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| 'CHAPTER-II o
THEORIES OF INTERNATIONAL TRADE AND
ECONOMIC REFORMS IN INDIA
21 INTRODUCTION . |

Internationial trade is the exchange of goods and services across international
‘borders. Imports ‘and exports are t_he'maj‘or sectors of international business. Imports
and exports take place because of the felt needs of the country. In most countries, it
represents a significant share of natxonal income. While international trade has been
present throughout much of history, its economic, social, and political 1mportance

have been on the rise in recent years, mainly because of Industrialization, advanced

‘ transportation, - Globalization, the spread of . Multinational corporations, and the

o phehomenon’ ‘o'f 'outsourcing In fact, it is pfobably the increasing .p;evalenee of

| mternamonal trade that is usually meant by the term’ globahsatxon There are number:
- of factors responsible for international trade such as difference in labour cost, interest
on capital, availability of capital, raw materials etc. '
. In this chapter, a iwo—part analysis has been attempted. In the first part,
'followiﬁg the introduction, an explénation regar’dihg why trade takes plece is provided
and in the second part, the reforms pertaining to extemal sector that was introduced in |
India has been described. This is because govemment s attitude towards foreign trade
is also an important factor that deternnnes whether trade between two nations expands
or not.? » .

It is pertinent here fo note that the two extreme states or conditions could

4 potentially be created by national government policies. At-one extreme, government
could pursile a "laissez faire" policy with f_espect to trade and thus impos_e no

- regulation whatsoever that would impede (or encourage)- the free voluntary exchange

. A:" tarks o '—)—-deg Libwralization -E
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Figure-1

2 It is this recognition that lead to the opening of external sector in India since 1991.
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of goods between natlons ThlS condmon is defmed as free. trade. At the other
extreme, govemment could impose such restrictive regulations on trade as to
eliminate- all. incentive for 1ntemat10nal trade. This condition is defmed as national

autarky. Autarky represents a state of isolationism. (See, Figure 1).

In the figure, arrow to the left indicates that Governrnent pohc1es are promotmg
‘protecttomsm while the right arrow shows that the policies are promotmg hbrahsatlon
. that is towards. free trade. Probably, a pure state of free trade or autarky ‘has never
ex1sted in the real world All nattons impose some form of trade pohc1es Moreover |
_ probably 10 government has ever had such complete control over economic activity as
to eliminate cross-border trade entlrely._ The real»world, instead, consists of countries

that fall somewhere between these two extremes.

22 THEORIES OF INTERNATIONAL TRADE

Number of theories have been developed to explain why natxons trade In the

- sectxon that follows these theomes have been descrlbed

2.2. a. Mercantilism:

~ One of the earliest attempts to describe the function of international

~ trade is known as “Mercantilism”. Mercant111sm was developed in the 16th

century. It insisted that the ecq'uis1t10n of 'wealth, particularly wealth in the

_form of gold was -of paramount 1mportance for a nation. The trade policy

Lo d1ctated by mercantilist phllosophy was accordmgly snnple -Encourage

‘Exports, Dlscourage nnports and take the proceeds of the resulting export

surplus in gold Mercantilists took the v1rtues of gold almost as an article of

faith. However, they never tried to explam adequately why the pursuit of gold

deserved such a htgh priority in their economic plans. With its irsistence on

. the accumulation of national Wea‘lth in the form of gold by " encouraging
exports, mercantlhsm was an inconsistent and ultimately self- defeatmg theory

. Adam Smith attempted to formahze the theory to explam mterndtlonal trade in

terrns of absolute advantage.

3 See, Allen, William R, (1987).
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2.2.b. Absolute Adﬁantzige Theory:

Adam Smith has propounded the theory of abéolute advantage in his
book the “Wealth of Nations” published in 1776. Smith argued that countries
différ in their ability to produce goods efﬁqiently. He believed that the value

~of a pro&uct in a country is d@termiﬁed by its labour content.'* Some
countries have absolute advantage in the production of some gdods as labour
cost 1s low in such countries. Thcy can export such goods and import other
goods for which labour cost is h1gher in the home country. The absolute
advantage theory emphasized the 1mportance of specialization as a source of
iﬂc;eased output. Accordingly, each nation should specializ‘e in the
prodﬁc,tion of goods it is ‘parﬁculaﬂy wéll equipped to produce. It should
export part of this production and. import other goods that it cannot produce
50 cheaply. ‘However, the tbeofy fiails-‘ to explain why trade ‘takes place
between two nations in which a country has absolute. advantage in the
production of all goods. Ricardo provided the ans@ér in his theory of

comparative cost advantage. - -

22.¢c. The Comparative Cost Theory:

" David Ricardo noted economist illustrated the comparative cost theory
by using the two coﬁntries two-coxﬁmodity model. Ricardo formiulated this
theory in his book “Prmcxples of Political economy published in 1817. In
brief, the Comparative Cost theory explains that if trade is free, each country‘
in the. long run, will tend to spec1a11ze in the production and export of those
commodities in whose productxon it enjoys a ccmparatxve advantage, and to
10_btam, by import, those commodities which can be produced at’home at a
- comparative 'disadvaﬁtage;' and that such specialization i to the mutual
advantage of the companies 'participating in it."* David Ricardo’s illustration
of the comparaiive cost theory shows that trade between nations can be
profitable even. if one of the two ﬁationsf produces botﬁ commodities more

efficiently than the other nation, provided that it can produce one of these

 See, Gide.C and Rist. C, (1945). -
'3 See, Karl.E, Fair.C; (1999).
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o coimi_lodifies with a- comparaiively greater efficiency than the other

comrhodity. This theory is based on a few simplifying assumptions:

i. Labour is the only element of cost.
ii. Production is subject to the law of constant returns.
iii. International trade is free from all barriers.

iv. No transport cost.

The Comparative Cost theory has been severely criticized for its
unrealistic assumptiohs. It should, however, be 'stated that the Comparative
Cost Theory does provide some convincing explanation. of the basis of

international trade.
' 2.2.d. . Reciprocal Demand Theory: -

| John Stuart Mill and other. economiots elaborated.the‘ classical position
on trade further in the 20th century. J.S. Mill (1848) argued that the law of
reciprocal demand sets the prices at which trade will take place., Reciprocal
demand indicates a country’s demand for one commodlty in terms’ ‘of the other

commochty, which it is prepared ‘to glve up in exchange. Re01procal demand

deterrmnes the terms of trade and relatlve share of each country.

For example, Reciprocal demaind Ipeans the strength of iJS demand for
Indiéin textile and Indian demand for US :yvheat. This theory is also based on
the assumption that free trade is aIloWed. :However, the real world situation is
different. Governments put regulations in .trade in order to protect domestic

industry and employment, correct imbalances in balance of payment etc. Trade

- between capital rich industrial . countncs and developing nations, which

produce chleﬂy prlmary products -are conducted for many other reasons. The

theory does not g1ve gu1dance on this.
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2.2, e. Factor Endowments Theory/ Modern Theory
(Heckscher-Ohlin Theory):

Swedlsh econormsts Eh Heckscher (in 1919) and Bertil Ohhn (in

1933) are critical of the classical theory of comparative cost. They argucd that

| classical theory does not explam why comparative.cost differences take place.
The classical theory demonstrated that the basis of international trade was the

comparatlve cost difference. However, it did not explain the causes of such

comparatlve cost difference. The alternat:we formulation of the comparative ‘

" cost’ doctrme developed by Heckscher and Ohlin expiams why a comparative -
cost difference exists mtematlonally They attnbute 1nternat10na1 (and inter-

‘reglonal) dlfferences in comparative costs to

(A) Different prevailing endowinents of the factors of production; and -
(B) The fact that the production of various commodities requires the factors of

prod@ction are used with different degrees of intensity.

In short, it is the difference in factor intensities in the production'
functions of goods along with the -actual differences in relative factor
endowments of the ‘countries, which explains the international differences in

the comparative cost of production.

‘Thus, concisely, the Heckscher-Ohlin theory states that a country will
 specialize in the producti;)n and export of the goods whose pxodﬁctidn requires -
a rélatively large amouht of the factor With Which the country is relatively well "
= . endowed with, capxtal only if the. ratio of capltal to other factors is hzgher than

. in other countmes The 1mportant assumptlons of the model are:

Both the product and factor markets in both the cQuntrieS are ’

characterised by perfect competition.

} 'Thef‘ factors of production @re pérfec’:tly mobile within each country but

immobile between countries.

The factors of production are of identical quality in both the countries.
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C 4 | Faétor supplies in each country are fixed.
5. ° . The factors of production are fully employed in both the countries.

6. . There is free trade between the countries, i.e. there are no artificial‘

barriers to trade.

7. - International trade is costless, i.e. there is no transport cost. .
8. The factor endowments of one country vary from those of the other.
9. The techniques of producing identical goods are the same in both the

" countries because of this act; the same input mix will glve the same

quantity and quahty of output in both countnes

10. Faotor intensity varies betweeh goods for instance; some | goods are”
4 - capital intensive (that is they require relatively more capital for their
production). And some others are labor intensive (that is they require

more labor for their production).

11.  Production is subject to the law of constant returns; either input/output

‘ratio will remain constant irrespective of the scale of the operation.

Most of the assumptlons are obv1ously, unrealistic the Heckscher-Ohlin
model has been criticised mamly for it is over s1mphfymg and unreahstlc

assumptlons.

However, Wassily W. Leontief’s Stuciy has revealed that the USA, which
‘isa cap1tal rich country, 1mported capltal -intensive goods and exported labour
',-1ntens1ve goods This has come to be popularly known as. the Leontlef’

- paradox, which is a negatlon of the Hecksohor—Ohlm thems. ,

'2.2.f.  The Availability Approach:

Another attempt to explain trade is in terms of the a\/ailability approach
it explains the pattem of trade in terms of domestic avaxlablhty and non-
‘avallablhty of goods. Ava11ab111ty mﬂuences operation through both demand

and supply forces.
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In short,. the aveulablhty approach purports that a nation would tend to 1mport
those commodities, Wthh are not readily available domestically and export those
“whose domestic supply can be easﬂy expanded beyond the qudntlty,needed to satisfy

the domestic demand.

Kravis (1956) argues -that Lcontief’s findings that the United States exports’
~ have a higher labour content and a Ioworfoapital content than its imports may be
* explained better and more simply by the avéilability factor. Goods that happen to have
- high c_épital_ conteht are bought abroad becatusc tﬁey are not available at honte.-Some .
are unavailable in the absolute sense (e.g. diamonds); others in the sense that an
increase in oqtpot may be achieved lonly at much higher costs (that is; the domestic
- supply is inelastic). When unavailability at home is due to lack of natural resources

- (relative to .demand), the comparative advantage argument is perfectly adequate.

Accordmg to Krav1s there are other facts of the ava11ab111ty explanahon of trade
pattem that cannot be s0 readily subsumed under the rubric * comparatlve advantage
One of these is the effect of technological change Historical data for the US indicate
that exports have tended to increase most in those industries which have new or
improved products that are available only in the US or in a few other places at the
" most. Product differentiation and goifcrnment restrictions are the ‘other factors tending
to increase the proportion‘ of interoatioﬁal trade that represents purchases by the -
1mprov1ng country of goods that are- not dvaﬂa’ble at home. Thus, According to

* Kravis, there are four bases of the avallablhty factor namely:
1. 'Natu_ral resoufces

2. T echnologicai progress
3. Product differentiation and

4. Government Iﬁolicy

The first tﬁree of the four basesé—natural' resources, technological ptogross and
. product differentiation- probably tend , on the whole , to increase the volume of .
- 'international trade. The absence of free competition, a necessary condition for the
unfettered operations of the law of comparatiyeh advantage, tends to limit trade to .

goods that cannot be produced by the iﬁlportihg country, argues Kravis, The most
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important restrictions on international competition ‘are those imposed by the.
: governments and by cartels. Those 1mports that are unavailable or available only ata
’ formldable cost are subject to the least governmental interfaces. Kravis is of the -
- i opinion that_the quantitatrve importance of the availability factor in international trade‘
is considerable. This appears to apply especially to half of world trade that consists of
: trade' between the ‘in‘dustrial areas on the one hand and the primary producing areas on

the other.

The availabrlity approach has, undoubtedly, consrderable merit in its explanatxon

of the pattern of trade.

2 2.8, The Product Llfe Cycle Theory (PLC)

Rymond Vernon initially proposed the product hfe cycle theory in the .

mid 1960’s as basis for international trade. Vemon’s (PLC) model, which

concerns the stages of production of a product, ‘with new expertise. The

~ hypothesis of the model is that new products move through 4 cycle, or a series
of stages, in the course' of their developmenit.; The comparative aduantage of the

products changes as they move through one‘t phase of cycle to another., Such a

product is first produced by the parent firm, then by its foreign subsidiaries' and

finally anywhere in the world where costs 'atre the lowest. The theory explains

why a product that begins as a nations export ends up becoming an import. The

PLC has three stages: New product Maturing product and Standardised

.Product A new product is an 1nnovat1ve one and consumption is in the home
country. As years go by, product enters the” mature phase of its life cycle and -

exporting started. Competitors try. to introduce substitutes. As product enters

standard1sed product stage, the technology becomes widely diffused and

available. Production tends to be shifted to low-cost locations. The PLC theory

predlcts that initially, the comparat_ive advantage will exist in-the innovating

country, but over time, as’ product beco'jmes standardised the country of -

comparative advantage will shift to lower factor cost locations.
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' 2.2.h. Technological Gap Model:
Posner (1961) formulated the Technological Gap model according to

_“which a good deal of trade among industrialized countries takes place because

of technological innovations. The technolog1cal innovations may -be the" ‘

s introduction of a new product or a new productive process. The country, Wthh

" cost.

‘ makes innovation, gets monopoly through patents or copynghts It exports those -
' 'products to forelgn countries. However, in course of time, technology is
~diffused, and the 1mportmg country starts domestic productton The innovator
Ioses the forezgn market and may turn into an importer of the very product it
had exported. Such situation calls for continuous innovations by the countries.
Posner’s theory considers technologlcal change as a continuous. process with
two time lags-imitation lag and demand lag. The essence of argument is that a
" continuous process of inventions and innovations would gn(e rise to trade even

between countries with similar factor endowments.

2.2.i. | The Opportuoity Cost Theory:

The Opportunity Cdst 'theoty, propounded - by Professor - Gotfried
Haberler in 1983,has been apphed to theory of international trade as.a substitute

- for the doctrme of Comparatwe cost expressed in terms of labor cost or real

' The opportumty cost of any thing is, {the value of the alternatives or other
opportunities, which -have to be forgone in order to obtain that particular thing.

According to opportumty cost theory, the basis of international trade is the
differences between nations in 'the opportunity costs of production of
. commodities. As far asthe basis of international trade and specialisation are
conoemed, the logic behind the comparati'\}e cost aoproach and the opportunity
" cost approach are the same. However, there is a notable difference in ‘the
treatment. Under the comparative' cost approach, we measure the cost of
producing-a product in terms-of Jabor or in terms of any real cost, but under the
opportunity cost apptoach, the cost _of"'p‘roducing a pfodlict. is measure in terms
of the amount of ‘cloth foregbne in order to brodtice one more unit of other

| product. -
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2.2.j. National Competitive Advantage:

-

In 1990, Michael Porter of Harvard Business School publishé{i:;;ﬁl'e

results of an intensive research work that attempted to determine why some

countries succeed and others fail in international trade.

Porter’s thesis is that four broad attributes of a nation shape the
environment in which local firms compete, and these attributes promote or

impede the creation of competitive advantage.
Determinants of National Competitive Advantage:
- Factor Endowments
- Demand conditions

- Firm Strategy, Structure and Rivalry

- Related and Supporting Industry

Porter’s speaks of above four attributes as constituting the diamond.
He argues that firms are most likely to succeed in industries or industry

segments where the diamond is most favorable.

For an explanation why international trade takes place, Porter’s theory
is useful in as much as it suggests that countries should be exporting products
from those countries where all four components of the diamond are

favourable, while importing in those areas where the parts are unfavorable.

2.2. k. Krugman’s Theory:

Krugman's explanation of trade between similar countries was
proposed in a 1979 paper in the Journal of International Economics. This
theory is considered one of the new theories of international trade. He
assumed that consumers prefer a diverse choice of brands, and that production
favors economies of scale. Consumers' preference for diversity explains the

survival of different versions of cars like Volvo and BMW. But because of
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economies of scale, it is not profita_hle to spread the produ‘ciion’ of Volvos all
over the world; instead, it is concentrated in a few factories and therefore in a
few countries (or maybe just one). This logic explains how each country may
';spec1al1se in producing a few brands of any given type of product instead of

Aspemahzmg in different types of products

Most models of international trade nowadays follow. Krugman's lead,
mcorporatmg economies of seale in production and a preference for leGlSlty in
consumption. This way of modeling trade has come to be called New Trade
Theory. When there are economies ‘of scale in production, it is possible that
couhtries will become ‘locked in_"< 1o _disadvantageous patterns - of trade.
‘Nonetheless, trade remains beneﬁciaHh genefal, even between relatively similar
countries, because it permits firins to save on costs by producing at a larger,
more efficient scale, and because it increases the range of brands available and
sharpens the competition between firms. Therefore, ‘Krugman has usually been

supportive of free trade and globahzatmn and critical of industrial pohcy

. In addmon to economies of scale in producuon Krugman’s new theory
is also based on an’ assumpt10n that CONSUMers appreciate leGI‘Slty in their.
consump'uon At the time, this was a rather new concept in economics, but it
appeared to correspond to reality. Indeed most of consumers have witnessed
greater diversity in the supply of available commodities. As consumers, are
constantly tempted by a growing number of brands, even though they might
sense that a standard car, a standard pair of jeans or standard toothpaste would A
suffice. After our basic needs for food and housing have been shtisfied, it

_seems as if we opt for diversity and variation in our consumption. .

Avinash Dixit and Joseph -Stiglitz‘ (1977) had published a model for
" analysing consumers’ ‘preferences for prodhct diversity.f According to this
vadel each producer, working under increasing returns to scale, bec‘omes
more or less a monopolist in terms of his own brand, even though he is subject
~ to sharp competmon from other brands Such a model can be used to show
that forelgn trade will arise not only between countries Wthh are different (as
-in t_he tradmonal theory), but also between.countries which are identical in

terms of access to technology and factor endowments. Moreover, it can be
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2.3

dernonstrared that extensive‘intra-irrdustry trade will occur. In fact it becomes
advantageous for a country to specrallze in manufacturing a specrﬁc car, and.
to produce it for the world market while another country specialises in a
different brand of car. This allows each country to take effective advantage of
economies of scale, thereby implying that consumers worldwrde will benefit

from greater welfare due to. lower prices and greater product diversity, as

) 'compared to-a situation. where- each country produces solely for its own :

domestic market without mtematronal trade

Krugman’s initial article is brief and straightforward. Owing to its

simplicity, the international research community could qulckly ascertain that it

. pointed to vital mechanisms in the economy. In many subeequent articles and .

books,' Krugman himself, as -wellv as other researchers, have endowed the

theory with greater realism. Today, the general view is that the basic

‘mechanisms specified by Krugman constitute an important c’:omp.lemenr to the

traditional Heckscher-Ohlin theory. The truth, as in so many other instances, is
that reality encompasses features of both ‘theories. This has resulted in lively
empirical research aimed at determining the extent to which foreign trade can

be explained by the earlier theories as compared to the new theory. In general,.

the "rlew t}heory"o_f international rrade has inspired -an enormous field of

research, which is usually”a reliabl'e lndica‘rion‘of'theoretical quality.

An overview of the different theories of international trade ‘leacls one to
conclude that there are number of factors responsrble for expansion of
mtematlonal trade. It is also certam that govemment policy plays an important

role in expanding trade between natjons. It is in this context that in the next

 section Indian reforms have been described.

INDIAN REFORMS
23.a. Backgroundi

At the outset of independence, the strategic objective of Indian policy
makers was to create a self~rehant economy and the reductron of the high

levels of poverty that. existed, wrthm a democratrc pohtrcal framework In
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order to achleve these objectlves thc authonues steadfastly pursued a Socxahst
strategy = of state-dxreoted,. heavyt industry based  industrialisation -
,'complémenféd by an across~the4llj_oard‘ import substi{utioﬁ policy, financial
”repression and complex industrial requirements.'S Notwithstanding - some
‘notablé successes, the Ahighly'statist and interventionist development policies
adhered to duriﬁg this period -of insulation led to‘ a severely distorted'
production structure. Whlle growth did ple up in the latter half of the 1970s
" the Indian economy was generally mired in a VlClOllS c1rcle of low
: product1v1ty/product obsolescence -and slow growth. Not only was the
performance of the Indian ecbnoniy well below the targets set by the planning

. authorities; thé country was left lagging in terms of economic growth and

. development relative to its East Asian neighbours such s China and Korea,

4 which had broadly similar levels o_f per capita income at the time of India’s |
,independence (Kelkar, 2001). 17" Although some tent'ati\}e steps were taken in
1985 for first time to liberalise and unshackle the economy by delicensing a
few industries, these pamal and rather ad hoc measures confributed to the ’
‘creatlon of severe ‘and unsustamable MAcroeconomic imbalances-in the Indian
economy, partlcularly with regard to escalatmg fiscal deficits. 8 The
imbalances corresponded to a- penod of severe polmcal instability and
uncertainty following three successive minority governments during 1989-91.
While the fragilities in the Indian economy were largely homemade, the shock
of the 1990 Gulf war was the singlé most factors, which “broke the caniel’s

~ back” as India was brought:to the brink of an international default Following

- thls the country plunged mto a deep economlc crisis. The rate of 1nﬂat10n rose

toa level much higher than what Indla had witnessed even six months earlier.

Foreign exchange reserves dechnod to about $1 billion at the end of the

- financial .year 1990/91, a level- covcrihg only t?xréel'_ weeks of hnoorts;

something that had never occurred in its post~independence history.

Faced with a severe balance of payments crisis of foreign exchange

reserves, India entered into an IMF influenced structural adjustment program.

e See, Government of India, Second ﬁve—year plan, (New Delhi,-1956)-
7 See, Kelkar, (2001)
'8 See, Wadhva, Charan D (2003). -
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 In addition to the conventional expenditore switching and reducing policies, as
part of the IMF agreement, a i‘ange of far-feachirig economic policy reforms
-was launched in July 1991 in the external mdustnal financial and public

SCCtOI‘S

Thé refornis in the 1990, mai_ﬁiy dealt with industry and trade policy.
- These poﬁcy do have its impact on ihe economy in general and external sector -
in.particuleztr, in view of this, it is essential_ to examine, effect of the reforms on
the instability of the external sectof Variables like exports imports , terms of
trade etc. In the next sectlon the mdustnal policy changes will be looked at.

This will be followed by trade pohcy

2.3. b. Industrial Policy:

" With most central gOve;nmenf industrial controls, being dismantled
Industrial policy has seen the greatest changé. The list of industries reserved
solely for the public sector-, which used to cover 18 industries, including iron
and steel, heavy plant and machlnery, telecommunications and telecom
eqmpment _minerals, oil, mmmg, air transport services. and electricity
generauon and d1str1but1on— has been drastxcally reduced to just three: defense
‘an'crafts and warships, atomlc energy generatlon and raﬂway transport.
Industrxal hcensmg by the central government has been almost abohshed
except for a few hazardous and env1ronmentally sensitive industries. The
requirement that investments by large industrial houses needed a separate
clearance under the Monobo}ies and Restrictive Trade Practices Act to
discourage the cOncentratioh -of ‘e'conox'nic power was abolished and a new
competition law, which aims to regulate anticompetitive behavior in other

ways, has replaced the act itself.

The main area where action has been inadequate relates to the lorig—

standing policy of reserving production of certain items for the small-scale

' The costs imposed by these policies had been extensively studied (Bhagwati
- and Desai, 1965; Bhagwati and Srinivasan, 1971; Ahluwalia, 1985) and by 1991,

a broad consensus had emerged on the need for greater liberalization and -
. openness
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»sector About 800 1tems were covered by thls pohcy since the late 1970s,
which meant that mvestment in plant and machinery in any mdxv1dua1 unit
producmg these items could not exceed $ 250,000. Many- of the reserved items
s_uch as garments, shoes, and toys had hlgh export potential and the failure to |
permit de\;elopment of produetion units with more modern equipment and a
larger scale of production severely restricted India’s export competitiveness.'
The Report of the Committee on Small Scale Enterprises (1997) and the
Report of the Prime Minister;s Eeooonﬁc' Advisory Couneil (2001).had both
pointe'd, to the remaricable success of Cﬁina in penetrating world markets in .
these areas and stimulating rapid growth of employment in manufacturing.*'
Both reports recommended that the policyof reservation should be abolished
and other measures adopted to help small-scale industry. While such a radical
change in policy was unaooeptabte some policy changee have been made.
. After whlch the products, ‘which are still reserved for Small Scale Enterpnses
" has come down to 35 by 2008.2 In addmon the investment ceiling for cértain
items was in‘creased to Rs 5crore. However these changes are very recent and
it will take some years before they are reflected in econoxmc performance Itis

this pohcy that has boosted Indian export performance

Industrial liberalisation . by ‘the central government needs to be
‘accompanied by supporting aetioo by state governments. Private investors
require 'ihuch perinission from state governments to start operations, like
"connectxons to. elecmcxty and water supply and env1ronmental clearances.
They must also interact with the state bureaucracy in the course of day-to-day
operations because of laws governing pollutmn, sanitation, workers’ welfare

and safety, and such. Complaints of delays, corruption and harassment arising

% The policy of réservation of items-for manufacturing in SSI was introduced in
. 1967, which received a proper statutory backing in 1984 through amendment in
Industries (Development and Regulation) Act 1951. Initially only 47 items were
reserved in 1967, which went up to 873 in 1984. The total number of items on
the reserved list has been coming down year to year like 14 items were
dereserved on June 29, 2001 related to leather goods, shoes and toys. 51 items
were dereserved in May 2002, 125 items were dereserved on March 13, 2007
reducing the number of items reserved to 114 and 79 items were dereserved on

Feburary 5, 2008 , reducing the number of items reserved to 35.
?! See, Economic Survey, 2001-02, p.181
2 See; Economic Survey, 2007-08, p.199
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from these interactions are common Some states have taken initiatives to ease

.these interactions, but much more needs to be done. .

2 3 € ATrade Pohcy

Economic mtegranon through trade and 1nvestment has now become
the dominant development strategy in the world, and a similar strategy has -
been pursued by India for the last one and a half decades. The explicit ‘goals of
the économic reform strategy in India after 1991 with respect to the external
sector, were to create a major shift in the momentum of export growth, and to
attract very large inflows of foreigﬁ capital (particularly in the form of export-
onentcd FDI) to augment domestic savmgs and therefore allow much higher

rates of gross domestic investment .

- Trade policy reform has alsp made progress, though the pace has been
slower than in industrial libefalisafion. Before the refdrms, trade policy was‘.
characterised by high tariffs and .pervasiye import restrictions. Imports 6f .
manufactured consumer goodé were Qomiilctely banned. For capital goods,
' raw materials and iﬁte;mediates, certain iiéts of goods were freely. importable,
but for most items where doméstic; substitutes were being produéed; imports
were only possible with import licenses. Th@ criteria for iésué of licenses were
non-transparent; delays were endemic and corruption unavoidable. The A
economic reforms sought to phase ox_ztA ifhport licensing and also to reduce

import duties.

Import licensing which had been tradmonally defended on the grounds
that 1t was necessary to manage the balance of payments was abolished by
1993 relatively early-for capital goods and intermediates also became freely
“importable. There was a switch to a ﬂexiblé exchange rate regime. This shift
to,auﬂexible exchange rate enabled. the 'gévernment‘to érgue that‘ény balance
" of payment's impact through import lice’néihg abolition would be effectively

'de.ait ‘with through exchange ';'rate _flexibility. Removing quantitative
‘ restrictions A0n~i1'np,or‘ts of cz{pital gdods aﬁd intermediates was relatively easy,
because the number of domestic pfoducérs was small and Indian industry'

welcomed the move as making it more competitive. It was much more
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difficult m ‘.the case of final oonsumef' goodsfbecause the number of domestic
produoers affected was very iarge (partly because. much ‘of the. consumer
goods industry had been reserved for small-scale pfodu‘ction). Quantitative
restrictions ‘on imports of manufacturod consumer goods and agricultural
products were finally rerooved on April 1, 2001; almost exactly tén years after '
the reforms began.”® This was cooséouence of WTO ruling.** Thus, trade
breforms lowered tariffs and. removed barriers on imports. This increased
'1mport competmon for traded goods made ﬁrms to rationalise their input
decisions. This enhanced . the productivity of Indian manufacturmg and
permitted them to not orﬂy»stay competitivo in thé new environmeht but
~ also become competxtlve globally..In addition to the above many sectors were
also opened up for Forexgn Dlrect Investment (FDI) and -higher equlty
part101pat10n As FDI and mternauonal trade have a two-way link, in the

section that follows India’s FDI pohcy is descr1bed.25 .

. i.  Foreign Direct Ipvestgnent:‘ Liberalising foreign direct
investment was another important part of India’s reforms, driven by the belief
that this '\.Nould 1increase th‘er‘tot'aﬂ; vol_ume of investment in the : economy;
~ improve production 'technology, and _at t_he‘ same time increase access to world
' ,""mafléets; The policy now _alloWs 100 percent foreign ownership in a large
number of industries and majoﬁtyj‘ owner_ship in all except b'aoks,‘ insurance
companies; telecommunications and airlines. Procedures for obtaining
permission were greétly simplifieci by ﬁsting industries that are eligible for
] éﬁtomgﬁc approval up to specified levels of foreign equity (ICO pércent, 74

" percent and 51 peroent);26 Potential _foreign investors investing within these

B See, Economic Survey, 2001-02, p.142 _
#* ‘Article XI of GATT provides for the general elimination of Quantmve
Restrictions (QRs) on imports stipulating that imports may be controlled only
through tariffs. Non-tariff barriers or QRS on India’s imports have been
progressively liberalized. From a level of 61 percent tariff lines being free to
import as on 1. 4.1996, the share of tariff lines without restrictions has increased to
around 95 per cent on 1.4.2001. QRs are, however, still being maintained on about
5 per cent of tariff lines (538 items) as permissible under Article XX and XXI of
.. GATT on ground of health, safety and moral conduct

B .. See, Nagesh Kumar, (1994). : :

% See, Economzc Survey, 2001-02, P, 155
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Iimit's only need fo register ‘with. the Reserve Bank of Ixidia 27 For i.ﬁv'estments
“in other industries, or for a h1gher share of equ1ty than is automatlcally
’ permltted in listed mdustrxes a Fore1gn Investment Promotion Board that has
established a record of accomphshment of speedy -decisions considers
"applic'ations In 1993‘ foreign institutional investors were allowed to purchase
shares of listed Indian compames in the stock market openmg a window for

portfolio investment in existing compames

_ These reforms related to FDI'haVG created a very different corhioetitive
: env1ronment for India’s industry than that existed in 1991. Indian eompames
have ‘upgraded their technology and expanded to more efficient scales of
production. They have also restructured through mergers and acquisitions and
refeeused their activities to conceﬁfrate onvlareas of competence. New dynamic
© firms have displaced older and less dynamic ones: of the top 100 eempénies "
ranked by market capitalization in 1.99_1’ abeut half are no longer in tIﬁs group. |

~Ttalsoled toan appreciableincreas‘e*in FDI both in gross and net basis.?®

ii. leerahsatmn of Trade in Serv;ces. Since 1991 India has also
carried out a substantial liberalisation of trade in services. Traditionally,
services sectors have been subject to heavy government intervention. Public
sector presence has been conspicuous i,n. the key sectors of 'insurance, banking,
‘and telecommunications. Nevertheless considerable progress has ‘been made
_toward opening the door wider to pnvate—sector partlmpatxon including
parumpauon by forexgn mvestors Untxl recently, insurance was a state
monopoly_. On December 7, 1999, the Indian Parliament passed the Insurance
Regulatory and Development Authority Y(IRDA) Bill, which established an
Insurance Regulatory and Development l‘Authority and opened the door to
private entry including foreign investors. Up to 26 percent foreign investment,
subject to obtaining license from the Insurance Regulatory and DeVelep‘ment

Authority, is permitted. Though the pilbﬁc sector dominates in the banking

2! Government has _permitted , except for a small negative list, access. to the
automatic route for FDI, whereby forelgn investor only need to inform the RBI
within 30- days of bringing in thelr investment, and again with in 30 days of
issuing any share,

% On a gross. basis , the growth in 2006—07 was 150.2 per cent , on a net basxs it
was 179.2 per sent (Economic survey ~ 2007 -08, pp. 123)
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sector, private banks are permitted to operate in it. Foreign direct investment
(FDI) up to 74 percent in the private banks is permitted under the automatic
route. In addition, foreign banks are allowed to open a specified number of

new branches every year. More ‘than 25 -foreign banks with full banking

‘ 'vw_hcenses and approxrmately 150 forelgn ‘bank branches are in operation

'presently. Under the 1997 WTO Financial Services Agreement India
comrmtted to permitting 12 foreign bank branches annually. The
telecommumcatlons sector has experienced much greater opening to pnvate
sector 1nclud1ng foreign investors. Until the early 1990s, the sector was a state
monopoly The 1994 Nanonal Telecommunications Policy provxded for
~ opening cellular as' well as basic and. va@ue~added telephone services to the
private sector with foreign investors ‘granted entry. Rapid changes in
technology led to ithe adoption ‘of the New Telecom Policy in 1999; which
provides the current policy framework. Accordingly, in basic, cellular mobile,
paging and value added service, and globéd mobile i)ersonnel, communications
by s'ateﬂite, FDI is limited to 49 percent subject to grant of license from the

Departnient of Telecommunications. FDIL up to 100 per cent is allowed with

. some conditions for Internet service providers not providing gateways (both

. for satelhte and for submarine cables), infrastructure providers provxdmg dark
fiber, electromc ‘mail, and voice mail. Addrtlonally, subject to licensing,
secunty requrrements and the restriction that proposal with FDI beyond 49
per -cent must be approved by the government up to 74 percent foreign
mvestment is permitted for Internet servrce prov1ders Wlth gateways, radio
paging, and end-to-end bandyvrdth_.‘ FDI up to 100 percent is permitted in e-
commerce.” Automatic approval is avaﬂnble for foreignequi.ty in sofrware
and ‘alrnostj_ all areas of electronics. One'hnndred percent foreign investment is
nermitted in information technology units set up exclusively for exports.
These units can be set un 'under‘several ;s'chemes, 'inclnding Export Oriented
Units (EOUs), Export Processing Zonen‘ (EPZs),’Si)e‘cial Economic Zones
(SEZS), v Software Technology ‘Par.‘ks (STPs), and El'ectronics Hardware
, Teehnology'Parks (EHTPs).3_O AThe ‘infrastructure sector has also been opened

2 See Economic Survey, 2001-02, p. 155
% Exports from SEZs have been showing steady increase. . As compared to
exports of Rs. 22,840 crore made by SEZs in 2005-06, exports to the tune of
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to fereign _investment. FDI upi to 100 vpercent‘ under automatic route is
pemﬁtted in projecte for construction and maintenance of roads, highways,
vehicular bridges, . toll roads, vehicular tunnels, ports, and harbors. In
construction and maintenance of ports and harbors, automatic approval- for
foreign equity up to 100 percent is available. In projects providing supporting -
services to water frans,port, such as operation and maintenance of piers,
loading, and discharging ef vehiclee‘,' ﬁo approval is required for foreign equity
up to°51 percent. FDI up to 100('pe'r,cent is permitted in airports, with FDI
above 74 percent requiring prior approvall of the government.Foreign equity
up to 40 percent and investment by nonresident Indians up to 100 percent is-
perﬁlitted in domestic air-transport ‘:services. Only railways. remein off limits to
priv-’ate enﬁry. Since 1991, se-fzefalj fhttempts have been made to bring private
seetor, including FDI, into the power 'seetor butﬂAwithoAut perceptible success.
The Eleetrieity Bill 2003 replaces the three existing power legislations dated
1910, 1948, -and 1998. The. bill offers a comprehensive framework for
restructuring the vp‘o*‘wer’ sector ‘and builds on the "experience in the
telecommunications sector. It attempts to introduce competition tﬁfough
private sector entry side by side with public-sector entities in generation,
“transmission, and distribution. The: bill fully delicenses generaﬁon and freely
pernﬁts" capﬁve generatioh. _. Only Aihydro -projects would henceforth require
cleagaﬁee from the Central Electfieity Authority. Distribution licensees would
be free to undertake:generat'ion and generating companies would be free to
© take up distribution businesses. Trading has been recognized as a distinct
activity with the Regulatory CommisSione authorized to fix ceilings on traciing
margins, if necessary. FDI is penmtted in all three act1v1t1es _

_~ Itis in the light of the above steps taken by the government towards the
iibefahsation that in the niext chapter an attempt is made to examine the impact
of theee steps on the Indian eeonemy ‘in general and specifically on the

external sector.

Rs.34, 615 crore have been effected in the year 2006-07, reglstermg a growth of
52 per cent.

' As a result of the comprehenswe review of the FDI pohcy, w1de —rangmg
policy changes were notified in 2006, extending automatic routes, increasing
equity caps, removing restrictions, simplifying procedures and extending the
horizon of FDI to vistas like single brand product retailing and agriculture. -
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