliiy was c:tlculnlcd using 111c arilllmctic mcan of ~ h c  monthly ccxf- 
ficicnt of varialions. Economciric analysis brouglll out ihc signilicr~n~ in- 
llucncc of oil price and non-oil com~ncxtity priccs o n  India's cxtcm;il dcbt 
(incrcmcnl;il). Thc cl;ls~icily ol' dcbt will1 rcspccl to oil pricc was morc 
pronounced as con~p;ircd with that of' non-oil eommotlily priccs. 111 lclms 
or' vari;tbiJily, intcrcs~ c ~ l c  ;id oil pricc v;iriabilitics rcvcolctl signi liciint 
i~lllticncc on incrcmcnl;d (lchl. I lowcvcr, ~ h c  slutly acknowlulgcd III:II thc 
i n ~ p : ~ n  01' (lolecntic cconon~ic fistors on  cxtcniiil tlclx wcn. nlorc itnpor- 
lant in illc cilsc of India. 
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Prnsad (1994) obscwcd I l i u l  ncilhcr inlcrnal nor cxlcninl filclors in 
isolation hnd any si&milicanl impact on cxlcnial deb1 accurnuI;rtion in In- 
di;~ during 1971-90. A combination ol' Tnclors scrvcd lo highlight thc 
major causes. Monctiscd clcficit cmcrgcd as tlic most impor1;unt cxplana- 
tory variablc and alongwill1 oil pl-iccs cxliibitcd a positivc and significant 
impact on tlic debt-expoll ralio during 1971-90 and thc sub-pcricxf 1981- 
90. Thc rclalionship bclwccn rcal clTcclivc cxcliangc rntc anci dcbt-cxport 
ratio was invcrscly proporlional du~ing thc period undcr study. Primary 
cornniodity pi-iccs and to a ccrtain cxtcnt, intcrcsl rates lost their signi fi- 
cancc dul-ing 198 1-90. 

Tlic abovc survey givcs a clear perception of llic various aspects ol' 
inrcrnalionnl bomwing anti lending thnt conlribulcd 10 llic dcbl sclvidng 
problcms ol' dcvcloping counlrics. It also inslil Is valuablc lcssons Tor 
m;lnagcmcnl ol' cxtcnial dcl->l. 

Tic  pas1 two dcc;ldcs higlilightcd two issucs - tlic first rclatcti l o  tlic 
appropriak sizc of cxtcnial ticbt and thc sccond rclatcd lo thc manngc- 
mcnt of cxlcmal dcbt. Debt cap;~cily has always been mcasurcd in tnorc 
than onc way - cilhcr in thc form of absolulc lcvcI of dcbt or dcbt 
sclvicing capacity. This s u ~ c y  addrcsscs important issucs rclnling to tlic 
dctcrtninution of tlic optimal ;l~nount or cxtcmal borrowing as also tlic 
cconomctric cstimarion of Uic pccursors of dcbt rcpay~ncnt problems. It is 
cvidcnr from cxpcl-icncc that dcvcloping counlrics did not dcvisc any 
carly warning syslcms lo So~cast  debt scrvicing problcms in timc to tnkc 
prcvcntivc aclion. 

Although cxlcrnal ticbt or dcvcloping counlrics had reachcd 
unsusl;~inablc lcvcls by thc bcginliing of llic 'ciglilics, Lhcrc was no 
gcncr;~liscd rcpuciiation o f  tfcbt or clcbl scrvicing. This cliaractcriscs thc 
dcblors' pcrccplions rcg;lrding 111c ncg;~rivc cx~cnialilics in dcfilult, so  
succiricLly an;~lyscd by Ealon and Gcrsovilz antl OIIIL'IS. AS cIucid;~lcd by 
Krugman. it is, IhcrcSorc, ~ l lc  cosls o f  dcl'null, by providing countries with 
an inccnlivc lo rcpay,  hat macfc inlcrnational Icntling possil>lc. 

Tlic slioll-tcml dcbt sli-;~lcgy of Jndia l o  lidc over its rcpaynicnt obli- 
gations in 1.991-92 is a classic cxarnplc of  ii counlry not wanting to re- 
pudi:tlc its loans. Ra~hcr  thnn clcl'l~ull, which would have bccn cats- 
slropl~ic, lhc Govclnmcnt sold gold will1 iI buy-back option, i~nd scvcrcly 
cotnprcsscd impc)l~s cvcn a1 tlic cost or' co~iltacting industrirll growlh and 
OLlrpuI. 
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"JIcn: is now a widcsprcad agrccmcnt that an eflicicnt solution to thc 
dcbt problcm rcquircs both dcbl rcducdon and cconomic growth. The 
Braciy Plan is a tacit ilcccpt:tncc of thc dcbl ovcrhang proposition. The 
IMF and ilie World Brink, for thc first limc agrccd to set aside funds 
for dcbt and dcbt-scrvicc rcduction. Initial indications arc that the 
implcmcl.italion ol' tlic Brady Plan has bccn successful in removing the 
dcbt ovcrliang in rcspccl of a fcw Latin Amcrican borrowers. The World 
Dcbt Trtblcs (1992-93) shiftcd Vcnczucla from thc Severcly Indcbled Low- 
Incomc group to ~hc Mtxlc~~lcly Indcblcd Middlc-Income Group. Chile has 
rcgaincd invcslor sl;rlus, Mcxico has rcgaincd acecss to voluntary funds 
in the inlcmationrll capilal markcts and many olhcr Latin Amcrican coun- 
lrics arc on lhc roitd LO rccovcry. Yet, lhe problcm pcrsists for many 
countrics. Thc kcy to ~ h c  rcduction of thc problcm lics in sustaincd re- 
forms on thc pat1 of thc indcblcd countrics and dcbt-scrvicc rcduction on 
thc part of crcditor countrics, banks and muitilatcral ins tilutions. 

Thc broad consensus that cmcrgcs from thc litcraturc survey is that 
generally, on thc domcstic front, unrcalistic cxchangc rates and 
unsustainablc fiscal dclicits wcrc Iitrgcly inslrumcntal in incrcasing extcmal 
clcbt of dcvcloping countrics. Thcsc wcrc cxaccrbatcd by cxtemal factors 
such as lhc cscslalion in oil priccs, incrcasc jn inlcniational intcrcst rates 
and a fit11 jn primary cornmodily priccs. 

Tlic findings or thc various studics point to the need for appropriate 
p l i cy  rcsponscs t o  insulatc cconornics from cxicrnal shocks. It hcightcns 
thc nccd for policy makcrs in India to cxplorc avcnues for incrcasing 
dorncstic oil prtxiuclion rrtthcr than construing it as a problcm of extcmal 
shock. Thcsc studics undcrscorc thc importance oE cxcrcisilrg fiscal re- 
straint and opcrnting in a. slrong macmmnomic fr'mcwork which ensures 
a stablc and rcilJisli~ cxcliangc ratc supporlivc of export cfforts - issucs 
which bar-dly nCcd ovcrcmphasis in1 ~ h c  Indian conlcxt. 
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NOTES 

In~plications of the Urug~~ay Round for 
Indian Agriculture 

In a bid to sliicld their rclativcly inefficient agricultural scctors from the intr-  
national competition, most of the industrialiscd countrics so far have followcd very 
protectionist farm tradc policies and have tried to kccp the issues rclated to trade 
in agricultural products out of the bounds of the m;iltilateral bodics like thc 
GATT. This has affcctcd thc com~nercial interests of many of the developing coun- 
tries including India. This stucly has shown that inclusion of die issues relatcd to 
thc trade in agricultural prtxlucts within the GATT in a comprchensivc manner 
during the Uruguay Round is what thc dcvcloping countries needed. This paper 
also shows that most of thc issucs raised in thc dcbatc on the i~npact of the Uru- 
guay Round agreements on Indian agricultural can be accommodatcd within the 
framework of the agrccmcnts thcmsclves without losing thc power of aotonomous 
decision making or affecting adversely the vulnerable scction of the country's popu- 
lation. Indian agriculture has much to gain and little to lose from the Uruguay 
Round agreement. 

Introduction 

Sincc thc inception of the Gcncral Agreemciit on Tariffs and Tradc 
(GATT) in 1947, as a mattcr o f  dclibcrrttc policy, issucs ;elating to tradc 
in agricullul-r~l products have bccn, in gcncrdl, kcpt out of thc purvicw of 
this rnulli1ntcr:tl organisation till tlic first concrctc stcp to includc Ihem 
was madc in thc Tokyo Round (1973-79). As an oulcolnc of this Round, 
somc aspccls of tnde in tropical agricultural pt-oducts wcrc brought under 
the GATT. But it still lcft out most of the major issues, including trade 
in  lcmpcrate and sub-tropical agricultur~l products. The main factor be- 
hind such an outcomc has bccrl thc continuous pcrsistcnce of the major 
industrialiscd countrics (ICs) that domestic Calm policy of a country is 

* Shri Sujan Hajra is Kcsearch Officer, Department of Economic Analysis and Policy. 
Tile aulllor is gratcful to Dr. A. Vasudevan and Shri R. V. Borkar for their valu- 
able comments and suggestions. l l i e  author thankfully acknowlcdgcs the help ren-. 

dcred by Slui M. S. Mohanty, Smt. A. Prasad and Shri D. L. Sinate by providing 
important source materials. However, the usual disclaimer applies. 
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ncccssarily ;in in~crnnl policy maltcr and should thcrcfore rcmain outside 
thc bounds of intcrnation;~l scrutiny and limitations. The US in the past 
iuid morc rcccntly Japan and thc Europcan Economic Community (EEC) 
havc hcltf similar positions. Howcvcr, many dcvcloping counlrics (DCs) 
inclutling India havc considcrcd such vicwpoinl as a clcar sign of prolcc- 
lionism by lllc ICs. Tlic DCs, in Ihct, havc timc and again dcmandcd the 
inclusioll of various issucs rclating to trridc in agricu1tur;il products within 
thc Sramcwork of thc GATT so as to lirnil unilatcnl actions oS thc ICs 
in this sphcrc which, as thc DCs hnvc clru'mcd, have afrcctcd thcir cxport 
carnings advcrscly. Against this background, onc would have cxpcctcd the 
inclusion of tr-adc in Siilm products within thc G A n  in a cornprchensive 
uriig during thc Uruguay Rounci (UR). But thc manner in which agricul- 
L L I ~ C  W;IS trcntcd in thc UR has givcn grounds for a strong public opin- 
ion in many DCs thal thc GATT provisions arc inimical to domcstic 
agricullur.al dcvclopmcnt. It is also fcnrcd in ccrtain circlcs that thc Uru- 
p i t y  Round Agrccmcnt (URA) on agriculture would affcct thc poorcr 
stf-ala of ~ h c  population advcrscly and would also undc~minc thc autono- 
lnous dccision making proccss of thc govcrnmcnt in thc contcxt of agri- 
cullurc.' Howcvcr, to Sonn any idca about the implicatio~~s of the URA 
on India's film scclor, i l  is vcry csscntial to addrcss at Icast three spc- 
cific issucs, namcly, 

(i) whctlicr, prima fncie, inclusion oS thc issucs on agriculturc within 
thc GATT is in linc with thc intcrcsts of thc DCs; 

- 

(ii) whcthcr thc broad directions of rhc URAs on agriculturc are 
fi~vourilblc for the DCs in gcncral, and India in particular; and, 

(iii) whclhcr Lhcre arc somc spccilic provisions of thc URA which can 
advcrscly arrcct thc Indian agricultural scctor ancyor' t l~c vulncrablc 
scctions of hcr population. 

Thc prcscnt study has tricd lo takc up lhcsc spccific questions to 
asscss thc impact of thc URA on Indian agriculture. 

Thc study has four sections. On the basis of available information, 
Scction I tiiscusscs whcthcr thcrc cxists a cnsc for inclusion of the issucs 
on ngriculturc wilhin thc GATT fro~n thc point of vicw of the DCs, in 
gcncral, and Intlia in pnrlicular. In Scction I!, iin altcmpt has bccn mxic 
to give ;i snap-shot vicw of thc m;~jor URAs ;iffcccting ogriculturc. This 
Scaion hns ;~lso trial to scc how f i ~ r  lllcsc ilgrccmcnts cittcr lo thc nccds 
o S  [t ic DCs. Scction I l l  picks up thc p:tniculi~r provisions of tl~c URA 
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rclating to agriculturc which havc bcen the major arcas of public debate 
in India. Wc havc also allcmplcd to cxaminc the implications of these 
provisions in thc currcnt Indian agricultural situation. Thc last section 
prcscnts a summary and conclusions. 

SECTION I 

Tratie in Agriculture : The Pre-Urug~~ay Round Scenario 

It is widely rccogniscd that productivity incrcascs in agriculture and 
allicd aclivilics in the ICs havc gcncrally bccn lowcr than that in thcir 
secondary scctor. As hclors. of production in thc primary and the second- 
ary scctors arc not pcrfcct substitutes of cach othcr and there is no per- 
fect mobility of thc faclors across thc sectors, thcre would have been, 
assuming thc play of ircc markct forces, a large gulf in the rates of re- 
turns to tlic grossly similar factors of production employed as between 
the scctors in the ICs. It would have created an explosive socio-pliticd 
situation in thcse countries. To avoid this, thc ICs have, in general, used 
fiirm policics to cffcct a rcdistribution process in favour of agriculture. 
Though thcrc arc studics which qucstion the elficacy of' such mechanisms 
to mcct thc dcsircd end? thc ICs have nonetheless continued to follow 
these policics. Within a regime of frce trade in agricultural products 
such a rcdistribution policy faces the obvious problem of .leakage of in- 
ccnlivcs givcn to thc domcstic producers to the foreign producers of simi- 
lar products through thc channcls of international trade. To put an end to 
it, thc ICs have iollowcd a policy of relative insulation of the farm sec- 
tor from intcmntional competition. But as the supply elasticities of agri- 
cultural cxports arc gcncmlly considerably lowcr than those of rnanufac- 
turing cxports, pricc mcasurcs likc tariffs are relatively ineffective to serve 
thc nced of such insulation. Bcsidcs, a high lcvcl of tariff imposed by the 
ICs on thcir agro-imports would attract the disadvantage of bcing subject 
to the G A I T  rules. Non-Tariff Barriers (NTBs), on the other hand, re- 
maincd largely outsidc the survcillance of the GATI'. NTBs, by virtue of 
bcing opaquc, provide high lcvcls of insulation to the farm sectors of the 
ICs from intcmationnl compctition and at the same time, help them to 
hide the cxtcnt of protectionism of their farm trade policies. 

In thc DCs the situation is, howevcr, just the opposite. Here, the 
nglicultural sector scrvcs a dual rolc, that of bcing the supplier of sur- 
plus f o r  industrialist~lion, and also of bcing thc supplicr of foreign ex- 
cl~angc il~rough cxporls of prirnnry products. As a result, agriculture in 
DCs oflcn is ~ h c  t1c1 ~irxcd scclnr partly bcc;rusc of the opcrr~tion of the 
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'visible hand' of administered agricultural prices, and partly because it 
has to be relatively open in view of the compulsion to earn foreign ex- 
change. 

It must, however, be recognised that farm subsidies across the ICs 
are not uniform. But, in the rccent past, they showed quick prolifetation. 
In the US, government cxpenditurc on Pdrm support mcasures increased 
nearly 10-fold bctwecn 1980 and 1986 from US $ 2.7 billion to US $ 
25.8 billion. In the EEC, farm support measures costed the authorities 
US $ 6.2 billion in 1976 which jumped to US $ 21.5 billion in 1986 
[Valdes (1987)l. These countries also provided large amounts of explicit 
and implicit export subsidies LO their agricultural products. These, in turn, 
affected the price competitiveness of the agricultural exports originating 

- from the DCs. 

On the trade poIicy front, NTBs remained the main form of barrier 
to the potential agro-exports to the ICs. NTBs imposed by the ICs took 
3 complex form. The NTBs includcd para-tariff measures, surcharges, 
variable levies, anti-dumping and countervailing actions, quantitative restric- 
tions (like, prohibitions, quotas, voluntary export restrictions, e tc.), import 
surveiUance, advance payment of duties and import deposits, various price 
control measures, additional customs formalities and other entry control 
measures, stringent quality requirements, local content requirement, etc. 

The measurement of NTBs by UNCTAD (1993) during 1981-1991 is 
very interesting and worth a look. This study shows that while 15 per 
cent of the world imports of all commodities taken together faced NTBs, 
the figure for total non-raw material agricultural imports alone was as 
high as 35 per cent. This indicates that use of NTBs remained more fre- 
quent in the case of agro-exports than non-agricultural exports. This study 

'also validates our argument that DCs followed a more open farm trade 
policy than the ICs. It has been shown that while 29.5 pcr cent of non- 
raw material category of agro-imports by the DCs faced NTBs in 1992, 
the corresponding figure for ICs stood at 37.6 per cent. World Bank 
(1387) shows that while applying NTBs -to the agro-impns entering into 
their territory, ICs discriminated against those originating from the DCs 
vis-a-vis those exported by the other ICs. In 1981 19 pcr cent of the 
total agro-exports of the DCs to ICs faced 'hard-core' NTBs which in 
1986 increased to 21 per cent. The corresponding figures for agro-ex- 
ports from one IC to another remained 13 per cent and 16 per cent re- 
spectively, 
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In the case of India, the major portion of agm-exports outside proto- 
cols3 go to..the IC markcts. The lcvcls of tariffs imposed by the 1Cs on 
thcse exports were low, gcncrdLly not more than 10 per cent [Asian De- 
velopment Bank (1990)l. Bul Indian agro-exports faced formidable 
NTBs in thcse markets. For examplc, cashcw kemcl exports of India to 
the US face strict health and sanitary measures. Indian rice and sugar 
exports to thc same country faced the requirements of special quality 
standards and quota respcctivcly. Japan's strongly protectionist rice im- 
port policy affected the scope of rice exports from India to Japan. Fur- 

. ther, Japan imposed strict health rcplations and quality standards against 
Indian exports of coflce to Japan. In the EEC, while exports of coffee 
from India are subjcct to intcrnal taxes, Indian tobacco exports to this 
country-group face rhc rcquircmcnt of quality certificate. A considerable 
portion of  agro-expons from India to thc EEC comcs under 'voluntary 
export restraints' and 'anti-dumping proccdurcs'. . 

Thcrc are a number of studics which try to assess the impact of 
protectionism of the ICs on the price levels of the agricultural products. 
Andcrson and Hayami (1986) show that thcse measures resulted in a situ- 
ation wherc the priccs of agricultural products in Japan and western Eu- 
rope ollcn rcrnained 100 pcr ccnt highcr than the intcmational prices. 
There are othcr studics4 which show that libcralisation 01 world trade in  
agricultural products can increasc both volume and price of these exports. 
At thc samc timc, such a tradc rcgime would result in a reduction of 
volatility of priccs and of quanli~y dcmandcd in the international markets 
for agro-cxports. It i s  important for India to draw 'clucs from these stud- 
ies that libcmlisation of trade in agriculture can considerably increase the 
prices of many of her farm exports: price of rice can increase by 5-21 
per cent, sugar by 13-29 per ccnt, and tea by 3 per cent, to name a 
fcw. 

SECTION I1 

Mqjor Provisions of the Uruguay Round Agreement in the Context of 
Agrici~lt ure 

There are three major agreements and decisions of the UR which 
solcly dcal with the agricultural sector. These are : 

(i) "Agreements on agriculture"; (ii) "Agreements on sanitary and 
phytosanitary mensurcs"; and (iii) "Dccision on measures concerning the 
possible ncgativc effccts of thc reforms on lcast-developed and net food- 
importing developing countries". 
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Bcsidcs there is the “Agreement on trade rclated aspects of thc intcl- 
lectual property rights including tradc in countcrreit goods" which has 
direct implications for agriculture. Thcn thcrc are many gcncral provisions 
of the UR which are likely to arlcct tradc in agriculhire along with trade 
in non-agricultural products but in vicw of the scopc of this article the 
implications of such provisions have not bccn dealt with except by wiy 
of rcfercncing and annotaling the contcxts under which othcr agreements 
could be influcnccd. 

The "Agrccmcnts on agriculturc" sct thc objective as the establishment 
of a libcralised, rule-based, multilateral trading systcm in agricultural 
products within the purview of the GATT. This agrccmcnt defines the 
methods for measuring the domestic support to agriculture and subsidies 
to agro-exports provided by the mcmbcrs. It calls for reduction of both 
domestic agricultural subsidies and export subsidics on agro-products. In 
the case of non-product specilic agricullural subsidies, the agreement stipu- 
lates that the yearly level of this should not exceed 5 per cent of the 
value of total agricultural products of the member in that pcar. As re- 
gards to product specific subsidics, the maximum level is 5 pcr cent of 
the value of the product. Howcvcr, for the DCs the maximum level is 10 
per cent in both the cases. Morcovcr, the mcasures of domestic support 
exempt certain agriculture relatcd subsidics from their scopc. The product- 
specific and non-product specific domestic non-exempted subsidies beyond 
the maxirnum permissive limits have to be rcduced by 20 per cent by the 
ICs and by 13.3 per cent in  the case of the DCs. For export subsidies 
to the agro-products, the agrccmcnt asks the IC members to limit the 
budgetary outlay for such purposcs and quantjties of exports benefiting 
from such subsidies to 64 pcr ccnt and 79 pcr ccnt of the base pcriod 
(1986-1990) levels, respectively. For the DCs thcsc limits arc 76 pcr ccnt 
and 86 per cent respectivcly of the basc pcriod Icvcls. 

The agreement under the articles on "market access" inslructs the 
members to convert the NTJ3s into equivalcrit tariff mcasures. Thcse tar- 
iffs, in turn, have to be reduced by an average 36 pcr ccnt by the ICs 
and 24 per cent by the DCs over the implcmcntation pcriod with some 
minimum reduction for each tariff line. Members arc supposed to main- 
tain the current access opportunities and they haqc lo establish minimum 
access tariff quotas at reduccd tariff rates for farm products whcn the 
minimum acccss tariff quotas arc less than 3 pcr ccnt o f  tllc domcs~ic 
consumption of thcsc itcms. Thc minimum acccss tariff quotas will in- 
crcasc to 5 pcr ccnt of rhc domestic consumption over tllc irnplancntarion 
~ r i o d .  IJowcvcr, the mcmbcrs have bccn providcd with discrclion to 
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lakc action against sudticn fltwding of agro-impc~rls:Tllc lcvcl of discrc- 
tion of a tncmbcr to takc action against imports in such situations is 
dircclIy proporlional to tlic country's opcnncss to 1hc imports of such 
producls. 

Thc implcmcntnlion pcritxi ol' Lhc above agrccmclit cxtcnds up to A.D. 
2001 for llic ICs and A.D. 2005 for Llic DCs. Tlicrc is no nccd for 1hc 
Icasi-dcvclopcd countries (LDCs) lo makc any reduction cornmilmcnt wiih 
rcgard lo thcsc agrccmcnts. Except fix Lhc LDCs all othcr mcmbcrs arc 
rcquircd lo providc dctails of lhcir agriculturr~l suppolz mcasurcs ;~nd vari- 
ous commit~ncnis in lhcsc rcgards as wcll as in thc contcxt of market 
access in llicir nnlional schcdulcs. Thcsc national scl~cdulcs will bc an 
intcgral part of lhc GATT '04. 

Thc "Agrccmcnts on sanitary ;lnd phylosanitary mcasurcs" rccognisc 
thc nccd for such mcnsurcs to  snfcgua~rd the life and hcnlth of human, 
animal and plnnl. But it tries lo climin:~tc tlic arbitrariness in this area 
sincc it woulti ;tffcct intcrn;~tional ~radc in agricullural producls, and lrics 
to cstablisli ha~moniscd scicnlilic auld international stantlards in tlicsc rc- 
spccts. Tllc ngrccnicnt ntrcrnpts ro makc the t~uiisition of the DCs to sucli 
stantlard rccluircnicnLs smooth by rcsolving to providc tlicsc countrics rc- 
quircd technical and tinancia1 assist;mcc in lhcsc mailers. Thc agrccmcnt 
;tlso m;lkcs the standard rcquirc~ncnl of lhc DC cxporls Inorc flcxiblc 
during the tritnsilional pcriod. 

The "Dccisions o n  mcasurcs concerning tlic possil~lc ncgalivc crrccts 
oS thc rcforin progl:immc on llic Ica~st-dcvclopcd and ncl rood-importing 
counlrics" ;tttcmpt lo mini~nisc 11ic possible h;trdship of lhcsc coun~rics duc 
lo rise in prices of agro-producls conscqucnt upon libcr;tlisalion of the 
agricultural policics. To do so, tlic UR proposes lo try to incrc;ac tlic 
food aid and thc grant clcmcnt of sucli aid lo tlicsc countrics. It also 
rcsolvcs to tri~nsl'cr rcsourccs to incrcasc agricullural productivity and in- 
fr;lstructurc in ~Ilcsc countries. The GATT has ;\lrci~tiy slartcd diuloguc 
with lllc Inlcms~ional Monctary Fund (IMF) and tlic World Bank (WB) 
lo give conccssional loans to thcsc countiics for impol-1s of ltgro-pn>ducis. 

Thc provisions relilting lo tllc palcnls in the "Ag~rcmcnt on tmdc-rc- 
laicd aspccls o f  inlcllcclual propr-ty righis, including 1r;tdc in counlcrfcit 
go<xls" 1 1 3 ~ ~  ;I spccial rclcvancc for t l~c fnml scccor. They includc issucs 
on palcnting agricullu~~l chcmical products ;tnti protection of plant varicl- 
ics. Thc agrccmcnl allows pa\ciitahility of hot11 'product' and 'process'. 
11 rccoglliscs ihc p~ivirlc na1ul.c of it palen1 rigill and ~hus givcs cxdusivc 
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rig111 of commercial cxploitalion of a patcnt to thc pntcnl holdcr. Thc life 
for a pi1lcnt will bc 20 ycars. Mcmbcrs havc acccptcd thc obligalion to 
follow siibslanlial pn~vision of thc Paris convcnlion (1967), thc Stockholm 
Act oS lhc Convention Tor ~ h c  protcction of indus~rial dcs ig~ .  The agrce- 
mcnt bars tlic patcntnbility of animal or plant o r  lhc biological proccss of 
production or anirnal and plant. But, micro-organisms and non-biological 
and micro-bio1ogic;ll proccsscs arc patcnlablc. Mcmbcrs arc rcquircd to 
prolcct plant variclics through cilhcr palcnts or a sui gcrzeris systcm or 
a combination lhcrcof. Mcmbcrs, howcvcr, have thc right to autl~orisc thc 
usc of a parcnt witlloul thc pcr~nission of thc holdcr in cascs of cmcr- 
gcncy, non-cornmcrcial public usc ctc. Thc implcmcnrnLion pcriod ol the 
agrccmcni is 1 ycar for thc ICs and 5 ycars for thc DCs, thc laucr bc- 
ing cxtcndiblc up to 1 0  ycars in spccial cr~scs. For LDCs thc pcriod is 
I I ycars. Howcvcr, thc mcmbcrs arc supposcd to accept applications for 
palcnts cvcn during Ihc implcmcnlalion pcritxl. 

From thc various pinvisions of thc UR on agriculturc, onc could no- 
L ~ C C  111;lt thcy arc in tllc spirit o f  cslablishing a libcraliscd, rulc-bascd, 
multilateral trading systcm, with concessions cxlcndcd to bolh thc DCs 
anci LDCs to adjust to lhc proposcd tctding cnvironmcnt. As rulc bascd 
and libcraliscd systcms arc what ihc DCs nccd, tl~crc is vcry littlc reason 
to call thc gcncri~l spirit of lhc URA in thc contcxt of agriculture anti- 
DC. I1 is, howcvcr, possiblc that ccrtain provisions of thc URA on ag- 
riculturc arc not in line with thc intcrcsts of thc DCs as a group or of 
any particul;~r country. 

SECTION 111 

Uruguay Round arlcl Indian Agricultlrre : Some Issties 

Thc main &nccrns which h;ivc bccn voiccd in many circles of ihc 
country against thc provision of thc URA for agriculturc, in bricr, arc : 

1. Thc URA puts scrious conslrainls on ihc opcralion o f  the public 
dis~ribulion systcm (PDS) of food grains and tllus it would affcct 
the vulncrablc section of thc Indian population. 

2. The ob1ig;itions to rcducc dorncstic support a~mmitmcnts to agricul- 
ture will undcrrninc l f ~ c  autonomous dccision making pnrcss  of ll~c 
Govcrnmcnl ol' Indii~ ;inti l l~us it would iifrect ihc iigri~ulturid sector 
scvcrcly. 
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3. Thc parenting of agricultural chemicals and plant variclics would rc- 
sult in a situadon whcrc customary right of thc Sarrncrs on rclcnlion 
of sccds for future cultivation and cxchnngc would bc climinated. 
Indian rcscarchcrs would not havc thc right to usc patcntcd varictics 
of secds for rcscarch. 

4. Thc mrirkct acccss commitments undcr thc UR will rcsult in largc 
scalc i~nport of agricultural products to India and this in turn would 
advcrscly aTfcct thc fr-~rrncrs of lhc country. 

The tcnr~bility of thcsc four obscrvr~lions nccd to bc cxamincd in dc- 
tai I. 

Domestic Food Aid 

The URA has lcft thc issucs on thc opcralion of domcslic food aid 
programmcs and t l~c lcvcls of govctiimcnt cxpcndi turc for such purposcs 
to lhc total discretion of thc mcmbcrs, providcd such mcilsurcs bcnclit the 
poorcr scclions of lhc population and lhcrc is no implicit subsidy to tlic 
fanncrs through thcse programmcs5. 

In India, thc operation of PDS, as it exits ttxlay, d x s  not fulfill thc 
rcquircmcnt of targcting it to thc poorcr scction alonc. But, rcccntly the 
Govcrnmcnt has announced its intcntion of revamping the PDS through 
culling thc acccss of 111c rclativcly rich to such channcls. 111 some statcs 
(e.g. Maharaslilrri) such an intcntion was in fact put into cffcct. So givcn 
thc cxprcsscd stand of thc govcrnmcnt to movc towards targcting of 
PDS, thc prcscnt lack of targcting practiccs is not likcly to invilc any 
advcrsc rcnclion from thc GATT. 

As can bc sccn from Tablcs 1 and 2 tlic procurctncnt of foodgrains 
by the Govcrnmcnt for thc purposc ol food sccurity and dislribution 
thn~ugh tlic channcls of PDS docs no1 have any subsidy clcmcnt for the 
farmcrs. In kict, procurcmcnt of food grains by thc govcmmcnt has actcd 
as a tax ralhw than subsidy for the farmcrs. Tablc I shows that pro- 
curcmcnt/minimum support (MS) pricc of paddy during 1980-81 to 1993- 
94 has rcmaincd as low as 38-46 pcr ccnt of thc opcn markct wholcsa~le 
pricc. Tablc 2 shows that thc p~ncurcmcnt/MS pricc of whcal du~ing thc 
samc pcriod rcmaincd at 70-91 pcr ccnt of lhc corrcsponding wholcsalc 
pricc. On t11c olhcr hiad, during thc pcriod issuc priccs of paddy and 
wllcnt rangcd bctwecr~ 59-76 pcr ccnt and 81- 103 pcr ccnt of the cor-rc- 
sponding wholcsnlc priccs rcspcc~ivcly. In nonc of ~hcsc YciirS procurc- 
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mcnr/MS PI-icc cxcccdcd llic corresponding issue priccs of thc foodgrains. 
Thus, on this count PDS in India satisfies tllc notin put down by the 
URA. 

Agrirullll~-;ll Inlx~t  Subsidy 

Tllc "Agrccmcnt on  agriculture" has comprchcnsivcly put down 
wllicll ol' (hc cfomcs~ic support programmes sllould bc includcd in thc 
"Total Agg[.cgatc Mcasurc of Suppor~" (TAMS). TAMS providcs the 
basis according lo which co~trltrics havc to mnkc thc commitment to rc- 
duct sucli mc;isulcs in c;~sc it cxcccds thc stipulalcd Icvcl. I t  is rcquircd 
lo inclu tic both ctpl icil and i mplicil catcgorics of subsiciics in tllc calcu- 
lation of 111~' TAMS6. I n  India, niosl o f  ihc domcsric support progriimmcs 
to ;~griculturc consist of non-product spccilic subsiciics. Evcn whcn prod- 
ucc spccilic subsidics ;KC givcn, most ol' tllcsc comc under such catcgo- 
rics as spccial arcs dcvclopmcnt progriunmcs (c.g. assistance fix dry land 
S;trniing, dcsc11 dcvclopmcnt programme ctc.), govcrnmcnt's financial par- 
ticipation in it~comc insurance and j ncomc safcty-nct programme, pay- 
Incnls for ~clicf l i r ~ m  niituri~l dis;lslcrs clc. But ~licsc catcgorics of domcs- 
lic subsidics arc cxcmplcd from lhc scopc of  TAMS.7 

Tlicrc arc m;~inly Sour agricullur;~l produc~s (jutc, cotton, potato and 
onion) wllicll rcccivc pr-otiuct spccilic subsidics from tl~e procccds of  the 
Ccntral Govcrnmcnr burigct. Subsidy to potnto anri onion is providcd not 
individually but both o f  them taken logcthcr. Thc tablc givcn bclow 
shows thiit cxcepl in tile c ; ~  of julc in 1986-87, thc product-spccific 
TAMS Li)r none of tlic comtnodilics cxcccdcd thc 10 per ccnt limit. So 
thc procluct spccific ag~icul~ur;~l suppons arc in conli~~mily wiih the pro- 
visions of thc URA. 

Procluct Specific Total Aggregate Measure of Support in India for 
Selected Commodities . 

(per ccnt) 

Ycar Potnlo & Onion Ju tc Cot (on 

1986-87 1.22 11.29 9.43 
1987-88 2.79 5.12 1.68 
1988-89 1.49 3.39 0 
1989-90 1 .20 2.73 0 
1990-9 1 2.26 1.33 0 

Source: Ca1cul:ttcd an (hc basis of data from Ministry of 
Agricullurc, Covcmmcnt of India. 
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Non-prcxluct spccific subsidics fyr the Indian agriculture which qualify 
for inclusion within thc calculations of the TAMS are four in numbcr: 
(a) fcniliircr subsidy; (b) irrigation subsidy; (c) interest subsidy to agricul- 
turc; and (d) clcctricity subsidy to agriculturc. While fertilizer subsidy is 
an cxplicit subsidy, the remaining thrcc are subsidics only in the implicit 
scnsc. This Study has mcasurcd thc non-product specific total aggregate 
mcasurc of support in two ways - a 'narrow' estimate (Tablc 3) and a 
'broad' cstimatc (Tablc 4). Thc methodologies used for such calculations 
has bccn discusscd bclow. 

Thc total fcrtilizcr subsidy givcn by thc Ccntral Govcmmcnt consists 
of two parls (i) subsidics givcn to imponcd fcnilizcrs, and (ii) subsidics 
givcn l o  domcstic fcrtilizcrs. Undcr the Relcnlion Price Schcrne (RPS) 
thc Govcrn~ncnt o f  India trics to cnsurc a fair rctum to thc domcstic fcr- 
tilizcr industry by providing a 27.507 pcr ccnt prc-tax (12 per ccnt post- 
tax) return on thc nct worth of thc plant. Gulati (1989) has disaggrcgatcd 
the total fcrtilizcr subsidy into two componcnts - (i) subsidy to agricul- 
tusc, and (ii) subsidy to the domcstic fcrtilizcr industry. His calculations 
for the pcriod 1980-81 to 1986-87 show that on average 59.37 per cent 
of thc total fcrtilizcr subsidy has gonc to thc agriculturril scctor, and the 
rcst to thc fcrtilizcr industry. Assuming that this trcnd has continued 
thcrcaftcr, only that component of fcrtilizcr subsidy which has gone to the 
agriculturc has bccn takcn into account in Tablc 3, as has bcen done 
by Gulati (1989). But in Tablc 4, the total amount of fertilizer subsidy, 
as given by the budgct of thc Government of India, has been takcn into 
account to mcasure the non-product spccilic TAMS. 

Irrigalion subsidy to agriculturc can come from two sources : (i) sub- 
sidy on account of thc capital cost of construction of such projects, 
and (ii) subsidy on running cost of thcsc projects. But the subsidy on 
account of construclion of  largc and medium irrigation projects which 
account for almost 70 pcr cent of the total non-product specific subsidy 
to agriculturc in India [Guli~ti (1989)l is exempted by the UEiA from the 
calculalions of thc TAMS.8 Thus, in both Tablcs 3 and 4 irrigation sub- 
sidy includcs only subsidy on operational costs of such projects (i.e. 
working expcnscs net of rcccipts for such purposes). The Second Report 
of the Ninth Finance Commission providcs information on working ex- 
penses and reccipts in thc m,?jor and mcdium irrigation projects for the 
pcriod 1990-91 to 1994-95 : such cxpcnscs for 1980-8 1 to 1989-90 has 
bccn calculated by extrapolating the data series provided by thc Com- 
mission. Subsidics on minor imgation projcc~! have not been takcn up in 
tllc inignlion subsidy. Bul thc intccst subsidy for such projccts gcts cov- 
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ercd by the total interest subsidy and clectricity subsidy for minor iniga- 
tion is included in total electricity subsidy. 

Electricity subsidy to agriculture has bcen calculated for both Tables 
3 and 4 in the following way. The study has takcn the difference be- 
Lwccn thc avcrage cost o f  elcctricity pcr unit and the average revenue 
rcalised per unit of electricity sold to agriculture. This in turn has bcen 
multiplied by the volume of clcctricity sold to agriculture in each State 
for all the years. The yearly figures of State-spccific electricity subsidies 
have bcen summed up to gct thc ycarly figure for India. 

Interest subsidy on per unit of credit to agriculture is approximately 
4.5 pcr cent. This figure is deduced from the difference between the av- 
erage intcrest charged to retail trade and that charged to agriculture by 
all forms of organiscd bodics which lend to agriculture. For the purpose 
of data presented in Table 3 this difference is multiplied by the total di- 
rcci institutional credit outstanding against agriculture as of June 30 of 
the conccrncd year. In Table 4 the sum of direct and indirect institu- 
tional crcdit to agriculture has been taken into account. 

Table 3 shows that the 'narrow' measure of non-product specific 
TAMS for India during 1980-81 to 1991-92 varied between 2.21 and 
6.29 per cent of the agricultural NDP. According to the 'broad' measure 
of non-product specific TAMS the range is 2.97 - 8.3 per cent of the 
agricultural NDP (Table 4). As the 'broad' measure of TAMS is an over 
estimate of TAMS calculated by the norms of the UR (because it con- 
tains non-agricultural subsidies as well) it could be taken as the uppcr 
limit of the non-product specific TAMS in India (both at national and 
sub-national levels). Moreover, URA has stipulated that the diffcrcnce 
between the amount which government spends to buy agricultural products 
for public stock-holding and for domestic food aid and the free market 
value of such products should be carried on to  the calculations of the 
TAMS.9 Here the UR presumed that government's procuremcnt price is 
higher than free market price. But Tables 1 and 2 show that in India it 
is just the opposite. So India can add a negative quantity to TAMS on 
this count and can show her level of TAMS lower than that shown in 
Tables 3 and 4. 

'As both product-specific. and non-product spccific TAMS in India are 
below the 10 per cent level stipulated by thc URA, the question of rc- 
duction of domestic suppon mcasurcs to agriculturc or the loss of govcm- 
mcnt autonomy in India in the sphere of decision making for agriculturc 
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due to URA would csscnlially bc an acadcmic one. It should, howcvcr, be 
uscful to kccp in mind Ihat highcr priccs for Indian agricultural cxports 
in futurc (which will occur as thc ICs rcducc thcir domestic support to 
agriculture and opcn up thcir domcstic markcts to lhc inlcmalional com- 
pciition) would cffcct frtr rcaching chnngcs on thc lndian fann scctor. 

Ilitellectual Property Rights in Agriculture 

In thc UR India tricd to kccp the issue of prolcction of plant varict- 
ics outsidc thc scopc of palcnl or a sui generis systcm. India also made 
attcmpts to rcducc thc lifc of palcnts from 20 ycars [Govcmmcnt of India 
(1994 a)l. But most of thc mcmbcrs agrccd to thcsc provisions. 

Sincc a pntcnt rcgimc rcquircs much strict rcstriclions than a sui 
generis system, India is likcly lo adopt thc latlcr systcm for prolcction of 
plant varictics. Undcr a sui gencris systcrn proicction of 'f:tmcrs' right' 
to relain patcntcd sceds for futurc cultivation can be takcn carc of.1° 
Enchangc of patentcd sceds among thc fi~rrncrs can be possible so long it 
is not on a commcrcial basis." But more importantly, all the existing 
plant varictics and almost all thc variclics which cotne to the market till 
thc turn of the century will rcmain outsidc the scopc of the URA. So 
ncithcr thc 'frirmcrs' right' nor thc 'rcscarchcrs' right' to usc the existing 
patcntcd sccds will bc affected. But thcrc are two provisions of the 
URA on palcnts and protcction of plant varictics which might not be 
bcnclici:ll for India. 

First, although India can apply for a 10-ycar implcrncntalion pcriod to 
put a sui generis systcm into forcc12, according to GATT (1993) Agrce- 
mcnls on TRIPS, Articlc 70(8), thc country has to accept applicalions for 
pclrcnts during thc implcrncntation pcriod, shc has to protect such potential 
pnccnls, and whcn t l~c  implcmcntrtlion pcriod is ovcr, if patent is granted, 
it will havc a rclrospcclivc cTfcct from thc dalc of a'pplication. This pro- 
vision clilutcs thc concessions givcn during thc implcmcntation period. 
Sccondlp, to authorisc rcscarchcrs to usc patcntcd plant varieties, govem- 
mcnt has to makc pnymcnt to thc original patcnt holdcr.13 Furthcr, if a 
ncw plant varicty is invcnted using a patcntcd plant varicty thcn the 
owncr of ~ l i c  first pntcnt shall bc cnti~lcd to cross-licensc on rcasonable 
tcrms to usc the invcnlion clnimcd in [he new patcnt.14 Even if India 
gocs for a sui gcncris systcm for prolcction of plant varictics, it will be 
dillicul~ for hcr to sct up a systcm which will go against the cxprcsscd 
provisions of tllc URA. So, the indigenous rcsearch activities on plant 
varictics may nccd ;1 rcoricnthtic,n in these rcspccts. But, the greater 
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protection of plant vaticlics can also stimulntc more indigenous privatc 
rcscarch activilics in thcsc ficlds. 

Market Access 

India's total domestic consumption of the agricultural products could 
bc dcrivcd by adding thc NDP originating from agriculture addcd to the 
cxccss of agricullural imports ovcr cxports, lcss changcs in stocks. The 
shnrc of imports of agricultural protiucts in dotncstic consumption was 
3.21 pcr ccnt in 1980-81 and it dccrcascd lo 2.76 pcr ccnt in 1986-87 
and furthcr to 1.49 pcr ccnt in 1091-92. This docs not, howcvcr, imply 
that the country is not reasonably opcn to agricullural imports. The lowcr 
import of agricultural products to India is mainly bccausc of Iowcr do- 
mcstic prices of thc products in rclation to cxtcrnal prices [Gulati 1989al. 
For some major agricultural products, the markct access in India during 
the reccnt past (sce the table bclow) has dilfcrcd widcly. In the case of 
pulses and vcgctablc oils, thc markct acccss has k c n  high whcrcas in the 
case of ccrcrrls it has bccn traditionally low. This is becausc thc prices 
of cereals in India are much lowcr than thc world prices. Gulati (19893) 
shows that the pricc of ricc in India is about 30 pcr ccnt lower than 
world priccs and in case of whcat it is 20 pcr ccnt lowcr. 

Iniports as a Percentage of Total Availability 

Year Cereals Pulscs Vcgctablc oil Sugar 

Source :   in is try of Agrjculturc, GOI. 

The UR has described thc methods to convert thc NTBs inlo cquiva- 
lent tariff measures.I5 As a response to that tllc Covcmmcnt of India 
took the view that it could incrcasingiy convert the NTBs towards tariffs 
and have tariffs for primary agricultural products at 100 pcr cent, pro- 
cessed products at 150 pcr ccnt and cdible oils at 300 pcr ccnt [Govcm- 
ment of India (1994 a)]. Conformity of thcsc particular trtrirf cquivalcnt~ 
to the GAIT guidclinc could not bc accrtaincd due to lack of dclnils. 
Funhcr, one can arLwc that thc proposr~l of lllc Govcmmcnt to use bal- 
ance-of-paymcnt clausccs lo mainlait1 somc NTDs on rgricultural imports 
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may not bc useful a s  :I long-tcrrn strategy, if Lhc bal;tncc-of-paymcnt 
position of tllc counlry impn)vcs. Bul, Ihc parlicular :~gricultural pmducls 
for which l l~c markel access is low in India ar-c also tlic co~ntntxlitics for 
which the dotncstic psicc lcvcls arc gcncrally lowcr than cxtcr~ial priccs. 
As a result, cvcn a rcduclion in Lhc tariff rate undcr tariff quota for 
thcsc producls is not likely lo incrcasc agricullurnl imports subst;untiully. 
Hcncc, llic clucslion .of Ilooding o f  dorncstic market by importctf 
agricullurail prcxjucls dtxs not nrisc. Evcn if tllcrc was such n possibilily, 
UR provitlcs scopc lo 1:lkc counlcr actions in such cascs 1li1r)ugh Aniclc 
5 of ~ h c  Agrccnlcrlt on Agricullurc. 

SECTION IV 

S~~niniat-y anti Conclusions 

This s~udy sllowcd [hat tllc ICs have so f;~r I'ollowcd very rcstriclivc 
lradc prricliccs i n  case of agricultural producls. This al'fcclcti thc DCs as 
m;lny o f  lhcm have major interests in agriculturi~l cxporls. It is ~hcrcforc 
of bcnclil to tlic DCs thnl  Lhc UR has includcd major arcas o S  agricul- 
turc within its fold. India has much to gain and little to losc tlilr)ugh Lhc 
UR mcchanistn. Most of lhc issues raised in the ticbr~lcs on lhc impact 
of the UR on Indian agr-iculturc can easily bc nccornmodntcd witQin lhc 
UR frarncwork will~oul any spccific disndvantngc to thc country. It is 
ncccssary' to  rccognisc that a rulc b;lscd mullila1cral negotiating mccha- 
nisrn is gcncrr~lly in rhc intcrcsls of DCs bccausc it limils llic scopc or 
bilalcral Icvcr;tgi,.ing by ~ h c  1Cs. 

Not cs 

(1 ) Scc Slliv;~ (1994) and Snliri (1 994) for discussions on t i~csc lincs. 

( 2 )  Scc, [or cxarnl~lc, GATT (1 986). 

( 3 )  hlost of Indi;tls ~ radc  tmdcr p n ~ ~ t ~ o l  was with l l c  crstwhilc stxialist co~tn~rics  of 
~11c castcm Europe ;tntl ilie crs~wliilc USSR. 

(4) Scc, Tor cx;~niplc, Voldcs ;mtl Zictz (19XO), Zictz anti Voldcs (1986). Tyrcs 
;mtl Antlcrson (1986). I'arikh and Tims (1986). 

(5) G A T T  (1993), Agrccriicnl on ngricult~trc, Anncx-2, para.4. 

(6) Ci ATT ( I  993), Agrccnlcrl~ r111 irgric~llturc, Articlc- l . 

(7) G A T T  (1093), Agrcct~ionc on ;rg~icultt~rc, Anricx-2, 17;tr;i.s 5-1 3. 
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( S )  GATT (1993). Agrccn~cnt on agric~~lttnc, Annex-2, para 2(vii). 

(9) GATT (1993). Agrccnlcnt -on :tgriculture, foot note-5. 

(10) The Director Gcncr;il of GATT, .Mr. Pctcr Southcrland, hin~sclf has mentioned 
about ihc fc;isibili\y of such a stcp. (Economic Timcs, 12.4.1994) 

(I I )  GATT (1 993), Agrccnlcnt on TKll's, Articlc-31 (6). 

(I?) Tlic norm:il it~lplcmcntii~ion for the DCs is 5 yciirs undcr the Agreements on 
TKIlf. Rut since Intli:~ dws  not have a product patent system for the protection 
of pl;~nt variclics until now, slic can apply for an cxtcndd pcriod of implemcn- 
totion in this rcgnrtl ~nt lc r  Articlc-65 (3) of tllc Agrccmcnt on TK1IJs of GATT 
1094. 

(13) GATT (1993). Agrccmcnt on TKll's, Article-31 (h). 

(1 4) GATT (1993), Agrccnlcnl on TKll's, Articlc-37 (c). 

(15) GATT (1993), Agrccnicnl on agriculture, Altachmcnt of Annex-5. 
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Titljle 1 : Prices of Patldy (Cornlllon) in Intlia : 1980-81 to 1993-94 

(h. pcr' quintal) 

Ycnr Whole-  roc^^/ Issuc lss I 'r  (3)as 'h (4);ts % 
salc A n  S I'rici: Effcctivc . of (2) OF (2) 
I'ricc 1% cc fronl 

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

- - - -- - - - - - - 

Notc : ( I )  * : Estimated pricc. 

(2) # : Avcrilgc w'holcsale pricc for 1993-94 is b:tscd on ille average of 
who1cs;llc pricc for April-Dcccrnbcr 1993. 

(3) I'rocnrcmcnt/ Minim~ml Support I'ricc intlic;itcs tllc sanle announced by 
thc Govcmmcnt. 

(4) Iss i~c pricc intlicalcs thc ccnrral issue pricc. 

(5) Wholcsalc pricc indicalcs tllc pricc o f  comnlon v a r i c ~ y  of paddy at 
SainO~ia. 

Source : Ministry of Agrici~lt~lrc, Govcmmcnt o f  Intlia. 
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(Ks per quintal) 

Ycar Wholc- I'rocu/ Issuc Iss I'r (3)as % (4)as % 
salc Mini Supp I%cc Effcctivc of (2) of (2) 
l'rice Price from 

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

1980-81 147 127 145 1-4-1981 86 90 

Nolc : (1) * : Es~ini;~tcd pricc. 

(2) # : Avcragc wholcsalc pricc for 1993-94 is based .on  the average of 
wliolcsalc pricc for April-Dcccmbcr 1993. 

(3) @ : Tlicsc priccs include a ccntral bonus of Ks. 25 pcr quintal. 

(4) I'rociircmcnt/ Minilniim Support Price is according to t h e  year of pro- 
curcnicnt. 

(5) Issuc pricc indicalcs the ccntr:il issue price for PDS. 

(6) Wliilc thc procurcmcnl/ minimuin. support ant1 issuc prices are for 
coursc variclics (long boltl/short bold) wliolcsale pricc . . is for Kalyan 
Sona viiricly in Dcllii. 
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Table 3 : The Narrow Estimate of Non-Product Specific 'Total 
Aggregate Measure of Support to .  Indian Agriculture : 1980-81 t o  

1991-92 
(Ks. crorc) 

Fertilizer Inigation Elcctricity Interest Total (6) as a % 
Year Subsidy Subsidy Subsidy Subsidy Subsidy of the Agri- 

cultural 
NDP 

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

Table 4 : The Broad Estirnate of Non-Product Specific Total Aggre- 
gate Measure of Support to Indian Agriculture 1980-81 to 1991-92 

(Rs. Crore) 

Fertilizer Inigation Elcctricity In~crest Toliil (6) as a % 
Year Subsidy Subsidy Subsidy Subsidy Subsidy of the Agri- 

cul~ural 
N1)P 

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

Kcaders of this journal arc aware that the 'Occiisional Papers' cames contribu- 
tions only of the staff mcmbcrs of thc Kescrvc 3ank  of Tndia. S o  far these w n m -  
butions hrtvc bccn in the form of articles, notc; and hook reviews. Viewpoints of 
st:iff mcmbcrs howcvcr could diffcr evcn on onc focussed subject-area but they 
have ncvcr bccn s o  far given expression to in any published form. When an an- 
nounccrncnt was niadc in  June 1994 about the increase in procurement prices of 
agricultural commodities, some of  the economists working in the Department of 
Economic Analysis and Policy reactcd to it, and presented their independent views 
on thc policy pronouncement in  particular and agricultural price policy in general. 
It was in this contcxt that the Editorial Board of the Journal felt that a channel 
could bc  opcned within thc fonnat of the journal to prescnt, on an off-and-on ba- 
sis, the points anti counterpoints of the staff members on any one subject i n  a 
bricf manner. The usual caveat applies here too: the viewpoints are the authors' 
own anti do not rcprcscnt those of cithcr .the Editorial Board or the Rcserve Bank 
of Indi;~ -- Editor. 

Hike in: Procurement Prices of 
Agricultural Commodities 

TIIC Iiikc in procurc~ncnt/minimum s~~yport  priccs (PPFIISP) continue 
lo tx stccp as has bccn ihc pnclicc sincc 1989. In gcncnl, one nccds to 
qucslion [hc apposi[cncss of thc policy of largc incrcnscs in thcsc admin- 
islcrcd priccs. Thc imp;ict of PP/MSP on food priccs and lhc gcncral 
pricc lcvcl arc phcnomcnnl and hurl lhc poor more, as following the 
Engcl Law, tlicy consumc more food as r i  pcrccri1:tgc of thcir total con- 
sumplion cxpcnditurc. Sincc adcqualc safcty nct in rorni of rc-targctcd 
public tfist~ibulion sysicm (PDS) is slill not availnblc to tl~c poor who arc 
nct purcliascrs of ftxxlg~~ins, ~ h c  objcc~ivc of imp~~v ing  farm incomes will 
Iiavc lo hc b;ilnnccd by tlic nccd lo kccp fiinn priccs in chcck. 

Tlic sigiilicancc of ihc pricc policy of Kharif 199.2 lies not so much 
in anotlicr I;~rgc incrcasc in tllc pn)curcnicni pricc f o r  paddy, as in thc 
rise in i t s  issuc pricc. By announcing an incrcasc in issuc pricc dong  
witti rhc prc~curcmci~t pricc ;mcj cffcctitlg i t  from thc vcry start of the 

1 .  Sliri hlrirtul Sa~gitr  is Assistant Aclviscr in 111c Ucl~srtntcnt of Econotnic Analysis and 
1'1tlir.y. 
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ncw markcling scason lhcrc is a conscious :tllcmpl lo acknowlcdgc thc 
incvilability of tllc li~lk bctwccli tlic lwo. Raising ol' thc issue pricc by 
.proporlionally larger magniludc this ycar will rtl Icast pa~lly addrcss lhc 
fiscal conccms and will hmc a dampening cffcct on pticcs Illsough rcduc- 
lion in subsicly bills. Thc tritnsmission rncchanism would howcvcr bc indi- 
rccl iind would only p;rrlially ofSsc~ ~lic inflationary imp:rct of administcrcd 
pricc hikc in  commoditics. 

Thc ncw policy may addrcss rhc fiscal sidc of  tlic problcm, but thc 
qucslion of appropri;ttcncss of an adminislcrcd pricc for thc agsicultural 
commoditics c;tnnot bc dclachcd from tlic paying capacity of thc vast 
mrtss of low incomc purchascrs. Against an avcragc annual incrcasc of 
3.9 pcr ccnt anti 2.9 pcr ccni, rcspcctivcly, for paddy (common varicty) 
and wlicat procurcmcnt priccs during thc five ycar pcriod 1984-85 t o  
1988-89, tlic procurcmc~it priccs hnvc bccn raiscd by an avcragc or 14.2 
pcr ccnt pcr rmnum in C;ISC o r  p:~d(ly and 14.0 pcr ccnt in casc of whcat 
in thc ncxt fivc ycars. Thc bchaviour of PPIMPS for corirsc ccrcals, 
pulscs and many a cash crop is similar. For instance, tlic MSP for 
groundnut in-shcll has bccn hikcd by an avcragc of 12.0 pcr ccnt pcr 
annum since 1988-89 comparcd wilh a modcralc avcragc incrcase of 5.5 
pcr ccnl in thc prcccding four ycars. M S P  for Cotton (H-4 varicty) had 
bccn hikcd by an avcragc oP 11.4 pcr ccnl pcr annuni si~icc 1988-89 
against a nominal avcragc incrcasc ol' 1.1 pcr ccnt in prcccding Sour 
ycars. Thcsc arc plicnomcnal incrcascs. Tllc wholcsnlc market priccs arc 
Pound lo bc clastic lo PP/MSP and if onc nltcmpts lo qunnliljl tlic im- 
pact of incrcasc in PP/MSP on gcncrrrl pricc lcvcl Lhrough input-output 
mnlriccs, thc dircct and indircct rcsponsc of incrcascs in PP/hlSP fclt on 
Lhc wholcsalc pricc indcx amount to ncarly 4.0 pcr ccnt in tcnns of in- 
flation ratc. Thus, around two-fifths of ihc annual WPI incrcasc of 
around 10 pcr ccnt may be atlribulcd LO ~Ilc pscssurcs gcncratcd by thc 
adrninistcrcd pricc hikcs in firm prtxiucts. And, lhis is a mcitsurc for thc 
slalic impact. In dynamic icrms furlhcr pricc incrcascs could takc placc, 
;is industrial priccs arc adjustcd upwards lo compcnsatc Sor indcxcd con- 
tr:tcts and cosl-push gcncratcd by raw malcrial p~iccs. Thcrc is ihcrcforc 
mcrit in lhc pcrmpiion that containing fcxKf-fuclcd inflalion is a vcry dif- 
ficult proposition, unlike thc inllalion polcnlial cmbcddctl in inllows of 
capital which could bc slcrilisccf by a numbcr of policy ;tclions. No  doubt 
tl~crc has bccn somc modcr;tlion in tlic Khitri r pricc policy (luring thc 
ycar undcr vicw but iltc incrcascs of cvcn this rn;~gnitudc ai-c not sustain- 
ithlc. For, [hc ovcr;rll incrcasc still works oul to bc nc;~rly tlouhlc digil 

all Ihc Kll;~riS CrOpS CXccpt satiflowcr scc(J. 'llic [like is p;inicul;lrly 
sleep in l l~c  CiISC of cullon i111d soy:rt~.;trl. It WOIIII I  Ikl ~ ( ~ ~ s i h l c  11) Iowcr 
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lhc inflation ralc by nl Icast 2-3 pcrccntagc points if only atiminislcrcd 
pl-icc hikcs for agricullul-;ll commtxlilics ilrc mticrillcd lo half Ihc lcvcl of 
incrcnscs granlcd in tkc rcccnl past. The pr-icc policy rnusl, aftcr all, 
mainlain broad-consislcncy wilh llic sct of macro-cconomic ohjccrivcs. 

The ccnlral issuc is lllal ;tggrcgalc supply rcspnsc in Indian agricul- 
lure is low, if no1 pcrvcrsc, and high ngriculiural priccs in ihc abscncc o f  
suit:tblc technology will not raisc pn)duclian in any signilici~nt way. Thc 
crop-mix may bc inllucnccd but the gains from Ilaving an appropl-iatc 
crop-~iiix ;1sc o~twcigilcd by llic inllutionnry losses. 

The succcssivc incrcascs in PP/MSP havc fuclcd food speculation in 
111c Indian cconomy. Rakshil, Dull, Rallso, Bland and otlicrs have shown 
thal will1 impcrfcaly dcvclopcd capital markcts, fotxlgrain sttxks cons~ilulc 
a widcly uscd finilncial :isset in rlic cconomy. T i c  pricc suppoll policy 
induccs an cxogcnous incrcasc in invcstrncnl dcmand for agricultural com- 
moditics and drivc ihcir priccs upward. Thcrc may be a substilulion in 
invcstmcnt a1 thc cxpcnsc of produclivc capilal Tor purely spcculalivc 
gains. 

The lnrgc increases i n  PP/MSP havc inlrotluccd an ad~iiinislcrcd 
tncchanistn which tends to cxaccrl~alc inllalion as also skewness in inco~iic 
distribution in rural sccror. But having liken this position, onc must admit 
tlial Lrom an analylical poinl o f  view, a cliallcngc lo this slancc can 
comc from lhc advcrsc lcllns of trndc movcmcnts in agriculture. The cvi- 
dcncc in gcncr;~I shows that ovcr l i~nc tlic scclor suffcrcd rrom ncgativc 
cl'l'ccrivc pro~cction. N o  doubt, llicrc is i1 ~ncril in  [his position, bul it 
must also be rccogniscd Iiiar lllc bcnclils of liic pricc policy would pcrco- 
I;I[C l o  only thosc fiirmcrs who h:tvc large surpluscs. Furtlicrmorc, lhc 
largc pricc llikcs would havc to bc judgcd in ~lic totality of llic on-going 
libcr;llis;llio~i and s~ruciur-al changes. Tlic opcning up ol' llic cconomy is 
accompa~~icd by cxporl thrust in tlic form of raw products o r  proccsscd 
orlcs and llicsc policies too would iti~prove i~iconic fc~liis oI' tsiidc of Llic 
Sitr~ncrs who havc surpluscs. In chis conlcxt, it is nolablc ~1i;it agro-cx- 
ports rccordcd i1 slccp risc of 27 pcr ccnt in dollar t c m s  in 1993-94. 
Pcrhaps, i t  would bc bcst in lhc economy's irircrcst if tlic magniludc of 
psocurcmcnt pricc hikcs is somewhat lowcr lhnn il htts bccn in thc rcccnt 
piist. This  should not bc inlcr-prclctl ils iin opinion in Pavaur O P  
Pscobr;~zl~c~iski's plaposilion of movi~ig llic scissors against ag~iculturc and 
irl f;lvour ol' induslty. 11 only cautions ;~g;linsl corrcclins ncl taxcd posi- 
lion of ngsiculturc in onc go, W I I ~ C I I  niiglll scsull in ovcrslinoling as tlic 
ilnpact of acco~~ip;uiping m;~cm-cconomic c11;ulgcs is felt ovcr a pci'lcxi. If 
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rcronns liavc st all to bc stnggcrcd, 1 1 1 ~ ~  h;rvc Lo be st;~ggcr~d and sc- 
(lucriccd in i~gl-icullurc scclor t o .  

111 scqucncir~g lllc rcSolms, thc primacy h;rs to bc nccordcd 10 putting 
in pl;rcc ;I PDS lllal LargcLs ptim:trily tllosc bclow the poverty linc. Tliis 
sfill provi(]c safely net to agriculkul-al labourers and small and mar- 
ginal lirn~lcl-s, as also llic urban poor. Thc PDS h;rs llicrcforc lo bc sc- 
c;~s[. n l c  rcvampcd PDS now inlr<xluccd i n  sclcct geographical rcgions is 
;I stcp in r-ight dircclioti but is still lo go filr cnough lo mcct thc sct 
ol~jcclivcs. In ;I sluiiy by K ,  R. Vcnugopal, it Ins bccn shown that off- 
lakc will nggrcgatc l o  around 12 million lonncs il' onc-third of ICMR 
nonns o n  bod-ir1t;rkc arc givcn as  PDS cnlillcmcnts to llic poor nlonc. 
This is an nffordablc off-lakc from thc fiscal viewpoint and thcrc is a 
c;rsc Sor it~~plcrnctiling this strarcgy couplcci with perhaps ru-i cclual amount 
ol' off-takc in the So~m ol' opcn-market salcs by FCI at non-subsidiscd 
priccs. With s~ocks surpassing Ihc 30 million tonnc lcvcl, anci will) con- 
tinui~ip poli~ic;il ;rnd cconomic commilmcn1 to procure whr\l is offcrcd, 
FCI rnusl [urn ilsclf morc and more lowarcls commcrcial operations by 
c[lIling its incflicicncics the way similar bodics tikc MMTC arid STC arc 
trying. Ilowcvcr, ii runaLv;iy incrcasc in procurcmcnt, and conscqucntly 
issuc priccs hampers on-loading of old FCI stocks and forccs govcrnlncnt 
lo incrcasc subsidies thcrcupn. Thc~cforc, somc restraint 011 procur-cmcnt 
price hikcs appcar dcsirirblc. It would thcn bc appropl-ialc to build thc 
kx)d sccurily o n  a two-pronged slrntcgy. PDS would have l o  be tnrgctcd 
n:rrrowly anti FCI would li;~vc to improvc i~s  cflicicncy intcr-olio, through 
cross-subsi dizing comrncrcial opcr;~tions. 

2) Dccpak Mohanty2: 

Ii would bc difficull lo pronounce a judgcrncnr o n  whcthcr lhc in- 
crcilsc in PP/MSP is Inrgc o r  small. Thc issuc is more Tund;uncntnl. 
Thcrc could bc a strong casc lo gct thc agricultural priccs corrcctcd of 
policy induccd tlisro~lions. flowcvcr, np;ln from povctry considcrr~rions, it 
is dcsiri~blc l o  Icavc lllc pricing mechanism to thc mrrrkcl rallicr than 
using prtxurcmcnl priccs as an insrrumcnt to sct the pticcs right. Thc 
incrcasc in atiministcrcti priccs, 011 ihc dcmantf sitlc, c ream inllationary 
cxpcctalions which drivc llic priccs ovcr tirnc. As llic cconomy is in- 
crcasingly moving towards markct dclcrmincd priccs, cvcn in hithcno cnp- 
livc mnrkcls in thc induslrial goods scclor, thc agricullural scctor canno1 
afford to bc Icft isolalctl. Thc process of rcform and libcra1is;t~ion must  

2. Sllri i1ccp;rk Moh;tnly is Dircctor in the I>cp;rrtn~cn~ of  F~onomic Analysis Rt P(11icy. 
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cncompilss Llic frlnn scclor and onc wislics tliat ~ l i c  Khans p 1 . i ~ ~  policy 
for this year would have Scl dlc LOnc in Illis ciircclioll. 

Vlc wclri~rc-losses on accounl of dislortions introduced by prim inrcr- 
vcnlion could b~ large iuld arc clciirly avoidable. 11 inlrtduws discrimitla- 
tion in which pay-off Of somc klmcrs of somc region producing some 
crop incrcascs wllilc llial of somc olhcrs rcduccs. It is  ;~fter all a zero- 
surn gamc with aggrcgatc supply rcsponsc ,being close lo zero. ~ h c  appro- 
printc crop-mix should bc left 10 t h ~  mar-kcts. Wilh cxccssivc intclvcnlion, 
tlicrc is also the dalngcr lllill lhc avcrngc price o f  ralioncd and olxli mar- 
kc1 salc map be more Illan what mighl prevail iintlcr iI frcc markc1 illid 

at tllc same Lime the klnn gale pricc is lowcr Lhan ulitlcr free market 
concfitions. The impo~lamcc of niarkcls should not ~hcrcforc bc untlcnnincd. 

TIIC lcrms of trade havc bccn favourablc to agriculture. 
Thamasi~jakslii had shown that tcnns of  trndc n~ovcd in fl~vour of agricul- 
turc during the fiflics iund sixties. In a study conducted by Professor 
M.V.Nndkami undcr the auspiccs o f  Dcvclopmcnt Rcscnrcli Group a1 the 
Rcscrvc Bank, it was found 1h:lt lcllns of  lradc had movcd against thc 
frtm sector in lhc scvcnlics but Lllc trend was rcvcrscd i n  ~ h c  ciglirics 
will1 rlic tcrms of ~radc i n  1989-90 bcing bcltcr for tlic hnncrs t h ; ~ n  in 
1970-71. Tlic sharp rise in  PPIMSP sincc lhcn would hnvc only accclcr- 
atcd tlic hlvour:tblc movcmcnl. Bul lhc qucslion is whclhcr thcsc cliangcs 
arc policy -induced. Tlicrc can be a cast for cosscclion i f  it wcrc so but, 
as alrcady agrccd, onc has lo bc circurnspcct about crcnting further dis- 
tortions in tlic niarkcl. 

It  is ncccssary to add that Llicrc is n o  slrong c:lsc for raising domes- 
tic procurcmcnt priccs only bccausc ihcrc is ncgativc proleelion. First, 
the ilitcrnalional pricc of most. agsicullu~.al commodilics arc no1 ncccssarily 
rcllcctivc of compctilivc markcl forces, nor clo thcy rcllccl ~ h c  t ~ u c  cost 
o r  production as  ;lgricullurc in induslrial countries rcmr~in highly 
subsidiscci. Second, tlicrc arc high larifl' and non-la~il'l' barricrs which dis- 
to11 psiccs. In the currcnt ambicncc, with ~ l i c  rctnoval of most of 11ic 
rcslrictions on aig~iculturi~l cxporls, tllc domestic agsicul1ur.ul scclor could 
tiarncss tlic fruits ol' comparulivc ndv:lntagc whicli would constilulc all 
inccn~ivc for pmduclion. 

TIlc prcscnt syslcln or rtx)d ~~~~~~ily opcr.ritions ha~s losl its rclcvancc. 
Will1 the rcmov;ll of foreign cxchnngc conslraint and a movc lowards a 
more opcn triidillg sysrcm in ngt-icullurc Sollowillg lllc Urugu;\y Round 
Agrcemctil (URA) undcr tllc iluspiccs Or lhc - GA'TT. Tllc impact of pro- 
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curctncnl price hikes could bc rcduccd by rcvi~mping PDS tlir~ugh bctlcr 
largeling so tllat i t  bcnclils the poor. To tlic cxlcnt PDS sttxks arc used 
;IS hctlgc against infl;ilion, i t  is dcsiriiblc lo cilrry an oplimal lcvcl of 
slacks atid olr-load tlic cxccss into tllc opcn nlarkcl so thal il would hclp 
lo influence opcn ni;irkct prices nnci i f  not, at lcnst rninimisc the carrying 
cost of csccss in\lcn\orics. In this contcxl, policy-mnkcrs m;ly like to cx- 
plorc tlic possibililics li)r somc pricc-flexibility in which issuc priccs arc 
1101 c l ~ i l y  linkcd 10 procurcmcnl, bul also will1 111c ~narkct pr-icc; allliough 
ilic link coulti bc wcakcr in case of ~ h c  lailcr. 

Any discussion on Llic lixntion of procurcmcnrjsupport priccs by tllc 
CACP and its varied implicalions generally slarts from qucslioning the 
~iiclhodology followcd by ~ h c  CACP. So far ~ h c  methodology has bccn 
cntircly based o n  three main ar)r~l.O;l~hc~, i.c. cost-plus, tcm~s of  trrldc ( i t .  
the parity approach), and llic li)rw;lrd pricing (i.c. lo account for thc 
cxpcclccf incrc;isc in the cosls during thc yc;ir l i ~ r  which the pr-iccs arc 
dcclarcd in advance). CACP li~llows csscnliall y thc cost-plus appr-oach. It 
is gcnc~xlly considcrc'd that tlic wciglilngc to thc cost-plus approach 
is around 80 lo 85 pcr cent. 

In tllc cost-plus approach thc 6 varicly of' costs i.c. A,,A,,B,,B,,C, 
ai~ci C, account for in thc most cshauslivc manncr all possible cosls - 
both explicit and implicit *. 

"Cost A l  : All actual cxpcpcs in cash and kind incurrcd in production 
bjr owncr opcraror. 

Cosl A2: Cosl A1 + rent paid Tor lcascd-in lantf. 
Cost Bl :  Cost A1 + inlcrcst o n  own capital itsscts(cxcluding lantl). 
Cost B2: Cost Bl + rcnlal valuc o f  own land ( n c ~  of the land rcvcnuc) 

and rcnl paid for lcascd-in lantl. 
Cosl C1: CostB 1 + imputcd value of family labour. 
Cost C2: Cost B2 + imputed valuc o f  filrnily labour. 

At limcs to give lhc stnlus o f  industry lo ;igricul~urc, somc, a s  cvcn 
in Ll~c I-k~numantfia R;lo Commirlce's Rcpon ** have suggcslcd an nddi- 

3. Sllri Si~ikitntha I'i~t[;~nitik is Kcsc;~rchOfficcr in tl~c Dcpartn~cnlof Ekontmic Analysis nnd 
i4)licy. 

* * I n ~ c r i n ~  rcport of d~c "Export Cooinii~tcc for rcvicw oftnc~I,cxIoIugy c ~ f  cost uf prtwluction 
of crops" (1990). 
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lion of 1 0 %  as thc "manngcrial cost" i.c. cost C, for thc  CACP. (This 
is 10 bring parity with thc mctli(xio1ogy of thc BICP). It h;is bccn widcly 
cri~iciscd   hat tllc valuation of thcsc costs arc ovcrcstimatcs and hcncc do 
not rcflcct thc truc cost conditions. To furthcr incrcasc thc priccs, some 
hnvc argucti for taking inlo considcrarion slatutory wagcs' rathcr than thc 
actual wagcs. Thcsc ovcr cstimatcd costs liavc madc thc procurcmcnt 
priccs thc '1c;td9 fitctors rnthcr than thc 'lag' factors in shaping the mar- 
kct priccs for foodgrnins. . 

Tlic argumctit contrary to this view, i.c, procurcrncnt priccs follow 
miukct priccs is oficn madc duc to lack of understanding of the cxact 
mechanism 'through which thc Govcmmcnt procurcs roodgrains, as i t  is  
cntircly controlled by tlic orgr~niscd grain mcrchants. In the most organiscd 
and ntivanccti grain markcts, from whcrc thc Govcmmcnt procurcs almost 
thc cntire rcquircmcnt for Llic purposc or PDSibul'Scr stocking, tlic rnarkct 
conditions arc fi~shioncd by thc gritin rncrchants and thc commission 
agents. A largc chunk of tlic foodgrains arc maricctcd through the 
organiscd agcnls who cornmit to Sctch thc bcst possiblc pricc for thc 
products to thc hr~ncrs .  (For days togcthcr iT thc agent finds thc pricc 
bclow tlic cxpcctcd lcvcl, hc thcn arritngcs boarding, lodging and othcr 
frlcilitics for tlic Smt~crs and kccps tlic foodgrains in safe custody). 

Thc grain mcrchnnts know it vcry wcll that during a particular pc- 
riod of lhc ycar i.c. thc post harvcsl pcriod, thc Govcrnmcnt would cntcr 
tlic markct with a huge dcmand for procurcmcnl. As thc pricc has to be 
dccidcd on a compcti~ivc bidding basis, tlic grain mcrchants bid higher 
pliccs than thosc by thc Govcrnmcnt and withdraw arlcr thc pricc reachcs 
a lcvcl which i s  acccplablc to thc commission agcnts and the farmers. 
(This is bccause or thc clandcstinc agrccmcnt bctwccn thc grain mcrchants 
and commission agcnts i.c. thc grain mcrchanls which would ensure a 
highcr pricc by fr~kc bidding for salcs to thc Governmcnt whercas the 
commission agcnts would cnsurc a lowcr pricc for the grain merchants 
oncc thc Govcrnmcnt is out of the rnarkct). As a rcsult, the Government 
allways cnds up in procuring at priccs which are highcr than Ihe dcclarcd 
procurcmcnt priccs. 

Thc altcmi~livc that is oftcn suggcstcd in thc prcscnt situation is that 
thc Govcrnmcnt sliould ~ I U C U ~ C  ;I[ diffcrcnt time pcriods rather than enter- 
ing only once or infrcqucn[ly in LIIC post harvcst pcriod. In that case, the 
sllorlngc of dcmand arising out of phascd procurcmcnt by the Govcmmcnt 
woulri cnsurc [tic rcal markct rorccs opcralc in  thc r~iarket which would 
ilnply rclativcly low pliccs. n u s ,  thc Govcmmcnt should follow the mar- 
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kct as, and whcn, it inlcnds lo sct thc rnarkct the intricalc rnarkct mccha- 
nism pushcs up prices. 

Linking hike in procurcmcnt priccs to issue priccs could bc justified 
on the ground of nculralising thc crlccts on Govcrnrncnt cxpcnditurc in 
thc form of food subsidics. But a uniform allocation lor PDS ovcr 
monlhs is not appropn'ale for thc purposcs or evcn for influencing market 
priccd. During thc monlhs whcn Lhc markct priccs arc low, thc allocation 
for PDS should also bc rcduccd and only in Lhosc months whcn market 
priccs gcncrally rulc high, higllcr allocation could bc madc through PDS. 
Thus rclcasc of stocks for PDS should bc linkcd to rcl:~tivc scarcity of 
supply in lhc mnrkct. This would cnablc achieving clrcctivc markct 
intervention to sobcr pricc rnovcmcnts. 

Instcad of maintaining largc buftcr sttxks (thc huge mriintcnance costs 
add LO Lhe problem), as has bccn oftcn strcsscd by the grain mcrchants, 
thcy may be allowcd to mainlain Lhc stocks undcr dircct supervision of 
the Govemmcnt. Only thc godown fi~cilitics and conccssional crcdit could 
be made nvailablc lo them for this purposc. The private sector has 
provcd lo distribute foodgrains at n far lowcr cost than the public agcn- 
cics. Thus, :I 1;lrgc part -pcrllaps onc half- of thc prcscnt lcvcl of buffcr 
slocks may bc lcft l o  Lhc grain mcrchanls for disposal in thc markct. 

Instcad of having a vast PDS nctwork, the Pood for work 
programrnc should bc scvampcd. Whcn thc basic inicnlion is to gcncratc 
grcatcr cmploy~ncnt opportunilics in [he rural arcas at incrcasing rcal 
wages, foodgrajns priccs and PDS rclaicd issues be addrcsscd from a 
different angle. Thc rcal incomc that may bc attaincd could bc givcn by 
the following formula. 

Real income = Money wagc rate X Da1.s cmploycd 
Foodgni ns priccs 

Whcn foodgrains priccs arc incrcasing at a fastcr ralc than the 
rnoncy wage ralc or cmployrncnl oppurtunilics, rcal incomc in rural arcas 
dcclinc which could bc bcst prolcclcd if a part of thc wage is givcn in 
kind i.e. foodgrains. 

(3) Michael Debabrata Patra4: 

Thc spate of reactions to thc conscyucnccs of thc minirnt~m support 
pricc/pmcurcmcnt priec (MSP/PP) hikc arc iypic;~l of ;I casc of an inslru- 

- 
4. Shri Miclracl l lclx~bri~la I'i~tra is Uircctor in thc Dcpi~rtnicnt of Econcltnic Analysis and 

I'Olicy. 
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mcnL witti f(x) many objcctivcs ascribcd to it. The distributional m d  infla- 
tionary clUccts of the MSP/PP changc arc fall outs rathcr than spccific 
objccdvcs sought to bc addrcsscd. Tl~cse conscqucnccs bccomc the subjcct 
martcr of othcr policy mcasurcs. Whilc not dcnying thc nccd for coordi- 
nakion and complcmcntarity bctwccn policy initintivcs, the trade-off be- 
tween various goals arc so high that cach policy is bcst Icft to pursue its 
primc objcc[ivc(s) with r~djustmcnls taking placc in thc economy. 

Goods markct, cspccinlly mnrkcts Por agricultural producc arc notori- 
ously asymnlctric, grossly impcrfcct and just do not clcar. Market priccs 
arc continually subjcctcd LO trcmcndous monopsonistic prcssurc and thc 
avcragc limncr, cvcn thc rich onc has cost constraints which dcprcss the 
lninimurn supply pricc of his pcrishablc produce. The distributional conse- 
qucnccs of tllc resulting crosion of liSc supporting purchasing power arc 
fi\r morc dclcicrious than those which thc net purchirscrs of foodgrains 
among thc fanners fact whcn thc procurcmcnt pricc is hiked. 

Thc cardinal rolc or  MSP/PP is to providc a plynth from which 
maskct prices :nld Sann ilicotncs can grow stably aid to prcvcnt t l ~ e  sccu- 
lar tcndcncy of markct priccs of agricultural producc to wilt in a buycr's 
rnnkct. 

Dcspitc Raj Krishna (1980), thc tnarkct pricc has not bccn the lcadcr 
and the procurcmcnt pricc, a rcluctnnt followcr. Thc fixation of MSF/PP 
may be backward looking but i t  is undcniablc that during thc months 
bctwccn thc announccmctit and implcmcntation of a hike, market prices 
arc driven up b y  cxpcctations crcatcd by the MSPiPP change. As soon 
as Lhc post-liarvcst procurcrncnt is ovcr, ~narkct priccs fall away, unable 
to sustain on tlicir own that brief tiiotncnt of splcndour. Procurcrnent 
pliccs kccp taking thc si~gging mnrkct plicc Iinc lo highcr and highcr pegs 
(Exhibit I). To Itx~k morc closcly nl Uic hypothesis a functional form was 
sct up rclating rhc markct pricc to its own laggcd value and to a dummy 
consttuctcd to captun: tlic cxpcctation building rolc of MSP/PP by assign- 
ing thc vnluc of I to thc months whcn a MSP/PP induced rise in markct 
priccs occurs and 0 othenvisc. TI1c laggcd dcpcndcnt variable reprcscnts 
thc incrtial dpnnnlics o r  ~ h c  pricc formation proccss itsclf while the 
dummy caplur-cs thc explicit pull of thc MSPPP changc. Thc rcsults prc- 
sciilcd in lllc lowcr hall' of Exhibit I1  awst Lo thc predominant influence 
of tlic MSPIPP, Forecasts gcncntcd from thc cqualion for thc pcriod 
Octobcr 1989 to Mny 1994 wcrc ploltcd ngninsl tltc NSP/PP changes 
and i t  was ;IS if thc markct pricc (foxcasts) was n garlalld held aloft by 
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the staircase of MSPPP. If thc supporl of Lhc MSPIPP is rcmovcd from 
the marlcct pricc by dcllaling Ihc laltcr by thc Pormcr, the stcndy state 
tcndcncy of thc markct pricc lo dctcriornlc is slarkly visiblc. In Exhibit 
111, thc dcfl;~tcd m;~rkcl pricc is ploucd against thc ac1u;ll lnnrkct pricc 
;mi thc MSP/PP. In Exliibil IV, thc plots of markcl pricc (cslimalcd) and 
markct pricc (dcllatcd) arc cornparcd. To draw from an old Kcyncsian 
adage, thc increases in MSPIPP may bc unjusl but thc dcprcssio; in 
markct pricc which would surcly rcsult without lhcrn is incxpcdicnt and 
asphyxialing. 

MSP/PP changcs pcrfonn another uscful function. By inducing shifts 
in rclativc priccs lhcy can influcncc chsngcs in cropping and oulput pat- 
tcms. The idcal situation would bc onc whcrc Llic markcl pricc dctcr- 
mincd undcr cornpctilivc condilions induccd prociuction and allocntion pnt- 
tcnis. But until thcn ........ 

It is possiblc to turn to thc inflationary conscqucnccs with a broad 
acccptancc that today intcrvcntion in agricultural pricing is ncccssary. IT 
and whcn the calculations oP thc CACP bcco~nc available thc cxtcnt o r  
hike may cvcn bc found to bc warranlcd if thc increase in thc gcncrnl 
lcvcl of priccs is any carly indication. (Imputcd valucs may no1 changc 
but cxpcnscs incurred in production and rcnls paid woultf). In a mcdium 
term scnsc, thc MSP/PP changcs would bc sccn as a proccss of with- 
drawing administralion Prom pricc dctcrmination and inflationary narcs as 
the cost of this adjustment. Thc issuc bcforc macro-managcmcnt thcn bc- 
comcs simple, esscnlinlly a matter of timing. 

Advantage: Policy. A fiscal ncutral MSP/PP changc is lo bc accom- 
modatcd at a time when monctary policy has ils hccklcs up, an casing of 
the balancc of paymcnls constraint has fortifieti tlic cx antc aggrcgatc 
supply rcsponsc t o  shocks and thc fisc is commi~tcd lo a fixed lcvcl of 
autornarically moncliscd dcbt. Thc skill of macro-cconr~inic m;\n;\gcmenl 
lics in synchronizing thc timc takcn for MSP/PP lo piiss through issuc 
priccs to tlic gcncral Icvcl of priccs and thc scasonal in~ugh in lhc 1r11tcr 
which is obscrvcd during August. to Novcmbcr. 

All this is not to say r i~; ir  thcrc is no allcmaLivc to intcrvcntion in 
pricing. Thc conditions which dharactcrisc the agricultural ccanonly do 
not warrant a reduction in  sucll policy in~cwcntion.  T l ~ c  IMSPIF'P 
chnngcs nccd to hc sccn iriclusivc of buffcr-stocking, PDS i1nr1 issue 
priccs. 111 doing so [hc ho111s bf ' t l~c dilcrnn~:t I X ~ I ~ ~ F E I I  wltic11 IIIC policy 
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maker is caught can bc clearly pcrccivcti. To be anti-inflationary, it 
would rcquirc that tlic relationship bclwccn procurcmcnt :uid buffcr-stock- 
ing o f  those items of agricullusal production to the sliortagcs of which 
the gcncral Icvcl or priccs is most scnsilivc (cg., sugar) is well cstib- 
lishcd. On the ollicr hand, lo be rcclisl~ibu~ivc, tlicsc efforts should go 
into the conslitucnls o r  the consumption baskct of tlic poorcsi scction. 

Priccs d o  not crcatc output. It comes from investing in cconomic in- 
fras~ructurc, R&D and tcclinological upgradation. Thc gcstalion would 
rccluirc a safcly ncl which lhc PDS h;~s liilcd to be and tlicr-cforc, can 
bc knockcd off complctcly. Rcacliing :I consumption baskct to tlic ptx)rcr 
scclions can bc done morc cflicicntl y through proper1 y targctcd food Tor 
\vork progr.rtmmcs. 11 is dcsirablc that intcrvcntion is  no^ a onc-shol affi~ir 
bul t-athcr a phased round lhc ycar opcralion supported by opcn mru-kct 
purcliascs and sales. Agricullurc must ciirccll y bcnclit Ssom lhc gains from 
tradc. Markct impcrfcclio~~s nccd to bc addrcsscd. In statcs with activc 
procuring ngcncics, collusions lend lo thc bidtiing up of priccs much 
higher than the prr)curcmcnl pricc in the post-ha~vcst salc. In stalcs w11c1-c 
procuring agencies arc not aclivc and for tlic mujority of small ktrmcrs 
who d o  not have thc mcms lo storc or to Lranspo~l to thc rnancIi, priccs 
arc much bclow MSPIPP. It is rccognisctf that rhcsc suggestions will takc 
tinlc lo implcmcni. Mcnnwhilc, in thc tradilioli of Mc Kinnon, S1i:tw and 
R4axwcll Fry, whcrc compctilivc concii lions cannot bc ;~cl~icvcd immcdi- 
atcly, minimum priccs may bc imposcd to slimulntc ~hc co~npciitivc out- 
colllc. 
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BOOK REVIEWS 

Tax Policy and Planning in Developing Countries, Edited 
by Aniresh Bagchi and Nicholas Stern, Oxford University Press, 
1994, Pp. Xi + 480, Rs. 435 

In rcccnt ti~ncs considcrablc amount of litcraturc has bccn focussing 
on thc concluct of fiscal policy in dcvcloping countrics. Indccd, as is evi- 
dent from thc world-wide fiscal rcfom now under progress, a growing 
body of literature has brought to bcar a dcep sense of awarencss among 
thc Lisc:tl authorities that the idcologicr~l basis of State intervention or a 
pro-active fiscal policy to promote growth and distribution cannot bc sclf- 
suslaining in naturc ovcr thc long-tcrm. This conccrn stems cssentially 
from thc cvidcnt fnilurc of govcrnmcnts of developing countries in 
mainlaining macrocconomic slability in the cvcnt of growing fiscal dclicits 
- ;I rnani rcslr~tion of ' fiscal qxcrloading ' and incfficicnt public sector. The 
rcsourcc alltxation aspcct of tax and cxpcnditurc policies has also come 
undcr critical rcvicw as rc:tlisntion grcw stronger that sub-optimal condi- 
tions distort individual inccntivcs for work and stifle growth processes. 
Indccd, tlic fiscal rcvolution has bccn so rapid and extensive around the 
world that tlic crstwhilc ccntrnlly planncd cconomics could not keep to  
[hcir ideological stance that Statc ;tlonc knows it bcst to dircct saving 
and invcstnicnt ;~ctivitics in thc cconomy. As many of the centrally 
plannctf antf niixcd cconornics ;lrc cuntntly passing through the transition 
from aclivc lo passive fiscal policy strincc and from thc incflicicnt to  
cfficicnl fonn of gavcrnnicnt in~crvcntion, it I I ~ I S  bccomc ncccssary to 
unclcrstiuld tlic ltuc magniludc ;uid dimctlsions of fiscal problems in thcsc 
cconomics anti tllc tlicorctical and pr;\ctical basis underlying the proccss 
of fiscal rcvolution. This urns tlic tlicmc of discussion a1 thc Intcmatoncll 
Scmi~xtr on  Public Finance and Planning Proccss in Dclhi in  1990 by 
sotnc cmi ticnt scholan of public cconomics. Tlic prcscnt book is a collcc- 
Iil111 of p;11~7rs p ~ s c n r c d  a1 this seminar. h4ost of ilic papcrs included i n  
llic volun~c h;wc, howcvcr alw;~dy appcarcd in some of thc rcputcd jour- 
n;tls i~tid II;IVU ~ O I I C  in10 st1;lpitig V ~ C W S  011 lisc;tl policy in India. 

I l ic  tn,ok makcs nn itnmctli;~lc impact on tllc rc;tdcr bccnusc of the 
scfio1;rsiic justice with tvl~ich cach sul~jcct Ii;\s bccn dcnli willi. Imbued 
will! a iltcorc~ic;tl flavour, mitjoriiy of ~lic  aniolcs pn=scnt styliscd vcrsions 
ol' 111c suhjcct wl1i1c cxplorir~g pr;1c1i~;11 policy oi7ti011~ for tile dcvclop- 
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ing countries to ~ f o m  tlicir 1in:mccs. WIG cnipirical p:lpcts deal wilh the 
macr~conolnic i~spccls of public financc, inlcr-g()vc~n~n~nti~l fisciil rclrliions 
and tax policy and planning in dcvcloping counlrics with spccial rcfcrcncc 
to India and China, which no1 only rcprcscnl Lwo diffcrcnl strands of 
economic liioughl but also two diffcrcnl inslilutional backgrou~icis, making 
up thc fiscal syslcm. Thcrc is a ycl anothcr lincr aspcct of thc book: 
cacli p;lpcr is rollowcd by commctits o f  an cxpcrt(s). Thcsc commcnts 
oficn fi\cilitalc ig objcclivc asscssmcnl of thc subjcct under discussion. . 
Wic introduclion by cdilors, Amrcsh Bagchi ,rind Nicholas Slcrn, providcs 
n compclcnt oullinc of' lhc major findings of cach pnpcr. Thc book is 
divided into two pans: the first part deals with lhc cvalualion of pl;tnning . 
prcxess and m;~crocconomic conscqucnccs o f  public dclicit whilc thc scc- 
ond part prcscnts sotnc modcls o n  tax tlicory and policy. 

Thc Indian cxpcricncc wilh pl;lnning ovcr lhc pitst four dccadcs pro- 
vidcs thc most illustrative cxamplc of the achicvcmcnts and fclilurcs of 
fiscal policy in dcvcloping count~ics. A survcy pilpcr by An~arcsh Bagchi 
and Pulin B.Naynk cxplorcs in considcrablc dcpth lhc inhcrcnt contra- 
diclions and lriidc-oSf'~ involvcd in ba1;lncing various objcctivcs of liscal 
policy in India and why dcspilc sonic noiablc achicvcmcnls jn kcy areas, 
planning in India, as i t  has cvolvcd ovcr tlic years, has found ilsclC in 
cross roads. Bcsidcs, tlic survcy undcrtakcs an  cvalualion of lhc tax, 
expcnditu~ and financing politics of thc govcmmcni wilh rcfcrcncc to thc 
plan objcclivcs of growth, rcdislribulion, macrtxconomic slabilily and cf- 
ficicnt resource allocaiion. On i11c first iwo objcctivcs, lhc Indian fiscal 
policy can bc crcditcd with somc succcss, but il is on Ihc lasl two objcc- 
tivcs that the lmck rccord hats bccn pcxlr. Thc rigididcs of thc fiscal sys- 
tcm, the cxccssivc rcliancc on dcbt and moncy financing o f  dclicit and 
incfficicncy of rcsourcc usc in public sccior havc ~hrcaicncd thc mitcro 
economic slabilily of thc syslcm which mani Scslcd in rising inllaliion and 
difficult balancc of payment situaliou. On ilic cquity front thc authors 
nole that in its rcdislribulion function, thc lax system has probably not 
bccn vcry cff'cctivc, although, together with ihc cxpcnditurc programmes, 
it has playcd a part in containing thc incqu;~liiics, as othcnvisc thc dis- 
parities might havc bccn acccniualcd. Thc struclurc o f  tlic Indian tax 
syslcm, dcspi~c i ~ s  prcfcrrcd aims of rcsourcc alltxation, has itidccd con- 
stilutcd a major sourcc of distorlion in ilic syslc~n. In exploring Uic policy 
altcmalivcs and implicn~ions, ihc survcy obscrvcs ih;~i "it i s  somcwhi~t 
ironic that planning should bc fi~cing a crisis in Indin bccnusc of  a fiscal 
crisis aflcr lhc country had a1l;iincd a s;~\.ing and invcsttncnt ralio o f  a 
much higher ordcr than postulalcd by dcvcl(qancn~ cconomis~s in the fir- 
ties for a low income country to lilkc nll on ilic p ~ t l l  of self-rus~;~incd 
growlh". 
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This is indccd an appropi-iatc obscrv;ilion in thc cumnt milicu of 
cconomic rcfonns. Whilc tlic incfficicncy of tlic Lax-cxpcndilurc systcm 
2nd 11ic rcgilnc of controls liavc much to d o  with thc cconomic crisis, 
tlicy may not ncccssarily fotm lhc root of Ihc problcm. The crisis in re- 
spcct of planning cunliol bc attributed to frictors like the high lcvcl of 
taxation, 1 1 7 ~  inf l~cncc of conlrols or  thc faulty plan modcls. Nor the 
problcm can bc LhcJught of as rcsulting from a conflict bctwccn the 
'iiiarkct' unit ' rcgulation', cspcciall y for a country whcrc thcrc cxist as 
many rcasons for thc Govctnmcnt to intcrvcnc in tlic markct as to with- 
draw in liivour ol' tlic markct. Thc root of tlic problcm, as tlic authors 
riglltly poinl out, lics in Lhc will lo implcmcnt hard decisions which brings 
in tllc issuc of  vcslcd inlcrcsts. Thcrcforc thc succcss of &inning as ob- 
scrvcd by 1hc authors "dcpcnds on whcthcr thc political systcm succccds 
in subduing tllcsc vcslcd intcrcsls rind making thcm to part with the sur- 
plus gcncl-rilcd by dcvcloplncnl for growth". 

Somc of  tlic missing points in tlic survcy are brought out by thc two 
commentators, Indira Rajaraman and Shankar N. Acharya. Onc of the se- 
rious conscqucnccs of Iisc;il policy which has no1 bccn covcrcd by the 
sutvcy i s  tlic plicnomcnon of capital flight, having roots in the structure 
o f  domcstic and trade taxcs. Morcovcr, as Acharya notes, thc link bc- 
tween Iisc;~I policy and povcrlp should not bc sccn in terms of increase 
in pl-ivatc consumption cxpcndilurc alonc. Fiscal policy can have and 
infact has significant distributional implications through thc provision of 
public and scmi-public goods at nil or subsidiscd ntcs, which do not get 
rcllcctcii on privatc consumplion cxpcnditurc. 

Thc btmk includcs two papcrs on the public dcbt dynamics in India. 
Whilc C.Raiig:tr;~jan, arid others nddrcss thc dynamic intcraction bctwecn 
govcrnmcnt dclicit and dcbt undcr thc altcrnativc financing scenarios, 
Willcin H .  Buitcr and U.R.Patcl look at thc problcm of Indian public 
linancc as onc of 'cl-isis of conlidcncc': whcthcr tl;c Indian public scclor 

, can bc coiisidcscd solvcnt givcn tlic kind of Iiscal policy that it pursued 
in tllc 1980s. . , . - 

Ccntral to thc issuc of sustainability of thc fiscal situation is the 
condilion undcr which thc national dcbl as a proponion of national in- 
cotnc slays within managcablc and str~blc valucs in the mcdium to long 
run. If (tcb grows fnsrcr th;un incomc, which will bc tlic casc whcn intcr- 
csl ralc cxcccds thc grr)wlh ralc, tlic dcbt lo incomc ratio will grow con- 
tinuously witl~out iin u p p r  bound. Thc rigorous pursuance of this stabil; 
ity rule by R;tngarrljan, Br~su and Jadllav in ~ h c  Indian conlcxl shows 1h:lt 



264 RESERVE BANK OF INDIA OCCASIONAL PAPERS 

central government finances, as thcy wcrc towards the closc of 1980s,, 
had entered into an unsustainable phase. 

Thc altcrnativc bctwccn dcbt and rnoncy financing of dcficit leaves 
little option for thc authorities in terms of cnsuiing macroeconomic stabid- 
ity. Allowing ~ h c  govcrnmcnt nct primary dcficit to  evolve passively 
lcads to escalation of debt to GDP ratio in  the medium term to  over 
1 0  per cent undcr a pure dcbt iinancing sccnano. In a monctary financ- 
ing scenario, the consequcnccs arc more sevcrc, "such an ancmpt would 
lcad to a vicious circlc of largc dcficit, highcr monctary financing, more 
inflation lcading again to largcr dcficit and so on." This pnpcr raiscd, for 
the first time in India thc inadcquacics of the traditional conccpt of bud- 
get dcficit to rcflect thc truc magnitudc of fiscal gap. Thc altcmativc 
conccpts of dcficit prcscntcd in thc papcr providcs economically meaning- 
ful ways of analysing and evaluating the govcmmcnt fiscal programme. 

Prof. B. B. Bhattacharya in his comment raiscs two intcrcsting issues 
on thc paper, the nccd for evaluation of the govetnmcnt's nct worth and 
thc interaction bctwecn public dcbt, intcrcst ratc and cconornic growth. It 
may be however noted that in thc Indian context the former aspect is 
difficult to study bccause of limitations on the data front which makc it 
difficult for a comprchcnsive accounting of govcrnmcnt assets (real and 
financial) and liabilities. The Iattcr aspcct of the comment addrcsscs a 
vital point in that the sustainability of public dcbt must bc sccn in terms 
of the impact it has on private investment and capital f o r r n ~ '  lon. 

The most feared conscqucncc of the fragile fiscal situation i s  thc 
threat of solvcncy of thc govemmcnt, a qucstion addressed by Buitcr and 
Pate1 through the public scctor prcscnt value budgct constraint. Applying 
the inter-tcmporal solvcncy constraint rulc, it can bc shown that for the 
government to .remain solvent at a futurc tcrminal datc, thc prcscnt value 
of future taxes and scignoragc minus the discounicd value of thc govern- 
ment expenditure pust  cqual thc nct initial liabilities (liability minus as- 
sets). In such a finite horizon economy, thc solvcncy constraint rcquircs 
that the public dcbt at thc tcrminal datc must be non positive. But, i f  thc 
economy is dynamically incfficicnt, that is, intcrcst ratc stays bclow 
growth rate for infinite pcriod, then the solulion can bc on the lincs of 
"Pond Garncs" where government pays off its dcbt and intcrcst by rcsort- 
ing to funhcr borrowing. This, howcvcr, is an cxccptional situation. and 
cannot hold iorcvcr. By the hclp of thc intcr-temporal solvcncy constr:lint 
rulc, ihc authors demonstrate that givcn the fiscal slilrlcc tI1;11 pnvsilcd in 
the mid 'ciphlics thc Indian public s c a m  faced clle il~rc;tt of insolvency. 
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Although govcmmcnt could choosc to linancc its budgetary gap by using 
thc option of inflation tax, this will imply high cost in lcrms of 
unsustninablc rise in priccs and cvcn thc maximal usc of thc 'inflation 
tax' will bc insufficient to tidc ovcr thc solvcncy gap. Suggcsting fiscal 
rctrcnchmcnt, the aullion obscrvc that tl~c fi~ciil crisis might first mi~nircst 
itsclf in a forci&.y cxchangc crisis, cvcn though India's cxtcmal dcbt bur- 
den is mocicst. 

A critical qucslion that thc fo~mal solvcncy tcst raiscs is about lhc 
right mcasurc of national dcbt: should i l  bc cxtcmnl dcbt alonc or both 
intcrnal and cxtcmal dcbt? For, this is imporrant as govcrnmcnt can 
amortisc a part of its inlcmal dcbt through pricc inflation wl~ich is 
cquivalcnt to dcbt rcpudialion. This point is vcry apprc)priattcly rriiscd by 
Alan S. Aucrbach in his commcnt. Sccondly, what thc solvcncy tcst im- 
plies is: whcthcr thc currcnt fiscal policy slancc can go on forcvcr with- 
out inviling problclns with rcgard lo lhc crcdibilily of tllc fiscal pro- 
gramme. Govcmmcnts can manage lo pull on with thc fiscal problcm for 
a long timc if thc rcal inlcrcst r;ltc dtxs not cxcccd thc grow01 ralc, but 
cvcntua1ly such a condition cannot bc main~nincd for long if dclicit is 
incurrcd for unproductive purposes, and certainly not sustninablc for an 
cconorny that is susccptiblc to loss of intcrnntional confidcncc. 

A signiiicant part of thc book focuscs on thc fcclcral fiscal transfers 
i n  Intiia parlicul;~rly ~ h c  issucs involving thc critcria of distribulion of 
Ccntral transfcrs among thc Stalcs. Two papcrs, onc by M-Govinda Rso 
and Vandana Agarwal and thc othcr by M.N. Murty and Pulin B. 
Naynk, cxplorc the shot1comings of thc prcscnt ar~xngcments and suggcst 
allcmativc dcs ips  of fcdcral transfcrs. Thc objcclivcs of fcdctal transfcrs 
arc to offsct Ihc I'iscal disi~dvi~nlagcs of thc poorcr stalcs and raisc lhc 
lcvcls of sc~viccs providod b y  lhc Sl:itcs when: lhcy arc dclicicnl. In lhis 
conlcxt ii propcr nsscssrncrlt of unit cost of providing scrviccs and cxpcn- 
dilurc nccds of cach SLi~lc bccomcs an csscntir~l prcrcquisitc to achieving 
an cfIicicnt fcdcrr~l transfcr S ~ S ~ C I I I .  Rao and Agarwnl attempt to mcasurc 
cost indiccs and lcvcls of public scrviccs i n  a decisive voter's utility 
maximisalion mocicl. Thc problcm poscd is: an individunl maximiscs his 
utility by choosing a lcvcl of composi~e privatc goods, ccrtalin lcvcl of 
public scrviccs and tax ratcs so that thc rnrirginal ratc or substitution 
bctwccn public and privrllc goods cquills thc marginal cost of providing 
tllc scrvicc. Trimsla(ing this modcl into cstimablc cost functions across 
major carcgory of public scrviccs, thc authors point out thc cxistcncc of 
significiir~t cost diffcrcnccs bctwccn tkc p r c r  and richcr Statcs and argue 
in li~vour of sizablc incrcasc in rhc outlay of the formcr calcgory o f  
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Slaics. Somc uscl'ul commcnts on thc papcr by G .  Thirnmaiali and Atul 
Sanna pr()vi(ic [llc basis Ibr an objccdvc asscsslncnt Of lhc criteria pro. 
posed by t l~c  authors. The tr;~nsrcr dcsign proposcd by the  aulhors 
]lcilvily dr;lws h m  markc1 signals, viz., thc pricc Clil~licity dc~nand for 
scrviccs, wllcrc;ls mosl of thc govcmmcnl scrviccs iu'c non-markclnblc in 
nalurc. Tlli~11111ai;lh nolcs 1ll;tl thc objcctivc Of ensuring minilnum public 
scrviccs lo all the pcoplc living in n fcdcralion is "palcrnalistic" and 
sllc~ultl not bc ~nixcd up wilh prcfcrcnccs arid olhcr mllrkct signals. In- 
slcad hc ilrgucs lhr11 Ccnlri~l trrlnsfcrs should bc appropriately rclatcd to 
lllc budgclary decision ol' Stalcs, whcthcr or n o t  i t  stirnulalcs State cx- 
pcntiirurc on the inlcndcd linc. 

T l~c  same problem has bccn addrcsscd by Muny and Nayak from a 
dil'fcrcnl thcorclical slandpoinl. Rcsourcc ~rrinsfcrs arc airncd at promoting 
tl~c objcciivcs of cflicicncy iuid tiislrihutional cquily. Econo~nic cflicicncy 
is conccrncd wilh cflicicnl all(xation of rcsourccs by a Slnlc with a vicw 
to milximising tlic St;~tc Do~ncstic Prtxiuc~. Ccnlral 1rnnsI'crs in a dcvclop- 
ing fcdcrnl counlly should thus bc dcsigncd wilh thc objcclivcs of improv- 
ing rcsourcc alltxalion by cncoumging Statcs lo undcrtakc wclfarc-improv- 
in: marginal rcIonn in thcir linanccs. Given thc autonomy of Stntcs to 
Icvy scvcriil taxes, rcvcnuc policics of provincial govcrnmcnts c'm go con- 
trary to thc nalional objcclivcs of rcducing tax induccd disto~lion in the 
economy. In this contcxt, thcrc is a nccd to gcnr the transfcr mcchnnism 
towards cncour;~ging thc Sliitcs to undcrtakc tax rcforms in the linc with 
lhc Ccnlrril Govcmmcnt. Tlic aulhors cxaminc this issuc through the rulcs 
of oplirnal tax tlicory, ;lnd undcrscorc thc wclfarc improving role of a 
coordinalcd approach in designing tax rcfonn in Ccntrnl and provincial 
Govcmmcnts. Thc modcl applied to India provcs an important point that 
lllc currc~il ~ncllitxl of rcsourcc trrtnsfcrs docs no1 providc inccr~tivc for thc 
provincial govcrnmcnts to undcriakc budgctnry rcforms with a vicw to 
improving cITicicncy and dislribulional cquiiy. Tiic altc~nativc critcria sug- 
gcstcd by llic authors takc into account frictors such as State incomc, lax 
cfrorl, rcciprtxal of ;m indcx of cflicicncy of Slate t;ixcs, S~atc  pcr capila 
consumplion and rcciprtxal of iin indcx of inctlualily in  thc distribuiion of 
incomc/consumplion jn thc Slaic. Sincc rcsourcc tcinsrcrs would not only 
bc rcl;~ted to lllc ICVCIS of thcsc indiccs but also to thcir incrcmcnlril val- 
ues, tllcrc will hc inccnlivc for Statcs to uncicicnakc budgetary rcforrns in 
anlicipalion of highcr tr~tnsfcrs. 

Thc cornrnenl on the popcr by Nicholas Stcrn mnkcs iin inlcrcsting 
u~mparison of critcria bascd on 'nccds', 'rights' and 'inccniivcs', which hc 
cells as ~ l ~ c  notion of 'dcscns'. I-lc argues i h n  :ilthougl~ t l~c  inccntivc 
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aspccl has iI prominent rolc to play in lhc thcorctical dcsign prcscnlcd by 
thc authors, ii docs no1 indccd play such ill1 important rolc in thc cmpiri- 
cal analysis, sincc t11c csilcria proposcd by thc authors arc no1 signifi- 
cnntly dil'fctcnt from tliosc undcrlincd in tlic Financc Commission's formu- 
lac. Thc sccond commcnl on t11c paper by M. Govinda Rao, lnakcs somc 
intcrcsting reading. Is it juslificd to basc thc ccnlral transfers on such 
critcria which providc induccmcnt to cconom ic growth? Is cconornic 
growth of a St:~tc mcrcly a Sunction of ils bucigctary politics? Whilc 
thcsc conccrns arc undcrslandablc, it nccds also to bc apprccialcd that 
S talc budgetary rc fonns arc absolutc prccontiition to 111c i~nprovc~ncnt in 
thc gcncrnl fiscal situation. Untlcr thc  cxisting arfiungctncnt for rcsourcc 
dcvoludon a largc wciglil lilts bccn pl;~ccd on population and liscd disnd- 
vantagcs through thc hctor of pcr capita Stntc incomc. Whilc this has 
gonc to corifcr sotnc right on Statcs to rcccivc dcn~ral lr-ansfcrs ~hcy arc 
u~idcr 110 commilmcnt Lo improvc cflicicncy in the mobilisation ;~nd usc of 
rcsourccs. Linking ccnlral transfers to certain cl'licicncy improving lax 
rcli>rrn at thc Slatc lcvcl is a very wclco~nc proposition in ihc prcscnt 
context o f  liscal rcronn. 

An intc~csting account of tlic evolution of 11ic Iiscal systcln in China 
by Jinglian Wu rcllccts tl~c p r o b l c ~ s  cncou~itcrcci by Centrally planncd 
economics in instituting vialblc Liscal rclbnn. China had a chcyucrcd his- 
tory in bringing scfonn lo thc lisca~l scctor cvcr sincc tlic Sonnation ol' 
Pcoplc's Rcpublic of China in 1949. It may bc recalled that as carly as 
1979, ' administrntivc dcccntrali sation' was cnvisngcd whcrc micro and 
macro ccono~nic decision making powcrs wcrc left to 111c provincial gov- 
crnmcnts and tlic govcmmcnt cntcrpsiscs. Undcr this dispensation, loci11 
govcrnmcnls wcrc givcn somc sourccs of fixcd incomc and flcxiblc in- 
come. IS 11icsc ~ w o  ~ogctlicr cxcccd tlic stipulated local cxpcndilutt somc 
of ~ h c  rcvcnucs collcctcd by ~ h c  provincial govcrnlncnts arc rclumcd to 
thc Ccnlral Govcmmcnt: in lhc oppositc case, provincial govcmmcnts 
would rcccivc support from tlic central govcmmcnt. Thc rcrosm psoccss, 
notwilhslundiiig its iiilcndcd purposc ol' making llic ptuvincial govcmrncnts 
morc autonomous, prcxiuccd sc~ious ncgativc rcsults which wcrc manifcslcd 
in high inflrtlion, ricccnlualion of ~-cgion:il disparity, lrtrgc undc~utiliscd in- 
dustrial cirpncity, local protectionism and scgrcgntion of thc domestic mar- 
kct. This happcncd ;IS loci11 govcmrncnts misuscd lhcir rights or laxation 
and conccntralcd cxccssivcly on building up thcir own entcrpriscs which 
could not bc viablc givc~i lhc markct dcm;tnnd and cost conditions. While 
tllc rcSo~m did not succccd, it could no1 bc rcplaccd by an altcmi~tivc ci- 
tlicr as pcoplcs' fiti 111 on aciministr,~livc dcccn11-alisa~i on was warming duc 
lo ciclcriorii~ing ccono~nic cnvironmcnt. As ProScssor Wu notcs "fiscal rc? 
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limn is rc1;itcd to the choice of rcfornls strrltcgy .... and the rcalignmcnt 
of vcslcd inlcrcsw ..... As yct, lhcrc arc no signs of such a rcl'orm being 
implcmcn~cd". Thc fund;imcntal qucslion currcnlly facing China is: 
whcthcr to rclum l o  highly ccntrr~lizcd fiscal syslcm or lravcrsc through 
lhc diflicultics and obsl;~clcs brought about by thc mnrkct-oricnlcd rcforrn 
bascd on fiscal dcccntr;~lisalion. 

Thcsc problcms arc not unique Lo China alonc; in fact, they havc a 
gcncr:~l prcscncc in most crstwhilc Centrally plnnncd cconomics whcrc 

. tile inslilulional ~cfonns havc not bccn pursued .lo thc cxlcnt ncccssary for 
maximising bc~~cfi is  thrown opcn by thc markct mcchnnism. As the 
book has rightly suggcstcd, political constraints Sonn 1hc grcalcst obstacle 
lo lllc cmcrgcnce of a viablr: and cfl'jcicnt fiscal scclor in lhcsc econo- 
mics. 

Thc sccond part of thc btx>k dcals with lax models and thcir applica- 
tion to lhc dcvcloping and ccntr;illy planncd cconomics. Six papers in- 
cludcd in lhis part cxplorc in considcr:iblc dcpth. thc slructurc ol' taxaiion. 
in dcvcloping countries and how oplirnal tax theory can bc uscful in an- 
swcring somc of thc problcms filccd by thc pl:~nncrs in designing tax 
rcfonn. Christopher Heady and Prildccp K. Mitrri puT forwitrd a modcl 
for dcsigning commodity taxalion in an cconomy whcrc somc production 
is ccntrr~lly planncd and somc subjccl to dcccntraliscd dccision making. 
Using thc Chincsc cconqny as ;in cx;imilc thcy arguc that wl~ile standard 
optimal tax rulc would suggcst unifo~milp in commodity tax rate such a 
rulc may not bc vcrp uscful in thc conrcxt oT ccntr;tlly plnnncd ccono- 
mics, whcrc b;rckward shif~ing of taxcs in ~ h c  prcscncc of pricc controls 
has signilicanl distributional implications, A similar Bsuc is addrcsscd by 
Milri~ in anothcr papcr whcn: hc cxnqiincs thc tarirf dcsign in a rcvcnuc- 
constraincd cconomy. Hc scts up an intcl~cmporiil modcl to cx;iminc thc 
cogs and bcncSils of protcctivc- tariff and suggcsts thc rulcs for optimal 
tariff slruclurc in thc conrcxt of a rcvcnuc s11on:igc 'cconotny. Applying 
Lhc modcl to India, Mi trii otjscrycs that uniforrni ty in protcctivc tar- ff is 
a rc:isonably good policy option for the country from thc view p i n t c  of 
wclfarc, and slrcsscs thc rncrit in pursuing.co-ordinatcd rcform of tariff 
itnd domcstic tilxcs that scts cuc Icvcls in accordfincc with thc public 
rcvcnuc rcquircrncnts, and cstablishes raw structure that, whilc adminislra- 
tivcl y simplc, is scnsidvc LO considcr;~tion of cquity, cflicictlcy and protcc- 
tion. Thc rcsulls of lhc sludy assumc signilic;~ncc fiom two major consid- 
cralions. Firs(, uniform t;~rifl' r;rtc is arlministr;tiivcly casp to handlc and 
can lciri to signific;int improvemcni i s  wclfil& by irdl~cing cconnmic dis- 
tortions ~ u s c d  by tli ffcrcnlii~l prolcclion st ructu rc. Sccondl y, uniform 
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ratcs will rcmovc rcnt-sccking opportunity from the tariff regime, thereby 
contributing dircctly to cfficicncy. It may be, howcvcr, noted that uniform 
tariff, though optimal, may not always bc a prcferrcd option for the 
countrics whcrc thcrc cxist sufficient ground for providing diffcrcnt protcc- 
tion lcvcls to difrcrcnt industries bascd on such considcrations as value 
addcd or cmploymcnt. 

The papcr by Paul G.Hare examincs the economic consequences of 
tax and pricing dccision in thc prc-libcralisation cconomics of Eastern 
Europc. Thc distortion gcncrdted by the rcgimcs in thcse economies were 
many, principal among which an: the individual approach of negotiation 
with cntcrpriscs that did not take into account the conscquences of dcci- 
sions clscwhcrc, thc incfficicncy in thc use of inputs by cnterpriscs, and 
the wcak link bctwccn resource allocation and profit. 

A lypical probfcm associatcd with thcse cconomies is the lack of in- 
ccntivcs for innovation or the kinds associated with competitive market 
psoccsscs. In the abscnce of market clearing mechanism the command 
systcm is drivcn by administrative pricing rulc which crcatcs problem of 
shortages. Consequcnlly, the kinds of innovation that firms are most likely 
to undcrtakc arc in thc nature of reducing uncertainty of input suppries. 
Since invcstmcnt dccisions are not guidcd by pricc signals but respond to 
ways of ovcrcorning shortages, thc production system tends to be verti- 
cally intcgrntcd which incrcascs input use and inefficiency. Professor 
Harc nolcs that as thc old command systcm is rcplaced by the market 
mechanism, thc role of taxcs and subsidics in influcncing investment in  
thcsc countrics would cmcrgc strongcr than at present. Streamlining 
growth in these cconomics depends on invigorating the innovation process 
and making invcstmcnt morc clficicnt. Thus rcquires that public policy 
should bc dcsigned towards eliminating distorting taxes and subsidies, 
enforccmcnt of bankruptcy rulcs, casicr conditions for new entrants into 
thc markct, 'a proper credit policy and morc importantly, withdrawal of 
thc bulk of production activitics from the State through proper 
privatisalion policy. 

Tllc papcr has righlly obscrvcd [hat planning and public finance in 
Ccnlrr~lly Planncd cconomics am not intcgratcd through rational principles; 
rathcr, tax and subsidy policics play only a secondary role where too 
much c~nph;isis is plr~ccd on so callcd matcrial balancc. As the role of 
pricc fitctor in rcsourcc allocation is cnhanccd, tax and subsidy policies 
would cmcrgc important public policy tools for achieving thc stated na- 
tional ccotioniic objcctivcs. 
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A conlrovcrsial aspcct of taxation in dcvcloping countrics rclatcs to 
taxation and pricing policics in agriculturc whcn: the conflict bctwccn tax 
theory and praclice is vcry much widespread. Public policics involving 
ngriculiurc in developing counlrics posc scvcral dilcmmas. But what con- 
cerns most is resolving Ihe dilemma of mccting thc public invcstmcnt rc- 
quircmcnts in agriculturc while kecping thc tax burden on this sector to 
the minimum. Onc sidc of thc argumcnt is that agriculturc should be 
heavily tnxcd a the economic cost of such a tax is vcry littlc, givcn the 
low price c1;isticity of supply wliilc at the samc timc it is argucd that the 
policy should favour high invcstmcnt in agricultur;~l infrastructurc which 
has high social marginill return. Tlic othcr side of thc argumcnt is that 
agricultun: should not bc taxcd hcavily bccausc this will encourage farm- 
ers to press f i~r  public provision of a11 sorts of complcmcntary invcstmcnt 
in  agriculture. A contribution from David Ncwbury holds the first vicw 
and argucs that investmcnt in agricultural infrastructurc has favourable 
implications for supply position, which by increasing the taxable surplus 
in agriculturc will hclp government to mop up additional tax rcvcnuc. 
This, howevcr, givcs risc to anothcr sct of problems. A rise in rural liv- 
ing standard increases thc supply pricc of urban labour and rcduces the 
taxablc surplus in thc modcrn scctor. Thc question that thc author ad- 
dresses is whcthcr thc social rctums on invcstmcnt arc bclow or above 
thosc at markct pliccs (world priccs). Hc dcmonstratcs through thc hclp 
of a dual economy modcl that if prices of agriculturc scctor can be insu- 
lated from urban food prices, thcn the social marginal product would 
exceed that mcasurcd at distorted agricultural output priccs. In the case 
whcre agriculture is taxcd via trade taxcs, thcn i t  i s  not casy to say 
whethcr run1 price signals arc misleading or nol. Thc arguments for tax- 
ing agriculture and invcstmcnt in rural infrastructurc bccomcs strong if 
the modem (industry) scctor expcricnccs cconornics o f  scrile whilc agricul- 
ture cxhibits diminishing return to scale. 

This contribution has some praclical policy rclcvance for dcvcloping 
countrics. If agriculture cannot bc taxed directly bccausc of scvcral non- 
economic factors, thcn undcr-pricing of agriculiural oulput can be wclfare 
aupcnting policy if this implicit tax is ploughcd back to rural scctor by 
way of infrastnrctural investmcnt. Thc conclusion is bascd on the critical 
assumption that agricultural supplics arc scnsiiivc to invcstrncnt in infra- 
structure but not that much sensitive to pricc. Whilc this assumption 
sccms reasonable in the context of dcvcloping countries, what the modcl 
sccms to have missed out is thc rnlc of huge input subsidies in thc pric- 
ing policy for agricultural output. 
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As obscrvcd by Ranjnn Roy in his commcnt the modcl takcs an or- 
thotiox vicw on dcvcloping economics about thc 'rural' and 'urban' sec- 
tors and 'tEididona1' and 'industrial' scctor. Thc significant prcscnce of 
'ngro-industries' in rural arca docs not find a place in the model. The 
assumptions that hnncrs arc identical and that thcrc is no rcversc rnigra- 
lion in lhc spslcm arc somc of thc othcr shortcomings of thc modcl. 

A parlicularly intcrcsting contribulion includcd in ~ h c  book is that of 
Nicholas Slcrn on thc problcms o f  thcory of hxation in dealing with the 
dynamic issucs rclaling to growth. Hcrc hc discusses thc qualitative as- 
pccls of tax systcm and how optimal taxation which is at the ccntre of 
thc nonnntivc tax ihcory, is ablc lo subscrvc the objcctivc of cconomic 
growth in a dynamic cnvironmcnt. The devclopmcnt of, lax thcory has 
bccn largcly confincd to static modcls, which usually assume that the rcst 
oS thc cconomy is pcrfcclly compctitivc and suflcrs from no markct fail- 
urc. Givcn thcsc basic conditions, thc objcctivc of tax policy is to 
minimisc lhc distortions crciitcd by taxcs to an otherwise cfticicnt market 
condition. On thc othcr hand, while thc growth thcorics throw hclpful 
insights into saving and invcstmcnt policics in dcvcloping countries they, 
trcat thc long-run growth as exogcnously dctcrmincd by factors such as 
populati()n and technical progrcss. In more rcccnt pcriod, however, in- 
creasing attcntion has bccn drawn to thc influence of public policies on 
thc long-run growth rate. Stcm shows how thc basic elements of tax and 
growth thcorics can bc drawn togcthcr and to what extent the static tax 
thcory can rcflcct thc dynamic considerations rclcvant for growth. For 
cxamplc, hc shows that while optimal taxation and efficient production 
condilions suggcst unil'onn tax ratcs across commocii tics, in thc dynamic 
fs~~mcwosk, whcrc intcr-tc~nporrll consumption dccisions assume signficance, 
thc tax basc rc1cv:int for oplimality shifts from consumption and income 
to cxpcndi turc. 

S o ~ n c  o f  thc othcr factors which assume significance in the dynamic 
conlcxt arc thc psoblcrn of dcaling with transitions, cxpcctations, timing 
and duration of policics which have important consequences for savings 
and invcslmcnt dccisions. Thc author poscs an intcrcsting question with 
rcgnrd to taxation of exlcmnlitics associated with growth process. Accu- 
mulation of knowlcdgc, or lcarning by doing is likc ,m externality which 
flows likc a by-product Srom invcstmcnt. Knowlcdge may also arise due 
to invcstmclil in rcscarch and devclopmcnt. If the govcmtncnt is the sole 
providcr of such invcs~mcnt, thcn the pl~blcm of taxation fmm the theo- 
rclical stantipoint is firirly straight forward. But the fact that private in- 
vcslmcnt gcncratcs knowlcdgc, creating extcrnalitics, would mean that 
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taxation issucs do not remain simple and straightforward. Thcrc is also 
thc issue of 'dynamic inconsistcncy'. Thc fulurc tax policy announced by 
govcmmcnt in the prcvious pcriod may no longcr look optimal whcn it 
comes to i~nplcmcntation in the currcnt pcriod. Stem notcs that this is 
so since thc passagc of time makes ccrtain disinccntives/inccntivcs irrel- 
evant. 'Dynamic inconsistcncy' may also arise duc to change of govern- 
mcnts, which crcatcs cxpcctalions about the futurc changcs in tax policy. 

Some of these issues raiscd by Stcm provide uscful insights into the 
current stage of development of tax thcory and the agcnda for future re- 
search in this arca. Indccd thcsc issues arc particularly rclcvant for the 
developing countries, where thc institutional dcvclopmcnt and changing 
sectorrll composition of thc cconorny opcn up ncw challenging arcas for 
tax policy in addition to thc dynamic aspccts considcrcd by Stcm. 

It is intcrcsting as wcll as and intriguing to note that while the devel- 
opment of normative tax thcory has rcvolutionaliscd thc basic thinkings on 
the economic cffects of taxation, thc optimal tax rules have never had a 
significant impact on thc actual shaping of the tax policy in many dcvel- 
oping countries. On the othcr hand, practical considerations such as ad- 
ministrative feasibility and othcr constraints had a more dccisive influence 
on the design of tax reform in thcsc countries. In this context, a paper 
by Vito Tanzi providcs an illumunating rcflcction on the influence of 
Fund - supported progmnme on thc tax rcrorm dcsibms in thc devcloping 
countrics. The Fund advice on tax matlcrs is mainly confincd to rcndcr- 
ing technical assistrance to mcmbcr countrics. Howcvcr, to thc cxtcnt that 
taxation issucs have a bearing on the gcncral fiscal condition, they have 
formed an important thrust arca in thc adjustmcnt programme rccom- 
mended by the Fund. Tanzi mcntions that whilc arriving at thc dcsiclble 
tax structure, the IMF considers such factors as govcmmcnt priorities, the 
countrics' macro-economic situation, lhc strcngth and honcsty of tax 
.administration, the existing statutory tax slruclurc, thc structure of the 
economy and a variety of othcr factors. Thc Fund is gcncrally conccmcd 
with efficiency aspccts of taxation which Icd it to rccommcnd lowcr tax 
rates and broadcr tax basc. In thc indirect tax rtrcas thc Fund missions 
have a strong prcfcrcnce for replacing tax on forcign tr;tdc by domcstic 
indirect taxes, although such a policy rccommcntiation has not bccn found 
feasible in most Cases. othcr pefcnrrf options in tllc Fund tax rcform 
dcsibw are the intmduction of Valuc Added T a x  at a minimum diffcznti- 
atcd ratc, and the use of cxcisc tax to discoumgc ccnain sumptuary con- 
sumption. 
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It would bc fsir to rccognisc that the typical Fund supported 
programmc has thc shon-tcm objective of rcstoring rnacro-economic irn- 
balanccs in thc economy in vicw 01 its bearing on thc country's balancc 
of payments, whilc taxation issucs arc conccrncd with structural rcforms 
UI thc cconomy. Howcvcr, lo lhc cxtcnt that fiscal imbalances are duc 
to low lcvcls of taxation as comparcd to cxpcndilutc ovcrruns, the rccom- 
rncndations of thc Fund conccming a particular tax structure docs assumc 
si~mificancc in the formation of tax policies in borrowcr countrics. 

To concludc, thc book is an outstanding contribution to the litzraturc 
on public cconomics in dcvcloping countrics and cconornics in transition. 
As we havc notcd, i t  covcrs a wide spcdrum of issucs in public finance 
in thcsc countrics and provjdcs uscful insighls into thc type of problcms 
that thc dcvcloping counlrics have to tacklc in their crforts towards 
achieving sustainable growth through thc instruments of fiscal policy. 
Thc atlractivc fcaturc ol the book is its complctcncss in tcms of achicv- 
ing a right blcnd of thcory and empiricism in prcscnling thc issucs rclat- 
ing to taxalion policy and macro-cconomics of public financc. Thc ana- 
lytical rigor with which cach subjcct has bccn dcalt with makcs the book 
a particularly intcrcsting piccc of rcscarch work, worth comparing with 
similar outstanding conlributions on lax policy in dcvcloping counlrics. 

Madhi~si~<lan 'Mohanty* 

* Sl~r i  Madhusudan Mohonty is  Director, Dcparlt~tcnt of Economic Analysis and 
Policy. 



Agr-icultural Dcvclopmcnt Price Policy and Mar-kctcd Sur- 
plus in India: Stucly of GI-een Revolutios Region, I)y Rnn~esh 
Chand, Conccpt  I'ublishing Company, New Dcll~i, 1991, Pp.128, 
Price : Rs. 100 

Supply rcsponsc studics will1 rcspccl to changcs in producl/Siictor 
priccs in thc agricullurt~l contcxl arc gcncrally ntlcmplcd from two pcr- 
spcclivcs, i.c. (a) supply rcsplnsc o f  agriculluri~l oulpul (nioslly individual 
crops scp;iralcly) oflcn proxicd by rcsponsc of accrilgc undcr a crop or 
yicld pcr acre; and (b) supply rcsponsc of mnrkclcd/~narkc~abIc surplus 
often acijuslcd for difTcrcnl Iiolding sizcs. Thc broad consensus wliich 
cmcrgcs Srorn most such stuciics in the India11 contcxl is [ha11 cvcn lhcwgll 
f'nrmcrs rcspond posilivclp (irrcspcctivc of tlic holding size) to pricc 
incentives, thc cla~sticilics tl~cmsclvcs arc quite low. On thc otlicr h;uid, it 
is Pound that hvourablc pricc stlucturc Icads to carly diflusion and I'l~stcr 
adoption of ncw tcclinology to which tlic oulput and markctablc surplus 
both rcspond posilivcly with a highcr magniludc in t c n s  of clasticilics. 
Givcn tllc low lcvcl of tcchnoloyy to which a substantir~l pi112 of Indian 
agriculture has bccn cxp)scd so k~r ,  i~ tilrgcl of oulput cxpi~nsion could 
bc all;~incd only ~Ilrough substanti;ll inccnLivcs in lcrrns of pricc hikes. 
Agricultur:~I Pricing Policy in India, as it has cvolvcd ovcr llic ycars, has 
dl;~wn upon ~1lis ralionnlc. Howcvcr, tlic varicd and acivcrsc distribution 
aspccls o S  such policy in~crvcnlion by 111c Govcrnmcnl hnvc bccn widcly 
dc baled. 

Tlic growing demand for foodgrains (cvcn c;~sh crops) fucllcd by 
a increasing population and rising nominal incomcs, ncvcrlhclcss, calls 
for policy c f f o ~ ~ s  on tlic supply sidc. Empiric;~! sludics cncompr~ssing diT- 
fcrcnt rcgions and l i~nc  periods on various aspccts of supply rcsponscs 
assumc imporlancc, as Dr.Ramcsh Chand argues in his book "Pricc 
Policy and Markcled surplus in India." This is a major iicndcniic conlri- 
bution on ~ l i c  issuc of ;lggrari;ln surplus i n  India. The Slate of Punjab, 
sclcclcd as lhc licld arca of rcscarch, has bccri empirically srudicd for lhc 
pcriod 1977-78 to 1979-90. Against ~ h c  backdrop of thc findings and 
policy prescriptions or  somc or  ~ h c  major empirical studics on supply 
rcsponsc donc in Indi;~ and clscwhcrc, set oul in Chaplcr 2 of thc book, 
Dr.Chnnd rldvocalcs a break from thc state of thc art in tcnns of mcth- 
txfological approach i n  Chriplcr 3. Hc specifics a mcxlcl in  thc form or a 
nonnnliscd quaciratic p1ut7t function gcncraliscd Tor various clops (in his 
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stutiy, lor wlicilt, paddy, cotton and gram), givcn ccrtain vnl-iablc and 
lixcci inpuls. Tlic P~ctor demand (for humiun labour, fcrtiliscr and animal 
1;lbour) and output supply cqualions arc then dcrivcd from thc prolit 
fur~clion (output supply considcrcd as rcsidual of profit and cost) and the 
rnodcl is cstirnatcd by using Zcllncr's Seemingly Unrclatcd Rcgrcssion 
(SUR) mctlitxi to computc vririous pricc clasticilics of Ihclor dcmand and 
ollrplll supply. 

Unlikc most otlicr sludics wllcrc 'thc rcsponsc oS markclcd su~plus is 
tcsrcd ngainst product pricc changcs, output lcvcls, land lcnurc systcms, 
ctc., thc mi~rkctcd surplus funclion which has bccn cmploycd hcrc, has 
bccn so n~odcllcd as to study Lhc rcsponsc to both product and factor 
psicc movcnlcnts simultancously. This is approprialc sincc markctcd sur- 
plus ~ I i ~ ~ t i c i I i c ~  cstimnlcd from such a rnodcl gives a n  idca aboul the rc- 
quircd cxtcnt of product pricc adjuslmcnts which nccd to bc cffcclcd 
tllrough policy cll;lngcs in orticr lo attain distributive and wclkirc goals. 

In a sojoun~ to thc statc of agriculiurc in Punjab (Chaplcr 4), Dr. 
Chand unticrscorcs the impon;~ncc of agricullurc in shaping Chc Slatcs's 
cconomy (as also thc national cconomy). Aftcr a dctailcd accounl oS the 
rcsults ol' tlic modclling cxcrcisc, Dr.Chand prcscnls thc Sintiings of lhc 
study which arc rcvcaling and havc substantial policy implicalions. Thc 
rcsulls which arc tl~rown up by this empirical cxcrcisc arc in consonance 
with lhc results of carlicr studics. Normr~liscd quadratic profit functions 
cxprcss profit as a funclion of nonnaliscd priccs of vnriablc inputs and 
lcvcls of lixcd frlclors. Pn~iit tcnds to Iitll whcn variablc input priccs in- 
crcasc and riscs whcn lcvcls oS land, capital, and inigation asc incrcascd. 
This is bo~mc oui by Dr.Clland's lindings. 

Furthcnnorc, its cxpcclcd, whilc thc elasticity of dcmand for inputs 
with rcspcct to input psiccs was found to bc ncgativc (indicating that 
input usc incrc;lscs will1 fill1 in priccs), thc rcsponsivcncss of inpul dc- 
ni:tnci t o  oulput pricc movcnicnls was positive. Thus rcmuncrativc oulput 
priccs can spur dcmand for iriputs providcd llic input priccs risc at ;t 

lcsscr ctlc  ham thc output priccs. Thc cxisling pricc s~ruclurc i n  India so 
f i~ r  has, howcvcr, bccn such that the ncgativc cfScct of factor priccs on 
cmploymcnl has hardly bccn compcnsatcd by tlic positivc cffcct of out- 
put priccs o n  cmployrncnl. This rcvcals thc labour displacing naturc of 
thc prcscnl pricing policy in India. Thus, as thc aullior rightly obsctvcs, 
givcn thc lcvcl of lixcd fiiclors and technology, if thc objcctivc is lo  

mainlitin ;I corist;tnl lcvcl of fitrtn cmplo)lmcnl, lhc output priccs must bc 
incrcnscd by 100 pcr ccnt 01' ltlc risc i n  fr~ctor priccs. 
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Esdmatcd clasticitics (Tor factor inputs) also attcst on thc one hand to 
thc cornplcmcnlarity bctwccn fcniliscr usc and dcmand for human labour 
and on thc othcr, to thc substitulability (onc way) bctwccn dcmand,for 
human labour and bullocks. Thus a rcduction in fccrtiliscr prices and an 
incrcasc in thc bullock priccs could wcIl incrcasc thc dcmand Tor human 
labour. 

As  regards thc fixcd factors of production thc cstimatcd elasticities 
showcd thrit arcs undcr a crop and imgalion wcrc thc most important 
fitctors contributing to gcncralion of cmploymcnt whilc capital uscd in the 
fonn o f  irnplctncnts and machincry had a ncgative (but insignificant) 
impact on the dcmand for labour. Joint clasticitics with respect to all 
fixcd ktctors estimated to indicatc thc scalc elasticity of labour dcmand 
was Sound t o  bc lcss than one for all crops, indicative of crowding out 
cfrccts duc to expansion of scalc on human labour cmploymcnt. 

Thc csli ~natcd output supply functions (measuring the rcsponse of 
output to ch;tngcs in hctor/product priccs) conformed the hypotheses that 
output pricc has a positivc cSfcct and factor priccs a negative cffcct on 
output supplies. Fixcd factors (thcir Icvcls) also showcd positive supply 
rcsponscs. Howcvcr, thc rnagnitudc of price clasticitics of output were 
Sound to bc significantly low. Joint clasticitics of fixcd factors (in tcrms 
of Icvcls) cxhibitcd constant rcturns to scalc for cotton, diminishing re- 
tulns for gram and whcat and marginally incrcasing rcturns to scalc for 
paddy. Thcsc findings arc in conformity with thc rcccivcd view that by 
manipulating product priccs or by incrcasing thc Icvcls of use of fixed 
fiictors, i t  is  not possiblc to achicvc thc dcsircd incrcase in agricultural 
oulput. It.is thc diffusion and adoption of m d c m  tcchnology on a large 
scalc tlli11 sccm to bc thc answer and i positivc pricc incentive is actually 
thc indircct slilnulus for incrcasing output by encouraging scientific culti- 
valion. Thc rclalionship bctwccn the use of modcm tcchnology and output 
priccs has not rcccivcd its due attention. Thc importance of thc nccd to 
focus empirical altcntion on thc tlicme a~iscs from thc tacit acceptance of 
a positivc relationship at policy lcvcls without dciinitivc cvidcnce in India. 

Thc rcsponsc o f  markclcd sutplus to changcs in priccs is most impor- 
tant from i\ policy point of vicw ils i t  dccidcs thc availability OF 
hodgrains for thc urban populiition and givcs an idcn about the inter- 
sccroral rcsourcc trr~nsfcrs. Wtlilc the dircct pricc cffccts on marketed 
surplus is dctcnnincd by thc rclativc srrcngth of positivc (rcduccd con- 
sumption) and ncgnlivc (iargcr film incomc and conscqucntly higher con- 
sumption pulls), it is thc rcsponsc of mi~rkclctf surplus to output changes 
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as a rcsult of change in oulpu~fiictor priccs which plays a marc dccisivc 
rolc. 

In thc study, thc responsc or markctcd surplus of whcat to its price 
was found to bc Lwicc as high as the pricc rcsponsc of gross output, 
and thc rcspnse of nct income was substantially hi@cr than thc rcsponse 
of markctcd surplus. As the cstimatcd clnsticitics show, if thc objcctivc is 
to maintain a constant lcvcl of markcted surplus, whcat pricc should be 
incrcascd by 69 pcr ccnt of thc rise in factor priccs and paddy priccs by 
exactly thc extcnt of thc rise in factor priccs, and that such adjustments 
in output priccs would incrcasc thc nominal f;irm incornc by 21.7 pcr 
cent for wheat and 31.1 pcr ccnt for paddy rcspcctivcly. Thc importance 
of technology is brought out clcarly through lhrcc sccnarios workcd out in 
thc study. In thc most realistic of thcsc variants, with a 2.2 pcr ccnt 
population growth, and an incrcasc in product priccs to tlic same cxtcnt 
as the incrcasc in factor priccs, productivity growth of 1.1 per ccnt in 
whcat and 2.0 pcr ccnt in paddy is csscntial to match thc incrcase in 
rnarkctcd surplus with the risc in population. 

The study is notable for its incisivc dcpiction of the truc nature of 
the agricultural pricing policy in India. Thc prcscnt pricing policy, as the 
author finds, (of adjusting product priccs LO factor costs, cost-plus bcing 
onc or m;ijor approaches followcd by thc CACP whilc fixing various pro- 
curcmcnt priccs) has bccn just sufIicicnt to maintain a constant lcvcl of 
markctcd surplus and thus certainly is labour displacing. It is only a full 
cost pricing that would achicvc a constant lcvcl of labour cmploymcnt 
and this would also mcan highcr markctcd surplus. But in the abscnce of 
technological advanccmcnt in agriculture and givcn thc highly skcwcd na- 
ture of distribution of incornc and wcalth in India, such a mcasurc would 
funhcr dccpcn thc cxisting incqualitics. 

Howcvcr, now that technological advanccmcnl on a largc scalc in In- 
dian agriculture appcars a rcmotc possibilily, lhc qucslion that arisc arc: 
what should bc thc appropriaic pricing stratcgy and whcthcr the prcscnt 
stratcgy of "constant markctcd surplus" has furthcr intcnsificd thc 
disproponionality in ihc intcr-scctoral rcsourcc transfer rncchanism. Thcsc 
questions have not bccn adcquatcly dcalt with by Dr.Ramcsh Chand. The 
present pricing policy and thc resulting forccd commercialisation in Indian 
agricullurc has bccn criticiscd for having forcibly increased ~ h c  markctcd 
surplus of small and marginal farmcrs (i.c. distrcss sclling in the post 
harvest period at lowcr priccs to buy subscqucndy when priccs arc high) 
and also for increasing thc slaying pawcr of 1;lrgc frtmcrs with grcntcr 
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markclablc surplus Lh:in acru:llly m;irkctcd (and markctcd whcn the prices 
arc high anci oftcn lo Lhc small and marginal farmers and landless 
labourers, iI subst:mli:~l chunk of thc foodgrains markct still bcing in the 
infortnal scctor). Thcsc, in turn, havc sct in a vicious circlc OX pcrpctual: 
cxploi tation consti tuting constant paupcrisation of the pcasantuy and 
prolctcrisalion of thc masscs. But Lhcsc issucs arc gcnctally grossly nc- 
glcctcd. Likc most studics on thc subjcct, thc distributional implications 
havc also bccn givcn a lowcr priority lrcntmcn in this book, which 0th- 
ctwisc has cxhibilcd a mrc yu:tlity of technical cxccllcncc on thc subjcct. 

Sitika~ltlla Pattanaik* 

* Sliri Sitik;tn~lia I'itttanaik is  Hcsenrch Officcr in thc Department o f  Economic 
Analysis cY: I'olicy. 




