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Reserve Bank of India Occasional Papers
Vol. 15, No. 3, September 1994

Exchange Rate Expectations and Export
Performance

Himanshu Joshi*

Programmes aiming at external account stabilisation and cmploying exchange
rale adjustments nced to be buttressed with stability in domestic prices. Employing
an cmpirical cxpectations and risk generating mechanism for the nominal exchange
rale, this study adduces cvidence that conditional expectations about cxchange rate
causc cxports. However, since this evidence is true only for the case when domes-
tic prices arc also taken into account, it suggests that it is not only nominal depre-
ciation that causcs cxports but that the cvolving domestic price situation is of
cqual critical import.

Introduction:

Esscntially as a responsce to the critical devclopments on the cxternal
payments front and the long overduc nced for structural reforms, a good
number of changes have been initiated in the trade scclor of the Indian
cconomy. A crucial changc was introduced in the cxchange regime in
March 1992 when the managed cxchange ratc regime gave way to the
liberalised dual ratc regime popularly known as the liberalised cxchange
ralc management system [LERMS]. In this system, there exisied two dis-
tinct rates - an official ratc meant for cssential imports and a market rate
for the rest of the transactions on the trade account. A ycar later, from
March 01, 1993, thc rupce was fully floatcd on the trade account
whereby all exchange transactions were allowed to be put through at
market rates. In introducing full convertibility on the trade account, the
disincentives to exporters that existed in the LERMS were climinated. At
the heart of these salient changes also lay the basic presumption that cx-
change rate adjustments could play a crucial role in providing incentives
o cxporters. Keeping the real exchange rale at realistic levels could allow
cxports 10 be more profitable than domestic sales and thercby lcad to an
~accelerated inflow of investible resources into the export sector and con-
scquently incrcased export growth. While this rcasoning may seem plau-
sible, there arc other problems to contend with. 1t is well known that
favorable exchange rate adjustments alone may not be sufficient to cnsure

*  Dr. Himanshu Joshi is Assistant Adviser, Department of Economic Analysis and

Policy. The author is grateful o the anonymous referee for the comments on the
original draft.
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a stcady growth in cxports. Onc has not only to cnsure satisfaction of
the classical clasticitics problem that is cnshrined in the traditional
Marshall-Lemer condition but also carry out critical amends in the do-
mestic stancc in respect of the prices and wages policy. There are also
problems associated with the distortionary effccts of discretionary tariffs
and subsidics that might attcnuate adjustments undcriaken in the cxchange
regime. The policy maker may also have to watch out for situations
where major competitors could upstage cxchange rate adjusiments with
rounds of pricc cutlings and competitive devaluations. Finally, not the
least, cven il depreciation improves the external current account, it leads
to incrcased flow of national incomc and cxpenditure through the  ‘for-
cign trade multiplicr which could lead to price increases in a state of
depressed cconomy or through higher wage demands that follow such
price increases. In this condition depreciation will be quickly foHlowed by
price inflation. Somc cxperts also arguc that a depreciation, cither man-
aged or that under a flex ratc system, is inherently troublesome -from the
point of view of income-distribution. This is because a stable cquilibrium
in the forcign exchange markct could hardly be found lcading to the
proverbial chasing of the will-o’the-wisp [Patinaik,1991]. Subject to' these
caveats, the beneficial role that depreciation plays in improving the BOP-
can nol be denicd. In view of the above it scems opportunc 1o study. the
cmpirical relationship between depreciation: and export performance by
employing ceonomectric techniques: on the available data.

India has followed over the ycars a policy of stecady depreciation of
the rupee, marked especially afier 1985 [“...(cg.,) an cstimate. of 30 per-
cent real depreciation vi-a-vis the G-5 currencics over the period 1980 to
1989 scems to be popularly accepted” {Rajaraman.[,1991}]. Nominally the -
rupce has continuously depreciated against the US dollar, a major invoic-
ing currency. The rupee was devalucd twice in July 1991 in response to
the precarious forcign exchange situation cxisting then. Consequently, af-
ter 1991 the nominal rupce-dollar rate has depreciated faster within a
relatively shorter period of time. After the introduction of full float (and
Jthercfore, the abandonment of the ‘adjustable peg’) on trade account in
1993 as mentioned carlicr, it is expecled that the volatility of the nominal
cxchange rale would increase over time in accord with the changing fun-
damentals of the cconomy. It is this expectation about increased variabil-
ity or risk that would concern the policy maker and exporter alike. In
this paper we address the problem of risk and expectations associated
with exchange rate and their  cffects upon the cconomic decisions under-
taken by cxporters. 1t is cxpecied that the analysis which takes explicitly
inlo account risk and cxpectations associated with the cxchange rate may
help in shedding some light on the behaviour of exporiers.
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Econometric literature is replete with analyses that treat risk  as an
important factor in decision making. Risk analysis has found application
in scveral arcas of interest after the publication of Engle’s seminal paper
in 1982. Engle’s method, popularly termed the ARCH [autoregressive
conditional heteroscedasticity], apart from its useful applications in macro-
cconomics and financial markets, has also found ample use in studics of
markets for individual products wherein producers were expected to react
to conditional expectations and risk associated with sale price.

In this paper which is organised in three parts, Section II discusses
propertics of an ARCH model and cfficient cstimation procedure. Section
HI contains a description of data uscd and the cmpirical results. Finally,
Scction 1V provides conclusions as implied by thc empirical results.

SECTION II

The Rationale for ARCH Models

With the advent of rational expectations rcevolution, attention has
tumned to- methods of tdentifying information sets employed by agents to
form cxpectations. Over the past few years attempts have becn made to
modcl cxpectations using rclevant information scts in keeping with the
rational expectation hypothesis. However, a more than overbearing atten-
tion was focussed on' cxpected mecan as a result of which scant effort
was devoted to formulating strategics for operationalising conditional vari-
ance of risky variables that could be fruitfully used in decision making.

The concept inherent in the ARCH modcels of today was summed up
succinctly by Mandelbrot(1967) way back in the late sixties that vari-
ances of cconomic and financial variables' change over time and gencrally
large (small) changes tend to be followed by large(small) changes of ei-
ther sign. In other words there exists a temporal persisience of informa-
tion-arrival (Clark,1973) that pcriurbs or influcnces certain series over
certain cpisodes so  that volatile periods are followed by relatively tran-
quil pcriods. An ARCH modcl is dcfined preciscly to mimic these occur-
rences so that this ‘temporal clusicring of outliers can be used to predict
their occurrence and minimize their effects’ (Engle,1982). Owing to this
unique structure, ARCH regression models are uscful altemafives to more
‘complex regressions which have non-ARCH disturbances and might be

expected 10 pick up cffects of variables omitted from the estimated model’
(Engle,1982).
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ARCH modeclling has been put to a vast range of applications in
empirical rescarch. The survey paper of Bera and Higgins [1993] gives a

bird’s cyc vicw.
y

“The ARCH modcl is uscful not only because it captures somc styl-
ized facts, but also because it has applications to numecrous and diverse
arcas. For cxample, it has been used in asset pricing to test the
CAAPM, the I-CAPM, thc CCAPM and the APT; to dcvclop volatility
tests for market efficiency and to cstimate the time varying sysicmatic
risk in the context of the market modcl”. The paper gocs on 1o say : “It
has been used to measure the term structure of interest rates, to develop
oplimal dynamic hedging stratcgics, to examine how information flows
across countrics, markets and asscts, to pricc options and to modcl risk
premia”, Besides as the paper argucs, “in macrocconomics, it has bcen
successfully used to construct debt portfolios of developing countrics, 10
measure inflationary uncertainty, to examinc the rclationship between ex-
change rate unccrtainty and trade, to study the effects of central bank
interventions, and to characterise the rclationship between the
macroeconomy and the stock market”.

Estimation and Inference - ARCH Models

In sctting up thc ARCH modcl one normally dcploys, for the
choscn risky variable, an autorcgressive set [assuming lagged values of
the dependent risky variable as the compositc information sct] as a
‘catchall' for all rational information for sciting up the structurc for tcm-
poral expectations in the form of a main dynamic lincar rcgression cqua-
tion, stochastic errors of which arc ensconced systematically into the aux-
iliary ARCH conditional varance specification. Therefore, the conditional
variance is implicilly also a function of the past rcalisations of the risky
variable in question.

There is ample rationale for using the ARCH model in  the  present
casc as shown for example by Nachanc and Ray (1993). Using frequency
domain tcchniques, Nachane and Ray show that there is a convincing
evidence that nominal cxchange rates of ten different currencics follow
ncither Gaussianily nor lincarity. ARCH and GARCH modcls comprising
multiplicative non-lincarity, thercfore, have more impressive forccasling
performance when compared to simple regression models, ARMA time
scrics or simple random walk modcls of cxchange ratc.
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For purposcs of illustration, as in technical details given in
Englc(1982), assume a simple autorcgressive model for a risky variable,
say, current nominal cxchange rate (NER)

NER = f (B(L) NER_, B) + ¢, | A I

where B(L) is a polynomial lag opcrator, B is the vector of parameters
and ¢ is a stochastic discrcle crror term with a normal conditional dis-
tribution rcpresenicd as

¢! @ = N(Oh)

where h is time varying conditional variance of ¢ and @ is an informa-
tion sct that includes past valucs of NER.

It is cvident from the given model structure that the conditional ex-
pcctation of NER can be gencrated from the informed autoregression
dcfined in 1. Engle’s ARCH then assumcs that time varying conditional
forccast variance h, of NER can be structured of order g as

which allows the forccast variance h, 1o vary sysicmatically over time.
Equation II formally dcfincs an ARCH proccss wherein a systematic
structure is imposcd on the process goveming conditional variance.

Estimation of ARCH maodel is based upon a log likclihood function
derived from the distributional propertics assumed for ¢. Since all
obscrvations in 1 and Il arc conditionally nommally distributed, the joint
density pertaining to vector ¢ is the product of all conditional densitics
and thercfore the log likclihood is the sum of the conditional normal log
likelihoods corresponding to 1 and II. If 1 is the average log likelihood
of the i obscrvation and T the sample size then

L =yT =1 e 1L

I =-12log h - 1/2 ¢/ h, e v
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without the usual constants. Log likelihood function III can be maximiscd
with respect 1o unknown paramcters fB’s and a’s appearing in I and II,

respectively.

Maximisation could be carricd out employing onc of the several
numcrical - optimization routincs available in the menu. Such maximum
likelihood (ML) cstimation of unknown parameters bestows quantifiable
gains in efficicncy. An intercsting featurc of the ARCH model is that it
could be used to generate time varying instrument for risk (volatility) for
any risky variable (hcre NER) which could thence be employed for pur-

poscs of dccision making.

Estimation of the ARCH modcl is valid under certain regularity con-
ditions. The first of these states that the estimates of coefficients in the
. conditional variancc function be non-ncgative. The sccond condition statcs
that in order for the ARCH process to be stationary, the following con-
straint for the existence of even moments ought 10 be satisfied.

r
a" nm (2j-1D) < 1 e \Y

!

J=1

where 2r is the order of the even moment. Subject to the satisfaction of
these conditions, an ARCH modcl is a superior modcelling procedure for
stochastic processes that have time dependent variance in comparison with
other robust procedures designed to handle large crrors or outliers. Once
estimated and regularity conditions arc satisficd, the empirical estimates of
unknown parametcrs can be plugged back into cquations I and 1l to gen-
erate empirical instruments for conditional expectations and risk. It may
be noted that this approach towards genecrating risk instruments appears 10
be empirically more suitable than usual mcthods (such as generaling risk
~instruments by cmploying recursive estimates of the variance over time,
using a moving average scheme on standard deviation of arbitrary orders
of past growth rates or employing lagged valucs of squared innovations)
owing to improvements achieved in the efficicncy of estimates.



EXCHANGE RATE EXPECTATIONS 193
- SECTION H1.
Data and Model Specification

ARCH modcl ol an appropriate -order was cestimated using the nomi-
nal cxchange rate serics. The data employed in the study are as follows:
1) nominal Re/US § rate, 2) thirty six country cxport weighicd nominal
cffective exchange rate index [NEER] published by the Rescrve Bank of
India, 3) exports in US dollar terms, and 5) WPIL or wholesale price in-
dex of all commoditics with basc 1981-82. The empirical cxercisc is
bascd on  monthly data obtained from RBI Bulleting over the sample
pcriod which spans a pcri()d of March 1988 0 April 1994, Whilc no
mcechanistic descasonalising procedures arc used, a dummy to control (or
inordinately large depreciations was ecmployed in the autoregression (Equa-
tion D' One could have used Nominal Effcctive Exchange Ratc {NEER}
insicad ol nominal cxchange rate in the first case but preliminary inves-
tigations showed that corrclation between NEER and the simple nominal
Rc/US § raic was of the order of -0.96, and significant at 1 percent.
The rupce dollar rate is, thercfore, a consistently good proxy for the
NEER as also a dircctly obscrvable ‘incentive indicator’ from the point
of view of the cxporter.

An investigation of the descriptive statistics of the nominal exchange
ralc scrics shows that the while the sample mecan is Rs 22.76, the stan-
dard deviation is 6.88. Also, while the unconditional sample skewness is
just about zcro, the sample kurtosis(-1.74) is lcss than ils normal value
of 3. A Jarque-Bera(JB) test for joint nomual kunosis and skewness gives
a value of 68.65 and rejects the normality hypothesis. The  Box-Ljung
portmantcau statistic at calculated at 24 lags also rejects the hypothesis
ol strict white noisc for the nominal exchange rale data. This cmpirnical
cvidence implics that the data scries show both cxcess kurtosis and pos-
scss  non-lincar dependency among observations. These attributes of the
data allow one 1o justifiably cmploy an cmpirical ARCH model for fur-
ther investigation and inference.

Empirical results

The cstimated ARCH model for  nominal cxchange raic s pre-
sented in - Table 1. While the choice of order of autorcgression in the
mean cquation in the model was based upon Akaike Information Criterion
(AIQ), the selection of lag in the conditional variance function was based
upon the locally most powcerful(Engle 1982) Lagrange Muliiplicr Test
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(LM) with a sxgmﬁcam t-value of 2.45 for the first lag. Since the lags
in both the mean and variance equations have been chosen systematically
using appropriate hypothesis tests, the likelihood function was optimised
without specific constraints. It is well known that arbitrary weighting pro-
ccdures for lags could imply imposing undue restrictions upon data which

- may be unrcasonable.

Table 1

A Model of Nominal Exchange Rate of the Indian Rupee under

ARCH expectations
March 1988 to April 1994

(A).

Nominal Re / US § Excfhange Rate

(1 -0990 L') NER = 0402 + 2.698 Dummy + c,
(241.47) (23.75) (28.31)

(B). Conditional Variance Function :

= 0:000326 + 0.608 ¢*,
(21.05) (13.52)

Log-Likelihood = -535,04 R-squarc=0.99

Convergénce in 19 iterations.

vy

Notes to Table I

. a)

b)

)

d)

€)

Figures in parentheses are respective t-statistics.
NER is nominal Re / US § rate.

The choice of the lag on the exchange rale_autorcgression was based upon

- Akaike' and,Schwarz_ mformauon criteria with ‘2 minimum value of 0.6619 and

0.7063, respectively for the first lag. For specifying the order of the conditional
varance 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.

System (A) and (B) were joinily estimated using a rhaximum likelihood method.
Optimization of the log-likelihood was carried out with a direct search method
due o Berndt, Hall, Hall and Hausman(BHHH, 1974).

R-squarc reported is a simple square of the corclation cocfficient between the
actual and ARCH model predicted nominal exchange rate scrics over the- sample,
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Before  discussing the' results presented in Table I, some characteris-
tics of standardised residuals obtained from thé modcl may be mentioned.
With a Box-Ljung statistic of 12.34, the residuals are found to be scrially
uncorrclated. Furthcrmore, the distributional assumption for the error com-
ponent specificd in cquation I implies that standardised residuals [cﬂi]
should follow a normal distribuition, for an ARCH model to adequately
account for the existence of Ieptokurtic unconditional distribution of the
crror term. However, the estimated skewncss and kurtosis coefficients for:
standardised residuals were such that they reject the null hypothesis of
joint normal (or zero excess) skewncss and kurtosis, The ARCH model,

therefore, accounts for some but not all leptokurtosis in the exchange rate
daia?, :

A graph of actual versus cxpected exchange rate realisations from
thc ARCH model is presented at the end of the paper.

Complementing the empirical results obtained in respect of the ARCH
characterisation in Table I, is a = test of cointegration conducted on the
basis of the mcthod suggested by Johansen and Juselius(1990)®. A three
variable vector autoregression was set up with first difference of natural
logarithms of exports, conditional expcctations of the exchange rate and
the wholesale price index. Trace and Maximum-cigen value statistics for
this system (Table II) suggest that these variables are cointegrated. On
the contrary, if the price variable is dropped, the property of cointegration
“is immediatcly destroyed (Table III). This evidence suggests.that exports
arc dctermined not only by agents expectations of exchange rate but also
by the 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 e¢xports significantly.
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Table 11
Test of Cointegration

Exports, Expected exchange rate and WPI

Hyo Trace Trace (0.95) Max-E  Max-E (0.95)
Fe =2 7.877 9.094 . 7.877 9.094
res= 19.024 20.168 11.146 15.752

=0 44922 35068 25.898 21.894

The 935.0 pereent guantiles are taken from Table A3, Johansen and Jusclius (1990).
The trace test is for a hypothesis of a general altemative o a particular number of
coinfegrating relationships while the maximum cigenvalue test is a test. of e hypoth-
csis for various values of r versus r+1 relationships. All variables are in first difference
of their natural logarithms, respectively. Variables included are 1(1) by ADF test.

Table HI
Test of Cointegration

Exports and Expected exchange rate -

Hyp Trace Trace (0.95) Max-E Max-Ek(().95)

Feo=1 4703 9.094 4708 9.004

R—_— 17.880 201168 12:4573 15752

Explanation is the same as i Table 1.

SECTION 1II

In the modest results presenied: in - his “sludy it is cmpirically demon-
strated  that future conditional' expectation of nominal cxchange rate in
association with domestic prices docs Have a ole in influencing the path
of cxport camings. Volatility of nominal cxchange rate as captured by its
conditional variance, however, docs not have a significant impact upon
export performance. The  evidence available in  rescarch, especially, the
onc obtained by de Grauwe(1988) shows that the dominance of income
cffects over substitution cffects can lead 1o a positive relationship between
trade and volatility. Froot and Klemperer (1989), in a different context,
show that exchange ratc uncertainty can affect price and quantity of
trade, cither positively or negatively, when market shares matter under an
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oligopolistic market sct-up, regardicss of tastes for risk. Yet Kroner and
Lastrapes (1993) show, for a chosen sct of developed countries,, that
volatility has pcrmancent cffccls on trade variables for some countries but
not for others. For the Indian cconomy, however, the failure of causality
between exports and conditional variance (or time variant risk) appcars
to be a result of the authoritics commitment (o limiting harm(ul volatility
in the exchange rate for rcasons widely held. During the period of man-
aged float uptil 1992-93, the raic of cxchange was systematically depre-
ciated and expecled losscs could be considered as negligible. More re-
cently during the LERMS and thereafter, the exchange raic has been
stabiliscd by thc RBI by cither annou'h‘cing a rcference rate or buying
excess supply of dollars in the market, Morcover, it is also well nigh
possible that exporters have been able to assimilate volatility in view of
the existence of a number of other sops: available for cxport promotion.
Volatility has, therclore, so far not been: a dominant factor influencing the
bechavior of cxporters. . :

The cmpirical cvidence  peraining to the relationship between exports,
conditional cxpectation of the exchange rate in association with domcstic
prices conforms 1o the crux of the prevalent policy argument that cx-
change ratc cxpectation could work as a potential factor in dctermining
thc  performance on the cxport {ront. From cmpirical tests of
cointegration reported carlicr, it is obvious that cxport performance would
not only hingc upon conditional nominal cxchange rate expectations but
also critically on the cevolving domestic price situation which would need
10 bc monitored closcly.

Notes

1. A singlc intereept dummy was cmployed in preference to scparate dummies for
changes in. exchange regimes such-as the LERMS and unified raie system for the
reason that time scrics data on nominal cxchange rate docs not show a definite
break as between the LERMS and the unified system. Over the sample period
there arce two distinet jumps which can be reasonably captured by a dummy that
adjusts the intercept appropriately.

2. Lastrapes(1989), for cxample, found like tesults with exchange rate data while
Cochran and Mansur (1993) found similar cvidence with cxcess returns data from
cquity markets, ’

3. Engle and Granger(1987) have suggested a morc comprehensive test of causality
which allows for a causal linkage baween variables stemming from a common
rend. In other words, so long as a set of variables contain a common trend,
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causality must exist in at least one dircction. The cvidence of no causality in
cither direction is ruled out when the variables sharc a common trend. The
method proposed by Johansen and Jusclius(1990) tests for commonality of trends
or cointegration and suggests that in this event a system of varisbles remain in

cquilibrivm in the long run.
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External Debt of Developing Countries
Review of Literature

A. Prasad*

An analytical survey of the literatre that emerged during the last three de-
cades on the issues in external debt gives a clear perception of the theorctical - un-
derpinnings to the cvents that occurred and the strategies that were evolved to
solve the problem. The fact that there was no generalised repudiation of debt or
debt servicing during the ‘cightics brings to forc the deblors’ perceptions regarding
the negative externalities of default. The short-term strategy of India during 1991-
92 including the decision to sell gold with a buy-back option and imposition of
severe import compression measures is a classic instance of a country not wanting
to repudiate its loans. In ‘particular, the findings of the various studics investigating
into the causes of dcbt accumulation point to the need for appropriate policy re-
sponscs 10 insulate economics from external shocks as also the impdrlancc of ex-
ercising fiscal restraint in a stable macrocconomic framcwork which ensures a
stable and realistic exchange rate supportive of export cfforls - issucs which hardly
nced overcmphasis in the Indian context.

There has been a continuous outpouring of writings on the role of
cxtiernal debt in the devclopment process and the problems associated with
it in the last thirty ycars or so. The outbreak of the intcrnational debt
crisis in August 1982 and the concerted efforts 1o cope with it, in par-
ticular contributed t0 cnhanced interest in the subject. The main objective
of this papcr is 10 understand, through an analytical survey of the theo-
retical literature, the various theorctical issucs in cxternal debt and its
scrvicing, in order to gain beticr insights into the cvents that occurrcd
and the stralcgics that were cvolved to solve the problem.

A thcmatic rather than a chronological presentation would enable a -
morc cohcrent cxposition of the issucs involved. The literature has, ac-
cordingly, been classificd under the following hceads:

1. Two-Gap Theories - Studics which analysc the cffects of forcign
aid on domestic savings.

* Dr. A. Prasad is Assistant Adviser, Department of Economic Analysis and Policy,
presently attached to the Scerctary's Department. The author is grateful to Dr.
(Smt.) Malati Anagol for her guidance during the preparation of this paper. The
author is also thankful to Dr. A. Vasudevan for his comments on an carlicr ver-
sion of the paper. Any crrors that remain arc the responsibility of the author.
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2. Optimum Levels of Debt - Studies which stipulate an oplimum or
sustainable Icvel of debt for a country.

3. Creditworthiness - Studies which identify the circumstances under
which a number of countrics cxperienced debt servicing difficultics.

4. Repudiation Risk and Borrowing - Studics which analysc the
theory behind cost of defaults, and incentives for additional borrow-

ings.

5. Debt Overhang and Relief - Studies which discuss policy issucs re-
lating to debt overhang.

6. Causes of External Debt Accumulation - Studics which diagnose
the causcs for the debt explosion of developing countrics, and in par-
ticular the accumulation of cxtcmal debt in India.

1.  The Two-Gap Models

The macrocconomic cffects of forcign aid on the development of Icss
developed countrics (LDCs) have largely been analysed in terms of the
Harrod-Domar growth model which postulated that the rate of growth of
output (g) is a function of the savings ratc (s) and thc incremental
capital output ratio (v). In a functional form, thc modcl argued that g
would be cqual to s/v.. The dual-gap analysis which was in vogue in the
‘filtics and ‘sixtics (Chenery and Strout 1966) argucd that forcign aid
acted as a supplement (0 domestic savings and hence raised the growth
raic 1o (s+a)/v, where a is the forcign aid (cxpressed as a percentage of
recipicnt GNP). The increase in the growth ratc would raisc income and
since it was belicved that the marginal propensity to save was  greater
than the average propensity to save in LDCs, the savings ratc would in-
creasc and the higher growth rate would become sclf-sustaining without
the need for further injections of foreign aid. Thus, according to this
view, inflows of forcign aid would have the cffect of mising the savings
ralc in subscquent periods.

Although there was skeplicism about the role of forcign aid in pro-
moting cconomic growth (c.g.,, Bardhan (1967)), it has had little impact
upon conventional thinking until the publication of two papers by Griffin
and Enos (1970) and Griffin (1970) in which the benefits of aid were
chalienged. Tt was argued in these papers that capital impons, rather than
accelerating development, had in some cases retarded it.



EXTERNAL DEBT OF DEVELOPING COUNTRIES 203

Kennedy and Thirwall (1971) argued that Griffin rejected 100 hastily
the cxplanation that countrics reccived aid becausc they saved a lower
proportion of their national incomc. However, the negative corrclation
which Grilfin found between domestic savings and forcign aid was con-
“firmed by Papanck (1973) from his cross-scction study covering data
from the ‘fiftics and ‘sixtics, thc same period covered by Chenery and
Strout. '

Similar studics conducted by Anisur-Rahman (1968), Arcskoug (1969)
and Weisskopf (1972) concluded that only a (raction of forcign resource
inflows had been additive to domestic savings whilc a large sharc was
used to increase consumption. Mosley (1980) concluded from his cross-
scction data covering the ‘scventics that the ncgative corrclation between
aid and savings of which Griffin and others spoke of, was still strong
and significant.

A voluminous amount of cross-country and time serics statistical
analysis has been addressed to this issue, cssentially regressing domeslic
saving (as the dependent variable) on income, forcign capital inflow, and
at times, supplementary indcpendent variables such as primary cxports,
privatc investment, other cxports and pogulation growth. The results of
several regression studies arc summarised §i Table 1.

2. Theoretical Approaches To Optimum Levels Of Debt

At the theoretical level, a number of approaches atlcmpted to arrive
at an optimum level of cxternal debt. These can be grouped into two
distinct calcgorics : ‘

(i) Modecls incorporating ‘optimising behaviour’, and
(ii)) Non-oplimising models.

Onc approach in the latter catcgory to determine an *appropriatc’ level
of extemal debt for a developing country has been o identify the amount
of debt (or borrowing) which will cnable a balance of payments position
1o be sustainable. A numbcer of non-optimising growth modcls exist
wherein the cmphasis has been primarily on analysing debt dynamics in
conditions that do not give risc 10 cxplosive debt situations. Kaiz (1982)
constructed  a one-scctor modcel with capital  goods imports (0 cxamine
the changes in the cconomy and in particular, response to changes in
terms of trade. Fischer and Frenkel (1972; 1974) uscd a two-scctor
framework 1o analysc debt dynamics.
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Identifying the desirablc level of debt is, however, the objective of
most of the optimising debt modecls. Glick and Kharas (1986) uscd a
social welfare function to examine intcriemporal allocation and dcpicted
cconomics as progressing towards a stable equilibrium charactcrised by
cquality between the marginal productivity of capital, the social discount
ratc and the marginal cost of funds.

Table 1: Results of Major Analysis Regressing Saving on Foreign
Capital Flows

Author Naurc of Number of Effect of
Scrics Countries Forcign Inflow -
A on Savings
} 2 3 4
Griffen and C 32 -0.73
Enos (April 1970) C 13 -0.82
Griffin (May 1970) T ' 13 0.84
Rahman (Fcb 1968) C 31 -0.2473
Weisskopf (Feb 1972) - TC 17 0.227
Papanck (1973) c 85 0.64
Clark (1967) CT 33 0.58

Source: Bhagwati, Jagdish N., “Substitution Between Foreign Capital and Domestic Saving,”
in Grossman, Gene (Ed.) Dependence and Interdependence, Essays in Development
Economics, Vol.2, Delhi, Oxford University Press, 1985,

C: Cross Country T: Time Scrics

Bardhan (1967) and Bade (1972) arc typical examplces of an
intcriemporal optimisation problem. Bardhan’s model postulates that bor-
rowing from abroad, if left to borrowers, tend to be excessive.
‘Atomistic’ private borrowers will fail to take account of the fact that
an increase in the cxtent of (per capita) extcmal borrowing for the coun-
try as a whole raiscs the total cost of borrowing against it and they are
most likely 1o ignore the incrcase in disutility for the nation as a whole
from extra borrowing. They would go on borrowing until the marginal
product of capital at home is cqual 1o the rate of interest (average cost
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of borrowing) in the international capital market, which is an inefficient
solution for the borrowing country. In his model, the optimal path for the
economy is derived for a specific supply function of external finance. In
the steady state, as along the optimal path, the marginal cost of forcign
borrowing will be equated to the marginal product of capital. This condi-

tion, given the supply function of cxternal finance, fixes the optimal
quantity of dcbt at cach pomt of time.

Mc Cabe and Sibley (1976) introduced export revenue uncertainty in
a model similar to Bardhan’s and Badc’s to show a negative relationship
between domeslic savings and external finance. According to the study,
when there is a shortfall in export revenue, savings decline and foreign
" borrowing increases and the converse is true when export revenues rise.
Onc of the propertics of this model is that it cstablishes an inverse rela-
tionship between domestic saving and forcign borrowing. Although
Rahman (1968), Wecisskopf (1970), and Griffin and Enos (1970) had all
argucd that the negative association between the two variables reflected
optimising behaviour on the part of developing countries, none of them
provided an optimising modcl which yiclded such a negative relationship.

Another simple macrocconomic model of optimal borrowing proposed
by Gemmel (1988) found optimal borrowing to be particularly sensitive 1o
interest rate, capital productivity and the extent of foreign flows invested.
This modcl assumed the indifference. of consumers between foreign and
domestic sources of consumer goods. However, in practice, a proportion
of most countrics® output is non-traded and it is often alleged that some
consumers in devcloping countrics reveal a preference for foreign sources
of some domestically available consumer goods. The results of optimal
borrowing modcls which include a non-traded scctor (Dombusch 1983)
suggested that where non-traded sectors formed a significant proportion
of output, additional variables such as ¢xchange rate may be important
for the optimal borrowing decision.

Most of these models’ two-period nature capturcs the notion that a
country which is a net dcbtor in onc period must be a nct creditor for
the subscquent period. However, as country cxpericnces suggest, borrowers
could continue to be net debtors for scveral years and the demand for
borrowing arising out of deficit in the current account could itsclf be a
reflection of structural problems in the domestic economy.

Furthermore, what is viewed as sustainable by the borrowers may not
be viewed in the same manncr by lenders. There is also the additional
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risk of rcpudiation by borrowers. Where the risk of default is serious,
lenders may react in a number of ways which prevent borrowers from
achicving (ex ante) ‘optimal debt’ levels. As some debt models have
shown (for example, Eaton and Gersovitz (1981) and Cohen and Sachs
(1985) which arc discusscd in greater detail in the following paragraphs),
the resulting interactions between borrowers and lenders can produce dif-
ferent, ‘optimal’ debt levels compared to the situation where borrowing is

unconstrained.

3. Econometric Studies Of Debt-Servicing Capacity Of Developing
Countries :

Considcrable intcrest has been gencrated in identifying the circum-
stances under which a numbcer of countrics expericnced debt scrvicing
difficultics. At the intcrnational level, much discussion has focussed on
dctermining the economic variables which should be considered in  pro-
jecting the performance of bomrowing countrics. Some of the earlier stud-
ics by Alter (1961) and Gulhati (1967) providcd only stylistic arguments
for considering one variable or another. The cmpirical literature on cred-
itworthiness does suggest the presence of some systematic relationship
between macrocconomic variables and the occurrence of dcebt crisis.

Discriminant analysis of reschedulings by Frank and Cline (1971)
and Sargen (1977), and logit analysis by Feder and Just (1977), Mayo
and Barrett (1977), Feder, Just and Ross (1981) and Cline (1983) iden-
tified a number of macrocconomic corrclates of debt crisis. A summary of
their results is given in Table 2.

Frank and Clinc (1971) in their pioncering work, investigated into the
quantitative aspects of default probability using discriminant analysis. The
ability of cight indicators o identify debt scrvicing difficultics were tested.
These were @ i) Debi-service ratio, ii) Index of export fluctuations, iii)
Compressibility of imports, iv) Imports/GNP ratio, v) Imporis/rescrves
ratio, vi) Amortisation/debt ratio, vii) Per capita GNP, and viii) Growth
of exports.

Covering the period 1960-68, their data sample contained 145 obser-
vations in 26 countrics, of which 13 were rescheduling cases in cight
countrics. Their results indicated that the debt service ratio, debt-
amortisation ratio and the ratio of imports to reserves were important
corrclates of he debt crisis.
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Dhonte (1975) uscd the principal component analysis to investigate the
rclationship between several economic variables relevant to debt-servicing
capacity. Dhonte used ten indicators of which four were found to be
most significant for the first principal component which explained about
35 per cent of the variation in the sampic data. In addition, two more
variables - dcbt-service payments as a per cent of extemnal debt and debt-
servicc payments as a per cent of debt disbursements were found to be
significant for the second principal component.

Feder and Just (1977) uscd logit analysis to reinvigorate the signifi-
cance of the indicators previously examined by Frank and Cline and oth-
ers. The sample covered the period 1965-72 and contained 238 obscrva-
tions in 30 countrics which included 21 rescheduling cases in 11 coun-
trics. The results of the study suggested that in addition to the variables
indicated by Frank and Cline, cxport growth rate, per capita income and
capital inflows/dcbt service payments ratio appearcd to be significant indi-
cators of debt-scrvicing capacity.

Feder, Just and Ross (1981) improved upon their earlier results by
using more refined data in a logit model. The variables that emerged sig-
nificant in the study werc debt-service ratio, foreign exchange reserves to
import ratio, and the ratio of forcign exchange inflows to debt-service

payments, the export to GNP ratio and the rcal per capitae GNP to US
per capita GNP ratio.

Mc Fadden and others (1985) found that decmand for mnew loans in-
creased strongly with a risc in  debt-scrvice ratio and imports GDP ratio
and decrcased in rclation to rising rcal GNP per capita. Supply of ncw
loans decreased when there were part repayment problems and increased
with risc in dcbt-cxport ratio. The results of the study suggested that
lenders were reluctant to roll over the principal due, thercby creating con-
sidcrable pressure on liquidity when principal payments were high.

Vasudevan and Prasad (1991) uscd the probit approach to analyse
India’s extenal debt repayment problem. Similar 1o Mc Fadden and others
(1985), the study rcgarded the dependent variable (debt-service ratio) as a
dummy variable assuming valuc onc wherever debt-service was 20 per
cent or above of exports and valuc zero otherwise. The authors’ explor-
atory cfforts suggested that for India, moncy supply, terms of trade and
trade deficit were variables on which the policy maker would have to
keep a watch so that appropriatc actions could be undertaken to bring

about a reduction in thé probable occurrence of external debt repayment
problem.
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Table 2: Significant Macrocconomic Correlates of Repayment Crisis in
Developing Countries

(a)
Studies by
Variable Frank-  Grinols Feder-Just- Sargen  Saini-  Cline
Clinc Ross Bates
(1971)  (1976) (1981) (1977 (1978)  (1983)

1 2 3 a4 5 6 7
Debt-Service/Exports + + + ©+
Principal Service/Debt - -
Imports/Reserves + + +
Deby/GDP +
Dcbt/Exports + + +
Debt-Service/Reserves +

(b)
GNP Per Capita . -

" Foreign Exchange Inflows/
Debt Service -
©)
Current Account/Exporls -
Exports/GNP . -
Rate of Domestic Inflation ' T+
Growth Rate of Money Supply +
@

“Growth Rate of Reserves
Growth Rate of GNP Per Capita : -
Total Borrowing/Total Imports -

Source : McFadden, Daniel and others, “Is There Life After Debt ? An Econometric Analysis
of Creditworthiness of Developing Countries”, in Smith, Gordon and Cuddington,
John T., (Eds.) International Dcbt and Developing Countries, The World Bank,
Washington DC, 1985.

(a) Variables with significant effccts arc indicated by sign of effcct. Note that these studics
differ in countries and time periods considercd and in details in definitions of both
dependent and imdependent variables.

(b) Defined relatives to us GNP per capita

(¢) This variable is multiplicd by the sign of the current account surplus.

(d)  Cline reports significant positive and negative signs on this variable,
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4. Repudiation Risk and Borrowing

A borrowing country is assumed to contemplate not paying ils inter-
national debt when it is : (a) Illiquid, i.c., it docs not have cash on
hand at the moment; (b) Insolvent, ic., incapable of scrvicing debt in the
long run; and (¢) Insouciant, i.c., conscious of the fact that thcre are
economic gains 0 be made by repudiating outstanding financial liabilitics.

The standard thcory of debt contracts docs not allow for debt repu-
diation and rcnegotiation. The thcory assumcs that contracts arc carricd
out as writicn (Townsend (1978), Diamond (1984), and Gale and Hecllwig
(1989)). In practice, however, rencgotiation of debt contracts is not un-
common. The evolution of litcraturc on intcrnational debt brings out
clearly that rcncgotiation and the thrcat of rcpudiation play an important
role in the evolution of sovercign debt. A significant literaturc has
cyolved in recent years which studies the unique characteristics of interna-
tional country . risk. Important contributions have cmanated from (Eaton
fand Gersovitz (1981 a, 1981 b), Sachs (1985), Cohen and Sachs (1984),
Cooper and Sachs (1985), Dombusch (1985), Krugman (1985), Smith and
Cuddington (1985), Scbastian (1985), Bulow and Rogoff (1986),
Aizecnman and Borenszicin (1988) and Borenszicin and Ghosh (1989)).

The lack of simplc cnforcement mechanisms for inicmational debt re-
payment rcsults in a situation where the volume of intcrnational credit is
limited by the cffcctive penaltics associated with defaults. While there arc
many recasons why a country chooscs 1o honour its external obligations,
cconomic analysis has gencrally assumed that debtors compare the cost of
penaltics that might be imposcd by creditors with the benefits of suspend-

ing dcbt-scrvice payments (Dooley and Svensson 1990).

Onc particular attributc of borrowers is that they arc inherently dis-
honest and will default if it is 1o their bencefit (Eaton and Gersovitz
1981). Thus, for cxample, in case of default, creditors could cut off debt-
ors’ futurc access to credit.  They could also block the debtor country
from rcceiving trade credit and cause it o losc some of its gains from
trade. In practice, crcditor countrics may not actually carry out these
threats because logically, trade restrictions would injure the interests of
both debtor and creditor countrics. Further, influcntial interest groups
could persuade creditor countrics against imposing trade sanctions. It is,
therefore, the opportunity cost of default that nceessitates providing coun-
trics with an incentive to repay that makes international lending possible
(Krugman 1985).
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A number of models have taken scriously the possibility of debt repu-
diation by thc devcloping country govemments and have shown that such
a risk radically alters the behaviour of borrowers and lenders. The pres-
cnce of sovercign risk can help to explain credit rationing, debt resched-
uling, conditionality and thc maturity structure of intcrnational obligations

(Sachs and Cohcen (1982) and Sachs (1984)).

Bulow and Rogoff (1986) construcicd a model in which renegotiation
was an cssential part of the borrowing and lending process. Rencgotiation
was representéd as a bargaining game in which cach party’s abilily to
punish the other by dclaying agreement was  a crucial [actor in determin-
ing how much was repaid. Bulow and Rogoff (1988) developed a for-
mal bargaining theorctical model that took -into account multilatcral dimen-

sions of devcloping country debt reschedulings.

Gale and Hellwig (1989) postulated the lender’s ability to punish as a
crucial detenminant of the extent of rcpayment under a situation of incom-
pletc information thus making the Iender uncertain about the value of
cxcreising the' punishment stralcgy. Naturally, the larger the penalty, the
Iess likcly would the  borrower default. In practice, however, penaltics do
not appcar (o be very big and dcfault is not unhcard of (Eichengreen and
Porics (19806).

Cooper and Sachs (1985), Krugman (1985) and Gersovitz (1985)
stressed the importance of creditors’ confidence in preventing liquidity
crisis. There arc, they claimed, two possible cquilibrium conditions in the
credit market; a low level cquilibrium when lenders lose confidence and
pull out causing a liquidity crisis for the debtor country and a high level
cquilibrium when confidence is maintaincd so that developing countries
could roll-over thcir short-term debt without difficulty. Krugman (1985)
stressed a point made carlier by Cline (1983), that for creditors who al-
ready have loans outstanding in debtor countrics, continued lending has a
‘public good’ aspect.

However, this literaturc has little to say about the possibility that
debt relicf could improve the welfare of both lenders and borrowers. This
view is covered by Corden (1988 a), (1988 b), Sachs (1988), Helpman
(1988), (1989), Froot (1989), and Krugman (1988), (1989).
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5. Debt Overhang Hypothesis and Debt Reduction

‘Whereas the litcrature on the risk of debt repudiation provided clucs
regarding country risk, it raiscd important policy questions about what
could be done in a situation characterised by debt overhang. A country
has a dcbt overhang problem when the expected present value of potential
future resources transfers is less than its debt. It is argued that a high
debt burden would reduce the incentive to adjust because all or most of
the bencfits from increased output would go to forcign creditors. Their

argument is that high lcvels of debt acted like a tax on investment incen-
tives (Sachs 1988).

The cffccts of such a. dcbt overhang is analysed in Sachs (1984,
1988 and 1989) and Krugman (1985, 1986, 1988). Thesc papers showed
that the presence of a dcbt overhang may give creditors an. incentive 10
lend even at an expected loss in order to prolect their existing claims
(Sachs (1984) and Krugman (1985). It also brought out that there could
be conflicts between creditors’ individual and  collective interests and that

frec rider problems could constrain the ability to achicve desirable ncw
lending.

On the other hand, the distortions created by the presence of a debt
overhang could be minimised if creditors provided immediate debt forgive-
ness rather than providing new money. Partial forgivencss could provide
more stimulus to growth and adjustment, and to the rcturn of capital
flight. To use Krugman’s (1988) tcrminology, the debt is so high that
countrics are on thc wrong sidc of the ‘debt relicf laffer curve’”

The general argument against debt rclicf is the ceiling argument
which rests  on the premise that as repayment capacity is uncertain, re-
ducing the contractual debt would reduce the ceiling of possible payments
and, if ultimatcly, the capacity (0 pay tums out to bc higher, creditors
would losc. According to the incentives argument in favour of dcbt re-
licf, adjusiment clfort or investiment designed to raise capacity to pay
might incrcase as a result of rclicf (Sachs (1988), Sachs and Huizinga
(1987), Krugman (1988) and Corden (1988 b)). Krugman illustrates this
point on what he calls the Debt Relief Lalfer Curve. Krugman’s proposi-
tion is that beyond a certain point, the disincentive effect of additional
debt is so great that the total cxpected payment from the country begins
to decline. Ultimately, debt could become so high that rcpudiation is in-
cvitable. In Krugman’s analysis, dcbt forgivencss provides a clear gain to
the debtor since it reduces forcigners’ claims on domestic resources. An-
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other argument in favour of debt rclicl is debt-forestalling (Corden 19_88
b). Sufficient rclicf may discourage default and repayments after relief
may be greater than if there has been partial default.

A group of observers have sought to fill the debt-reduction void
through market-based schemes, such as buy-backs and exit bonds. Impor-
tant papers by Hclpman (1988), Dooley (1988 a, 1988 b) and Krugman
(1989) have clarificd the analytics of some of the market-based proposals.
Hclpman (1988) provided a very gencral analysis of debt-cquity swaps
and debt forgiveness. Dooley (1988 a) discussed the pricing of buybacks
and stimulated their welfare cffects. Dooley pointed  out that cxisting
market discounts could not be used to asscss the cost of debt forgiveness
because the anticipation of forgivencss would raisc market prices.
Krugman (1989) incorporated incentive cffects to show that marginal
buybacks and cxit bond offerings arc cquivalent to unilaicral debt relief.

Despite differences, market-based debt reficf schemes as well as pure
debt forgiveness rest on a common fcature: the disincentive to invest cre-
alcd by a substantial debt overhang. Froot (1989) studied the role of li-
quidity in thc design of an optional rclicf plan. According to this
study, countrics that were scverely liquidity constrained were  more likely
to bc on the wrong side of the debt relief Laffer Curve and hence were
the best candidates for an optional rclicf package which should include
new lending as well as partial debt forgivencss.

6. Causes Of External Debt Accumulation

A number of variables influence lending and borrowing decisions of
countrics. Nevertheless, the risc in exicrnal debt can be approximately
modclicd using a supply and demand framcwork for ncw loans. Econo-
mists have cxplaincd the debt crisis by focussing on the current account
deficit. The primary cause of current account imbalances of countrics
has been attributed by a few authors, to inappropriate domestic policics
such as overvalued exchange rates, large government deficits, and a vari-
cty of interventions in domestic markets. Other studics have stressed that
the causcs were cxternal in origin, arising out of declining terms of trade,
high real interest rates and recession in industrial countries.

The cxperience of several Latin American countrics illustrates
the interaction of domestic policy mistakes and global macro-cconomic
developments. Domestic expansionary policics financed by rapid and high
levels of external debt accumulation were exacerbated by escalation in
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intemational interest rates and oil prices and a steep fall in primary com-
modity prices. :

There is plenty of literature on the factors that led to the intemational
debt crisis. Before proceeding into an analysis of the causcs for debt
accumulation in the Indian casc, it is essential to briefly encapsulate the
views in the cxisting literature.

The views in the existing literature can be classificd into three cat-
egorics : i) those which emphasise the role of extemal factors, ii) those
which identify internal/domestic factors, and iii) those which attribute a
combination of both factors-as influencing the incrcase in external debt. -

The linc of distinction between the first and second classification is
very thin and the interdependence between  factors is well recognised.

Studies Emphasising External Factors

William Cline (1984), was perhaps the most emphatic proponent of
this school of thought. According to him, thc global debt problem
stemmed in particular from the first oil price shock. In a broad sense, he
viewed the problem as a conscquence of the transition from inflation to
disinflation in thc world cconomy. Funds that were bormrowed when infla-
tion was hlgh and real intcrest ratcs were low or negative were no longer
cheap in an environment of lower inflation and high real intercst rates. In
his viéw, the problem intensificd in 1982 primarily from the effects of
global recession immediately preceding this period.

Clinc (1985), while recognising the importance of domestic factors -
such as overvalued exchange ratcs and domestic interest rates which led
1o capital flight still found it difficult to believe that more than 30 devel-
oping countrics simultancously went on a binge of fiscal irresponsibility.
The author reiterated that the similar and contemporanecous balance of
payment problems was the result of a common external source, namely
cconomic disruption. Indced, according to him, external shock eroded ex-
port” camings and tax rcvenucs, thercby contributing to fiscal deficits. He
~cited Chile as the casc of a hcavﬂy indcbted -country with v1rtually no
fiscal deficit.

Guttentag and Herring (1985) blamed the  excesses in the commer-
cial banking 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 stressed that
commercial banks continued to lend in support of unsound economic poli-
cics long afier the residents of the borrowing countrics dcmonstrably lost
confidence in their govenment’s policics. The result was that a substan-
tial amount of bank lending was uscd to finance capital flight from the

borrowing country.
Studies Emphasising Domestic/Internal Factors

Rudiger Dombusch (1985) asserted that overvalued exchange rates
and large budget deficits in developing countries, themscelves a related
phenomcena, were often important causcs of cxcessive forcign borrowing.
Countrics with inappropriate domestic policy stances in the ‘scventics
found themsclves vulnerable during worldwide slowdowns, particularly as
much of their dcbt was at floating rates of interest with short maturity.

A massive deterioration of the current account, a consequence of
loose fiscal policy and a-large increase in interest payments, were in
Dombusch’s view, the major source of Brazil’s increase in extermnal debt.
But, he upheld that the increasec in Brazil’s external debt was largely
attributable to failure to adjust thc government budget to exogenous
shocks in the form of international interest rates and incrcased oil prices.

In contrast to the Brazilian case, Domnbusch felt that the major con-
tributor to Argentina’s foreign dcbt was private capital flight (facilitated
by the absence of capital account restrictions). The openness of the Ar-
gentine capital market, in contrast to that of Brazil, facilitated massive
private outflows as the real exchange, rate became increasingly overvalued.
Dornbusch contended that misalignment in the exchange rate affected not
only capital flows but also various components of domestic expenditure,
including privalc consumption and investment, and the govemnment budget.

Despite the surge in  oil cxport volume and prices in the late ‘scven-
tiecs and casy access to intcrnational capital markets, Mexico faced a
more serious economic crisis than its other Latin American counterparts
by the end of 1982. The ingredients of the crisis were a mixture of
those that befell Chile, Argentina and Brazil. Extraordinary debt accumu-
lation occurred during 1979-81 but especially in 1981, the climax year.
Dramatic real appreciation of the peso, massive increascs in public expen-
diture and unsustainably high fiscal deficits led 0 a big import bulge and
ultimately, the flight of the peso. The critical year was 1981 when the
big public sector deficit spilled over into its  balance of payments.
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Mc Fadden and others (1985) did not consider budget deficit as a
contributor to debt difficultics in their econometric model, but their analy-
sis did confirm the importance of rcal cxchange rate overvaluation - at
least for the period between 1976 and 1982,

Discussing the extcmal debt problem of sub-Saharan Africa, Joshua
Greene traced the problem largely 10 govemment actions, in particular the
accumulation of exiemal debt for development projccts designed to im-
prove indusiry and infrastructure rather than to boost cxport production
dircctly. Many countrics opted for major development programmes and
highly expansionary fiscal policics during the commodity boom years of
the late ‘seventics, acquiring extcrnal debt as spending increases outpaced
the rise in tax rcceipts. Growing fiscal deficits and_surging demand for
private credit Ied to rapid monctary cxpansion which in tum led to higher

inflation and overvaluation in cxchange ratcs. This inhibited exports and
promoted imports.

Another factor that contributed to the extecrnal debt burden in sub-
Saharan Africa during the ‘cightics was the rise in international interest
ratcs. Although less important than for markct borrowers, as most of sub-
Saharan countries are official borrowers, a number of countrics including
Botswana, Niger, Nigeria, Kenya, Malawi, Zambia and Zimbabwe had
contracted significant commcrcial borrowings denominated in floating rates
of intcrest. '

Yung Chul Park’s (1985) study on Korea’s external dcbt revealed
that Korea remained creditworthy cven in its tightest days. In Korea, for-
eign borrowing was generally treaied as bridging the gap between invest-
ment and savings. Free capital inflows and outflows were never pemitted.
Park claimed that there was no cvidence that Korcan savings were on
balance rcduced by the inflow of forcign capital.

Studies Emphasising: a Combination of Internal and
External Factors

Jelfrey Sachs (1985) cmphasised that domestic policy choices were
decisive in determining which countrics cscaped the debt trap and which
did not. The dcbt crisis of the carly ‘cightics was triggered off by a
combination of global cconomic cvents ,and domestic developments in the
deblor countrics. The best cvidence of the contribution of global cvents
was the simultancous onsct of the crisis in more than forty developing
countrics. The best cvidence of the role of domestic national developments



216 RESERVE BANK OF INDIA OCCASIONAL PAPERS

was the success or failure of many dcbtor countrics in surmounting exicr-
nal shocks without any cmergency rescheduling.

According to Cuddington (1989), debt-ridden countries typically shared
common characteristics such as highly distorted price systems, overvalucd
exchange rates and inward oricnted trade policics. Further, they often re-
sponded inappropriately to transitory booms and busts, leading to fiscal
discquilibrium and unsustainable deficit financing strategies. A single indi-
cator that perhaps best illustrated the deterioration of the external debt
situation in 1981-82 while at the.same time suggesting that the bulk of
this deterioration was rclated to cxternal shocks was, according to the
author, the difference between the interest rate and the growth rate of
export camings in nominal terms. He explained that unless a country is
running a trade surplus, its external debt tends to grow at the rate of
interest. Unless export eamings grow at this rate or faster, the ratio of
debt to export will rise, making the debt burden in these countrics more

scvere.

In Weisner's (1985) view, no other sct of factors explained more of
the debt crisis than the fiscal deficits incurred by most of the major
countries in Latin Amcrica. World recession and high real rates of inter-
est only aggravated the crisis. The logic of his argument was that larger
fiscal deficits increcased demand and crcated trade deficits both through
the direct income effects and through price effccts which reduced competi-
tiveness of exports duc 1o inflation. To claboratc further, the-author fclt
that behind the growing fiscal dcficits were strong political pressures for
higher spending. As long as external financing permitted total absorption
to exceed domestic income, it was possiblc to accommodate those dc-
mands. But as the world recession worscned and as it became evident
that the additional financing from abroad was not bcing accompanied by
a corresponding increase in exports or domestic capital formation, capital
inflows dropped substantially and the fiscal imbalance bccame an cx-
change rate and debt crisis. While extcrnal financing was easily available,
two fundamental developments took place. First, domestic savings as a
proportion of GDP actually declined in a number of countrics. Further-
more, gross domestic investment rate also actually declined. Countrics
absorbed extemal resources but they used it to increase consumption.

In another study on the Dominican Republic (DR) by Cuddington and
Asilis, it was cmphasiscd that the dramatic worsening of the current
account was the major source of the growth of external debt. The DR
debt crisis that emerged in the ‘cightics was in pan causcd by extcrnal
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conditions; in part it was the result of domestic policy choices. Among
the latter, large fiscal imbalances were arguably the most important. The
authors argucd that four long-tlerm changes in the domestic cconomy of
DR accounted for much of the growth in debt.  These  related to major
changes in the behaviour of investment and savings in public and private.
scctors; the erosion of public scctor finances; the surge in government

consumption after '1976; and adverse trends in government’s rcvenuc rais-
ing ability.

Selected Empirical Studies On the Causal Factor
Studies Covering Developing Countries in General

The following studics focus on cxicmal current account dcficits rather
than cxternal debt.

Khan and Knight (1983) cxamined the dircet quantitative rclationship
between variations in current account and a sct of factors that were as-
sumed to be the main determinants of current account. Using a pooled
cross-scction time-serics analysis for a sample of 32 non-oil developing
countrics during 1973-80, five lactors were identified as having exerted an
important influcnce on the current account positions of non-oil developing
countrics for testing their respective influences. These were (i) terms of
tradc, (ii) the slowdown of economic activity in the industrial countrics,
(iii) thc sharp increase in the level of real interest rates in the intlema-
tional credit markets, (iv) rising fiscal deficits, and (v) appreciation of
rcal elfective exchange rates.

The first three were classificd as ‘cxtermal’ factors and the latter
two as ‘domestic’ factors.

The authors concluded that both cxternal and domestic factors were
relevant in explaining the deterioration of current accounts of non-oil de-
veloping countrics. The most important cxplanatory variable was the
tcrms of trade while the two lcast important factors were growth in in-
dustrial countrics and the time trend.

Manual Pastor, Jr. (1989) followed Khan and Knight (1983) in test-
ing the rclative importance of internal and cxtemal factors in causing
deficits and debt accumulation. This  study covered the period 1973-84
and focussed exclusively on Latin Amcrica. Pastor emphasiscd the impor-
tance of availability of credit to a country and included this variable in
his cquations in addition 1o the varables used by Khan and Knight. The
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new variable for capital availability was mcasured as the ratio of the
previous year's net inflow of long-term capital (o the corresponding year’s
GNP. A ‘financial breakdown’ view was introduced to cmphasisc the role
of the changing availability of capital during this period. Pastor’s results
exhibited a mixed performance. The real cffective exchange rale was: sig-
nificant whereas the budget variable performed poorly. The capital account
‘constraint’ seemed o be important as well.

Scleet Empirical Studies on India

Ahluwalia (1986) used the decomposition analysis to deicrmine the
relative importance of different clements affccting India’s current account
during cach of the two oil shocks. The single Targest clement contributing
to the deterioration was clearly the risc in oil prices. Prices of non-oil
imports, especially in the non-capital goods calegory, also had a rclatively
large adverse impact on the current account.

Kannan (1989) applicd the monctary approach to balance of payments
in India for the period 1968-85 and showcd that central bank’s credit to
Government was a significant factor affecting monctary disequilibrium and
the latter significantly affected different components of India’s balance of
payments. He, thus, showed that to attain sustainable balance of payments
position and to reduce its fluctuations, the monctary discquilibrium factor
should be controlled cither through reducing budget deficit or curtailing
central bank financing of budget dcficit.

Kannan and Prasad: (1992) studied the impact of cxternal variability
on India’s extermal debt. Their paper sought o quantify the role played
by cxtemal factors and their variability in incrcasing India’s external debt.
Extemal variability in this papcr was defined as variability in intcmational
interest rates, primary commodity prices, oil' price and the rupce-doltar
cxchange ratc. Monthly variability was mcasured as the cocfficicnt of
variation of the relevant variable in the preceding 12-month period. Annual
variability was calculated using the arithmetic mean of the monthly cocl-
ficient of variations. Econometric analysis brought out the significant in-
fluence of oil pricc and non-oil commodity prices on India’s cxtiernal debt
(incremental). The clasticity of debt with respect to oil price was more
pronounced as compared with that of non-oil commodity prices. In terms
of variability, intcrest rate and oil price variabilitics revealed significant
influence on incremental debt. However, the study acknowledged that the
impact of domestic cconomic Factors on extermal debt were more impor-
tant in the case of India.
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Prasad (1994) obscrved that ncither internal nor extemal factors in
isolation had any significant impact on cxtermal debt accumulation in In-
dia during 1971-90. A combination of factors scrved to highlight the
major causcs. Moneliscd deficit emerged as the most important cxplana-
tory variablc and alongwith oil prices exhibited a positive and significant
impact on the debt-cxport ratio during 1971-90 and the sub-period 1981-
90. The relationship between real cffective exchange rate and debt-cxport
ratio was inverscly proportional during the period under study. Primary
commodity priccs and 10 a certain cxtent, interest rates lost their signifi-
cance during 1981-90.

Concluding Obscrvations

The above survey gives a clear pereeption of the various aspects of
intcmational borrowing and lending that contributed to the debt scrvicing
problems ol dcveloping countrics. It also instills valuable lessons for
management ol external debt.

The past two decades  highlighted two issucs - the first related (o the
appropriatc size of external debt and the sccond related 10 the manage-
ment of cxtemal debt. Debt capacity has always beens measured in more
than onc way - cither in the form of absolutc level of debt or debt
scrvicing capacity. This survey addresses important issucs  relating o the
determination of the optimal - amount of cxternal borrowing as aiso the
cconometric estimation of the precursors of debt repayment problems. It is
cvident from cxpericnce ‘that developing countrics did not devise any
carly warming systems (0 forecast debt servicing problems in time (0 take
preventive action. o

Although external debt of developing countrics had reached
unsustainable levels by the beginning of the ‘cighlics, there was no
gencralised repudiation of debt or debt scrvicing. This characteriscs the
debtors” pereeptions regarding the ncgative cxternalitics in default, so
succinctly analysed by Eaton and Gersovitz and  others. As clucidated by
Krugman, it is, therefore, the costs of default, by providing countrics with
an incentive to repay, that made international lending possiblc.

The shont-term debt strategy of India to tide over its repayment obli-
gations in 1991-92 is a classic example of a country not wanting o re-
pudiate its loans. Rather than default, which would have been cata-
strophic, the Government sold. gold with a buy-back option, and scverely
compressed imports cven at the cost of contracting industrial growth and
output.
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There is now a widespread agreement that an efficient solution to the
debt problem requircs both debt reduction and cconomic growth. The
Brady Plan is a tacit acceptance of the debt overhang proposition. The
IMF and the World Bank, for the first time agreed to sct aside funds
for debt and debt-scrvice reduction. Initial indications are that the
implementation of the Brady Plan has been successful in removing the
debt overhang in respect of a few Latin American borrowers. The World
Debt Tables (1992-93) shifted Venczucla from the Severely Indebled Low-
Income group to the Moderatcly Indebted Middle-Income Group. Chile has
regained investor status, Mcxico has regaincd aceess to voluntary funds
in (he intemational capital markets and many other Latin American coun-
trics arc on the road to rccovery. Yet, the problem persists for many
countrics. The key to the reduction of the problem lics in sustained re-
forms on the part of the indebted countrics and debt-service reduction on
the part of creditor countrics, banks and multilatcral institutions.

~ The broad conscnsus that cmerges from the literature survey is that
generally, on the domecstic front, unrcalistic cxchange rates and
unsustainable fiscal deficits were largely instrumcental in increasing extcmal
~debt of developing countrics. These were exacerbated by cxtemal factors
such as the cscalation in oil prices, increase in inicmational interest rates
and a fall in primary commodity priccs.

The findings of the various studics point to the need for appropriate
policy responscs (@ insulate cconomics from cxternal shocks. It heightens
the need for policy makers in India to cxplore avenues for increasing
domestic oil production rather than construing it as a problem of extemal
shock. These studics underscore the importance of exercising fiscal re-
straint and opcerating in a strong macrocconomic. [ramework which ensures
a stable and realistic cxchange ratc supportive of export cfforts - issucs
which hardly néed overemphasis in the Indian coniext.
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~ Implications of the Uruguay Round for
Indian Agriculture

Sujan Hajra*

In a bid to shicld their relaiively incfficient agricultural scctors from the inter-
national competition, most of the industrialised countrics so far have followed very
protectionist farm tradc policies and have tricd to keep the issues rclated to trade
in agricultural products out of the bounds of the multilateral bodies like the
GATT. This has affccted the commercial interests of many of the developing coun-
trics including India. This study has shown that inclusion of the issucs related to
the trade in agricultural products within the GATT in a comprchensive manner
during the Uruguay Round is what the devcloping countries needed. This paper
also shows that most of the issucs raised in the debate on the impact of the Uru-
guay Round agrcements on Indian agricultural can be accommodated within the
framework of the agrcements themselves without losing the power of autonomous
decision making or affecting adversely the vulnerable scction of the country’s popu-
lation. Indian agriculturc has much to gain and litle to lose from the Uruguay
Round agreement. '

Introduction

Since the inception of the General Agreement on Tariffs and Trade
(GATT) in 1947, as a matter of dcliberate policy, issucs rclating to trade
in agricultural products have been, in general, kept out of the purview of
this multilaicral organisation till the first concrete step to include them
was made in the Tokyo Round (1973-79). As an outcome of this Round,
somc aspects of trade in tropical agricultural products were brought under
the GATT. But it still left out most of the major issucs, including trade
in temperate and sub-tropical agricultural products. The main factor be-
hind such an outcome has been the continuous persistence of the major
industrialised countrics (ICs) that domestic farm policy of a country is
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necessarily an intcrnal policy matter and should therefore remain outside
the bounds of intcmnational scrutiny and limitations. The US in the past
and more recently Japan and the Europcan Economic Community (EEC)
have held similar positions. Howcever, many devcloping countrics (DCs)
including India have considered such viewpoint as a clear sign of protec-
tionism by the ICs. The DCs, in fact, have time and again demanded the
inclusion of various issucs rclating Lo trade in agricultural products within
the (ramework of the GATT so as to limit unilatcral actions of the ICs
in this sphcre which, as the DCs have claimed, have affccted their cxport
camings adverscly. Against this background, onc would have cxpected the
inclusion of trade in farm products within the GATT in a comprchensive
way during the Uruguay Round (UR). But the manner in which agricul-
wre was trcated in the UR has given grounds for a strong public opin-
ion in many DCs that th¢ GATT provisions arc inimical to domcstic
agricultural development. It is also [cared in certain circles that the Uru-
guay Round Agreement (URA) on agriculture would affect the poorer
strata of the population adverscly and  would also undermine the autono-
mous dccision making process of the government in the context of agn-
culturc.! However, to form any idca about the implications of the URA
on India’s farm scctor, it is very csscntial to address at Icast three spe-
cific issucs, namcly,

() whether, prima facie, inclusion of the issucs on agriculturc within
the GATT is in linc with the interests of the DCs;
(i) whether the broad dircctions of the URAs on agriculture are
~{avourable for the DCs in general, and India in particular; and,

(iii) whether there arc some specific provisions of the URA which can
adversely affect the Indian agricultural scctor and/or the vulncrable
scctions of her population. '

The present study has tried (o lakc'up these specific questions to
asscss the impact of the URA on Indian agriculture.

The study has four scctions. On the basis of available information,
Scction T discusses whether there cxists a casc for inclusion of the issucs
on agricullure within the GATT from the point of vicw of the DCs, in
general, and India in panicular. In Scction 11, an attemipt has been made
o give a smap-shot view of thc major URAs alfecting agriculturc, This
Section has also tricd 1o scc how far these agreements cater 10 the needs
of the DCs. Section NI picks up the particular provisions of thc URA
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rclating to agriculturc which have been the major arcas of public debate
in India. We have also attempted (o cxamine the implications of these

provisions in the current Indian agricultural situation. The last section
presents a summary and conclusions.

SECTION 1
Trade in Agriculture : The Pre-Uruguay Round Scenario

It is widcly recognised that productivity incrcascs in agriculture and
allied activitics in the ICs have gencrally been lower than that in their
sccondary scctor. As factors. of production in the primary and the second-
ary scctors arc not perfect substitutes of cach other and there is no per-
fect mobility of the factors across the sectors, there would have been,
assuming thc play of frce market forces, a large gulf in the rates of re-
turns 1o the grossly similar factors -of production employed as between
the sectors in the ICs. It would have created an explosive socio-political
situation in these countrics. To avoid this, the ICs have, in general, used
farm policies to -cffect a redistribution process in favour of agriculture.
Though there are studics which question the efficacy of' such mechanisms
to meet the desired -end,?  the ICs have nonctheless 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-
centives given to the domestic producers to the foreign producers of simi-
lar products through the channcls of international trade. To put an end to
it, the ICs have followed a policy of relative insulation of the famm sec-
tor from intermational competition. But as the supply elasticities of agri-
culral exports arc gencrally considerably lower than those of manufac-
turing cxports, pricc measurcs like tariffs are rclatively incffective to serve
the nced of such insulation. Besides, a high level of tariff imposed by the
ICs on their agro-imports would attract the disadvantage of being subject
to the GATT rules. Non-Tariff Barricrs (NTBs), on the other hand, re-
- mained largely outside the surveillance of the GATT. NTBs, by virtue of
being opaque, provide high lcvels of insulation to the farm sectors of the
ICs from -intcmational compctition and at the same time, help them to
hide the cxtent of protectionism of their farm trade policies. ’

In thc DCs the situation is, however, just the opposite. Here, the
agricultural scclor scrves a dual role, that of being the supplier of sur-
plus for industrialisation, and also of bcing the supplicr of forcign ex-
change through cxports of primary products. As a rcsull, agriculture in
DCs oficn is the net taxed scctor partly because of the operation 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 eam foreign ex-

change.

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

On the trade policy front, NTBs remained the main form of barrier
to the potential agro-exports to the ICs. NTBs imposed by the ICs took
a complex form. The NTBs included para-tariff measures, surcharges,
variable levies, anti-dumping and countervailing actions, quantitative restric-
tions (like, prohibitions, quotas, voluntary export restrictions, etc.), import
surveillance, 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 per 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
“.(1987) shows that while applying NTBs -to the agro- imports entering into
“their territory, ICs discriminated against those originating from the DCs
~vis-a-vis thosc exported by the other ICs. In 1981 19 per 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,



IMPLICATIONS OF THE URUGUAY ROUND 231

In the case of India, the major portion of agro-exports outside proto-
cols® go to.the IC markets. The levels of tariffs imposed by the ICs on
.these exports were low, gencrally not more than 10 per cent [Asian De-
velopment Bank (1990)]. But Indian agro-exports faced formidable
NTBs in these markets. For example, cashew kemel exports of India to
the US face strict health and sanitary measures. Indian rice and sugar -
exports to the same country faced the requircments of special quality
standards and quota respectively. Japan’s strongly protectionist rice im-
port policy affected the scope of rice exports from India to Japan. Fur-. -
-ther, Japan imposed strict health rcgulations and quality standards against -
Indian exports of coffce to Japan. In the EEC, while expors of coffce

~ from India are subjcct to internal taxcs, Indian tobacco exports to this
country-group face the rcquirement of quality certificate. A considerable

- portion of agro-exports from India to thec EEC comes under ‘voluntary
export restraints’ and ‘anti-dumping procedures’.

[

~There are a number of studics which try to assess the impact of
protectionism of the ICs on the price levels of the agricultural products.
Anderson and Hayami (1986) show that these measures resulted in a situ-
ation where the prices of agricultural products in Japan and western Eu-
rope often remained 100 per cent higher than the international prices.
There are other studics* which show that libcralisation of world trade in
agricultural products can increasc both volume and price of these exports.
At the samc time, such a trade regime would result in a reduction of
‘volatility of prices and of quantity demanded in the international markets
for agro-exports. It is important for India to draw ‘clucs from these stud-
ies that liberalisation 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 cent, and tca by 3 per cent to name a
few.

SECTION 1

" Major Provisions of the Uruguay Round Agreement in the Context of
Agriculture :

There are three major agreements and dec1s:ons of the UR whlch :
solely deal with the agricultural sector. Theseé are : -

(i) “Agrcements on agriculture”; (ii) “Agreements on samtary and‘,
phytosanitary mecasurcs™; and (iii) “Dcc1s1on on measures concerning the
possible negative effects of the reforms on least-developed and net food-
importing developing countrics”. :
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Besides there is lhe “Agrcement on. trade rclaled a%pccts of the intel-
lectual property rights including trade in counterfeit: goods™ which has
direct implications for agriculturc. Then there are many general provisions
of the UR which are likely to affcct trade in agriculture along with trade
in - non-agricultural products but in view of the scope of this article the
implications of such provisions have not been dealt with except by way
of referencing and annotaung ‘the contexts under Wthh other agreéments

could be influenced.

The *“Agrcements on agriculture” sct the objective as the eslablishment
~of ‘a liberalised, rule-based, multilateral trading system in agricultural
products within the purview of the GATT. This agrecment defines the
methods for measuring the domestic support to agriculture and subsidies
to agro-exports provided by the members. ‘It calls for reduction of both
domestic agricultural subsidies and export subsidies on agro-products. In
thé case of non-product specific agricultural subsidies, the agreement stipu-
lates that the yearly level of this should not excced 5 per cent of the
value of total agricultural products of the member in that year. As re-
gards to product specific subsidies, the maximum level is 5 per cent of
the value of the product. However, for the DCs the maximum level is 10
per cent in both the cases. Morcover, the measures of domestic support
exempt certain agriculture related subsidics from their scope. The product-
specific and non-product specific domestic non-exempted subsidies beyond
the maximum -permissive limits have to be reduced 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 agrecment asks the IC members to limit the
budgetary outlay for such purposcs and quantities of exports benefiting
from such subsidies to 64 per cent and 79 per cent of the base period
(1986-1990) levels, respectively. For the DCs these limits are 76 per cent
and 86 per cent respectively of the base period levels.

The agreement under the articles on “market access” instructs the
“members to convert the NTBs into equivalent tariff mecasurcs. These tar-
iffs, in wm, have to be reduced by an average 36 per cent by the ICs
and 24 per cent by the DCs over the implementation period with some
minimum reduction for each tariff line. Members arc supposed to main-
tain the current access opportunities and they have 1o establish minimum
access tariff quotas at reduced tariff rates for farm products when the
minimum access tariff quotas are less than 3 per cent of the domestic
consumption of these items. The minimum access tariff quotas will in-
crease to 5 per cent of the domestic consumption over the implemcentation
period.  However, the members have been provided with discretion 1o
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take action against sudden f{looding of agro-imports.” The level of discre-
tion of a mecmber to take action against imports in such situations is

dircctly proportional to the country’s openness to the imports of such
products.

The implementation period of the above agreement cxtends up o A.D.
2001 for the ICs and A.D. 2005 for thc DCs. There is no need for the
lcast-developed countrics (LDCs) 10 make any reduction commitment with
regard to these agreements. Except for the LDCs all other members are
required 10 provide details of their agricultural support mcasurcs and vari-
ous commitments in these regards as well as in the context of market
access in their national schedules. These national schedules will be an
integral part of the GATT ’94. ’

The “Agreements on sanitary and phylosanitary mcasurcs” rccognisc
the nced for such measures to salcguard the life.and health of human,
animal and plant.  But it trics (0 climinate the arbitrariness in this arca
since it would affect international trade in agricultural products, and trics
to cstablish harmoniscd scientific and international standards in these re-
spects. The agreement atiempts (0 make the transition of the DCs (o such
standard requirements smooth by resolving 10 provide these countrics re-
quirced (cchnical and financial assistance in these matiers. The agreement
also makes the standard requirement of the DC exports more flexible
during the transitional pcriod.

The “Decisions on mcasurcs concerning the possible ncgative cffects
ol the rcform programme on the lcast-developed and net food-importing
countrics” aticmpt 10 minimisc the possible hardship of these countrics duc
1o risc in priccs of agro-products conscquent upon liberalisation of the
agricultural policics. To do so, thc UR proposcs to try to increasc the
food aid and the grant clement of such aid to these countrics. It also
resolves o transfer resources 10 incrcase agricultural productivity and in-
frastructurc in these countrics. The GATT has already started dialoguc
with the Intemational Monctary Fund (IMF) and the World Bank (WB)
to give concessional loans o these countrics for imports of agro-producls.

The provisions relaling to the patents in the “Agreement on trade-re-
laicd aspects of intcllectual property rights, including trade in counterfcit
goods” have a special relevance for the larm scctor. They include issucs
on patenting agricultural chemical products and protection of plant varict-
ics. The agreement allows patentability of both ‘*product’ and ‘process’.
It recogniscs the private nature of a patent right and thus gives exclusive
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right of commercial cxploitation of a patent to the patent holder. The life
for a patent will be 20 ycars. Members have accepted the obligation to
follow substantial provision of the Paris convention (1967), the Stockholm
Act of the Convention for the protection of industrial design. The agree-
ment bars the patentability of animal or plant or the biological process of
production of animal and plant. But, micro-organisms and non-biological
and micro-biological processes arc patcntable. Members are required to
protcct plant varictics through cither  patents or a sui generis sysicm or
a combination thercof. Members, howcever, have the fight to authorisc the
usc of a patent without the permission of the holder in cases of cmer-
geney, non-commercial public use ctc. The implementation period of the
agrcement is 1 ycar for the ICs and 5 ycars for the DCs, the laticr be-
ing extendible up to 10 years in special cases. For LDCs the period is
11 ycars. Howcver, the members arc supposcd 10 accept applications for
patents cven during the implementation period.

From the various provisions of the UR on agriculture, onc could no-
ticc that they arc in the spirit of cstablishing a liberaliscd, rule-based,
multilateral trading system, with concessions cxtended to both the DCs
and LDCs 1o adjust 1o the proposed trading cnvironment. As rulec bascd
and liberalised systems are what the DCs nced, there is very little reason
to call the general spirit of the URA in the context of agriculture anti-
DC. It is, however, possible that certain provisions of the URA on ag-
riculturc arc not in line with the interests of the DCs as a group or of
any particular country.,

SECTION 111
Uruguay Round and Indian Agriculture : Some Issues

The main concerns which have been voiced in many circles of the
country against the provision of the URA for agriculture, in bricf, arc ;

1. The URA puts scrious constraints on the operation of the public
distribution systcm (PDS) of food grains and thus it would affect
the vulnerable scction of the Indian population.

2. 'The obligations 1o reduce domeslic support commitments (0 agricul-
ture will undermine the autonomous decision making process of the
Government of India and thus it would alfcet the agricultural scctor
scverely,
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3. The patenting of agricultural chemicals and plant varictics would re-
sult in a situation where customary right of the farmers on relention
of sceds for future cultivation and exchange would be climinated.

Indian rescarchers would not have the right (o usc patented varictics
of secds for rcscarch.

4. The market access commitments under the UR will result in large

scale import of agricultural products to India and this in tum would
advcerscly affect the farmers of the country. ]

The tenability of these four obscrvations need to be cxamined in de-
tail.

Domestic Food Aid

The URA has lcft the issucs on the opcration of domestic food aid
programmcs and the levels of government expenditure for such purposcs
to the total discrelion of the members, provided such mcasures benefit the

poorer scctions of the population and there is no implicit subsidy 10 the
- farmers through these programmes?.

In India, the operation of PDS, as it exits today, does not fulfill the
rcquirement of targeting it to the poorer section alone. But, recently the
Government has announced its intention of revamping the PDS through
cutting the access of the relatively rich to such channcls. In some states
(c.g. Maharashtra) such an intcntion was in fact put into cflect. So given
the expressed stand of the government to move towards targeting of
PDS, thc present lack of targeting practices is not likely to invile any
adverse reaction from the GATT.

As can be scen from Tables 1 and 2 the procurement of foodgraing
by the Government for the purposc of food sccurity and distribution
through the channcls of PDS docs not have any subsidy clement for the
farmers. In fact, procurement of food grains by the govemnment has acted
as a tax rather than subsidy for the farmers. Table 1 shows that pro-
curcment/minimum support (MS) pricc of paddy during 1980-81 to 1993-
94 has rcmained as low as 38-46 per cent of the open market wholesale
price. Table 2 shows that the procuremenyMS pricc of wheat during the
same period remained at 70-91 per cent of the corresponding wholesale
pricc. On the other hand, during the period issuc prices of paddy and
wheat ranged between 59-76 per cent and 81-103 per cent of the corre-
sponding wholesale prices respectively. In none of these years procure-
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ment/MS price exceeded the corresponding issuc prices of the foodgrains.
Thus, on this count PDS in India satisfics thc norm put down by the

URA.
Agricultural Tnput Subsidy

The “Agrcement on agriculture” has comprchensively put down
which of the domestic support programmes should be included in the
“Total Aggregate Mcasure of Support” (TAMS). TAMS provides the
basis according 10 which countrics have to make the commitment to re-
duce such mcasurcs in casc it exceeds the stipulated level. It is required
to include both explicit and implicit categorics of subsidics in the calcu-
lation of the TAMSS In India, most of the domestic support programmcs
to agriculture consist of non-product specific subsidics. Even when prod-
uct specific subsidies arc given, most of these come under such catego-
rics as special arca development programmes (c.g. assistance for dry land
farming, desert development programme clc.), government’s [inancial par-
ticipation in incomc insurance and income safcty-nct programme, pay-
ments for reliel from natural disasters ctc. But these catcgorics of domces-
tic subsidics arc exempted from the scopc of TAMS

There are mainly four agricultural products (jute, cotton, potato and
onion) which reccive product specific subsidies from the proceeds of the
Central Government budget. Subsidy to potato and onion is provided not
individually but both of them taken together. The table given below
shows that cxcept in the case of jute in 1986-87, the product-specific
TAMS for nonc of the commoditics exceeded the 10 per cent limit. So
the product specific agricultural supports arc in conformity with the pro-
visions of the URA. :

Product Specific Total Aggregate Measure of Support in India for
Selected Commodities

(pcr cent)

Ycar Potato & Onion Jute Cotion
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
1990-91 2.26 1.33 0

Source: Calculated on the basis of data from Ministry of
Agriculture, Govemment of India.
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Non-product specific subsidics for the Indian agriculture which qualify
for inclusion within the calculations of the TAMS are four in number:
(a) fenilizer subsidy; (b) irrigation subsidy; (c) interest subsidy to agricul-
turc; and (d) clectricity subsidy to agriculture. While fertilizer subsidy is
an cxplicit subsidy, the rcmaining three are subsidies only in the implicit
sensc. This Study has mcasured the non-product specific total aggregate
mcasure of support in two ways - a ‘narrow’ estimate (Table 3) and a
‘broad’ estimate (Table 4). The methodologies used for such calculations
has been discussed below, -

The total fertilizer subsidy given by the Central Government consists
of two parts (i) subsidics given to imported fertilizers, and (ii) subsidics.
given to domestic  fertilizers. Under the Retention Price Scheme (RPS)
the Government of India trics to cnsurc a fair rctum to the domestic fer-
tilizer industry by providing a 27.507 per cent pre-tax (12 per cent post-
tax) retum on the net worth of the plant. Gulati (1989) has disaggregated
the total fertilizer subsidy into two components - (i) subsidy to agricul-
ture, and (i) subsidy to the domcstic fertilizer industry. His calculations
for the period 1980-81 1o 1986-87 show that on average 59.37 per cent
of the total fertilizer subsidy has gone to the agricultural ‘scctor, and the
rest to the fertilizer industry. Assuming that this trend has continued
thercafter, only that component of fertilizer subsidy which has gone to the
agriculturc  has been taken into account in Table 3, as has been done
by Gulati (1989). But in Table 4, the total amount of fertilizer subsidy,
as given by the budget of the Govemment of .India, has been taken into

account 10 mcasure the non-product specific TAMS.

Irrigation subsidy to agriculture can come from two sources : (i) sub-
sidy on account of the capital cost of construction of such projects,
and (ii) subsidy on running cost of these projects. But the subsidy on
account of construction of large and medium irrigation projects which
account for almost 70 per cent of the total non-product specific subsidy
to agriculturc in India [Gulati (1989)] is excmpted by the URA from the
calculations of th¢ TAMS.® Thus, in both Tables 3 and 4 imrigation sub-
sidy includcs only subsidy on operational costs of such projects (i.e.
working expenses net of receipts for such purposes). The Second Report
of the Ninth Finance Commission provides information on working ex-
penses and reccipts in the major and mcdium irrigation projects for the
period 1990-91 to 1994-95 : such expenses for 1980-81 to 1989-90 has
been calculated by cxtrapolating  the data scries provided by the Com-
mission. Subsidics on minor imrigation projects have not been taken up in
the irrigation subsidy. But the interest subsidy for such projects gets cov-
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ercd by the total interest subsidy and clectricity subsidy for minor irriga-
tion is included in total clectricity subsidy.

Electricity subsidy to agriculture has been calculated for both Tables
3 and 4 in the following way. The study has taken the difference be-
tween the average cost of electricity per unit and the average revenue
rcaliscd per unit of electricity sold to agriculture. This in tun has been
multiplicd by the volume of clectricity sold to agriculture in ecach State
for all the years. The yearly figurcs of State-specific electricity subsidics
have been summed up to get the yearly figure for India.

Interest subsidy on per unit of credit to agriculture is approximately
4.5 per cent. This figure is deduced from the difference between the av-
erage interest charged to retail trade and that charged to agriculture by
all forms of organised bodics: which lend to agriculture. - For the purpose
of data presented in Table 3 this difference is multiplied by the total di-
rect institutional credit outstanding against agriculture as of June 30 of
the concerned year. In  Table 4 the sum of direct and indirect institu-
tional credit 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 upper
limit of the non-product specific TAMS in India (both at national and
sub-national levels). Morcover, URA has stipulated that the difference
between the amount which govemment spends to buy agriculral 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.? Here the UR presumed that government’s procurement 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 specific TAMS in India are
below the 10 per cent level stipulated by the URA, the question of re-
duction of domestic support measures to agriculture or the loss of govem-
ment autonomy in India in the sphere of decision making for agriculture
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duc to URA would csscntially be an academic one. It should, howcver, be
uscful to kcep in mind that higher prices for Indian agricultural cxports
in futurc (which will occur as the ICs reduce their domestic support 1o
agriculturc and open up their domestic markets 1o the intcmational com-
petition) would cffect far reaching changes on the Indian farm scctor.

Intelléctual Property Rights in Agriculture

In the UR India tricd to keep the issue of protection of plant varict-
ics outside thc scope of palent or a sui generis sysicm. India also made
aitempts to reduce the life of patcnts from 20 ycars [Govemment of India
(1994 a)]. But most of thc members agreed to these provisions.

Sincc a patent rcgime requires much strict restrictions than a sui
generis system, India is likely to adopt the latier system for proicction of
plant varictics. Under a sui generis systcm protection of ‘farmers’ right’
to retain patented sceds for future cultivation can be taken carc of.°
Exchange of patented sceds among the farmers can be possible so long it
is not on a commercial basis.!' But more importantly, all the existing
plant varictics and almost all the varictics which come to the market till
the turn of the century will remain outside the scope of the URA. So
‘neither the ‘farmers’ right’ nor the ‘rescarchers’ right’ to use the existing
" patented sceds will be affected.  But there are two provisions of the

URA on patents and protection of plant varictics which might not be
beneficial for India. ' o

First, although India can apply for a 10-ycar implcmentation period to
put a sui generis system into forcc'?, according to GATT (1993) Agrce-
ments on TRIPs, Article 70(8), the country has.10 accept applications for
patents during the implementation period, she has to protect such potential
patents, and when the implementation period is over, if patent is granted,
it will have a retrospective cffect from the date of application. This pro-
vision dilutes the concessions given during the implementation period.
Sccondly, to authorise rescarchers to usc patented plant varietics, govem-
ment has to make payment to the original patent holder.'® Further, if a
ncw plant varicty is invented using a patented plant varicty then the
owner of the first patent shall be cntitled to cross-license on recasonable
terms to usc the invention claimed in the new patent. Even if India
goes for a sui generis system for prolection of plant varietics, it will be
difficult for her 10 sct up a system which will go against the cxpressed
provisions of the URA. So, the indigenous research activitics on plant
varictics may nced a reorientition in these respects.  But, the greater
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protection of plant varictics can also stimulatc more indigenous private
rescarch activitics in these ficlds.

Market Access

India’s total domestic consumption of the agricultural products could
be derived by adding the NDP originating from agriculture added to the
excess of agricultural imports over cxports, less changes in stocks. The
sharc of imports of agricultural products in domestic consumption was
3.21 per cent in 1980-81 and it decrcased o 2.76 per cent in 1986-87
and further to 1.49 per cent in 1991-92. This docs not, however, imply
that the country is not reasonably open to agricultural -imports. The lower
import of agricultural products to India is mainly becausc of lower do-
mestic prices of the products in rclation to cxtemal prices [Gulai 1989a).
For some major agricultural products, the market access in India during
the recent past (sce the table below) has differed widely. In the case of
pulses and vegctable oils, thc market access has been high whereas in the
case of ccreals it has becen traditionally low. This is becausc the prices
of cercals in India arc much lower than the world prices. Gulati (1989a)
shows that the pricc of ricc in India is about 30 per cent lower than
world prices and in casc of wheat it is 20 per cent lower.

Imports as a Percentage of Total Availability

Year Cercals Pulscs Vcgetable oil Sugar
1987-88 1.17 6.73 4.19 7.64
1988-89 2.00 7.48 25.50 0.00
1989-90 0.60 3.20 6.71 1.00
1990-91 0.21 9.60 11.57 0.10

Source : Ministry of Agriculture, GOIL.

The UR has described the methods to convert the NTBs into. equiva-
lent tariff measures.'> As a response to that the Government of India
took the view that it could increasingly convert the NTBs towards tariffs
and have tariffs for primary agriculiural products at 100 per cent, pro-
cessed products at 150 per cent and cdible oils at 300 per cent [Govem-
ment of India (1994 a)]. Conformity of these particular tariff cquivalents
to the GATT guidcline could not be acertained duc to lack of details.
Further, one can argue that the proposal of the Government 1o use bal-
- ance-of-payment clauses 10 maintain some NTBs on agricultural imports
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may not bc uscful as a long-term strategy, il the balancc-of-payment
position of the country improves. But, the particular agricultural products
for which the market access is low in India arc also the commoditics for
which the domestic price levels are generally lower than cxternal prices.
As a result, cven a reduction in the tarifl ratc under tariff gquota for
these products is not likely to increase agricultural imports substantially.
Hence, the question ol flooding of domestic market by imported
agricultural products docs not arisc.  Even if there was such a possibility,
UR provides scope 1o take counter actions in such cascs through Article
5 of the Agrecement on Agriculture,

SECTION 1V

Summary and Conclusions

This study showed that the ICs have so far [ollowed very restrictive
trade practices in casc of agricultural products. This affected the DCs as
many ol them have major interests in agricultural cxports. It is therefore
of benefit 1o the DCs that the UR has included major arcas of agricul-
ture within its fold. India has much to gain and litle to lose through the
“ UR mechanism. Most of the issucs raised in the debates on the impact
of the UR on Indian agriculture can casily be accommodated within the
UR framcwork without any specific disadvantage to the country. It is
necessary” to recognisc that a rule based multilateral negotiating mecha-
nism is. generally in the interests of DCs because it limits the scope of
bilatcral leveraging by the 1Cs.

Notes

(1) Sce Shiva (1994) and Sahat (1994) for discussions on these lincs.
(2)  Sce, for example, GATT (1986).

‘(3) Most of India’s trade under protocol was with the erstwhile socialist countrics of
the castemn Europe and the ersiwhile USSR,

(4)  Sce, for example, Voldes and Ziciz (1980), Zictz and Voldes (1986), Tyres
and Anderson (1986), Parikh and Tims (1986).

(5) GATT (1993), Agreement on agriculture, Annex-2, para.-4.
(6) GATT (1993), Agreement on agriculiure, Article-1,

(7) GATT (1993), Agreement on agriculture, Annex-2, paras 5-13.
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(8) GATT (1993), Agrecment on agriculture, Annex-2, para 2(vii).

(9) GATT (1993), Agrcement “on agriculture, foot note-5.

(10)  The Dircctor General of GATT, Mr. Peter Southerland, himsclf has mentioned
about the feasibility of such a step. (Economic Times, 12.4.1994)

(11) GATT (1993), Agreement on TRIPs, Article-31 (6). )

(12) The normal implementation for the DCs is 5 ycars under the Agreements on
TRIPs. But since India docs not have a product patent system for the protection
of plant varictics until now, she can apply for an cxtended period of implemen-
tation in this regard under Article-65 (4) of the Agreement on TRIPs of GATT
1994.

(13) GATT (1993), Agrcement ()1,1 TRIPs, Article-31 (h).

(14) GATT (1993), Agrcement on TRIPs, Arnticle-37 (c).

(15) GATT (1993), Agrcement on agriculture, Attachment of Anrex-S.
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Table 1 : Prices of Paddy (Common) in India : 1980-81 to 1993-94

(Rs. per quintal) -

Year Whole- Procu/ Issuc Iss Pr QB)as % @as b
sale Mini Supp  Price Effcctive . of (2) of (2)
Pricc Price from
) @ “(3) (4) 3) (6) @)
1980-81 226 105 165 1-1-1981 46 73
1981-82 266* 115 175 1-10-1981 43 66
1982-83 306 * 122 188 1-10-1982 40 61
1983-84 343 * 132 208 16-1-1984 38 61
1984-85 . 322* 137 — — 43 _
198586 338 142 217 10101985 42 64
, — — 231 1-2-1986 — 68
1986-87 346 - 146 239 1-10-1986 42 69
1987-88 380 150 239 1-10-1987 39 63
1988-89 383 160 244 25-1-1989 42 64
1989-90 426 185 —_— - 43. —
19‘)()-91 490 205 289 25-6-1990 42 - 59
1991-92 s+ . 230 -3 28-12-1991 40 65
1992-93 - 663 * 270 437 11-1-1993 41 66
19931)4‘ 703 *# 310 537 1-2-1994 44 76
Note : (1) * : Estimated price.

(2) # : Average wholesale price for 1993-94 is based on the average of
wholesale price for April-December 1993,

(3) Procurement/ Minimum Support Price indicates the same announced by
the Govermnment,

@) Issue price indicates the central issuc price.

(5) Wholesale price indicates the price of common variety of paddy at
Sainthia.

Source : Ministry of Agriculture, Govenment of India.
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Table 2 : Prices of Wheat in India : 1980-81 to 1993-94

(Rs per quintal)

Year . Whole- Procu/ Issuc Iss Pr (3)as % @as %
sale Mini Supp  Price Effcctive of (2) of (2)
Price Price from :

M ) 3) C)] &) (6) M
1980-81 147 127 145 1-4-1981 86 99
1981-82 159 *. 142 160 1-8-1982 89 101
1982-83 176 * 151 172 1541983 86 08
1983-84  181* 155 172 10-8-1984 86 95
1984-85 176 * 157 — — 89 —
1985-86 189 162 190 1-2-1986 86 101
1986-87 200 165 - 190 1-4-1986 83 95

— — 190 1-7-1986 — 95
1987-88 216 173 195 1-5-1987 80 90

— o 204 25-3-1988 —_ 94 .
1988-89 262 183 —_ - 70 —
1989-90 244 200 — —_— 82 —
1990-91 290 * 225 234 1-5-1990 78 81
1991-92 324 * 275@ 280 - 20-12-1991 85 86
1992-93 361 * 0@ 330 1-1-1993 97 91
1993-94 390 *# 350 402 1-2-1994 90 - 103

Note : (1) *: Estimated price.

(2) # : Average wholesale price for 1993-94 is based -on the average of
wholesale price for April-December 1993,

(3) @ : These prices include a central bonus of Rs. 25 per quintal.

(4) Procurement/ Minimum Support Price is according to the year of pro-
curcment.

(5) Issuc price indicates the central issuc price for PDS.
(6) While the procurcment/ minimum, support and issue prices are for
course variclics (Jong bold/short bold) wholcsale price is for Kalyan

Sona variety in Delhi.

Source : Ministry of Agriculture, Government of India,



246 RESERVE BANK OF INDIA OCCASIONAL PAPERS

Table 3 : The Narrow Estimate of Non-Product Specific Total
Aggregate Measure of Support to Indian Agriculture : 1980-81 to
1991-92

(Rs. crore)

Fertilizer Imigation = Electricity Inerest Total (6) as a %

Year Subsidy Subsidy Subsidy  Subsidy Subsidy of the Agri-
: cultural
' NDP
®»n ¢) 3) (4, 3) ©) 7
1980-81 659 3 " 353 287 1,302 3.25
1981-82 685 3 426 339 1,453 3.43
1982-83 42 4 612 389 1,046 2.21
1983-84 342 4 728 454 1,528 2.64
1984-85 1,334 5 941 519 2,798 4,57
1985-86 1,616 5 1,157 615 3,393 5.19
1986-87 256 6 1,457 731 2,449 353
1987-88 1,284 1 1,886 805 3,981 5.10
1988-89 1,900 7 2,394 949 5,250 5.36
1989-90 2,697 8 3,039 1,071 6,815 6.29
1990-91 2,606 9 3,858 1,256 1,729 . 597
1991-92 3,235 12 4,897 1,319 9,463 6.25

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

(Rs. Crore)
Fertilizer Imigation Elcctricity  Interest  Total  (6) as a %
Year Subsidy Subsidy Subsidy  Subsidy Subsidy of the Agri-
culural
. NDP
¢} ) 3) C)] &) ) a
1980-81 505 3 353 381 1,242 3.10
1981-82 375 3 426 456 1,260 297
1982-83 605 ° 4 612 529 1,749 3.69
1983-84 1042 4 728 614 2,388 4.13
1984-85 1927 5 941 126 3,599 5.87
1985-86 1924 5 1,157 857 3,943 6.03
1986-87 1898 6 1.457 1,010 4,371 6.29
1987-88 2164 7 1,886 1,151 5,207 6.67
1988-89 3201 7 2,394 1,350 6,982 7.13
1989-90 4542 8 3,039 1.405 8.994 8.30
1990-91 4389 9 3,858 1.601 9857 7.61
1991-92 5185 12 4 8097 1,683 1.1 7.18
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VIEWPOINT

Readers of this journal arc awarc that the ‘Occasional Papers’ carries contribu-
ions only of the staff members of the Rescrve Bank of India. So far these contri-
butions have been in the form of articles, notes and book reviews. Viewpoints of
staff members however could differ even on onc focussed subject-arca but they
have ncver been so far given expression to in any published form. When an an-
nouncement was made in June 1994 about the increase in procurcment prices of
agricultural commodities, some of the economists working in the Department of
Economic Analysis and Policy reacted to it, and presented their independent views
on the policy pronouncement in particular and agricultural price policy in general.
It was in this context that the Editorial Board of the Journal felt that a channel
could be opened within the f{ormat of the joumal to present, on an off-and-on ba-
sis, the points and counterpoints of the staff members on any one subject in a
bricf manner.  The usual caveat applics here too: the viewpoints are the authors’
own and do not represent those of cither the Editorial Board or the Reserve Bank
of India -- Editor. '

Hike in Procurement Prices of
Agricultural Commodities

1) Mridul Saggar!':

The hike in procurcment/minimum support prices (PP/MSP) continue
1o be steep as has been the practice since 1989. In general, onc neceds to
question the appositeness of the policy of large increases in these admin-
istered prices. The impact of PP/MSP on food prices and the general
pricc level arc phenomenal and hurt the poor more, as following the
Engel Law, they consume more food as a pereentage of their total con-
sumption cxpenditure. Since adequate safcty nct in form of re-targeted
public distribution sysicm (PDS) is still not available 10 the poor who are
nct purchasers of foodgrins, the objeclive of improving farm incomes will
have 10 be balanced by the need to keep fann prices in check.

The significance of the price policy of Kharf 1994 lics not so much
in another large increase in the procurement price for paddy, as in the
risc in its issuc price. By announcing an increasc in issuc price along
with the procurcment price and cffecting it from the very start of the

1. Shri Mridul Saggar is Assistant Adviscer in the Depariment of Economic Analysis and
Policy.
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new markcting scason there is a conscious altempt 10 acknowledge the
incvilability of the link between the two. Raising of the issuc pricc by
proportionally larger magnitude this ycar will at Icast partlly address the
fiscal concems and will have a dampening cffect on prices through reduc-
tion in subsidy bills. The transmission mechanism would however be indi-
rect and would only partially offsct the mﬂduonary impact of administercd
price hike in commodltm

The new policy may address (he fiscal side of the problem, but the
question of appropriateness of an administered price for the agricultural
commoditics cannot be dctached from the paying capacity of the vast
mass of low income purchascrs. Against an average annual incrcase of
3.9 per cent and 2.9 per cent, respectively, for paddy (common varicty)
and whcat procurement prices during the five ycar period 1984-85 (0
1988-89, the procurcment prices have been raised by an average of 14.2
per cent per annum in case of paddy and 14.0 per cent in casc of wheat
in thc next five ycars. The bchaviour of PP/MPS for coarsc cereals,
pulses and many a cash crop is similar. For instance, thc MSP for
groundnut in-shell has been hiked by an average of 12.0 per cent per
annum since 1988-89 comparcd with a modcraic average increase of 5.5
per cent in the preceding four ycars. MSP for Cotion (H-4 varicty) had
been hiked by an average of 11.4 per cent per annum since 1988-89
against a nominal avcrage incrcasc of 1.1 per cent in preceding four
years. These arc phenomenal increascs. The wholesale market prices are
found to be clastic to PP/MSP and if onc attcmpts to quantify thc im-
pact of incrcase in PP/MSP on general price Ievel through input-output
matrices,- the direct and indirect response of incrcases in PP/MSP fclt on
the wholesale price index amount to ncarly 4.0 per cent in terms of in-
flation rate. Thus, around two-fifths of the annual WPI incrcase of
around 10 pcr cent may be altributed to the pressures gencraled by the
administcred price hikes in farm products. And, this is a mcasurc for the
static impact. In dynamic terms further price increases could take place,

“as industrial prices arc adjusted upwards to compensate for indexed con-
tracts and cost-push generated by raw material prices. There is thercfore
merit in the perception that containing food-fucled inflation is a very dil-
ficult proposition, unlikc the inflation potential cmbedded in inflows of
capital which could be steriliscd by a number of policy actions. No doubt
there has been some moderation in the Kharil price policy during the
year under view- but the increases of cven this magnitude arc not sustain-
able. For, the overall incrcasc still works oul 10 be nearly double digit
for all the Kharil crops except sunflower sced. The hike is particularly
steep in the case of cotton and soyabean. It would he possible 10 lower
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the inflation ralc by at lcast 2-3 percentage points if only administered
pricc hikes for agricultural commoditics arc moderated o half the level of
increascs granted in the reeent past. The price policy must, afier all,
maintain broad-consistency with the sct of macro-cconomic objectives.

The central issuc is that aggregate supply response in Indian agricul-
ture is low, if not perverse, and high agricultural prices in the absence of
suitable technology will not raisc production in any significant way. The
crop-mix may be influcnced but the gains from lmvmg an appropriate
Crop-mix arc outwcighed by the inflationary ‘losscs.

The successive increases in PP/MSP have fucled food speculation in
the Indian cconomy. Rakshit, Dull, Rattso, Bland and others have shown
that with imperfectly developed capital markets, foodgrain stocks constitute
a widely used financial assct in the cconomy. The price support policy
induces an cxogenous increase in investment demand for agricultural com-
moditics and drive their prices upward. There may be a substitution in
investment at the cxpense of ploducuvc capital for purcly speculative
gains.

The large incrcases in PP/MSP have introduccd an administered
mechanism which tends 10 exacerbate inflation as also skewness in income
distribution in rural scctor. But having taken this position, onc must admit
that from an analytical point of vicw, a challenge to this stance can
come from the adverse terms of trade movements in agriculture. The cvi-
dence in gencral shows that over time the scctor suffered from negative
clfective protection. No doubt, there is a merit in this position, but it
must also be reccognised that the benefits of the price policy would perco-
late to only thosc farmers who have large surpluscs. Furthermore, the
large price hikes would have to be judged in the totality of the on-going
liberalisation and structural c¢hanges. The opening up of the cconomy i
accompanicd by cxport thrust in the form of raw products or processed
oncs and these policies too would improve income terms of trade of the
farmers who have surpluses. In this context, it is notable that agro-cx-
ports recorded a steep rise of 27 per  cent in dollar terms in 1993-94.
Perhaps, it would be best in the cconomy’s interest if the magnitude of
procurement price hikes is somewhat lower than it has been in the recent
past. This should not be interpreted as an opinion in favour of
Precobrazhenski’s proposition of moving the scissors against agriculture and
in favour of industry. It only cautions against correcting net taxed posi-
tion of agriculture in onc go, which might result in overshooting as the
impact of accompanying macro-cconomic changes is felt over a period. If
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reforms have at all o be staggered, they have 1o be staggered and se-
quenced in agriculture scctor too.

In scquencing the reforms, the primacy has to be accorded {0 putting
in place a PDS that targets primarily those below the poverty linc. This
will provide the safety net to agricultural labourers and small and mar-
ginal farmers, as also the urban poor. The PDS has therefore to be re-
cast. The revamped PDS now introduced in select geographical regions is
a step in right dircction but is still to go far cnough to meet the sct
objectives.  In a study by K. R. Venugopal, it has been shown that off-
take will aggregate to around 12 million tonnes if onc-third of ICMR
norms on food-intake arc given as PDS entitlements to the poor alone.
This is an affordable off-takec from the fiscal viewpoint and there is a
case for implementing this strategy coupled with perhaps an cqual amount
of off-takc in the form of open-market sales by FCI at non-subsidiscd
prices. With stocks surpassing the 30 million tonne level, and with con-
tinuing political and cconomic commitment to procurc what is offered,
FCl must tum itsclf more and more towards commercial operations by
cutling its incfficiencics the way similar bodics like MMTC and STC arc
trying. However, a runaway incrcase in procurcment, and conscquently
issuc prices hampers off-loading of old FCI stocks and forces government
to incrcase subsidies thereupon.  Therefore, some restraint on procurcment
price hikes appear desirable. It would then be appropriate to build the
food scecurity on a two-pronged strategy. PDS would have to be targeted
narrowly and FCI would have to improve its cfficicney inter-alia, through
cross-subsidizing commcrcial operations.

2) Deepak Mohanty?:

It would be difficult to pronounce a judgement on whether the in-
crease in PP/MSP is large or small. The issuc is more fundamental.
There could be a strong casc 1o get the agricultural prices corrected of
policy induced distortions. However, apart from poverty considerations, it
is desirable to leave the pricing mechanism to the market rather than
using procurement prices as an instrument 1o sct the prices right. The
increase in administered prices, on the demand side, creates inflationary
cxpectations which drive the prices over time. As the ceconomy is in-
creasingly moving towards market determined prices, cven in hithero cap-
tive markets in the industrial goods sector, the agricultural sector cannot
afford to be left isolated. The process of reform and liberalisation must

2. Shri Deepak Mohanty is Dircctor in the Department of Economic Analysis & Policy.
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cncompass the farm scctor and onc wishes that the Kharif pricc policy
for this ycar would have sct the tone in this dircction.

The welfare-losses on account of distortions introduced by price inter-
vention could be large and are clearly avoidable. It introduces discrimina-
tion in which pay-off of somc farmers of some region producing some
crop increases while that of somce others reduces. It is afier all a zero-
sum gamc with aggregatc supply response being close 10 zero. The appro-
priatc crop-mix should be left to the markets. With excessive intervention,
there is also the danger that the average price of rationed and open mar-
ket sale may be more than what might prevail under a frec market and
at the samec time the farm gate price is lower than under free market
conditions. The importance of markets should not therefore be undermined.

The terms of trade have been favourable to agriculture,
Thamarajakshi had shown that terms of trade moved in (avour of agricul-
ture during the fiftics and sixtics. In a study conducted by Prolessor
M.V.Nadkami under the auspices of Development Rescarch Group at the
Reserve Bank, it was found that terms of trade had moved against the
farm sccior in the scventics but the trend was reversed in the cightics
with the terms of trade in 1989-90 being better for the farmers than in
1970-71. The sharp risc in PP/MSP since then would have only acceler-
ated the favourable movement. But the question is whether these changes
arc policy induced. There can be a casc for correction if it were so but,
as alrcady agreed, onc has 10 be circumspeet about creating further dis-
tortions in the market.

It is nccessary (o add that there is no strong casc for raising domes-
tic procurcment prices only because there is negative protection.  First,
the intcrmational price of most agricultural commoditics arc not nccessarily
reflective of competitive market forces, nor do they reflect the true cost
of production as agriculturc in industrial countrics remain highly
subsidised. Sccond, there are high tariff and non-tarif{ barricrs which dis-
tort prices. In the current ambicnce, with the removal of most of the
restrictions on agricultural exports, the domestic agricultural scctor could
hamess the fruits of comparative advantage which would constitulc an
incentive for production.

The present system of food sccurity operations has lost its relevance.
With the removal of forcign exchange constraint and a move towards a
morc open trading system in agriculture following the Uruguay Round
Agrcement (URA) under the auspices of the -GATT. The impact of pro-
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curement price hikes coild be reduced by revamiping PDS through better-
targeting so that it benefits the poor. To the cxtent PDS stocks are used
as  hedge against inflation, it is desirable lo carry an optimal level of
stocks and off-load the excess into the open market so that it would help’
to influence open market prices and iff not, at Icast minimisc the carrying
cost of cxcess inventorics. In this context, policy-makers may like to ex-
plorc the possibilitics for some price-flexibility in which issuc prices are
not only linked to procurcment, but also with the market price; although
the link could be weaker in case of the latier.

3) Sitikantha Pattanaik®:

Any discussion on the fixation of procurcment/support prices by the
CACP and its varied implications generally starts from questioning the
methodology followed by the CACP. So far thc methodology has been
cntirely based on three main approaches, ic. cost-plus, terms of trade (i.c.
the parity approach), and the forward pricing (i.c. to account for the
cxpected increase in the costs during the ycar for which the prices are
declared in advance). CACP follows csscntially the cost-plus approach. It
is gencrally considered that the weightage given to the cost-plus approach
is around 80 to 85 per cent. '

In the cost-plus approach the 6 varicty of costs ie. A,A,B,B,.C,
and C, account for in the most cxhdushve manner all possmlc cosls -
both cxphut and implicit *.

*Cost A1 1 All acwal expenses in Laeh and kind incurred in producuon
by owner opcrator. :

Cost A2: Cost Al + rent paid for lcased-in land.
Cost B1: Cost Al + inlcrest on own capital asscts(excluding land).
Cost B2: Cost Bl + rental valuc of own land (nct of the land revenuc)
- and rent paid for leased-in land. ‘
Cost C1: CostB1 + imputed value of family labour.
Cost C2: Cost B2 + imputed valuc of family labour.
At times 1o give the stalus of industry 10 agriculture, some, as cven
in the Hanumantha Rao Commitice’s Report ** have suggesicd an addi-

3. ShriSitikantha Pattanaik is Rescarch Officer in the Department of Economic Analysis and
Policy.

e
Interim report of the "Export Committec for review of methodology of cost of production

of crops” (1990).
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tion of 10% as thc “managerial cost” i.c. cost C, for the CACP. (This
is to bring parity with the mcthodology of the BICP). It has been widely
criticised that the valuation of these costs arc overestimates and hence do
not rellcct the true cost conditions. To further increase the priccs,' some
have argucd for taking into consideration statutory wages’ rather than the
actual wages. These over estimated costs have made the procurcment
prices the “lcad’ factors rather than the “lag’ faclors in shaping the mar-
ket prices for foodgrains.

The argument contrary to this vicw, i.c. procurcment prices follow
market prices is often made duc (o lack of understanding of the exact
mechanism “through which the Govemment procurcs foodgrains, as it is
cntircly controlled by the organised grain merchants. In the most organiscd
and advanced grain markets, from where the Govermment procures. almost
the cntire requirement for the purpose of PDS/bulfer stocking, the market
conditions arc fashioncd by the grain mcrchants and the commission
agents. A large chunk of the [oodgrains are markcted through the
organised agents who commit 1o fetch the best possible price for the
products to the farmers. (For days logether if the agent finds the price
bclow the expecied level, he then arranges boarding, lodging and other
facilitics for the farmers and kceps the foodgrains in safe custody).

The grain merchants know it very well that during a particular pe-
riod of the ycar i.c. thc post harvest period, the Government would enter
the market with -a huge demand for procurcment. As the price has to be
decided on a competitive bidding basis, the grain merchants bid higher
prices than thosc by thc Government and withdraw afler the price reaches
a level which is acceptable to the commission agents and the farmers.
(This is because of the clandestine agreement between the grain merchants
and commission agents ic. the grain merchants which would ensure a
higher pricc by fake bidding for sales to thc Government whereas the
commission agents would cnsure a lower price for the grain merchants
oncc the Government is out of the market). As a result, the Govemnment
always ends up in procuring at prices which are higher than the declared
procurcment prices.

The altemative that is ofien suggested in the present situation is that
the Govemment should procurc at diffcrent time periods rather than enter-
ing only oncc or inficquently in the post harvest period. In that case, the
shortage of demand arising out of phascd procurement by the Govemment
would ensurc the real market forces operate in the market which would
imply rclatively low prices. Thus, the Government should follow the mar-
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ket as, and when, it intends to set the market the intricatc markct mccha-
nism pushcs up prices. '

Linking hike in procurement prices to issuc prices could be justificd
on the ground of ncutralising the cffects on Govemment cxpenditure in
the form of food subsidics. But a uniform allocation for PDS over
months is not appropriate for thc purposes or even for influcncing market:
priccd. During the months when the market prices arc low, the allocation
for PDS should also be reduced and only in thosc months when market
prices gencrally rule high, higher allocation could be made through PDS.
Thus rclease of stocks for PDS should be linked to relative scarcity of
supply in thc market. This would cnable achicving cffective market
intervention to sober pricc movements,

Instcad of maintaining large buffer stocks (the huge maintcnance costs
add to the problem), as has been often stressed by the grain merchants,
they may be allowed to maintain the stocks under dircct supcervision of
the Govemment. Only the godown fucilitics and concessional credit could
be made available to them for this purposc. The private scctor has
proved to distribute foodgrains at a far lowcer cost than the public agen-
cics. Thus, a large part -perhaps onc half- of the present level of buffer
stocks may be left (o the grain merchants for disposal in the market.

Instcad of ~ having a vast PDS nctwork, the food for work
programme should be revamped.  When the basic intention is to generate
greater cmployment opportunitics in the rural arcas at incrcasing rcal
wages, foodgrains prices and PDS related issucs be addressed from a
different angle. The real income that may be attained could be given by
the following formula.

- .Real income = Moncy_wasc ratic X Days cmploved
Foodgrains prices

When foodgrains prices arc incrcasing at a faster rate than the
moncy wage rate or cmploymcent opportunitics, rcal income in rural arcas
decline which could be best protected if a part of the wage is given in
kind i.e. foodgrains.

(4) Michael Debabrata Patrat:

The spate of reactions to the consequences of the minimum support
price/procurement price (MSP/PP) hike are typical of a case of an instru-

4. Shri Michacl Debabrata Patra is Dircetor in the Department of Economic Analysis and
Policy.
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ment with 100 many objectives ascribed to it. The distributional and infla-
tionary cffects of the MSP/PP change arc fall outs rather than specific
objectives sought to be addressed. These conscquences become the subject
maticr of other policy mcasurcs. Whilc not denying the need for coordi-
nation and complementarity between policy initiatives, the trade-off be-
tween various goals arc so high that cach policy is best Icft to pursue its
primc objective(s) with adjustments taking place in the . cconomy.

Goods market, cspecially markets for agricultural produce arc notori-
ously asymmetric, grossly imperfect and just do not clecar. Market prices
arc continually subjccted to tremendous monopsonistic pressurc and the
average [armer, cven the rich one has cost constraints which depress the
minimum supply price of his perishable produce. The distributional conse-
quences of the resulting crosion of lifc supporting purchasing power arc
far morc deleterious than those which the net purchascers of foodgrains
among the farmers face when the procurement price is hiked.

The cardinal role of MSP/PP is 1o provide a plynth from which
market prices and fam incomes can grow stably and to prevent the sccu-

lar tendency of market prices of agricultural produce to wilt in a buyer’s
market.

Despite Raj Krishna (1980), the market pricc has not been the leader
and the procurcment price, a reluctant follower, The fixation of MSP/PP
may be backward looking but it is undeniable that during the months
between the announcement and implementation of a hike, market prices
arc driven up by cxpectations crcated by the MSP/PP change. As soon
as the post-harvest procurcment is over, market prices fall away, unable
to sustain on their own that bricf moment of splendour. Procurcment
prices keep taking the sagging market price linc 1o higher and higher pegs
(Exhibit 1). To look more closcly at the hypothesis a functional form was
sct up relating the market price to its own lagged value and to a dummy
constructed 1o capture the expectation building role of MSP/PP by assign-
ing the value of 1 to the months when a MSP/PP induced risc in market
prices occurs and O otherwise. The lagged dependent variable represents
the incrtial dynamics of the price formation process itsclf while the
dummy captures the explicit pull of the MSP/PP change. The resulls pre-
sented in the lower half of Exhibit I atlest to the predominant influence
of the MSP/PP. Forccasts gencrated from the cquation for the period
October 1989 to May 1994 were plotted against the MSP/PP changes
and it was as il the market price (forccasts) was a garand held aloft by
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the staircase of MSP/PP. If thc support of thc MSP/PP is removed from
the markcet price by dcﬂaling the latter by the former, the steady state
tendency of the market price to deteriorale is starkly visible. In Exhibit
111, the deflated market price is plotted against the actual market price
and the MSP/PP. In Exhibil 1V, the plots of markct pricc (cstimated) and
market pricc (dcflated) are comparcd. To draw from an old Keyncsian
adage, the increascs in MSP/PP may bc unjust but the depression in
market price which would surcly result without them is incxpedient and

asphyxiating.

MSP/PP changes perform another uscful function. By inducing shifis
in relative prices they can influence changes in cropping and output pat-
terns.  The idcal situation would be one where the market price deter-
mincd under competitive conditions induccd production and allocation pat-
tcns.  But until then........

It is possiblc to turn to the inflationary conscquences with a broad
acceptance that today intervention in agricultural pricing is nccessary.  If
and when the calculations of the CACP become available the cxtent of
hike may cven be found to be warranied il the incrcase in the gencral
Ievel of prices is any carly indication. (Imputed valucs may not change
but cxpenses incurred in production and rents paid would). In a medium
term scnse, thc MSP/PP changes would be scen as a process of with-
drawing administration from pricc determination and inflationary flarcs as
the cost of this adjusiment. The issuc beforc macro-management then be-
comes simple, essentially a matter of timing.

Advantage: Policy. A fiscal ncutral MSP/PP change is to be accom-
modated at a time when monctary policy has its heckles up, an casing of
the balance of paymcents constraint has fortilicd the ex ante aggregate
supply responsc 0 shocks and the fisc is committed o a fixed level of
automatically monctised debt.  The skill of macro-cconoimic management
lics in synchronizing the time taken for MSP/PP 1o pass through issuc
prices 1o the general level of prices and the scasonal trough in the latter
which is obscrved during August, to November.

Al this is not 10 say that there is no allemative 1o intervention in
pricing. The conditions which characterise the agricultural cconomy do
not warrant a reduction in such policy intervention. The MSP/PP
changes need to be scen inclusive of bulfer-stocking, PDS and issuc
prices. In doing so the homs of ‘the dilemma between which the policy
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maker is caught can be clearly percecived. To be anti-inflationary, it
would require that the rclationship between procurement and buffer-stock-
.ing of thosc items of agricultural production 1o the shortages ol which
the general level of prices is most sensitive (cg., sugar) is well cstib-

lished. On the other hand, to be redistributive, these cfforts should go
into the constitucnts of the consumption basket of the poorcst scction.

Prices do not create output. It comes from investing in cconomic in-
frastructure, R&D and technological upgradation. The gestation would
require a safety nct which the PDS has failed to be and therefore, can
be knocked off completely. Reaching a consumption basket (o the poorer
scctions can be done more cfficicntly through properly targeted food for
work programmes. It is desirable that intcrvention is not a onc-shot affair
but rather a phased round the ycar operation supported by open market
purchascs and sales. Agriculture must dircctly benefit from the gains [rom
trade. Market imperfcctions neced to be addressed. In states with active
procuring agencics, collusions lcad Lo the bidding up of prices much
higher than the procurement price in the post-harvest sale. In staies where
procuring agencics arc not active and for the majority of small farmers
who do not have the mcans to store or to transport to the mandi, prices
arc much below MSP/PP. Tt is recognised that these suggestions will take
time (o implement. Mcanwhile, in the tradition of Mc Kinnon, Shaw and
Maxwell Fry, where competitive conditions cannot be achicved immedi-
atcly, minimum’ prices may be imposed to stimulate the compelitive out-
come.



258 RESERVE BANK OF INDIA OCCASIONAL PAPERS
EXHIBIT-1

ey
168

EXHIBIT-IT

168
178 . . .
™ Indgx of whole sale prices of nae(Estm&tﬁé
158
148, | T

138. ....-.":. .

128 |

1187
188+ Index of procurement prices of rice
98 T711'fl7111:r LAl Sk L R M L R rf!Yﬁf‘rlﬁl‘r_‘r—rrlllﬁlrlv“flll
1999 1991 1992 1993
Dependent Variable : WPRI
VARIABLE V COEIFTICIENT STD.ERROR T-STAT 2-TAIL SIG.
C -1.8832965 2.4190155 -0.7785384 0.440
WPRI(-1) 10189275 0.0192715 52.872333 0.000
DUM 1.7905168 . 0.8142633 2.1989408 0032
R-squarcd 0982104 Mecan of dependent var 123.1899
Adjusted R-squared 0981402 $.D. of dependem var 21.92249
S.E. of regression 2989663 Sum of squared resid 4558424
Dusehin-Watson stat 1314969 Fosutistic 1399.390

Log likefihood 134.2181

95 St e 2 S A i SIS A o A g S A s st i e S S R L R 8 A e




HIKE IN PROCUREMENT PRICES 259

EXHIBIT-III

178
168
158
148
130
128
118
188

28

ad

2a8
175:
158
125
108: T ."‘:___-“ ST R Y 1
[ et e aflated prices -
13 A pepmpermpermppmpeepepepepemep ooy prererp——




Reserve Bank of India Occasional Papers
Vol. 15,No. 3 September, 1994

BOOK REVIEWS

Tax Policy and Planning in Developing Countries, Edited

by Amresh Bagchi and Nicholas Stern, Oxford University Press,
1994, Pp. Xi + 480, Rs. 435 ' '

In rccent times considerable amount of litcrature has been focussing
on the conduct of fiscal policy in dcvcloping countrics. Indecd, as is evi-
dent from the world-wide fiscal rcform now under progress, a growing
body of litcrature has brought to bear a deep sense of awareness among
the (iscal authoritics that the idcological basis of State intervention or a
pro-active [iscal policy 10 promote growth and distribution cannot be sclf-
sustaining in naturc over the Jong-term. This concern stems cssentially
from the cvident failure of governments of developing countries in
maintaining macrocconomic stability in the cvent of growing fiscal dcficits
- a manifestation of “fiscal qverloading” and incfficient public sector. The
resource allocation aspect of  tax and expenditure policies has also come
under critical review as rcalisation grew stronger that sub-optimal condi-
tions distort individual incentives for work and stifle growth processes.
Indecd, the fiscal revolution has been so rapid and extensive around the
world that the crstwhile centrally planned cconomics could not keep to
their idcological stance that Statc alonc knows it best to direct saving,
and investment aclivitics in thc cconomy. As many of the centrally
planned and mixcd cconomics arc currcntly passing through the transition
from active to passive fiscal policy stance and from the incfficient to
clficient form of government intervention, it has become necessary to
understand the truc magnitude and dimensions of fiscal problems in these
cconomics and the theorctical and practical basis underlying the process
of fiscal revolution. This was the theme of discussion at the Intemational
Scminar on Public Finance and Planning Process in Dclhi in 1990 by
somc cminent scholars of public cconomics. The present book is a collec-
tion of papers presented at this seminar. Most of the papers included in.
the  volume have, however alrcady appeared in some of the reputed jour-
nals and have gone into shaping views on fiscal policy in India.

The book makes an immediale impact on the reader because of the
scholastic justice with which cach subject has been dealt with. Imbued
with a theoretical flavour, mgjority of the adicles present stylised versions
of the subject while exploring  practical policy options  for the develop-
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ing countrics to rcform their finances. The cmpitical papers deal with the
macrocconomic aspects of public finance, inter-governmental fiscal relations
and tax policy and planning in devcloping countrics with special reference
to India and China, which not only rcpresent two different strands of
cconomic thought but also two dilferent institutional backgrounds, making
up the fiscal system. There is a yet another finer aspect of the book:
cach paper is followed by comments of an cxpert(s). These comments
ofien facilitatc an objcctive asscssment of the subject under discussion.
The introduction by cditors, Amresh Bagehi and Nicholas Stern, provides
a compctent outline of the major findings of cach paper. The book is
divided into two parts: the first part deals with the cvaluation of planning .
process and macrocconomic conscquences of public deficit while the scc-
ond part presents some models on tax theory and policy.

The Indian cxpericnce with planning over the past four decades pro-
vides the most illustrative cxample of the achicvements and [ailures of
fiscal policy in developing countrics. A survey paper by Amarcsh Bagcehi
and Pulin B.Nayak cxplorcs in considerablc depth the inherent contra-
dictions and trade-offs involved in balancing various objectives of fiscal
policy in India and why dcspitc some notable achicvements in key arcas,
planning in India, as it has cvolved over the ycars, has (ound itsclf in
cross roads. Besides, the survey undertakes an cvaluation of the tax,
expenditure and financing policics of the government with reference 1o the

_plan objectives of growth, redistribution, macrocconomic stability and cf-

ficient resource allocation. On the first two objectives, the Indian fiscal
policy can be credited with some success, but it is on the last two objec-
tives that the track record has been poor. The rigiditics of the fiscal sys-
tem, the excessive reliance on debt and money financing of deficit and
incfficicncy of resource use in public scctor have threatened the macro
economic stability of the system which manifcsted in rising inflation and
difficult balance of payment situation. On the cquity front the authors
note that in its redistribution function, the tax system has probably not
been very cffective, although, together with the expenditure programmcs,
it has played a part in contining the incqualitics, as otherwise the dis-

- paritics might have been accentuated. The structure of the Indian tax

system, despite its preferred aims of resource allocation, has indecd con-
stituted a major source of distortion in the system. In cxploring the policy
alternatives and implications, the survey observes that “it is somewhat
ironic that planning should be facing a crisis in India because of a fiscal
crisis after the country had attained a saving and investment ratio of a
much higher order than postulated by development ceonomists in the fif-
tics for a low income country 1o take off on the path of self-sustained
growth”, '
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This is indced an appropriate observation in the current milicu of
cconomic reforms. While the inclficiency of the tax-cxpenditure system
and the rcgime of controls have much to do with' the cconomic crisis,
thcy may not nccessarily form the root of the problem. The crisis in re-
spect of planning cannot  be attributed to factors like the high level of
taxation, the influcnce of controls or the faulty plan modecls. Nor the
problem can be thought of as resulting from a conflict between the
‘markct’ and ‘regulation’, especially for a country where there exist as
many reasons for the Government to intervenc in the market as 10 with-
draw in favour of thc market. The root of the problem, as the authors
rightly point out, lics in the will to implement hard decisions which brings
in the issuc of vested interests. Therefore the success of planning as ob-
scrved by the authors “depends on whether the political system succeeds
in subduing these vested interests and making them to part with the sur-
plus generated by development for growth™,

Somc of the missing points in the survey are brought out by the two
commentators, Indira Rajaraman and Shankar N. Acharya. Onc of the se-
rious conscquences of fiscal policy which has not been covered by the
survey is the phenomenon of capital flight, having  roots in the structure
of domestic and trade taxcs. Morcover, as Acharya notes, the link be-
tween [fiscal policy and poverty should not be scen in terms of increase
in privalec consumption cxpenditure alone. Fiscal policy can have and
infact has significant distributional implications through the provision of
public and scmi-public goods at nil or subsidised rates, which do not get
rcfected on private consumption cxpenditure,

The book includes two papers on the public debt dynamics in India.
While C.Rangarajan, and others address the dynamic interaction between
government deficit and debt under the alternative financing scenarios,
Willem H. Buiter and U.R.Patcl look at the problem of Indian public
finance as onc of ‘crisis of confidence’: whether the Indian public scclor
. can be considered solvent given the kind of fiscal policy that it pursued

in the 1980s. : .

Central 10 the issuc of sustainability of the fiscal situation is the
condition undcr which the national dcbt as a proportion of national in-
comc stays within managcable and stable valucs in the medium to long
run, If debt grows faster than income, which will be the casc when inter-
cst rale exceeds the growth rate, the debt 1o income ratio will grow con-
tinuously without an upper bound. The rigorous pursuance of this stabil-,
ity rule by Rangarajan, Basu and Jadhav in the Indian conicxt shows that
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central govemment finances, as thcy were towards the close of 1980s,
had entered into an unsustainable phase.

The alternative between debt and moncy financing of deficit leaves
litle option for the authoritics in terms of ensuring macrocconomic stabil-
ity. Allowing thc government nct primary deficit to evolve passively
Icads to escalation of debt to GDP ratio in the medium term to over
100 per cent under a pure debt financing scenario. In a monctary financ-
ing sccnario, the consequences arc more severe, “such an attempt would
Icad to a vicious circle of large deficit, higher monetary financing, more
inflation lcading again to larger deficit and so on.” This paper raised, for
the first time in India the inadequacies of the traditional concept of bud-
get deficit to reflect the truc magnitude of fiscal gap. The alternative
concepts of deficit presented in the paper provides economically meaning-
ful ways of analysing and cvaluating the government fiscal programme.

.Prof. B. B. Bhattacharya in his comment raiscs two intcresting issues
on the paper, the necd for cvaluation of the government’s net worth and
the intcraction between public debt, interest rate and cconomic growth. It
may be however.noted that in the Indian context the former aspect is
difficult to study because of limitations on the data front which make it
difficult for a comprchensive accounting of government assets (real and
financial) and liabilities. The latter aspect of the comment addresses a
vital point in that the sustainability of public debt must be secn in terms’
of the impact it has on private investment and capital formation.

The most feared conscquence of the fragile fiscal situation is the
threat of solvency. of the government, a question addresscd by Buiter and
Patel through the public scctor present value budget constraint. Applying
the inter-temporal solvency constraint rule, it can be shown that for the
government to remain solvent at a futurc terminal date, the present valuc
of future taxes and scignorage minus the discounted value of the govem-
ment expenditure must cqual the net initial labilitics (liability minus as-
scts). In such a finite horizon cconomy, the .solvency constraint requircs
that the public debt at the terminal datc must be non positive. But, if the
cconomy is dynamically incfficicnt, that is, interest rate stays below
growth rate for infinitc period, then the solution can be on the lines of
“Ponzi Games” where govemment pays off its debt and intcrest by resont-
ing to further borrowing. This, however, is an exceptional situation, and
cannot hold forever. By the help of the inter-temporal solvency constraint
rule, the authors demonstrate that given the fiscal stance that prevailed in
the mid ‘cightics the Indian public scctor faced the threat of insolvency.
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Although govermnment could choose 1o finance its budgctary gap by using
the option of inflation tax, this will imply high cost in terms of
unsustainable rise in priccs and cven the maximal use of the ‘inflation
tax’ will be insulficient (o tide over the solvency gap. Suggesting  fiscal
retrenchment, the authors obscrve that the fiscal crisis might first manifest

itsclf in a forcign cxchange crisis, even though India’s external debt bur-
den is modest. :

A critical question that the formal solvency test raises is about the
right’ mcasurc of national dcbt: should it be cxternal debt alonc or both
internal and cxternal debt? For, this is important as government can
amortise a part of its intcmal debt through price inflation which is
equivalent to debt repudiation. This point is very appropriately raised by
Alan S. Aucrbach in his comment. Sccondly, what the solvency test im-
plics 1s: whether the current fiscal policy stance can go on forcver with-
out inviling problems with rcgard (o the credibility of the fiscal pro-
gramme. Governmenis can manage to pull on with the fiscal problem for
a long time if the real interest rate docs not exceed the growth rate, but
cventually such a condition cannot be maintained for long if dcficit is
incurred for unproductive purposcs, and certainly not sustainable for an
cconomy that is susccptible to Toss of intermational confidence.

A significant part of the book focuses on the federal fiscal transfers
in India particularly the issucs involving the criteria of distribution of
Central transfers among the States. Two papers, onc by M.Govinda Rao
and Vandana Agarwal and the othcer by M.N. Murty and Pulin B.
Nayak, cxplore the shortcomings of the present arrangements and ‘suggest
alternative designs of federal transfers. The objectives of - federal transfers
arc 10 offsct the fiscal disadvantages of the poorer stalcs and raisc the
levels of scrvices provided by the States where they arc deficient. In this
conext a proper assessment of unit cost of providing services and cxpen-
diture nceds -of cach State becomes an cssential prerequisitc 10 achieving
an cfficient federal transfer sysiem. Rao and Agarwal atlempt 1o measure
cost indices and levels of public services in a decisive voter’s utility
maximisation modcl. The problem posed is: an individual maximises his
utility by choosing a level of composite private goods, certain level of
public services and tax rates so that the marginal rate of substitution
between public and private goods cquals the marginal cost of providing
the scrvice. Translating this model into cstimable” cost. [unctions across
major catcgory of public services, the authors point out the existence of
significant cost differences between the poorer and richer States and argue
in favour of sizable incrcase in the outlay of the former catcgory of
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States.  Some uscful comments on the paper by G. Thimmaiah and Al
Sarma provide the basis for an objcctive asscssment of the criteria pro-
p(jsc(i by the authors. The transfer design  proposcd by the authors .
heavily draws from markct signals, viz., the price clasticity demand for
scrvices, whercas most of the government scrvices arc non-marketable in
naturc. Thimmaiah nolcs that the objective of cnsuring minimum public
scrvices to all the people living in a federation is “paternalistic” and
should not bc mixed up with preferences and other market signals. In-
stead he argucs that Central transfers should be appropriaicly related to
the budgetary decision of Statcs, whether or not it stimulates State ex-

penditure on the intended line.

 The same problem has been addressed by Murty and Nayak from a
diffcrent theoretical standpoint. Resource transfers arc aimed at promoting
the objectives of cfficiency and distributional cquity. Economic cfficiency
is concemed with efficient allocation of resources by a State with a view
to maximising the Statc Domestic Product. Central transfers in a devcelop-
ing federal country should thus be designed with the objectives of improv-
ing resource allocation by cncouraging States to undertake wel fare-improv-
ing marginal rcform in their finances. Given the autonomy of States to
Ievy several taxes, revenuc policics of provincial govemments can g0 con-
trary 10 the national objectives of reducing tax induced distortion in the
cconomy. In this contexi, there is a nced 1o gear the transfer mechanism
lowards cncouraging the States 1o undertake tax rcforms in the linc with
thc Central Govemnment. The authors examine this issuc through the rules
of optimal tax thcory, and undcrscorc the welfare improving role of a
coordinated approach in designing tax rcform in Central and provincial
Govemnments. The model applicd to India proves an important point that
the current method of resource transfers docs not provide incentive for the
provincial governments to underiake budgetary reforms with a view 1o
improving cfficiency and distributional cquity. The alicmative crilcria sug-
gested by the authors take into account factors such as Stalc income, tax
cffort, reciprocal of an index of cfficicncy of State laxcs, Statc pcr capila
consumption and reciprocal of an index of incquality in the distribution of
income/consumption in the State. Since resource transfers would not only
be related 1o the levels of these indices but also to their incremental val-
ucs, there will be incentive for States to underiake budgetary reforms in
anticipation of higher transfers.

The comment on the paper by Nicholas Stern makes an interesting
comparison of criteria bascd on ‘needs’, ‘rights’ and ‘incentives’, which he
clls as the notion of ‘deserts”.  He argucs that although the incentive
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aspect has a prominent role to play in the theorctical design presented by
the authors, it does not indeed play such an important role in the cmpiri-
cal analysis, since the criteria proposcd by the authors arc not signifi-
~cantly different from those underlined in the Finance Commission's formu-
lac. The sccond comment on the paper by M. Govinda Rao, makes some
interesting reading. Is it justificd to basc the central transfers on such
critcria. which provide induccment to cconomic growth? Is cconomic
growth of a Statc merely a function of its budgetary policics? While
these concerns arc understandable, it needs also to be appreciated that
Stale budgetary rclorms are absolute precondition to the improvement in
the general fiscal situation. Under the cxisting arrangement for resource
devolution a large wcight has been placed on population and fiscal disad-
vantages through the factor of per capita Statc income. While this has
gone 1o confer some right on Staics to receive Central transfers they arc
under no commitment to improve cfficiency in the mobilisation and use of
resources. Linking central transfers to certain cfficicncy improving tax
reform at the State level is a very welcome proposition in the present
context of fiscal reform.

An interesting account of the evolution of the fiscal system in China
by Jinglian Wu reflects the problems cncountered by Centrally planncd
cconomics in instituting viable fiscal rcform. China had a chequered his-
tory in bringing rcform to the fiscal scctor cver since the formation of
Pcoplc’s Republic of China in 1949, It may be recalled that as carly as
1979, ‘administrative dccentralisation’ was cnvisaged where micro and
macro cconomic decision making powcrs were Ieft to the provincial gov-
crmments and the govemment cnterprises. Under this dispensation, local -
governments were given some sources of fixed income and flexible in-
come. If these two together exceed the stipulated local expenditure some
of the revenucs collected by  the provincial govemments are  retumed 10
the Central Government: in the opposite case, provincial governments
would receive support from the central government. The reform process,
notwithstanding its intended purpose of making the provincial govemments
morc autonomous, produced scrious negative results which were manifested
in high inflation, accentuation of regional disparity, large underutilised in-
dustrial capacity, local protcctionism and scgregation of the domestic mar-
ket. This happened as local governments misused their rights of taxation
and concentrated excessively on building up their own enterprises which
could not be viable given” the market demand and cost conditions. While
the reform did not succeed, it could not be replaced by an altemative ci-
ther as peoples’ faith  on administrative decentralisation was wanning duc
o dcteriorating cconomic cnvironment. As Professor Wu notes “fiscal re:
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form is related to the choice of rcforms stralcgy ... and the realignment
of vested interests ....As yel, there arc no signs of such a rclorm bging
implemented”. The fundamental question currently facing China is:
whether to return to highly centralized fiscal system or traverse through
the difficulics and obstacles  brought about by thc markct-oricnted rcfonn

based on fiscal decentralisation.

These problems arc not unique to China alone; in fact, they have a
general presence in most  erstwhile Centrally planned cconomics where
the institutional reforms have not been pursucd 10 the exient necessary for
maximising benefits thrown open by thc market mechanism.  As the
book has rightly suggested, political constraints form the grcatest obstacle
to the emergence of a viable and cfficient fiscal scctor in these econo-

mics.

The sccond part of the book deals with tax models and their applica-
tion 1o the developing and centrally plannced cconomics. Six papers in-
cluded in this part cxplore in considcrable depth. the strucwre of taxation
in developing countrics and how optimal tax thcory can be uscful in an-
swering  some of the problems faced by the planners in designing tax
rcform.  Christopher Heady and Pradecp K. Mitra put forward a modcl
for designing commodity taxation in an cconomy where somce production
is centrally planned and somc subject to decentralised decision making.
Using the Chincse cconomy as an example they arguc that while standard
optimal tax rulc would suggest uniformity. in commodity tax rate such a
rule may not bc very uscful in the context of centrally planncd ccono-
mics, where backward shifting of taxcs in the presence of price controls
has significant distributional implications. A similar issuc is addressed by
Mitra in another paper where he cxamgines the tarifl design in a rcvenue-
constrained cconomy. He scts up an intertemporal model to cxaminc the
costs and benefits of protective: tariff and suggests the rules (or optimal
tariff structurc in the context of a revenue shorage ‘cconomy. Applying
the modcl 1o India, Mitra obscrves that  uniformity in protective tariff is
a reasonably good policy option for the country from the view point’ of
wellare, and stresses the merit in pursuing - co-erdinated reform of tariff
and domestic taxes that sets rate levels in accordfmce with the phblic
revenue requirements, and cstablishes rate structure that, while administra-
tively simple, is sensitive 10 consideration of cquity, cfficicncy and protec-
tion. The results of the study assume significance from two major consid-
crations. First, uniform tariff rate is administrifively casy to handle and
can lead to significant improvement in welfare by reducing economic dis-
tortions  caused by differential protection structure. Sccondly, uniform
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ralcs will remove rent-sceking opportunity from the tariff regime, thercby
contributing direclly to efficicncy. It may be, however, noted that uniform
tariff, though optimal, may not always be a preferred option for the
countrics where there exist sufficient ground for providing different protec-
tion levels 1o dilferent industries based on such considerations as value
added or cmployment. - '

The paper by Paul G.Hare examines the economic consequences of
tax and pricing dccision in the pre-liberalisation cconomics of Eastern
Europe. The distortion generated by the regimes in these economies were
many, principal among which arc the individual approach of ncgotiation
with cnterprises that did not take into account the conscquences of deci-
sions clsewhere, the inefficiency in the use of inputs by cnterprises, and
the wcak link between resource allocation and profit.

A typical problcm associated with these cconomies is the lack of in-
centives for innovation ol the kinds associated with competitive market
processes.  In the absence of market clearing mechanism the command
system 1s driven by administrative pricing rule which creates problem of
shortages. Consequently, the kinds of innovation that firms are most likely
to undcrtake arc in the nature of reducing uncertainty of input supplies.
Since investment decisions are not guided by price signals but respond to
ways of overcoming shortages, the production system tends to be verti-
cally integrated which incrcases input use and inefficiency. Professor
Harc noles that as the old command system is rcplaced by the market
mcchanism, the role of taxes and subsidics in influencing investment in
thcse countrics would emerge stronger than at present. Streamlining
growth in these cconomics depends on invigorating the innovation process
and making investment more cfficient. This requires that public policy
should bc designed towards climinating distorting taxes and subsidies,
enforcement of bankruptcy rules, casier conditions for new entrants into
thc market, ‘a proper credit policy and more importantly, withdrawal of
the bulk of production activitics from the State through proper
privatisation policy. o

The paper has rightly obscrved that planning and public finance in
Centrally Planned economics arc not integrated through rational principles;
rather, tax and subsidy policics play only a secondary role where too
much cmphasis is placed on so called material balance. As the role of
price factor in resource allocation is cnhanced, tax and subsidy policies
would emerge important public policy tools for achicving the stated na-
tional cconomic objectives.
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A controversial aspect of taxation in devcloping countrics relates 1o
taxation and pricing policics in agriculiure where the conflict between tax
theory and practice is very much widespread. Public policics involving
agriculture in devcloping countrics pose scveral dilemmas. But what con-
cerns most is resolving the dilemma of mceting the public investment re-
quirements in agriculturc while kecping the tax burden on this sector to
the minimum. Onec sidc of thc argument is that agriculturc should be
heavily taxed as the cconomic cost of such a tax is very little, given the
~low price clasticity of supply while at the samc time it is argued that the
policy should favour high investment in agricultural infrastructure which
has high social marginal return. The other side of the argument is that
agriculture should not be taxed heavily becausc this will encourage farm-
ers to press for public provision of all sorts of complementary investment
in agriculture. A contribution from David Ncewbury holds the first view
and argues that investment in agricultural infrastructure has favourable
implications for supply position, which by increasing the taxable surplus
in agriculture will help government to mop.up additional tax rcvenuc.
This, -however, gives rise to another sct of problems.; A rise in rural liv-
ing standard incrcases the supply price of urban labour and reduces the
taxable surplus in thc modern scctor. The question that the author ad-
dresses is whether the social returns on investment are below or above
thosc at market prices (world prices). He demonstrates  through the help
ol a dual cconomy modcl that if prices of agriculture sector can be insu-
lated from urban food prices, then the social marginal product would
exceed that mcasurcd at distoried agricultural output prices. In the casc
where agriculture is taxed via trade taxcs, then it is not casy to say
whether rural price signals arc misleading or not. The arguments for tax-
ing agriculture and investment in rural infrastructure becomes strong if
the modem (industry) sector expericnces cconomics of ﬁc‘ﬂc while agricul-
ture exhibits diminishing retum to scale.

This contribution has some practical policy rclevance for devcloping
countries. If agriculture cannot be taxed dircclly because of several non-
economic factors, then under-pricing of agricultural output can be welfare
augmenting policy if this implicit tax is ploughed back to rural scctor by
way of infrastructural investment. The conclusion is based on the critical
assumption that agricultural supplics arc scnsilive to investment in infra-
structure but not that much scnsitive to pricc. While this assumption
scems reasonable in the context of developing countrics, what the modcl
scems to have missed out is the rle of huge input subsuhcs in the pric-
ing policy for agricultural output.
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As obscrved by Ranjan Roy in his comment the model takes an or-
thodox vicw on developing cconomics about the ‘rural’ and ‘urban’ sec-
tors and ‘tfaditional’ and ‘industrial’ scctor. The significant presence of
‘agro-industrics’ in rural arca docs not find a place in the model. The
assumptions that farmers arc identical and that there is no reverse migra-
tion in the sysiem arc some of the other shortcomings of the model,

A particularly interesting contribution included in the book is that of
Nicholas Stcm on the problems of theory of taxation in dealing with the
dynamic issucs relating (o growth. Here he discusses the qualitative as-
peets of tax system and how optimal taxation which is at the centre of
thc nomnative tax theory, is able 10 subscrve the objective of cconomic
growth in a dynamic cnvironment. The development of tax thcory has
been largely confined to static models, which usually assume that the rest
of thc cconomy is perfcctly competitive and suffers from no market fail-
urc. Given these basic conditions, the objcctive of tax policy is to
minimisc the distortions crcated by taxes to an otherwise cfficicnt market
condition. On thc other hand, while thc growth thcories throw helpful
insights into saving and investment policics in developing countries they,
trcat the long-run growth as exogenously determined by factors such as
population and tcchnical progress. In more recent period, however, in-
- creasing attention has been drawn to the influcnce of public policies on
the long-run growth rate. Stem shows how the basic elements of tax and
growth theorics can be drawn together and to what extent the static tax
thcory can reflect the dynamic considerations relevant for growth. For
cxample, hc shows that while optimal taxation and cfficient production
conditions suggest uniform tax rates across commaoditics, in the dynamic
ramework, where inter-temporal consumption decisions assume significance,
the tax basc relevant for optimality shifts from consumption and income
to cxpenditure. A

Some of the other factors which assume significance in the dynamic
context arc the problem of dealing with transitions, expectations, timing
and duration of policics which have important conscquences for savings
and investment decisions. The author poscs an interesting question with
rcgard 10 taxation of extcmalitics associatcd with growth process. Accu-
mulation of knowlcdge, or lcarming by doing is like an extemality which
flows like a by-product [rom investment. Knowledge may also arise due
(o invesiment in rescarch and development. If the: govemment is the sole
provider of such invesiment, then the problem of taxation from the theo-
retical standpoint is fairly straight forward. But the fact that private in-
vestment generates knowledge, creating externalitics, would mean that
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taxation issucs do not remain simple -and straightforward. There is also
the issue of ‘dynamic inconsistency’. The future tax policy announced by
govemment in the previous period may no longer look optimal when it
comes to implementation in the current period. Stern notes that this is
so since the passage of time makes ccrtain disincentives/incentives irrel-
evant. ‘Dynamic inconsistency’ may also arisc duc to change of govem-
ments, which creates expectations about the future changes in tax policy.

Some of these issues raiscd by Stcm provide usclul insights into the
current stage of development of tax theory and the agenda for future re-
search in this arca. Indced these issucs arc particularly relevant for the
developing countries, where the institutional development and changing
sectoral composition of the economy open up new challenging arcas for
tax policy in addition to the dynamic aspccts considercd by Stern.

It is intcresting as well as and intriguing 1o note that while the devel-
opment of normative tax theory has revolutionalised the basic thinkings on
the economic cffects of taxation, thc optimal tax rules have never had a
significant impact on the actual shaping of the tax policy in many devel-
oping countrics. On the other hand, practical considerations such as ad-
ministrative feasibility and other constraints had a more decisive influence
on the design of tax rcform in these countrics. In this context, a paper
by Vito Tanzi provides an illumunating rcflection on the influence of
Fund - supported programme on the tax rcfomm designs in the developing
countries. The Fund advice on tax matiers is mainly confined to render-
ing technical assistance to member countrics. However, to the cxtent that
taxation issucs have a bearing on the general fiscal condition, they have
formed an important thrust arca in the adjustment programme rccom-
mended by the Fund. Tanzi mentions that while arriving at the desirable
tax structure, the IMF considers such factors as government prioritics, the
countrics’ macro-cconomic situation, the strength and honcsty of tax
-administration, the existing statutory tax structure, the structure of the
economy and a varicty of other factors. The Fund is gencrally concerned
with efficiency aspects of taxation which led it to recommend lower tax
rates and broader tax basc. In the indircct tax arcas thc Fund missions
have a strong preference for replacing tax on forcign trade by domestic
indirect taxcs, although such a policy recommendation has not been found
feasible in most cascs. The other preferred options in the Fund tax reform
design are the introduction of Value Added Tax at a minimum differenti-
atcd rate, and the use of excise tax to discourage certain sumpluary con-
sumption.
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It would be fair to recognisc that the typical Fund supported
programme has the short-tcrm objective of restoring macro-economic im-
balances in the cconomy in view of its bearing on the country’s balance
of payments, whilc taxation issucs are concerncd with structural reforms
in the cconomy. However, 10 the cxient that fiscal imbalances are duc
o low levels of taxation as comparcd to cxpendilure overruns, the recom-
mendations of the Fund concerning a ‘particular tax structure docs assume
significance in the formation of tax policies in borrower countrics.

To conclude, the book is an outstanding contribution to the litcrature
on public cconomics in developing countrics and cconomics in transition.
As we have noted, it covers a wide spectrum of issues in public finance
in these countries and provides usclul insights into the type of problems
that the devcloping countries have to tackle in their cflorts towards
achicving sustainable growth through the instruments of fiscal policy.
The attractive fcature of the book is its completeness in tcrms of achicv-
ing a right blend of thecory and empiricism in presenting the issucs relat-
ing to taxalion policy and macro-cconomics of public finance. The ana-
Iytical rigor with which cach subjcct has been dealt with makes the book
a particularly interesting picce of rescarch work, worth comparing with
similar outstanding contributions on tax policy in dcveloping countrics.

Madhusudan Mohanty*

* Shri Madhusudan Mohanty is Director, Depariment of Economic Analysis and
Policy. .
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Supply response studics with respect to changes  in product/factor
prices in the agricultural context arc generally attempted from two per-
spectives, i.c. (@) supply responsc of agricultural output (mostly individual
crops scparately) often proxicd by response of acerage under a crop or
yicld per acre; and (b) supply response of marketed/marketable surplus
often adjusted for different holding sizes. The broad consensus which
cmerges from most such studics in the Indian context is that cven though
farmers respond  positively (irrespective of the holding sizc) to price
incentives,  the clasticitics themscelves are quite low. On the other hand, it
is found that favourable pricc structure Icads to carly diffusion and faster
adoption of ncw technology to which the output and marketable surplus
both respond positively with a higher magnitude in terms of clasticitics.
Given the low level of technology 1o which a substantial part of Indian
agriculture has been cxposed so far, a target of output cxpansion could
be attained only through substantial incentives in tcrms of price hikes.
Agricultural Pricing Policy in India, as it has cvolved over the ycars, has
drawn upon this rationale. However, the varied and adverse distribution
aspects ol such policy intcrvention by the Government have been widely
debated. :

The growing demand for foodgrains (cven cash  crops) fuclled by
an increasing population and rising nominal incomes, nevertheless, calls
for policy cfforts on the supply side. Empirical studics ecncompassing dif-
ferent regions and time periods on various aspects of supply responscs
assume importance, as Dr.Ramcesh Chand argucs in his book “Pricc
Policy and Markcted sumplus in India.” This is a major acadcmic contri-
bution on the issuc of aggrarian surplus in India. The State of Punjab,
sclected as the ficld arca of rescarch, has been cmpirically studicd for the
period 1977-78 to 1979-90. Against the backdrop of the findings and
policy prescriptions of some of the major cmpirical studics on supply
response done in India and clsewhere, sct out in Chapler 2 of the book,
* Dr.Chand advocatcs a brcak from the state of the art in terms of mcth-
odological approach in Chapler 3. He specifics a modcl in the form of a
normaliscd quadratic profit function gencralised for various crops (in this
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study, for wheat, paddy, cotton and gram), given certain variablc and
fixed inputs. The factor demand (for human labour, fertiliser and animal
labour) and output supply cquations arc then derived from the profit
function (output supply considered as residual of profit and cost) and the
model is cstimated by using Zcllner’s Scemingly Unrelated Regression
(SUR) mcthod to compute various price clasticitics of [actor demand and

output supply.

Unlike most other studics where ‘the response of marketed surplus is
tested against product price changes, output levels, land tenure systems,
ctc., the marketed surplus function which has been employed here, has
been so modelled as to study the response o0 both product and factor
pricc movements simultancously. This is appropriate since markcted sur-
plus clasticitics cstimated from such a model gives an idca about the re-
quircd cxtent of product price adjustments which neced to be cffected
through policy changes in order (o attain distributive and welfare goals.

In a sojourn to the state of agriculture in Punjab (Chapter 4), Dr.
Chand underscores the importance of agriculture in shaping the States’s
cconomy (as also thc national cconomy). After a detailed account of the
results of the modclling cxercise, Dr.Chand presents the findings of the
study which arc revcaling and have substantial policy implications. The
results which arc thrown up by this cmpirical excrcise arc in consonance
with the results of carlier studics. Normalised quadratic profit functions
express profit as a function of normaliscd prices of variable inputs and
levels of fixed factors. Profit tends to fall when variable input prices in-
crcasc and riscs when levels of land, capital, and imigation arc increcased.

This is bome out by Dr.Chand’s findings.

Furthcrmore, as cxpecled, while the clasticity of demand for inputs
with respect 1o input prices was found to be ncgative (indicating that
input usc incrcases with fall in prices), the responsiveness of input de-
mand (0 output price movements was positive. Thus remuncrative output
prices can spur demand for inputs provided the input prices risc at a
Iesser rate than the output prices. The cxisting price structure in India so
far has, however, been such that the negative effect  of factor prices on
employment has hardly been compensated by the positive  effect of out-
put prices on employment. This reveals the labour displacing nature of
the present pricing policy in ‘India. Thus, as the author rightly obscrves,
given the level of fixed factors and technology, if the objective is 1o
maintain a constant Ievel of farm employment, the output prices must be
increascd by 100 per cent of the rise in factor prices.
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Estimated elasticitics (for factor inputs) also attest on the one hand to
the complementarity between fertiliser use and demand for human labour
and on the other, to the substitutability (onc way) between demand. for
human labour and bullocks. Thus a rcduction in fertiliser prices and an

incrcasc in the bullock prices could well increase the demand for human
labour. : ' '

As regards the fixed factors of production the estimated elasticities
showed that arca under a crop and irrigation were the most important
factors contributing 10 gencration of employment while capital used in the
form of implements and machinery had a negative (but insignificant)
impact on the demand for labour. Joint clasticitics with respect to all
fixcd factors estimated 10 indicate the scale clasticity of labour demand
was found to be less than one for all crops, indicative of crowding out
cifeets duc Lo expansion of scale on human labour employment.

The estimated output supply functions (mcasuring the response of
output to changes in factor/product prices) conformed the hypotheses that
“output pricc has a positive cffcct and factor prices a negative effect on
output supplics. Fixed factors (their lcvels) also showed positive supply
responscs. However, the magnitude of price clasticitics of output were
found 10 be significantly low. Joint clasticities of fixed factors (in terms
of levels) exhibited constant returns to scale for cotton, diminishing re-
turns for gram and wheat and marginally increasing rcturns to scale for
paddy. These findings are in conformity with the reccived view that by
manipulating product prices or by increasing the Ievels of use of fixed
factors, it is not possible 1o achicve the desired increase in agricultural
output. It.is the diffusion and adoption of modem tcchnology on a large
scale that scem to be the answer and a positive price incentive is actually
the indircet stimulus for increasing output by encouraging scientific culti-
vation. The relationship between the use of modem technology and output
prices has not reccived its due atiention. The importance of the need to
focus cmpirical attention on the theme ariscs from the tacit acceptance of
a positive relationship at policy levels without definitive cvidence in India,

The response of marketed surplus to changes in prices is most impor-
tant from a policy point of vicw as it decides the availability of
[oodgrains . for the urban population and gives an idca about the inter-
scctoral resource transfers. While the dircct price cffects on marketed
surplus is determined by the relative strength of positive (reduced con-
sumption) and negative (larger farm income and conscquently higher con-
sumption pulls), it is the response of marketed surplus to output changes
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as a result of change in ()ulpul/lecl()k prices which plays a morce decisive
role. ‘ :

In the study, the response of markcted surplus of wheat to its price
was found to be twicc as- high as the price response of gross output,
and the response of net income was substantally higher than the response
of markcted surplus. As the cstimated clasticitics show, if the objective is
to maintain a constant level of marketed surplus, wheat price should be
incrcased by 69 per cent of the rise in factor prices and paddy prices by
exactly the extent of the rise in factor prices, and that such adjustments
in output priccs would incrcasc the nominal farm incomc by 21.7 per
cent for wheat and 31.1 per cent for-paddy respectively. The importance
of technology is brought out clearly through three scenarios worked out in
the study. In the most rcalistic of these variants, with a 2.2 per cent
population growth, and an increase in product prices to the same extent
as the increase in factor prices, productivity growth of 1.1 per cent in
wheat and 2.0 per cent in paddy is cssential to match the increase in
marketcd surplus with the rise in population.

The study is notable for its incisive dcpiction of the truec naturc of
the agricultural pricing policy in India. The present pricing policy, as the
author finds, (of adjusting product prices to factor costs, cost-plus being
onc of major approachcs followed by thc CACP while fixing various pro-
curcment prices) has been just sufficient to maintain a constant Icvel of
marketed surplus and thus certainly is labour displacing. It is only a full
cost pricing that would achicve a constant Ievel of labour cmployment
and this would also mcan higher markcted surplus. But in the abscence of
technological advanccment in agricullure and given the highly skewed na-
ture of distribution of income and wealth in India, such a mcasurc would
further deepen the existing incqualitics.

However, now that technological advancement on a large scale in In-
dian agricullure appears a remote possibility, the question that arisc arc:
what should be the appropriate pricing stralcgy and whether the present
stratcgy of “constant markcted surplus” has further intensificd the
disproportionality in the inter-scctoral resource transfer mechanism. These
qucstipns have not been adequatcly dealt with by Dr.Ramesh Chand. The
present pricing policy and the resulting forced commercialisation in Indian
‘agriculture has been criticised for having forcibly increased the marketed
surplus of small and marginal farmers (i.c. distress sclling in the post
harvest period at lower prices to buy subscquently when prices are high)
and also for increasing the staying power of large farmers with greater
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marketable surplus than actually marketed (and marketed when the prices
arc high and oficn to the small and marginal farmers and landless
labourcrs, a substantial ‘chunk of the foodgrains market still being in the
informal scclor). These, in tum, have sct in a vicious circle of perpetual
exploitation constiluting constant paupcrisation of the peasantry and
prolcterisation of thc masscs. But these issucs are generally grossly ne-
glected. Like most studics on the subject, the distributional implications
have also been given a lower priority trcatment in this book, which oth-
crwisc has cxhibited a rarc quality of technical cxcellence on the subject.

Sitikantha Pattanaik*
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