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Editors' Summary 

he India Policy Forum (IPF) is a new journal, jointly promoted by 
the National Council of Applied Economic Research (NCAER), 

New Delhi, and the Brookings Institution, Washington, D.C., that aims to 
present high-quality empirical analysis on the major economic policy 
issues that conti'ont contemporary India. The journal is based 011 papers 
commissioned by the editors and presented at an annual conference. The 
forum is supported by a distinguished advisory panel and a panel of active 
researchers who provide suggestions to the editors and participate in the 
review and discussion process. The need for such real-time quantitative 
analysis is particularly pressing for an economy like India's, which is in the 
process of rapid growth, structural change, and increased involvement in 
the global economy. The founders of the IPF hope it will contribute to 
enhancing the quality of policy analysis in the country and stimulate empir
ically informed decisionmaking. The style of the papers, this editors' sum
mary, and the discussants' comments and general discussions are all 
intended to make these debates accessible to a broad nonspecialist audi
ence, inside and outside India, and to present diverse views on the issues. 
The IPF is also intended to help build a bridge between researchers inside 
India and researchers abroad, nurturing a global network of scholars 
interested in India's economic transformation. 

The first India Policy Forum conference took place at the NCAER in 
Delhi on March 26-27,2004. In addition to the working sessions, the occa
sion was marked by a public address given by Stanley Fischer, vice chair
man with Citigroup International and a member of the IP F advisory panel. 
This inaugural issue of the IPF includes the papers and discussions 
presented at that conference. The papers focus on several contemporary 
policy issues. The first two papers provide alternative perspectives on 
the trade policies that would do the most to enhance India's future 
growth prospects ill the context of ongoing developments in the global 
trading system. The three papers that follow are devoted to an analysis 
of recent developments in India's balance of payments and their impli
cations for the future exchange rate regime, the integration of exchange rate 

vii 
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policy with other aspects of macroeconomic policy, and capital account 
convertibility, respectively. The sixth paper is devoted to an examination of 
the performance of the indian banking system and the implications of the 

dominant role of government-run banks. 
The first paper, by Arvind Panagariya, provides a broad review of 

India's external sector policies; the impact of these policies on trade flows, 
efficiency, and growth; and the future direction trade policies should take. 
Since trade policies are a means to an end, namely faster growth and 
improved efficiency, and since trade policies support other domestic poli
cies, Panagariya's review necessarily ranges into these areas as well. 
Finally, to place India's performance in perspective, Panagariya makes 
extensive comparisons throughout between Indian and Chinese outcomes 
over the past two decades (1980-2000), a period when both economies 
have chosen to reintegrate into the world economy. 

India's growth experience since 1950 falls in two phases. The first thirty 
years were characterized by steady growth of around 3.5 percent; thereafter 
growth has tended to stay in the 5 to 6 percent range. Panagadya links this 
differential growth performance with the imposition and subsequent relax
ation of microeconomic controls, particularly in the external sector. In turn 
he divides these external sector policies into three phases. Between 1950 
and 1975 the trend was toward virtual autarky, particularly after a balance
of-payments crisis in 1956-57. This was succeeded by a period of "ad hoc 
liberalization" starting around 1976, when reform of quantitative restric
tions on trade was complemented by deregulation of industrial licensing in 
certain sectors. A further balance-of-payments crisis in the period from late 
1990 to early 1991, concurrent with a general election, provided the back
ground for a switch to deeper and more systematic liberalization, which, in 
fits and starts, continues today. 

In the merchandise trade area the focus of reform has been to reduce 
tariff levels, pruticularly on nonagricultural goods. This has been done by 
gradually reducing the peak rate and reducing the number of tariff bands. 
In 1990-91 the peak rate stood at 355 percent, while the simple average of 
all tariff rates was 113 percent. By early 2004 the peak rate on individual 
goods was down to 20 percent, though there were notable exceptions, 
such as chemicals and transport equipment. Similarly, there has been less 
than ideal progress in reducing end-user and other exemptions. In non
industrial areas there has been substrultialliberalization of trade (and invest
ment) in services, but following the GECD example, less in agriculture. 

Panagariya next reviews the impact of this liberalization on tracle flows, 
on efficiency, and on growth, in many cases using China as a benchmark. 
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India's share in world exports of goods and services-which had declined 
from 2 percent at Indian independence in 1947 to 0.5 percent in the 
mid-1980s-boul1ced back to 0.8 percent in 2002, implying that for 
roughly twenty years India's trade has grown more rapidly than world 
trade. In addition, the deeper reforms of the 1990s yielded a pick-up of 
almost 50 percent over the previous decade, from 7.4 percent to 10.7 per
cent. Encouraging though these numbers afe in light of India's past 
performance, they pale in comparison with the Chinese record over the 
same period. Aside from any issues that may arise in the measurement of 
Chinese ODP at a time of rapid institutional and economic change, the 
combined share of exports and imports of both goods and services rose in 
China from 18.9 percent in 1980 to 49.3 percent in 2000, according to 
World Bank data. For India, the comparable numbers were 15.9 percent 
(in 1980) and 30.6 percent (in 2000). 

The increase in India's trade intensity has been accompanied by signifi
cant sh1fts in composition. The most dramatic has been the increased share 
of service exports in the 19908. Within industry, exporting sectors with 
above-average growth tended to be skill- or capital-intensive rather than 
labor-intensive, while on the import side the share of capital goods imports 
declined sharply. In the area of services, rapid growth was exhibited by 
software exports and recorded remittances from overseas Indians. How
ever, tourism receipts remain below potential. With regard to trade part
ners, the main shift over the 1990s was a move away from Russia toward 
Asia, particularly developing Asia. An interesting recent development has 
been the rapid expansion of India's trade with China. 

Panagariya then reviews the evidence on the impact of liberalization on 
static efficiency and on growth. One common approach is to use a com
putable general equilibrium (COE) model to estimate the effects of the 
removal of trade distortions. The one study cited estimates the impact as 
raising GDP permanently by 2 percentage points. Additional domestic lib
eralization could raise this figure to 5 percentage points. Panagariya argues, 
however, that such models miss some key sources of gains. He cites two in 
particular: the disappearance of inefficient sectors and improvements in 
product quality. In addition, dis aggregated analysis at the five-digit SITe 
level reveals far more dynamism in product composition of both exports 
and imports than is revealed at the two-digit level. This suggests greater 
gains from trade and improved welfare from enhanced choice than is cap
tured in more aggregate models. 

The links between liberalization and aggregate growth-or growth 
in total factor productivity (TFP)-have been controversial both in India 
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and elsewhere in the emerging economics of Asia. In the case of India, 
the focus has been almost exclusively on manufacturing. After reviewing 
several studies, which admittedly differ in methodology and data quality, 
Panagariya judges that the weight of the evidence indicates that trade lib
eralization has led to productivity gains. Notwithstanding this reasonably 
positive assessment, Panagariya reminds us that overall, Indian industry's 
pelformance in the 1980s and 19908 has been pedestrian, particularly com
pared with that of services. 

The poor performance of Indian industry and the stronger growth per
formance of Chinese industry form the backdrop for Panagariya's final sec
tion, on future policy. He discusses four issues: domestic policies bearing 
on trade; autonomous liberalization; regional trade agreements; and India's 
participation in multilateral negotiations. With regard to the first, the 
central question for Panagadya is why Indian industry's response to liber
alization has been more sluggish than China's. Panagariya attributes this in 
part to differences in economic structure but also to differences in the two 
countries' domestic policies. He argues that it is easiest to expand trade in 
industrial products, and it is easier to do so if the industrial sector represents 
a large share of national value added. As far back as 1980, the share of 
industry in China was 48.5 percent, while in India it was half that, at 24.2 
percent. Two decades later things are not very different. Panagariya makes 
a further interesting point: a relatively small industrial sector also reduces 
the capacity of the economy to absorb imports, leading to a tendency 
toward exchange rate appreciation (although even China has not been 
immune from this tendency). He concludes that it is imperative to stimulate 
industrial growth and cites reform in three areas as being essential: reduc
tion of the fiscal deficit; reduction and ultimately elimination of the list of 
manufactured products "reserved" for small-scale industry; and reform of 
the country's labor laws, which make reassignment or retrenchment of 
workers prohibitively difficult in the so-called formal or organized sector. 

Turning next to autonomous trade reform, Panagariya is critical of the 
view, widely held in India, that the tariff structure ought to favor final goods 
over intermediates. He also notes that the current tariff structure remains rid
dled with complexity. He urges the authorities to move quickly to a single 
uniform tariff of 15 percent for nonagricultural goods and to move to a uni
form tariff of 5 percent by the end of the decade. With regard to agri
culture, Panagariya pOints out that India stands to gain from autonomous tariff 
liberalization given its potential as an agricultural exporter. He also 
addresses the issue of "contingent protection," wherein India's liberal 
use of antidumping regulations has clearly had protectionist intent. Pana-
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gariya urges changes in the antidumping procedures currently in place and 
also greater use of safeguard measures, as they are applied on a nondiscrim
inatory basis to all trading partners. 

While India has traditionally taken comfort in a multilateral rule-based 
system of international trade, it has more recently embarked on an ambi
tious program of regional trade negotiations. It has signed free trade area 
(FT A) agreements with Sri Lanka and Thailand and is in the advanced 
stages of negotiating an FT A with Singapore. Panagariya analyzes the 
global, regional, and domestic factors that have brought about this shift in 
strategy-essentially the weakening of the U.S. commitment to multilateral 
negotiations, together with political imperatives. Panagariya observes that 
for a relatively protected economy, trade diversion and the associated 
revenue loss should be important concerns. He is also concerned that 
preoccupation with FT As diverts attention from both unilateralliberaliza
tion and muItilateralnegotiations, each of which yields greater return for 
the effort expended. However, Panagariya concedes that there is a strategic 
case for FT As, both to exert leverage in the multilateral sphere and to create 
a template that reflects India's interests in future bilateral and multilateral 
negotiations. In this context he is critical of the template developed in the 
agreement on the South Asian Free Trade Area (SAFT A), which, in his 
view, is cluttered with many nontrade issues. In the specific case of a 
U.S.-India FTA, he believes that there is a strong case for an agreement in 
services, with mutually beneficial exchange of market access. 

The paper ends with a discussion of India's interests in ongoing multi
lateral trade negotiations. Panagariya' s main point is that India has a strong 
interest in successful conclusion of the Doha Round and could agree to the 
U.S. proposal aimed at eliminating tariffs on industrial goods by 2015. As 
noted before, India also has interests in improved market access in agricul
ture; given the considerable water in its bound tariffs, some concessions 
should be possible, particularly if accompanied by reductions in subsidies 
by rich countries. 

The 19908 and the new millennium have seen a massive proliferation of 
preferential trade arrangements (PTAs), which typically lead to free trade 
among two or more countries, as, for example, under the North American 
Free Trade Agreement (NAFTA). Until recently, Asian countries had more 
or less stayed away from these arrangements, but this is changing rapidly, 
with many countries in the region now forging free trade areas. In their 
paper, Robert Lawrence and Rajesh Chadha assess the likelihood and 
benefits of the negotiation of a free trade area between India and the 
United States. Like Panagariya, Lawrence also embeds his discussion of 
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India's trade policy within the framework of the larger Indian reform 
effort. I Following Ahluwalia, he characterizes Indian reform since 1991 as 
incremental, not radica1.2 While there has been deepening consensus about 
the broad direction of reform within the policy elite, excessive clarity on 
endpoints and on the pace of transition is seen to be politically risky. Trade 
policy reform has been an important part of this liberalization effort, and it 
has been similarly characterized by a clear direction but fitful implementa

tion and shifting promises as to endpoints. 
Lawrence accepts that this strategy has been relatively successful in pro

ducing steady growth without major policy reversals or financial crises 
over the last decade. Yet, like Panagariya, he notes that trade reform is a job 
only half done. India's tariff rates remain among the world's highest, and 
there remain significant barriers to foreign investment. Within India, there 
continues to be political resistance to liberalization. Lawrence asks what 
the best trade and reform strategy for India is now, given the tasks yet to be 

accomplished. 
Lawrence articulates three options available to India at this time: con

tinued incremental unilateralism dictated, as in the past, by domestic 
concerns and feasibility; more active engagement with multilateral negoti
ations through the World Trade Organization (WTO); and what he calls a 
multitrack approach, whereby deeper bilateral free trade agreements com
plement the first two channels. Within this larger context the specifi.c ques
tion he explores in depth is what role might be played by an FT A between 
India and the United States. He recognizes that consideration of such an 
FT A is at best at a nascent stage in official circles and that it is far hom 
being an idea whose time has come. Nonetheless, his core thesis is that 
given India's domestic reform goals, a multitrack approach centered on a 
U.S.-India FTA would be superior to cxcessive reliance on the WTO, given 
likely outcomes under the ongoing Doha Round. This is the argument that 
the paper attempts to substantiate. 

Lawrence first considers a purely defensive motive for such a FTA. 
From this perspective, the key issue is to establish a legal and institutional 
framework for keeping trade in information technology (IT) services free. 
Noting the rapid growth in India's export of such services, Lawrence cites 
studies that suggest that this trade is still in its infancy. Given that the 

I. As indicated in the paper, Rajesh Chadha is responsible primarily for measuring the 
quantitative aspects of a possible India-China free trade arrangement and is not responsible 
for the qualitative views expressed in the paper. Accordingly, in this summary only 
Lawrence is referred to, except when the simulations m'e discussed. 

2. M. S. Ahluwalia. "Economic Reforms in India since 1991: Has Gradualism Worked?" 
.Tournai of Economic Perspectives 16, no. 3 (2002): 67-88. 
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United States is currently the destination of two-thirds of Indi a' s IT 
services exports-and that this share could well be maintained-trade 
between the United States and India has the potential to become one of the 
most dynamic examples of trade in global COl11merce. 

Will this growth be allowed to take place? Protectionist pressures in the 
United States already are strong. Outsourcing is headline news in the 
United States, and federal and state governments are taking politically vis
ible stands to restrict the practice under government contracts. While some 
of this is undoubtedly election year politics, preserving access for India in 
the U.S. market is a genuine challenge. Lawrence explores various options 
available to India to preserve its access, including through the General 
Agreement on Trade in Services (GATS) agreement within the WTO. He 
notes that GATS operates on a positive list approach, which can create 
some ambiguity as to what forms of market ,lccess have been bound. By 
contrast, services liberalization in U.S. bilateral agreements already uses 
a negative list li{J{Jmach: talde is allowed anJess it has specifically been 

prohibited. 
Lawrence then explores the possibility, frorn the U.S. perspective, of an 

FTA with India. He notes that the United States first moved away from 
exclusive reliance on multilateral negotiations as far back as the 1980s, 
when it signed FT As with Canada and Israel, followed by NAFT A in 1993. 
Under the Bush administration the pace of negotiation of bilateral agree
ments has accelerated dramatically. Agreements with Chile, Singapore, 
and Jordan have been implemented; those involving the Central American 
Free Trade Area (CAPT A), Morocco, and Australia have been completed; 
and numerous others are either under active negotiation or planned. 

In this environment Lawrence believes that an FTA with India would be 
seen by the U.S. authorities as being of great strategic interest in the larger 
U.S. negotiating strategy but also politically difficult to achieve, given the 
current mood in Congress. But he is skeptical of the possibility that such an 
agreement could be restricted to services alone-as proposed, for example, 
by Panagariya and by a recent task force of the Council on Foreign Rela
tions. The United States is unlikely to forgo the opportunity of obtaining 
preferential access for the expOlts of its goods to the Indian mm·ket. In addition, 
dropping all goods trade in an agreement with India would create a difficult 
precedent for the United States in its other FT A negotiations, in which, with 
few exceptions, there have not been sectoral opt-outs. 

Accorclingly, in his discussion Lawrence deals with the case for a com
prehensive U.S.-India FTA with most of the features of those that the 
United States already has concluded. These include a negative list for ser-
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vices; investment provisions with a few sectoral exclusions; full national 
treatment for U.S. companies; intellectual property rules that might be 
more comprehensive than those in the WTO; and additional provisions 
relating to labor, environmental standards, technical barriers, and govern
ment procurement. While the phase-in periods may differ for the two sides, 
once the agreement was fully implemented (generally in fifteen years), the 

obligations would be symmetric. 
Lawrence readily concedes that willingness to sign an FT A agreement 

of this scope with the United States would be a radical departure for India 
in a number of respects. While much Indian trade liberalization has been 
unilateral, India has so far been a strong advocate of multilateral trading 
lllles, but there too its efforts have concentrated on obtaining special and 
differential treatment for developing countries. As Panagariya has also 
noted, India has only lately entered the game of bilateral FTAs, so far with 
countries in Asia, but even in terms of goods trade these have not been com
prehensive. A U.S.-India FTA would have major implications for India's 
trade and domestic policies. It is the positive (oJ' offensive) case for such a 
radical shift that Lawrence next examines. 

He starts by offering some hypotheses On the political economy of lib
eralization. At the beginning, an opportunistic and piecemeal approach 
may be necessary to create constituencies for liberalization. But unilateral
ism carries the risk of reversal, and such policy uncertainty can inhibit the 
private investment decisions needed to shift the economy in the direction 
of its comparative advantage. Trade agreements, whether bilateral, regional, 
or multilateral, can impart credibility to commitments by the home gov
ernment, making it more likely that liberalization will be successful. Such 
enhanced credibility is not costless, however. In contrast to an incremental 
approach, a comprehensive agreement means that many pOlitical battles 
have to be conducted simultaneously. This drawback can be offset by the 
fact of reciprocity, which can be used to develop coalitions of exporters 
who favor the trade reform. A further set of allies is provided by proponents 
of domestic reform, who can argue that the domestic reforms necessary for 
domestic growth can also deliver improved access to international markets. 
Lawrence believes that such a strategy was followed by the Chinese in con
nection with their accession to the WTO. 

If these are some of the benefits of comprehensive reciprocal agree
ments, the question of what type of reciprocal agreements, multilateral or 
bilateral, remains. This is the choice addressed by Lawrence in the remain
der of the paper. In making his assessment, Lawrence uses us a yardstick 
the impact of each of the two routes in assisting India to undertake changes 
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in its own interest while avoiding constraints that have the potential to dam
age its welfare. 

In order to assess the impact of a U.S.-India FTA, Lawrence examines 
some of the FTAs that the United States has recently negotiated. His review 
makes it clear that the institutional changes needed in the Indian economy 
would indeed be deep but in most areas they would prod Indian policy
makers to move in directions that are inherently desirable. A particular con
cern of Indian policymakers is the introduction of labor and environmental 
standards through an Fr A, and Lawrence c1em-s up several misconceptions 
in this area. Recent bilateral agreements place the emphasis on each govern
ment enforcing its own domestic environmental and labor laws and not weak
ening those laws or reducing protections to encourage trade or investment. 
While these obligations are backed by the dispute settlement provisions of 
the agreements, trade measures may not be used to retaliate. On balance, 
implementing a U.S.-India FTA at this time would probably help to bolster 
and accelerate many dimensions of economic reform, but Lawrence notes 
that the benefits depend crucially on taking a range of complementary 
actions. Failure to do so could lead to conditions that were worse than before. 

Lawrence then examines whether a successful conclusion to the Doha 
Round could deliver equivalent benefits to the cause of Indian reform. In so 
doing he notes that those who argue for exclusive reliance on multilateral 
liberalization compare actual FT As with an idealized version of multilat
eral liberalization. But actual achievement under multilateral liberalization 
is heavily conditioned by the specific rules of trade negotiations, which 
may not actually result in significant domestic liberalization at all. As a 
developing country, India benefits from the "special and differential treat
ment" provisions of the General Agreement on Tariffs and Trade (GATT), 
while benefiting from the most-favored nation provisions of the multilat
eral system. An additional institutional feature is the gap between applied 
and bound tariffs, which is particularly large where agricultural goods are 
concerned. A final feature is what Lawrence (following Jagdish Bhagwati) 
calls "first difference" reciprocity, where the offers made by each nation are 
measured against their protection levels at the beginning of the round. 

Taking these elements into account and reviewing the actual perfor
mance of past rounds in reducing industrial tariffs, Lawrence comes to the 
strong conclusion that the current WTO system actually impedes a devel
oping country like India ti"om using WTO agreements to support meaning
ful liberalization; he also believes that the diffuse reciprocity involved in 
the most-favored nation system is not a strong catalyst for rallying exporter 
interests in favor of import liberalization. 
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Having provisionally concluded that an PTA would be of greater assis
tance than exclusive reliance on multilateral negotiations, Lawrence then 
explores the benefits to India of blending the two approaches in what he 
calls a multitrack approach. In his view, a U.S.-India PTA would certainly 
make India a more attractive negotiating partner for third countries hoping 
to match the access obtained by U.S. firms. Equally, assuming that it pre
ceded the conclusion of the Doha Round, willingness to sign an FT A with 
the United States would also improve India's negotiating credibility in tbe 
multilateral sphere. India could then challenge developed countries to 
improve their own offers dramatically by indicating a willingness to engage 
in extensive multilateral liberalization itself. A comprehensive FTA with 
India would also be of strategic importance to the United States in its cur
rent policy of competitive liberalization. This would strengthen India's 
hand in its negotiations with the United States, while strengthening the U.S. 
hand in negotiating with other significant but reluctant partners. 

The paper ends with some quantitative welfare simulations undertaken 
by Lawrence's coauthor, Rajesh Chadha of the NCAER, using a com
putable general equilibrium model of world production anel trade devel
oped by the NCAER and the University of Michigan. The simulations 
deal only with the impact of liberalization on trade in goods. The model is 
designed to capture the long-run impact of an agreement. More crucially, it 
is a real model that holds employment and the trade balance constant; as 
such it captures the second-round adjustments needed to restore full 
employment in the economy following an initial trade shock. 

A U.S.-India PTA is compared first with the current situation and then 
with a number of counterfactuals. The results reveal that aggregate welfare 
gains are greatest under multilateral liberalization, next greatest under uni
lateral liberalization in each country, and least under a bilateral FT A, but 
they note that even in the last case the effects are positive. The results also 
point out asymmetries between the United States and India in unilateral and 
multilateral liberalization, given the differences in the openness of the two 
economies. Indian and world welfare both rise signitlcantly when India lib
eralizes unilaterally, while for the United States the greatest welfare gains 
flow from multilateral liberalization. 

Lawrence concludes that the more difficult decision facing India today 
is whether to opt for reciprocal approaches in lieu of the unilateral approach 
that it has traditionally pursued. There are gains in credibility to be 
achieved, but these could entail reduced policy space and require a signifi
cant agenda of complementary reform to achieve their full effect. Should 
India choose to pursue the reciprocal route, he suggests a U.S.-India FTA 
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as worthy of serious consideration, precisely because of its comprehensive 
and deep character. 

India has had a turnaround in its balance of payments in recent years, 
with a swing in the current account from a deficit to a surplus and rapid 
growth in the capital account surplus. It has used those inflows to build up 
substantial holdings of foreign exchange reserves that now stand at 
$120 billion. While the initial reserve accumulation was welcome insurance 
against the risk of unanticipated future outflows, the current level is ade
quate to meet any foreseeable challenge, and policymakers need to develop 
an exchange policy that goes beyond simple reserve accumulation. Should 
India accelerate the process of capital account liberalization, perhaps 
allowing the export of capital by residents? Should it allow an appreciation 
of the exchange rate or speed up the liberalization of the trade regime? 
Above all, how should the exchange policy be integrated with the broader 
concerns of domestic economic policy? 

In their paper, Vijay Joshi and Sanjeev Sanyal provide a broad review of 
the external aspects of Indian macroeconomic policy over the past decade. 
They use that review as the backdrop for a discussion of the policy options 
open to India in the future, posing the question of how economic policy 
should respond to the continuation of the strong balance-of-payments posi
tion of recent years. In their answer, they argue in favor of a combination 
of accelerated import liberalization on the external side and domestic fiscal 
consolidation. In particular, they view trade liberalization, which provides 
a means of absorbing continued capital inflows without constraining the 
competitiveness of the export sector, as an alternative to exchange rate 
appreciation. 

In reviewing the economic events of the 1990s, they emphasize the 
degree to which India relied on an extensive system of capital controls. For
eign direct investment and portfolio investment inflows were gradually lib
eralized and foreign investors could freely repatriate their investments, but 
capital outflows by residents were prohibited. Offshore borrowing and 
lending by Indian companies and banks were also stl1ctly limited. The cap
ital controls allowed Indian monetary policy to maintain a relatively fixed 
exchange rate regime with minimal conflict with domestic economic pol
icy. India's restrictive measures on the capital account, reluctance to permit 
shOtt-tenD foreign borrowing, and strong accumulation of foreign exchange 
reserves allowed it to escape any serious consequences from the Asian 
financial crises. 

By accumulating foreign reserves over the decade, India passed up the 
opportunity to use capital inflows to finance a larger current account deficit. 
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Joshi and Sanyal argue that this policy imposed relatively small costs 
in terms oHOl'gone investment and growth. The reserve accumulation aver
aged 1.2 percent of GDP annually, and cven if all of the accumulation had 
been used alternatively to purchase investment goods, the incrcmental 
impact on economic growth would have been small. This conclusion is in 
sharp contrast to the claims of others that foreign reserve accumulation 

imposed large costs in terms of forgone growth. 
Overall, Joshi and Sanyal believe that the external aspects of Indian eco

nomic poliey were well executed during the 19908. However, the ample 
level of foreign exchange reserves and the continuation of strong capital 
inflows present a more difficult policy choice going forward. The current 
policy of sterilized intervention in exchange markets has outlived its use
fulness, and further additions to reserves will impose rising fiscal costs with 
few benefits. At the same time, the authors oppose exchange rate apprecia
tion because of its negative impact on export competitiveness. An interme
diate policy of continued intervention in the foreign exchange market but 
without any attempt at steri lization would translate into an easing of domestic 
monetary policy and higher growth in the short run. However, they fear that 
it would quickly lead to increased inflationary pressures, and the resulting 
rise in the real exchange rate would be as unattractive from the export per
spective as outright nominal appreciation. 

Instead, Joshi and Sanyal argue for a mixed strategy that combincs a 
faster rate of import liberalization on the external side with domestic tlscal 
consolidation. A rise in imports would provide a means of absorbing the 
excess capital inflows with no loss of export competitiveness. Since India's 
tariff structure is among the world's highest, the policy would also intcn
sify the competitive pressures on the import-competing industries and 
strengthen incentives to raise productivity. The constraining factor is the 
negative public revenue impact of reductions in tariffs, but that is consis
tent with greater reliance on an expanded value-added tax to meet the rev
enue needs of both the central government and the states. 

They stress the importance of action on the fiscal side because of fear 
that maintaining the large deficit will crowd out investment and slow the 
pace of growth in future years. A combination of fiscal contraction and 
monetary expansion would produce lower interest rates with strong 
incentives for growth. The greater foreign and public saving would pro
vide the resources necessary to support the higher rate of investment and 
growth. 

Finally, Joshi and Sanyal reflect a strong shift in professional sentiment 
in their lack of enthusiasm for further liberalization of the capital account. 
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They argue against liberalization of the restrictions on capital outflows by 
residents, based on the risks they pose in the event of adverse future shocks. 
In fact, they conclude with a willingness to use Chilean-type taxes in the 
event that inflows of foreign capital should intensify. 

In a paper that is largely devoted to a positive analysis of the experience 
with exchange rate management in India, IIa Patnaik examines the reac
tions of the monetary authority to the changing external environment. The 
exchange rate plays a central role in the economic policy of most emerging 
economies, as monetary policy is torn between a focus on stabilizing the 
domestic economy and maintaining an exchange rate that is consistent with 
export competitiveness. In a world of capital controls, it is possible to man
age both of these goals simultaneously, but once the economy is fully open 
to the free inflow and outflow of capital, monetary policy must choose 
between the external and the internal balance. Over the 1990s, Indian mon
etary policy operated in a transitional phase, as it only gradually reduced 
its restrictions on capital account transactions. Since 1993, the external 
value of the rupee has been determined by market forces, but the central 
bank intervenes extensively to maintain a stable rate vis-a-vis the U.S. dol
lar. The continuation of partial controls on capital flows provides some 
room for an independent monetary policy. 

Patnaik focuses on two periods of substantial net capital inflows that 
necessitated large-scale intervention by the central bank to prevent currency 
appreciation. The first was a relatively short episode extending from June 
1993 to November 1994; the second lasted from August 2001 until at least 
the middle of 2004. Despite official protestations to the contrary, Patnaik's 
empirical analysis demonstrates that India is best characterized as operating 
a tightly pegged exchange rate over the full period. Her paper explores the 
extent to which the focus on the exchange rate limited the operation of a 
monetary policy directed at stabilizing the domestic economy. 

The first pedod began with an easing of the restrictions on inflows of 
portfolio capital in early 1993. The result was a sharp surge of capital 
inflows and private expectations of a rise in the exchange rate. However, 
the Reserve Bank of India (RBI) chose to purchase a large portion of the 
inflow to prevent appreciation. The bank also acted to sterilize a portion of 
the inflow, financing some purchases through the sale of government debt. 
However, the lack of liquidity in the bond market restricted the efforts at 
sterilization and led the bank to finance much of its purchases through an 
expansion of reserve money. It attempted to offset the inflationary effects 
of a rapid growth in the monetary base through a series of increases in the 
cash reserve ratio. However, the net result was still a significant accelera-
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tion of growth in the money supply and, at least in the early months, a 
decline in interest rates. Despite the small size of the external sector and the 
limited openness of the capital account, the episode represented India's first 
experience with the partial loss of monetary policy autonomy, dictated by 

the need to intervene in the currency market. 
The second episode, beginning in the summer of 2001, was triggered by 

a swing in the current account from deficit to surplus. Increased capital 
inflows played a significant role only in later years. Again, the RBI inter
vened to prevent appreciation, and the exchange rate actually depreciated 
slightly up to mid-2002. This time around, the market for debt was consid
erably more developed. The bank was able to finance nearly all of its pur
chases offoreign currency through the sale of government debt instruments, 
avoiding use of the currency reserve ratio. There was little or no accelera
tion of growth in reserve money, and the growth of a broad-based measure 
of the money supply (M3) actually slowed. However, the RBf did not 
attempt to hold the exchange rate completely fixed after the summer of 
2002, opting instead for a small but steady appreciation. Capital inflows 
also began to accelerate at the same time, perhaps motivated by currency 
speculation. 

The two episodes differ in the extent to which the RBI was able to 
engage in sterilizing interventions to avoid any conflict with its policies 
for domestic stabilization. Patnaik's review suggests that controls on the 
capital account are still sufficient to permit considerable discretion in the 
conduct of domestic monetary policy. To date, Indian policymakers have 
opted to prevent the capital inflow from translating into a current account 
deficit. However, the sustainability of the bank's interventions in future 
years is debatable because the fiscal costs of accumulating additional 
reserves are rising. 

The paper by Kenneth Kletzer offers a third perspective 011 India's 
exchange rate regime, focusing on the issue of capital account convertibil
ity. Should India accelerate the pace of its liberalization of capital account 
transactions? Kletzer views this as a particularly critical decision in light of 
a history of severe repression of domestic financial markets. He points to 
numerous international examples in which liberalization led to large finan
cial inflows followed by equally abrupt outflows and financial crisis. In his 
paper, he lays out the conditions necessary to achieve a successful policy 
for capital account liberalization. 

Kletzer begins with a review of the potential benefits and costs of capi
tal mobility. On the benefits side, he points to five factors. First, there are 
gains from trade in commodities across time, just as there are gains from 
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contemporaneous trade in goods and services. Second, international finan
cial integration, which brings direct foreign investment, may raise the 
growth rate by raising productivity growth. Third, such integration allows 
the sharing of risk between savers and investors. Domestic residents are 
able to diversify risk, which may raise the saving rate. Fourth, the presence 
of these flows may reduce output and consumption volatility. Finally, cap
ital account liberalization may provide a means for forcing an end to finan
cially repressive policies. The ability of resources to move across borders 
in response to unsustainable fiscal or financial policies may impose disci
pline on public authorities. 

The principal cost of an open capital account is the possibility that a cri
sis may occur in the form of capital flight, leading to large depreciation, 
large-scale bank failures, or both. For example, under a pegged exchange 
rate regime, a realization or expectation of monetization of public sector 
budget deficits that is inconsistent with the pegged rate of currency depre
ciation forces its abandonment sooner or later in a sudden outflow of inter
national reserves. Such depreciations may then spill over into bank failures 
if the banks have large, unhedged foreign currency-denominated liabilities 
and home currency-denominated assets. 

To date, the international empirical evidence on the growth effects of 
capital account liberalization for emerging markets is inconclusive. The 
bottom line is that countries tend to benefit from liberalization when they 
can better absorb capital inflows by having higher levels of human capi
tal, more developed domestic financial markets, and greater transparency 
in financial and corporate governance and regulation. On the other hand, 
the opening of the capital account in the presence of significant macro
economic imbalances reduces net gains and raises the prospects of sub
sequent crisis. 

Turning to India, Kletzer notes that India had a relatively unrestricted 
financial system until the 1960s. Starting in the 1960s, interest rate restric
tions and liquidity requirements were adopted and progressively tightened. 
The government established the State Bank of India, a public sector com
mercial bank, and went on to nationalize the largest private commercial 
banks toward the end of the decade. Through the 1970s and into the 19808, 
credit directed to "priority" sectors constituted a rising share of domestic 
lending and interest rate subsidies became common for targeted industries. 

With the start of economic reforms in 1985, steps were taken toward 
internal financial liberalization, mainly in banking. The government began 
to reduce financial controls by partially deregulating bank deposit rates, 
though that step was partially reversed in 1988. However, in later years the 
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government simultaneously began to relax ceilings on lending rates of 
interest. Progressive relaxation of restrictions on both bank deposit and 
lending rates of interest and the reduction of directed lending was under 

way by 1990. 
Liberalization accelerated after the 1991 crisis, when important steps 

were taken toward external liberalization. Specifically, both direct foreign 
investment and portfolio investment were progressively opened. A major 
development was full current account convertibility of the rupee under IMF 
Article 8 in August 1994. In the subsequent years, sectoral caps on direct 
foreign investment and restrictions on portfolio borrowing and foreign 
equity ownership were relaxed. CU11'ently. foreign investment income is 
fully convertible to foreign currency for repatriation. External commercial 
borrowing has been relaxed, but it is regulated with respect to maturities 
and interest rate spreads. Effective restrictions continue on the acquisition 
of foreign financial assets by residents and on currency convertibility for 

capital account transactions. 
According to Kletzer, there remain four macro-cum-financial vulnera

bilities that must be considered in evaluating the case for full capital 
account convertibility: high public debt and fiscal deficit; tinancial repres
sion; weakness in the banking sector; and a tendency to peg the exchange 
rate. India's external debt is low in relation to its foreign exchange reserves, 
so there is less to fear on that front. 

Using two alternative measures of the real interest rate, Kletzer evalu
ates the sustainability of the current public debt as a proportion of GDP and 
concludes that without a major reduction in the primary deficit (tIscal 
deficit minus interest payment on the debt) it cannot be stabilized at its cur
rent level of 82 percent. Based on one measure, the current primary deficit 
of 3.6 percent must be turned into a primary surplus of 0.8 percent for the 
debt to be sustained at its current level. On the deficit, Kletzer points out 
that the combined central and state government budget balances understate 
total public sector liabilities. Unfunded pension liabilities, various contin
gent liabilities, and guarantees on the debt issued by loss-making public 
enterprises (most notably state electricity boards) must also be taken into 
account. 

High levels of public debt and deficits have been sustained partially 
through financial repression, which has been a central aspect of the Indian 
fiscal system for decades. Capital controls provide the public sector with a 
captive capital market and allow lower-than-opportunity rates of interest 
for government debt. Kletzer estimates that the implicit subsidy to the gov
ernment averaged 8.2 percent of GDP from 1980 to 1993 and 1.6 percent 
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from 1994 to 2002. Thus the liberalization of the 1990s is clearly reflected 
in the substantial reversal, though not elimination, of financial repression. 
In the same vein, the government collected seignorage revenues that aver
aged 2 percent over the entire 1980-2002 period, but 1.4 percent from 1997 
to 2002. The decrease in public sector revenue from financial repression is 
large, indicating some significant progress in financial policy reform. 

Policies of financial repression hamper domestic financial intermedia
tion and raise the vulnerability of the banking system to crisis as interna
tional financial integration increases. At the end of March 2003, according 
to the Reserve Bank of India, the gross nonperfonning assets of the COlll

mercial banks were 9.5 percent of bank advances; taking provisions into 
account, this Ilgure drops to around 4.5 percent. Directed credit to priority 
sectors accounted for 31 percent of commercial bank assets but about 
40 percent of nonperforming assets of the banks. At 2 percent of GDP, non
provisioned and nonperforming assets are not large. But some researchers 
estimate that the actual figure may be twice as large as the official one. 
Banks also suffer from unhedged interest rate exposure arising from the 
large holdings of government debt (currently 40 percent of their total 
assets) and the liberalization of deposit rates. 

Finally, capital controls allow policy makers to manage the nominal 
exchange rate and influence domestic rates of interest as independent 
objectives of monetary policy. Past exchange rate management in India dis
plays resistance to currency appreciation. The adoption of a floating 
exchange rate, albeit managed relatively tightly, reduces crisis vulnerabil
ity. The government can resist exchange rate movements while not offer
ing any exchange parity guarantee, as under a pegged exchange rate (or 
crawling peg or narrow target zone). The uncertainty that is induced, espe
cially for short-term rates of change in the exchange rate, could lead to pri
vate sector hedging against currency risk. A possible source of concern is 
the revealed tendency of the government to lean against exchange rate 
movements that could result in sudden losses of reserves and capital 
account reversals under an open capital account. 

Kletzer concludes that the initial conditions for capital account convert
ibility in India are strong, with the exception of public finance. India's very 
low short-maturity foreign debt exposure, low overall foreign debt, large 
stock of foreign reserves, and flexible exchange rate place the Indian econ
omy in a strong position by international standards. The average maturities 
of foreign and public debt could be expected to faU with international finan
cial integration, but a prospective rise in short-term debt does not in itself 
justify capital controls. The stock of foreign reserves exceeds the current 
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level of short-term external debt several fold. Liberalization and further 
opening of the banking system requires regulatory improvement, but the 
present level of nonperforming assets in the banking system is not exces
sive in comparison with the emerging markets. 

In concluding, Kletzer notes two aspects of fiscal vulnerability relevant 
to financial integration. First, the primary deficit and the need to amortize 
public debt constitute the government borrowing requirement that would 
need to be financed on international terms under an open capital account. 
Second, the banking system holds the overwhelming majority of the public 
debt; with international fInancial integration, these become risky assets. 
Any gain to the government il'om currency depreciation or rising interest 
spreads on public debt would be matched by losses by the banks. These 
holdings pose a threat to the banking system, and a capital account crisis 
could begin with the exit of domestic depositors. In this case, deposit insur
ance could reduce the exposure of the banking system to crisis. Limiting the 
contingent liability of the government created by deposit insurance so that 
it just offsets public sector capital gains requires institutional reform to 
ensure successful prudential regulation. 

The final paper, by Abhijit Banerjee, Shawn Cole, and Esther Duflo, 
addresses some of the concerns raised above about India's domestic finan
cial system. In comparison with its peers at similar stages of development. 
India has an advanced and extensive banking system, with branches 
throughout rural and urban areas, providing credit not only to industry but 
also to a significant number of farmers. As in many other developing cOlln
tries, publicly held banks are by far the largest players, and financial sector 
reforms have become major policy goals. The authors evaluate the perfor
mance of India's banking sector in terms of its provision of financial inter
mediation and its contribution to the achievement of a variety of "social 
goals." They also offer a comparison of the performance of public and pri
vate sector banks. 

The paper begins with an overview of banking in India, including the 
two episodes of bank nationalization in 1969 and 1980. Because the Indian 
government used a strict policy rule (based on the asset base of banks) to 
detelmine which banks were nationalized and which were left in the private 
sector, India offers an ideal case study in the relative performance and 
behavior of public and private sector banks. 

A primary rationale for bank nationalization was to increase the flow of 
credit, both in general and to targeted "priority sectors" such as agriCUlture 
and small-scale industry. In the first section of the analysis, Baneljee and 
colleagues use detailed records from a public sector bank to determine 
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whether there is "under-lending" to priority sector firms in the Indian finan
cial system. They define under-lending as a situation in which the marginal 
product of capital for a firm is higher than the rate of interest it is currently 
paying. A change in lending regulations that increased the amount of credit 
issued by banks to one group of firms but not another allowed them to esti
mate the effect of additional credit on output and profits. They find a strong, 
positive effect of the change, suggesting that the firms are indeed credit 
constrained. 

Enhancing credit supply was a primary goal of nationalization: while the 
performance of this public sector bank was not impressive, perhaps private 
sector banks fared worse? Using a regression discontinuity approach, the 
authors compared the propensity of public and private banks to lend to bor
rowers in several sectors oftIle economy: agriculture, small-scale industry, 
and the composite sector called trade, transport, and finance. They find that 
public sector banks did lend substantially more to agricultural borrowers 
than did private sector banks. Contrary to popular wisdom, however, they 
find that once bank size is taken into account, public sector banks lend no 
more to small-scale industlY than do private sector banks. 

Nor does bank nationalization appear to have increased the overall speed 
of financial development. The authors find that in the period 1980-91, 
nationalized and private banks of similar asset size grew at about the same 
rate. However, in the more liberalized period of 1992-2000, old private 
sector banks grew 8 percent more than public sector banks. (The lack of 
attention to new private sector banks is explained by the fact that there are 
simply not enough data at this stage to allow meaningful analysis.) 

To gain further insight into under-lending and a low level of financial 
development, the authors again study the loan information from the same 
public sector bank. Under government regulations, loan officers are 
required to calculate credit limits on the basis of firm size (as measured by 
turnover) rather than profitability; though the rules do allow for some flex
ibility on the part of the loan officer, the authors find that in most cases loan 
officers simply reapproved the previous year's limit. Because of inflation, 
real credit thus typically shrinks. Firms that are growing rapidly or that 
have profitable opportunities are not rewarded with additional credit, nor 
are poorly performing finns cut off. 

The authors then turn to potential explanations for the reluctance of loan 
officers to lend. Public employees are subject to strict anticorruption legis
lation, and bank officers have expressed concern that if they issue a new 
loan that subsequently goes bad, they could be charged with cOD'uption, 
denied promotion, fired, or even put in jail. The authors test this hypothe-
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sis by examining whether a corruption charge against a bank employee in 
a specific bank led to a reduction in overall lending by all loan officers 
in that bank. They find that it did: corruption charges led to a reduction in 
lending of approximately 3 percent compared with lending of other banks. 

That decline lasted approximately twenty-four months. 
Critics of public enterprises arc quick to point out that since employees 

tend not to have a stake in the performance of the enterprise, they may tend 
to exert less cfJort. For public bankers, this may mean making guaranteed 
safe loans to the government rather than spcnding time and energy on 
screening flew clients and monitoring existing ones. To test this possibility, 
the authors compare how public sector banks in low- and high-growth 
states responded to a change in spread between lending rates and the rate at 
which the government was willing to borrow. They lind that banks in low
growth states were more inclined to make "low-effort" loans to the gov
ernment when the spread increased. 

The final exercise was to examine the contentiolls issue of nonperform
ing assets, bank failures, and bailouts. The of/icial rates of nonperforming 
loans in public sector banks tend to be higher than those in private sector 
banks, but because those numbers are notoriollsly unreliable, the authors 
instead compare the fiscal costs of bailing out failed private banks with the 
costs of recapitalizing poorly performing public sector banks. Using data 
starting from the first nationalization, they identify twenty-one cases of 
bank failure between 1969 and 2000 and compute the eosts imposed on the 
government in rupees at 2000 prices. That slim is compared with the sub
stantial cost of recapitalization of public sector banks in the 1990s. Con
trolling for size, the cost of the bank failures appears to be slightly higher 
than recapitalization, implying a small advantage for public sector banks. 
However, since recapitalization expenses are recurring, in all likelihood the 
public sector banks represent a greater cost to the treasury. 

The authors conclude by arguing that the evidence suggests a tentative 
case for privatizing public sector banks. Privatization is not a panacea, how
ever, and both public and private sector banks could benefit from signifi
cant internal refonn. Liberalization and privatization should be accompanied 
by strong regulation to ensure the continued existence of social banking. 
But in net terms, the reduction in agency problems, the increased flexibil
ity, and the reliance on pdvate rather than public incentives to limit corruption 
and NPAs should make for a more dynamic banking system that is more 
responsive to borrowers' needs. 
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India's Trade Reform 

mong developing countries, India's growth experience during the 
past five decades has been unique. Unlike many of its East and 

Southeast Asian neighbors, India did not grow at "miracle" rates that 
exceeded 6 percent and reached as high as 10 percent. Nor, unlike Africa 
and Latin America, did it suffer periods of prolonged stagnation or decline. 
For three of the five decades (1950-80), India's economy grew steadily at 
the so-called Hindu rate of 3 V; percent a year in real terms, and during the 
next two decades it grew at annual rates between 5 and 6 percent. 

Although the credit for this steady growth without prolonged stagnation 
or decline goes to the macroeconomic stability and policy credibility that 
the govemment provided, the blame for the relatively low rate of growth, 
especially during 1950-80, must be assigned to the myriad micro economic 
distortions and heavy state intervention that straitjacketed India's entrepre
neurs.l The government effectively stamped out domestic competition 
through strict investment licensing and eliminated foreign competition 
through strict import licensing. It was only during the second half of the 
1980s that the government began to loosen its grip on investment and 
import licensing; this was followed by a more systematic and comprehen
sive opening up in the 1990s and after. 

This paper discusses India's extemal sector policies, focusing especially 
on the past two decades; the impact of these policies on trade flows, effi
ciency, and growth; and the future direction trade policies must take. It 
begins with a discussion of the major policy developments in trade in both 
goods and services. This is followed by a discussion of the evolution of 
trade flows-their growth, composition, and direction. The next section 
describes the impact of trade liberalization on efficiency and growth. 

The author thanb Pranab Bardhan, Suman Bery, Govinda Rao, Jagadeesh Sivadasan, 
and participants in the India Policy Forum 2004 in New Delhi for excellent comments on an 
earlier draft. 

1. Policy changes, whether good or bad, have been largely predictable in India. Con
sultations with the relevant parties, extensive discussions, and special committee reports 
have usually preceded all major policy actions. 



2 INDIA POLICY FORUM, 2004 

The penultimate section considers policy options available to tndia and the 
most appropriate course for the country. The final section concludes. 

The Reforms to Date 

The history of India's external sector policies since independence can be 
divided into three phases: 1950-75, when the trend was toward tighter con
trols, culminating in virtual autarky by the end of the period; 1976-91, 
when some liberalization took place, especially during the last five to seven 
years; and from 1992 onward, when deeper and more systematic liberal

ization was undertaken. 

Toward Virtual Autarky, 1950-75 

Although the history of tariff protection in India goes further back in time, 
quantitative import controls were introduced in May 1940 to conserve 
foreign exchange and shipping during World War II." Starting in 1947, 
however, regulation of the balance of payments became the central con
cern, and the government introduced explicit restrictions on the ratc at 
which foreign exchange could be run down. From then until the launch of 
the First Five Year Plan in 1951, India alternated between liberalization and 
tighter controls. But the period covered by the first plan was one of pro
gressive liberalization. In particular, the India Tariff (Second Amendment) 
Act of 1954 stepped up tariff rates for thirty-two items and paved the way 
for the liberalization of import quotas through additional licenses over and 
above normal entitlements. 

A balance-of-payments crisis in 1956-57 led to a major reversal of this 
liberalization, as India resorted to comprehensive import contro1s. 1 The 
crisis left a sufficiently deep impression on the political leadership that it 
made the allocation of foreign exchange across various activities the cen
tral objective of trade and foreign exchange policy. The interaction of this 
objective with an ambitious, powerful, and self-interested bureaucracy pro
duced a regime that was highly protectionist and without a clear sense of 

2. This section draws heavily on part 7, especially chapters 15 and 22. of the most 
remarkable contribution by Jagdish BhllgwlIti and Padma Desai (1970), which foresaw the 
pitfalls of the license raj early on and offered a thorough analytical case for an open, pro
market policy regime, paying due attention to the political economy and institutional con
text of the time. 

3. India's financial year starts on April 1 and ends 0\1 March 31. Therefore. 1956-57 
covers the period ti'om AprilL 1956, to March 31. 1957; it is also called fiscal year 1957. 
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economic priorities. The number of criteria to be taken into account was 
large-private versus public sector, small versus large enterprises, and 
capital versus intermediate versus consumer goods-and the number of 
industries across which foreign exchange had to be allocated even larger: 
within the machinery sector alone they included paper machinery, chemical 
machinery, mining machinery, tea machinery, and metallurgical machinery, 
to name just a few. Unsurprisingly, the process quickly degenerated into a 
system of ad hoc rules. As Bhagwati and Desai describe graphically, "The 
problem was Orwellian: all industries had priority and how was each 
sponsoring authority to argue that some industries had more priority than 
othersT4 They conclude, "It is not surprising, therefore, that the agencies 
involved in determining industry-wise allocation fell back on vague notions 
of 'fairness,' implying pro rata allocations with reference to capacity 
installed or employment, or shares defined by past import allocations and 
similar other rules of thumb without any clear rationale."5 

Under the regime that evolved, producers needed to make only minimal 
effort to get absolute protection against imports. The authorities applied the 
principle of indigenous availability, according to which the government 
denied the allocation of foreign exchange for importing a product if domes
tic import substitutes were available in sufficient quantity. Therefore all a 
producer needed to do to block the entry of imports of a product was to let 
the relevant agency know that the producer made a substitute for it in the 
requisite quantity. The quality of the substitute, the price at which it was 
supplied, and any delay in delivery were of secondary importance to the 
authorities. 

An important switch in policy came in June 1966, when India undertook 
a major devaluation from 4.7 rupees to 7.5 rupees to the dollar and, along
side, took steps toward liberalization of import licensing, tariffs, and export 
subsidies. fi The liberalization measures gave fifty-nine industries, covering 
80 percent of output in the formal ("organized") sector, freedom to import 

4. Bhagwati and Desai (1970, p. 288). 
5. Bhugwati and Desai (1970, p. 290). The authors quote an unpublished doctoral the

sis by Amn Shoude (1966), which offers systematic evidence supporting the hypothesis 
that, rather than devise a set of priorities based on proper economic criteria, the government 
agencies essentially fell back on simple rules of thumb. For example, the cuts imposed on 
various industries immediately following the Sino-Indian war in late 1962 and early 1963 
were overwhelmingly uniform. 

6. Some industrial dc-licensing and limited decontrol of steel distribution on the rec
ommendation of the Swaminathan Committee on Industries Development Procedures had 
taken place just before and after these steps on the external front. But the de-licensing was 
mainly aimed at reducing delays in the issuance of licenses. For details see Bhagwati and 
Desai (1970, p. 477). 
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their raw materials and components.? Paradoxically, however, the need to 
obtain a license remained. Because the licensing procedures continued to 

apply the principle of "indigenous availability," the actual liberalization 

turned out to be very limited ex post. H 

The impetus for the devaluation and other measures had come from the 
World Bank, which promised a package of $900 million annually for sev
eral years to help finance the expansion of imports that would result from 
the liberalizing measuresY Unfortunately, this policy measure coincided 
with a second consecutive crop failure, which led to an industrial reces
sion.!O As a result, a large proportion of the World Bank aid remained 
unutilized in 1966-67. More important, the timing of the recession gave 
credence to the widely held and popular view that the measures forced by 
the World Bank were the wrong prescription in the first place. Intense 
domestic criticism, a political leadership that was keen to distribute export 
subsidies, and an industry that had learned to protlt from protection came 
together to reverse the policy in less than two years. I I Bhagwati and Desai 

describe the political economy of the reversal: 

In a very real sense, therefore, the timing of import liberalization was not ideal, 
in retrospect: a burgeoning economy would have increased the chances of 
making an effective dent in the practice of granting automatic protection to 
every activity. On the other hund, it was clear that it was quite na'ive to expect 
industrialists ... to agree to switch over to an efficient system involving compe
tition .... In this, the pressure groups were often in the company of disinterested 
politicians (such as the Finance Minister MOflllji Desai) whose thinking had also 
been conditioned by the planning philosophy of the earlier period: that anything 
which could be produced and supplied from domestic capacity must automati
cally be protected from imports. 12 

7. The "organized" sector in India is defined as consisting of central, state, and local 
administratiolls and public and private firms with ten or more workers if using electrical 
power and twenty or more workers if not using power. Firms in the organized sector are 
required to register with an appropriate governmental agency. 

8. Bhagwati and Desai (1970, p. 483). 
9. The World Bank had acted on the recommendation of the Bell mission, which also 

advised a shift away from industry and toward agricultme. Starting in 1960-61, the perfor
mance of Indian agriculture had deteriorated rapidly, and the aid consortium had hecome 
concerned about an impending "quiet crisis." The Bell mission was a response to that con
cern. For details see Joshi and Little (1994, chapter 4). 

10. Industrial growth fell from 5.6 percent in 1965-66 to 2.6 percent in t 966-67 and 
1.4 percent in the first three quarters of 1967-68. 

II. Around this time, under pressure ti'om the United States, the World Bank also wcnt 
back on its promise of $900 million in annual aid; this further strengthened the hands of thc 
protectionist forces, which had more or less full control of the process in any case. See Joshi 
and Little (1994, chapter 4). 

12. Bhagwati and Desai (1970, pp. 486-87). 
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The late 19608 and early 1970s saw a reversal of the] 966 liberalization 
measures and a further tightening of the import controls. The U.S. policy of 
isolating Prime Minister Indira Gandhi immediately before and after the 
Bangladesh war in 1971 drove her further toward economic isolationism. 
By the mid-1970s India's trade regime had become so repressive that the 
share of nonoi!, noncereals imports in GDP fell from an already low 7 per
cent in 1957-58 to 3 percent ill 1975-76. 

Two factors paved the way for a return to liberalization in the late 1970s, 
however. First, industrialists came to feel the adverse effect of the tight 
import restrictions on their profitability and began to lobby for liberaliza
tion of imports of the raw materials and machinery for which domestically 
produced substitutes did not exist. Second, improved export performance 
and remittances from overseas workers in the Middle East led to the accu
mulation of a healthy foreign exchange reserve, raising the comfort level of 
policy makers with respect to the effect of liberalization on the balance of 
payments. 

Ad Hoc Liberalization: 1976-91 

The new phase of liberalization began in 1976 with the reintroduction of 
the Open General Licensing (OGL) list, which had been a part of the orig
inal wartime regime but had become defunct as controls were tightened in 
the wake of the 1966 devaluation. The system operated on a positive-list 
basis: unless an item was on the OGL list, its importation required a license 
from the Ministry of Commerce. Inclusion on the OGL list did not neces
sarily mean that the good could be imported freely, however, since the 
importer usualJy had to be the actual user and, in the case of machinelY 
imports, could be subject to clearance from the industrial licensing author
ity if the sector in which the machinery was to be employed was subject to 
industrial licensing. 

Upon its introduction in 1976, the OGL list contained only 79 capital 
goods items. But by April 1988 it had expanded to cover 1,170 capital 
goods items and 949 intermediate inputs. By April 1990 OGL imports had 
come to account for approximately 30 percent of total imports. 13 Although 
tariff rates were raised substantially during this period, items on the OGL 
list were given large concessions on those rates through "exemptions," so 
that the tariffs did not significantly add to the restrictive effect of licensing. 
Mainly, they allowed the government to capture the quota rents, thus 
helping relieve the pressure on the budget. The government also introduced 

13. See Pursell (1992). 
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several export incentives, especially after 1985, which partly neutralized 
the anti trade bias of import controls. Above all, during 1985-90 the rupee 
was devalued in nominal effective terms by a hefty 45 percent, leading to a 
real depreciation of 30 percent. 

In addition, by 1990 thirty-one sectors had been freed from industrial 
licensing. This measure had a trade-liberalizing dimension as well, since it 
freed machinery imports in these sectors from industrial licensing clear
ance. Import flows were also helped by improved agricultural performance 
and by the discovery of oil, which made room for nonoil, nonfood imports, 
mainly machinery and intermediate inputs. As Garry Pursell, a long-time 
follower of India's trade regime, notes, "The available c1ata on imports and 
import licensing are incomplete, out of date, anel often inconsistent. Never
theless, whichever way they are manipulated, they confirm very substantial 
and steady import liberalization that occurred after 1977-78 and during 
19808."14 During 1985-90, nonoil imports grew at an annual rate of 
12.3 percent. 

The liberalization, complemented by expansionary fiscal policy, raised 
India's growth rate from the Hindu rate of approximately 3.5 percent dur
ing 1950-80 to 5.6 percent during 1981-9l. The jump in the average 
annual growth rate was particularly significant during \988-91, when it 
reached 7.6 percent. Nevertheless, the external and internal borrowing that 
suppol1ed the fiscal expansion was unsustainable and culminated in 11 balance
of-payments crisis in June 1991. This time, however, the government turned 
the crisis into an opportunity: instead of reversing the course of liberaliza
tion, it launched a truly comprehensive, systematic, and systemic reform 
program that continues to be implemented today. 

Deeper and Systematic Liberalization: 1992 to Date 

The collapse of the Soviet Union, the phenomenal economic rise of China 
following its adoption of outward-oriented policies, and India's own expe
rience, first with protectionist policies for three decades and then with lib
eralization in the 19805, finally persuaded policy makers of the merits of the 
policy approach that pro-market and pro-free trade economists, most 
notably Jagdish Bhagwati, had advocated for nearly two decades. Starting 
with the July 1991 budget, there was a clear switch in favor of a move 
toward an outward-oriented, market-based economy. The trade liberaliza
tion program initiated in the 1991 budget was comprehensive, although the 
pace remained gradual and there were occasional hiccups. 

14. Pursell (1992, p. 441). 
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MERCHANDISE TRADE LIBERALIZATION. The July 1991 reforms did 
away with import licensing on all but a handful of intermediate inputs and 
capital goods. Consumer goods, accounting for approximately 30 percent 
of tariff lines, remained under licensing. Only a decade later, after a suc
cessful challenge by India's trading partners at the World Trade Organiza
tion (WTO), were these goods freed of licensing. Today, except for a 
handful of goods that are disallowed on environmental or health and safety 
grounds, and a few (including fertilizer, cereals, edible oils, and petroleum 
products) that are "canalized" (meaning they can be imported by govern
ment only), all goods may be imported without a license or other restric
tions. As called for under the Uruguay Round Agreement on Agriculture, 
all border measures on agricultural goods have been replaced by tariffs. 

As noted earlier, tariff rates in India had been raised substantially during 
the 1980s, so as to turn quota rents for industry into tariff revenue for the 
government. Accordingly, tariff revenue as a proportion of imports rose 
hom 20 percent in 1980-81 to 44 percent in 1989-90. In 1990-91 the high
est tariff rate stood at 355 percent, the simple average of all tariff rates at 
1 13 percent, and the import-weighted average of tariff rates at 87 percent. 15 
With the removal of licensing, these tariff rates became effective restric
tions on imports. Therefore a major task of the reforms in the 1990s and 
since has been to lower tariffs. 

Tariff reductions have been confined to nonagricultural, industrial 
goods, however. Therefore the liberalization described below applies 
strictly to these goods. The reduction in tariffs has been accomplished 
through a gradual compression of the top tariff rates, with a simultaneous 
rationalization of the tariff structure through a reduction in the number of 
tariff bands. The top rate fell to 85 percent in 1993-94 and to 50 percent in 
1995-96. Despite some reversals along the way in the form of special 
duties and through unification of two successive bands at the higher rate, 
the general direction has been toward liberalization. Before the most recent 
elections in May 2004, the then finance minister announced that the top tar
iff rate would be lowered from 25 percent to 20 percent and that the Spe
cial Additional Duty (SAD), which could be as high as 4 percent, would be 
eliminated. The incoming government has approved this change, so that the 
top tariff rate on industrial goods now stands at 20 percent, with no other 
additional cllstom duties, such as the SAD, on top of this rate. 

There remain exceptions to this rule, however, as evidenced by table 1, 
which is taken from the latest Trade Policy Review of India by the WTO.16 

15. WTO (1998) and Panagariya (1999a). 
16. WTO (2002) 



TABLE 1. Tariff Structure and Average Tariff Rates by Product Type, India 

MFN tariff rates, 1997-98 MFN tariff rates, 2001-02 

No. of Average Range Coefficient Average Range Coefficient 
Product type fines (percent) (percent) of variation (percent) (percent) of variation 

All products 
By WTO definition 
Agricultural products 676 35.1 0-260 0.9 40.7 0-210 0.7 

Live animals and products 81 25.4 15-45 0.6 39.8 35-100 0.4 
Dairy products 20 31.5 0-35 0.3 38.0 35-60 0.2 
Coffee and tea, cocoa, sugar, etc. 128 37.6 15-192 0.4 39.6 35-170 0.4 
Cut flowers and plants 34 25.1 10-45 0.6 29.9 10-35 0.3 
Fruit and vegetables 150 32.7 0-127 0.5 36.6 25-115 0.3 
Grains 16 0.0 0-0 49.4 0-100 0.8 
Oils, seeds, fats, and oil products 71 38.9 15-45 0.2 56.2 15-100 0.5 
Beverages and spirits 31 114.8 15-260 0.8 96.9 35-210 0.8 
Tobacco 9 45.0 45-45 35.0 35-35 
Other agricultural products, n.e.s." 136 27.8 0-45 0.5 28.1 0-50 0.4 

Nonagricultural products (excl. petroleum) 4,435 35.4 0-192 0.3 31.1 0-170 0.3 
Fish and fishery products 108 20.3 0-65 0.6 35.0 35-35 
Mineral products, precious stones, etc. 335 37.5 0-45 0.3 30.6 0-55 0.3 
Metals 588 32.5 10-45 0.2 32.0 5-35 0.2 
Chemicals and photographic supplies 840 34.6 0-192 0.2 33.8 0-170 0.2 
Leather, rubber, footwear, travel goods 146 39.8 0-45 0.3 32.1 0-35 0.2 
Wood, pulp, paper, and furniture 248 30.1 0-45 0.4 29.3 0-35 0.4 
Textiles and clothing 830 43.7 25-55 0.1 31.3 15-35 0.2 
Transport equipment 122 41.7 3-45 0.2 40.5 3-105 0.6 



Nonelectric machinery 525 27.1 10-45 0.2 25.9 0-35 0.2 
Electric machinery 257 34.7 15--45 0.3 26.8 0-35 0.4 
Nonagricultural products, n.e.s. 436 37.1 0-55 0.2 30.0 0-35 0.2 

Petroleum 2 31.0 37-35 0.2 25.0 15--35 0.6 

Bysectorb 

Agriculture and fisheries 289 26.5 0-45 0.6 33.1 0-100 0.4 
Mining 105 26.2 0-45 0.5 21.9 5-55 0.5 
Manufacturing 4,718 36.1 0-260 0.4 32.5 0-210 0.4 

By stage of processing 
First stage 628 25.7 0-127 0.6 29.4 0-115 0.5 
Semi-processed products 1,673 35.7 0-192 0.2 32.3 0-170 0.2 
Fully processed products 2,812 37.3 0-260 0.4 33.0 0-210 0.5 

Source: World Trade Organization (2002). 
a. n.e.s., not elsewhere specified. 
b. International Standard Industrial Classification, Revision 2; excludes electricity, gas, and water (one tariff line). 
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The table compares in detail the structure of tariffs in 2001-02 with that in 
1997-98, when the top tariff rate was still 35 percent. According to the 
table, chemicals and photographic supplies were subject to tariff rates as 
high as 170 percent, and transport equipment to rates reaching 105 percent, 
both well beyond the official "top" tariff rate applicable to industrial goods. 
Within transport equipment, automobiles constitute a major potential 
import and are currently subject to a 60 percent duty. In addition, numer
ous exemptions remain, based on end-user or other criteria. I? 

In agricultllre, India took essentially the same approach as the member 
countries of the Organization for Economic Cooperation and Develop
ment, choosing excessively high tariff bindings, ranging from 100 to 300 
percent, to replace border measures agreed to be discontinued under the 
Uruguay Round Agreement on Agriculture. On some agricultural products 
such as skimmed milk powder, rice, corn, wheat, and millet, India tradi
tionally had zero or very low bound rates. These were renegotiated under 
Article XXXVIII of the General Agreement on Tariffs and Trade in 
December 1999 in return for concessions on other products. IS According 
to the WTO, India's average bound rate in agriculture i~ 115.2 percent. I

" 

For comparison, the applied most-favored-nation tariff rate was 35. I per
cent in 1997-98 and 41.7 percent in 2001-02. 

Traditionally, India has also restricted exports of several commodities. 
As part of its liberalization policy, the government began to reduce the 
number of products subject to export controls in 1989-90. But until the 
July 1991 reforms, exports of 439 items were still subject to controls, 
including (in declining order of severity) prohibition (185 items), licens
ing (55 items), quantitative ceilings (38 items), canalization (49 items), 
and prespecified terms and conditions (112 items). The March 1992 
Export-Import Policy reduced the number of items subject to controls to 
296, with prohibited items reduced to 16. The process continued there
after, so that today export prohibitions apply to only a small number of 
items on health, environmental, or moral grounds, and export restrictions 

17. According to the WTO (2002), there are more than 100 kinds of exemptions, each 
running into several pages. The general notification for exemptions has 378 entries. The 
WTO (2002, p. 35) notes, "The use of such exemptions not only increases the complexity 
of the tariff, it also reduces transparency and hampers efficiency-increasing tools such as 
computerization of customs." 

18. For cxample, in its ncgotiations with the United States, India gave market access in 
apples. It has been suggested that removing or reducing the exemptions and introducing a 
lower and uniform most-favored-nation duty structure would be more simple and transpar
ent, with clear implications for governance. 

19. WTO (2002, table mI). 
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are maintained mainly on cattle, camels, fertilizers, cereals, groundnut oil, 
and pulses. 

The lifting of exchange controls and the elimination of overvaluation of 
the rupee, both of which had served as additional barriers in the traded 
goods sector, also accompanied the 19908 reforms. As part of the 1991 
reform, the government devalued the rupee by 22 percent, from 21.2 
rupees to 25.8 rupees to the dollar. In February 1992, a dual exchange rate 
system was introduced, which allowed exporters to sell 60 percent of their 
foreign exchange receipts in the free market; the rest had to be sold to the 
government at the lower official price. Importers were authorized to pur
chase foreign exchange in the open market at the higher market price, 
effectively ending the exchange control regime. Within a year of estab
lishing this market exchange rate, the official exchange rate was unified 
with it. Starting in February 1994, many current account transactions, 
including all current business transactions, education, medical expenses, 
and foreign travel, were also permitted at the market exchange rate. These 
steps culminated in India accepting the International Monetary Fund's 
Article VlfI obligations, which made the rupee officially convertible on 
the current account. In recent years, bolstered by the accumulation of 
approximately $120 billion worth of foreign exchange reserves, India has 
freed up many capital account transactions. Two provisions are of special 
significance: first, residents can remit up to $25,000 abroad every year, 
and second, firms can borrow freely abroad as long as the maturity of the 
loan is five years or more. 

LIBERAliZATION OF TRADE IN SERVICES. Since 1991, India has also 
substantially liberalized trade in services. Traditionally, the services sector 
has been subject to heavy govemment intervention. The public sector pres
ence has been conspicuous in the key sectors of insurance, banking, and 
telecommunications. Nevertheless, considerable progress has been made 
toward opening the door wider to participation by the private sector, includ
ing foreign investors. 

Until recently insurance was a state monopoly. On December 7, 1999, 
the Indian parliament passed a law establishing an Insurance Regulatory 
and Development Authority and opening the door to private ently, includ
ing entry by foreign investors. Up to 26 percent foreign ownership of a 
domestic firm was permitted, provided a license was obtained from the 
IRDA. In the 2004-05 budget this limit was raised to 49 percent. 

Although public sector banks dominate the banking sector, private sec
tor banks are permitted to operate. Foreign direct investment (FDI) in pri
vate sector banks, up to 74 percent of ownership, is pennitted under the 
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automatic route. In addition, foreign bunks are allowed to open a specified 
number of new branches every year. More than 25 foreign hanks with full 
banking licenses and approximately 150 foreign bank branches are in oper
ation today. Under the 1997 WTO Financial Services Agreement, India 
committed itself to permitting twelve foreign bank branches to be estab

lished each year. 
The telecommunications sector has experienced much greater opening 

to the private sector, including foreign investors. Until the early L 99()s the 
sector was a state monopoly. The 1994 National Telecommunications 
Policy provided for opening cellular as well as basic ancl value-added tele
phone services to the private sector, with foreign investors granted entry. 
Rapid changes in technology led to the adoption of the New Telecom Pol
icy in 1999, which sets the current policy framework. Accordingly, in 
basic, cellular mobile, paging, and value-added services, and in global 
mobile personnel communications by satellite, FDI of up to 49 percent of 
ownerShip, subject to licensing by the Department of TelecoI11l11unications, 
was permitted until recently. The 2004-05 budget raised this limit to 
74 percent. FDI of up to 100 percent ownership is allowed, with some 
conditions for Internet service providers not providing gateways (for both 
satellite and submarine cables), infrastructure providers providing dark 
fiber, electronic mail, and voice mail. Additionally, subject to licensing and 
security requirements and the restriction that proposals with FDI beyond 
49 percent must be approved by the government, up to 74 percent foreign 
investment is permitted for Internet service providers with gateways, radio 
paging, and end-to-end bandwidth. 

FDI of up to 100 percent of ownership is permitted in e-col1lmerce. 
Automatic approval is available for foreign equity in software ancl almost 
all areas of electronics. Full foreign ownership is permitted in information 
technology units set up exclusively for exports. These units can be set up 
under several schemes including export-oriented units, export processing 
zones, special economic zones, software technology parks, and electronics 
hardware technology parks. 

The infrastructure sector has also been opened to foreign investment. 
Full foreign ownership under the automatic route is permitted in projects 
for constlUction and maintenance of roads, highways, vehicular bridges, 
toll roads, vehicular tunnels, ports, and harbors. In projects for construction 
and maintenance of ports and harbors, automatic approval for foreign 
equity up to 100 percent is available. In projects providing support services 
to water transport, such as the operation and maintenance of piers and load
ing and the discharging of vehicles, no approval is required for foreign 
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equity up to 51 percent. FDl up to 100 percent ownership is permitted in 
airports, although FDI above 74 percent requires prior approval. Foreign 
equity up to 40 percent and investment by nonresident Indians up to 
100 percent is permitted in domestic air transport services. Only railways 
remain off limits to private entry. 

Since 1991, several attempts have been made to bring private sector 
investment, including FDI, into the power sector, but without perceptible 
success. The most recent attempt is the Electricity Act of 2003, which 
replaces the three existing laws on electric power dated 1910, 1948, and 
1998. The act offers a comprehensive framework for restructuring of the 
power sector and builds on the experience in the telecommunications sec
tor. It attempts to introduce competition through private sector entry side 
by side with public sector entities in generation, transmission, and distri
bution. The act completely eliminates licensing requirements in generation 
and freely permits captive generation. Only hydroelectric projects would 
henceforth require clearance from the Central Electricity Authority. Distri
bution licensees would be free to undertake generation, and generating 
companies would be free to enter the distribution business. Trading has 
been recognized as a distinct activity, with the regulatory commissions 
authorized to fix ceilings on trading margins, if necessary. FDI is permitted 
in all three activities. 

Impact on Trade flows 

The policy changes discussed above have brought with them important 
changes in trade flows. These can be discussed under three headings: 
growth in trade, the composition of trade, and its direction. 

Growth in Trade 

India's share in world exports of goods and services, which had declined 
from 2 percent at independence to 0.5 percent by the mid-1980s, bounced 
back to 0.8 percent by 2002.20 Thus, since the mid-1980s, India's exports 
of goods and services have grown faster than world exports. Table 2 offers 
an overview of the evolution of India's external sector during the 19808 
and 1990s comparee! with that of China. The numbers leave little doubt 
that the liberalizations of the 1990s have had a more significant impact on 
India's trade than those of the 1980s. Although trade has performed less 

20. Trade in services refers to nonfactor services and does not include remittances. 
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TABLE 2. Exports and Imports of India and China, 1980-2000 

Average growtil 
Billions of current dollars (percent per year) 

Category" 1980 1990 2000 1980-90 1990-2000 

India 
Exports of goods and services 11.2 23.0 63.8 7.4 10.7 

Merchandise, f.o.b. 8.5 18.5 44.9 8.1 9.3 
Manufactures 5.1 13.0 34.5 9.B 10.3 

Imports of goods and services 17.8 31.5 75.7 5.9 9,2 
Merchandise, c,i.f. 15.9 27,9 59.3 5,8 7,8 

Capital goods 2.4 5.8 B.B 9.2 4.2 
Fuel and energy 6.7 6,0 15.7 -1,0 10.0 

China 
Exports of goods and services 20.2 68.0 279.6 12,9 15.2 

Merchandise. f,o.b, 18,3 62,1 249,2 13.0 14.9 
Manufactures g,O 46,2 223,8 17,8 17,1 

Imports of goods and services 20,9 55,5 250.7 10,3 16,3 
Merchandise, c.Lf. 20,0 53.4 225.1 10,3 15,5 

Capital goods 5.1 16,9 91,9 12.6 18,5 
Fuel and energy 0.2 1,3 26,0 20,1 35.2 

Source: World Bank (2002), 
a, f,o,b,. free on board; c.i.f., cost including insurance and freight. 

spectacularly in India than in China, the claim by some that the 1990s did 
not see a perceptible shift in the growth of exports and imports is simply 
wrong, 

As table 2 shows, exports of goods and services grew 7.4 percent a year 
on average in the 1980s but 10.7 percent a year during the 19908. The pace 
also picked up on the imports side, with growth rising from 5.9 percent a 
yearin the 1980s to 9.2 percent a year in the 1990s, Thus the growth rates 
of both exports and imports rose by 3.3 percentage points. Nevertheless, 
these growth rates are substantially lower than those experienced by China 
since its opening to the world economy, China's exports of goods and ser
vices grew at a 12.9 percent average annual rate during the 1980s and at 
15,2 percent a year during the 1990s, and its imports grew at an average 
annuall'ate of lO,3 percent during the 1980s and 16.3 percent during the 
19908. These higher growth rates are reflected in the higher degree of open
ness achieved by China in tenns of its trade-to-GDP ratio. 

According to table 3, the ratio of total exports of goods and services to 
GDP in India nearly doubled between 1990 and 2000, rising from 7.3 per
cent to 14 percent. The rise was less dramatic on the import side but still 
significant: from 9.9 percent in 1990 to 16.6 percent in 2000. Over these ten 
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TAB l E 3. indicators of Trade Openness for India and China. 
1980.1990. ami 20110 
Percent of GDP 

Indicator 1980 1990 

India 
Merchandise exports 4.6 5.8 
Merchandise imports 8.7 8.8 
Goods and services exports 6.2 7.3 
Goods and services imports 9.7 9.9 
Total trade in goods and services' 15.9 17.2 

China 
Merchandise exports 8.5 17.1 
Merchandise imports 4.2 12.7 
Goods and services exports 9.3 lB.7 
Goods and services imports 9.6 15.3 
Total trade in goods and services 18.9 34.0 

Source: World Bank (2002). 
a. Exports plus imports. 

2000 

9.8 
13.0 
14.0 
16.6 
30.6 

23.1 
20.8 
26.0 
23.3 
49.3 

years the ratio of total goods and services trade to GDP rose from 17.2 per
cent to 30.6 percent. Although this is substantially lower than the 
cOlTesponding ratio of 49.3 percent for China over the same period, it is 
comparable to the ratio that China had achieved twelve years after its 
opening: 34.0 percent in 1990. 

Composition of Trade 

Tables 4 and 5 summarize the broad composition of merchandise exports 
and imports, respectively, in three periods-1987-88, 1992-93, and 
200 1-02-and table 6 provides details on the composition of services and 
transfers ("invisibles" in the official Indian terminology) for 1980-81, 
1990-91, and 2001-02.21 Table 7 provides additional details on invisibles 
receipts for 2001-02 and 2002-03 that are not available for other years. 
One can draw five important conclusions from these tables together with 
table 2. 

First, services exports have grown more rapidly than merchandise 
exports. As table 2 shows, the share of services in total exports of goods and 
services rose from 19.6 percent in 1990 to 29.6 percent in 2000. More 

21. Changes in the classification system do not allow one to go farther back than 
1987-88 on a comparable basis; 1992-93 has been chosen to represent the baseline at the 
beginning of the reform, instead of 1991-92, because the latter was off trend as a result of 
the June 1991 crisis. 



TABLE 4. Composition of Merchandise Exports, India, 
1981-88,1992-93, and 2001-02 
Percent of total exports except as indicated 

1987-88 1992-93 2001-02 

Primary products 26.1 20.9 16.1 

Agriculture and allied products 21.2 16.9 13.4 
Tea 3.8 1.8 0.8 
Coffee 1.7 0.7 0.5 
Rice 2.2 1.8 1.5 
Cotton raw including waste 0.7 0.3 0.0 
Tobacco 0.9 0.9 0.4 
Cashews including cashew nut shell liquid 2.0 1.4 0.9 
Spices 2.1 0.7 0.7 
Oil Meals 1.4 2.9 1.1 
Fruits and vegetables 0.8 0.6 0.5 
Processed fruits, juices, misc. processed items 1.1 0.4 0.7 
Marine products 3.4 3.2 2.8 
Sugar and molasses 0.1 0.7 0.9 
Meat and meat preparations 0.6 0.5 0.6 
Other 

0.5 1.0 2.1 
Ores and minerals 5.0 4.0 2.8 

Iron ore 3.5 2.1 0.9 
Mica 0.1 0.0 0.0 
Other 1.3 1.9 1.8 

Manufactured goods 67.8 75.7 75.6 
Leather and manufactures 8.0 6.9 4.3 
Chemicals and allied products 4.7 6.6 9.2 
Drugs, pharmaceuticals, and fine chemicals 2.1 2.9 4.7 
Other 2.6 3.8 4.6 
Plastic and linoleum products 0.4 0.8 2.2 
Rubber, glass, paints, enamels and products 1.4 2.1 2.2 
Engineering goods 9.5 13.4 15.7 
fleadymade garments 11.6 12.9 11.4 
Textile yarn, fabrics, made-ups, etc. 9.0 10.3 10.1 

Cotton yarn, fabrics, made-ups, etc. 7.3 7.3 6.9 
Natural silk yarn, fabrics, made-ups, etc. 0.9 0.7 0.6 
Other 0.8 2.2 2.5 

Jute manufactures 1.5 0.7 0.3 
Coir and manufactures 0.2 0.2 0.1 
Handicrafts 20.2 20.4 18.8 

Gems and jewelry 16.7 16.6 16.7 
Carpets (handmade exclusive silk) 2.1 2.3 0.8 
Works of art (exclusive floor coverings) 1.4 1.5 1.3 

Sports goods 0.4 0.2 0.2 
Others 0.9 1.3 1.1 

Petroleum products 4.1 2.6 4.8 

Other 1.9 0.8 3.5 

Total exports (billions of dollars) 12.1 18.5 43.8 
Source: Author's calculations using data from Reserve Bank of India (2002, taole 124). 
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TABLE 5. Composition of Merchandise imports. India. 
1987-88.1992-93. and 2001-02 
Percent of total imports except as indicated 

1987-88 1992-93 2001-02 

Bulk imports 40.9 44.9 39.4 
Petroleum, crude and products 18.2 27.9 27.2 
Bulk consumption goods 6.6 2.3 4.0 

Cereals and cereal preparations 0.3 1.5 0.0 
Edible oils 4.4 0.3 2.6 
Pulses 1.1 0.5 1.3 
Sugar 0.9 0.0 0.0 

Other bulk items 16.1 14.7 8.2 
Fertilizers 2.3 4.5 1.3 
Crude 0.6 0.7 0.3 
Sulphur and unroasted iron pyrites 0.8 0.6 0,1 
Manufactured 0.8 3.2 0.9 
Nonferrous metals 2.9 1.8 1.3 
Paper, paperboards. manufactures, including 

newsprint 1.2 0.8 0.9 
Crude rubber, including synthetic and reclaimed 0.5 0.4 0.3 
Pulp and waste paper 1.1 0.6 0.6 
MetalliferroliS ores, metal scrap. etc. 2.2 3.0 2.2 
Iron and steel 5.9 3.6 1.6 

Non-bulk imports 59.1 55.1 60.6 
Capital goods 29.5 20.1 18.1 

Manufactures of metals 0.1 0.7 0.8 
Machine tools 1.0 0.8 0.4 
Machinery, except electrical and electronic 11.8 7.6 5.8 
Electrical machinery, except electronic 4.9 3.8 1.2 
Electronic goods 7.3 
Computer goods 0.4 
Transport equipment 3.4 2.1 1.2 
Project goods 7.8 5.8 1.1 

Mainly export related items 15.1 19.0 16.0 
Pearls, precious and semi-precious stones 9.1 11.2 9.0 
Organic and inorganic chemicals 4.9 6.5 5.4 
Textile yarn, fabrics, made-ups, etc. 0.8 0.1 1.4 
Cashew nuts 0.3 0.6 0.2 

Other 14.5 15.4 26.5 
Artificial resins and plastic materials, etc. 2.5 1.9 1.3 
Professional, scientific, and controlling instruments' 2.2 2.3 2.0 
Coal, coke, and briquettes, etc. 1.0 2.2 2.2 
Medicinal and pharmaceutical products 0.8 1.3 0.8 
Chemical materials and products 0.9 0.8 0.9 
Nonmetallic mineral manufactures 0.5 0.4 0.8 
Others 6.6 6.5 18.4 

Total imports (billions of doliars) 17.2 21.9 51.4 

Source: Author's calculations using data from Reserve Bank of India (2002, table 124). 
a. Including photographic and optical goods. 
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TABLE 6. Composition of Invisibles Receipts and Payments, India, 
1980-81.1990-91, and 2001-02 
Percent of total except as indicated 

Receipts Payments 

Item 1980-81 1990-91 2001-02 1980-81 1990-91 2001-02 

Nonfactor services 39.0 61.0 57.0 71.2 46.3 74.6 
Travel 17.0 19.5 8.2 5.4 5.1 10.6 
Transportation 6.4 13.2 5.5 21.2 14.2 11.0 
Insurance 0.9 1.5 0.7 2.0 1.1 1.2 
Government, not 

included elsewhere 1.5 0.2 1.3 2.3 2.2 1.3 
Miscellaneous 13.2 26.6 41.2 39.7 23.7 50.5 

Investment income 12.8 4.9 7.7 28.0 53.5 25.1 
Transfers 

Private 37.7 27.9 34.2 0.7 0.2 0.3 
Official 10.5 6.2 1.1 0.2 0.0 0.0 

Totallbillions of dollars) 7.2 7.5 35.6 2.1 7.7 21.6 

Source: Author's calculations lIsing data from Reserve Bank of India 12002, table 137). 

TAB L E 7. Composition of Invisibles Receipts, India, 2001-02 alld 2002-03 
Percent oftotal except as indicated 

Item 

Transfers 
Software services 
Miscellaneous services other than software 
Travel 
Transportation 
Income 
Insurance and GNIE' 

Total receipts Ibillions of dollars) 

Source: Reserve Bank of India 12003, table 6.4). 
a. GNIE: Government, nat included elsewhere 

2001-02 

34.3 
20.6 
20.4 
7.9 
5.4 
9.4 
2.0 

36.7 

2002-03 

35.4 
22.3 
21.2 
7.0 
5.9 
B.6 
1.6 

43 

recent data from the World Bank show that this ratio rose further, to 

33.1 percent, in 2001,22 H. A. C. Prasad places India's share of world 
services exports in 2002 at 1.3 percent.23 

Second, at the relatively broad level of aggregation shown in table 4, the 
commodity composition of India's trade has changed only modestly.24 

22. World Bank (2003). 
23. H. A. C. Prasad, Business Line, August 27, 2003. 
24. The next section will show that in the more finely disaggregated data, changes in the 

composition of both exports and imports are quite dramatic. Products with no or very low 
trade initially have grown very rapidly. 
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During 1992-2002 the share of manufactures in total commodity exports 
remained unchanged at approximately 75 percent. Within manufactures 
the sectors that have grown more rapidly than the average for all merchan
dise exports are the capital- and skilled labor-intensive sectors, including 
chemicals and allied products and engineering goods. Within the former 
category, drugs, other pharmaceuticals, and fine chemicals have done espe
cially well; within engineering goods, automobiles and auto parts have 
lately shown impressive growth. The key unskilled labor-intensive sectors 
have grown at best at the average pace of all merchandise exports. For 
example, leather manufactures have grown at rates well below the average, 
whereas ready-made garments and textiles, yarn, fabrics, and made-up 
goods have grown at approximately the average rate of all merchandise 
exports. 

Third, on the import side, perhaps the most remarkable observation is 
that the share of capital goods imports declined drastically during the 
1990s (table 5). From 29.5 percent in 1987-88, this share fell to 18.1 per
cent in 2001-02. In part this decline reflects a bias in liberalization in the 
1980s in favor of capital goods over intermediate inputs, whereas in the 
1990s both capital and intermediate goods (but not consumer goods) 
were freed from licensing. But the decline also reflects the general slow
down in private investment activity during the 1990s relative to the late 
1980s. 

Fourth, on the invisibles account, two key items that have shown very 
rapid growth are remittances from Indians residing overseas and soft
ware exports. The former are reported under "private transfers" in tables 
6 and 7. The latter are subsumed within the category "miscellaneous" in 
table 6 but are reported separately for the last two years in table 7. Soft
ware exports (including business process outsourcing) accounts for the 
greater part of the growth in the miscellaneous category during the 
19905. According to table 7, software exports have risen from $7.6 bil
lion in 2001-02 to $9.6 billion in 2002-03. Interestingly, a substantial 
part of the growth in remittances has also come from the software indus
try, since these remittances include the repatriation of earnings by tem
porary Indian workers in the United States (mainly RIB visa holders). 
This component rose from $2.1 billion in 1990-91 to $12.2 billion in 
2001-02. 

Finally, it comes as no surprise that India is far from achieving its 
potential in tourism. After reaching $3.2 billion in 2000-0 I, tourism 
receipts fell to $2.9 billion in 2001-02 in the wake of the September 11 
tragedy and recovered only slightly to $3.0 billion in 2002-03. Given 
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India's attractiveness as a tourist destination and its low costs, this level of 
tourism is well below what the country could achieve. 

Direction of Trade 

Table 8 summarizes the direction of India's merchandise trade for 
1987-88, 1992-93, and 2001-02. On the export side the major shift has 
been away fi'om Russia and Japan toward developing Asia. The share of 
India's exports going to Japan declined from 10.3 percent in 1987-88 to 
3.4 percent in 2001-02. The share taken by Russia declined from 12.5 per
cent to a paltry 1.8 percent over the same period. The share of developing 
countries as a whole grew from 14.2 percent to 30.9 percent, with each 
major region-Asia, Africa, and Latin America-absorbing a larger share 
of India's total exports than before. The share taken by developing Asia 
rose from 11.9 percent to 23.6 percent. The United States meanwhile has 
remained a steady trading partner, accounting for approximately one-fifth 
ofIndia's merchandise exports throughout the period. 

On the import side, the major shift has been away from the industrial 
countries and Russia to the OPEC nations and other developing countries. 
India's imports from the European Union declined from 33.3 percent of the 
total in 1987-88 to 22.1 percent in 1999-2000.25 The decline in the U.S. 
share over the same years was from 9.0 percent to 7.2 percent, and that in 
the Japanese share from 9.6 percent to 5.1 percent. Russia also lost share, 
with imports from that country declining from 7.5 percent to 1.3 percent of 
India's total imports. OPEC and the other developing countries meanwhile 
gained share. The share of imports coming from OPEC rose from 13.3 per
cent to 25.9 percent, and that from developing countries from 17.3 percent 
to 29.2 percent. 

An interesting ongoing development is the rapid expansion of India's 
trade with China. From just $18 million in 1990-91, India's exports to 
China rose to approximately $2 billion in 2002-03. India's imports from 
China similarly expanded from $35 million to $2.8 billion over the same 
period. India's exports to China have consisted of medium- to high
technology products. In 2002-03 three product groups-engineering 
goods, iron are, and chemicals-accounted for more than 70 percent of 
India's exports to China. On the import side, electronic goods, chemicals, 
and textiles, yarn, fabric, and made-up articles together accounted for 
approximately half of the total value of India's imports from China. 

25. The available direction-of-trade data on imports for years 2000-01 and after are not 
consistent with those for the earlier years. 
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TABLE II. Direction of Trade. india. Selected Years 
Percent of total exports or imports except as indicated 

1987-88 1992-93 200/-02 /999-2000 

Country or group Exports Imports Exports Imports Exports Imports' 

DECO countries 58.9 59.8 60.5 56.1 49.3 43.0 
European Union 25.1 33.3 28.3 30.2 22.5 22.1 

Germany 6.8 9.7 7.7 7.6 4.1 3.7 
United Kingdom 6.5 8.2 6.5 6.5 4.9 5.4 

North America 19.7 10.3 20.0 11.7 20.8 7.9 
Canada 1.1 1.3 1.0 1.9 1.3 0.8 
United States 18.6 9.0 19.0 9.8 19.4 7.2 

Asia and Oceania 11.6 12.0 9.1 10.6 4.5 7.5 
Australia 1.1 2.3 1.2 3.8 1.0 2.2 
Japan 10.3 9.6 7.7 6.5 3.4 5.1 

Other GECD countries 2.5 4.2 3.0 3.6 1.6 5.5 
Switzerland 1.3 1.1 1.1 1.7 0.9 5.2 

OPEC 6.1 13.3 9.6 21.8 11.9 25.9 
United Arab Emirates 2.0 3.4 4.4 5.1 5.7 4.7 

Eastern Europe 16.5 9.6 4.4 2.5 2.9 2.0 
Russia 12.5 7.2 3.3 1.2 1.8 1.3 

Developing countries 14.2 17.3 22.9 19.6 30.9 29.2 
Asia 11.9 12.1 18.8 14.6 23.6 20.0 

SAARC members" 2.6 0.4 4.0 0.8 4.6 0.8 
Other 9.3 11.7 14.8 13.8 19.0 19.2 

Hong Kong 2.B 0.5 4.1 0.8 5.4 1.6 
South Korea 0.9 1.5 0.9 1.6 1.1 2.6 
Malaysia 0.6 3.8 1.0 1.9 1.8 4.1 
Singapore 1.7 1.9 3.2 2.9 2.2 3.1 
Thailand 0.5 0.3 1.4 0.3 1.4 0.7 

Africa 2.0 2.9 3.1 3.5 5.2 7.3 
Latin America 0.3 2.3 1.0 1.5 2.1 1.9 

Other 0.0 0.0 0.1 0.0 0.2 0.0 

Total trade 
(billions of dollars) 12.1 17.2 18.5 21.9 43.8 49.7 

Source: Author's calculations from Reserve Bank of India (2002, table 130). 
a. Available direction of trade data on imports for 2000-01 and beyond are not consistent with those 

for earlier years. 
b. In addition to India, members of the South Asian Association for Regional Cooperation include 

Bangladesh, Bhutan. Maldives, Nepal, Pakistan, and Sri Lanka. 
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Impact on Efficiency and Growth 

The benefits of liberalization may be measured in terms of static cfficicncy 
gains and economic growth.26 This section wiIl discuss each of these 

approaches briefly. 

Static Efficiency 

Measurements of efficiency gains inevitably rely on simulations using 
partial- or general-equilibrium modelsY The dominant approach today is 
to construct a general-equilibrium model and parameterize it such that it 
reproduces the equilibrium in the base year with the existing policy dis
tortion in place. The model is then subjected to a comparative statics exer
cise by removing specific distortions and solved for the changes in various 
endogenous variables, including consumption, output, net imports of var
ious goods, and real income. The results of these exercises critically 
depend on the choice of the model, functional forms, and parameter val
ues. 2H Moreover, the effects on sectoral consumption, output, and trade 
predicted by these models do a vcry poor job of tracking the actual out
comes.29 For these reasons estimates based on these studies must be taken 
with a grain of salt. 

With this caveat, the only comprehensive study that quantitatively mea
sures the impact of India's liberalization on welfare is that by Rajesh 
Chadha and others. 31l Using the Michigan Computable General Equilibrium 
model, this study concludes that trade liberalization corresponding approx
imately to what has been accomplished to date had the potential to raise 
GDP permanently by approximately 2 percent. If the same liberalization 
were done after a competitive regime replaced the existing regime, how
ever, the gain from trade liberalization would rise to as much as 5 percent 
ofGDP. 

The traditional analyses of the static gains from trade liberalization fail 
to emphasize some key sources of such gains: specialization in produc
tion that eliminates certain sectors entirely and gives rise to new ones; 
reduced costs due to the availability of higher-quality inputs; and the 

26. An examination of the effects OIl poverty reduction is beyond the scopc of this 
paper. 

27. See Panagal'iya (2002a). 
28. Panagal'iya and Duttagupta (2001) demonstrate this fuct in the context of com

putable general-equilibrium models of preferential trading. 
29. See Kehoe (2003). 
30. Chadha and others (1998). 
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availability of new and higher-quality products to consumers." Because 
these sources are particularly relevant for India, given its regime of 
across-the-board protection, it is useful here to consider briefly each of 
these sources of gains. 

When a country's production structure is excessively diversified as a 
result of a policy of wholesale, indiscriminate import substitution, as was 
the case in India, opening to trade is likely to lead to the disappearance of 
certain activities and sectors altogether. Conversely, the availability of 
new inputs and higher-quality substitutes for low-quality inputs produced 
domestically will likely give rise to new products and sectors capable of 
competing in world markets. Benefits from these changes can potentially 
give rise to gains much larger than the traditional triangular efficiency 
gains from the expansion or contraction of existing activities that are rel
atively small. 

Even in the case of products that continue to be produced domestically, 
the availability of newer and higher-quality inputs is likely to yield large 
savings. For years India prohibited imports of machinery and intermediate 
inputs whenever domestic substitutes were available, even if the latter were 
of dubious quality. This resulted in low efficiency as well as poor quality of 
the final product. Vijay Kelkar makes this point forcefully: 

In the manufacturing sector we opted for an across-the-board import substitu
tion strategy where we sought to producc everything in a production chain 
whether the product was a commercial vehicle or a steel mill. And by this, the 
weakest link decided the fate of the strength of the whole production chain. We 
entered into production of a number of activities in which we just did not pos
sess the competitive edge. It resulted in a loss of efficiency for the entire indus
try. For instance, forcing the Indian fertilizer industry to use only Indian 
designed catalyst, the entire fertilizer industry's productivity suffered. Same 
was the Cllse for electronics sector where our softwllre industry took time to take 
otT because of the insistence on the use of domestic computer hardware.J2 

Pursell expresses a similar sentiment when describing India's trade regime 
until the mid-1970s: 

During this period, import-substitution policies were followed with little or no 
regard to costs. They resulted in an extremely diverse industrial structure and 
high degree of self-sufficiency, but many industries had high production costs. 
In addition, there was a general problem of poor quality and technological back
wardness, which beset even low-cost sectors with comparative advantage such 

31. Chadha and others (1998) do allow for economies of scale and are thus able to cap
ture some of the pro-competitive effects of reduced protect ion on production costs. But they 
apparently hold the numbers of domestic and foreign products fixed. 

32. Kelkar (2001, p. 5). 



24 INDIA POLICY FORUM, 2004 

as the textiles, garment, leather goods, many light industries, and primary indus
tries such as cotton.3) 

A final source of static welfare gains is the availability of new and per
haps higher-quality variants of existing products. As Paul Romer has 
emphasized using an elegant analytical model, when new products become 
available, the benefits are not limited to the traditional welfare triangles 
but the entire area under the demand curve.34 For many years India either 
prohibited imports of consumer goods or allowed them only under very 
stringent conditions. As a result, products that were readily available else
where commanded a very large premium in India. In addition, the quality 
of domestically produced counterparts of foreign goods was often extremely 
pOOr. 35 This situation changed drastically after the liberalization of con
sumer goods imports, first through the easing of baggage rules and the 
issuance of tradable special import licenses for specified consumer goods, 
and subsequently, in April 2001, through an end to all licensing. 3

(, The 
aval1libWty of high-quality products has cOllldouted to consumer welfare 

not only directly but also indirectly, by making conSUl1lers more discrimi
nating and therefore forcing domestic manufacturers to upgrade the quality 
of their products. 

Two sectors in which the impact of opening up on the quality and avail
ability of new products is highly visible are automobiles and telecommuni
cations. Indian consumers had long suffered the 1950s models sold by 
Ambassador and Fiat, and even then they had to wait in queues that were 
several years long. Today virtually all of the world's Inajor car manufac
turers are represented in the Indian market, and consumers have immediate 
access to a wide variety of models. Continued high tariffs on automobile 
imports notwithstanding, consumers have reaped large benefits because 
automobile manufacturers have been able to enter the market through 
tariff-jumping investments. 

33. Pursell (1992, pp. 433-34). 
34. Romer (1994). 
35. Bhagwati tells an anecdote that aptly captures the deleterious impact that protec

tionist policies had on the quality of thc Indian products. Upon his return from stndy abroad 
in the early I 960s, Bhagwati initially shared the intellectual attitude~ that helped India turn 
inward, although he quickly changed his mind inlighl of the realities on the ground. In a let
ter to Harry Johnson written during his tenure at the Indian Statistical Institute in the early 
1960s, Bhagwati happened to complain about the craze he observed in India for everything 
foreign. Harry Johnson promptly responded that if the quality of the paper on which Bhag
wati had written his letter was any indication of the quality of homemade products, the craze 
for the foreign seemed perfectly rational to him. 

36. "Baggage rnles" are those applicable to imports entering Il\(lia as a part of passen
gers' baggage. 
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In the same vein, not too long ago, telephone service was considered a 
lUxury even among upper-middle-class Indians in urban areas, and they had 
to wait in long queues to obtain it. The few "lucky" ones who did manage 
to get a telephone usually found that half the time they could not get a dial 
tone, and the other half of the time they got a wrong number.37 In contrast, 
telephone service today, whether it be fixed line or cellular, is available on 
demand in most regions, and absence of a dial tone and inability to connect 
to the number dialed are no longer at issue. India has made full use of the 
rapid advances in technology in this sector, with benefits to consumers that 
many now take for granted. Had it not freed imports of information tech
nology products (and undertaken other reforms in the telecommunications 
sector), India could not have taken advantage of these advances. 

The benefits of new imported inputs and final products are not limited 
to these obvious, highly visible examples. In her doctoral thesis, Purba 
Mukelji analyzes the changes in trade flows during the 1990s at a highly 
disaggregated leve1. 3R She finds that, at the five-digit SITC classification, 
the total number of products imported jumped from 2,120 in 1991 to 2,611 
in 1999, or 23 percent, and that of exports from 2,273 to 2,549, or 12 
percent, over the same period. 

More important, following Timothy Kehoe and Kim Ruhl, Mukelji stud
ies the change in the share of new goods in total merchandise imports and 
exports using the five-digit SITC data.39 COlltrary to the impression of rel
atively minor changes in the composition of imports and exports conveyed 
by the aggregate data, she finds movements in the composition of imports 
and exports that could not be more dramatic. The available data span the 
years 1988 to 1999. Mukelji first sorts products in ascending order of 
the value of their imports. She then divides them into ten categories, with 
each category accounting for 10 percent of the total imports in 1988. By 
construction, the first category consists of products that individually 

37. Prompted by his unhappy experience with the Indian telephone system, Bhagwati 
once quipped that one way to distinguish between a developed and a developing country is 
that in the former one gets tired of receiving phone CQlls, whereas in the latter one is exas
perated making them. Tharoor (1997, p. 167) offers a more direct indictment of the telecom
munications sector in India in the early 1980s and the government's attitude toward it: "The 
government's indifferent attitude to the needs to improve India's communications infra
structure was epitomized by Prime Minister Indira Gandhi's communications minister, 
C. M. Stephens, who declared in Parliament, in response to questions decrying the rampant 
telephone breakdowns in the country, that telephones were a luxury, not a right, and that any 
Indian who was not satisfied with his telephone service could return his phone-since there 
was an eight-year waiting list of people seeking this supposedly inadequate product." 

38. MukeI:ji (2004). 
39. Kehoe and Ruhl (2002). 
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contributed little or nothing to the volume of imports in 1988 and therefore 
contains the largest number of products. By the same token, the last cate
gory contains products that individually contributed the largest volume of 
imports in 1988 and hence contains the fewest products.40 Mukelji then 
fixes the categories and computes the change in the share of each category 
in the following years. She does a similar exercise for exports. 

Mukerji's results for imports are reproduced in the top panel of table 9. 
Because so many products were allowed to be imported only in tiny quan
tities, or not at all, in 1988, as many as 2,312 out of 2,742 importable items 
accounted for 10 percent of imports in the first category. That is to say, the 
remaining 429 products, or just 15.6 percent of all importable items, 
accounted for 90 percent of India's merchandise imports. In the following 
years, especially after the major liberalization in July 1991, the proportions 
shifted dramatically. By 1999, products in the first category had increased 
their share in total imports from 10 percent to 35 percent, with products in 
most other categories experiencing a declining trend. 

A similar if slightly less dramatic story emerges on the export side. 
According to the bottom panel of table 9, in 1988 only 8.4 percent of all 
products accounted for 90 percent of India's exports, with the remaining 
91.6 percent of products accounting for the remaining 10 percent. By 1999 
the share of the products in the latter category had climbed to 27 percent. 
Again, the pattern is one in which products with zero or minuscule shares 
initially are the ones that grew fastest. Only the first two categories in 
table 9, which contain those products with the smallest initial shares, show 
gains, with the rest experiencing either a decline or no change in 1999, 

Growth and Productivity 

The bulk of the benefits from liberalization has evidently come from faster 
growth. Although India has seen a clear shift in its growth rate during the 
last two decades, its connection to liberalization has been questioned. 
Bradford DeLong argues that since the shift in the growth rate took place 
during the 1980s whereas the reforms began only in 1991, reforms cannot 
be credited with the shift.41 Dani Rodrik endorses DeLong's view, assert
ing that "the change in official attitudes in the 1980s, towards encouraging 
rather than discouraging entrepreneurial activities and integration into the 
world economy, and a belief that the rules of the economic game had 

40. The last category contains 20 percent of the imports initially. to overcome a prob
lem posed by a switch in classification in 1992. 

41. DeLong (2003). 



TABLE 9. Composition of Trade According to New versus Old Products 
Percent of total imports or exports 

No. of 
Category' products 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 

Imports 
9 2,312 10 13 15 15 17 20 28 26 28 32 38 35 
8 211 10 10 11 9 9 11 11 11 11 11 9 10 
7 97 10 10 11 10 11 13 13 14 12 11 10 8 
6 49 10 9 9 8 8 7 7 7 6 5 5 4 
5 29 10 8 9 9 8 8 9 9 8 7 6 6 
4 19 10 9 9 8 7 6 5 5 4 5 3 2 
3 13 10 8 7 6 5 5 7 8 8 7 8 8 
2 8 10 12 11 10 9 6 6 6 5 5 3 6 
1 3 20 21 18 25 26 24 14 14 18 17 18 21 

Exports 
9 2,533 10 13 14 18 20 22 23 24 26 27 25 27 
If l'Sf fir fir n fir Hi n 11 12 12 12 12 11 
7 52 10 11 10 11 11 8 9 7 8 8 7 8 
6 23 10 10 11 10 8 7 7 7 7 7 7 7 
5 11 10 10 10 11 10 11 11 11 12 12 11 10 
4 7 10 11 11 10 11 10 9 8 9 8 8 7 
3 5 11 9 10 11 10 10 11 12 10 10 11 8 
2 1 3 3 3 2 2 1 1 1 1 1 1 1 
1 1 26 23 20 17 18 20 18 18 15 15 18 21 

Source: Muke~i (2004). 
a. Products are ranked according to quantities imported or exported and then divided into categories according to import or export quantity in 1988, with the first cate-

gory including the products accounting for the most imports or exports,.and the ninth category the least (the latter including products in which there was no trade in 1988). 
Thus an increase in the share of trade accounted for by products In a given category indicates an expansion oftrade in products in that category or (in the ninth category) 
the introduction of trade in formerly nontraded products. Category 1 contains 20 percent of imports in 198~ to overcome a problem posed by a switch in classification in 1992. 
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changed for good may have had a bigger impact on growth than any 

specific policy reforms."42 
Elsewhere I have subjected this view to a systematic critique, offer

ing four counterarguments.43 First, growth during the 19808 was fragile, 
exhibiting significantly higher variance than in the 1990s. It was the 
super-high growth rate of 7.6 percent a year during the last three years 
of 1980s that makes overall growth in the 1980s look comparable to that 
in the 1990s. Second, growth in the 19808, especially the extremely 
rapid growth of the last three years of the decade, took place in the pres
ence of significant liberalization of both investment and import licens
ing, notably during the second half of the decade. Third, growth during 
the 1980s was also fueled by fiscal expansion. As such, it was unsus
tainable, with the result that the economy crash-landed in 1991. Finally, 
even if DeLong were right that changes in attitudes rather than in 
policies led to the shift in the growth rate in the ] 980s, without further 
liberalization that growth would not have been sustained. It is on the 
strength of continued liberalization that India sustained a 6 percent 
annual growth rate from 1992-93 onward. It is also because of the] 990s 
liberalization that India has been able to build a foreign exchange reserve 
of $120 billion, putting it beyond the immediate reach of' another macro
economic crisis despite fiscal deficits that are currently as large as those 
in the late 1980s.44 

In assessing the contribution of liberalization to growth more directly, 
one may ask whether liberalization was accompanied by increased growth 
in total factor productivity (TFP). Before reviewing the evidence from 
India in this area, however, it is important to recall that the literature on 
productivity has been, in general, controversial and inconclusive on the 
role of policy in stimulating growth. In the context of East Asia, Alwyn 
Young set off a major debate with his conclusion that the super-high 
growth rates of' the Asian miracle economies were almost entirely due to 
capital accumulation, and that policies-whether outward-oriented and 
pro-market, or inward-oriented and interventionist-played no role."5 
Later findings by Jong-II Kim and Lawrence Lau, Susan Collins and BaITY 
Bosworth, and Ishaq Nadiri and Wanpyo Son have reinforced Young's 
conclusions, leading Paul Krugman to colorfully describe the East Asian 

42. Rodrik (2003). 
43. Panllgariya (2004). 

44. Nevertheless, the deficits are not sustainable in the long run and impose a short-term 
cost by crowding out private investment. 

45. See Young (1992, 1995). 
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growth experience as one of Soviet-style perspiration rather than policy
induced inspiration.46 

Bhagwati argues forcefully, however, that the traditional measures of 
TFP fail to capture the effect that policies have on capital accumulation 
itself.47 Good policies can raise the rate of saving and therefore of invest
ment. Approaching the issue from the productivity perspective, Charles 
Hulten has long argued that increased productivity due to innovation raises 
the return to capital and induces greater capital accumulation. 4H The con
ventional productivity measures do not take this innovation-induced accu
mulation into account. For example, Hulten and Mieko Nishimizu study the 
direct and indirect effects of innovation on growth in nine industrialized 
countries for the period 1960-73 and find that the conventional TFP mea
sure accounts for 45 percent of output growth, but that when innovation
induced capital accumulation is taken into account, the contribution of 
innovation jumps to 84 percent.49 

Empirical studies aimed at measuring TFP in Tndia focus virtually 
exclusively on manufacturing and may be divided into two categories, 
those relying on industry-level data and those relying on firm-level data. 
Their findings are not unambiguous, because of differences in method
ology, the unit of analysis, and the quality of the data, but the weight of 
the evidence is in favor of trade liberalization leading to productivity 
gains. 

Among studies based on industry-level data, the key source of the dif
ferences in results is the manner in which gross output and intermediate 
inputs are deflated. Isher Ahluwalia initially looked for effects of the early 
reforms on productivity using industry data from 1959-60 to 1985-86.50 

She concluded that although there was no net TFP growth during the entire 
period, a mildly accelerating pattern of productivity growth did emerge 
after liberalization began in the late 1970s. 

P. Balakrishnan and K Pushpangandan and 1. Mohan Rao rejected 
this finding, however, on the ground that Ahluwalia had used a "single
deflation" procedure that assumes that prices of output and intermediate 
inputs grow at the same rate. 51 Instead they Llsed a "double-deflation" 

46. See Kim and Lau (1994), Collins and Bosworth (1996), Nadiri and Son (1998), and 
Krugman (1994). 

47. Bhagwati (1999). 
48. Hulten (1975). 
49. Huiten and Nishimizu (J 980). 
50. See Ahluwalia (1991). For a discussion of the earlier literature on productivity 

growth in India, see Bhagwati and Srinivasan (1975). 
51. See Balakrishnan and Pllshpangandull (1994) and Rao (1996). 
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method, with separate estimates of prices for final output and for interme
diate goods, and found the opposite pattern of TFP growth, with TFP 

growth collapsing during 1985-92. 
More recently, Hulten and Syleja Srinivasan have taken a fresh look 

at the data for 1973-92.52 They begin by noting that the finding by 
Balakrishnan and Pushpangandan and by Rao, that TFP increased rapidly 
until 1982-83 and then plummeted 35 percent by the end of the period, is 
rather implausible, and they share the skepticism expressed subsequently 
by Ahluwalia and by B. H. Dholakia and R. H. Dholakia about the 
Balakrishnan-Pushpangandan-Rao double-deflation method.s" They then 
proceed to recalculate productivity growth applying different and, in their 
view, superior methods of measurement of output and intermediate input 
prices. Their price indexes lead to the same results as in the Balakrishnan
Pushpungandan-Rao papers for the entire sample period (1973-92) but yield 
major differences for the subperiods 1973-82 and 1983-92. In particular, 
whereas the output price index used by Rao accelerates from the first half 
of the sample period to the second, the output price index used by Hulten 
and Srinivasan decelerates. In the same vein, the Hulten and Srinivasan 
input price index shows a less rapid deceleration between the two sub
periods than the Rao index. 

These differences in price indexes lead to different productivity out
comes in the two subperiods. They smooth out the TFP path, and the sudden 
collapse found in the Balakrishnan-Pllshpangandan-Rao papers disappears. 
At the same time, no pickup in TFP growth in the second period is found: 
the growth rates are 2.2 percent and 2.1 percent in the two subperiods, 
respectively. 

Hulten and Srinivasan argue, however, that the Jack of pickup in TFP 
growth still leaves open the possibility that the surge in investment in the 
second subperiod reflected an improved investment climate due to reform. 
Therefore they proceed to make the process of capital accumulation itself 
endogenous and calculate the total growth in productivity (direct produc
tivity growth plus that through productivity-induced capital accumulation). 
This leads to estimates of 5.0 percent and 5.7 percent growth in productiv
ity in the two subperiods, respectively, indicating at least a small pickup in 
productivity growth. 

In a more recent study, Satish Chand and Kunal Sen break up the time 
period more finely and use a different methodology, one that incorporates 

52. Hullen and Srinivasan (1999). 
53. Ahluwalia (1994) and Dholakia and Dholakia (1994). 
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TAB lIE 10. Change ill Protection and Growth in Total Factor Productivity, 
India, 1974-88 
Percent 

Consumer goods 

Change in protection 
1974-78 
1979-83 
1984-88 

Growth in TFP 
1974-78 
1979-83 
1984-88 

Source: Chand and Sen (2002). 

4.5 
-1.1 
-0.4 

-0.5 
-1.2 

5.1 

Industry classification 

Intermediate goods 

0.4 
1.4 

-5.4 

-1.2 
-3.1 

4.8 

Capital goods 

-1.8 
1.7 

-4.3 

-1.6 
-1.5 

3.7 

the productivity effects of new inputs made available by trade liberaliza
tion. 54 They use three-digit industry data covering thirty industries that 
account for 53 percent of gross value added and 45 percent of employ
ment in manufacturing over the period under study, 1973-88. The indus
tries are divided approximately equally among consumer, intermediate, 
and capital goods. Chand and Sen measure protection by the proportion
ate wedge between the Indian and the U.S. price and estimate TFP growth 
in the three industry groups averaged over three nonoverlapping periods: 
1974-78, 1979-83, and 1984-88. They then relate this productivity growth 
to liberalization. 

Table 10 presents Chand and Sen's findings. 55 By their measure, protec
tion declines over the sample period in the intermediate and capital goods 
sectors but not in the consumer goods sector. Moreover, all three sectors 
see a significant improvement in TFP growth in 1984-88 compared with 
the two earlier periods. Thus the jump in TFP growth coincides with the lib
eralization of capital and intermediate goods. 

Chand and Sen perform further tests by pooling their sample and 
employing fixed-effects estimators to allow for intrinsic differences across 
industries with respect to the rate of technological progress. Their estimates 
show that, on average, a 1 percentage point reduction in the price wedge 
leads to a 0.1 percent rise in TFP. For the intermediate goods sector, the 
effect is twice as large. The impact of liberalization of the intermediate 

54. Chand and Sen (2002). 
55. See Chand and Sen (2002, table 3). 
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goods sector on productivity turns out to be statistically significant in all of 

their regressions.56 

Several studies focus principally on the impact of the 1990s reforms on 
productivity growth using tirm- or plant-level data; these include the con
tributions by Pravin Krishna and Devashish Mitra; Balakrishna, Pushpan
gandan, and M. Babu; Petia Topalova; and Jagadeesh Sivadasan.:i7 The 
first three of these studies employ the PROWESS firm-level database 
maintained by the Center for Monitoring the Indiall Economy (CMLE), 
whereas the last one uses, for the first time, the plant-level data underlying 
the industry-level data used by earlier researchers, which come from the 
Annual Survey of the Industries (AS!). The three papers using the 
PROWESS/CMIE data reach conflicting conclusions, perhaps because 
they employ different subsets of the dataset or different techniques, but 
possibly also because of the same differences in price deflators that have 
been at the heart of the conflict between industry-Ievd studies. 

T.bePHDWESS DafJJN1Se iodJJf.ieB ioJru:m.atiOJl OJ) JJ ))lJmbeJ' ()J vmiDbJe5 
on an annual basis for all of the roughly 4,000 industrial firms listed on the 
Bombay Stock Exchange. Krishna and Mitra choose firms in four sectors: 
electronics (90 firms), electrical machinery (90 firms), nonelectrical 
machinery (72 firms), and transport equipment (111 fii'ms). They allow for 
scale economies and impelfect competition and find :,trong evidence of a 
pro-competitive effect, as reflected in a decline in the price-cost margin, as 
well as some evidence of an increase in productivity growth following the 
1991 reform. Balakrishna, Pushpangandan, and Babtl employ essentially 
the same methodology as Krishna and Mitra but apply it to a much larger 
sample of 2,300 films spanning the period 1988-89 to 1997-98. They fail 
to find any acceleration in productivity growth following the 1991 reform, 
however. 

Topalova carries out a more comprehensive analysis, with a sample that 
covers 1989-2001 and includes the largest number of firms (which varies 
across years) of the three studies using the CMIEIPROWESS database. She 

56. Two recent studies by Das (2003) and Unel (2003) extend the industry-level analy
sis to the 1990s. The results of these two studies contradicl each c)ther, however. Whereas 
Unel finds substantial growth in productivity in the 1980s and 1990s (with the growth rate 
higher in the latter decnde), Dus finds the opposite: TFP growth ((ceounts for only 7 per
cent of the manufacturing growth during the 19805 and almost Jl(lIle of that in the 1990s. 
Once again, the differences arise from the deflators used. WhercllS Unel effectively uses 
a common deflator for output and intermediate inputs, Das uses separate denators for 
each of them. 

57. Krishna and Mitra (1998); Balakrishnan, Pushpangadan, and Babu (2000); 
Topalova (2003); Sivadasan (2003). 
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finds very strong evidence that tariff reductions have a positive effect on 
both the level of productivity and its growth rate. The results are highly sta
tistically significant and robust to different specifications. 

A criticism applicable to all three of these firm-level studies is that the 
CMIE/PROWESS data are of poor quality. Often the totals and mean val
ues of several variables do not match those available from other, more 
reliable sources. There is also the possibility that since fixm.s file the 
information to the stock exchange as a part of their profit-loss statements, 
they may misrepresent it in order to influence investors. Most important, 
however, the CMIE data do not report the number of a firm's employees. 
This makes it difficult to measure labor input. The usual way around this 
(as, for example, in Krishna and Mitra, 1998) is to use the deflated wage 
bill as the labor input, but this suffers from the problem that if TFP 
growth is shared by workers through higher wages, the change in TFP 
would be underestimated. These deficiencies of the data make the recent, 
carefully executed study by Sivadasan using the ASI data particularly 
important. 

Sivadasan estimates the effects of tariff liberalization, FDI, and the 
removal of investment licensing at the plant level on aggregate productiv
ity, llsing annual data on 40,000 plants from 1986-87 to 1994-95. A key 
appeal of his analysis, among many, is that he applies the double-deflation 
method advocated by HuIten and Srinivasan and experiments with several 
aggregations for the deflation of inputs, finding the results to be robust 
across the different deflators. 

Sivadasan finds a 30 to 35 percent increase in mean intraplant produc
tivity in those industries subject to tariff liberalization. He also finds a 
25 percent increase in aggregate output growth and a 20 percent increase in 
aggregate productivity growth following tariff liberalization. The change in 
intraplant productivity growth turns out to be the biggest component of the 
change in aggregate productivity and output growth. He finds similar 
results for de-licensing and for liberalization of FDL 

To sum up, the four studies do not uniformly demonstrate an accelera
tion in productivity growth following the reforms, but the more careful of 
them, using reliable data, clearly point in that direction. At the industry 
level, the cm·eful study by Chand and Sen otfers clear evidence of the accel
eration in productivity that coincided with the reforms in the second half of 
the 1980s. At the plant level, the careful study by Sivadasan, who is able to 
exploit the variation within plants over time as well as across plants dur
ing a given year, is particularly persuasive. His findings are robust and uni
form in the expected direction for the level as well as the growth rate of 



34 INDIA POLICY FORUM, 2004 

productivity, and not just for tariff liberalization but also for investment 
de-licensing and FDI. 

Three additional points are worth noting. First, for reasons discussed 
briefly in the next section, Indian industry was not a stelhu' performer dur
ing either the 19808 or the 1990s, despite the reforms. Average annual 
growth in this sector was only 6.8 percent during 1981-91 and 6.4 percent 
during 1991-2001. Therefore, regardless of what view one takes on the 
productivity story, the bigger puzzle to solve is why industry has grown rel
atively slowly. 

Second, to a considerable degree, the rapid growth during the 1990s was 
driven by services, which today account for approximately half of India's 
GDP. In the aggregate, services grew at a 6.9 percent annual rate during 
1981-91 and 8.1 percent during 1991-2001. Because of a lack of data, 
there are no studies on productivity growth in this important sector. But the 
record of some of the services sectors clearly looks sparkling. According to 
Jim Gordon and Poonam Gupta, the faster growth in services during the 
1990s than during the 1980s was driven mainly by fast growth in conunu
nications services,financial services, business services (which include the 
information technology sector), and community services:IN Trade liberal
ization has played a direct role in the growth of at least some of these sec
tors, namely, telecommunications and business services. 

Finally, insofar as output is measured at prerefonn domestic relative 
prices, it is likely to be undervalued in a liberalizing environment. The 
point is readily made with the help of figure 1, which shows the production 
possibilities frontier between two goods, with good I imported. Lines AA ' 
and IT' give the world price. Initially, a tariff keeps the domestic price at 
AB, with production and consumption taking place at A and C, respectively. 
Elimination of the tariff changes the domestic price to IT' and moves the 
output and consumption points to T and C. If output is measured at prere
form domestic prices, however, income is given by line RR', suggesting a 
decline in income. Insofar as a movement toward exportables and away 
from importables accompanies the growth process, this undervaluation of 
output will be observed with a changing level of the capital stock as well. 
Thus the growth rate is likely to be understated in an environment in which 
domestic prices are being progressively realigned with world prices. In 
view of the much smaller realignment of the prices during the 1980s than 
during the 19908, this fact suggests that the growth rate in the latter period 
relative to that in the former is understated. 

58. Gordon and Gupta (2003). 
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fiG IJ R E 1. GOP at Domestic and World Prices 

Q 
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future Policy 

Although this paper focuses only on trade policy, the discussion cannot be 
totally divorced from some key domestic policy issues that necessarily 
impinge on trade flows and patterns of specialization. This section is there
fore divided into five parts. The first part discusses some key domestic pol
icy reforms necessary to allow the Indian economy to specialize in sectors 
where India has comparative advantage. The second takes up the issue of 
autonomous trade policy reform-also called unilateral trade refOlTIl
arguing in favor of adopting a uniform tariff regime and lowering the sin
gle tariff rate to below 10 percent in the next three years. The third part 
discusses the reforms necessary in the area of contingent protection
antidumping and safeguards. The fourth part takes up the issue of bilateral 
trade arrangements, and, the fifth the state of play in the ongoing Doha 
Round of multilateral trade negotiations under the auspices of the WTO. 

Domestic Policy Reforms 

Two important related facts emerge from Ollr review of trade flows and 
growth from the viewpoint of domestic policy reform: the overall response 
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of trade to India's opening up has been weaker than in countries such as 
China, and the economy has failed to move rapidly into the manufacturing 
of labor-intensive products. Both facts point to the need for some key 

domestic policy reforms. 
The response of trade to liberalization has been an order of magnitude 

weaker in India than in China. In China, exports of goods and services grew 
at annual rates of 12.9 and 15.2 percent during the 1980s and the 1990s, 
respectively. Imports performed similarly. Consequently, China's ratio of 
total trade to GDP rose from 18.9 percent in 1980 to 34 percent in 1990 and 

to 49.3 percent in 2000. 
Although foreign investment is not the subject of this paper, it may be 

noted that the differences between India and China on this front are even 
starker. FDI into China rose from $60 million in 1980 to $3.5 billion in 
1990 and then to a whopping $42.1 billion in 2000. China was slower to 
open its market to portfolio investment, but once it did, inflows quickly 
surpassed those into India, reaching $7.8 billion in 2000. Even if one 
allows for an upward bias in these figures, as some China specialists sug
gest, and a downward bias in the figures for India, there is little doubt 
that foreign investment flows into China are several times those into 
India. 

Part of the difference in performance between India and China can be 
attributed to the presence of Chinese entrepreneurs in Hong Kong and 
Taiwan, who have been eager to escape rising wages in their home 
economies by moving to China. However, a more central explanation 
lies in differences in the composition of GDP in the two countries and 
the asymmetric responses of their industries to opening up. Among 
developing countries, India is unique in having a very large share of its 
GDP in the mostly informal part of the services sector. Whereas in other 
countries a decline in the share of agriculture in GDP has been accom
panied by a substantial expansion of industry in the early stages of devel
opment, in India this has not happened. For example, in 1980 the 
proportion of GDP originating in industry was already 48.5 percent in 
China, whereas in India it was only 24.2 percent. Services, on the other 
hand, contributed only 21.4 percent to GDP in China, but as much as 
37.2 percent in India. 

In the following twenty years, despite considerable growth, the share of 
industry did not rise in India. Instead the entire decline in the share of agri
culture was absorbed by services. In China, in contrast, the share of indus
try started out very high in 1980, fell to 41.6 percent in 1990, but went back 
up to 50.9 percent in 2000. Correspondingly, services rose from its low 
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1980 level of 21.4 percent to 31.3 percent in 1990 and just 33.2 percent in 
2000. The key point is that industry already accounted for a large share of 
GDP in China in 1980, and what it lost during the 1980s it more than recov
ered in the 1990s.59 

Why does this matter? Because under liberal trade policies, developing 
countries are much more likely to be able to expand exports and imports 
if a large proportion of their output originates in industry. Not only is 
the scope for expanding labor-intensive manufactures greater in a labor
abundant country, but a larger industrial sector also requires more imported 
inputs, thereby offering greater scope for the expansion of imports. In 
India, not only have exports failed to grow rapidly, but the response of 
imports has been just as muted. Consequently, in recent years the Reserve 
Bank of India has had to purchase large volumes of foreign exchange to 
keep the rupee from appreciating. Even then it was unsuccessful and had to 
let the currency appreciate by 5 to 7 percent against the dollar during 2003. 
Given the poor performance of industry, imports have simply failed to 
absorb the foreign exchange generated by remittances and relatively mod
est foreign investment flows. 

This same factor is also at work in explaining the relatively modest 
response of FDI to more liberal policies. Investment in industry, whether 
domestic or foreign, has been sluggish. Foreign investors have been hesi
tant to invest in industry for much the same reasons as domestic investors. 
At the same time, the capacity of the formal services sector to absorb for
eign investment is limited. 

Therefore the solution to both trade and POI expansion in India lies in 
stimulating growth in industry. Here again this paper's review of the com
position of trade flows gi ves some clear clues. On the export side, as noted 
above, unskilled labor-intensive sectors such as apparel and footwear have 
grown at no more than the average rate for total exports, whereas the 
capital- and skilled labor-intensive sectors have shown above-average 
growth. This pattern clearly points to bottlenecks facing the labor-intensive 
sectors. On the import side, machinery imports have seen their share of the 
total decline during the 1990s relative to the 1980s. Given the removal of 
trade barriers on both capital goods and intermediate inputs, this fact is also 
explained by relatively sluggish growth in industry. 

If industrial growth is to pick up, three key domestic reforms are 
essential. First, the fiscal deficit must be brought down, to release funds 
for investment in the private sector. A major surge in industrial growth 

59. These data are taken from World Bank (2002). 
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will have to come from increased investment, and that will require the 
availability of savings to the private sector. Because the productivity of 
private investment depends crucially on public investment in infrastruc
ture, the fiscal deficit cannot be contained at the expense of public 
investment. Therefore containing the revenue deficit is the only choice. 
This means cutting and streamlining current expenditure and raising 
more revenue. 

Second, it large mi~jority of labor-intensive manufacturing products still 
remain on the small-scale industries reservation list. Without an end to this 
reservation, there is little hope that industry will begin to grow rapidly. The 
large multinationals that, in China, have driven the growth of Jabor
intensive industry in sectors ranging from toys to apparel can hardly be 
expected to enter manufacturing in lndia on a small scale. Nor can India 
count on sustained rapid growth of industry on the back of the capital- and 
skilled labor-intensive sectors, because the scarcity of skilled labor places 
an automatic limit on the potential growth of these sectors. If India is to 
transform itself from a primarily agricultural to a primarily industrial econ
omy, rapid growth of labor-intensive industry is essential. 

Finally, the end to the small-scale industries reservation is also insuffi
cient by itself to ensure rapid industrial growth. Current labor laws that 
virtually prohibit even the reassignment of workers, let alone their dis
missal, must be reformed as well. The virtual ban on the exit of firms with 
100 or more workers is a major disincentive to firms interested in entering 
the market on a large scale. Reliance on contract labor, the use of capital
intensive techniques, and the concentration of production activity in skilled 
labor-intensive industries-practices that get around the hiring and firing 
regulations relating to unskilled workers-have been deployed by many 
manufacturers. But this solution exacts a heavy toll in terms of drastically 
reduced employment opportunities or (in the case of contract labor) low 
worker morale, resulting il1low productivity and poor product quality. 

The effect of these twin regulations-the small-scale industries reserva
tion and stringent labor laws-is best illustrated by a comparison of the 
apparel industry in India with that in China. According to a 2001 McKin
sey Global Institute report,5O India's share in apparel imports of the top ten 
importing countries not constrained by Multifibre Arrangement (MFA) 
quotas, at 1.6 percent, is less than its share of 3.2 percent among the MFA 
quota-constrained countries. The reverse holds true for the more competi
tive China: its share in apparel imports of the top ten non-quota-constrained 

60. McKinsey Global Institute (2001). 
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countries is 38.1 percent, and that among the top quota-constrained coun
tries is It.3 percent. This difference in performance derives to a large 
degree from the vastly different organization of apparel factories in the two 
countries. Whereas the average clothing plant in India employs 50 
machines, the average Chinese plant employs 500. Without reform of the 
small-scale industries reservation and of labor law, this organizational dif
ference and the <lccompal1yil1g differences in the cost wid quality of pro
duction cannot be eliminated. 

Some leadi ng economists in India question the importance of reforming 
the Industrial Di~putes Act and related labor laws to give firms the power 
to retrench workers, subject to appropriate compensation, on the ground 
that these laws impact less than 10 percent of the labor force that is 
employed in finns with 100 workers or more. This is a nonsensical argu
ment. The reason the number of firms with 100 or more workers in India is 
so small is precisely that labor laws remain a major barrier to the entry of 
firms with 100 or more workers. If India wishes to create a large number of 
jobs that pay decent wages, it must make the business environment friendly 
to labor-intensive industries. Labor law reform is a necessary condition for 
the creation of that environment. 

AutonomoLls Trade Reform 

Turning back to trade policy, India's autonomous trade reform program 
must continue until all tariffs have fallen well below 10 percent. In addi
tion, India must address the issue of its tariff structure, which, despite sub
stantial compression aad rationalization, remains complex. 

For example, the peak tariff on nonagricultural goods is ostensibly 
20 percent. But nearly 10 percent of nonagricultural tariff rates are still not 
subject to this petlk. With respect to complexity, the situation is even grim
mer: approximately twenty tariff bands currently exist. As was shown in 
table I, tariff rates on chemicals and photographic supplies ranged fi'om 
o to 170 percent in 2001-02, and those on transport equipment from 3 to 
105 percent.(,1 The situation is not much different today, with the multi
billion-dollar automobile industry receiving nominal protection at the ad 
valorem rate of 60 percent. With lower input tariff rates, the etIective rate 
of protection is eVen higher. 

This tariff structure has little economic rationale but is rather the result 
of two sets of forces. First, some politically powerful sectors such as chem
icals and automobiles have managed to evade the tariff compression 

61. WTO (2002). 



40 INDIA POLICY FORUM, 2004 

applied to other sectors during the past decade. Second, the misconception 
remains among policymakers that somehow final goods must be protected 
at tariff rates higher than those applied to raw materials and intermediate 
inputs. As a result, tariffs on final goods have been compressed less than 
those on inputs. The process has been slowed recently, however: taritJ 
reductions have been largely limited to products subject to the "peak" tar
iff rate, which happen to be final goods, and some of the lower tariff rates 
applying to intermediate inputs have been raised as a part of the rational

ization process. 
As part offurther reform, it will be best for India to move to a single uni

form tariff of 15 percent for nonagricultural goods starting in financial year 
2005-06. This will involve ending the plethora of exemptions and raising 
tariffs on approximately 5 percent of tariff lines currently subject to tariffs 
below 15 percent. The uniform tariff should then be lowered to 10 per
cent and by a further 2 to 3 percentage points in each of the subsequent 
two years, to achieve a 5 percent uniform tariff rate by the beginning of 
2008-09. 

The adoption of a uniform tariff has the major advantage that it will take 
politics out of trade policy. When the government is willing to offer pro
tection at different rates, industrial lobbies have a field day. Politically 
more powerful sectors such as the automobile and chemical sectors can 
lobby for sweetheart deals at the expense of the consumer. But once the rule 
is that all will receive equal protection, the incentive for any single indus
try to lobby diminishes dramatically. Simultaneously, the government has 
a logical defense against the demands of specific industries for higher pro
tection: because it must raise the tariff for all if it does so for one, its hands 
are tied. fi2 

The single tariff rate also has the advantage of transparency and admin
istrative simplicity. It eliminates the prospect of industries getting a higher 
tariff by classifying their product as a finished rather than an intermediate 
good. It also does away with all kinds of exemptions. As noted earlier, 
according to the WTO, India's current tariff code has more than 100 kinds 
of exemptions, each of which runs to several pages. In addition to creat
ing distortions, these exemptions hamper the deployment of efficiency
increasing tools such as computerization of customs. 

62. Panagariya and Rodrik (1993) present a number offonnal models that yield the uni
form tariff rule as the optimal outcome. In these models tarift:~ are determined by lobbying. 
The adoption of a uniform tariff rule then creates a free rider problem in the lobbying activ
ity. since the protection granted to one industry is automatically granted to all industries. 
This feature of the uniform tariff rule has a strong dampening effect on incentives to lobby. 
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A single uniform tariff of IS percent would also be superior to the two
part stmcture proposed by the Indian government in a previous budget, 
with rates of 10 percent on inputs and 20 percent on final goods. A tariff 
structure that levies a 10 percent tariff on inputs and a 20 percent tariff on 
final goods grants excessively high effective protection to the latter. For 
example, suppose the world price of a cell phone is $100 and that its com
ponents cost $80. The proposed two-part tariff would raise the prices of the 
cell phone and its components to $120 and $88, respectively. This would 
allow domestic value added in cell phone assembly to rise from $20 to $32, 
thus providing effective protection of 60 percent. 

Critics of the uniform tariff may argue that it would fail to minimize 
the distortion cost of raising revenue. In a strict sense, this is correct. The 
theory of optimal taxation states that, under certain technical assumptions, 
goods with inelastic import demand should be subject to higher tariffs than 
those with elastic demand. The problem, however, is that India's actual 
tariff stmcture bears little relationship to this theoretical ideal. The relevant 
counterfactual is not some optimal tariff strllcture based on various elastic
ities about which information is lacking, but rather the one actually in 
place. Compared with that structure, the uniform tariff is a vastly superior 
alternati ve. 

A key issue concerning the progressive reduction in tariffs is its con
nection to government revenue and therefore to domestic tax reform. Even 
if tariff reductions initially increased tariff revenue as imports rose or com
pliance improved, eventually tariff revenue must falL In the extreme case, 
a zero tariff rate raises no tariff revenue at all. 

In India, tariff revenue has been declining for some time, as a proportion 
both of imports and of GDP. Tariff revenue fell as a proportion of imports 
from 40 percent to 17.5 percent between 1991 and 2001, and as a propor
tion of GDP from 3.3 percent to 1.6 percent. On the one hand, this loss of 
revenue may share some of the blame for the increased fiscal deficit, but, 
on the other, it may be credited with having forced the government's hand 
on reforming the domestic tax system, a process that is ongoing. Optimal 
efficiency dictates that revenue be raised through domestic taxes. This 
implies that tariff liberalization and domestic tax reform must go hand in 
hand. Here China provides an interesting contrast to India: tariff revenue in 
China is currently less than 3 percent of total imports. 

India can also achieve-and benefit from-considerable compression of 
agricultural tm'iUs through aut0l10mous liberalization. India has export 
potential in agriculture, but that potential will not be fully exploited with
out the liberalization ofIndia's own agricultural trade regime. The World 
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Bank and several infiuential nongovernmental organizations such as 
Oxfam have repeatedly asserted in recent years that agricultural protection 
is a problem of the rich countries, and that it is wrong to ask poor countries 
to liberalize when rich countries maintain high protection. Their position, 
however, effectively ties the hands of Indian politicians in this area, who 
now routinely express the view that, without an end to agricultural subsi
dies and considerable liberalization by the rich countries, India cannot risk 
liberalizing its agriculture, which employs 65 percent of its work force. 
Given this state of political play, liberalization in agriculture will have to 

be left to multilateral negotiations.bJ 

Fortunately, politics is less of a constraint on the autonomous liberaliza
tion of services trade. India has the potential to become a major exporter not 
just of information technology-related services but of health and education 
services and tourism as well. India's costs in these sectors are relatively 
low, but in the education sector, considerable internal liberalization will be 
required. Currently, India does not permit private universities, but without 
them India cannot hope to become an education hub of Asia. In the health 
care and tourism sectors, it will be essential to improve the country's infra
structure, including its aviation infrastructure. 

On the import side, India will benefit further through liberalization of its 
FDI rules. Sectoral caps on FDI remain in such areas as insurance, effec
tively denying foreign investors control of firms. These caps should be sim
ply abolished, to allow foreign investors 100 percent ownership. There also 
seems little justification in many cases for the requirement that the Foreign 
Investment Promotion Board approve foreign investments. Indeed, the 
board should also be disbanded. 

Contingent Protection 

The WTO permits temporary protection of domestic industry through two 
main measures: antidumping and safeguard duties. In WTO terminology, 
dumping is said to occur when one or more foreign fmus sell a product for 
less than fair value, where "fair value" is measured, for example, by the 
price the exporting firm charges in its home market. If such dumping causes 
injury to the domestic industry, the country can subject the dumping firms 
to antidumping duties equal to the dumping margin, measured as the dif
ference between the "fair value" and the price actually charged. Safeguard 

63. For reasons to be explained below in the section on a possible India-U.S. Free 
Trade Agreement, bilateral trade agreements also do not offer an effective channel for the 
liberalization of agriculture. 
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duties are permitted if import competition resulting from trade liberaliza
tion causes serious injury to the domestic industry. Whereas antidumping 
duties are applied only to the firms found to be dumping and other firms 
from the same countries, safeguard duties are applied to all trading partners 
on a nondiscriminatory basis. 

Traditionally, Indian industry enjoyed sufficient permanent protection 
through tariffs and licensing that it did not require protection through 
antidumping measures and safeguards. But the end to licensing and the lib
eralization of tariffs led India to institute administrative mechanisms for 
these measures. India's first three antidumping cases were initiated in 
1992-93. Since then the number of cases has risen steadily, especially fol
lowing the Asian financial crises in 1997-98 and the end to the Indian 
licensing regime in 2001. According to the WTO, from July 2001 through 
June 2002, India was the largest initiator of antidumping cases, with sev
enty-six, followed by the United States with fifty-eight. 64 In terms of cumu
lative measures in force, the United States topped the list, fonowed by the 
European Union and India, in that order. By far the country most frequently 
targeted by India has been China. In contrast, India has made only limited 
llse of safeguard measures, having initiated only six cases as of March 1999. 

Many of the antidumping measures have been imposed with a clear 
protectionist intent, hurting buyers of the product subject to the duties. 
Moreover, insofar as antidumping measures tend to target the most 
competitive firms, the potential losses from higher domestic prices are 
likely to be large. It is critical that the llse of antidumping measures be 
restrained considerably ifIndia is to reap the benefits of its liberalization. It 
makes little sense to replace one instrument of protection with another. An 
effective remedy to limit the use of antidumping measures would be to 
make the injury criteria more demanding. 

India also needs to streamline its antidumping procedures. Currently, the 
same agency carries out both the investigation to establish the dumping 
margin and the investigation to determine injury to the domestic industry. 
In other countries, such as the United States, the dumping investigation is 
carried out by the Department of Commerce and the injury investigation by 
the International Trade Commission. To ensure the independence of the 
two investigations, it is important that they be carried out by different agen
cies. The natural agency to be entrusted with the injury investigation in 
India is the Tariff Commission, which needs to be strengthened and made 
more independent. 

64. WTO (2003). 
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A tinal important reform in the area of contingent protection is to 
encourage the use of safeguard rather than antidumping duties. Because the 
former are applied on a nondiscriminatory basis to all trading partners, they 
are inherently more efficient. Moreover, since they cover all potential 
sources of imports, duty rates can be much lower than the duty rates in 
antidumping cases, which are often very high. 

Replacing antidumping with safeguard duties will require a key change 
in India's safeguards legislation, however. Currently, unlike the antidump
ing mechanism, the safeguard mechanism can be invoked only if the 
domestic industry can provide persuasive evidence that it is capable of 
restructuring itself during the period when safeguard duties are in force. 
This requirement is an entirely Indian invention and is not required by the 
WTO rules. Therefore it would be best to drop it. 

Regional Arrangements 

Recently, India has embarked upon an ambitious program of regional 
trade arrangements.05 It has signed free trade area (FTA) agreements 
with Sri Lanka and Thailand and is in the advanced stages of negotiating 
an agreement with Singapore. India has also signed a fi:amework agree
ment for an FTA with the members of the Association of South East 
Asian Nations (ASEAN) and an agreement to create a South Asian Free 
Trade Area (SAFT A). Recently, it has also approached more distant 
trading partners such as South Africa and Brazil to negotiate FT A 
arrangements. 

A number of mutually reinforcing factors have contributed to this 
upsurge in FT A activity on India's pmi. First, the proliferation of regional 
trade arrangements around the world has madc India feel that it is being 
left behind in this area. In the wake of the failure to make progress in 
multilateral talks at Cancun in September 2003, the U.S. Trade Represen
tative announced that the United States would now aggressively move to 
free up trade preferentially with those countries willing to liberalize. This 
announcement prompted Indian leaders to seek to respond in kind. The 
framework agreement with the ASEAN members, SAFT A, and the offers 
for FT A negotiations with Brazil and South Africa are all post-Cancun 
developments. 

65. The usefulness of regional trade agreements is a vast and controversial topic, and 
the discussion here is highly selective. Bhagwati and Panagariya (1996) and Panagadya 
(1999b, 2(00) discuss various analytical and policy issues surrounding these agreements in 
greater detail. 



Arvind Panagariya 45 

Second, having seen the Indian economy adjust relatively painlessly to 
very substantial trade liberalization over the last two decades, Indian 
leaders have acquired greater confidence in their country's ability to 
withstand the competition that would result from the complete elimina
tion of trade barriers even against selected trading partners. 

Third, India's rising economic strength has made other countries keen to 
gain preferential access to the potentially large Indian market. This was 
clearly a factor in the ASEAN members' decision to accept the framework 
agreement, which India had sought for some time. 

Fourth, political factors have been clearly dominant in the decision by 
India and Pakistan-and perhaps other countries in the region-to sign the 
SAFTA agreement. Regardless of the economic implications, the leaders 
foresaw a major payoff to such an agreement in terms of easing tensions 
between the two rivals. 

Finally, during the last year of the National Democratic Alliance gov
ernment, India had an external affairs minister who had previously served 
as finance minister for several years and whose heart was more in economic 
diplomacy than in political diplomacy. In contrast to J aswant Singh, his 
predecessor, Yashwant Sinha demonstrated much less interest in political 
diplomacy and much greater keenness in seeking trade agreements abroad. 

The critical question is whether this aggressive pursuit ofFTAs is a good 
idea from the Indian perspective and, if so, what kinds of agreements 
should be pursued and with which countries. This subsection will consider 
first the potential downside of these arrangements and then the potential 
benefits. It will then ontline what may be the best and most pragmatic strat
egy for India. 

THE DOWNSIDE. At least three important factors weigh against India 
proceeding along the ronte toward preferential trade agreements. First, 
given its own high external trade barriers, India faces the obvious risk of 
losses due to trade diversion that preferential liberalization brings with it. 
Although economists have long recognized and stressed this risk, it contin
ues to be underestimated in policy discussions and is worth spelling out 
explicitly here. 

To make the point most dramatically, consider the proposed India
Singapore FfA. Suppose for the sake of argument that India's tariff on steel 
imports is 20 percent. If the world price of steel is $500 a ton, the tariff
inclusive price in India would be $600 a ton. An Ff A with Singapore 
would give that country's steel exporters tariff-free access to the Indian 
market, allowing them to displace some of the steel previously imported 
from third countries such as South Korea and Russia. A perhaps surprising 
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point is that, despite this "liberalization," as long as some steel continues to 
be imported fro111 those third countries, the internal price of steel would 
remain unchanged at $600. The third countries would continue to receive 
$500 per ton of steel, and the Indian customs authorities would collect $100 
in duties on each ton. Since Singaporean steel would be exempt from the 
duty, however, their exporters would now receive an extra $100 a ton in 
revenue. Wl1at used to be tariff revenue collected by India would now 
become extra revenue for Singaporean firms. 

One might ask why the price of steel in India would not drop to $500 a 
ton as a result of the FT A. This could happen, but only if Singapore pro
duced enough steel to supply all ofIndia's steel imp0l1s at $500 a ton. But 
as long as even a small quantity of steel continued to be imported from non
members, it would have to be sold at $600, and thus the price would not 
change. 

One way around this outcome would be for Singaporean firms to buy 
steel from Korean and Russian suppliers for $500 a ton aJld then resell it in 
India at the higher internal Indian price. If enough Singaporean exporters 
did this, the price of steel in India would drop to $500. The outcome would 
be the same as if India removed the duty not just on Singapore but on all its 
trading partners. However, this type of transshipment is prohibited under 
most FT A anangements through what are called mles of origin. For exam
ple, to claim duty-free status, Singaporean exporters would have to prove 
to the satisfaction of a commerce ministry bureaucrat that a minimum, 
prespecified percentage of value added in each ton of steel being brought 
into India originated in Singapore. This regulation would eliminate trans
shipments from third countries. 

It is tempting to conjecture that although India might lose on the goods 
it imports from Singapore, the losses might be offset by tariff preferences 
received 011 exports to Singapore. The catch, however, is that Singapore is 
already a free-trading country. The FTA gives Indian exporters no tariff 
preference whatsoever in the Singaporean market. More generally, in an 
FT A, a high-tariff member is likely to lose, since it gives up more in pref
erences to its partner than it receives in return. The lesson is that it is best 
to have low external tariffs, as does Singapore, if a country wants to bene
fit from FTAs. 

The second risk of FT As is their likely adverse effect on autonomous, 
nondiscriminatory liberalization, as illustrated by the Latin American expe
rience. Several eOllntries in Latin America had already been liberalizing 
their external trade baniers aggressively before the North American Free 
Trade Agreement (NAFTA) went into effect in 1994. Following NAFTA, 
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however, they all turned to FT As with a vengeance, and the move toward 
nondiscriminatory liberalization came to a standstill. These countries felt 
they had a better chance of forming FT As if they kept their external tariffs 
as a bargaining chip to be exchanged for preferential access to partner
country markets. 

Finally, the move toward FTAs may also undermine the Doha WTO 
negotiations aimed at multilateral liberalization. Because FT As give 
exporters of a member country preferential access to the partner country's 
mm'ket, exporters prefer them to multilateral liberalization. This con
stituency's incentive to push for multilateral liberalization declines even 
more once preferential agreements with major trading partners are in place. 
For example, Mexico, which has preferential access to the U.S. and EU 
markets, is unlikely to push hard for multilateral liberalization, because 
such liberalization would result in the loss of its preferential access. For 
India's part, it can scarcely afford to let the multilateral route close. 
Because of the numerous FT As that already exist in the Americas and 
Europe, India faces considerable discrimination against its products in 
those markets. The only way to end this discrimination is to bring tariffs 
down to near zero on a multilateral basis in the Doha negotiations. 

POTENTIAL BENEFITS. On the benefits side of the equation, two main fac
tors may be noted. First, the strategic issue is of paramount importance: 
The proliferation of FTAs in the Americas and in Europe and its neigh
bors has led to increasing discrimination against Asian goods. The coun
tries of Asia have two options: either they can either try to persuade these 
other countries to put an end to the preferences through a multilateral bar
gain in the near future, or they can form their own FT As in an attempt to 
create discrimination against European and American goods and thereby 
raise their bargaining power in a future negotiation. The first option is 
clearly superior, but the second can serve as insurance against failure to 
end discrimination in the near future. It is also a good way of demon
strating to the Americas and Europe that discrimination is a two-way 
street. 

Second, through its FT As, the United States is systematically creating an 
FT A template that makes labor and environmental standards, WTO-plus 
intellectual property protection, and even restrictions on the use of capital 
controls a part of the agreements. The eventual objective of such a template 
is to apply it to a future multilateral agreement. For countries such as India 
that oppose the inclusion of these nontrade issues in trade agreements, 
FT As provide an 0ppOltunity to create an alternative template. Confronted 
by U.S. assertions that nontrade issues already exist in the bilateral trade 
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agreements, and that therefore their inclusion in multilateral agreements is 
justified, India and other developing countries can point to their own tem

plate that does not admit their inclusion. 
Some analysts view PT As as an additional instl1llnent for promoting lib

eralization. The argument is that a country may find it politically difficult 
to eliminate tariffs against all trading partners as part of its autonomous lib
eralization program, but that it may be able to do so against a handful of 
trading partners on a reciprocal basis. Once this is accomplished, it may 
find that the pressure against liberalization for the remainder has become 
muted. This argument is unpersuasive. Logically, the incentive for 
autonomous liberalization will instead decline, because the existing FT A 
partners will see such liberalization as an assault on their preferences, and 
the potential future FT A partners will become reluctant to enter an agree
ment when they see that the potential preferences to be won arc minimal. 
As noted above, the available evidence from Latin America points in the 
same direction. 

THE PRAGMATIC COURSE. Given the incentives and the pressures they 
face today, governments find it difficult to restrain the move toward PTAs. 
If all the big players are chasing every FT A they see, how can smaller play
ers resist the temptation? It is as though the alternative to opt out of such 
agreements no longer exists. Given this reality, the right question to ask is, 
How should India approach the PT As it chooses to seek? 

The first point to note is that if India stays the course on its autonomous 
liberalization program, the risks of preferential liberalization will be 
considerably ameliorated. After some hiccups during the second half of the 
19905, India has recently been remarkably steady in bringing its external 
tariffs down. If this process is continued, with the external tariff on indus
trial goods unified and brought down to between 5 and 10 percent by 
2007-08, India will be well positioned to take advantage of the regional 
approach to liberalization, just as Singapore is today. 

In addition, if India wishes to maximize the strategic advantage from 
FTAs, it must work toward the creation of an Asia-wide PTA. At present, 
India and China both have separate framework agreements with the 
ASEAN members to forge FTAs with them. But ifIndia's strategic advan
tage vis-a-vis the Americas and Europe is to be maximized, India must 
eventuaJly form an FTA with China, thereby creating pressure for Japan, 
Korea, and Taiwan to join to create an Asia-wide PTA. 

To keep a clean FT A template, India should also be careful to keep non
trade issues, whatever they may be, out of its FT A agreements. For exam
ple, the recent SAPT A agreement incorporates many issues that are of 



Arvind Panagariya 49 

mutual interest-infrastructure projects and rules for competition and the 
promotion of venture capital-but that are unrelated to trade.!>6 This prac
tice creates a bad precedent. It also risks making valuable projects of 
mutual benefit hostage to trade negotiations and trade disputes. The appro
priate forum for pursuing these non trade issues in South Asia is the South 
Asian Association for Regional Cooperation (SAARC), of which SAFT A 
should be a distinct part that focuses only on trade. 

Because theoretical analysis does not give an unambiguous answer to 
the question of whether FTAs improve or worsen economic welfare, it is 
useful to subject any such agreements to quantitative empirical analysis. 
Unfortunately, much of this type of analysis relies on computable general
equilibrium (CGE) models, which, as mentioned above, have rather poor 
predictive power. As Kehoe demonstrates, not one of the numerous CGE 
models of NAFTA came even close to predicting the actual outcome.67 A 
key reason, Kehoe notes, is that in reality the most pronounced trade effects 
of the agreement are in products that are initially traded in small quantities 
or not at all. The models, in contrast, focus on products that are already 
extensively traded. 

Therefore my own inclination is to encourage future researchers to carry 
out sectoral studies that are much more deeply grounded in actual data than 
the CGE models. The benefits from an PTA are likely to arise in sectors 
where trade with third countries is minimal and the scope for increasing 
trade with the partner is large. Likewise, the losses are likely to be seen in 
sectors where trade with third countries is large and may be displaced by 
the partner. Such studies should focus on identifying these two types of sec
tors and assessing how the proposed FT A will alter the picture in them. 

AN INDIA-U.S. FTA. Many observers, including the Confederation of 
Indian Industry, have proposed negotiations toward an India-U.S. PTA. 
Given that India now faces considerable actual or potential discrimination 
in the North American market vis-a.-vis Mexico, Canada, Chile, Central 
America, Australia, and other countries, the affirmative case for such a 
move from the Indian perspective is straightforward. I will argue, however, 
that, so far as an PTA in goods is concerned, the overall case is weak and 
the political impediments are insurmountable. 

First, at current levels of tariffs on industrial goods in India, there is 
considerable scope for trade diversion and the losses that accompany it. 
Tariffs in India are still very high compared with U.S. tariffs, so that India 
stands to experience the tariff revenue loss noted above in the context of 

66. Panagariya (2003) discusses the economics of SAFTA. 
67. Kehoe (2003). 
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the India-Singapore FTA. Of course, if India carries out the liberalization 

outlined above, this objection will lose its force. 
Second, in the area of agriculture, even though India stands to benefit 

from increased imports as well as increased exports, political pressures 
preclude the inclusion of this sector in a potential India-U.S. FT A. On the 
import side, benefits arise simply because Indian imports from third COllll

tries are currently limited, so that the scope for trade diversion is likewise 
limited. Moreover, because the United States is a globally efficient pro
ducer of agricultural products, opening to it will open India to competition 
against the world's most efficient producers in many sectors. The difficulty, 
however, is that with large domestic and export subsidies in place in the 
United States, which cannot be negotiated within the FTA but only in a 
multilateral context, any liberalization by India in agriculture is a 
pipedream. India's position on agriculture even in the multilateral context, 
with possibilities of substantial reductions in export subsidies and some 
reductions in domestic subsidies by the rich countries, has bcen squarely 
protectionist. The dominant view in the government is that, with 650 mil
lion people living on farm income, India cannot afford to open its agricul
ture to foreign competition. 

Finally, the emerging U.S. FTA template, which requires the inclusion 
of labor and environmental standards and WTO-plus intellectual property 
rights in its agreements, is yet another insurmountable barrier. The U.S. 
Congress insists on the inclusion of these provisions in FT A agreements to 
which the United States is a party. India, 011 the other hand, is squarely 
opposed to them. Neither side is likely to compromise: the United States 
wants to establish as many precedents as possible, so as to make the link
age acceptable in the multilateral WTO agreements, whereas India has the 
diametrically opposite objective. 

A limited case can be made, however, in favor of a mutually beneficial 
and politically acceptable FT A in services between the two countries, 
although even here the recent acrimonious debate on outsourcing in the 
United States points to potentially serious political barriers. The WTO 
General Agreement on Trade in Services (GATS) provides for sllch agree
ments, and there are already several precedents. Although a detailed analy
sis is beyond the scope of this paper, three preliminary points favoring the 
proposal can be made. 

First, looking at the issue from the Indian perspective, to the extent the 
two countries' barriers in services take the form of anticompetitive regula
tions that cannot be eliminated 011 a discriminatory basis, preferential lib
eralization effectively becomes nondiscriminatory. Moreover, in sectors 
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where no external liberalization has yet taken place, there is no possibility 
of trade diversion. In many services the United States may well be the most 
efficient supplier, in which case preferential liberalization will mimic mul
tilateralliberalization. 

Against these arguments one must consider that trade diversion of at 
least two forms cannot be ruled out. In cases where liberalization has 
already taken place under the GATS, trade from more efficient suppliers 
could be diverted. For example, India is committed to allowing twelve for
eign bank branches to be opened annually as a part of its current GATS 
obligations. Should U.S. banks, as a result of an PTA, decide to open addi
tional branches in India, India could count these toward fulfilling its GATS 
obligations. In the extreme case, if U.S. banks opened twelve or more 
branches a year, other countries would effectively be barred from entry into 
the Indian market, even if they were more efficient. Trade diversion may 
also happen in the potential sense in sectors that start from a position of 
autarky. If an FTA precedes multilateral liberalization, the U.S. firms 
would acquire an incumbency advantage. This would give rise to a differ
ent and inferior outcome than would have prevailed if the FT A had not pre
ceded multilateral liberalization. 68 

Second, within these qualifications, there are several sectors in which 
the United States and India could benefit from an FTA in services. The U.S. 
comparative advantage in such sectors as telecommunications, banking, 
and insurance is well known. Indian firms in these sectors remain ineffi
cient and would benefit from competition from the U.S. firms. An FT A 
might also spur further reforms, including privatization and the lifting of 
sectoral caps on FDI on a nondiscriminatory basis. 

But there are other, less obvious sectors in which U.S. suppliers might 
benefit from market access in India. One of these is the "hospitality" sector 
of the tourism industry. On the one hand, India is beginning to emerge as a 
major attraction for foreign tourists, while, on the other, rapidly rising 
incomes are expanding the demand for tOlllism by the local population. 
This market could prove lucrative for U.S. suppliers of tourist services. For 
example, members of the Asian American Hotel Owners Association, most 
of whom are Americans of Indian origin, own 20,000 U.S. hotels with a 
total of 1 million rooms, accounting for 37 percent of all hotel properties in 
the United States, with a market value placed at $40 billion. These Indian 
American hoteliers could benefit greatly from setting up middle-tier motels 

68. Mattoo and Fink (2002) offer a detailed and thoughtful disclission of potential 
benefits and costs of preferential trade liberalization in services and how they differ from 
preferentialliberalizatioll in goods. 
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along the national highways being constructed to link India's four major 

metropolises.69 

In the same vein, the U.S. hospital and education sectors may benefit 
from market access in India. India can offer relatively cheap nursing and 
mid-level medical services, whereas Americans can bring excellent hospi
tal management and top-tier medical skills. Similarly, there may be scope 
for cooperation in higher education if the FT A can serve to open the Indian 
market to the entry of private universities. 

For its part, India would benefit not only from imports in the areas just 
described but also from increased exports. The provision of various services 
to U.S. firms under the broad rubric of "outsourcing" has emerged as a major 
export area for India. A services FT A could be a useful instl'llment for 
cementing market access in this important area. India may also benefit from 
an increased share of temporary worker visas in the United States. At pres
ent India is losing share because the United States is using the fixed num
ber of BIB visas to first make good on its commitments to countries such as 
Mexico and Chile that already have services FTAs with it. In addition to the 
workers it provides in the information technology sector, India can offer 
many professional workers in such sectors as nursing and hospitality. 

Finally, in a services FTA it may be possible to set aside the divisive 
issue of labor standards. In goods trade the United States faces the prospect 
of increased competition in unskilled labor-intensive sectors such as 
footwear and apparel. The "fair trade" argument for linking market access 
to labor standards has greater political salience in these sectors than in the 
skilled labor-intensive activities likely to be opened up to Indian services 
suppliers in the U.S. market. 

Multilateral Negotiations 

This paper would be incomplete without some discussion of the ongoing 
multilateral trade negotiations at Doha. Perhaps the single most important 
objective for India in the trade domain is to bring the Doha negotiations to 
a conclusion. It would be unrealistic to expect the round to close by the end 
of 2004 as originally planned, but a conclusion by the end of 2006 is both 
feasible and in India's interest. 70 

69. "Indian-American Hotel Owners See Prospects in Hospitulity Industry," News 
India-Times, January 23, 2004, p. 16. 

70. As discussed in detail in Panagariya (2002b), India has approached the Doha nc"o
tiations with .great suspicion, which has not served its own best interests. The case for ~lY 
and how IndIa must support the liberalization agenda of the Doha negotiations is outlined 
in Bhagwati and Punagariya (2003). 
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After the failure to make progress in Cancun, the United States has 
revised its position in favor of a narrower round. India can readily make 
common cause with the United States around this position. Thus, in a letter 
dated January 11, 2004, and addressed to the trade ministers of the WTO 
member countries, U.S. Trade Representative Robert Zoellick expressed 
willingness to drop all Singapore issues from the agenda except for trade 
facilitation.?1 India has been willing to negotiate on trade facilitation, so 
that there is no more disagreement with the United States in this area. 
Moreover, Zoellick's proposal would considerably narrow the scope of the 
round, focusing it on trade liberalization just as India had sought originally. 
And India surely stands to benefit from liberalization in all areas: industry, 
agriculture, and services. 

INDUSTRIAL TARIFFS. In his letter to the trade ministers, Zoellick 
renewed his proposal to achieve zero tariffs on industrial goods by 2015. 
Given its own autonomous trade liberalization program, this is a feasible 
goal for India. But if India wants more of a cushion, it can surely ask for a 
more relaxed deadline for developing countries, until 2020 or even 2025. 
The benefits to India from accepting this proposal as is or in modified form 
are quite unambiguous. 

India has long sought to eliminate tariff peaks against labor-intensive 
products in developed countries. Top World Bank officials and many 
nongovernmental organizations have recently raised hopes that repeated 
public exhortations to the effect that developed country barriers cost devel
oping countries more than what they give the latter in aid might shame them 
into dismantling these barriers unilaterally. But the experience of the last 
forty years leads to a different conclusion. The U.N. Conference on Trade 
and Development, the leaders of developing countries, trade and develop
ment experts, and even World Bank reports have condemned the barriers 
against developing country exports for decades. As early as 1965, develop
ing countries successfully deployed moral suasion to add Part IV to the 
General Agreement on Tariffs and Trade, explicitly committing the devel
oped countries to "accord high priority to the reduction and elimination of 
barriers to products currently or potentially of particular export interest to 
less developed contracting parties" and to "refrain from introducing, or 
increasing the incidence of customs duties or non-tariff barriers on products 
currently or potentially of particular export interest" to them. 

71. The first WTO ministerial meeting in 1996, held in Singapore, introduced four new 
issues into the WTO study agenda: investment, competition policy, government procure
ment, and trade facilitation. New issues are initially taken up as study issues, and if there is 
enough support for them, they may be turned into negotiating issues. 
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Yet because developing countries insisted on one-way concessions, lit
tle progress was actually made. On the contrary, textiles and apparel 
imports by developed countries came under severe restrictions through no 
fewer than 3,000 bilateral treaties under the MFA. Likewise, footwear and 
steel were frequently subject to the imposition of "orderly market arrange
ments" by the United States, and tariff peaks systematically discriminated 
against developing country exports. The only "concession" that the devel
oping countries received was the Generalized System of Prefercnces, 
which now even Oxfam correctly cites as evidence against the United 
States' sincerity about opening its markets to developing countries. 

The main substantive break that developing countries received in gain
ing improved market access for themselves in the last forty years was the 
agreement in the Uruguay Round to end the MFA. India would be deluding 
itself if it hung onto the notion that hard-core devcloped country barriers 
can be eliminated through moral suasion alone, without reciprocity. 

India also gains a tactical advantage through the proposed initiative. In 
one stroke it would knock down its image as an "obstructionist" in the 
negotiations and announce its emergence as a truly confident player on the 
world economic stage, as it already has on the world political stage. Indeed, 
such a move would put the United States on the defensive, since, according 
to some, the U.S. government put forward the zero-tariff proposal, despite 
immense political pressure against it from domestic lobbies, precisely in 
the hope that developing countries would refuse to go along. India can call 
this bluff and turn the U.S. tactical advantage into its own. 

There are two more reasons why India stands to benefit big from the 
proposed initiative. First, India's own liberalization, to which it would 
commit itself as a part of the deal, benefits India. India has now fully rec
ognized this fact in its economic reforms program, with the Kelkar task 
force (the Task Force on Indirect Taxes) recommending that virtually all 
tariffs be lowered to 10 percent or less by 2006-07.72 All that India will be 
doing under the proposed initiative is to bind this liberalization at the 
WTO and push it to its logical conclusion of zero tariffs by 2025. Second, 
as noted above, with NAFT A, the European Union, and numerous other 
preferential trade areas both between the European Union and its neigh
bors and within Latin America, Africa, and even East Asia already in exis
tence, India's products today face discrimination in virtually every major 
market. Through the zero-tariff option, India would eliminate this dis
crimination in one stroke. 

72. Government of India (2002). 
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AGRI CU L TURE. Effectively admitting his mistake in trying to make com
mon cause with the European Union on agriculture at Cancun, Zoellick 
made the elimination of agricultural export subsidies a priority in his letter 
to the trade ministers. This is something India has sought as well. Never
theless, India remains defensive in this area. India's main concern, as 
already noted, is that with 650 million or more Indians living on farm 
income, India cannot afford to open its agriculture. 

Agriculture is indeed a politically charged issue in India, but the story is 
not altogether different in other parts of the world. Therefore, if India seeks 
agricultural liberalization, including substantial cuts in domestic subsidies 
by the rich countries, it has to be willing to place its own agricultural barri
ers on the table. This is not a particularly risky cOurse for two reasons. First, 
like many rich countries, India has bound its agricultural tariffs at very high 
levels ranging from 100 to 300 percent. Bringing these bindings down to 
even 50 percent would lead to minimal effective opening up. All India 
would be doing is to eliminate the existing headroom in its tariffs. But if, in 
return, India could win additional market access in rich country markets, it 
could only contribute to boosting agricultural incomes in India. Second, 
according to available studies, if the developed country subsidies were sub
stantially reduced, Indian agriculture would be competitive in a large 
majority of commodities. Thus any loss of market at home could be sub
stantially made up by the market access achieved in the partner countries. 

SERVICES. Services negotiations have been relatively less controver
sial. The discussion above of a possible services FT A between India and the 
United States illustrates the potential benefits to India from negotiating 
actively in this area. One priority for India ought to be to seek binding com
mitments from its trading partners, especially the United States, in those 
business services that fall under the heading of business process outsourc
ing. But India can also benefit from negotiations in areas in which it can 
offer low-cost services, such as health and accounting services. In return, 
India can offer binding commitments in areas such as banking, insurance, 
and telecommunications. Many oflndia's liberalizing measures in services 
are unbound and tberefore can be used as bargaining chips. 

Conclusions 

This paper has discussed India's record on trade liberalization; its impact 
on trade Hows, efficiency, and growth; and future choices for India's trade 
policy. It has demonstrated that liberalization has had a major impact on 
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both the volume of trade and its composition. In particular, if one looks at 
India's trade at a highly disaggregated level, India's opening has led to the 
emergence of many new products on the imports and exports lists. 

Trade liberalization has led to improved static efficiency in production 
as well as consumption. According to the calculations done by Chadha and 
others discussed above, total annual gains from these sources may have 
been as much as 5 percent ofIndia's GDP. Liberalization was a key ingre
dient in sustaining India's growth rate of nearly 6 percent a year on average 
during the last two decades. The studies dealing with productivity have pro
duced mixed evidence, but on balance they suggest that a considerable 
increase in both the level and the growth rate of productivity has accompa
nied liberalization. Specifically, the recent study by Sivadasan based on 
plant-level data offers robust evidence of tariff liberalization leading to 
increased producti vity. 73 

To date, liberalization has failed to stimulate India's labor-intensive 
industries to any great degree. The industries that have shown the fastest 
export growth are typically capital- or skilled labor-intensive industries. 
This paper has identified the policy of small-scale industry reservation and 
stringent labor laws as the key reasons why labor-intensive exports have 
failed to grow rapidly. Reform in these areas is a necessary condition for 
the transformation of India from a primarily agricultural to a primarily 
industrial economy. 

This paper has also argued that, by 2004-05, India should adopt a uni
form 15 percent tariff rate on industrial goods and then gradually bring this 
rate down to 5 percent by the beginning of 2008-09. This reform would 
allow the country to end the plethora of exemptions that currently afflict the 
tariff regime and would help bring administrative costs down. In agricul
ture, although unilateral liberalization would still be beneficial, the current 
political climate seems against it. Therefore the best course is to take 
a more flexible approach in the Doha negotiations, which may help bring 
the level of subsidies and protection in the rich countries down quite 
substantially. Liberalization by India within the context of this rich country 
liberalization would provide considerable scope for the expansion of 
agricultural exports. 

This paper has taken a generally cautious view on regional arrange
ments. If India must pursue these arrangements, it should work toward an 
Asia-wide FTA that includes China. Such an FTA would have strategic 
value in attracting attention to the diversion of Asian exports from the 

73. Sivadasan (2003). 
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North American and European markets caused by NAFTA and the Euro
pean Union, respectively. The desirability of smaller arrangements such as 
the SAFTA rests primarily on their political value. Economically, given the 
high tariffs in the region, trade diversion is likely to dominate. But the 
arrangement may prove to be a useful instrument for eventually establish
ing better political ties between India and Pakistan. All such FTA arrange
ments, however, should be limited to trade issues. Issues of cooperation in 
other areas, such as infrastructure projects of common interest, are better 
handled in the context of the SAARC rather than the SAFT A. 

Finally, should India seek an PTA with the United States? A conven
tional India-U.S. FTA that focuses on goods trade is politically a nonstarter. 
Such an PTA would have to include agriculture but could not be expected 
to end agricultural subsidies in the United States (since these subsidies can 
only be eliminated in the multilateral context), and this would be unaccept
able to India. This same issue has marred the current negotiations on the 
Free Trade Area of the Americas, with Brazil and the United States finding 
themselves at odds. The United States would also insist on the inclusion of 
labor and environmental standards and WTO-plus intellectual property 
protection in such an PTA, which would likewise be unacceptable to India. 
Therefore this paper has argued for studying the benefits and feasibility of 
an India-U.S. FT A limited to services trade. Evidence suggests that an PTA 
in this area could be mutually beneficial and politically feasible, but more 
work is required before a definitive conclusion can be reached. 



Comments and Discussion 

M. Govinda Rao: In this paper, Arvind Panagariya provides a comprehensive 
account of the evolution of India's trade policy in the context of the public 
sector-dominated, heavy industry-based, import-substituting industrializa
tion strategy that the country followed in the initial phase of planned develop
ment and explores its impact on the productivity and growth of the Indian 
economy. The author shows how the strategy, pursued with vigor during the 
first twenty-five years of planning, evolved into an autm'kic foreign u'ade and 
investment regime marked by tight export controls and culminated in 
economic isolationism. The next phase, which was characterized by ad hoc 
liberalization (1976-91), saw acceleration in economic growth, but expan
sionary fiscal policy created an unstable macroeconomic environment. The 
"progressive liberalization" phase, which began in 1991, has seen the increas
ing globalization of the Indian economy. The paper analyzes the broadening 
and deepening process of trade liberalization in terms of commodity compo
sition and the direction of trade; it also reviews available evidence on the 
impact of liberalization on the efficiency and growth of the economy. The 
paper explores various policy options and chmts an appropriate course for 
India to follow. 

This is a well-researched paper. There can be hardly any disagreement 
on the various phases of trade policy analyzed, 011 the asserted impact of 
trade policy on the productivity and growth of India's economy, or on the 
policy options recommended. This comment attempts instead to supple
ment the analysis with some additional issues and argues for greater 
emphasis with respect to some of the issues discussed. 

The author deals with the ill effects of India's autarkic trade policy as 
well as several microlevel distortions in considerable detail. The important 
issue, however, is that the country's protectionist trade policy and interven
tionist domestic policy combine to create adverse growth consequences that 
are much more than the sum of the impact of the two policies implemented 
separately. Combined, the two have created havoc with the economic sys
tem and the structure of incentives in the economy. Indeed, as the author 
notes, "the myriad microeconomic distortions and heavy state intervention 
straightjacketed the entrepreneurs." I would like to add that the ill effects 
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were even more far-reaching. The combination of these policies led to "struc
tural stagnation" by creating powerful special interestgroups, a large rent
seeking society, in every sphere of economic activity. 

The issue is important because India's autarkic international trade 
regime was closely followed by total central control of the banking and 
financial system in 1969, with the nationalization of fourteen major com
mercial banks. This, the single most important act of centralization of the 
financial system, has been, in combination with other dirigistic policies, a 
cause of several microeconomic distortions and inequities. 

While the paper devotes considerable space to the discussion of the 
microlevel distortions created by various domestic policies, the analysis of 
total factor productivity (TFP) seems to attribute its growth entirely to trade 
liberalization. In particular, the evidence cited from the Chand and Sen 
paper covers only the phase in which trade policies were tinkered with. It 
may well be difficult to attribute the growth of TFP in 1984-88 to trade lib
eralization per se because it was a period of significant liberalization of 
both trade and internal regulation. 

The importance of the Panagariya paper lies in highlighting the emerging 
policy issues. To be sure, tariffs have to be lowered within the next few years 
to the levels prevailing in the Southeast Asian economies, but it is important 
to phase out fiscal imbalances before significant external liberalization can be 
attempted. The task force chaired by Kelkar to achieve the targets set out in 
the Fiscal Responsibility and Budget Management Act 2003 has laid out a 
roadmap for augmenting revenues, primarily by levying a national goods and 
services tax.' However, the "grand bargain" required for such a levy is 
unlikely to materialize in the short, and even in the medium, terms. If con
taining the fiscal cleficitis vigorously pursued, deficit reduction may be 
achieved at the cost of infrastructure investments. The paper, therefore, 
emphasizes the need to focus on reducing the revenue deficit in the near term. 

Indeed, infrastructure development-particularly of ports, roads, rail
ways, and most of all power facilities-is a critical determinant of the com
petitiveness of domestic producers. It is also important to provide adequate 
funds for maintaining physical infrastructure, which is considered as rev
enue expenditure. In the absence of infrastructure development, a tariff 
reduction could result in a flood of imports of finished consumer goods 
from neighboring countries such as China, Thailand, Malaysia, and Singa
pore. At the same time, it is important that the outlay on education and 
health care be increased, both to accelerate growth and to reduce poverty. 

I. Government of India (2004). 
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Therefore the focus of fiscal restructuring should shift to the primary deficit 

rather than to either the revenue or the fiscal deficit. 
The paper refers to the need to complement reductions in tariffs with 

domestic trade tax reforms. In particular, freeing internal trade from imped
iments to the movement of factors and products is critical in order to take 
advantage of the large common market. Equally, at the micro level there is 
too mLlch protection (through exemption from various labor laws and ti'ee
dom from the plethora of inspectors who implement them) of small-scale 
industry, which hinders its growth into mediulll- and large-scale enter
prises. Small-scale industry also is exempt from domestic taxes, particu
larly the central excise duty. Panagariya rightly refers to the distortions and 
inefficiency created by the policy of reserving items for manufacture in 
small-scale industries. However, by merely de-reserving the items in the 
small-scale sector we may not be able to solve the problem, unless there is 
an incentive for small enterprises to grow into mcdium- and large-scale 

industries. 
To conclude, the Panagariya paper makes a valuable contribution to the 

debate on trade policy. Its most important contribution lies in its recom
mendation for a future course of action, and one hopes that policyrnakers 

will heed its sound advice. 

Pranab Bardhan: I found the Panagariya paper to be a lucid and fairly 
comprehensive survey of the main trends and issues of India's trade pol
icy. I also agree with the main thrust of the paper in terms of policy rec
ommendations. I would endorse the author's ideas on trade reform-in 
particular, on uniform and low tariffs-and I find his thoughts on the 
regional trade agreements sensible and pragmatic. A few suggestions that 
I had for the earlier version of the paper have been largely incorporated, 
so I have very little to say now, except for one minor and one quasi-major 
point. 

It is not central to Panagariya's main empirical discussion on growth 
and productivity, but it seems to me that the brief discussion of the general 
literature on the role of total factor productivity growth (with particnlar ref
erence to East Asia) vis-a-vis capital accumulation is somewhat incom
plete. I have always found this literature to be unnecessarily controversial, 
particularly when much of the technological progress in developing conn
tries (including that in East Asia) results from improved technologies that 
are embodied in imported capital goods, so that the distinction between 
TFP growth and investment is necessarily blurred. Also, before deriding 
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East Asian growth as "Soviet-style perspiration," American commentators 
should keep in mind that almost all countries, including the United States 
in large parts of the nineteenth century, have shown a similar pattern in the 
early stages of industrialization.2 

I agree with Panagariya on the importance of two key domestic 
reforms if trade reform is to stimulate industrial growth: containing the 
public revenue deficit in order to release funds for public investment in 
infrastructure and dismantling the existing small-scale industries reser
vation program. But the practical importance of labor reform for indus
trial growth is a substantive point on which I and the author somewhat 
disagree. It is clear that the labor laws that are now on the books can 
hamper flexibility and ultimately harm the unemployed and workers 
who have to crowd the informal sector, but I would like to see more con
vincing evidence on how much of a hindrance to business investment 
they really are. Beyond repeated assertions by pro-reform economists 
and the "pink" (financial) press in India, there is very little hard evidence 
to go by. 

Most of the anecdotes one hears about inefficient job secure workers in 
India are based on common encounters with lazy public sector, white
collar workers protected by their unions. However, there are counter
anecdotes that suggest that labor laws are commonly flouted by industrial 
employers in many states (particularly in west and south India) while the 
state government looks the other way. Jenkins (2000) has described this as 
"reform by stealth." 

Nagaraj (2004) has raised the question of why, if labor laws made 
sacking workers and closing plants so difficult, Annual Survey of Indus
tries c1ata show that between 1995-96 and 2000-01 about 15 percent of 
workers in the organized manufacturing sector (about 1.1 million work
ers) lost their jobs. This loss of jobs was spread across industries and 
states in India. 

Let me refer now to two careful microeconometric studies that I have 
seen that may also be relevant to the question of job security laws. One is 
by Dutta Roy (2004), who fits dynamic labor demand functions for sixteen 
industry groups (separately for production and nonproduction workers) for 
the period from 1960-61 to 1994-95. She shows that the impact of job 
security regulations in India is statistically insignificant, except in the 
cement industry. The rigidities in the adjustment of labor were about the 
same even before the introduction of stringent job security clauses in the 

2. See Eichengreen (2002). 
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1976 and 1982 amendments to the Industrial Disputes Act. This suggests 

there are other reasons for any rigidities in the labor market. 
The second study, by Daveri, Manasse, and Serra (2003), was part of a 

joint project with the World Bank on the impact of globalization on indus
trial labor market outcomes in India. Using a new dataset from a World 
Bank survey of 895 Indian firms in 1997-99, covering five manufacturing 
sectors, they find that employees of firms subject to foreign competition face 
much more uncertainty with regard to their earnings and employment 
prospects (there is, of course, a positive incentive effect-they are more 
likely to be involved in training and skill-upgrading programs). 

All of this suggests that it is not socially responsible to talk about the 
beneficial effects of trade reform without at the same time making concrete 
suggestions for creating social adjustment programs for displaced workers. 
In a country where social safety nets for poor workers are either nonexis
tent or extremely inadequate and where authorities often renege on their 
compensation promises, academic demonstrations of the long-run benefits 
of trade reform are not going to be convincing. In this respect the attempt, 
though small scale, of the Department of International Development of the 
U.K. government in collaboration with a local NGO to financially assist 
and retrain displaced industrial workers in some bankrupt public sector 
firms in West Bengal is a step in the right direction. Social protection 
should be part of a comprehensive trade ancllabor reform package if reform 
is to be desirable as well as feasible. 

General Discussion 

Surjit Bhalla believed that the role of labor reform in explaining India's dis
appointing industrial pelformance was overstated. Instead, he felt that 
macroeconomic policies, particularly tight monetary policy, were more 
important. As evidence for this view he pointed out that the 1991 reforms 
had indeed led to a growth Splllt in industry in the years immediately fol
lowing, but that it had petered out in 1996, not to revive until 2002-03. He 
also felt that India's exchange rate policy had led to a loss of competitive
ness, particularly with respect to China. Rajesh Chadha felt that policy 
uncertainty had been important in depressing industrial activity. He cited 
the sudden reduction in the customs duty on certain capital goods as an 
example of policy uncertainty that might dampen the investment inten
tions of other potential investors. John Williamson noted that there was a 
tendency to focus on the rupee-dollar rate, while even over 2003 the rupee 
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had continued to depreciate in effective terms. He also queried the concept 
of the "capital intensity" of Indian exports, citing a recent McKinsey study 
that found that India's auto industry was much less capital intensive than 
China's, in part because of the greater skill level and flexibility of the 
Indian labor force. 

Suman Bery asked whether there were any studies on the political econ
omy of trade reforms that could explain both the liberalization episodes and 
the occasional backtracking. He also asked what the intemational experi
ence was with a uniform tariff rate: If it is so pure, why is it not adopted 
more widely? Are the forces that determine more complex tariff structures 
revenue-driven or the result of lobbying for effective protection? Rajnish 
Mehra tended to agree with political explanations of industrial sluggish
ness, attributing it to the power of existing interests to prevent competition 
and extract rents. Noting Panagariya's caution on free trade agreements, 
Anil Sharma asked whether there was really any alternative, given the dif
ficulties faced during the Doha Round of trade talks and the reduced appeal 
of unilateral action. Vijay Kelkar asked how realistic it is to impose a uni
form tariff when the taxation of domestic inputs is not properly offset by 
drawback schemes. A uniform customs tariff would lead to negative rates 
of protection in a number of activities because the incidence of domestic 
indirect taxes is not uniform. Given the realities, he believed that a uniform 
low rate of custom duties in an environment of exchange rate appreciation 
would lead to a backlash from Indian industry and a possible reversal of the 
progress made. He agreed with Panagariya that the special and differential 
treatment provisions of GATT had outlived their utility for India and also 
that India's antidumping machinety needed review. Montek Ahluwalia and 
Vijay Joshi both pursued the issue, raised by Bardhan, of the link between 
India's intellectual property regime and the rise of India's pharmaceutical 
industry. Ahluwalia believed that the export orientation of the big Indian 
pharmaceutical firms in the past had as much to do with domestic price con
trols as with the intellectual property regime. Since these controls affected 
primarily the large players, these firms found foreign markets more lucra
tive than the domestic market. 

Ahluwalia also concurred that the emphasis on labor reform might be 
overdone. He noted that import restrictions on labor-intensive sectors had 
been lifted only recently, as was the case with the liberalization of the small
scale industry regime. He believed that competition in product markets 
would be reflected in the behavior of the labor force, which would adjust to 
ensure company survival. Barry Bosworth noted, though, that labor legis
lation could have a major impact on foreign firms, which do not have the 
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option of entering the informal sector. This could be one reason for the dis
appointing response of foreign direct investmcnt to India's liberalization. 
Panagariya disagreed with the points made on labor reform and on uniform 
customs duties, indicating that both industry's stagnant share of GDP and 
the low share of organized sector employment in the labor force were indi
cators of serious obstacles to the expansion of modern industrial employ
ment. He also rejected the view that the existing (and proposed) differential 
customs duty structure had anything to do with distortions in domestic tax
ation; in his view this structure reflects attempts by lobbies to secure effec
tive protection and would lead only to further rent-seeking behavior and 
difficulties in implementation. 
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Should a U.S.-India FTA Be Part 
of India's Trade Strategy? 

I n the current political environment, it is an understatement to say that 
a U.S.-India Free Trade Agreement (FTA) does not appear to be an 

idea whose time has come. Slow employment growth in the United States 
has raised fears about the loss of high-paying jobs to outsourcing, and the 
jobs lost to India have born the brunt of these concerns. Members of the 
U.S. Congress would surely not relish the opportunity to vote to endorse 
such trade. It is also unlikely that Indian politicians would relish the oppor
tunity to cast their lot with the United States and abandon long-held posi
tions on nonalignment, multilateralism, special and differential treatment, 
and domestic protection. Yet precisely because it challenges views held on 
these issues, the question posed by the title of this paper is important. It 
offers an opportunity to reflect on whether current trade rules and policies 
provide an adequate framework for realizing the full potential of India's 
global integration and domestic reforms. For example, do current arrange
ments suffice to ensure that one of the most dynamic global linkages
services outsourcing-will continue to flourish? Should India continue to 
rely primarily on unilateral trade liberalization? Could it reap even greater 
reform gains from a multitrack strategy in which the World Trade Organi
zation (WTO) and regional free trade agreements playa greater role? And 
in such a multitrack strategy, what are the relative merits of multilateral 
and bilateral approaches? These are questions that this paper explores. 
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measuring the quantitative aspects of the likely U.S.-India Free Trade Agreement discussed 
in the section on "Comparative Static and Dynamic Considerations." He is not responsible 
for views expressed in other sections of the paper. 

69 



70 INDIA POLICY FORUM, 2004 

The topic is timely. For most of its existence as an independent coun
try, India had highly protectionist and statist economic policies. Sel/'
sufficiency was an important goal. The domestic market was protected by 
high tariffs and prohibitions on imports. Foreign investment was restricted. 
The government occupied the commanding heights of the economy by 
owning many firms and controlling the price, investment, layoff, and exit 
decisions made by private firms. 

Since 1991, however, these policies have been radically changed. I Many 
nontariff barriers have been eliminated and average tariff rates have been 
dramatically reduced-indeed more than halved.2 In addition, foreign 
investment has been liberalized, exports promoted through a host of special 
tax, zone, and importation privileges, and the government has privatized 
and reduced its equity positions in many state-owned enterprises. The per
mit system for domestic investment has been abandoned, and the number 
of sectors reserved for small-scale industry reduced. 

The policy has been associated with positive outcomes. The acceleration 
in growth that began in the 1980::; has been sustained. Both exports and 
imports have increased as a share of gross domestic product (GDP). As SllC

cess stories have accumulated, a growing sense of confidence has bur
geoned among Indian entrepreneurs in particular and the public at large. 

Yet mllch remains to be done. On the basis of its tariff rates, which remain 
among the world's highest, India is still a relatively closed economy, and its 
domestic reforms are a work in progress. Foreign investment is by no means 
free, and the rules governing exports remain highly complex and interven
tionist. Likewise, government ownership and controls remain fairly perva
sive in the domestic market. In particular, the policies of reserving certain 
goods for production by the small-scale sector and a rigid regulatory system 
in the labor market remain in place. Indian competitiveness in manufactured 
goods, while improving, still has a long way to go to match its major Asian 
competitors and provide employment for millions of new entrants to the labor 
market. Indian infrastructure is sorely in need of major new investments. In 
addition, within India, there continues to be political resistance to liberaliza
tion and a widespread view that a highly interventionist strategy is appropri
ate for a nation at India's stage of economic development. Given the tasks yet 
to be accomplished, what is now the best trade and reform strategy for India? 

l. For more on these policies, see the paper by Arvind Panagariya in this volume. 
2. Tariffs have declined from a weighted average duty of 72.5 percent in 1991-92 to 

29 percent in 2002-03. Peak duties were reduced from 150 percent to 25 percent (Ahluwalia 
2002, p. 74). On January 8,2004, the Indian government reduced the peak duty on non
agricultural goods from 25 percent to 20 percent and abolished a 4 percent special additional 
duty that had been levied. 
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One option is to follow the gradualist, unilateral approach that has been 
employed successfully since the early 1990s. India could continue, incre
mentally, to open up trade and foreign investment and to introduce market
based mechanisms at home. As it has done over the 1990s, India would rely 
mainly on unilateral trade liberalization. Trade agreements would not play 
a leading role in reform, although India would participate actively in the 
WTO and perhaps sign additional free trade agreements with developing 
countries. At the WTO, India would continue to emphasize its need for spe
cial and differential treatment and do its best to avoid binding commitments 
that require significant changes in domestic policies. Similarly, the prefer
ential arrangements would focus mainly on tariff reductions in goods. 

For India this strategy is attracti ve. It maximizes domestic autonomy and 
control. It allows India to tailor its policies and institutions to fit its unique 
circumstances, and it provides the government with the flexibility to time 
its initiatives when political conditions are most favorable. But this flexi
bility comes with costs. Policies are less effecti ve when they are not seen 
as permanent. When reforms confront obstacles, flexibility may encourage 
backsliding rather than persistence. Opportunities to gain reciprocal access 
to foreign markets and influence foreign policies may be lost, and the polit
ical support from those who have an interest in foreign liberalization may 
not be effectively mobilized behind domestic reform. 

Perhaps, therefore, now that liberalization and reform have taken hold, 
it may be time to adopt a more radical and comprehensive reform strategy. 
India coule! use reciprocal liberalization through trade agreements more 
aggressively to deepen its global integration and bolster domestic eco
nomic changes. In this regard, however, an important question is which 
kinds of reciprocal agreements are best suited for this role. 

One option would be to negotiate deeper bilateral free trade agreements as 
a complement to unilateral and WTO liberalization. This paper considers the 
role that a U.S.-India FT A could playas the cornerstone of such an approach. 
Such an agreement could boost Indian welfare by removing trade barriers 
and providing a stable framework for the growth of information technology 
(IT) outsourcing. It could also be an effective mechanism for locking in 
reform policies, mobilizing domestic political support for liberalization, and 
spurring additional trade liberalization both multilaterally ane! bilaterally. 

Opposition to such an approach comes from some who support more 
aggressive liberalization but oppose preferential trae!e Ulrangements as a 
means for doing thi8:1 They view preferential arrangements as having several 

3. For a review of these arguments, see Baldwin and Venables (1995), Bhagwati and 
Panagariya (1996), Frankel (1997), and Lawrence (1996). 



72 INDIA POLICY FORUM, 2004 

serious deficiencies. These include the efficiency costs of discrimination
trade diversion;4 the administrative burdens and complexity of having differ
ent systems of rules-a phenomenon Jagdish Bhagwati disparagingly calls 
"spaghetti-bowl regionalism"; the diversion of both political and intellectual 
capital from attending to other aspects of trade policy, in particular multi
lateral liberalization under the WTO; the dangers that political pressures dur
ing bilateral negotiations would force adoption of inappropriate domestic 
policies, slIch as labor and environmental standards; the inability to deal with 
issues that have significant spillovers all third parties such as farm subsi
dies; and the obstacles such agreements could pose to additional multilat
eral liberalization by creating vested interests in the preferences. Proponents 
of this position see merit in reciprocal trade agreements, but they advocate 
exclusive reliance on WTO negotiations as the mechanism for undertaking 
such agreements. 

In this paper, the case for a U.S.-India FT A is evaluated in the context of 
these options. In particular, the paper examines how the multitrack approach 
compares with the multilateral and unilateral alternatives. The paper's cen
tral claim is that if India wishes to use trade agreements to .spur reform, a 
multitrack approach centered on a U.S.-India FTA would be superior to an 
exclusive reliance on the WTO under a likely outcome in the Doha Roul/d. 

The paper first focuses on the defensive case for such a free trade agree
ment-its potential role in securing U.S.-India trade in IT services. The rest 
of the paper then turns to the positive (or offensive) case for negotiating a 
U.S.-India FTA. The merits of removing trade barriers unilaterally are 
compared with reciprocal liberalization. The next section considers in some 
detail how the provisions of a U.S.-India FTA would affect India's domes
tic policies and institutions. The FT A is then compared with the WTO as 
the appropriate mechanism for stimulating additional liberalization and 
reform. Finally, a general equilibrium model is presented to provide quan
titative comparisons of unilateral, bilateral, and multilateral liberalization. 

Playing Defense 

There are defensive reasons for India to consider a free trade agreement 
with the United States. From this perspective, the key issue is establish
ing a legal and institutional framework for keeping trade in information 

4. The paper by Arvind Panagariya in this volume, for example, emphasizes the dangers 
of trade diversion. 
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technology services free,s IT services comprise high-end software and 
technology services on the one hand and low-end back-office and call cen
ter work on the other. Both activities have enjoyed explosive growth since 
the late 1990s, Technological advances and investments in telecommuni
cations, computers, and software have enabled multinational firms to tap 
into a large supply of well-educated English-speaking workers in India who 
are prepared to work for much lower wages than their foreign competition, 
Because of these increased service export opportunities, the number of 
Indians engaged in the industry doubled between 2000 and 2004, and 
exports have soarecI,C) 

While this performance is impressive, most analysts believe these devel
opments are still in their infancy, Studies by McKinsey Global Institute and 
others have emphasized the large cost savings from undertaking these 
activities in India,7 Forrester Associates projects that an additional 3 mil
lion U,S, jobs wi II be outsourced by 20 I 5, McKinsey forecasts that IT ser
vices and back-office work in India will swell fivefold by 2008, to become 
a $57 billion a year export industry, employing 4 million people and 
accounting for 7 percent of India's gross domestic product.B 

Trade between the United States and India, therefore, has the potential to 
become one ofthe most dynamic global linkages in the next decade, But will 
it be allowed to take place? Ifthe United States continues to account for two
thirds of the most dynamic component of India's exports (IT services), 
India's bilateral trade surplus with the United States will undoubtedly 
increase, Yet already, protectionist pressures in the United States are strong, 
At a time when the U,S, economy is recording large trade deficits and its 
economic recovery is marked by very sluggish employment growth, out
sourcing is heacIline news in the United States, Concerns about the loss of 
skilled white-collar jobs have become the focus of increasing amounts of 
political attention, Many bills to protect U,S, jobs have been introducecI in 
state legislatures and the U,S, Congress,'l On March 4, 2004, for example, 

5, According to estimates made by the Indian National Association of Software and 
Services Companies (NASSCOM) in its annual strategy report, employment in information 
technology ~ervices in March 2004 stood at about 814,000, up from 284,000 in 1999, 

6. According to NASSCOM, between 2003 and 2004, exports from the industry, whose 
main market is the United States, are expected to grow between 26 percent and 28 percent 
to around $12 billion, lip from $9.5 billion in 2002-03 and three times greater than the 
exports of nearly $4 billion in 1999-2000, 

7, McKinsey Global Institute (2003), 
8, "The Rise of India," BusillessWeek, December 8) 2003, 
9, A provision in the federal government's omnibus fiscal 2005 spending bill would bar 

companies that bid for certain work done by government employees from moving work off
shore. Another bill, backed by Democratic presidential contender John Kerry, would require 
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the Senate passed a bill, by a 70-26 vote, that barred companies from most 
federal contracts if they plan to carry out some or all of the work abroad. 
(It included exceptions only for national security and for countries that are 
members of the WTO procurement code, an agreement to which neither 

India nor China belong).10 
These developments naturally raise questions about whether the current 

framework of the relationship is adequate to allow trade between the 
United States and India to realize its full potential. One response is simply 
to ignore the current protectionist threats in the United States and to hope 
they will fade away once the economic recovery leads to more robust 
employment growth. A second response is to try to use the current Doha 
Round of multilateral trade negotiations to secure U.S. commitments to 
avoid restraints on outsourcing. It is by no means clear, however, that the 
United States has yet bound, that is, agreed to liberalize or liberalized, its 
IT services imports through the WTO General Agreement on Trade in Ser
vices (GATS). The problem, according to Mattoo and Wunsch, relates to 
the basic architecture of the GATS by which countries make their com
mitments to liberalizing services by sector and by mode. I I It stems partly 
from the use of a positive list approach in which explicit commitments 
must be made before a sector is liberalized, that is, bound. Suppose for 
example that the United States has bound banking services. Suppose an 
Indian firm wishes to provide U.S. banks with data processing of their 
human resource records. Is this activity covered by the commitment, or 
would it be necessary for the United States to have stipulated that it had 
bound data processing? There is considerable ambiguity in the current 
GATS system. Mattoo and Wunsch propose either changing the classifi
cation system to make these Business Process Outsourcing (BPO) service 
commitments explicit or-the option they prefer-moving to a negative 
list approach, in which trade is allowed unless it has been expressly pro
hibited. These are sensible proposals, but it is by no means clear that they 
will be adopted. 

workers at telephone call centers to disclose their physicallocatiolls at the beginning of each 
call. According to the Wall Street Jot/mal, "about 80 bills aimed at keeping jobs in the U.S. 
by limiting outsourcing have been introduced in about 30 states" (Wall Street Journal, 
March 1, 2004, p. 1). 

10. At the same time, General Electric filed an alert with the Securities and Exchange 
Commission claiming that the backlash to outsourcing poses a threat to its future profits 
because of the reliance of its insurance division on back-office operations in India (Finan
cial Times, March 5,2002, p. 1). 

11. Mattoo ancl WUIlsch (2004). 
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By contrast, services liberalization in U.S. bilateral agreements already 
uses a negative list approach. As long as an outsourcing service has not 
been listed, it is automatically permitted. 

A free trade agreement that kept these sectors open would keep protec
tion in check. Such an agreement would also fit il1to the broader strategy of 
"competitive liberalization" that the Bush administration has been pursu
ing. 12 While participating actively in the Doha Round and negotiations for a 
Free Trade Area of the Americas (FT AA), the Bush administration has dra
matically stepped up the pace of negotiating bilateral free trade agreements. 
(The United States had moved away from exclusive reliance on multilateral 
liberalization in the 1980s, by signing FTAs with Israel and Canada. The 
North America Free Trade Agreement, or NAFT A, implemented in 1993, 
was an even more powerful movement in this direction.) A large number of 
bilateral agreements have been signed, negotiated, or planned. Agreements 
with Chile, Jordan, and Singapore have been implemented; those with 
Australia and Morocco have been passed; and the agreement with CAtl A 
(Central American Free Trade Agreement involving Costa Rica, EI 
Salvador, Guatemala, Honduras, and Nicaragua) has been completed. In 
addition, bilateral negotiations have been launched with the Dominican 
Republic, the South African Customs Union, and three Andean countries 
(Bolivia, Colombia and Peru), and commitments to begin bilateral negotia
tions have been reached with Bahrain, Panama, and Thailand. 

India surely has much greater economic and strategic potential for the 
United States and the global traeling system than many ofthese nations. An 
Indian willingness to sign an agreement with the United States could have 
an important impact not only on the bilateral trading relationship between 
the two countries but also in increasing the pressure on other countries to 
liberalize, both bilaterally and through the WTO. This could help advance 
America's interest in global liberalization. 

Nonetheless, obtaining an agreement in the current U.S. political envi· 
ronment would not be easy. The U.S. Constitution requires congressional 
approval for all trade agreements. Currently, even when it comes to votes 
on the less controversial free trade measures, the House of Representatives 
is fairly evenly divided, split basically along partisan lines, with most 
Republicans in favor and most Democrats opposed. To be sure, India is not 
without friends in the current U.S. debate; its most important allies me the 
U.S. companies that have used outsourcing to boost their bottom lines. Few 
free-trade members of Congress would welcome the opportunity to cast a 

12. For an extensive analysis of these agreements, see Schott (2004). 
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vote on outsourcing in the current political atmosphere, however, and the 
failure to pass such an agreement could strengthen the hand of those who 

would seek to impede such trade. 
But the merits of an FTA are still worth considering on two grounds. 

First, by offering to sign an FT A, India might be able to strengthen its polit
ical position in the current U.S. debate. Second, political conditions could 
well change. It would have been far easier to endorse such an FT A a fcw 
years ago, when the U.S. economy was enjoying high levels of employment 
and growth, and skilled high-tech employees were in short supply. It is 
quite possible that the economic environment could again improve. 

From an Indian perspective, secure access to the U.S. market for ser
vices is surely desirable. Many Indians might thercfore agree to such nego
tiations in the hope that India would obtain sLlch access without having to 
do much on the domestic front, particularly in the goods area. U In his paper 
in this volume, for example, Arvind Panagariya argues that a case can be 
made in favor of "a mutually beneficial and politically acceptable FTA 
between the two countries in services." Hc correctly notes that such an 
agreement is not likely to entail much trade diversion, particularly in sec
tors where the Indian market is currently closed. He would also favor such 
an agreement in order to establish an PTA template that did not include 
labor and environmental provisions. But an agreement that is confined to 
services is not likely to happen. The United States is unlikely to forgo the 
opportunity of obtaining preferential access for its goods exports to the 
Indian market. In particular, the U.S. farm and high-tech lobbies play an 
important role in securing political support for U.S. FT As. In addition, 
although the United States made an exception recently when it dropped 
sugar from the U.S.-Australia FTA, it has generally resisted making sec
toral exceptions in its FTAs. Even though it might be \egalunder GATS, 
dropping all goods trade would surely create difficult precedents in other 
FT A negotiations. Moreover, given political realities in the United Stutes 
regarding issues like labor and environment, any agreement the United 
States signs would have to include some provisions on these issues. 

India has recently agreed to several free trade agreements with Asian 
countries, but they are not comprehensive even with respect to trade in 
goods. By contrast, judged on the precedent of other FTAs involving the 
United States, the range and extent of commitments relate to far more than 
goods trade. A U.S.-India PTA, therefore, is likely to have binding commit-

13. This view is presented in the paper by Panagariya in this volume and also by the 
Council on Foreign Relations Task Force on New Priorities in South Asia. 
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ments through the use of a negative list for services and to contain invest
ment provisions with few sectoral exclusions. It would possibly grant full 
national treatment for U.S.-owned companies. In could also contain intel
lectual property rules that are more comprehensive than those in the WTO, 
and it would also almost definitely have additional provisions relating to 
labor, environment, standards, technical barriers, and government procure
ment. While it would probably provide India with more time to phase in its 
commitments, once the agreement was fully implemented-generally fif
teen years-as with other U.S. PTAs, it would most likely entail symmetri
cal obligations by the developed and the developing country signatories. 

For India, accepting an agreement with a developed country that was 
broad, deep, and symmetrical would represent a radical departure from its 
current policies and positions on foreign trade and investment. India has 
been a strong advocate of multilateral trading rules (first under the Gen
eral Agreement on Tariffs and Trade, or GATT, and later the WTO), 
which concentrate mainly on developed-country trade barriers to goods 
and exempt developing countries from its disciplines by granting them 
special and differential treatment. India, however, has generally resisted 
new WTO commitments. India has not signed the WTO government pro
curement code. It strongly opposed the introduction of new agreements 
on intellectual property (Trade-Related Aspects of Intellectual Property 
Rights, or TRIPS) and services in the Uruguay Round of trade negotia
tions. Later it strongly opposed U.S. efforts to introduce labor standards 
into the WTO. Indian representatives also expended considerable effort 
resisting the launching of the Doha Round in 2001 on the grounds that 
developing countries required more time and assistance to implement 
their Uruguay Round commitments. Although this stance did not suc
ceed, India was more effective in thwarting negotiations on the Singapore 
issues (particularly investment and competition policy) at Doha and later 
at Cuncun. 14 

Laying out these Indian positions makes it clear that a willingness to 
sign a free trade agreement with the United States would have major impli
cations for both India's trade and domestic economic policies. This takes 
us to an evaluation of the offensive case for an agreement-the topic dis
cussed in the rest of the paper. 

14. Even where it has accepted obligations, India has had some trouble ensuring 
compliance. In particular, it continued to maintain quantitative restrictions until losing a 
challenge at the WTO. Likewise, it applied requirements on foreign investors in automo
biles until this was found in violation of the Trade-Related Investment Measures (TRIMs) 
Agreement. 
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liberalization Strategies: Unilateral versus Reciprocal 

In his review ofIndian reforms during the 1990s, Montek Ahluwalia empha
sizes their incremental nature. His views are worth quoting at some length: 

The goals [of reform] were often indicated only as a broad direction, with the 
precise end point and the pace of transition left unstated to minimize political 
opposition-and possibly to leave room to retreat, if necessary .... The result 
was a process of change that was not so much gradualist as fitful and oppor
tunistic .... Progress was madc as and when politically feasible, but since the 
end point was not always clearly indicated, many participants were unclear 
about how much change would have to be accepted, and this might have led to 
less adjustment than was otherwise feasible .... The alternative would have 
been a more thorough debate with the objective of bringing about a clearer real
ization on the part of all concerned of the full extent of change needed, thereby 
permitting more purposeful implementation. However, it is difficult to say 
whether this approach would indeed have yielded better results, or whether it 
would have created gridlock in India's highly pluralist democracy." 

As these comments indicate, the dominant approach used by India has 
been unilateral and incremental. Although India moved further and faster 
than required by its WTO commitments, it moved at its own pace, without 
committing itself to full liberalization. This allowed India to control the 
process itself and proceed in a manner that met the needs of its own poli
cymakers. It also allowed the government to adopt partial measures and to 
steer the debate away from the doctrinal issue of "free trade versus protec
tion" to one concerning the right level of protection. 

One reason for adopting an incremental approach, particularly when 
reform is in its early stages, is that initially the constituents fOf refofm are 
weak. The winners from trade liberalization, for example-those who will 
succeed in export markets or obtain jobs from increased foreign invest
ment-are not yet known. Yet the losers-those who are vulnerable to 
international competition-are only too aware of who they are. Once the 
process gets going, however, winners start to emerge, and politically, 
implementing additional measures may well become easier. 

The adjustment process itself may also build up the constituency for lib
eralization and weaken the constituency seeking protection. [6 At the start, 
m~\jority support for full liberalization might not exist, but it might be 
possible to obtain agreement for a partial measure that then reduces the 
number of people in import-competing activities and builds up the size of 

15. Ahluwalia (2002, pp. 86-87). 
16. For a more general application of these ideas to reform, see Fernandez and Rodrik 

(1991). 
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the export sector. Once this has happened, additional liberalization might 
be possible. The key to this approach is ensuring at each stage that the lib
eralization will expand the sectors with comparative advantage under free 
trade and contract the sectors that are not. 17 

Another reason is that the attitudes toward liberalization may shift as a 
country experiences improvements in its competitiveness. This seems to 
have been India's experience. In a highly protectionist regime, such as pre
vailed in India before 1991, import barriers raise input costs and place firms 
at a disadvantage in world markets. Under these circumstances, since they 
feel uncompetitive, domestic firms with export potential are unlikely to be 
enthusiastic about trade liberalization. But once liberalization proceeds and 
equipment and inputs become cheaper, their attitudes could change. 
As they begin to experience success in exporting, their interests in foreign 
markets and additional reforms may grow. Conversely, when import barri
ers are very high, there are likely to be many domestic firms that require 
protection in order to compete, and they will defend this protection 
strongly. However, as barriers are brought down, the least competitive 
firms will exit, while others will become more efficient and thus, over time, 
opposition to liberalization could subside. 

These considerations suggest that over the past decade, India's piece
meal approach to reform in general and to trade liberalization in particular 
probably had considerable merit. ls But a key question is whether the time 
has now ripened for India to shift from an approach that is "fitful and oppor
tunistic" to one that has clearer end-point goals and commitments. While 
moving in such a direction could entail some short-term political costs, it 
could also yield greater long-term economic payoffs. Let us consider these 
economic effects first before turning to politics. 

Credible Commitments 

The purpose of trade liberalization is to improve resource allocation and 
enhance welfare. For this to occur, private actors must be prepared to 

17. Frankel (1997, p. 219); Wei and Frankel (1995); Levy (1994) establishes that in a 
median voleI' model, bilateral agreements will not undermine political support for multilat
eralliberalization if trade occurs in a standard Hecksher-Ohlin framework but could reduce 
such support when there are increasing returns and greater product variety. 

18. This discussion brings to mind the work of Lindblom (1995). who conu'asted the 
paradigm of comprehensive decisionmaking with a more incremental approach. One para
digm of moving toward full free trade would simply be to announce a program and imple
ment it. An aitemative, however, is simply to seize opportllnitie~ as they arise. India's 
economic reform has not reflected un overt commitment to liberal free-market ideology. 
Instead it has entailed reform by stealth. 
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undertake investment and adjustment: those who can succeed in exporting 
should undertake the necessary investments in specific capital required to 
produce and service foreign markets. Those who will meet increased com
petition from imports must undertake the necessary steps either to adjust 
away from these activities or to develop strategies that will make them 
competitive. If the government can effectively put the private sector on 
notice that all tariff barriers will be eliminated by a certain date, and if these 
commitments are viewed as credible, then firms, workers, and farmers can 
immediately begin to undertake these adjustment strategies. From an 
economic standpoint, clear final goals thus make it more likely that liberal
ization will be successful. 19 

Governments, particularly those with a record of policy reversals, need 
to work to make clear that their plans will actually be implemented. 
Economic theorists have pointed out that trade policymakers with complete 
domestic autonomy may face a "time consistency" problem. 20 At some time 
in the future, after firms have sunk costs, it could be politically advanta
geous to reverse liberalization. If firms anticipate such reversals, however, 
they will be less inclined to act on expectations that the market will be 
opened, and thus the gains from trade cou ld be smaller. 

The payoffs from liberalization are likely to be highest, therefore, if the 
policy is locked in. To be sure, India could simply vote a fifteen-year plan 
for the elimination of all trade barriers and it could unilaterally relax its 
mles on foreign investment, but doubts would remain about the sustain
ability and permanence of these policies. Sovereign governments can, after 
all, simply change their policies and in democracies, governments can 
change. There are domestic measures, such as writing the policies into a 
constitution, that could serve to make them more permanent, but doing so 
can be cumbersome. 

Such doubts could be greatly diminished, however, by signing binding 
trade agreements that entail reciprocal commitments. To be sure, no gov
el11ment would give up its right to withdraw from an agreement that proved 
to be a failure. Nonetheless, the prospects of future deviations will be kept 
in check by the discipline of losing the reciprocal benefits gained from the 

19. If the intention is to liberalize fully, economists commonly advocate eliminating 
trade barriers as fast as possible. As shown by Mussa (1984), the presence of adjustment 
costs is not a reason for incrementalism. While private actors may choose to adjust slowly, 
in the absence of considerations relating to income distribution and other market imperfec
tions, the government should eliminate barriers immediately. Externalities associated with 
adjustment could warrant a slower approach, although in this case, there may be more effi
cient instruments thun tariffs to achieve this goal. 

20. For a review of the literature, see Staiger (I 995), especially pp. 1516-19. 
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agreement. This greater lock-in will in turn make policies more credible 
and hence more effective. 

Complete and Comprehensive Agreements 

Obtaining political support for a comprehensive agreement, that is, one that 
requires full free trade, may not be easy. Even when an agreement is imple
mented over a long period of time, for example "free trade by the year 
2020," comprehensive trade agreements telescope all the political battles 
into the present. Thus while comprehensive liberalization may maximize 
the economic benefits, it may also increase the political costs. 

It is noteworthy that the General Agreement on Tariffs and Trade, for 
example, did not require its contracting parties to commit to complete free 
trade by a certain date. Instead the parties moved toward free trade in a 
series of steps, ratcheting the process up by undertaking measures that were 
feasible at each point in time. As might be expected, momentum was main
tained by reducing barriers most radically in sectors with the least political 
resistance. Over half a century, the results of this approach were remark
able-tariffs on industrial products in developed countries were brought 
down from about 40 percent to 4 percent. But the process has also been very 
protracted and incomplete: there has been far less liberalization, for exam
ple, in sectors of interest to developing countries, such as agriculture and 
textiles, and far less formal liberalization by developing countries them
selves at the WTO.21 

Reciprocity 

Nonetheless, if the political conditions allow, it could be worthwhile hav
ing the political battles up front in the context of ratifying a trade agree
ment. In addition to enhanced credibility, reciprocal trade agreements can 
bring both economic and political benefits. Economically, the advantages 
come from improved access to foreign markets. If a country can use the 
opportunity of reducing its own trade barriers to persuade others to reduce 
theirs, it could add to its welfare. 

Politically, the prospect of increased access to foreign markets can help 
stimulate support from export interests. If they understand general equilib
rium economics, exporters should also support unilateral trade liberaliza
tion since, as Lel11er first pointed out, a tax on imports is a tax on exports 

21. Developing countries have engaged in considerable liberalization since tbe late 
1980s, but much of it bas been unilateral. Bound rates at the WTO remain far higher than 
those actually applicd. 
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and reducing tariffs is like subsidizing exports.22 But this relationship is not 
transparent. Instead, exporters are more aware of the particular tariffs they 
pay on their imports and, absent a trade agreement, generally devote their 
efforts to obtaining relief from these costs through duty drawbacks or 
access to export-processing zones. However, the benefits tbey can enjoy 
from access abroad in a reciprocal agreement provide additional incentives 
for their support. A government could therefore find it easier to liberalize 
through agreements than it would if it tried to act alone. 

Promoting Domestic Reforms 

Trade agreements can also help domestic reforms. The politics of reform is 
often difficult. Reformers who believe their policies will bring benefits 
domestically may strengthen their hand if they can argue that implement
ing such policies will also confer the benefits of increased access to inter
national markets. One of the best examples of this was the conditions to 
which China agreed upon its accession to the WTO. By using the demands 
of the United States for introducing market-based measures as a condition 
for accession, refonners in China were able to gain the upper hand. Many 
in the outside world complained that the agreement with the United States 
was a painful price imposed by outsiders; in fact, for the most part it was a 
means by which the Chinese leadership effectively signaled its commit
ment to an open, market-based system in which private firms would play 
a major role. 

There are many other examples. Currently, Europeans (and Americans) 
are debating reform of their costly and very inefficient agricultural policies. 
The negotiations in the Doha Round may help those set:king to reduce the 
market distortions such policies entail. This lise of agreements is not simply 
practiced by the political right. In the European context, the introduction of 
a European Social Clause has been lIsed to bolster left-wing policies, and 
in the United States, unions have tried to use trade agreements to improve 
their rights domestically.23 

The fact that trade agreements come as packages may also have disad
vantages, however. Countries could find themselves adopting policies that 

22. Lerner (1936). 
23. Indeed, while many view American efforts to include labor standards in trade agree

ments as a protectionist measure to be used against foreigners, the history of these standards 
in the United States suggests that an important motivation was to raise these standards in the 
United States itself. Organized labor in the United States is not very strong politically, and 
in particular many U.S. states have rules that actually contradict core labor standards pro
mulgated by the International Labor Organization. 
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they might not otherwise desire. In the Umguay Round, for example, India 
was particularly opposed to the agreement on intellectual property. 
Nonetheless, because the Uruguay Round was presented as a single under
taking, India agreed to the TRIPS measures, presumably because it viewed 
the package as a whole as in its interest. Similarly, countries acceding to the 
European Union, such as the Baltic States, may find themselves having to 
accept higher levels of trade protection as a condition of membership. 

In sum, the unilateral incremental liberalization employed by India since 
the early 1990s has been effective in engineering change. But the use of a 
binding trade agreement could bring additional benefits. Locking in the 
policies and making them more credible could lead to larger behavioral 
responses. This would be particularly true of policies that made commit
ments to comprehensive liberalization. Undertaking such commitments in 
the context of a reciprocal trade agreement could provide additional bene
fits to exporters and help mobilize additional domestic support for reform 
and liberalization. To be sure, these benefits would depend on the ability to 
obtain enough domestic support to negotiate an agreement that actually 
promoted the right kinds of domestic policies and to allow passage of the 
agreement. 

The argument in this section has been couched in general terms. We 
have considered the general merits of conducting liberalization and reforms 
unilaterally or in the context of reciprocal agreements. But the question of 
what type of reciprocal agreements remains. In particular, should it be 
bilateral or multilateral? There are those who claim that the only desirable 
mechanism for reaping these benefits is through multilateral liberalization 
through the World Trade Organization and that a preferential agreement 
with the United States, for example, would provide no additional benefits. 
To deal adequately with such arguments, it is necessary to present a better 
idea of the likely contents of a free trade agreement. In addition, it is nec
essary to consider the feasible role a WTO agreement could play in pro
viding such benefits. 

Developing or Constraining the Domestic Policy Space 

"By imaginatively using these external commitments and pressures as 
levers, as China is apparently doing successfully, it is to be hoped that the 
government, whatever its party affiliation, will be able to push the reforms 
further" 

T. N. Srinivasan and Suresh Tendulkar 
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"The yardstick that matters is the degree to which trade reform contributes 
to the' construction ofa high-quality institutional environment at home." 

Dani Rodrik 

A trade agreement is not simply about ehanging relative prices to achieve 
a more efficient outcome. Particularly for developing countries, it is also 
about achieving institutional reforms. The key question in the offensive 
case for a U.S.-India FTA is its likely impact on domcstic institutional 
arrangements. To what degree will an agreement require India to undertake 
changes that are in its own interest and to what extent will it impose new 
constraints that could actually damage India's welfare'? A complete answer 
to these questions will depend on the precise terms of the agreement, but it 
is possible to give some idea of the major opportunities and risks. 

The list of areas for Indian reform is long. It includes the need for addi
tional liberalization of trade and services; customs reform; measures to 
attract foreign investment; privatization and reform of public sector enter
prises; adoption of competition and regulatory policies; liberalization of 
small-scale sector reservation policies; labor market reforms; reforms of 
policies for sick industries; reform of relations between the central and state 
governments; changes in the investment environment for power, telecom
munications, and transportation; tax reform; and agricultural sector reform. 
Aside from specific actions in each area, there is a need to improve gov
ernment performance by reducing corruption, increasing transparency, and 
providing opportunities for judicial review. 

The preferential arrangements India has, or is in the process of negotiat
ing with its Asian neighbors, are fairly shallow in the sense that the bind
ing commitments focus mainly on border barriers to merchandise trade and 
are unlikely to make a major contribution to these internal reforms. In fact, 
even with respect to goods trade, these arrangements will have exceptions 
that will only be removed gradually. While they may include hortatory lan
guage covering services, investment, and cooperation, it is not clear to what 
extent these agreements will achieve full national treatment and rights of 
establishment for foreign investment and liberalization of services.24 By 

24. According to the Economist Intelligence Unit (EIU 2003, p. 36), Indian Prime Min
ister Atal Behari Vajpayee signed two free trade agreements in October 2003, one with 
ASEAN and the other with Thailand. The agreements divided commodities into three 
groups: a smull list liberalized by 2004, another group on which tariff reductions wiJI begin 
in 2007, and a third group for which tariffs are to come down by 2007. Some members of 
ASEAN were given more time to make the required reductions. India signed FTAs with 
Bhutan and Nepal in the early 1990s and with Sri Lanka in 1998 (that agreement took effect 
in 2000), H was also announced in October 2003 that an existing trade agreement with 
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contrast, the obligations in a U.S.-India FTA would be extensive and 
require action by a date certain. To illustrate this, we select some of the pro
visions from the recent FTAs the United States has negotiated and consider 
how these provisions might affect Indian domestic reforms. We draw 
examples from recent free trade agreements the United States has negoti
ated with countries or regions such as Central America, Chile, and 
Morocco. 

Tariff Reductions 

Tariffs are generally removed on a large percentage of trade as soon as the 
agreement is implemented. Most of rest are eliminated in the following ten 
or fifteen years. For example, more than 95 percent of the bilateral trade 
will become duty free when the U.S.-Morocco agreement enters into force 
and almost all tariffs between the two countries will be eliminated within 
nine years.25 Similarly, when the agreement with Chile was implemented in 
January 2004, tariffs on 90 percent of U.S. exports to Chile and 95 percent 
of Chilean exports to the United States were eliminated.26 

For India, similar undertakings would add to the pressures for tax reform 
and the adoption of a value added tax system that could replace the rev
enues lost on tariffs on U.S. goods. An agreement would also allow access 
to U.S. capital equipment and other products duty free, thereby reducing 
and possibly eliminating the need for the complex set of duty exemptions 
currently granted to firms producing for export markets. 

Textiles and Apparel 

When the Multifiber Arrangement expires in 2005, the United States will 
eliminate the quotas that currently restrain competition in its market. But 
products from China and other countries without preferences will continue 
to be subject to fairly high U.S. tmiffs. Under these circumstances, duty-free 

Bangladesh would be converted into an Ff A. In addition, a comprehensive economic coop
eration agreement was signed with Singapore in 2003, laying a road map for an eventual 
preferential trade agreement or FT A. India is also discussing possible FTAs with Afghanistan, 
Myanmar, South Africa, and Mcrcosur. 

25. United States Trade Representative, "Trade Facts: Free Trade with Morocco," 
March 2, 2004 (www.ustr.gov). 

26. United States Trade Representative, "The US-Chile Free Trade Agreement: An 
Early Record of Success," June 4, 2004 (www.ustr.gov). No tariffs will be applied to 80 per
cent of U.S. exports to Central America as soon as CAFT A is implemented, and the remain
ing tariffs are to be eliminated over ten years. United States Trade Representative, "Trade 
Facts: Free Trade with Central Amelica," May 25, 2004 (www.ustr.gov). 
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access to the U.S. market will provide an important competitive advantage. 
The IT As with Morocco, Chile, and Central America all allow for immedi
ate duty-free trade in textiles and apparel for products meeting the agree
ments' rules of origin. A similar agreement would therefore give Indian 

producers a competitive advantage in the U.S. market. 
In recent years Mexico, Central America, and others have taken advan

tage of the opportunity afforded by sLlch preferences, and their clothing 
exports to the United States have enjoyed explosive growth. Because of 
such an agreement, Jordanian textile exports to the United States have 
increased from $30 million to $674 million in just four years. 

This opportunity could similarly be used to stimulate further reforms of 
the reservation policies, which restrict certain sectors to small firms that 
have hindered Indian competitiveness in this sector. To be sure, the need to 
administer similar rules of origin for U.S. clothing sold in India would add 
complexity to Indian customs procedures, but India could, of course, chose 
simply not to require or enforce them. 

Agriculture 

The Moroccan FTA requires the phaseout of all agricultural tariffs under 
the agreement, most in fifteen years. The Central American agreement 
(CAFTA) adopts a similar approach, although a few very sensitive sectors 
retain their protection for longer periods, and indeed in some cases liberal
ization only begins after the agreement has been in effect for ten years. 
Both agreements also contain special agricultural safeguards. 

A similar agreement would create additional export opportunities for 
Indian farmers. Indian producers of dairy, sugar, rice, and other crops could 
all increase their exports. Import-competing sectors might have competitive 
problems, but for these there are precedents for long periods of transition. 
The agreement with Morocco keeps restrictions on some especially sensi
tive sectors for as long as 25 yearsY In NAFTA, Canada insisted on 
maintaining some of its agricultural protection, and in the recently signed 
U.S.-Australia ITA, sugar was actually exempted. 

The United States continues to subsidize farmers in ways that distort 
trade and production, and some argue that until these subsidies are 
removed, it will not be possible to include agriculture in an FT A. But it is 

27. For two poultry products, the agreement sets up two Moroccan tariff rate quotas 
(TRQs) under which out-of-quota tariffs would be eliminated over nineteen and twenty-five 
years, respectively. A nineteen-year TRQ has been created for U.S. exports of whole birds, 
and a twenty-five-year TRQ for exports of U.S. leg quarters, which are the two most sensi
tive products for Morocco, a U.S. official said. 
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important to understand that for the most part, American farm products that 
arc exported are sold at world prices. While farmers sometimes receive 
additional payments, these subsidies only affect the prices to the extent that 
they lower the world price. Studies suggest that U.S. payments do reduce 
world prices, but the effects are smaller thm) many discussions imply. For 
example, Bruce Gardener of the University ()f Maryland has estimated that 
the 2002 farm bill reduced world prices 6 Percent overall compared with 
the prices that would have been in place if the farm bill had not been 
enacted. The U.S. Economic Research Service has estimated price effects 
of 1.5 to 4 percent for grain and soybean anel up to 10 percent for cotton.28 

Thus for Indian farmers who are protectec/ with tariffs that are orders of 
magnitude larger than these effects, the challenge of adjusting to world 
agricultural prices is far greater than that of dealing with the marginal 
impact of U.S. subsidies. Nonetheless, both sides could make it clear that 
they would continue to apply the basic princi\)les of the WTO subsidies and 
countervail ins duties code to all trade. 29 A.sjde from export subsidies, 
which the code forbids, the code allows for gC)ods that have been subsidized 
to be traded unless they cause injury. Where: subsidies are injurious, each 
side would apply countervailing duties comlllensurate with the subsidies. 
This would serve to level the playing field. 

Services 

The free trade agreements the United States has recently negotiated include 
broad commitments to open services markets. They use a "negative list" 
approach, meaning that all service sectors aJ:e covered unless specifically 
excluded. Key services covered include audiovisual, telecommunications, 
computer and related services, distribution, Construction, and engineering. 
They generally include significant market ope.ning measures for opening up 
financial services such as banks, insurance, a.nd securities and for an open 
and competitive telecommunications market. These reforms would intro
duce new competitors and new ideas and technologies into India. 

The agreements also provide benefits for businesses wishing to supply 
cross-border services, for example, by electronic means as well as busi
nesses wishing to establish a presence locally. The secure market access 
that would be given to these dynamic Indian sectors would help stimulate 
investments by both Indian and foreign firm~;, India would also be able to 

28. These studies are cited by Hatbaway (2002). 
29. Under the FTAs signed by the United States, countries continue to apply their 

antidumping and countervailing duty laws. 
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secure greater access to visas (such as HI B) for supply of services in the 

United States. 
Many Indian service sectors remain closed, and an agreement would 

help open them to foreign competition and investment. In these cases, 
opening up to the United States does not give rise to trade diversion because 
there is no trade to start off with. Moreover, in sectors in which there 
already is a foreign presence, if regulations that curtail competition are 
lifted, all who compete will benefit. 

Regulatory Transparency 

The Moroccan agreement contains "strong and detailed disciplines" for 
regulatory transparency. Improving transparency in the Indian govern
mental regulatory system would be beneficial not only for U.S. exporters 
and firms but for all domestic and international firms subject to these 
regulations. 

Foreign Investment 

Foreign investors bring much-needed capital. The domestic rates of Indian 
investment, on the order of 23 percent of GDP, are not compatible with a 
growth rate on the oreler of 8 percent. In 1998, for example, the economies 
in the Asia Pacific Region as a whole, and China in particular, invested 37 
and 38 percent of GDP, respectively. A key priority therefore must be to 
stimulate domestic and foreign investment. 

The recent FTAs give U.S. investors, in almost all circumstances, the 
right to establish, acquire, and operate investments on an equal footing with 
local investors and investors from other countries. These rights are to be 
reinforced by a transparent, impartial procedure for dispute settlement. 30 

Similar rules changes resulting from a U.S.-India PTA could help India 
attract much-needed foreign direct investment. In response to the liberal
ization that has already taken place, foreign investment has increased in 

30. In its WTO accession agreement with the United States, with respect to foreign 
investment, "China agreed to eliminate export performance, local content and foreign 
exchange balancing requirements from its laws, regulations and other measures, and China 
also will not enforc:e the terms of any contracts imposing these requirements. China has 
also agreed that it will no longer condition importation or investment approvals on these 
requirements or on tequirements such as technology transfer and off~ets. China has further 
agreed that it will only impose, apply or enforce laws, regulations 01' other measures relat
ing to the transfer of technology that are not inconsistent with the TRIMs Agreement 
(or the TRIPS Agreement)." See http://ustr.gov/regions/china-hk-mongolia-taiwan/ 
accession.shtm!. 
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recent years, but its aggregate level is remarkably small. 31 Foreign investors 
have faced numerous discriminatory obstacles in addition to those that con
front Indian firms. A binding agreement and a permanent commitment to 
provide national treatment in most sectors could go a long way to eliminat
ing these disadvantages. With secure access to the U.S. market and an 
improved operating environment, India would begin to be viewed by U.S. 
firms as a far more attractive base for serving the world market. Hi:lving 
implemented such changes for U.S. investors, India could provide similar 
benefits to firms and investors ii'om other foreign countries. 

Governance 

The Moroccan agreement requires publication of laws and regulations gov
erning trade and investment, and publication of proposed regulations in 
advance to provide an opportunity for public comment. Governments agree 
to establish criminal penalties for bribery. Combating corruption is also an 
Indian priority. Again, success in this area would benefit both domestic and 
foreign participants in the economy. 

Government Procurement 

The agreement with Morocco imposes disciplines on most government pur
chases, including requiring national treatment of finDS for purchases in 
excess of certain monetary thresholds. In addition there are strong and trans
parent disciplines on procurement procedures, such as a timely and effective 
bid review process and requirements for advance public notice of purchases. 
By signing such an agreement, India would be able not only to rationalize its 
own public procurement system, but also to avoid the U.S. government's use 
of government procurement to discriminate against outsourced services. 

State-Owned Enterprises 

A crucial area for India's economic reforms relates to "public sector under
takings." The key challenge is to free these state-owned firms from being 
polltically accountable and allow them to operate on a commercial basis. 

31. The gross product of U.S. majority-owned foreign affiliates amounted to 0.1 percent 
of GDP in 1994 and 0.4 percent in 2001. According to its most recent survey, the U.S. 
Bureau of Economic Analysis (2003) reports that in 2001 U.S. firms had majority-owned 
foreign affiliates with assets of $33.4 billion in China and $13.5 billion in India, sales of 
$32.5 billion and $7.6 billion, net income of $1.8 billion and $265 million, respectively. The 
Chinese firms shipped $2.9 billion in exports to the United States, whereas India shipped 
only $140 million. The Chinese firms employed 273,000; the Indian firms, 77,000. 
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Privatization is one way to do this, but even in the absence of a change in 
ownership, these enterprises need to be transfonned.32 A commitment to do 
this could readily be introduced into the FTA. When the United States 
negotiated the agreement for China's accession to the WTO, for example, 
it was forced to deal with the extensive role played by state-owned enter
prises in that economy. Accordingly, in its accession agreement, China 
agreed that laws, regulations, and other measures relating to the purchase 
and commercial sale and production of goods or supply of services for 
commercial sale by state-owned (and state-invcsted) enterprises or for use 
in nongovernmental purposes would be subject to WTO rules. China also 
agreed that "state-owned enterprises must make purchases and sales bascd 
solely on commercial considerations, such as price, quality, marketability, 
and availability, and that the government will not influence the commercial 
decisions of state-owned enterprises."3] 

Standards 

The recently negotiated FT As include provisions for technical standards 
and sanitary and phytosanitary standards (SPS). Developing countries 
often view such standards as creating barriers to their expOlts. But for the 
most part, meeting such standards is a prerequisite for international com
petitiveness since developed countries will not relax them for imports. 
International experience also suggests that deep integration agreements can 
provide opportunities for major improvements in standards and product 
quality. Mexico, for example, has been extremely successful in using 
NAFT A to its advantage in raising domestic standards and improving reg
ulation. Sen emphasizes the extent to which the trilateral Free Trade Com
mission formed as a result of NAFT A and various other NAFT A 
committees adopted a problem-solving approach to regulatory issues, obvi
ating the need for using dispute settlement mechanisms. NAFT A estab
lished an SPS committee along with nine technical working groups and a 
Committee on Standards-Related Measures with associated subcommittees 
that meet regularly to discuss implementation issues. "The mechanism, 
which has a strong problem-solving ethos, works to support improving the 
application of SPS provisions and in reducing regulatory discretion," Sen 
wrote. 34 Similarly, as Salazar-Xirinachs and Granados note, "NAFTA's 
environmental institutions have been partly responsible for the deepening 

32. According to Ahluwalia (2002), privatization is essential because "autonomous com
mercial operation in the Indian political and bureaucratic culture does not seem possible." 

33. See http://ustr.gov/regions/china-hk-mongolia-taiwan/accession.shlml. 
34. Sen (2002). 
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level of tcchnical cooperation on environmental protection between the 
U.S. and Mexico."35 

Intellectual Property 

The recent agreements require protection for trademarks, copyrights, and 
patents and call for strict enforcement of these provisions including crimi
nalizing end-user piracy and providing for both statutory and actual dam
ages under law. Governments commit to using only legitimate computer 
software. Some of these provisions would go further than the WTO TRIPS 
and could increasc Indian obligations in a controversial area that does not 
necessarily accord with Indian interests or enforcement capabilities. 

Labor and Environment 

There are many misconceptions about what the labor and environmental 
provisions of a free trade agreement would include. It is important to 
emphasize first that none of the agreements signed by the United States 
require adherence to specific environmental and labor standards. 36 Instead, 
while the agreements generally commit countries to "strive to" promote 
core workers' fights and protect the environment, the emphasis is placed 011 

each government enforcing its own domestic environmental and labor laws 
and on not weakening environmental laws or reducing domestic labor pro
tections in order to encourage trade or investment.37 

Moreover when it comes to enforcement, the agreements stress that "the 
parties retain the right to make decisions regarding the allocation of 
resources to enforcement with respect to labor (or environmental) matters 
determined to have higher priorities."3R To be sure, these obligations are 
backed by the agreements' dispute settlement procedures, and cases can be 
brought where enforcement failures affect trade.39 If one party is found 
guilty of such infractions and fails to come into compliance, however, the 

35. Salazar-Xirinachs and Granados (2004, p. 255). 
36. The Singapore agreement, for example, states that each party "shall strive to ensure" 

that its labor laws are enforced and consistent with the right of association, the right to orga
nize and bargain collectively, the prohibition on forced labor, a minimum age of employ
ment, and acceptable work conditions. 

37. The CAFTA states, for example, that "a Party shall not fail to effectively enforce its 
labor laws, through a sustained or recurring course of action or inaction, in a manner affect
ing trade between the parties." Article 16.2. Par I (a). 

38. CAFTA Chapter 16, Article 16.21 (b). 
39. The Singapore agreement requires each party to "not fail to effectively enforce its 

environmental laws, through a sustained or reclIlTing course of action or inaction, in a man
ner affecting trade between the Parties .... " 
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other side may not be entitled to retaliate using trade protection. In the 
CAFT A agreement, for example, a country found to be in violation of its 
enforcement obligations can be subject to a monetary assessment, but the 
assessment cannot exceed $15 million and the funds are not necessarily 
paid to the other party but may instead be used to help improve compliance. 

The introduction of labor and environmental standards into trade agree
ments is extremely controversial. Basic principles of fiscal federalism indi
cate that the scope of governance should match the scope of the problem 
and thus that national rather than international rules are best suited to deal 
with environmental problems that are confined to one nation. This is par
ticularly important when countries at very different levels of economic 
development might wish to make very different choices regarding stan
dards and rules:10 Efforts to harmonize or raise such standards could 
unfairly penalize poor countries with limited means. Moreover, even when 
environmental problems are international or global in scope, they are bct
ter dealt with through explicit environmental agreements, such as the 
Kyoto Protocols, rather than through trade agreements. Similarly, labor 
standards are better determined nationally, particularly when these stan
dards only affect domestic workers. Some standards, of course, are so fun
damental that they should be matters of international concern, for example, 
those that relate to genocide, and it may be better to deal with core labor 
standards through the International Labor Organization rather than through 
the WTO. 

Nonetheless, there is political support in the United States for introduc
ing labor and environmental rules into bilateral trade agreements. Given 
these pressures, the particular formulation described above has some 
vittues. First, it encourages but does not require adherence to specific envi
ronmental or labor standards and therefore accommodates diverse national 
circumstances. Second, it allows action when a signatory fails to enforce 
the standards but only when nonenforcement affects trade, and it provides 
countries with room to argue that they have limited resources and that they 
place different priorities on their enforcement efforts. Third, in the event of 
a breach, it does not lead to trade sanctions and should therefore not 
become a disguised form of protectionism. Fourth, thc monetary assess
ments are capped and not necessarily paid to the complaining country. 
Finally, there are usually provisions for cooperation and aid to help improve 

40. Ironically, according to Srinivasan and Teudulkar (2003, p. 124), "PC Mahalanobis, 
the architect of India's development strategy poiuted out long ago that India's labor laws 
imitated those in advanced industrial countries and were out of tune with Indian labor mar
ket realities." 
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domestic enforcement capacity. On balance, therefore, the costs of signing 
such an agreement are unlikely to be large, and it could help win political 
support ti"om (and provide cover for) members of Congress with strong 
labor and environmental constituencies. 

Even this partial listing of the essential elements of an FTA with the 
United States makes clear that India could use an agreement to bolster and 
accelerate many dimensions of economic reform. These include tariffs, 
taxes, agriculture, foreign investment, government procurement, regula
tory policy, competition policy, and public sector enterprises. In addition, 
however, India would probably have to accept obligations regarding intel
lectual property, labor, and environmental standards that it might not 
welcome. These obligations, however, are likely to relate primarily to 
enforcement, not to specific rules, and in the event of breach would not give 
rise to trade sanctions. 

We close with two words of caution. The first relates to the importance 
of complementary action. Signing a trade agreement is not sufficient to 
ensure that the institutions that are necessary to capitalize on reform will be 
in place. An agreement can provide an opportunity and stimulus, but 
domestic policy must follow through. In fact, a failure to do so could lead 
to conditions that are worse than they were before the agreement was 
reached. Thus an agreement to place public sector undertakings on a com
mercial basis must be accompanied by the creation of appropriate institu
tions and policies to regulate and police competition; an agreement to 
eliminate small-scale reservations must be accompanied by programs to 
help small producers become more competitive; an agreement to eliminate 
or reduce tariffs must be coupled with the implementation of offsetting 
taxes. Enactment of all these accompanying measures will take time and 
require financial, political, and intellectual resources. Absent these types of 
responses, the agreement is unlikely to be implemented effectively. 
Accordingly, the use of trade agreements as an instrument for reform 
requires particular preconditions and may not be appropriate for all coun
tries. Even if most of the changes called for in an FT A with the United 
States are desirable, a crucial issue is whether an agreement requires these 
changes at the appropriate time. In particular, is sufficient time given to 
adequately prepare for the required changes. Sometimes, as they say, a klck 
in the pants gets you going-at other times, it just hurts. 

The second type of complementary action that is crucial relates to 
extending the benefits accorded to the United States to other foreigners. In 
a free trade agreement, nothing constrains India ii'om avoiding excessive 
dependence on the United States by additional liberalization. A U.S.-India 
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FTA should be but one component of a broader strategy to immerse India 
in the global economy. Opening to the United States should be accompa
nied by similar measures both unilaterally and through negotiations with 

other countries. 
This second note of caution comes back to the basic issue. Trade agree

ments may provide benefits, but they also entail constraints on domestic 
policy action. Only if there is sufficient overlap with the measures India 
needs to take anyway will an FT A be beneficial. 

FTA \is. WTO: Which Is a Better Commitment Mechanism 
for Indian Reforms? 

"It has been claimed that contemporary RTAs [regional trade agreements} 
provide benefits from deeper integration such as greater national security, 
greater bargaining power in international negotiations, and the possibility 
of locking in domestic reforms by invoking commitments undertaken in an 
RTA. However, no convincing case or evidence has been offered why pref

erential trading is a prerequisite for these benefits . ... 
The argument that preferential liberalization on a discriminatOlY 

regional basis and non-discriminatory multilateralliberalizatioJ1 are rein
forcing is utterly (un)[ sic} convincing. " 

T. N. Srinivasan and Suresh Tendulkar 

In this section, we dispute these claims. The outcome of the Doha Round 
could improve Indian access to foreign markets, but it may not be particu
larly effective in helping India reduce its domestic trade and investment 
ban-iers or in promoting domestic structural reforms. India's bound rates, 
that is, the tariffs ceilings to which it is legally committed, at the WTO are 
so high that they do not constrain its policies. Even a very successful Doha 
Round would not require much additional liberalization on India's part. 
With investment and competition policy apparently off the table, additional 
opportunities for spurring reform are limited. India could, and should, 
make bold offers to secure the elimination of tariffs on and the free flow of 
IT services. But thus far in the talks, it has emphasized reductions in agri
cultural subsidies, and in any case, as just one of 148 participants, India 
cannot exert a dominant influence on a WTO agreement. 

Those who argue for an exclusive reliance on multilateral liberalization 
often compare actual free trade agreements with an idealized version of 
multilateral liberalization. To be fair, however, today's FTAs should be 
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compared with today's liberalization through the WTO in the Doha Round. 
This is important, because such a comparison highlights the serious possi
bility that even with a successful round, multilateral liberalization will 
almost surely remain incomplete. Indeed, a country like India might 110t 

have to undertake any additional liberalization at all! 
The multilateral system has enjoyed considerable success in reducing 

trade barriers. In the late 1940s the world was fragmented by tariff and 
nontariff barriers; by the end of the Uruguay Round in 1994, the applied 
and bound tariff rates of the industrial economies were just 2.6 and 3.7 per
cent, respectively.41 However, liberalization has been slow and undertaken 
in relatively small steps.42 The Kennedy (1963-67), Tokyo (1973-79), and 
Uruguay Rounds (1986-94) took successively longer to complete, and 
they achieved average tariff reductions of just 35, 33, and 33 percent, 
respectively.43 

On the basis of this record, it is reasonable to expect that the Doha 
Round negotiations, which began in 2001, could be protracted and in the 
end again reduce average tariffs by about a third. It is also striking that 
while GATT and the WTO have brought average tariffs down, many devel
oped countries maintain high tariff peaks for certain products, while many 
developing countries retain substantial protection. 

These outcomes are the predictable consequences of the way the multi
lateral system works. In particular, negotiations reflect the ability of coun
tries to win concessions from each other by agreeing to reduce barriers on 
a reciprocal basis.44 Once concessions are made, they are extended under 
the most-favored-nation (MFN) principle to all members unconditionally. 
This has the great virtue of nondiscrimination between members, and it 
leverages the strengths of the powerful to provide benefits for all. But in a 
system in which participants view opening markets as a concession, it also 
creates an incentive for free riding.45 

A key notion in the WTO system is that concessions are made on a re
ciprocal basis.46 What exactly does "reciprocity" mean? According to Kyle 

41. Laird (2002, p. 98). 
42. As Robert Staiger (1995, p. 1528) observes "A striking feature of the multilateral 

trade liberalization that has occurred since 1947 is just how long it has taken." 
43. Hoekman and Kostecki (2001, p. 101). 
44. For an extensive consideration of the role of concessions and reciprocity in the 

WTO, see Lawrence (2003). 
45. Caplin and Krishna (1988) formally illustrate this problem. 
46. Kenneth Dam (1970, pp. 58, 59) recalls that the Havana Charter, the precedent to 

the GAIT, emphasized that "no Member shall be required to grant unilateral concessions." 
He later notes: "From the formal legal principle that a country need make concessions only 
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Bagwell and Robert Staiger, "the principle of reciprocity in GATT refers to 
the 'ideal' of mutual changes in trade policy that bring about changes in the 
volume of each country's imports that are of equal value to changes in the 
volume of each country's exports."47 Although it is nowhere defined explic
itly, implicitly reciprocity in the WTO is used in a specific sense. WTO 
members are not required to rcmove their trade barriers completely, nor are 
they generally required to have the same tariff levels, either on average or 
for the most part, on specific commodities. Instead, as a result of each nego
tiation, members are expected to give, in value, the same new trading 
opportunities as they receive. This is a system based on what Jagdish Bhag

wati has termed "first difference" reciprocity. 
However, full reciprocity is not required of deVeloping countries. 

They are provided with "special and differential treatment." The GATT 
states that the "developed contracting parties do not expect reciprocity 
for commitments made by them in trade negotiations to reduce or 
remove tariff and other barriers to the trade of less-developed contract
ing partners. "4S 

The combination of special and differential treatment and MFN status 
creates a velY permissive system for developing countries. Under MFN 
they obtain market access automatically, but they remain free to keep their 
own barriers high. For most of the postwar period, India with its very high 
domestic tariffs was a perfect example. 

The predictable result of combining a system based on negotiating 
power with special and differential treatment is that the barriers that remain 
today-particularly those in labor-intensive manufacturing and agricul
ture-happen to be highest in sectors that are of particular interest to devel
oping countries. As the saying goes, "You don't get what you deserve, you 
get what you negotiate," and because developing countries have smaller 
markets and incentives not to reciprocate, protection in developed countries 
remains higher on the products developing countries are particularly inter
ested in exporting. 

Consider the U.S. and Indian perspectives on the Doha negotiations on 
Non-Agricultural Market Access (NAMA). For the United States, whose 
tariff levels are for the most part very low (see the simulations below), the 

when other contracting parties offer reciprocal concessions considered to be mutually 
advantageous has been derived the informal principle that exchanges of concessions must 
entail reciprocity." Thus while the GATT does not formally require that negotiations 
produce balanced concessions, it is implicitly assumed that they have done so. 

47. Bagwell and Staiger (2000, p. 37). 
48. GATT Article XXXVi.S 
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principle of "first difference" reciprocity is now a problem, since it could 
leave the United States without anything to bargain with. The United 
States has therefore offered to eliminate all its remaining tariffs on non
agricultural products, but only if other countries do the same (although 
with different phaseout periods for developing countries). For other WTO 
members, however, this offer violates the principle of (first difference) 
reciprocity; in addition, from the viewpoint of developing countries, it also 
violates the provisions for special and differential treatment.49 As a result, 
developing countries are likely to reject the U.S. offer and propose some
thing less radical. In response, the United States will seek to keep some of 
its tariffs. 

The result is that if the Doha Round is concluded successfully, it will 
probably reach a NAMA agreement that looks like the previous rounds. On 
the basis of the three previous WTO agreements, we should expect that a 
successful Doha Round will succeed in persuading countries to agree to 
an average cut in tariffs of around 33 percent, with developing countries 
agreeing to reductions that are about two-thirds that average, or around 
22 percent. A more ambitious 45 percent reduction overall would result in 
30 percent average reductions by developing countries. 

So how much additional liberalization would such an agreement 
require from a country like India? Not much. Perhaps not any at all. The 
parameters of any agreement would relate not to the rates that India actu
ally applies now but to those that it has bound. According to WTO esti
mates, by 2005, India's bound average tariff rate will be 50.6 percent, 
with an average of 115.7 percent on agricultural and 37.7 percent on 
nonagricultural products. 5o Compare these average bound rates with 
Indian applied rates averaging 32.3 percent in 2002.51 India could thus 
simply bind its current applied rates today and take credit for a 36 percent 
reduction. But it is unlikely to do this because it would entail an unrecip
rocated concession. Moreover, if the developed countries were willing to 
provide only a 33 percent reduction, a 36 percent reduction by India 
would be incompatible with special and differential treatment. The result 

49. According to Laird and others (2003), the Quad countries (Canada, European 
Union, Japan, and the Unitcd States) agreed in the Uruguay Round to ten "zero-for-zero" 
initiatives (beer, brown spirits, pulp and paper, furniture, pharmaceuticals, steel, construc
tion equipment, medical equipment, agricultural equipment, and toys) and one "harmoniza
tion" initiative-chemical products. After the Uruguay Round, the Information Technology 
Agreement (ITA) used a zero-for-zero approach, by which a critical mass of countries 
agreed to reduce all tariffs to zero on the selected range of products. 

50. WTO (2002). 
51. WTO (2002, p. 31). 
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is that in response to a 33 percent average reduction by developed coun
tries, India's bound rates would be more likely to fall by 22 percent to 44 
percent. They would remain far out of line with applied rates that are 
actually scheduled to be between 10 and 20 percent for nonagricultural 
products by 2005. 

Suppose India wanted to use the WTO to really lock in its tariff reduc
tions. India would have to propose (or at least accept) a variant of the U.S. 
proposal and agree to eliminate all (or almost all) tariff b::U'l'iers by a date 
certain. To be sure, in this case, the WTO would become a far more effec
tive lock-in mechanism than an FT A. But consider the implications. Either 
all developed countries and most developing countries would have to make 
similar commitments, or India would find itself in the same position as the 
United States-it would have eliminated all its bargaining chips without 
ensUling that others had removed all their tariffs. There may be no harm, 
and considerable benefit, to India for making such a proposal, but its accep
tance certainly should not be counted UpOll. 

The current WTO system generally stands in the way of a developing 
country snch as India using WTO agreements to bring about really mean
ingful liberalization. At the time of accession, when countries such as 
China have to obtain the agreement of all other members, countries have 
been forced to make commitments that go further than commitments made 
by existing members at similar stages of development. The United States, 
for example, refused generally to treat China as a developing country and 
insisted that it join on commercial terms. This allowed China to use the 
WTO as a device for committing to major reforms. 

For those that already have membership, therefore, the leniency embod
ied in special and differential treatment seriously undermines the use of the 
WTO as a mechanism for mobilizing the support of export interests for 
trade liberalization. It is hard to rally export interests to support liberaliza
tion in the context of a WTO agreement unless one can argue that the lib
eralization is required to receive the market access benefits others are 
offering. To be sure, India could simply announce that it was willing to bind 
its tariffs at the new applied rates. But again, politically, this would be a 
hard sell within India, where it would be seen as giving up something for 
nothing. 

One response would be to try to remedy the problems with the WTO 
system, by eliminating the principle of special and differential treatment 
or requiring developing countries to bind their applied rates. But this is 
not politically feasible, and in any case, not desirable for countries that 
are simply not ready to make such commitments. Even if it felt capable 
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of undertaking such commitments for itself, India would feel the need to 
protect other developing countries that are not ready to make similar 
concessions. 

How about investment? India could certainly be more forthcoming in 
liberalizing services investment by making offers under GATS (General 
Agreement on Trade in Services) mode 3, which relates to services requir
ing the establishment of firms in the foreign market, presumably in return 
for liberalization by others under modes 1 and 4, which relate to cross-bor
der services and those requiring labor in the foreign market, respectively. 
But such liberalization would apply only to certain sectors in services. A 
more comprehensive commitment to foreign investment through the WTO 
does not seem possible because efforts at Cancun appear to have succeeded 
in keeping investment and competition off the agenda. 

The argument here should not be misinterpreted. India's participation in 
the WTO makes eminent sense. India derives considerable benefit from a 
trading system based on the mle of law. Moreover, its unilateralliberaliza
tion places it in a strong position to play an active role in moving the global 
talks forward. In addition, there is considerable merit for an organization 
with a membership as diverse as the WTO to focus heavily on market 
access andmles that outlaw discrimination against foreign goods and ser
vices. Other international institutions with more select membership may be 
better suited to deal with deeper integration relating to issues such as labor 
standards, the environment, and competition policy. At the same time, 
however, there is merit in allowing those countries that are prepared to 
make binding commitments in such areas to negotiate bilateral or plurilat
eral agreements. 

By contrast to the WTO's special and differential treatment, the FTAs 
signed by the United States are based on full reciprocity. Special and dif
ferential treatment comes into play only in the length of time required for the 
agreement to be phased in and not the nature of 'the commitments assumed 
by each side. FT As provide considerable incentives for the support of export 
interests. For exporters, the carrot is not simply being able to compete free 
of tariff hindrance against firms in the partner country, but also gaining pref
erential access to that foreign market and thus an advantage over firms out
side the agreement. The connection between liberalization at home and 
foreign market access is more diffused at the WTO. It depends not only 
on the actions India takes but also upon those undertaken by the other 
147 members of the organization. In a bilateral FT A, the links are direct. 

In addition, because they have more comprehensive coverage than the 
WTO, these FT As provide greater scope for locking in policies that are not 



100 INDIA POLICY FORUM, 2004 

covered in WTO agreements. This more comprehensive coverage may also 
facilitate agreements. Broad agendas may help to create winners on both 

sides.52 

The FTAs' deeper integration gives them advantages in signaling 
changes in policy direction. This applies particularly to investment. Mex
ico was spectacularly successful in using its partnership in NAFTA to 
attract foreign direct investment. India's willingness to sign a binding 
agreement with the United States would likewise send a powerful signal 

that it was really open for business. 
How would a ti'ee trade agreement with the United States affect India's 

ability and willingness to bargain for reciprocal liberalization through other 
FT As and at the WTO? Let us deal with ability first and Willingness second. 

A U.S.-India PTA would surely make India a more attractivc ncgotiat
ing partner for third countries. The need to remain competitive with U.S. 
products, services, and investment in India would motivate others to sign 
similar agreements. Thus the FT A would broaden participation in global 
integration. It is not a coincidence, for example, that, in the aftennath of 
NAFT A, Mexico has been able to conclude a large number of FT As with 
other nations. The EU, for example, has been eager to eliminate the advan
tage given to U.S. products by NAFTA and in return has provided Mexican 
exports with preferential access to its markets. Both the EU and Japan 
would seek to emulate the U.S.-India agreement. 

To bargain effectively in complex negotiations, parties need to tread a 
fine line between being too eager or too reluctant to conclude a deal. If the 
other side believes you are very eager, it will take advantage and offer you 
little; if it believes you are very reluctant, it may also be unwilling to make 
its best offer, particularly if that offer could be politically costly. India cur
rently has a reputation for being extremely reluctant to make concessions 
at the WTO, partly because of its long history of protectionist policies. Indi
cating a willingness to sign an agreement with the United States would 
change these perceptions. Indications that India was also prepared to make 
reciprocal concessions in the WTO would be taken far more seriously. At 
the same time, hints that India was not totally dependent on the WTO and 
had bilateral options as well could also improve its bargaining ability. India 

52. To be sure, the greater diversity of WTO memhership may offset this advantage. 
Just as money is superior to barter because it does not require the double coincidcnce of 
wants, so the diversity of WTO membership may make it possible to find deals when two 
countries alone cannot. B might want something from A but have nothing to give in retul'Il. 
But B might have something C wants and C might have something A wants. Thus a deal can 
be struck between the three of them (A gives to B, B gives to C, and C gives to A) when 
bilaterally no trade is possible. 
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could then credibly challenge developed countries to improve their own 
offers dramatically by suggesting, on a contingent basis, its willingness to 
engage in extensive multilateral liberalization of its own. 53 

Moreover, U.S. negotiators would see an FTA with India as the jewel in 
their crown. It would represent the major achievement in the current policy 
of competitive liberalization. A free trade agreement with India would have 
important strategic benefits for the United States. This fact would 
strengthen India's hand in its bilateral negotiations with the United States. 
Although the United States already has agreements with a large number of 
countries, many of them are very small and of little strategic importance. 
This would not be true of India. An FT A with India would put considerable 
pressure on other countries to try to regain their relative positions, either by 
negotiating similar agreements with the United States or by supporting 
more extensive liberalization at the WTO. 

But would entering into a bilateral agreement make either India or the 
United States more reluctant to liberalize multilaterally or unilaterally? The 
beauty of an FT A-as opposed to a customs union-is that India would 
retain control of its trade policy. Nothing could stop India from extending 
its commitments to the United States to other countries. India could unilat
erally eliminate the trade-diverting aspects of rules of origin and preferen
tial tariffs. Similarly, having made its environment more attractive for 
foreign investors from the United States, India could simply give similar 
treatment to investors from other countries. Some Americans might try to 
object to the dilution of their preferences, but the United States has put no 
pressure on its other FT A partners to avoid other agreements, as the large 
number of free trade agreements Mexico has signed illustrates. 

Preferential access to the U.S. market could make India less eager for the 
United States to reduce its MFN textiles tariffs. India might be less willing 
to provide the United States with concessions at the WTO in order to pre
serve its privileged access. There were rumors, for example, that the Com
mon Agricultural Policy (CAP) countries, motivated by the desire to keep 
their preferences, used their opposition to the Singapore issues (that is, 
competition, investment, transparency in government procurement and 
trade facilitation) to prevent success at Cancun. This kind of behavior 
might nonetheless be in India's interest even if it did have negative impli
cations for the system. 

In this section, we have challenged the idea that an FT A with the United 
States has no particular advantage over Indian liberalization at the WTO. 

53. Mattoo and Subramanian (2003). 
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On the contrary, we have pointed out that features such as special and dif
ferential treatment and MFN status have led to a situation in which India's 
commitments at the WTO are not particularly relevant for its domestic lib
eralization. In addition, areas such as investment and competition are not 
on the WTO agenda. As a result, India's ability to use the need for recipro
cal concessions to mobilize domestic political support for liberalization and 
reform has been weakened. By contrast, a free trade agreement with the 
United States would require virtually complete elimination of barriers and 
much deeper international integration. As sLlch, it would be more effective 
as a mechanism for mustering domestic support. 

There is, however, no reason why India should have to choose between 
these approaches. They can be used in a complementary manner to rein
force one another. Deeper integration can be achieved through the FT A 
route, but at the same time, India could be more forthcoming in the Doha 
Round. Both these approaches are quite compatible with additional unilat
eralliberalization. As we show in the next section, for India an even better 
outcome than eventually eliminating its barriers at home would be simulta
neously to have no domestic barriers and preferential access to foreign 

markets. 

Comparative Static ami Dynamic Considerations 

"In ourjudgment the discriminatory and trade-diverting aspects ofpf'(~fer
ential trading arrangements, regardless of whether they are open or /lot, 
far outweigh any benefits to be reaped. " 

T. N. Srinivasan and S. D. Tenclulkar 

Again, this section challenges the skeptical voices quoted above. The tra
ditional thinking about preferential trading arrangements is often couched 
in Viner's terms of "trade creation" and "trade diversion.".14 While these 
terms are somewhat imprecise, they do convey the basic idea that compared 
with multilateral free trade, preferential trading arrangements are some
thing of a mixed bag. Under competitive market conditions, full free trade 
creates a market in which price signals lead to an efficient allocation of 
resources. By contrast, with a preferential system, prices do not necessarily 
give the right signals, because they are influenced by the barriers that 

54. Viner (1950). Trade diversion and creation refer to the impact on production, but as 
Lipsey (1957) showed. if the consumption benefits are sufficiently large, welfare may be 
improved even when trade is diverted. 
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remain on outsiders. The result is that, a priori. a preferential trade arrange
ment's impact on welfare is ambiguous: it could improve welfare by pro
viding the participants with production and consumption gains attributable 
to reducing tariff distortions; it could also reduce welfare by inducing 
members to buy from less-efficient suppliers in partner countries rather 
than from outsiders. Considerable theoretical effort has gone into estab
lishing criteria for predicting the characteristics that make partners suitable 
for preferential arrangements. For example, Lipsey argued that preferential 
systems are likely to be beneficial if the partners initially accounted for a 
large share of each other's imports.55 But in the final analysis, in most cases, 
a definitive answer requires an explicit empirical investigation. 

In reality, moreover, markets are not perfectly competitive and firms are 
not all subject to constant returns to scale. Indeed, imperfect competition 
and scale economies are quite common. In these circumstances, estimating 
the impact of trade liberalization becomes even more complicated. There 
are additiDnal changes brDught abDut by changes 1n compethi:ve condltiDm>, 
scale economies, and the number of product varieties that need to be incor
porated. These features make the theoretical effects of removing trade bar
riers (both preferentially and multilaterally) ambiguous and again indicate 
that empirical evaluation is required. Indeed, empirical studies incorporat
ing these considerations suggest that the welfare effects of a preferential 
trade arrangement can be many times larger that those considering only 
competitive effects.5(, 

Despite this basic ambiguity, many economists who m'e predisposed to 
free trade oppose preferential systems and advocate exclusive reliance on 
nondiscriminatory liberalization. In India's case, for example, the quote 
from Srinivasan and Tendulkar at the start of this section and the writings 
of Panagariya (see his paper in this volume) reflect the view that preferen
tial trade arrangements are undesirable, particularly because of the dangers 
of trade diversion. But for the most part, their views are based on theoreti
cal and a priori reasoning rather than detailed empirical analysis. 

Forswearing preferential trade arrangements under all circumstances 
may not be the wisest advice. Three sets of considerations merit attention. 
First, how does a specific agreement affect welfare? As noted, this question 
requires a detailed empirical investigation. Second, what additional poli
cies will the country take? Countries may have the ability to combine their 
membership in preferential arrangements with additional liberalization. 
For example, if trade diversion is a problem, a country that participates in 

55. Lipsey (1957). 
56. See Baldwin and Venables (1995). 
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a free trade agreement (rather than a customs union) could lower its exter
nal tariffs on the products where there is trade diversion and end up only 
with trade creation. MoreoverJor a small countly, even better than having 
no trade barriers is having no barriers along with preferential access to all 
other markets. 57 This makes the country a hub, and its preferential partners 
all spokes. 58 Thus complementing full free trade at home with untrammeled 
access to the rest of the world is surely the best of all worlds. (In fact, this 
may well be the o~jective of Singapore's drive to conclude FTAs with 
almost every country it can find, even though it is almost completely open.) 
Third, what are other countries doing? The appropriate policy on member
ship in preferential trade arrangements is surely not independent of the 
actions of other countries. If the trading system breaks up into trading 
blocks, or if their most important competitors gain preferential access to 
major markets, countries may be better off seeking refuge in one or more 
blocks, rather than trying to go it alone. 

In this section, we explore these considerations to understand the impact 
of a free trade agreement between India and the United States. We provide 
several simulations, using the NCAER-University of Michigan computable 
general equilibrium model of world production and trade (see appendix). 
Our purpose is not to provide an estimate of the aggregate benefits of an 
FT A that takes into account the gains that would result from improved 
resource allocation attributable to removing tariffs on goods, liberalizing 
and securing trade in services, enhancing foreign direct investment, and 
bolstering Indian domestic reforms. 59 Instead, our purpose is the more mod
est one of considering the liberalization of trade in goods, precisely because 
this issue appears to be the major concern of FT A critics. 

The model, described in detail in the appendix, is designed to capture the 
long-run impact of an agreement. It is a real model that holds employment 
and the trade balance constant. It therefore captures not only the initial 
impact of the FT A on trade and employment but the additional adjustments 
that would be required to restore equilibrium. For example, the initial 

57. Kowalcyk (2000). 
58. Cooper and Massell (1965) said that for a small country, unilateral tariff reduction 

was always preferable to joining a customs union since trade creation alone was better than 
trade creation combined with some diversion. But the simplicity of this argument is 
destroyed once intrallnion terms of trade effects are allowed for, even when the assumption 
of a union of small countries is retained. "If A unilaterally reduced its tariffs ... it would 
avoid the trade diversion loss, but would forgo the gain to be had from B reducing its tar
iffs. When they reciprocally reduce tariffs, the intra-union terms of trade may turn in favor 
of A and, in spite of the trade diversion loss, joining a union may then be better for A than 
unilateral tariff reduction by it" (Corden1984, p. 121). 

59. Chadha and others (2003). 



Robert Z. Lawrence and Rajesh Chadha 105 

impact of removing U.S. and Indian tariffs could be to leave India with a 
trade deficit. Additional shifts in the relative price of Indian products could 
then be required to increase Indian exports or reduce imports (or both) to 
restore the trade balance to its original position. Likewise the agreement 
could increase or decrease the aggregate demand for labor, requiring wage 
and employment adjustments to restore labor market equilibrium. Because 
it is based on full employment and a constant capital stock, the real income 
changes captured by the model reflect the effects of resource allocation 
rather than changes in the aggregate level of inputs. 

It should be emphasized, therefore, that the simulations reported here 
relate only to the removal of barriers to trade in goods. Including services 
and investment would lead to far larger numbers and indicate large bene
fits. Nonetheless, since the problem of trade diversion is likely to be mainly, 
although not exclusively, an issue relating to goods trade, the simulations 
do provide some useful insights on this question. 

We first simulate a free trade agreement between India and the United 
States. We then consider how the impact of such an agreement would be 
affected if in addition to the PTA, India, the United States, or both removed 
their remaining barriers. We also present scenarios that allow us to compare 
the U.S.-India PTA with unilateral liberalization by India, unilateralliber
alization by the United States, and multilateral global liberalization. 

Finally, we consider the PTA as a response to regional blocks. We sim
ulate the breakup of the world trade system into three large regional trad
ing blocks; and in this world explore the effects of a U.S.-India PTA, Indian 
membership in the Asian block, and Indian unilateral liberalization. 

Results of Liberalization under an FTA 

As reported in table 1, trade between India and the United States is rela
tively small and fairly concentrated. In 2002-03 almost 30 percent of 
Indian exports to the United States were cut gems and 17 percent were 
cotton textiles and apparel. Indian imports fi'om the United States were con
centrated in electronic goods (23 percent), transportation equipment 
(12 percent), and nonelectrical machinery (11 percent). 

As table 2 shows, a free trade agreement between India and the United 
States would confer benefits to both sides. Indian welfare improves by 
$2.4 billion (0.61 percent of GDP) and the United States' by $3.3 billion 
(0.04 percent of GDP). These effects may appear small relative to the 
incomes of both countries, but the gains are significant given the value of 
trade (see table 1). Although the model does not provide a separate esti-



TABLE 1. India-U.S. Trade,2002-03 

India's exports to U.S. Millions of U.S. $ Share (percent) India's imports from U.S. Millions of U.S. $ Share (percent) 

All commodities 10,883.76 100.00 All commodities 4,429.00 100.00 
Gems and jewelry 3,251.72 29.9 Electronic goods 1,004.89 22.7 
Readymade garments of cotton 1,267.22 11.6 Transportation equipment 530.07 12.0 

including accessories 
Cotton yarn fabric, madeups 602.47 5.5 Nonelectrical machinery 470.99 10.6 
Drugs, pharmaceuticals and fine 419.18 3.9 Professional instruments, optical 243.79 5.5 

chemicals goods 
Manufacturers of metals 413.56 3.80 Organic chemicals 213.76 4.8 
Marine products 386.51 3.6 Pearls, precious and semiprecious 167.74 3.8 

stones 
Handicrafts excluding handmade 298.77 2.8 Chemical material and products 125.60 2.8 

carpets 
Electronic goods 262.55 2.4 Pulp and waste paper 113.44 2.6 
Readymade garments of man-made 254.21 2.3 Artificial resins, plastic materials 105.74 2.4 

fibers 
Machinery and instruments 253.29 2.3 Electrical machinery 82.45 1.9 
Primary and semifinished iron 238.77 2.2 Metaliferrous ores and metal scrap 70.94 1.6 

and steel 
Cashew 222.76 2.0 Computer software 69.38 1.6 
Carpets, handmade 195.45 1.8 Cotton, raw and waste 68.50 1.5 
Transportation equipment 187.61 1.7 Manufactures of metals 62.84 1.4 
Plastic and linoleum products 131.44 1.2 Vegetable oils (edible) 53.88 1.2 

Source: Centre for Monitoring Indian Economy, Foreign Trade and Balance of Payments, various issues. 
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r A IS l E 2. liberalization Simlliations 
Millions of U.S. $ 

Type of liberalization India 

India unilateral 4,882 
2 U.S. unilateral 696 
3 U.S.-India free trade agreement 2,429 
4 Multilateral 7,832 
5 1 + 3 5,890 

Impact on 

United States Rest of world 

4,171 19,471 
6,655 22,664 
3,296 -108 

44,567 422,823 
5,149 18,351 

mate of the negative impact of trade diversion associated with a free trade 
agreement between the United States and India, it does suggest that what
ever these effects may be, they are more than off~'et by trade creation and 
the other benefits such as scale economies and the increased competition 
that the agreement would induce. 

The impact of the FT A on the rest of the world is relatively small, and 
trade diversion appears to be minimal for other countries. Welfare in the 
rest of the world declines by just $108 million. By contrast, Indian imports 
rise by $1.5 billion and U.S. imports by $1.7 billion. All told, the scenario 
certainly does not support those who claim such an agreement would 
reduce Indian welfare. Indian labor and capital both gain. 

Table 3 provides a more detailed breakdown of the sector impact of 
a U.S.-India FT A. As a general equilibrium model designed to estimate 
impacts over the long run, the model appropriately keeps employment con
stant, but it does capture shifts in the composition of employment and thus 
gives an idea of the labor market adjustments a free trade agreement would 
require. For India the employment gains are largest for agriculture (56,111 
workers), textiles (140,107), and apparel (59,926), while employment is 
reduced in other manufactured goods, trade and transportation, and public 
administration. The expansion of Indian agriculture is interesting because it 
suggests that despite U.S. agricultural subsidies, the marginal impact of elim
inating trade barriers in both countries is to expand agricultural production in 
India and reduce it in the United States. Given higher productivity levels, the 
effects on U.S. employment are considerably smaller. All told, displacement 
is less than 10,000 jobs and would be imperceptible in the U.S. labor force of 
138 million. Sectors losing jobs include agriculture (1,990 jobs), textiles 
(2,804), apparel (3,959), anclleather, wood and paper products (543).60 

60. The Indian labor force numbers about 450 million. The U.S. labor force is about 
138 million. 
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TABLE 3. U.S.-India Free Trade Agreement: Sectoral Impacts in India 

Exports Imports Output Employment 

Sector (percent) (percent) (percent) (number) 

Agriculture 5.0 1.9 0.0 56,111 
Mining and quarrying -0.2 -0.2 -0.4 -8,083 
Food,beverages, and tobacco 3.0 7.5 0.2 7,985 

Textiles 4.4 2.2 1.5 140,107 

Wearing apparel 15.6 4.6 8.5 59,926 
Leather, wood and pa per products 3.3 2.7 0.2 6,365 
Chemicals, rubber, and plastics 1.9 4.1 -0.5 -8,112 
Nonmetallic mineral products 1.8 12.9 -0.8 -28,478 
Metal and metal products 1.8 1.7 -0.6 -22,234 
Transportation and machinery 1.0 7.5 -1.1 -14,796 

equipment and parts 
Manufactures including electronic 1.9 3.8 -0.4 -37,669 

equipment 
Electricity, gas, and water 0.0 -0.2 -0.2 -1,973 
Construction 0.1 -0.3 -0.2 -19,166 
Trade and transportation 0.1 -0.2 -0.1 -46,395 
Financial, business, and recreational 0.2 -0.3 0.0 -917 

services 
Public administration, defense, -0.2 -0.1 -0.3 -82,671 

education, health, and housing 

Total 3.5 3.2 -0.0 0 

The overall impression is that for the United States, the economic impact 
of an agreement would be positive but small relative to gross national prod
uct. For India, the gains are comparatively larger. But tbe absolute gains are 
larger for the United States. Moreover, this analysis neglects the additional 
gains that India would reap through increased investment and services 
liberalization. It also fails to capture the benefits that could accrue from 
placing outsourcing activities and IT services in a framework that reduced 
the possibilities of protectionist responses. 

As indicated in table 2 (see also the appendix table), India would gain 
more from unilateral liberalization than from a free trade agreement with 
the United States. Under unilateral liberalization, Indian welfare would rise 
by $4.9 billion, or about 1.2 percent of GDP. Unilateral liberalization and 
a free trade agreement with the United States are not necessarily mutually 
exclusive, however. In fact, India would do even better to combine these 
approaches. If instead of liberalizing unilaterally, India first signed a free 
trade agreement with the United States and then liberalized with all its other 
trading partners, it would boost its income by $5.9 billion, or 20 percent 
more than under simple unilateral liberalization. 
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One of the major concems voiced about preferential trading arrange
ments is that they could reduce the incentives for additional liberalization. 
In this case, for example, a preferential agreement between the United 
States and India could provide incentives for the United States to try to pre
serve its preferences by preventing India from liberalizing further. To be 
sure, this concem is less acute for a free trade agreement in which India 
retains discretion over its trade policy than it would be for a customs union. 
It is also less likely that India would be able to exert much influence over 
U.S. policy. But the question of U.S. pressures on India remains. 

A free trade agreement with India would raise U.S. income by $3.3 bil
lion. If India then responded with unilateral liberalization, U.S. income 
would increase by an additional $1.9 billion to $5.2 billion. The United 
States therefore has an interest in having India become more open even 
after the two countries conclude afree trade agreement. The United States 
apparently gains more from the improvement in its terms of trade when 
India liberalizes to the rest of the world than it loses from the erosion of its 
preferential access to the Indian market. India, by contrast would have a 
marginal interest in keeping the United States from additional liberaliza
tion. If both countries are open, India's gains would be $5.6 billion, just 
$312 million less than they would be if the United States did not liberalize. 
If both India and the United States opened to the world, American gains 
would total $10.8 billion-62 percent more than if the United States sim
ply liberalized unilaterally. 

Results of a Multilateral Liberalization 

Indeed, this is just one example of why the United States, as a very open 
economy, has much to gain by encouraging other countries to liberalize. The 
scenario with global multilateral liberalization provides some fascinating 
insights in the different interests countries may have in multilateral liberal
ization. For the United States, these interests are considerable. The gains to 
the United States from unilateral liberalization would be just $6.7 billion
an amount equal to one-tenth of one percent of U.S. gross national prod
uct. By contrast, the United States would gain seven times as much
$44.6 billion-from global multilateral liberalization. India's gains from 
global multilateral liberalization would be smaller: $7.8 billion, just 60 per
cent more than from unilateral liberalization. This finding helps explain 
why the United States chooses never to liberalize unilaterally, whereas 
India has emphasized this approach. It may also explain India's compara
tive lack of enthusiasm for multilateral liberalization. 
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At the same time, while it has a comparatively greater interest in global 
liberalization, the United States has comparatively little to bargain with, 
since its barriers are low. Indeed, closed economies have more to offer the 
world from liberalization than do open ones. Remarkably, the rest of 
the world gains about as much from unilateral liberalization by India 
($19.5 billion) as it does/rom unilateral liberalization by the United States 
($22.7 billion). Thus even though it is small, India's relatively closed mar
ket gives it quite a lot of bargaining power because by opening it has much 
to confer on the rest of the world. Those that need the world more have 
comparatively less to offer.hI 

Results of Increased Regionalization 

What impact would increased regionalization have on these conclusions? 
We have simulated the formation of three blocks, one in Europe, one in 
Asia, and one in the Western Hemisphere. These simulations are reported 
in table LA in the appendix. The major result is that if India is excluded 
from all three blocks, it is hurt by such a development. Its welfare would be 
reduced by $900 million (-0.23 percent of GDP) in response. If India were 
to liberalize unilaterally in such a scenario, its (net) benefits would be just 
under $4 billion. India could also more than offset this loss by forging a free 
trade agreement with the United States. In a world of blocks, if it joined an 
PTA with the United States, India would enjoy net benefits of $1.5 billion. 
(This compares with Indian benefits of $7.8 billion when there is multi
lateral global liberalization.) By joining the Western Hemisphere block, 
India's welfare could be raised by $2.1 billion (0.5 percent of GDP). 
Membership in the Asian block, however, presents India with the largest 
benefits-being part of an Asian block in this regional scenario gives India 
welfare gains of $3.0 billion (0.8 percent of GDP). Joining the European 
block would be distinctly inferior and do little to offset the effects of the 
other blocks; India's GDP would decline by 0.2 percent. The most impor
tant implication of these regional scenarios is that India can always do 
better than opening unilaterally by combining its unilateral opening with 
membership in a regional agreement. 

In a world of three blocks, the United States would gain far more than it 
would through unilateral liberalization. The United States would capture 
58 percent of the benefits of global free trade. The EU would enjoy 84 per-

61. In their study of the gains from eliminating the remaining barriers in developed 
cOllntries, Bradford and Lawrence (2004) find that Japan would capture most of the benefits 
from liberalization by itself while the rest of the world has a great interest in seeing Japan 
liberalize. 



Robert Z. Lawrence and Rajesh Chadha 111 

cent of the benefits it would gain from global ti"ee trade and Japan 83 per
cent of its benefits with global free trade. For several major global actors, 
therefore, a world of blocks comes close to providing gains that are equiv
alent to full global liberalization. 

Attention Diversion 

Opponents of preferential free trade agreements voice several concerns in 
addition to worrying about the possibilities of trade diversion. One is that 
preferential arrangements could prevent or reduce the possibility of full 
multilateral liberalization by diverting relatively scarce policymaker atten
tion. Trade officials with limited time and attention will find it difficult to 
negotiate simultaneously in several forums. Likewise, policymakers may 
be less willing to devote their scarce political capital to promoting multi
lateral liberalization if they have to spend it on the passage of preferential 
trade arrangements. These points may indeed be valid, but the real issue is 
surely the relationship between these administrative and political costs and 
the benefits of these preferential measures. When critics decry the attention 
devoted to preferential agreements, their implicit assumption is that the 
benefits of such agreements are likely to be much smaller than those from 
multilateral liberalization. This could well be the case if separate agree
ments are negotiated with small trading partners. But our simulations sug
gest that for India, the impact of a U.S.-India FTA is not small. We find that 
complete multilateral liberalization would boost Indian welfare by just over 
three times the gain India would have from a U.S.-India FTA and that full 
unilateral liberalization would provide twice the benefits. On the basis of 
achievements in previous rounds, we could expect a successful Doha 
Round to reduce global barriers by a third (see discussion below). If the 
model is basically linear, this suggests that for India, the payoff from the 
FT A would be similar to the results of a typical WTO negotiation and equal 
to a 50 percent unilateral reduction in Indian trade barriers. Moreover, bilat
eral FT A negotiations are much simpler and less time-consuming than 
WTOrounds. 

To be sure, when global benefits in the simulations are compared, the 
conclusions are quite different. The participants in preferential trade 
arrangements may well capture more than all the benefits and outsiders 
would be hurt. By contrast, outsiders will gain from unilateral and multi
lateral liberalization. A U.S.-India FTA reduces foreign incomes by 
$108 million. By contrast, unilateral Indian liberalization raises incomes in 
the rest of the world by $19 billion, while the global gains from multilateral 
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liberalization are $475 billion! From a systemic viewpoint, it is clem where 
attention should be paid. But our focus here is bilateral. 

In sum, India benefits from trade liberalization in goods. Unilaterally 
removing Indian trade batTiers would enhance Indian welfare. A U.S.
India FT A would also benefit both countries. India would become more 
specialized in agriculture and labor-intensive manufactures-areas in 
which its long-run comparative advantage lies. Even if it could, the United 
States would not have an interest in preventing additional Indian liberal
ization. India has an interest in following an approach that combines the 
I=<TA with additional unilateral (and multilateral) liberalization. If it did so, 
its welfare would improve, even in a world that split into regional trading 

blocks. 

Conclusions 

This paper raises two basic questions. Should India depart from its strat
egy of liberalizing trade incrementally and unilaterally to embrace full 
trade liberalization and reform? And if the answer is yes, should a new 
policy be exclusively centered on the WTO, or should it be supple
mented with a U.S.-India FTA and perhaps other FTAs seeking deeper 

integration? 
The paper has examined both the benefits and the costs from a change in 

strategy. The unilateral incremental approach has suited a country in the 
emly stages of reform with strong institutions and interest groups that have 
vested interests in the status quo. The approach provided the maximum 
scope for molding institutional changes to fit domestic needs and capabili
ties. The framework was sufficiently flexible to allow policymakers to take 
advantage of opportunities and retreat in the face of obstacles. Politically, 
some opponents of full liberalization could be co-opted by promising 
limited changes; others could be defeated by proceeding in a piecemeal 
fashion. Over time, as the policies showed benefits and created new 
beneficiaties, more could be done. The unilateral approach also suits a coun
try with high trade barriers, since the simulations indicate that by simply 
removing its own barriers, India would obtain almost two-thirds of what it 
would gain if all countries eliminated all their trade barriers multilaterally. 

But the current approach also has costs. It lacks credibility. By failing to 
obtain a political commitment to comprehensive change, the payoffs have 
been reduced. Investors at home and abroad retain doubts that the policy 
direction will be sustained. In addition, the benefits that might have been 
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obtained by reciprocal liberalization have been lost. Economically, these 
would come from increased and more secure access to foreign markets; 
politically, they would come from mobilizing export interests to pressure 
for reforms. The time may now be ripe for a change in approach that could 
avoid these costs. 

Considering a free trade agreement with the United States helps sharpen 
these distinctions. An FT A would be attractive for defensi ve reasons if it 
could secure an open market for the explosive growth in India's exports of 
information technology (and its bilateral trade surplus) that is expected to 
emerge in the coming decade. To be sure, obtaining such an agreement 
could be difficult in the current U.S. political environment. But circum
stances could change, and in any case, this is not an issue that can be kept 
out of the U.S. public eye. 

The simulations indicate that as a relatively open economy, the United 
States has a great interest in liberalization by its trading partners. This 
heips explain its almost exclusive reliance on reciprocaiiiberalization as 
revealed by its WTO proposals and the large number of FTAs it is seek
ing. For Americans, a U.S.-India FTA would have the appeal of being 
probably the most important addition to the strategy of "competitive lib
eralization. " 

India also has positive reasons to enter into an FTA, namely, the role the 
FT A can play in stimulating Indian liberalization and reform. The agree
ment could be used to propel change in a host of areas including trade pol
icy, tax reform, services, industrial policy, foreign direct investment, 
regulatory policy, competition policy, customs administration, public sec
tor enterprises, agricultural policy, public procurement, governmental 
transparency, and technical and sanitary standards. 

The prospect of an agreement does raise numerous concerns, however. 
One is that India could be forced to adopt policies that are not in its inter
ests. Rules for labor and environmental standards are viewed with particu
lar alarm. If a U.S.-India FTA follows recent U.S. free trade agreements, 
however, it would require no changes in current Indian labor and environ
mental rules. The binding part of the agre~ment would relate only to 
enforcement, and violations would result not in trade retaliation but in the 
violating party devoting more money to improving enforcement. 

FT A opponents raise other concerns. They claim that the WTO offers 
superior mechanisms for locking in reforms and promoting liberaliza
tion. But for a country like India, the WTO is poorly suited to this task 
for four reasons: India's bound tariff rates are far higher than its applied 
rates; it is given special and differential treatment; the WTO agreements 
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arc far less comprehensive than U.S. free trade agreements have been; 
and an agreement in the Doha Round to phase out all tariffs is highly 
unlikely and certainly not something India, as just one of 148 members, 

can count on. 
Opponents also claim that an FTA would result in trade diversion. Our 

simulations show, however, that the gains from an agreement are positive, 
suggesting that on balance the agreement is trade creating. Moreover, these 
gains are about as large as can reasonably be expected to result from a suc
cessful Doha Round. For India, the return to investing intellectual and polit
ical capital in an FTA with the United States would be as rewarding as 
investing in negotiating a successful Doha Round. And the negotiations 
would be far quicker. 

The simulations clearly demonstrate the benefits of complete unilateral 
liberalization. But they also show that India would gain even more with an 
open home market and preferential access to the United States. Moreover, 
even with a U.S.-India PTA in place, the United States still benefits from 
additional Indian liberalization. Thus the United States has an interest in 
promoting additional Indian unilateral liberalization, not blocking it. This 
supports the idea of building blocks rather than stumbling blocks. A U.S.
India agreement would also provide India with protection against a world 
of trading blocks. 

At the end of the day, India's choice is complicated. There appears to 
be greater uncertainty about the answer to the first question (unilateral 
versus reciprocal approaches) than to the second (multitrack vs. multilat
eral). If India should use trade agreements to bolster its reforms, a U.S.
India FTA appears to be the strongest avenue because of its likely 
comprehensive and deep character. It would provide significant welfare 
benefits through both trade and investment and strengthen India's bar
gaining positions, both bilaterally and multilaterally. It also offers the 
best chance for combating U.S. resistance to outsourcing. By contrast, the 
WTO is likely to be less effective even if India is prepared to depart rad
ically from the principles, such as special and differential treatment and 
first-difference reciprocity, that have been such an important part of its 
positions in the past. 

Moreover, departing from a trade strategy that has worked well for more 
than a decade would entail more risks and more constraints on the domes
tic policy front. The trade agreement by itself would not suffice to fully 
realize the potential economic payoffs from more radical reform. Success 
would ultimately depend on India's ability to adopt complementary poli
cies and institutions. 
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Appendix: Overview of the Michigan BDS-CGE Model 

We provide a brief introduction to the Brown-Deardorff-Stern (BDS) com
putable general equilibrium (CGE) Michigan Model in the following para
graphs.62 The distinguishing feature of the Michigan Model is that it 
incorporates some aspects of the New Trade Theory (New Trade Theory is 
different from the Traditional Trade Theory, which assumes, among other 
assumptions, constant returns to scale, perfect competition, and product 
homogeneity), including increasing returns to scale, monopolistic compe
tition, and product heterogeneity. 

Sectors and Market Structure 

The main data source is the GTAP-5 database of the Purdue University 
Centre for Global Trade Analysis Project.63 The reference year for this 
database is 1997. It has sixty-five countries and regions, and fifty-seven 
sectors of production including fourteen in agriculture, four in minerals and 
metals, twenty-four in manufacturing, and fifteen in services. We have con
densed these into sixteen sectors. The fomteen sectors of agriculture have 
been grouped into one agricultural sector, as have the four sectors of min
eral products. Fifteen service sectors have been condensed into five sectoral 
categories. The twenty-four manufacturing sectors have been grouped into 
nine sectors. These nine sectors include food, beverages, and tobacco; tex
tiles; wearing apparel; leather, wood, and paper products; chemicals, rub
ber, plastic, and petroleum products; nonmetallic mineral products; metal 
and metal products; transportation and machinery equipment and parts; and 
other manufactures including electronic equipment. 

Sixty-five countries of the GTAP database have been condensed into 
fourteen countries or regions. Asian countries Or regions have been distrib
uted among seven countries or regions, namely India, Rest-of-South Asia, 
China, ASEAN (Indonesia, Malaysia, the Philippines, and Thailand), NIBs 
(Hong Kong, South Korea, Singapore, and Taiwan), Japan and Australia
New Zealand. USA, Canada, and Mexico have been taken as separate coun
tries. The remaining four regions include Central and South America 
(Central America and the Caribbean; Columbia; Peru; Venezuela; Rest-of
Andean Pact; Al'gentina; Brazil; Chile; Uruguay; Rest-of-South America); 

62. A complete description of the formal structure and equations of the model can be 
found online at www.Fordschool.umich.edu/rsie/model/. Also see Brown, DeardOli'f, and 
Stern (200 I). 

63. Dimaranan and McDougall (2002). 



TABLE A-t. Percent Change in Welfare under Various Trade Scenarios: Conlputationai Scenarios 

Simulation 

Countries or regions Code 2 3 4 5 6 7 8 9 10 11 72 

India Ind 0.61 -0.23 0.4 1.2 1.0 1.3 1.4 2.0 1.5 0.8 0.5 -02. 
Rest of South Asia Rsa 0.00 3.99 4.0 0.3 4.3 2.9 1.0 5.3 0.2 4.6 4.0 4.0 
China Chn 0.00 1.80 1.8 0.1 1.9 0.2 0.6 2.9 0.1 1.9 1.8 1.8 
ASEAN Asn 0.00 3.15 3.1 0.2 3.4 0.3 0.4 4.1 0.2 3.4 3.1 3.2 
NJEs Nie 0.00 3.11 3.1 0.2 3.3 0.3 0.2 3.8 0.2 3.3 3.1 3.1 
Japan Jpn 0.00 2.95 3.0 0.1 3.0 0.2 0.3 3.6 0.1 3.1 3.0 3.0 
Australia & New Zealand Anz 0.00 0.00 0.0 0.1 0.1 0.1 0.2 1.8 0.1 0.0 0.0 0.0 
United States Usa 0.04 0.33 0.4 0.1 0.4 0.1 0.1 0.6 0.1 0.3 0.4 0.3 
Canada can 0.01 1.23 1.2 0.1 1.3 0.1 -0.6 1.6 0.1 1.2 1.3 1.2 
Mexico mex 0.00 1.68 1.7 0.1 1.7 0.1 -0.6 2.5 0.0 1.7 1.7 1.7 
Central & South America a_n 0.00 -0.07 -0.1 0.1 0.0 0·1 0.3 0.8 0.1 -0.1 -0.1 -0.1 
European Union eun 0.00 1.12 1.1 0.1 1.2 0.2 0.2 1.3 0.1 1.1 1.1 1.3 
EU accession candidates eua 0.00 1.72 1.7 0.1 1.8 0.1 0.1 3.0 0.1 1.7 1.7 1.9 
Rest of EFTA eft 0.00 3.63 3.6 0.4 4.0 0.5 0.5 4.8 0.4 3.6 3.6 4.1 

Note: The twelve simulations are as follows: 
1. The United States and India eliminate all tariffs against each other. 
2. Asia (excluding India I, Free Trade Area of Americas (FTAA, that is, United States, Canada, Mexico, and Central and South America), and Europe (European Union, EU 

accession candidates, plus rest of European Free 1rade Area, or EFT AI form a free trade area. 
3. Simulation 2. plus India and the United States also form an FT A. 
4. India unilaterally eliminates all import tariffs. 
5. Simulation 2 plus simulation 4. 
6. India and Rest of South Asia form an FTA and eliminate import tariffs against rest of the world. 
7. India and the United States form an FTA and adopt a policy of extending the same benefits to all other countries on MFN basis. 
8. Multilateral liberalization: All the countries and regions eliminate import tariffs against each other. 
9. India and and the United States form an FTA with India adopting open regionalism through extending the same benefits to all other countries on MFN basis (India's 

open liberalization). 
10. Simulation 2 plus India also joins the rest of South Asia in an FTA. 
11. Simulation 2. plus India also joins the Free Trade Area olthe Americas. 
12.. Simulation 2 plus India also joins European free trade agreements (EUN, EUA, and EFT). 
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European Union - Fifteen; EU accession countries (Hungary; Poland and 
Rest-of-Central European Associates). 

Agriculture and service sectors are modeled as perfectly competitive, 
and all the manufacturing sectors as monopolistically competitive with free 
entry and exit of firms. 

Expenditure 

Consumers and producers are assumed to use a two-stage procedure to allo
cate expenditure across differentiated products. In the first stage, expendi
ture is allocated across goods without regard to the country of origin or 
producing firm. At this stage, the utility function is Cobb-Douglas, and the 
production function requires intermediate inputs infixed proportions. In the 
second stage, expenditure on monopolistically competitive goods is allo
cated across the competing varieties supplied by each firm from all coun
tries. In the case of sectors that are perfectly competitive and individual 
firm supply is indeterminate, expenditure is allocated over each country's 
industry as a whole, with imperfect substitution between products of dif
ferent countries. The aggregation function in the second stage is a constant 
elasticity of substitution (CES) function. 

Production 

The production function is separated into two stages. In the first stage, 
intermediate inputs and a primary composite of capital and labor are used 
in fixed proportion to output. 64 In the second stage, capital and labor are 
combined through a CES function to form the primary composite. In the 
monopolistically competitive sectors, additional fixed inputs of capital and 
labor are required. It is assumed that fixed capital and fixed labor are used 
in the same proportion as variable capital and variable labor so that pro
duction functions are homothetic. 

Supply Prices 

To determine equilibrium prices, perfectly competitive firms operate so 
that price is equal to marginal cost, while monopolistically competitive 
firms maximize profits by setting price as an optimal markup over marginal 
cost. The numbers of firms in sectors under monopolistic competition are 
determined by the condition that there are zero profits. 

64. Intermediate inputs include both domestic and imported varieties. 
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Capital and Labor Markets 

Capital and labor are assumed to be perfectly mobile across sectors within 
each country. Returns to capital and labor are determined so as to equatc 
factor demand to an exogenous supply of each factor. The aggregate sup
plies of capital and labor in each country are assumed to remain fixed so as 
to abstract ti"om macroeconomic considerations (such as the determination 
of investment), since our mieroeconomie focus is on the intersectoral allo
cation of resources. 

World Market and Trade Balance 

The world market determines equilibrium prices so that all markets clear. 
Total demand for each finn's or sector's product must equal total supply of 
that product. It is also assumed that trade remains balanced for each coun
try or region, that is, that the initial trade imbalance remains constant as 
trade barriers are changed. This assumption reflects the reality of mostly 
flexible exchange rates among the countries involved. Moreover, this is a 
way of abstracting hom the macroeconomic forces and policies that are the 
main determinants of trade imbalances. 

Trade Policies and Rent or Revenues 

We have incorporated into the model the import tariff rates as policy inputs 
that are applicable to the bilateral trade of the various countries and regions 
with respect to one another. These have been computed using the GTAP-5 
database provided in Dimaranan and McDougall.65 We assume that revenues 
from import tariffs are redistributed to consumers in the tariff- or tax-levying 
country and are spent like any other income. When tariffs are reduced, 
income available to purchase imports falls along with their prices, and there 
is no bias toward expanding or contracting overall demand. 

Model Closure and Implementation 

We assume in the model that aggregate expenditure varies endogenously to 
hold aggregate employment constant. This closure is analogolls to the 
Johansen closure rule."" The Johansen closure rule consists of keeping the 
requirement offull employment while dropping the consumption fUIlction. 
Consumption can thus be thought of as adjusting endogenously to ensure 

65. Dimaranan and McDougall (2002). 
66. Deardorff and Stern (1990). 
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full employment. In the current model, however, we do not distinguish COIl

sumption from other sources of tlnal demand. That is, we aSSllme instead 
that total expenditure adjusts to maintain full employment. 

The model is solved using GEMPACK.67 When policy changes are 
introduced into the model, the method of solution yields percentage 
changes in scctoral employment and certain other variables of interest. 

Salient Features 

It is useful first to review the features of [he model that serve to identify the 
various economic effects that are being captured in the different scenarios.6x 

This helps us explain and interpret the results of this exercise. Although the 
model includes the aforementioned features (increasing returns to scale, 
monopolistic competition, and product heterogeneity) of the New Trade 
Theory, it remains the case that markets respond to trade liberalization in 
much the same way that they would with perfect competition. That is, 
when tariffs or other trade barriers are reduced in a sector, domestic buy
ers (both final and intermediate) substitute toward imports and the 
domestic competing industry contracts production while foreign exporters 
expand. With multilateral liberalization reducing tariffs and other trade 
barriers simultaneously in most sectors and countries, each country's 
industries share in both of these effects, expanding or contracting depend
ing primarily on whether their protection is reduced more or less than in 
other sectors and countries. At the same time, countries with larger aver
age tariff reductions than their trading partners tend to experience a real 
depreciation of their currencies in order to maintain a constant trade bal
ance, so that all countries therefore experience mixtures of both expand
ing and contracting sectors. 

The effects on the welfare of countries arise from a mixture of these 
tenl1s-of-trade effects, together with the standard efficiency gains from trade 
and also from additional benefits resulting from elements of the New Trade 
Theory. Thus we expect on average that the member countries (countries 
participating in the liberalisation process) would gain from mutual liberal
ization, as resources are reallocated to those sectors in each country where 
there is a comparative advantage. In the absence of terms-of-trade effects, 
these efficiency gains should raise national welfare measured by the equiv
alent variation for every country, although some factor owners within a 
country may lose, as is noted below. However, it is possible for a particular 

67. Harrison and Pearson (1996). 
68. See Browll, Deardorff, and Stern (2001) for details. 
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country whose net imports are concentrated in sectors with the greatest lib
eralization to lose overall, if the worsening of its terms of trade swamps 

these efficiency gains. 
At the same time, although the New Trade Theory is perhaps best known 

for introducing new reasons why countries may lose from trade, in fact its 
greatest contribution is to expand the list of reasons for gains from trade. It 
is these that are the dominant contribution of the New Trade Theory in our 
model. That is, trade liberalization permits all countries to expand their 
export sectors at the same time that all sectors compete more closely with 
a larger number of competing varieties from abroad, resulting from import 
liberalisation. As a result, countries as a whole gain from lower costs due 
to increasing returns to scale, lower monopoly distortions due to greater 
competition, and reduced costs and increased utility due to greater product 
variety. All of these effects make it more likely that countries will gain 
from liberalization in ways that are shared across the entire population. 

In perfectly competitive trade models such as the Heckscher-Ohlin 
model, one expects countries as a whole to gain from trade, but the owners 
of one factor-the "scarce factor"-to lose through the mechanism first 
explored by Stolper and Samuelson.fit) The additional sources of gain ii'om 
trade attributable to increasing returns to scale, competition, and product 
variety, however, are shared across factors, and we routinely find in our 
CGE modeling that both labor and capital gain from liberalization. That is 
often the case here. 

In the real world, all of these effects occur over time, and some of them 
occur more quickly than do others. This model is static, however, based 
upon a single set of equilibrium conditions rather than on relationships that 
vary over time. Our results therefore refer to a time horizon that is some
what uncertain, depending on the assumptions that have been made about 
which variables do and do not adjust to changing market conditions, and on 
the short- or long-run nature of these adjustments. Because our elasticities 
of supply and demand reflect relatively long-run adjustments and because 
we assume that markets for both labor and capital clear within countries, 
our results are appropriate for a relatively long time horizon of several 
years-two or three at a minimum. 

Nonetheless, this model does not allow for the very long-run adjust
ments that could occur through capital accumulation, population growth, 
and technological change. Our results should therefore be thought of as 
being superimposed upon longer-run growth paths of the economies 

69. Stolper and Samuelson (1941). 
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involved. To the extent that these growth paths themselves may be influ
enced by trade liberalization, therefore, our model does not capture that. 

As a result of trade liberalization, there are changes in member and non
member (non-participating) countries' terms of trade that can be positive 
or negative. Those countries that are net exporters of goods with the great
est degree of liberalization will experience increases in their terms of 
trade, as the world prices of their exports rise relative to their imports. The 
reverse occurs for net exporters in industries where liberalization is slight, 
perhaps because most liberalization already happened in previous trade 
rounds. 

The Data 

Needless to say, the data needs of this model are immense. Apart from 
numerous share parameters, the model requires various types of elasticity 
measures. Like other CGE models, most of our data come from published 
sources. 

The main data source, the GT AP-5 database, provides us with an 
approximate picture of what the world looked like in 1997, that is about 
three years down the time of commencement of the Uruguay Round (UR) 
negotiations. The reference year for this database is 1997. From this source, 
we have extracted the following data, aggregated to our sectors and 
regions: 

-Bilateral trade flows among fourteen countries or regions, decom
posed into sixteen sectors. Trade with the rest-of-world (ROW) is included 
to close the model. 

-Input-output tables for the fourteen countries and regions, excluding 
ROW. 

-Components of final demand along wi th sectoral contributions for the 
fourteen countries and regions, excluding ROW. 

-Gross value of output and value added at the sectoral level for the 
fourteen countries and regions, excluding ROW. 

-Bilateral import tariffs by sector among the countries and regions, 
including ROW. 

-Elasticity of substitution between capital and labor by sector. 
-Bilateral export-tariff equivalents among all fourteen countries and 

regions, decomposed into sixteen sectors. 
The monopolistically competitive market structure in the manufacturing 

sectors of the model imposes an additional data requirement of the number 
of firms at the sectoral level. These data have been drawn from the United 
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Nations Industrial Development Organization (UNIDO), International 
Yearbook of Industrial Statistics, 1998. We also need estimates of sectoral 
employment for the countries and regions of the model. These data have 
been drawn from UNIDO, International Yearbook (~f Industrial Statistics, 
1998, and International Labor Organization, Year Book qf Labor Statistics, 
2000. The employment data have been aggregated according to our sectoral 
and regional aggregations to obtain sectoral estimates of workers employed 
in manufactures. The World Development Report was used to obtain data for 
the other sectors. 



Comments and Discussion 

Shankar Acharya: This very interesting and stimulating paper by Robert 
Lawrence and Rajesh Chadha really makes one "think outside the box." In 
some ways, the argument of the paper is more compelling since it comes 
from an established and reputable "free trader" who normally advocates 
multilateral trade liberalization. The paper also provides useful bench
mark estimates of the gains from liberalization of trade in goods under 
alternative scenarios. Although the paper advances a bold and stimulating 
thesis, my comments may serve to dampen the enthusiasm for the strategy 
advocated. 

Let me start with the basic questions posed and the answers given by the 
authors. First, they ask whether India should depart from its incremental, 
unilateral strategy toward trade liberalization and reforms generally? Their 
basic response is that after a dozen years, reforms seem to have taken hold 
(that is, there are enough vested interests in proceeding with economic 
reforms), and now is the time for a "big push." Second, that being the case, 
should the thrust of further trade liberalization come through the WTO or a 
U.S.-led FTA? Their answer is that the big push will be best served by a 
multitrack approach that accords pIimacy to an India-U.S. FTA. This is so, 
they argue, because such an FTA will mean "full reciprocity" and "deeper 
integration" than is likely to be forthcoming through the WTO Doha Round 
negotiations, which are likely to trundle along and entail weak reciprocity 
and weak integration. Let me assess each of these answers and offer a few 
more comments. 

India's Approach to Reforms 

r would suggest that the correct characterization of India's economic 
reforms over the last dozen years or so is not "incremental" or "gradual
ist" as maintained by some, I but rather "medium bang," followed by 
sporadic and discontinuous spurts of reform activity. The medium bang 
was in the early 1990s, under the hammer of an old-fashioned balance-of-

1. For example, Ahluwalia (2002). 
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payments crisis. The systemic or medium-bang nature of the reforms "may 
be gauged from the fact that within a few months the following steps had 
been taken: virtual abolition of industrial licensing; rupee devaluation 
by 20 per cent; the complex import licensing replaced by a system 
(EXIMSCRIPS) of tradable, import entitlements earned through exports 
(later replaced by a dual, and then, market-determined exchange rate); 
phased reduction of customs duties; fiscal clelicit cut by 2 per cent of GDP; 
foreign investment opened up; banking reforms launched; capital market 
reforms initiated; initial divestment of public enterprises announced and 
Im00r tax reforms outlined."2 

After the early 1990s, economic reforms have tended to come in fits and 
starts (partly driven by opportunism), not as part of an incremental execu
tion of a master plan. Indeed, the somewhat half-hearted commitment to 
reforms after 1994 has been cOll'ectly described by some analysts as evi
dence that "India shows a strong consensus for weak reforms." The bottom 
line seems to be that there is no serious political appetite for strong eco
nomic reforms and that there is little evidence (at least in the last half-dozen 
years) of a technocratic ally crafted, conscious strategy for implementing 
economic reforms. If this assessment is true, then there is little chance of a 
bold trade reform strategy in the immediate future. 

The Revenue Problem 

There is one other important obstacle to trade reform, which tends to be 
ignored or downplayed by trade economists, especially those from foreign 
shores. This is the problem of a low and stagnant tax-GDP ratio in the con
text of huge fiscal deficits (running at 10 percent of GDP on a general gov
ernment basis) and inflexible expenditure commitments. A major failure of 
India's tax and trade reforms over the last dozen years has been the inabil
ity to substitute domestic taxes for declining customs revenue. Constitu
tional, technical, and political weaknesses have precluded establishment of 
a broad-based, elastic, consumption value-added tax. As a result, customs 
revenues still account for 20 to 25 percent of central government tax rev
enues. The revenue loss that would result from further reductions in cus
toms tariffs has become increasingly difficult to justify on economic and 
fiscal grounds. The past failure in restructuring the tax system has now 
become a serious impediment to further substantial tariff cuts, whether 
unilateral or reciprocal. 

2. Acharya (2004). 
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Feasibility of an FTA-Based Big Push 

Let us review the areas in which India will have to reform (or give con
cessions) to successfully negotiate an FT A with the United States. 
According to the excellent analysis by Lawrence and Chadha, these areas 
can be expected to include agriculture, financial services, intellectual 
property rights, investment, regulatory transparency, public sector enter
prises, and capital account controls. To me, the politics of "conceding" in 
these areas to achieve closure of an India-U.S. FTA does not look at all 
promising. Lawrence and Chadha talk of such concessions as a case of 
reforms being "locked in." Given the Indian political establishment's 
aversion to conducting economic policy under external "pressures," espe
cially from the United States, this may be more a case of locking out 
reforms. 

Furthermore, the approach recommended by the authors involves a 
direct link between trade policy reforms and treaty commitments. 
Lawrence and Chadha see this as a virtue. I am not at all sure. Indeed, I 
would suggest that much of the success of India's trade policy reforms in 
the 1990s can be attributed to the decoupling of trade reforms and treaty 
commitments. During the decade, the Finance Ministry undertook a series 
of unilateral tariff reductions, leaving it to the Commerce Ministry to nego
tiate the levels of tariff bindings in the WTO. In this way, the process of 
unilateral trade liberalization was successfully insulated from the politics 
of "concessions" in WTO negotiations. 

Thus the feasibility of a big push in trade policy reform based on a U.S. 
FT A appears very slight. Much more likely is a combination of gradual ani
lateral tariff concessions and slow and complex "reciprocal" agreements 
negotiated through the Doha Round of trade talks. It is true that the past 
year has witnessed a surge in India's apparent desire to participate in vari
ous preferential trading arrangements, including ones with Thailand, 
ASEAN, Singapore, China, and so forth. But thus far these agreements-in
process appeal' to be cases of "shallow integration" driven by a combina
tion of neighborhood politics and a post-Cancun search for alternatives. 
There is nothing there that at all resembles the bold gamble outlined by 
Lawrence and Chadha. 

Kenneth Kletzer: Robert Lawrence and Rajesh Chadha advocate the 
negotiation of a free trade area (FTA) between India and the United States, 
arguing that it would complement multilateral and unilateral trade liberal
ization, deepen international market integration, and reinforce domestic 
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policy reforms. Their paper divides its theoretical arguments into a defen
sive and offensive case for a U.S.-India FTA, but we might also interpret 
the arguments as both an offense and a defense against critics of the multi
track approach to trade liberalization and integration. Lawrence and 
Chadha offer a rebuttal to Srinivasan and Tendulkar in the debate over 
whether regional free trade agreements aid or impede global trade liberal
ization.] I begin with this argument, highlighting the points made by 
Lawrence and Chadha. 

One point that is well appreciated by both sides is that trade liberaliza
tion takes place in an otherwise distorted world economy. The analysis of 
trade liberalization in a second-best economic environment is well known, 
but the application here is a bit different from the textbook one.4 The main 
point made by Lawrence and Chadha is that multitrack and multilateral 
liberalization under the WTO are themselves incomplete policy reforms. 
They argue that any comparison between multilateral liberalization and a 
U.S.-India FTA must take into account a nonidealized version of WTO 
liberalization in the Doha Round of talks. The paper goes beyond this point 
by arguing a defensive political-economy case for pursuing a U.S.-India 
FT A and a case for FT As as a means of moving multilateral liberalization 
forward. 

The defensi ve case seems straightforward: a free trade agreement with 
India could secure the continued openness of the United States to out
sourcing in information technology and back office services as a condition 
of liberalizing U.S. access to Indian markets. Placing an FT A with India on 
the U.S. legislative agenda would put the gains for 80me industries and 
losses for others on the table at the same time. It would also bring the dis
cussion over job losses from outsourcing into an open legislative debate, 
risking an adverse outcome. Job displacement has largely concerned man
ufacturing workers in the United States, but outsourcing to India seems to 
capture disproportionate attention as a small number of white-collar, high
wage workers face the threat of losing their jobs to foreign competition. 
However, I agree with the authors that defending India against U.S. pro
tection is a sensible motive for Indian policymakers. 

The first aspect of the offensive argument for the FTA is that India will 
receive net gains from an FTA with the United States. The best way to 
make an argument for a second-best policy in a distorted world is to use a 
quantitative model. The paper offers estimates that are reasonable and con-

3. Srinivasan and Tendulkar (2003). 
4. I use the modifier "second-best" in reference to an economy with any number of dis

tortions greater than the one being addressed. 
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sistent with those in other studies that show significant net gains for both 
India and the United States from either an FTA or unilateral Indian liberal
ization. The estimates also reveal small costs for the rest of the world from 
trade diversion under an FTA. However, that is not enough to answer crit
ics, since muItilateralliberalization is an altemative, and unilateral liberal
ization produces greater gains for all concerned. Perhaps a justification for 
an FT A can be found in the combination of the estimates (from a static 
model with full employment) and the reasoning behind the defensive case. 
There is no reciprocity under unilateral liberalization, so it offers no 
defense against protectionist pressures in the United States. The argument 
of Lawrence and Chadha is that by securing a trade agreement with the 
United States, India will secure its access to U.S. markets and retain the 
freedom to unilaterally reduce its barriers to trade with the rest of the world. 
Interestingly, the quantitative analysis shows larger gains for India from 
combining an FTA with the United States and unilateral liberalization than 
from unilateral liberalization alone. This implies that U.S. concessions over 
the status quo are also welfare improving. 

At this point, the argument turns to the critics of bilateral and regional 
free trade arrangements. I think that the point made by Lawrence and 
Chadha that an FT A is not the textbook version of a preferential trading 
arrangement should be well taken. The negotiation of an U.S.-India FTA 
would not preclude either unilateral liberalization or the negotiation of 
other bilateral and regional arrangements by either country. I agree that the 
enthusiasm of recent U.S. administrations for FT As reflects a deliberate 
effort to use this route to accelerate global trade liberalization. 

A value of the FT A, in the authors' argument, is that it can lead to deeper 
liberalization in India than either the unilateral or multilateral route in the 
near term. For example, gaining access for agricultural exports to the U.S. 
market should be an incentive for political support for liberalization in 
India, which is unlikely to be achieved in the near term through multilateral 
trade negotiations. However, an FT A between the United States and India 
may not achieve the level of bilateral integration of other U.S. FTAs; for 
example, the prospects for negotiating the protection of intellectual prop
erty in a U.S.-India FTA are low. 

One of the counterarguments to critics of multitrack liberalization is 
that comparisons must be made to realistic outcomes of multilateral trade 
negotiations rather than to idealized global liberalization outcomes. This is 
sound reasoning, and I agree with it. The essential part of the argument 
is that bound tariff rates for India are much higher than current tariff rates 
for the most part, and the completion of the Doha Round is unlikely to 
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lower bound rates to current rates. The authors' forecasts are based on 
previous rounds; in the current global policy environment, these could be 

optimistic. 
Thus far, I have not taken issue with either the paper or the literature. As 

represented by the authors, the debate over multitrack or multilateral trade 
liberalization focuses on an idealized version of multilateral liberalization 
and a mischaracterization of FTAs. In the paper, the case for a U.S.-India 
FT A rests on a static comparison of an FT A and a round of multilateral 
negotiations, using a characterization of each that is based on recent expe
rience. I am not concerned about these representations or the quantitative 
comparisons, but the real case for multitrack liberalization and the crux of 
the debate over bilateralism versus multilateralism should be dynamic. 
Which will lead to broader and deeper international integration in a rea
sonable period of time? Will individual FTAs encourage or inhibit the 
extension of preferences to others and eventual unification around a com
mon set of rules and procedures'? 

The argument in favor of multitrack liberalization should consider 
whether a bilateral FTA increases or decreases the incentives for extending 
trade preferences to new partners or for unilateral liberalization. The quan
titative part of this paper does address this point and shows that the addi
tional net gains from unilateral liberalization by India decrease with an 
PTA, although they remain positive. At the same time, the losses to those 
that lose from further liberalization may also decrease, lowering the resis
tance to unilateral liberalization or the extension of the terms of the U.S. 
agreement to other trading partners. If so, this supports the argument that 
an FT A can catalyze wider liberalization. 

One of the arguments against the multitrack approach is that the combi
nation of various regional and multilateral agreements will leave a complex 
system of niles and procedures (Jagdish Bhagwati's "spaghetti bowlliber
alization") that reduces welfare. One hypothesis is that after the individual 
losses and gains from liberalization have been realized through a hodge
podge of agreements, negotiating uniform rules in a multilateral round may 
be politically uncontroversial, and the task of tidying things up could be left 
to bureaucrats. The political heavy lifting could be done by taking advantage 
of each opportunity to negotiate freer trade, leaving the job of negotiating 
final multilateral agreements for later, when the redistributive effects are 
minor. Against this vision must be set the alternative: that multilateral trade 
negotiations could achieve liberalization more rapidly if they were the only 
agenda pursued. Without development of the argument within a theore
tical model and empirical support, these alternatives cannot be compared. 



Robert Z. Lawrence and Rajesh Chadha 129 

The quantitative-and theoretical-suPPOlt for either multitrack or multi
lateral liberalization depends on a comparison of steady state alternatives, 
just as is offered in this paper. 

In theory, multilateral trade liberalization applies the same reforms to all 
countries at once and proceeds through successive reductions in barriers to 
trade. Trade liberalization through FT As and unilateral liberalization pro
ceeds by expanding the number of countries party to a free trade agreement. 
The two approaches move in different dimensions. At each round, the multi
lateral route seeks the greatest reform that is acceptable to all countries, 
while the FTA route seeks the largest number of countries that accept the 
most liberal agreement. In practice, multilateral trade liberalization is more 
complex, and the multitrack route is opportunistic and proceeds in both 
dimensions. Without an analysis that gives a quantitative answer to the 
question of which is superior-or of whether the two even end up at the 
same place-how should policy advice be given? I think that the arguments 
against the multitrack approach are incomplete and inadequate, as are the 
arguments in favor of it. 

Lawrence and Chadha do just what can be done at this stage: they cal
culate the effects of a U.S.-India FTA, showing them to be positive. They 
also estimate that the proposed FT A will not create disincentives for further 
liberalization. It might have been useful if they had made a direct compar
ison by also estimating the gains from completion of the Doha Round under 
their assumption that the outcome will proportionately match those of past 
multilateral agreements. 

General Discussion 

Arvind Panagariya raised the issue of the growth effects of preferential 
trading areas. He noted that while there is an enormous literature relating 
growth to unilateral liberalization in developing countries across the 
globe, there is no such clear-cut case for free trade areas (FTAs). While 
much good has happened to Mexico following NAFTA, the growth 
response has been disappointing. After the presentation of the Lawrence
Chadha paper, Panagariya was more, not less, convinced that the eco
nomic and political realities pointed toward exploring a limited services 
agreement rather than a comprehensive treaty. The simulation results gave 
him some concern. He was surprised that the United States gained signif
icantly through unilateral liberalization. Given the extremely low level of 
existing U.S. tariff's, he found that implausible. He noted also that the 
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largest gains for all concerned were in multilateral liberalization. If that 
was so, then why not move aggressively along that track? Picking up on 
Panagariya's points, Williamson first pointed out that the European Union 
was one example of a preferential trade area (PTA), in this case a customs 
union, that had certainly benefited a number of countries on the periphery. 
He, too, felt that the simulations pointed strongly in favor of multilateral 
liberalization, including the welfare of third countries that clearly 
appeared to suffer from trade diversion under a bilateral U.S.-India FT A. 
However, in contrast to Panagariya and consistent with Lawrence-Chadha, 
he agreed that there was little to fear from the typical labor and environ
mental provisions found in other bilateral U.S. FT As. He felt, however, that 
there was greater cause for concern in two other areas: intellectual prop
erty and capital account convertibility. Were these elements to be insisted 
on by the United States, there would be an enormous, and not necessarily 
desirable, change in policy for India. 

Ila Patnaik noted that there had been scallt public discussion in India 
regarding the FTAs that India had recently concluded, and she welcomed 
the paper as an example of the sort of debate that should take place. On the 
simulations, she wanted to see both more detail on where the gains were 
coming from and some extension to services. Montek Ahluwalia had the 
same concern regarding capital account convertibility and also asked what 
analytic framework could be used to gauge the welfare consequences of a 
move to convertibility. While he remained a multilateralist, the paper raised 
provocative questions on how India could gear itself for such a sweeping 
set of negotiations, given its proclivity for incremental change. Surjit 
Bhalla observed that in India laws often were adopted with no intention that 
they be enforced. More broadly, he was skeptical about the relative impor
tance of negotiated trade agreements in the face of the larger forces 
unleashed by globalization, which are unstoppable and will be the hue 
shapers of the India of the next decade. He was also not too concerned 
about the revenue loss associated with trade liberalization, as he saw con
siderable buoyancy in direct tax collections. Barry Bosworth pointed out 
that given the full-employment assumptions underlying the model, most of 
the domestic conflict and short-term labor adjustment issues are omitted, 
and it is assumed that macro policies are successful at restoring full 
employment. Shankar Acharya returned to the revenue issue, pointing out 
that at 2 percent of GDP, customs revenue still accounted for a quarter of 
central government tax revenues. In his view, this added to the attraction of 
a multilateral agreement, since India could agree to a reduction in bound 
rates within the WTO without affecting applied rates and therefore customs 
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revenue. He also wondered how great the value was of preferential access 
to the U.S. market, given that U.S. tariff rates were in general very low. 
Would India actually suffer significantly in comparison with countries that 
enjoyed preferential access'? 

Responding to these comments, Lawrence said that the FT A could act as 
a stimulus for efficient tax reform, freeing India from dependence on sec
ond-best revenue mechanisms like customs duties. He also thought there 
were limits to reform by stealth; there had been a sea-change in public con
fidence in India that ought to make comprehensive reform more feasible 
now. He also felt that the welfare gains from multilateral liberalization 
were overstated, since full liberalization was extremely unlikely. If trade 
barriers were reduced by 30 percent, as was more realistic, then the gains 
would not be very different from those from an FTA with the United States. 
He also noted that the simulation results showed rather large terms-of-trade 
benefits from India's liberalization, which he found to be an interesting 
insight. He felt that the pressure to include capital account liberalization in 
FTAs with the United States was outrageous, but that this could be handled 
within larger negotiations that were calibrated to India's specific circum
stances. With regard to the benefits to Mexico from joining NAFT A, he felt 
there had been enormous dynamic gains, including much closer official 
cooperation. Commenting on the modeling issues, Chadha agreed that at 
the end of the day full employment was assumed, but noted that the models 
still helped provide a sense of how much adjustment was required in indi
vidual sectors. He also noted that the models did not try to capture the addi
tional short-term costs needed to administer an FTA, nor the social costs 
associated with the reallocation of labor. 
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Foreign Inflows and 
Macroeconomic Policy in India 

ow should macroeconomic policy in India respond to the dramatic 
strengthening of the balance of payments in the current decade? 

This controversial subject of contemporary Indian debate is addressed 
below. The paper begins with an assessment of the external aspects of 
India's macroeconomic management in the 1990s. It proceeds to examine 
the sources of the recent balance-of-payments improvement, then to ana
lyze various relevant policy alternatives, and finally to delineate the con
tours of the optimal policy mix. We argue that the appropriate response to 
the strength of the balance of payments is ajudicious combination of poli
cies rather than a "corner solution," particularly one in which appreciation 
of the real exchange rate is used exclusively. In particular, we recommend 
accelerated import liberalization and fiscal consolidation accompanied by 
monetary expansion. Such a strategy would achieve the needed adjust
ment without undermining the competitiveness of the export industries, 
which is essential for rapid growth. 

Management of the Balance of Payments in the 19905 

The decade of the 1990s began with a balance-of-payments crisis caused 
primarily by weak fundamentals, in particular large fiscal and current 
account deficits throughout the second half of the previous decade. The 
trigger for the crisis was the brief spike in oil prices that followed the Iraqi 
invasion of Kuwait, combined with an unsettled political situation in India. 

The authors are grateful to Barry Bosworth and John Williamson for their penetrating 
comments on the first draft of this paper and to Maurice Scott and David Vines for stimu
lating conversations. 
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TABLE 1. Major Macroeconomic Indicators, India, 
Fiscal Years 1990-91 to 2003-04" 
Annual percent increase unless otherwise specified 

Fiscal Current 
balance account 

Fiscal GDP GDP Broad Reserve Wholesale (percent of (percent of 
year (overall) (industry) money money prices GDP) GDP) 

1990-91 5.6 7.7 15.1 13.1 10.3 -9.4 -3.1 

1991-92 1.3 -0.6 19.3 13.4 13.7 -7.0 -0.3 

1992-93 5.1 4.0 14.8 11.3 10.1 -7.0 -1.7 

1993-94 5.9 5.2 18.4 25.2 8.4 -8.3 -0.4 

1994-95 7.3 10.2 22.4 22.1 12.5 -7.1 -1.0 

1995-96 7.3 11.6 13.6 14.9 8.1 -6.5 -1.7 

1996-97 7.8 7.1 16.2 2.9 4.6 -6.4 -1.2 

1997-98 4.8 4.3 18.0 13.2 4.4 -7.3 -1.4 

1998-99 6.6 3.4 19.4 14.5 5.9 -B.9 -1.0 
1999-00 6.4 6.4 13.9 8.2 3.3 -9.4 -1.0 
2000-01 5.2 6.6 16.2 8.1 7.0 -9.1 -0.5 
2001-02 5.6 3.2 14.2 11.4 3.6 -9.9 0.1 
2002-03 4.3 6.2 12.8 9.2 3.4 -10.1 0.7 
2003-04 B.l 6.6 16.4 18.3 5.4 -9.5 [0.8] 

Sources: Government of India, Ministrv of Finance, Economic SlIrvev(various vears}: Reserve Bank of 
India, Handbook of Statistics on the Indian Economy 2002-03; Reserve Bank of India website. 

a. The fiscal balance figures relate to the central and state governments combined. The numbers for 
GOP, fiscal balance. and current account balance in 2003-04 are provisional. 

When the crisis broke, there was an outflow of nonresident deposits and a 
cut-off of short-term loans, and for a time the country teetered on the edge 
of default. The crisis was resolved fairly rapidly (fiscal years 1991-92 and 
1992-93) and in an orthodox manner by a combination of devaluation, 
deflation, and borrowing from the International Monetary Fund. Simulta
neously with this stabilization effort, the government embarked on a policy 
of economic reform. 1 

During the rest of the decade, India's GOP grew at the very respectable 
rate of 6 percent a year without any major crisis. Even so, there remained a 
sense that economic growth was lower than it might be. In this section, we 
critically examine the external aspects of macroeconomic management 
during the decade and assess their influence on economic performance. 
Some relevant macroeconomic data are given in tables 1,3, and 4. 

1. For an analysis of the causes of the /991 crisis, see Joshi and Little (1994), and for 
an account of its resoluti.on, Joshi and Little (1996). For a critical evaluation of India's 
reforms, see Joshi and Little (1996), Joshi (1998a), and Ahluwalia (2002). 
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External Payments Regime 

A convenient starting point for an analytical review of the decade is 
March 1993, when, as part of economic reform, the Indian government 
inaugurated what was officially called a "market-determined unified 
exchange rate." "Market-determined" should not be understood to mean 
a clean noat. The Reserve Bank ofIndia (RBI) intervened actively, often 
heavily, in the foreign exchange market. In practice, exchange rate man
agement appears to have been guided by the aim of keeping the nominal 
exchange rate reasonably stable vis-a.-vis the u.s. dollar but with occa
sional bouts of crawling depreciation to correct overvaluation of the real 
effective exchange rate. In other words, the authorities certainly had 
exchange rate targets in mind though the targets shifted from time 
to time. One could call this arrangement a "managed float," but 
"dirty crawl" would be more accurate. The smooth management of this 
system was greatly helped by capital controls. India's payments regime 
was thus firmly in the "intermediate exchange rate with capital controls" 
category.2 

DISCRETIONARY CRAWL OF THE EXCHANGE RATE. How dirty was 
India's dirty crawl? Casual eye-balling is sufficient to reveal that the rupee
dollar rate was rather stable or, more accurately, that there were extended 
periods of stability, punctuated by crawling depreciations. For example, the 
rate barely moved between mid-1993 and mid-1995, mid-1996 and mid-
1997, mid-1998 and mid-1999, and December 2000 and September 200 I. 
The impression of a "dirty craw]" is confirmed by statistical measures of 
exchange rate volatility, given in table 2. The table shows that the rupee's 
volatility was significantly lower than that of the currencies not only of the 
0-3 countries but also of relevant emerging markets. The table also indi
cates that India exhibited higher volatility of interest rates, monetary base, 
and foreign exchange reserves than the 0-3 countries and relevant emerg
ing markets. This evidence strengthens the presumption that India's 
exchange rate regime was de facto toward the fixed rather than the floating 
end of the spectrum of regimes. 

2. Note that the IMF's Annual Report 011 Trade and Exchange Restrictiolls classified 
India's exchange regime as an "independent float" rather than a "managed tloat" throughout 
the 19908. This was a patently inaccurate description. The strong version of the "bipolar view" 
says that with financial globalization any country is restricted to the following 
choice: exchange rate stability by flxing the exchange rate or monetary policy autonomy by 
floating the exchange rate. See Eichengreen (1994). Fischer (2001) takes a more moderate 
position. India's experience has shown that it may be feasible and desirable for an emerging 
country to adopt an intermediate exchange rale regime buttressed by selective capital controls. 
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TABLE 2. Measures of Exchange Rate Volatility, Various Countries 

Probability of monthly changes within Probability of 
+/-1 percent 

montMy 
Exchange change in 

Regime rate Foreign interest rate 
description" (against U.S. exchange Monetary being less than 

Country (IMF) dollar) reserves base 50 basis points 

United States, Float 26.8 28.6 42.1 80.7 
1973-99 ($fDM) 
Japan, Float 33.8 44.8 22.7 86.4 
1973-99 
India, Float 82.2 21.6 27.4 15.9 
1993-99 
Mexico, Float 34.6 13.2 5.7 9.4 
1994-99 
Philippines, Float 60.7 9.7 12.5 38.9 
1988-99 
Chile, Mgd Float 45.5 21.3 29.2 11.1 
1982-99 
Korea, Mgd Float 80.1 16.1 12.3 51.9 
1980-97 
Malaysia, Mgd Float 59.4 34.3 24.3 83.3 
1992-98 
Indonesia, Mgd Float 96.4 22.8 16.9 46.8 
1978-97 
Brazil, Mgd Float 64.3 22.2 16.7 20.4 
1994-98 
Argentina, Fix 97.9 15.3 14.3 31.6 
1991-99 
Thailand, Fix 93.6 21.3 19.8 41.2 
1970-97 

Source: Calvo and Reinhart (2002). 
a. The regime description is that given by the IMF in its Annual Reports on Trade and Exchange 

Restrictions. It should not be read as a description afthe de facto regime. 

The natural next question is what were the objectives of exchange rate 
policy? Though the Indian authorities were at pains to stress that the 
exchange rate was "market determined," they also articulated other objec
tives that were incompatible with clean floating. These were to iron out 
day-to-day volatility to prevent disorderly markets and to maintain a com
petitive exchange rate.3 The desire, on prudential grounds, to accumulate 

3. The authorities were careful not to define an explicit numerical target for the real 
effective exchange rate though it is pretty clear that the 1993-94 level was used as the 
implicit target. The RBI's Annual Report for 1995-96 states, "The broad objective of 
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TABLE 3. Nominal and Real Exchange Rate. India. 
Fiscal Years 1990-91 to 2003-04 
Base: 1993-94 = 100 

Rupees per U.S. 
Fiscal year dollar NEEH' REERb 

1990-91 17.94 175.0 147.7 
1991-92 24.47 131.5 116.5 
1992-93 30.65 117.8 112.3 
1993-94 31.37 100.0 100.0 
1994-95 31.40 96.1 105.8 
1995-96 33.45 87.7 102.3 
1996-97 35.50 86.4 103.4 
1997-98 37.17 86.4 105.8 
1998-99 42.07 76.5 97.8 
1999-2000 43.33 74.2 96.7 
2000-01 45.68 73.8 100.8 
2001-02 45.69 73.2 102.1 
2002-03 48.39 68.8 97.9 
2003-04 45.60 67.4 99.6 

Source: Reserve Bank of India (May 2004), Bulletin. 
a. NEER: nominal effective exchange rate. NEER is a five-country export-weighted index. The coun

tries in the index are United States, Japan, United Kingdom, Germany, and France. 
b. REER: real effective exchange rate. REER is a five-country export-weighted index. The countries in 

the index are United States, Japan, United Kingdom, Germany, and France. 

sizable foreign exchange reserves was also clearly discernible. Evidence in 
support comes from the following points. First, the objective of preventing 
excessive shOlt-tenn volatility is evident in the low volatility of the rupee
dollar rate. Second, as regards "competitiveness," the rupee-dollar rate and 
the nominal effective exchange rate followed a depreciating trend, so as 
approximately to maintain the real effective exchange rate at the 1993-94 
level (see table 3).4 Third, in general, during the decade, market pressure 
was toward nominal rupee appreciation. Moderate trade deficits were 

exchange rate policy wiJl be to ensure a reasonably stable real effective exchange rate." The 
objectives of exchange rate policy were frequently articulated in speeches of high officials 
of the RBI (for example, see Reddy 1997). The approach of the authorities with regard to 
the external payments regime as a whole originated in the landmark Rangarajan report (see 
Government ofIndia 1993). 

4. This is based on a five-country index, which we believe was used in making policy. 
The ten-country index reported in the Economic Sun1ey of the Government of India shows 
a real appreciation of about 5 percent from 1993-94 to the end of the decade. So does a 
broader thirty-six-country index reported in the RBI Bulletin. 
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outweighed by a combination of invisible inflows (mainly private remit
tances) and capital account surpluses. As table 4 shows, reserves increased 
substantially, from $5.8 billion in March 1991 to $42 billion in March 2001 
(eight months import cover). And, fourth, notwithstanding the previous 
point, there was significant downward pressure on the exchange rate from 
time to time. The authorities resisted such pressures; their intention, largely 
successful, appears to have been to allow nominal depreciation but no more 
than to correct any previous real overvaluation. 

Thus the exchange rate was heavily managed. With what instruments? 
Apart from conventionallllcthods, namely, market intervention and mon
etary policy, India was notable for using capital controls, or more accu
rately, for not dismantling them when that was fashionable. The purpose 
of controlling capital flows was (a) to make it possible to target the 
exchange rate and (b) to reduce vulnerability to exchange rate and macro
economic crises. 

CAPITAL CONTROLS. Capital account controls were imposed in the late 
19508 and became comprehensive and draconian in 1973. The controls 
were selectively liberalized during the early 1990s, when the reform 
process began. (The word selectively must be stresscd. In the 1980s, con
trols on external borrowing, including short-term borrowing, werc rclaxed 
to finance current account deficits. In the 1990s, controls on dcbt-creating 
inflows, particularly short-term inflows, were tightened while those on non
debt-creating inflows were liberalized.) These controls acquired their bite 
not so much hom variations in their intensity as from the limits they set on 
activity and expectations in the foreign exchange market. The highlights of 
the system are given below. 

Foreign direct investment. Before 1991, restrictions operated on a case
by-case basis and were so strict that inflows of direct foreign investment 
(FDI) were reduced to a trickle. In the reforms of fiscal year 1991-92, 
automatic approval of foreign investment of up to 51 percent of sharehold
ing was allowed for a wide range of industries. Proposals for a higher share 
of foreign ownership were considered by a Foreign Investment Promotion 
Board. In 1996 the list of industries in which FDI is permitted was further 
widened, with foreign equity up to 74 percent allowed in a few.' 

5. In practice, however, the system was more restrictive than it sounds, because there 
still remained numerous hurdles to jump, erected by state governments if not by the center. 
FDI inflows rose from an annual average of about $150 million in the 1980s to about $3 bil
lion in the late 19908. The latter figure is still very small compared with the inflow into East 
Asian countries. The cnmulative inflow of FDI in the 1990s was about $19 billion but its 
"bolted down" nature meant that it was not a source of crisis vulnerability. 



TABLE 4. Balance of Pavments, India, Fiscal Years 1996-91 to 2003-04 
Percent of GOP at current market prices 

1990- 1991- 1992- 1993- 1994- 7995- 1996- 1997- 1998- 7999- 2000- 2001- 2002- 2003-
Item 91 92 93 94 95 96 97 98 99 2000 01 02 03 04" 

Exports, f.o.b 5.8 6.9 7.3 8.3 8.3 9.1 8.9 8.7 8.2 B.3 9.5 9.3 10.4 9.3 

Imports, c.i.f. 8.8 7.9 9.6 9.8 11.1 12.3 12.7 12.5 11.4 12.3 12.5 12.0 12.8 12.2 

Trade balance -3.0 -1.0 -2.3 -1.5 -2.8 -3.2 -3.9 -3.8 -3.2 -4.0 -3.0 -2.7 -2.4 -2.9 

Invisibles, net -0.1 0.7 0.6 1.1 1.8 1.6 2.7 2.4 2.2 2.9 2.5 2.8 3.1 3.7 

Current account balance -3.1 -0.3 -1.7 -0.4 -1.0 -1.7 -1.2 -1.4 -1.0 -1.0 -0.5 0.1 0.7 0.8 
Capital account surplus 2.3 1.5 1.6 3.5 2.8 1.3 3.0 2.4 2.0 2.3 1.9 2.2 2.3 3.6 

Foreign investment 0.0 0.1 0.2 1.6 1.5 1.4 1.6 1.3 0.6 1.2 1.2 1.5 0.9 2.0 

External assistance 0.7 1.1 0.8 0.7 0.5 0.3 0.3 0.2 0.2 0.2 0.1 0.2 -0.5 -0.4 

Commercial borrowing 0.7 0.6 -0.2 0.2 0.3 0.4 0.7 1.0 1.1 0.1 0.9 -0.3 -0.5 -0.7 

Nonresident Indian deposits 0.5 0.2 0.8 0.4 0.1 0.3 0.9 0.3 0.2 0.3 0.5 0.6 0.6 0.8 
IMF, net 0.4 0.3 0.5 0.1 -0.4 -0.5 -0.3 -0.2 -0.1 -0.1 0.0 0.0 0.0 0.0 

Memaitems 

Foreign exchange reserves, 
year end (billions of U.S. dollars) 5.8 9.2 9.8 19.2 25.2 21.7 26.4 29.4 32.5 38.1 42.3 54.1 75.4 111.0 

Foreign exchange reserves 
(months of import cover) 2.5 5.3 4.9 8.6 8.4 6.0 6.5 6.9 8.2 8.2 8.6 11.3 13.8 18.0 

Netforeign investment 
inflow (billions of U.S. dollars) 0.1 0.1 0.6 4.2 4.8 4.8 6.2 5.4 2.4 5.2 5.9 6.7 4.5 12.6 

Direct 0.1 0.1 0.3 0.6 1.0 2.0 2.9 3.6 2.5 2.1 3.3 4.7 3.6 3.4 
Portfolio 0.0 0.0 0.3 3.6 3.8 2.8 3.3 1.8 -0.1 3.1 2.6 2.0 0.9 9.2 

Sources: Reserve Bank of India, Handbook of Statistics on the Indian Economy 2002-03. Reserve Bank of India, Annual Raport(various yearsl. 
a. Estimated. 
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Foreign portfolio investment. Before 1991, foreign portfolio investment 
was not allowed, apart from some trivial exceptions. In 1992, foreign insti
tutional investors (FIls) such as pension funds and mutual funds were per
mitted to invest in listed securities in primary and secondary markets in 
equities and bonds (other than government bonds), subject only to some 
regulatory requirements. In 1997 investment permission was extended to 
cover government securities and treasury bills. Repatriation of capital, 
income, and capital gains was freely allowed at the market exchange rate/' 

External commercial borrowing. Offshore borrowing by Indian compa
nies (commercial bank loans, Eurobonds, and the like) was under the juris
diction of the Ministry of Finance, which exercized careful control on a 
case-by-case basis. Controls governed not only the amount of each loan but 
maturity and end-use (priority was given to projects in the energy and infra
stlUcture sectors).? Short-term bon-owing apart from normal trade credit 
was strongly disfavored. There was also an overall annual ceiling on 
approvals for extemal commercial borrowing. 

Bank deposits of nonresident Indians. Conscious efforts had been made 
during the 1980s to attract bank deposits from nonresident Indians (NRls) 
by offering both higher interest rates and exchange rate guarantees. These 
deposits proved to be highly volatile in the crisis of 1991, so the exchange 
guarantee was withdrawn and interest rate incentives were progressively 
reduced. 

Commercial banks and financial markets. Banks were not allowed to 
accept deposits or extend loans denominated in foreign currencies, and 
controls on their foreign asset and liability positions were strict. It goes 
without saying that this was a critical element of the system of capital 
controls. Internationalization of the cun-ency was strongly discouraged. 
Offshore trading of the lUpee was not permitted (though a limited offshore 
market did exist). There were restrictions on domestic currency lending to 
nonresidents, so opportunities for direct short-selling of the lUpee were 
very limited. The swap and forward markets were also tightly controlled 
because these markets could be used to speculate against the lUpee by cir
cumventing the restrictions on direct lending in rupees to nonresidents. 
Thus the overall policy thrust was to limit forward trading in foreign 
exchange to hedging current account transactions. Of course, there was a 
price to pay: the forward market lacked adequate liquidity and depth. 

6. The cumulative book value of foreign pOitfolio investment from 1991 to 2001 was 
about $21 billion. This stock is potentially more volatile than FDl. 

7. In some years, borrowed funds were required to be kept outside the country until they 
were committed to a specific investment lise. 
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Capital outflows. Repatriation was freely permitted for foreign institu
tional investors and nonresident Indian investors who had invested in the 
country under recognized schemes. But capital outflows by residents were 
prohibited, apart from some minor exceptions. 

In sum, India had a comprehensive system of capital controls that was 
selectively liberalized in the 1990s. The liberalization was focLlsed on direct 
and portfolio investment by nonresidents. In these areas, free entry and exit 
was the normal rule. Debt-creating external borrowing was tightly con
trolled (indeed more tightly controlled than during the 1980s), particularly 
if it was short-term. Banks and money markets generally faced significant 
restrictions on their foreign operations. Capital outflows by residents were 
forbidden. 

Regime Performance in the 79905 

The above regime enabled India to moderate a capital-inflow surge from 
1993 to 1995, avoid contagion from the East Asian (1997) and other cur
rency crises (Brazil and Russia in 1998 and 1999), and attenuate an 
industrial slowdown toward the end of the decade. These shocks were 
handled by a mixture of monetary policy (including sterilized and 
unsterilized intervention) and moderate exchange rate changes. This 
tightrope walk would not have been possible without capital controls. 
They enabled the authorities to pursue a flexible monetary policy, geared 
to low inflation and internal balance, while simultaneously targeting the 
exchange rate to preserve international competitiveness.H It is suggestive 
in this context that over much of the decade the covered interest differ
ential between India and the United States Was large and varying (see 
figure 1). 

The performance of India's external payments regime has been exam
ined in some depth by Joshi, who concludes that it was, on balance, very 
satisfactory.9 We do not repeat that analysis here. We concentrate instead 
on two relevant issues. First, we examine the apparent puzzle of why India, 
unlike many emerging countries, did not succumb to contagion from the 
East Asian crises. This is an issue that is clearly relevant to judging regime 
performance. Second, we analyze in some detail the strong claim made by 

8. Note that in India monetary policy autonomy was critically important because the 
flexibility of countercyclical fiscal policy was limited by high fiscal deficits. 

9. Joshi (2003) considers countelfactual scenarios and argues that the payments regime 
actually adopted in the 1990s produced better economic performance than alternative 
regimes. 
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FIG U R E 1. Covered Interest Rate Differential, India, 
January 1993 to January 2004 
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Sources'. Res~r~e Bank of India, Handbook of Statistics on the Indian Economy 2002-03; 1MI', Interna

tional Financial Statistics. 

Deepak Lal, Suman Bery, and Devendra Pant that India's payments regime 
and the manner of its operation (specifically, exchange rate targeting and 
accumulation of foreign exchange reserves) led to a substantial reduction 
in GDP growth. 10 

WHY DID INDIA ESCAPE THE EAST ASIAN CRISIS AND CONTAGION? 

A comparison of India and the East Asian countries in 1996, just before the 
East Asian crisis of 1997, is highly instructive and indicates why India 
escaped crisis and contagion during that crisis (see table 5). It is clear from 
the first six columns of the table that in most respects, India's "fundamen
tals" (fiscal balance, inflation, current account balance, nonperforming 
assets, debt-exports ratio, and debt-service ratio) were worse 01' no better 
than the crisis countries'. Exchange rate policy too was not a distinguish
ing feature. All these countries were on a loose dollar peg, though the pre
cise mechanism, whether band, crawl, or crawling band, varied. India's 

10. Lal, Bery, and Pant (2003). 
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TABLE 5. Indicators of Crisis Vulnerability, Variolls Countries, 1996 
Percent 

t;,.P/PIJ 
(percent a CAB/ NCEDT/ TDS/ SDr/ SDr; 

Country FB/GDpa year) XGS' NPN XGS" XGS' EDry RES" 

India -9.0 9.0 -11.7 17.3 103.6 21.2 5.3 27.1 

Indonesia -1.0 8.0 -13.0 8.8 180.5 36.6 25.Q 166.7 

Korea 0.0 4.9 -14.6 4.1 82.0 9.4 49.4 192.7 

Malaysia 0.7 3.5 -6.4 3.9 40.4 9.0 27.9 39.7 

Philippines 0.3 8.4 -9.9 n.a. 80.1 13.4 19.9 67.9 

Thailand 0.7 5.8 -19.5 7.7 110.9 12.6 41.5 97.4 

Sources: FB/GDP, NPA: Bank of International Settlements, Annual Reports, 1997-98 and 1999-2000, and 
Government of India, Economic Survey, 1999-2000; CAB/XGS, NCEDT!XGS, TDS/XGS, SOT/EDT, SOT/RES: 
World Bank, Global Development Finance, 1999; ~P/P: IMF, International Financial Statistics. 

a. FB/GOP: fiscal balance as a proportion of GOP. 
b. ~P/P: rate of consumer price inflation. 
c. CAB/XGS: current account balance as a proportion of exports of goods and services. 
d. NPA: Nonperforming assets of commercial banks as a proportion of total advances. 
e. NCEDT/XGS: Non-concessional external debt as a proportion of exports of goods and services. 
f. TDS/XGS: Debt service as a proportion of exports of goods and services. 
g. SOT/EDT: Short-term external debt as a proportion of total external debt. 
h. SDT/RES: Short-term external debt as a proportion of foreign exchange reserves. 

exchange rate was no more volatile than those of the crisis countries, so the 
incentive for un hedged borrowing was similar. II 

The critical difference between India and the crisis countries can be seen 
in the last two columns of table 5. India managed to keep short-term debt 
under control, in relation both to total debt and to foreign exchange re
serves. Thus India avoided the crisis by avoiding an unstable debt structure, 
an outcome that was the direct result of controls on debt-creating short-term 
inflows. 

A relevant political-economy question is why India was able to resist 
the concerted pressure (until 1997) on emerging countries to adopt cap
ital account convertibility (CAC). One reason is that the ideology of 
laissez/aire did not have a constituency in India, and economic reform 
was quite explicitly of the gradualist variety. It is important also that 
foreign banks, normally a strong pressure group in favor of CAC, had a 
very small presence in the country. Last but not least, India was "too big 
to be bullied" into adopting CAC by Wall Street, the IMP, and the U.S. 
Treasury. 

11. See Joshi (2003). India's exchange rate policy was, however, hetter in one respect. 
When the dollar began to appreciate in ) 995, the Indian authorities allowed the rupee to 
depreciate against the dollar. So, unlike the crisis countries, India's real effective exchange 
rate did not appreciate in 1996. 
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DID INDIA SACRIFICE GROWTH BY ACCUMULATING FOREIGN EXCHANGE RESERVES IN 

THE 1990S? In a recent article D. Lal, S. Bery, and D. Pant argue that India 
paid a heavy price in terms of investment and growth by accumulating 
foreign exchange reserves in the decade of the 1990s. 12 Indeed, they make 
the strong claim that India's growth rate during that decade could have been 
up to 2.7 percent a year higher if the foreign exchange inflows had been 
fully absol'bed. 13 If true, this would be a truly remarkable finding. But their 
argument is deeply flawed, indeed wholly incOlTect. 

Absorbing net inflows means increasing domestic spending rather than 
accumulating foreign exchange reserves. Reserves as a proportion of GDP 
rose over the decade of the 19908 by an average of about 1.2 percent a year. 
If the entire increase in reserves had been absorbed into investment each 
year, the ratio of investment to GDP averaged over the decade would thus 
have been 1.2 percent higher than it actually was. The incremental net cap
ital output ratio (ICOR) in the J 990s was 2.8. This implies, assuming a con
stant ICOR, that the increase in India's growth rate of GDP would have 
equalled 1.2/2.8, or 0.4 percent a year (approximately) over the decade, a 
far cry from the LaI, Bery, and Pant estimate of 2.7 percent. India's actual 
growth rate during the 1990s was 5.8 percent. The above argument shows 
that if reserves had been fully absorbed into investment, India's growth 
rate would have been at most 6.2 percent, not 8.5 percent as the authors 
conclude. 14 

This commonsense argument is enough to knock down the authors' 
claim. How then did they arrive at their extraordinary conclusion? The 
answer is that their theory and econometrics are based on a simple but 
devastating analytical errol'. The underlying fallacy is contained in their 
assertion that "If the capital inflows had been fully absorbed, the trade 
deficit and hence the S -1 gap [in each year] would have increased by B 
[where B equals K + R, namely, the net inflow of capital (K) and private 
remittances (R) in that year]. Hence, assuming unchanged domestic 

12. Lal, Bery, and Pant (2003). 
13. See Lal, Bery, and Pant (2003), p. 4968, table 3, cols. 1 and 2. The authors also 

claim that there would have been a further I percent boost to the rate of growth over 
and above the 2.7 percent if, in addition to absorbing foreign exchange inflows, bond
financed fiscal deficits had been eliminated: see table 3, col. 3. We do not examine this 
further claim here. 

14. The argument in this paragraph is elaborated in Joshi (2004). The leaR referred to 
is the average incremental net capital-output ratio in the 19908, leaving out the outlier year 
1991-92 (when growth fell sharply and the leaR was 10.7). Lal, Bery, and Pant define 
investment as net investment and output as GDP at factor cost, both at constant prices. The 
leaR is thus the ratio of these two magnitudes. We follow the same (odd) definition of 
leaR to stick as closely as possible to their methodology. 
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savings, and no sterilisation of the capital inflows, an upper bound of the 
estimate of the investment foregone, by not absorbing the inflows, will 
equal B."15 This is nonsense. Capital and remittance inflows were absorbed, 
except to the extent of foreign exchange accumulation. It is precisely 
through the absorption of these inflows that India's current account deficits 
and the corresponding investment-saving gaps were covered. 16 So if the 
balance of payments had been differently managed, by floating the 
exchange rate or by unsterilized intervention with a fixed exchange rate, the 
maximum potential increase in investment would have equaled the reserve 
accumulation that took place instead. Hence the forgone investment, as 
stated above, was at most equal to 1.2 percent a year. In contrast, Lal, Eery, 
and Pant's estimate of forgone investment is huge. They claim that maxi
mum forgone investment was equal to B. In their table 2, B averages 4.3 
percent of GDP a year during the decade. I? In their calculations, they use 
an even higher figure for B, namely, (F'IY -11Y) in their table A-3, which 
averages 5.7 percent of GDP a yeaL I8 Thus they overestimate the upper 
bound of investment sacrificed by a massive (5.7 - 1.2) = 4.5 percent of 
GDP a year. 

The authors' fallacy can be pinpointed with the aid of their equations 
and notation. Denote output by Y, total expenditure or absorption by E, 
domestic saving by S, domestic investment by I, exports of goods and ser
vices by X, imports of goods and services by M, increase in reserves by 
MFA, capital inflows by K, and inflows of remittances by R. Domestic 
investment equals domestic saving plus the current account deficit; and the 
current account deficit is covered by capital and remittance inflows, net of 
reserve accumulation. 

(1) 
l-S=E-Y= M -X=(K +R)-MFA 

-71=S+(M -X)=S+(K +R)-MFA. 

Assume, as the authors do, that Y, S, K, and R in any particular year 
are given. It then follows that the upper bound of I sacrificed in any year 

15. Lal, Bery, and Pant (2003), p. 4969. 
16. Note that Lal, Bery, and Pant define the cun'ent account deficit as exclusive of remit

tances. They treat remittances as a financing item, along with net capital inflows. 
17. Lal, Bery, and Pant (2003), p. 4967. 
18. JA/y - flY = B = (K + R)IY, where JA/y is hypothetical investment with full absorp

tion of inflows and the other items are as defined earlier. Note that while estimating B in this 
manner, Lal, Bery, and Pant follow, without mention let alone explanation, the illegitimate 
procedure of dividing (K + R) at current prices by Y at constant prices. This naturally inflates 
B and compounds the upward bias in the estimate of maximum forgone investment. Lal, 
Bery, and Pant (2003), p. 4974. 
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is simply 6NFA in that year. If foreign inflows were fully absorbed into 
investment and net imports, I would rise to (J + !~NFA), E would rise 
to (E + 6.NFA), and (M - X) would rise to (M - X) + 6.NFA, and we 

would have 

(2) 
(I +6.NFA)- S == (E+ 6.NFA)-Y == (M -X) + 6.NFA == K + R 

--? J + 6.NFA == S+(M - X)+ 6.NFA = S+ (K + R). 

Investment would now be (l -I- 6.NFA), and the new current account 
deficit (M - X) + 6.NFA would be covered by the continuing inflow (K + R). 
Lal, Bery, and Pant argue, instead, that investment could rise to I -I- (K -I- R). 
But if that were so, the left-hand side of equation 2 would have to increase 
by (K -I- R - 6.NFA). To make that possible, the current account deficit in 
equation 2 would have to widen by (K + R - 6.NFA), covered by an extra 
inflow of (K + R - 6.NFA) over and above the existing intlow of (K + R). 
But this cannot happen since K and R are given. That means there would be 
an unfilled current account gap of (K + R - 6.NFA), clearly an impossible 
oLltcome. By the same argument, no increase in investment greater than 
MFA can be sustained. On the stated assumption that Y, S, K, and Rare 
given, investment therefore cannot rise by more than 6.NFA. We conclude 
that the upper bound of investment sacrificed each year is MFA. 
The authors' claim that the upper bound is (K + R) is based on false 
reasoning. 1g 

We have shown above that 1.2 percent ofGDP a year is the correct max
imal estimate of the investment sacrificed by accumulating foreign 
exchange reserves, with an implied growth sacrifice of at most 0.4 percent 
a year, not 2.7 percent as Lal, Bery, and Pant claim. But the actual sacrifIce 
of growth was surely much Jess than 0.4 percent. Indeed, it is highly likely 
that there was gain rather than sacrifice of growth. In other words, India's 
growth rate would probably have been lower than the actual 5.8 percent if 
reserves had been fully absorbed. The substantive reasons are as follows. 

First, even our estimate of 0.4 percent a year as the upper bound of for
gone growth is excessively generous to Lal, Bery, and Pant, since it is based 

19. The wild exaggeration of investment sacrificed is not the sole reason for LuI, Bery, 
and Pant's incredible result. It is also based on a highly implausible implicit assumption that 
the leOR of the extra annual investment of 5.7 percent of GOP would have been 2.1. (They 
estimate growth sacrificed as 2.7 percent a year and investment saclificed as 5.7 percent of 
GDP a year. So the implicit lCOR is 5.712.7 = 2.1.) They must surely open their economet
ric black box and explain why the ICOR of the extra investment made possible by absorb
ing the inflows would have fallen to 2.1 from its decadal average of 2.7 in the 19808 and 
2.8 in the 1990s. 
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on the assumption of a constant leOR. The nOrmal assumption of dimin
ishing returns to capital accumulation would produce a much lower esti
mate of growth sacrificed. 20 

Second, there is no good reason to think that reserve accumulation could 
have been fully absorbed into domestic investment, whatever the exchange 
rate regime. Part of the extra absorption, argmtbly most of it, would have 
resulted in an increase in aggregate consumption. There is some presump
tion that inflows of direct foreign investment lead to higher domestic 
investment overall. With other types of inflow, the outcome is more incli
rect and more uncertain. 

Third, accumulating reserves was in fact a wise policy choice, given 
their rock-bottom level in 1991. In the absence of reserve accumulation, 
India would have been highly vulnerable to adverse external shocks. 
Though, in general, market pressure during the decade was for appreci
ation, the rupee was under severe downward pressure during several 
e[l(sades, 6'uch liS late 1995 lind em'}Y } 9%, late 1997 and early 1998 (the 
East Asian crisis), and late 1998 and early 1999 (India's nuclear tests 
followed by currency crises in Brazil and Ru~sia). Without the cushion 
of adequate reserves, the shelter of capital cOI!trols, and the reassurance 
they provided to the authorities and the market, the exchange rate could 
have spun out of control and caused severe darnage to companies and the 
financial sector. In principle, a clean float of the exchange rate can 
enable a country to do without reserves. But the price to be paid is the 
possibility of a highly unstable or inappropriute exchange rate. India's 
policymakers were wise to reject this regime and opt for managed float
ing combined with selective controls on capit~tl flows. It is relevant also 
that India's float was managed so as to keep the rupee mildly underval
ued in real effective terms. There is plenty of empirical evidence that 
undervaluation boosts growth of GDP through growth of exports, though 
the exact mechanism is imperfectly understood. Appreciation of the 
exchange rate would have discouraged the growth of exports in the vital 
early years of reform. It would have also made it politically more 
difficult to liberalize imports and to achieve the consequential gains in 
productivity.21 

In sum, India sacrificed little, if any, growth of income and output as a 
consequence of its exchange rate policy in the d~cade of the 1990s. Indeed, 

20. This is so a fortiori, because Lal, Bery, and Pant assume that labor force growthfell 
in the course of the 19908. (See their table A.3, p. 4974.) 

21. This argument is elaborated in Joshi (2003). 
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absorbing net intlows fully could well have made the economy unstable 
and reduced growth. This is not to deny that the appropriate response to 
inflows is currently a tricky issue. Since 2000, the balance of payments has 
strengthened significantly. Reserves are now at a very comfortable level 
but arc continuing to rise at a rapid pace. The question of whether and 
how to absorb foreign inflows is far more pertinent now than it was during 

the 19908. 

Balance-of-Payments Policy, 2001-04 

Since 2000, India's external macroeconomic policy has maintained a con
tinuity with the past, despite changed circumstances. This is particularly 
true of the exchange rate regime, which continues to be a "dirty crawl." 
Table 3 shows that since 2000, despite the large changes in the nominal and 
real exchange rates of the currencies of the major countries, the real 
exchange rate of the rupee has been broadly constant.22 Moreover, the 
authorities have clearly resisted market pressures for an appreciation, as 
evinced by the rapid accumulation of foreign exchange reserves. Between 
March 2001 and March 2004, India's reserves rose nearly $70 billion 
(see table 4). 

Despite the continuity, there have been two dissimilarities in the exter
nal payments regime in comparison with the previous decade. First, the 
capital account has been selectively further liberalized. Restrictions on 
inward FDI,portfolio equity inflows, and external commercial borrowing 
have been diluted. Resident banks are also now allowed to borrow abroad 
subject to individual bank ceilings of $25 million. There has also been 
some capital outflow liberalization. Outward FDI by Indian companies 
and portfolio investment by domestic mutual funds are now permitted 
subject to individual and aggregate ceilings. Resident banks too can 
invest in overseas money markets subject to individual bank ceilings. 
Resident and nonresident individuals have been allowed limited facililies 
to transfer their Indian wealth abroad. Despite these changes, the new 
arrangements fall far short of capital account convertibility. Quantitative 
restrictions on debt-creating inflows (particularly short-term) remain in 
force. Banks continue to be severely restricted as regards foreign bor
rowing and lending; and bank deposits and other domestic assets remain 

22. Note, however, that the RBI's thirty-six-countlY index (base 1985) shows a real 
appreciation of about 8 percent from 2001-02 to 2003-04. 
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TABLE 6. Sources of Reserve MOllev Growth, India, 
Fiscal Years 1990-91 to 2003-04 
Billions of rupees 

NDA/RM 
Fiscaf year MM' lINFA£' liNDA' (Percent) 

1990-91 101.9 19.1 82.B 90.9 
1991-92 117.3 108.6 8.7 81.1 
1992-93 112.7 38.1 74.6 79.6 
1993-94 278.9 287.8 -8.9 62.9 
1994-95 306.1 233.0 73.1 55.9 
1995-96 251.8 -6.3 258.1 6l.9 
1996-97 55.2 2D7.3 -152.0 52.B 
1997-98 264.2 210.7 53.5 48.8 
1998-99 328.2 220.6 107.6 46.8 
1999-2000 213.0 279.0 -66.0 40.8 
2000-01 227.0 313.0 -86.0 35.0 
2001-02 347.0 668.0 -321.0 21.9 
2002-03 309.0 942.0 -633.0 2.9 
2003-04 673.7 1261.7 -588.0 -11.0 

Sources: Reserve Bank of India, Handbook of Statistics on the Indian Economy 2002-03; Reserve Bank 
of India (May 2004), Bul/etin. 

a. /lRM: increase in reserve money. 
b. I'>NFA: increase in net foreign exchange assets of RBI. 
c. I'>NDA: increase in net domestic assets of RBI. 

largely inconvertible into foreign currency, notwithstanding some limited 
relaxation.~3 The implication is that although capital mobility has to be 
factored into macroeconomic policy decisions to a greater extent than 
hitherto, it is stiII possible to combine exchange rate targeting with mon
etary autonomy. 

The second dissimilarity with the previous decade is that reserve accu
mulation since 2000 has been sterilized to a substantial degree. During the 
1990s, there was net sterilization in only three out of ten years (see table 6). 
The cumulative increase in the RBI's net foreign exchange assets in the 
1990s was 79 percent of the increase in reserve money. In contrast, since 
2000, the same ratio is 205 percent. In the decade of the 19908 taken as a 

23. For further details on Indian capital controls, see Jadhav (2003). Recent liberaliza
tion of the capital account has been generally in line with that suggested by the Tarapore 
Committee (see Reserve Bank of India 1997). The recommendations of the Committee 
were shelved in the immediate aftermath of the East Asian crisis but were later revived. 
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whole, net sterilization was probably negative.24 In the current decade, it 
has been positive and very substantial: 51 percent of reserve accumulation 
was sterilized from April 2000 to March 2004. 

Should external payments policy depart from its current stance of resist
ing exchange rate appreciation and sterilizing the accumulation of reserves? 
This is one of the burning questions facing fndian macroeconomic policy
makers today. 

Sources of the Recent Bahmce~of-Payments Improvement 

Since 2001, there has been a dramatic improvement in the balance of pay
ments. In 2001-02, the current account, traditionally in deficit, moved into 
surplus. In the same year, foreign exchange reserves began to rise signifi
cantly faster than before. We now examine the evolution of the balance of 
paymeDts in the PHst three years (begjnnjng fiscaJ yeRf 2001-02), to jden
tify the sources of strength, and to assess their durability. This is obviously 
pertinent to deciding the policy response. Tables 4, 7, and 8 contain the rel
evant data. Balance-of-payments figures are available until December 
2003, or the first nine months of fiscal year 2003-04. We have estimated 
the annual figure for 2003-04 as a whole. The salient points are as follows. 

Merchandise trade. The trade deficit fell from 2000-01 to 2002-03 but 
not significantly. The decline appears to be largely cyclical, related to lower
than-trend growth of national income. Nothing in the export data of the past 
few years suggests a sustained boom in visible exports. (The dollar value of 
Indian exports grew at about 10 percent a year in the 1990s. The growth in 
the current decade is not much higher.) The recent recovery in 2003-04 has 
increased the trade deficit sharply, as one would expect. 

Invisibles. The rapid rise in invisible earnings jumps out of the tables. 
Two components are particularly important: private remittance inflows and 
earnings from software services. Remittances were about $15 billion in 
2002-03 and even higher in 2003-04. But they were virtually flat at about 
$12 billion a year from 1996-97 to 2001-02. The recent increase may have 
been caused by an expectation of rupee appreciation and a "feel-good" 
factor. Software exports are quantitatively smaller than remittances 

24. Table 6 shows that over the decade of the 1990s as a whole, domestic assets of the 
RB[ rose. So, there was no net sterilization by this measure. However, there may have been 
some sterilization caused by a lise in the cash reserve ratio (and a corresponding fall in the 
money multiplier). In the present decade, the cash reserve ratio has fallen, so that source of 
sterilization is absent. 
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lASH 1. Balance of Payments, India, fiscal Years 2000-01 to 2003-04 
Billions of dollars 

April- April-Dec. 
Item 2000-01 2001-02 2002-03 Dec. 2002 2003 2003-04' 

Exports,l.o.b. 44.9 44.9 52.5 38.4 43.2 57.6 
Imports, c.Lf. 59.2 57.6 65.4 48.2 58.2 75.6 
Merchandise trade balance -14.3 -12.7 -12.9 -9.B -15.0 -18.0 
Invisibles 10.8 13.5 17.1 12.6 18.2 23.0 

Software 5.8 6.9 B.9 5.8 9.1 12.4 
Private remittances 13.0 12.1 14.8 10.8 14.5 17.9 
Income -4.8 -3.6 -5.0 -2.7 -5.2 -7.0 

Current account -3.6 0.8 4.1 (2.9) 3.2 5.0 
Foreign investment 5.9 6.7 4.6 3.1 10.1 12.6 

Direct 3.3 4.7 3.6 2.7 2.5 3.4 
Portfolio 2.6 1.9 0.9 0.4 7.6 9.2 

Loans 4.3 -1.4 -3.8 -2.9 -3.0 -3.7 
External assistance 0.4 1.1 -2.5 -1.3 -1.7 -2.4 
External commercial 

borrowing 3.7 -1.6 -2.3 -2.0 -3.7 -4.1 
Short-term capital 0.1 -0.9 1.0 0.4 2.4 2.9 

Banking capital 0.8 5.6 8.4 6.8 5.6 7.5 
Nonresident Indian deposits 2.3 2.7 3.0 2.4 3.5 4.7 
Other net assets of banks -1.5 2.9 5.4 4.4 2.1 2.8 

Rupee debt service -0.6 -0.5 -0.5 -0.4 -0.3 -0.4 
Other capital -0.3 0.2 3.4 3.0 5.1 6.4 
Capital account 10.0 10.6 12.1 9.7 17.5 22.4 
Errors and omissions -0.6 0.4 0.7 0.1 0.3 0.2 
Overall balance 5.9 11.8 17.0 12.6 21.0 27.6 
Valuation change -1.7 0.0 4.3 3.7 5.4 8.0 
Increase in reserves 4.2 11.8 21.3 16.3 26.4 35.6 

Sources: Reserve Bank of India, Currency and Finance Report (various years); Reserve Bank of India 
website. 

a. Estimated. 

($8.9 billion in 2002-03), but they are growing much faster, at about 
30 percent a year in the current decade. Other evidence also suggests that 
this is a dynamic export sector that has discovered the secret of capturing 
foreign markets. This improvement is almost certainly durable. 

Current account. The cun-ent account improved by $7.7 billion from 
2000-01 to 2002-03; the current account surplus was $4 billion in 2002-03, 
or 0.7 percent of GDP. But, as explained above, the trade deficit has started 
to rise. The current account surplus is expected to be about the same in 
2003-04. Pmi of the current account surplus is undoubtedly spurious, caused 
by leads and lags in response to the possibility of rupee appreciation. 
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Foreign investment. Despite much loose talk about buoyant capital 
inflows, foreign investment actually fell from some $6 billion in 2000-01 
to some $4.5 billion in 2002-03 as a result of a flat trend in FDI and a 
decline in portfolio investment. Thus the strength of the capital account 
in these two years lay elsewhere, as explained below. In 2003-04, however, 
foreign investment rose very sharply, Jargely because of portfolio equity 
inflows. Foreign direct investment showed little change. Net portfolio 
equity inflows amounted to some $9 billion in the year as a whole. 

Medium- and long-term loans. Net inflows of official and private 
medium- and long-term loans turned into net outflows in 2001-02 and 
2002-03. The outflow increased in 2003-04, because the government 
decided, in view of the strong balance of payments, to prepay some past 
international borrowing. 

Short-tenn loans, "banking capital," and "other capital." Despite capital 
controls, recorded shott-term debt inflows rose in 2002-OJ, and rose even 
faster thereafter. They were estimated to be about $3 billion in 2003-04. 
Inflows classified under "banking capital" increased sharply fi'om 2001-02 
onward, with roughly one-third of the increase due to NRI deposits. "Other 
capital" inflows also rose in 2001-02, rose sharply in 2002-03, and contin
ued to rise rapidly thereafter. Notably, short-term loans, "banking capital," 
and "other capital" together constituted 75 percent of the capital account 
surplus in 2002-03. These are all short-term and highly reversible inflows. 
Some of the inflows may decelerate: for example, banks will now have 
exhausted their foreign borrowing limits, and arbitrage funds disguised as 
trade credit may also slow down. But obviously, the incentive for sh01't
term inflows willl'emain as long as the covered interest differential in favor 
of India is significantly positive. The latter was about 3 percent a year in 
2003-04. 

Accumulation of reserves. As a consequence of the above developments 
(and the policy of managing the exchange rate), reserve accumulation 
accelerated. In the ten years from March 1991 to March 2001, foreign 
exchange reserves increased $35 billion. Roughly the same increase took 
place in two years from March 2001 to March 2003, when reserves reached 
$75 billion, and in one year to March 2004, when they reached $111 billion 
(about eighteen months impOlt cover). 

The Sources of Inflow Acceleration 

In examining the character of inflows, it is illuminating to focus on 
the share of the increase in various inflows in the increase in reserve 
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TABLE 8. India: Increase in Foreign Exchange Inflows. 
Fiscal Years 2000-01 to 2003-04" 
Billions of dollars 

Increase 2000-01 Increase 2002-03 Increase 2000-01 
to 2002-03 to 2003-04" to 2003-04" 

Trade balance 1.4 (12) -5.1 (-48) -3.7 {-17.1} 
Net invisibles 6.4 (57) 5.9 (56) 12.2 (56.2) 

Software 3.2 (2S) 3.5 (33.0) 6.6 (3M) 
Remittances 2.0 (IS) 3.1 (29) 4.9 (22.6) 

Current balance 7.6 (67) 0.9 (9) 8.6 (39.6) 
Foreign investment -2.0 (-18) 8.0 (75) 6.7 (30.9) 

Direct 0.5 (4) 0.0 (D) 0.0 (o.D) 
Portfolio -1.9 (7) 8.3 (78) 6.6 (3M) 

Loans -8.4(5) 0.0 (0) -8.0 (-36.9) 
External assistance -3.0 (-21) -0.4 H) -2.8H2.S) 
External commercial 

borrowing -6.0(3) -1.8 (-17) -7.8 (-35.9) 
Short-term loans 1.0 (S) 1.9 (l8) 2.8 (l3.o) 

Banking Capital 7.0 (B2) -1.1 HO) 6.7 (30.9) 
NRI deposits 0.8 (7) 1.7 (16) 2.4 (l1.1) 
Other net assets 

of banks 6.2 (55) -2.6 (-24.5) 4.3 (19.8) 
Other capital 3.8 (34) 3.0 (28) 6.7 (30.9) 
Capital account 2.0 (18) 10.3 (97) 12.4 (57.1) 
Errors & omissions 1.2 (12) -0.4(-4) 0.8 (3.7) 
Overall balance 11.2 (100) 10.6 (100) 21.7 {lOO.Oj 

Source: Tabla 7. 
B. Figures in parentheses are percentage shares of the increase in the balance-aI-payments surplus 

(overall balance). 

accumulation. This perspective is somewhat different from that in the 
standard RBI calculation of the "sources of accretion of reserves," which 
emphasizes levels rather than rates of change (see table 8). 

It is clear from column 1 of table 8 that the trade balance was a very 
minor element in the acceleration of reserves during 2001-02 and 2002-03. 
The acceleration was driven by invisibles (remittances and software 
exports), "banking capital," and "other capital." Notably, the latter two 
items taken together were evenl1lore significant than invisibles. Other com
ponents of the capital account were either stagnant (for example, foreign 
direct and portfolio investment) or falling (for example, medium- and long
term loans). As column 2 of the table indicates, the pattern changed some
what in 2003-04. The contribution of the trade balance became 
significantly negative, and that of invisibles remained high. There was a 
sharp rise in the contribution of portfolio investment and to a lesser extent 
of short-term loans. 
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Overview 

The balance of payments has strengthened signil'icantly since April 200 I, 
manifested by the increase in reserves by about $70 billion in the ensuing 
three years. The evidence in column 3 of table 8 inclines us to the follow
ing three conclusions about the nature of the increased inflows from 
2000-01 to 2003-04. 

First, the inflows were partly real (invisible receipts, especially software 
exports) and partly financial (especially "banking capital" and "other capi
tal"), but the latter were quantitatively much more important. (The distinc
tion between "real" and "financial" inflows should be understood to turn on 
whether the increase in inflows directly affects the goods, or "real," market 
or the money and securities, or "financial," markets.) If we count the entire 
change in the trade balance, software exports, and FD I and two-thirds of the 
change in remittances as "rcal" and the rest of the change in the balance of 
payments as "financial," then rcal inflows comprised 28 percent and finan
cial inflows 72 percent of the increased inflows. 

Second, the inflows have mostly not been of a kind that would directly 
increase real investment, because FDI has been stagnant. 25 Software 
exports could, however, provide some boost to investment in the informa
tion technology sector. There is some evidence that remittances boost 
investment in construction activity, but they also flow into increased 
consumption and acquisition of financial assets.26 External commercial 
borrowing, which is mostly for real investment, has fallen but may rise in 
the future. Items in the capital account that have been buoyant, such as 
inflows of portfolio equity and shOlt-term loans, have an indirect and uncer
tain connection with real investment. 

Finally, as regards the durability of the inflows, only the increase in soft
ware exports can be confidently classified as durable. If we reckon that, in 
addition, half of the increase in remittances and half of the increase in port
folio equity inflows are "permanent," we alrive at a figure of 55 percent as 

25. Intemational evidence suggests that FDI is strongly associated with an increase in 
domestic investment. That is not the case with inflows of portfolio equity or short-term debt. 
See Bosworth and Collins (1999) and World Bank (2001). Note that even FDI does not 
necessarily give additionality of real investment since it may consist simply of foreign 
acquisition of domestic companies. 

26. Not much is known about the disposition of remittances. Intemational evidence indi
cates that they go largely into consumption and financial assets. See Chami, Fullenkamp. and 
Jahjah (2003). 
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the share of durable inflowsY A sizable but unquantifiable portion of the 
remaining inflow acceleration can be attributed to arbitrage activity arising 
from a covered interest differential in favor of India. It is likely that this will 
now unwind as interest rates rise in the advanced countries. The stock 
market boom of 2003-04 has probably run its course, and portfolio equity 
inf10ws are now likely to slow down. 

In sum, we guess that up to three-quarters of the recent acceleration has 
directly affected the financial rather than the goods markets; only a minor 
part of the acceleration has contributed directly to increasing real invest
ment; and about half of the acceleration was of a durable character. 

Macmecc:momic Policy Options 

This section on policy options should be read along with the appendix, 
which contains some relevant theory, based on the simplest version of the 
Mundell-Fleming model, well-known even to beginners in economics. The 
model is distant from reality; nevertheless, it identifies some essential 
points. Here, we go beyond the appendix model and make judgments that 
are likely to be controversial. 

We begin by identifying policy objectives. It would be widely agreed 
in India that macroecOJlOmic policy should aim to keep current output 
close to capacity, keep inf1ation low (say, at or below an annual rate of 
5 percent), insure against the possibility of financial and currency crises, 
and increase the rate of growth of national income by stepping up invest
ment and productivity. 

The first objective, keeping output close to capacity, is noncontroversial. 
The second, low inflation, has traditionally had and continues to have very 
high salience in India's democratic politics because a large part of the econ
omy is non-indexed. The third objective, avoiding crises, points to erring 
on the side of caution as regards the size of foreign exchange reserves and 
the advance toward capital account convertibility. The fourth, raising 
investment, is crucial. The rate of investment in India (about 25 percent of 
GDP) is low compared with that of the successful performers among devel
oping countries and must evidently be increased if the growth rate is to rise. 
Macroeconomic policy has to be consistent with this objective. If produc-

27. Arguably, in a crisis, outflows of portfolio investment should be deterred by falling 
bond and equity prices, but this a priori argument is not entirely supported by the East Asian 
experience in 1997 and 1998. 
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tivity is to rise, it must also be consistent with the agenda of economic 
reform. Two aspects of reform are particularly germane in the context of 
increasing investment while responding to foreign inflows, namely, fiscal 
consolidation and import liberalization. 

Alternative responses to (an increase in) foreign inflows can be usefully 
classified into those that allow the inflows to enter the economy but block 
balance-of-payments adjustment; those that allow the inflows to enter the 
economy and enable balance-of-payments adjustment; and those that repel 
the inflows by direct measures. We term these categories "sterilization," 
"adjustment," and "capital controls," respectively. 

Sterilization 

This option describes India's present policy. It consists of fixing the nomi
nal exchange rate or managing it to resist a market-driven exchange rate 
appreciation and preventing the consequent reserve accumulation from 
increasing the supply of money. The classic technique of sterilization is 
open-market operations: the central bank sells government bonds to mop 
up (or "sterilize") the increase in base money caused by reserve accumula
tion. But sterilization can also be pursued by changing the money multi
plier: for example, the central bank can increase the cash reserve ratio of 
the banking system. 

Sterilization has been the principal response to foreign inflows in the 
current decade. Table 6 shows that in every year since 1999, growth in the 
RBI's net foreign exchange assets has exceeded the increase in reserve 
money. Correspondingly, the RBI's stock of salable domestic assets has 
fallen; indeed, as of December 2003, it was completely exhausted. 

Sterilization can be contrasted with adjustment and increased absOlp
tion. Adjustment involves reallocation of resources and changes in the 
composition of output, with concomitant frictional costs (for example, tran
sitional unemployment or inflation) and unpredictable effects on expecta
tions. Sterilization can therefore be beneficial if the inflows are judged to 
be temporary, that is, likely to reverse; in that instance, sterilization not 
only enables the reversal of the inflows to be financed but makes it possi
ble to avoid the costs of unnecessary adjustment and readjustment. Note, 
however, that sterilization may have some role to play even in the case of 
durable inflows since it can help with the optimal timing of adjustment. The 
authorities may be able to influence the outcome of adjustment better if it 
is gradual; sterilization may be useful in slowing down the adjustment 
when inflows accelerate rapidly. (Arguably, a gradual adjustment increases 
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the chances of the inflows ending up in extra investment rather than in extra 
consumption.) 

But sterilization has costs. These do not principally relate to the techni
cal difficulty of continued sterilization. Though the RBI has exhausted its 
stock of salable government bonds, it would be technically possible for it 
to issue its own bonds (though that would require an amendment of the RBI 
Act) or for the government to manufacture another security that the RBI 
could sell to soak up reserve money. Indeed, the latter alternative has 
recently been put into effect. In March 2004, the government created new 
"market stabilization bonds" that can be sold by the RBI. (Interest on these 
bonds will be a charge on the budget.) 

The true costs of continued sterilization are of two kinds: economic and 
quasi-fiscal. (These costs are not additive.) The economic cost pertains to 
domestic consumption and investment forgone by tying up resources in 
reserves. The quasi-fiscal cost relates to the adverse impact of sterilized 
reserves on the fiscal position of the government and the central bank as a 
combined entity. Each has a stock and aflow aspect. Back-of-the-envelope 
reckoning of these costs is given below. We assume the following ball-pm·k 
figures for India circa December 2003: GDP, $600 billion; foreign 
exchange reserves, $100 billion; rate of return on investment, 10 percent; 
government's borrowing rate, 5 percent; rate of return on foreign exchange 
reserves, 2 percent. Therefore, national income forgone by the stock of ster
ilized reserves is 100 (.1) - 100 (.02) == 100 (.08) == $8 billion a year, or 
1.3 percent of current GDP a year, with a present value of $80 billion at a 
10 percent discount rate. 2R 

But the net economic cost is surely much lower as a result of the off
setting benefits of reserve accumulation. Old benchmarks such as 
"reserves should equal three months imports" have been rendered irrele
vant in a world of high capital mobility. Recent emerging-country expe
rience indicates that a reserve this size would be too small to ensure 
against the risk of substantial volatility of the exchange rate (including 
the possibility of large exchange rate changes with destabilizing effects) 

28. A more sophisticated treatment would ask whether the opportunity cost of reserve 
accumulation is forgone consumption or forgone investment. Suppose the marginal social 
value of investment is twice that of consumption. (In other words, the rate of retum on invest
ment is 10 percent but the social discount rate is 5 percent.) Then the economic cost of steril
ization would have a present value of $80 billion if reserve accumulation led to a sacrifice of 
consumption, $160 billion if it led to a sactifice of investment, and somewhere in the range of 
$80-$160 billion for intermediate cases. Note that the economic cost of unsterilized reserves 
would be lower. Unsterilized reserves will be expected to be documented over time, in tandem 
with real exchange rate appreciation. To that extent, ubsOIption is not forgone; it is postponed. 
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or lengthy periods of exchange rate misalignment. As for capital mobil
ity, this could in principle reduce the need for reserves. But again, recent 
experience indicates that developing countries cannot borrow when they 
most need to (in a crisis) and can suffer harmful economic and political 
consequences thereby. Once we accept that an intermediate exchange rate 
regime suits India's interests for the near-term future, we must also accept 
the corollary that the country must maintain a cushion of high reserves 
(and, in addition, some focused capital controls). In practice, there is no 
"scientific" way of estimating the optimum reserve level. In our judgment 
it would not be excessively risk averse, in the light of emerging-country 
currency crises in the past ten years, to maintain the ratio of reserves 
to GDP or imports at around the current level. Reserves are now about 
16 percent of GDP and cover about eighteen months of merchandise 
imports. 

At the same time, further large increases in these ratios on grounds of 
precaution and safety would surely be unwise. There is such a thing as 
being over-insured! India's reserves are now approximately equal to its 
total external debt; well above 50 percent of total external liabilities 
(including the accumulated stock of foreign direct and portfolio equity 
investment); fifteen times the stock of short-term debt; larger than base 
money; and around 25 percent of broad money. Even if we assume that half 
the accumulation of reserves in the current decade is caused by potentially 
volatile inflows, the reserve cushion is clearly perfectly adequate. We 
assume below that maintaining the present ratio of reserves to GDP would 
satisfy all reasonable canons of prudence. 

The implication of the above argument is that carrying the CUl1'ent stock 
of reserves does not impose a net economic cost. There remains, however, 
the future flow cost of continued sterilization. Annual reserve accumulation 
is now about $30 billion, or about 5 percent of GDP. If we assume that the 
dollar value of GDP will grow at 6 percent a year, then an addition to 
reserves of 1 percent of GDP would be required to maintain the ratio of 
reserves to GDP. That implies "excess" reserve ~lCeumulation of around 
4 percent of GDP if inflows continue at today's rate. The cost of steriliza
tion in the first year would then be (.04)(.08) == 0.32 percent of GDP. 
But this cost would cumulate rapidly. In the second year it would be 
0.64 percent, in the third year 0.96 percent of GDP, and so on. This is 
clearly not a recipe for a sensible economic policy. 

We now turn to the quasi-fiscal flow cost of sterilization. (It is 
assumed that the quasi-fiscal cost of the present stock of reserves is worth 
bearing in view of the offsetting benefits outlined above.) The interest 
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differential between the government's borrowing rate and the yield on 
reserves is 3 percent. If excess reserve accumulation is 4 percent of GOP 
in the first year, the quasi-fiscal cost is (.04)(.03) = 0.12 percent of GOP. 
But this too can cumulate rapidly if reserves continue to rise at the same 
rate. In the second year the cost is 0.24 percent of GOP, in the fourth year 
it is 0.48 percent of GOP.29 

A word must be said about sterilization by changing the money multi
plier, say by raising the cash reserve ratio. In this case, the quasi-fiscal cost 
of open market operations is substituted by a tax on the banking system. 
This may lead to disintermediation from the banking system; it may also 
reduce private savings through a reduction in deposit rates offered by the 
banking system. Another method of sterilization is to require government
controlled institutions to switch their deposits from commercial banks to 
the central bank. But this does not avoid the quasi-fiscal cost if the central 
bank deposit rate is equal to the government's borrowing rate; and if it 
pays a lower deposit rate, it shifts the costs to savers. There is not much 
mileage in substituting the above techniques of sterilization for open mar
ket operations. 30 

The upshot of the above discussion is as follows. We think that it would 
be sensible on prudential grounds to maintain the current rather generous 
reserves to GOP ratio. But if reserves continue to increase at today's rate, 
they would be excessive to requirements and increasingly expensive to 
hold. Thus, even if we allow that the present level of reserves in India is 
optimal, future sterilized reserve accumulation at the present rate would be 
unwise. India's policymakers must urgently consider how to utilize the 
continuing "excess" foreign inflows productively. This takes us naturally to 
various options of adjustment. 

Adjustment 

The main general point we wish to make about adjustment is that the usual 
discussion of methods of adjustment is too narrow in its scope and focuses 
only on adjustment through real appreciation. Adjustment could also be 

29. Calculations of both the economic and quasi-fiscal costs must in principle allow for 
expected exchange rate changes (and expected changeR in interest rates). We do not pursue 
the matter here. 

30. The RBI may be templed, at the margin, to use the cash reserve ratio (CRR) for ster
ilization in preference to open market operations because bank profits have increased in the 
recent past. But this is only a short-term tactic. The RBI ha~ announced its intention to bring 
the CRR down over time to 3 percent, as part of the program of financial liberalization. It 
now stands at 5 percent. 
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undertaken, wholly or in part, by the use of other methods. The main adjust

ment options are as follows. 
NOMINAL EXCHANGE RATE APPRECIATION. One option is to allow the 

rupee to appreciate. A free float is theoretically possible. 31 (Note that it 
would have to be accompanied by full or ncar-full capital account convert
ibility if it is to make any sense. A float cannot operate satisfactorily in a 
thin foreign exchange market.) But a free float is not a relevant alternative 
in practice. India has not reached the stage when such a regime could be 
safely adopted. So appreciation should be taken to mean a controlled nom
inal appreciation, within the context of India's "intermediate exchange rate 
plus capital controls" regime. The consequent real appreciation would 
absorb the inflows and promote the transfer of foreign resources by squeez
ing out net exports. But it may also contract output. This suggests that mon
etary policy would have to be simultaneously deployed to reduce interest 
rates. With an active monetary policy, a recession could be prevented. At 
the same time, the composition of national income would change toward 
higher consumption, investment, and imports, as well as lower exports.32 

What if the inflows have a substantial "temporary" component? Adjust
ment through appreciation involves a significant reallocation of resources 
away from the tradable sector. If the inflows stop, the process would have 
to be reversed. Export markets, once lost, are not easy to recapture. In other 
words, if the inflows are temporary, the costs of adjustment may outweigh 
the benefits of a temporary increase in absorption. It could be argued that a 
temporary appreciation would be correctly forecast to be temporary by 
rational agents, so there would be no significant effects on resource alloca
tion or investment in the tradable sector. But it is surely unwise for policy
makers to act on the assumption that expectations are rational, if the 
consequences of the assumption being false would be seriously adverse. In 
practice, whether inflows are temporary or durable is a hard judgment to 
make for both public and government. One possible mle of pmdence is that 

31. If the exchange rate is allowed to float freely. the level to which it would appreciate 
is bound to be a matter of some uncertainty. Models that incorporate exchange rate expec
tations work out the short-run dynamics by tying down the long-run exchange rate (say. by 
purchasing power parity). But this is a theoretical construct. During a time-horizon relevant 
for policy. the exchange rate can settle for substantial lengths of time at misaligned levels. 
The danger of prolonged excessive appreciation is thus a danger. This suggests that the 
authorities should manage the appreciation. That is difficult without some capital controls. 
Fortunately, India has them in place. 

32. In the adjustment outlined. private investment increases. One could alternatively 
envisage adjustment tl1rough higher public investment. But that would increase the fiscal 
deficit. which is already excessive. 
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policy should be biased toward treating positive shocks as temporary and 
negative shocks as permanent unless proved otherwise. 

If the inflows are judged to be durable, there is a case for nominal appre
ciation and, on the orthodox view, a very good case. We disagree. Mild 
undervaluation may be good for growth. Our view is that there should be a 
policy bias against exchange rate appreciation, even in responding to 
inflows judged to be "permanent," because of the close connection between 
the level of the real exchange rate and the rate of growth of output through 
the growth of export demand. 

Historically, super-fast growth has been based on harnessing a labor sur
plus to produce labor-intensive manufactured goods for the world market. 
This was true of Japan in the 1950s and of several countries in East and 
South-East Asia, including China, since then. The basic reason goes back 
to Sir Arthur Lewis's famous closed economy model of a growing econ
omy with "unlimited supplies of labor."33 In the Lewis model, the modern 
(mainly industrial) sector can grow rapidly because labor is available at a 
constant real wage, so capital accumulation is not subject to diminishing 
returns. The share of profits, and therefore of saving and investment in 
national income, rises continuously, and growth accelerates until the labor 
surplus is exhausted. This tendency is reinforced by the fact that all the 
fruits of technical progress add to profits. 

The main problem with the Lewis scenario is that the presence of "sur
plus labor" in the traditional (mainly agricultural) sector is not enough to 
ensure the constancy of the real wage. If (food) production in the traditional 
sector is inelastic, the terms of trade will turn against the modern sector, 
raising the real wage. (In practice, this may take the form of an "inflation 
batTier" to industrial expansion.) A further consequence of this tendency 
would be that in the modern sector the incentive to save and invest would 
be impaired. 

In this context, openness of the economy can dramatically alter the pic
ture. If a growing country can export labor-intensive industrial products at 
roughly constant terms of trade, the real wage constraint is lifted and the 
incentive to save and invest is restored. Labor-demanding growth would 
also reduce poverty directly without having to rely on "trickle-down." 

If rapid export growth is important for the above reasons, it makes sense 
to err on the side of undervaluation of the exchange rate because growth of 
export demand is related to the level of the real exchange rate. An under
valued exchange rate enables a country to capture a larger share of world 

33. Lewis (1954). 
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markets. (ff world markets are growing at x percent, then the country's 
exports can grow faster than x percent during an adjustment period that can 
be quite long.) Growing exports, in turn, raise the incentive to invest. Extra 
domestic savings come from the rise in profits in export activities and the 
rise in incomes of the recruits to the industrial labor force. An undervalued 
exchange rate is likely to boost saving by raising the share of profits in 
national income. (Note that if investment demand outruns available domes
tic and foreign savings at the target exchange rate, the government would 
have to restrain consumption by fiscal policy in order to maintain internal 
balance.) This argument should not be read as implying that unlimited real 
depreciation is feasible or desirable. It clearly is not. What is being claimed 
is that there should be a bias toward mild undervaluation because it can play 
a supportive role to complementary outward-oriented trade policies in gen
erating a virtuous circle of higher saving, investment, and growth. Thus the 
motivation of this export-led strategy is not mercantilism or "exchange 
rate protection" but moving the economy to a higher growth path. Import 
demand would grow concomitantly, and there mayor may not be a current 
account surplus.34 

How do these considerations bear on Indian macroeconomic policy? It 
is obvious that if India is to reduce poverty rapidly, it is imperative to raise 
the rate of growth from 6 percent a year to 8 percent or more. In addition to 
the existing potential reserve of "surplus labor," India also faces another 
potentially favorable development, namely, the "demographic bonus." 
India's working-age popUlation is due to rise sharply over the next two 
decades in absolute terms and as a share of total population. This will help 
keep real wages down and also raise the rate of private saving. It is clear, 
however, that this opportunity can be exploited only if the growing labor 
force is productively employed and the inducement to invest is maintained 
at a high level so that the potential savings do not run to waste. In this con
text, it will be important both to lower real interest rates and to ensure that 
labor-intensive exports grow rapidly. 35 

34. We think this argument could be formalized but have not yet done so. See Little 
(1981,1996) and Bhagwati (1996) for illuminating interpretations of the East Asian Hmira
de" as export-led growth. For an early, forceful advocacy, in a different context, of export
led growth through II competitive exchange rate, see Kaldor (1971). For an insightful 
model of exchange rate policy and export-led growth, see Williamson (2003). For an 
empirical cross-country demonstration of the link between undervaluation and growth, see 
Bhalla (2004). 

35. We must note also that if the economy starts to grow at 8 percent rather than 6 per
cent, the safe limit for monetary expansion will increase, so unsterilized intervention in 
response to balance of surpluses can playa larger role. 
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Rapid export growth is necessary not only to sustain the inducement to 
invest but also to ensure that India's growth is labor demanding. This is 
crucially important. India's recent employment record has been dismal. In 
the organized sector (even in the organized manufacturing sector), employ
ment barely changed between 1991 and 2001; since 1997 it has actually 
fallen. Data from the National Sample Survey indicate that total employ
ment (organizeci and unorganized) is growing at about 1 percent a year, half 
the projected growth rate of the labor force. 

In some quarters, it is thought that employment could grow rapidly on 
the back of exports of software services. But current employment in that 
sector is about 700,000; on optimistic assumptions, it may rise to 2 million 
by 2010. But India's labor force is set to grow by about 8 million per annum 
for the next twenty years. Thus, it is most unlikely that India could grow 
fast without rapid growth in exports of labor-intensive manufactured 
goods. Maintaining a competitive exchange rate is one of several policy 
measures that are relevant for this purpose (others include trade liberaliza
tion, labor market reform, abolition of small-scale industry reservations, 
and provision of primary education).36 

FIXED (OR TARGETED) NOMINAL EXCHANGE RATE WITH UNSTERILIZED 

I NTERVENTI 0 N. Another policy option is to fix or target the nominal (effec
tive) exchange rate (say, to keep the real effective exchange rate at today's 
level) and allow the accumulation of reserves to increase the money sup
ply. This would be a continuation of India's present exchange rate policy 
but with unsterilized intervention. 

There may now be some scope to pursue such a policy and enjoy a 
Keynesian "free lunch." The economy has grown strongly in 2003-04, 
largely because of It rebound in agriculture, but there is probably still an 
output gap in the industrial sector since industrial growth has been below 
trend in the past five years. (The extent of the gap is hard to pin down 
because estimates of capacity utilization in India are unreliable.) The RBI 
has permitted both reserve money and broad money to accelerate in 
2003-04, which seems sensible given the existence of slack and the com
fortable food and foreign exchange position. Even so, although there may 
be some further room for experimentation to test the margin of slack, the 

36. Note that the share of industrial output in GOP is extraordinarily low in India 
(around 25 percent) and has not increased much in the past forty years. In the fast-growing 
countries (for example, China, South Korea, Malaysia, Indonesia, Thailand) it has doubled 
or more over the same period and is now around 40 percent. The view that India can skip 
the stage of rapid export-led industrial growth is a dangerous illusion. For a similar view, 
see Acharya (2003). 
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scope for noninflationary increases in money supply growth is likely to be 
limited. In our judgment, India's policymakers would rightly be unwilling 
to undertake inflationary policies on the dubious ground that a highly elas
tic supply response would eradicate inflation within a reasonably short span 
of time. 

111 the absence of Output slack, the real effects of a nominal fix are in 
abstract theory exactly equivalent to those of a nominal exchange rate 
appreciation. Adjustment and resource transfer are brought about by a rise 
in prices that leads to a real appreciation and widens the current account 
deficit. Even so, this option is not in practice likely to be quite the same as 
nominal appreciation. The dynamics may work in a variety of ways. Prices 
may rise slowly. It may be that the slow transfer of foreign resources has a 
greater chance of being translated into domestic investment than the rapid 
transfer engineered by appreciation. But the danger is that what should be 
an "equilibrium" rise in prices may set off an inflationary spiral, which may 
be hard to extinguish. If that happens, the real effects would be unpre
dictable, possibly highly adverse. As with appreciation, if the inflows are 
temporary but perceived to be permanent, the real adjustment that takes 
place would have to be reversed; and there may in addition have to be it 

painful disinflation. If the inflows are "permanent," the above problem does 
not arise. But a long-lasting real appreciation, as argued earlier, could have 
adverse growth effects. 

We note here that given India's intermediate exchange rate-cum-capital 
controls regime, it would be possible to combine both options, in other 
words, to obtain real appreciation partly by nominal appreciation and partly 
by higher inflation. But there are severe constraints in India on the accept
able rate of inflation. So in practice this compromise is likely to be heavily 
biased toward nominal appreciation. Moreover, a substantial real apprecia
tion would be undesirable, whichever way it is obtained. 

IMPORT LIBERALIZATION. Import liberalization would absorb foreign 
inflows through an increase in the current account deficit but, unlike appre
ciation, it would do so without reducing the incentive to export. In common 
with appreciation, it would reduce aggregate demand, so it would have to 
be combined with monetary expansion to stabilize output and encourage 
investment. It would also put particular pressure on industries that produce 
import-substitutes. But it is a declared objective of Indian reform to reduce 
tariffs significantly. India's average tariff rate of around 25 percent on 
industrial goods is still among the highest in the developing world. The cur
rent inflows thus provide a window for pursuing a policy that is beneficial 
in its own right for increasing productivity. 
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Two other concerns about import liberalization are more pertinent but 
arc based on assuming that the tax structure cannot be rationalized. First, 
tariff reduction would have a negative impact on government revenue. J? 

Import liberalization would thus have to be accompanied by measures to 
offset the revenue impact. But there is plenty of scope for desirable widen
ing of the tax base and reduction in dysfunctional exemptions. (For exam
ple, services are virtually untaxed.) Second, in addition to a central value 
added tax, India has state taxes that are not rebated on exports. If tariffs 
were drastically reduced, there is a danger th<lt domestic industry would 
receive negative effective protection. But state taxes are not an impediment 
to a substantial reduction of import duties from thc current average of 
25 percent to (say) 10 percent. Further import liberalization would require 
a move to an integrated center-state VAT. 

FISCAL CO NSOLI DATION. A tighter fiscal policy can promote adjustment 
to foreign inflows in two ways. First, it can create space in the economy to 
accommodate the increased pressure of demand resulting ii-om inflows that 
have a direct impact on the goods market (for example, exports, FDI). Sec
ond, when combined with monetary expansion, it can reduce interest rates 
while maintaining output constant. The interest rate reduction would 
reduce the incentive for interest-sensitive capitlll inflows, while simultane
ously changing the composition of output toward private investment. The 
critical point is that both these aspects of fiscal contraction promote adjust
ment without significant exchange rate appreciation. (Another way of 
putting this point is that increased foreign inflows permit fiscal contraction 
and monetary expansion to crowd in investment: without the large, and pos
sibly destabilizing, exchange rate depreciation that would otherwise be 
required to achieve the same result in the absence of inflows.) Adjustment 
with exchange rate appreciation is likely to result in a lower rate of invest
ment than adjustment with fiscal contraction and monetary expansion with 
a competitive exchange rate. 

The need for fiscal consolidation is not in dispute. The small reduction 
in the fiscal deficit in the first half of the 19908 Was lost in the ensuing years, 
and the deficit has averaged roughly 9.5 percent of GDP since then. The 
public debt-GDP ratio has risen about 20 percent (from about 65 percent to 
85 percent of GDP) in the past eight years. (Extf~rnal public debt has fallen, 
so domestic public debt as a proportion of GDP has risen by even more over 
the same period.)3R Without fiscal consolidatioll, there is a serious risk of 

37. But import liberalization is no worse than sterilization in this respect. Both involve 
a fiscal cost. 

38. See Kapur and Patel (2003), Pinto and Zahir (2004). 
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lower growth through crowding out of private investment. Indeed, this may 
already be happening.J9 Fiscal consolidation (like import liberalization) 
thus has special significance in the context of responding to foreign inflows, 
since it is independently highly desirable, even essential. 

Of course, fiscal consolidation should consist not only of reducing the 
volume of the deficit but also of improving its quality. What is required is 
an increase in public investment (especially in infrastructure) and in social 
sector expenditures, combined wjth a reduction in unproductive public con
sumption and subsidies that is big enough to reduce the overall deficit.411 

Such a program would be fully consistent with what we propose. Admit
tedly, it could not be implemented without political will, which may be 
hard to muster in an atmosphere of complacency generated by strong for

eign inflows. 
THE ROLE OF MONETARY POLICY. It is clear from the above discussion 

that monetary policy is an essential ingredient of optimal policy. With a 
floating 01' managed exchange rate, an active monetary policy is required to 
maintain internal balance and increase the share of investment in national 
income, while achieving external adjustment. 

Capital Controls 

This option consists of repelling capital inflows by direct measures, thus 
avoiding the need for sterilization or adjustment. 

This is not the place to rehearse the costs and benefits of capital controls 
save to note that the academic consensus no longer supports a doctrinaire 
position in favor of capital account convertibility.41 India already has capi
tal inflow controls, though they have been diluted in recent years. The prac
tical question is whether to tighten them in response to the CUlTent "problem 
of plenty." 

In the present context, the argument for tightening is as follows. If 
inflows continue at the current rate, or grow even faster, sterilization will 
become technically more difficult and cumulatively more expensive, and the 
pressure for adjustment will grow. Adjustment through fiscal consolidation 

39. Note that corporate investment halved as a proportion of GDP in the second half of 
the 1990s. Public sector investment also fell. A fall in aggregate investment was avoided by 
rising household investment. See table 2.7 in Reserve Bank ofIndia (2004). 

40. There is plenty of scope for carrying out such a program, see Joshi (l998a, 1998b). 
Only the nature of the political system and the balance of forces prevent India from achiev
ing it. The future of reform will be endangered, indeed brought to nought, unless the fiscal 
deadlock is broken. 

41. See Williamson (1993), Bhagwati (1998), Cooper (I 999), Prasad and others (2003). 
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and import liberalization can proceed at only a moderate pace. If the inflows 
are large, the govetnment would therefore be forced willy-nilly to allow real 
appreciation. But a sizable real appreciation would have adverse conse
quences for growth for reasons advanced earlier. 

Thus, a case can be made for intensification of controls, especially if 
they are of a market-oriented variety (for example, a tax on capital inflows, 
ChiIean-styIe). Even so, we think the government shouLd be wary of tight
ening controls, because the financial markets may interpret the move as a 
signal that the government is diluting its commitment to reforming the 
tlnancial sector and integrating with the world economy. Moreover, we 
doubt such a measure is necessary. It is likely that capital inflows will slow 
down naturally with the recent turn in the interest-rate cycle in the 
advanced countries. It is also likely that if the government undertakes the 
measures we suggest, the expectation of exchange rate appreciation will 
abate and moderate inflows. Even so, the possibility must be faced that we 
could be wrong. The weapon of capital controls must therefore be kept in 

the armory of polky instruments, to be used in extreme circumstances. 
Finally, a word is necessary about the suggestion sometimes heard that 

the right response to the acceleration of inflows is to liberalize controls on 
capital outflows by residents. We do not agree. Capital outflow liberaliza
tion could increase net inflows and the "embarrassment of reserves" in the 
short-term. But if there are adverse shocks, confidence could seep away. In 
that case, an open capital account would be dangerous. The government 
could face strong competition in the market for funds and may have to bor
row in foreign currency. The banks would have to compete for deposits 
with overseas banks. Given India's unsound fiscal position and weak bank
ing system, this could be a recipe for a fiscal, financial, and cUITency crisis. 

Optimal Policy 

We now draw the threads of the argument together and consider the nature 
of the optimal policy response to the acceleration of foreign inflows. Each 
policy alternative has its strengths and weaknesses in relation to policy 
objectives and constraints. It would therefore be sensible to think in terms 
of policy packages. Different adjustment packages can be envisaged that 
can give internal balance and balance-of-payments eqUilibrium but with 
different effects on the compositiojl of output and the balance of payments. 
(This point is made in the simple appendix model, but it applies more gen
erally.) Policy packages weighted toward fiscal contraction and monetary 
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expansion would tend to produce relatively lower interest rates. Those 
weighted toward real exchange rate appreciation would involve relatively 
larger current account deficits. Real appreciation, in turn, could be secured 
by nominal appreciation or by permitting higher inflation. Policy packages 
that use import liberalization would, like real appreciation, permit higher 
absorption through higher current account deficits but without penalizing 
exports. The optimal package is a judicious combination of these various 
policies. But what is "judicious" in the Indian context? We think that for 
reasons already given, the policy package should be biased toward fiscal 
consolidation and import liberalization, rather than real exchange rate 
appreciation through nominal appreciation or inflation. Our policy recom
mendations are thus significantly different from those of Lal, Bery, and Pant 
(see section IV of their paper). 

Our views on future policy can be further amplified as follows. Steril
ization has outlived its usefulness. Some sterilized reserve accumulation 
can continue to maintain the present ratio of reserves to GDP. Further 
increases in the ratio should be avoided except as a purely short-term 
response to manifestly short-term inflows. The normal response should be 
to adjust to the "excess" inflows in the manner described above. Our 
favored policies have the advantage that in addition to promoting balance
of-payments adjustment, they are also desirable independently of the bal
ance of payments and of the "temporary" or "pennanent" character of the 
inflows. Naturally, because of political and other constraints, these policies 
could be pursued only at a moderate pace. That leaves the question how 
policymakers should react in the (in our view unlikely) event of a contin
ued acceleration of inflows, despite the inauguration of the suggested strat
egy. We think that in such a situation, the government should be prepared 
to tighten capital inflow controls (for example, by a Chilean-style tax) so 
that the strategy is not derailed. 

We are not arguing that India should resist an exchange rate appreciation 
forever. After the completion of economic reform and a decade or two of 
super-fast growth, India would reach the stage at which both a floating 
exchange rate (accompanied by inflation targeting) and capital account 
convertibility could be contemplated. 

Concluding Remarks 

In this paper, arguments have been advanced to support the following 
propositions. 
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First, India's policymakers score high marks for their conduct of the 
external aspects of macroeconomic policy in the 19908. The "intermediate 
exchange rate plus capital controls" regime was the right one to adopt and 
served the country well. It enabled policymakers to combine exchange rate 
targeting with some monetary autonomy. It also reduced India's vulnera
bility to currency crises in the decade. Contrary to Lal, Bery, and Pant, there 
is no evidence that the external payments regime reduced the growth rate 
of the economy. 

Second, the stance of policy so far in the current decade has been more 
questionable but can nevertheless be defended. The balance of payments 
has strengthened significantly, but policymakers were understandably 
uncertain of the durability of the inflows and wished to accumulate reserves 
up to a manifestly safe level. 

Third, if the surge in foreign inflows continues, it would now be wise to 
depart from the strategy of accumulating and sterilizing foreign exchange 
reserves on the basis of sterilized intervention. Sterilized intervention would 
in the future be increasingly costly, in both fiscal and broader economic terms. 

Fourth, the options for moving away from the strategy of sterilized inter
vention should not be formulated as a choice between floating the exchange 
rate on the one hand and fixing the exchange rate without sterilization on 
the other hand. Adjustment to foreign inflows can be secured with different 
policy packages incorporating different combinations of monetary fiscal, 
trade, and capital account policies. 

Finally, in the current situation, the policy response to balance-of
payments surpluses should be biased in favor of fiscal consolidation and 
import liberalization and against real exchange rate appreciation through 
nominal appreciation or inflation. 

APPENDIX 

External Shocks and Policy Response: Analytical Notes 

Policy responses to positive balance-of-payments shocks can be analyzed 
using the Mundell-Fleming model (ISILMIBP).42 See figure A-l. We 
assume, realistically, that capital mobility is fairly high but less than perfect, 
so the BP curve is upward sloping and relatively flat but not horizontal; 

42. The model is expounded in all standard textbooks. It has deficiencies, in particular 
its assumption of static exchange rate expectations, but it nevertheless remains the basic 
"workhorse" model in international economics. 
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FIG U REA -1. Mundell-Fleming Model: Effects of Positive External Shocks 
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in particular, it is flatter than the LM curve.43 Two kinds of shocks are ana
lyzed: a goods-market shock, such as a boom in exports or foreign direct 
investment (FDI) , and a shock in the market for bonds.44 In this simple 
model, "bonds" include all financial assets such as bills, bonds, and equities. 
A goods-market shock is a simultaneous rightward shift in the IS curve and 
downward shift in the BP curve. A bond-market shock is a downward shift 
in the BP curve. It could be caused, for example, by a fall in world interest 
rates. 

43. The assumption of moderately high but less-than-perfect capital mobility is repre
sentative of the current Indian situation. Capital mobility is less than perfect because risk 
makes Indian securities imperfect substitutes for foreign securities, and India has capital 
controls. The LM curve is steep since the interest elasticity of the demand for money is low. 
For a brief survey of the empirical studies on the demand for money in India see Kulkarni 
(1999). The analysis would remain relevant mutatis mutandis. even if the BP curve were 
steeper than the LM curve. 

44. It is assumed that FDI has a direct link with domestic real investment. See, however, 
note 25 above. 
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We first examine the effects of these shocks in the following policy 
regimes: a floating exchange rate, a fixed exchange rate with unsterilized 
intervention, and a fixed exchange rate with sterilized intervention. We 
then consider the consequences of the application of discretionary policies, 
in particular, monetary policy, fiscal policy, import liberalization, and cap
ital controls. Two possibilities are allowed as regards the initial preshock 
equilibrium of the economy: Keynesian excess capacity (hereafter "unem
ployment") and Keynesian full capacity (hereafter "full employment").45 
We make the simple Keynesian assumption that as long as output is below 
or at full employment, money wages and prices are constant. Beyond full 
employment, money wages and prices rise, but output does not. 

The initial equilibrium is at E (income Y*) where IS1, LM 1, and BP 1 
intersect. 

Positive Goods Market Shock 

Consider first a positive external shock in the goods market, for example, 
an increase in foreign demand for exports or an increase in inward FDI. 
Such a shock can be represented by a rightward shift in the IS curve from 
lSi to IS2 and a simultaneous downward shift in the BP curve from BP 1 
to BP2. 

Floating Exchange Rate 

If the exchange rate is fioating, the supply of money is exogenous. So LM 
remains at LMI. Suppose export demand (for example, for software 
exports) increases. The exchange rate appreciates, which offsets the expan
sionary effect of the shock. The IS and BP curves move back from IS2 and 
BP2 to their original positions, and the initial equilibrium E is re-attained. 
Net expOlts (other than software exports) are fully crowded out. In the final 
equilibrium, national income, the interest rate, and the trade deficit are 
unchanged. If the shock is increased FD!, the consequences for national 
income and interest rate are exactly the same as above. But aggregate 
investment will rise and the trade deficit will widen by the full extent of the 
extra FDI. 

45. Strictly speaking, the IS, LM, and BP curves do not exist at levels of output beyond 
full employment. This does not matter for our analysis. In tbe "overfull employment" 
region, prices rise, so the IS, LM, and BP curves shift. Thus the entire analysis could be 
canied out with IS, LM, and BP curves drawn only up to and including full employment 
income. 
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Note that the above analysis is unaffected by the initial position of the 
economy. The analysis is the same, whether there is "full employment" or 
"unemployment" at y* in the pre-shock equilibrium.46 

Fixed Exchange Rate plus Unsterilized Intervention 

Consider the effects of the same shocks with a fixed exchange rate regime 
in which the central bank allows balance-of-payments imbalances to affect 
the money supply. In this ease, the outcome depends greatly on the starting 
position. 

If there is "unemployment" in the initial equilibrium at Y*, an increase 
in exports or PDI is expansionary, indeed highly expansionary. We may 
think of the economy moving first to J, but here there is a balanee-of
payments surplus. Consequently, the money supply increases (the LM 
curve shifts to the right) endogenously, and the economy ends up at K. The 
effects on aggregate investment and the trade deficit would depend on 
whether the shock is increased FDI or increased exports. 

If there is "full employment" in the statting position at Y*, the final out
come is exactly the same as with a floating exchange rate. The expansion
ary effect of the shock goes wholly into a rise in prices, so the real money 
supply is constant, that is, LM remains at LM 1. The rise in prices causes a 
real exchange rate appreciation, so the IS curve moves back to IS1 from 
IS2, and the BP curve moves up to BP 1 from BP2, exactly as with a float
ing rate. The economy returns to E. Of course the process takes time; 
foreign exchange reserves rise at first and then decline.47 In the final equi
librium, national income is unchanged, prices are higher, and the other 
effects on investment and the trade balance are exactly as with a floating 
exchange rate. 

Fixed Exchange Rate Plus Sterilized Intervention 

With a fixed exchange rate and sterilized intervention, the money supply 
is kept constant (by the sale of government bonds) despite the increase in 
reserves that results from the favorable external shock. So LM1 does not 
move. 

46. Even if there is unemployment, an equilibrium between E and J is not possible. At 
any such point there would be an incipient balance-of-payments surplus, so the exchange 
rate would appreciate further, returning the economy to E. 

47. In pnlctice, there may be also some output expansion beyond "full employment" in 
the short run, which is later llndone. 
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If there is "unemployment" at Y*, the economy moves to J. National 
income is higher, but the expansion is limited by the increase in the inter
est rate, which crowds out some pre-existing domestic investment. If 
there is initial "full employment" at Y*, national income remains 
unchanged in the final equilibrium. Despite a constant money supply, 
prices will rise because of the higher pressure of demand in the goods 
market. This moves LM to the left from LM 1. The real exchange rate 
appreciation moves IS to the left from IS2 and BP upwards fro111 BP2. 
The economy will end up at a point such as Q (national income constant, 
interest rate higher). The higher interest rate crowds out some invest
ment, so aggregate investment could fall if the shock was increased 
exports. The domestic-foreign interest rate differential rises because Q is 
above the BP curve (which will end up somewhere between BP J and 
BP2). This means there will be a persistent incentive for inflows into the 
domestic securities markets, and foreign exchange reserves will con
tinue to rise. 

Positive Simek in the Bond Market 

Consider now a positive external shock in the bond market caused, for 
example, by a decline in world interest rates. This leads to an inflow of port
folio capital into the domestic bond market. Such a shock is depicted by 
a downward movement in the BP curve from BP] to BP2.48 IS stays put 
atlS]. 

Floating Exchange Rate 

The exchange rate appreciates because of capital inflows. This worsens the 
trade balance and moves the IS curve to the left from IS] and the BP curve 
upward from BP2. With a floating exchange rate, the money supply is 
constant, so LM remains at LMI. The IS and BP curves now intersect at a 
point such as C on the LMJ curve. Thus the capital inflow is contractionary. 
There is a fall in income and employment.49 

48. Alternatively the shock could arise from an increase in expected retu1'llS in domes
tic securities. In this simple model, this is equivalent to the shock discussed here. 

49. If the government wanted to preserve fuJI employrnent, it would have to ease mone
tary policy, as discussed below. That capital inflows can be contractionary if the exchange 
rate is floating is a standard result in international economics, but it is often ignored in 
Indian policy discussions. 
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Though national income is lower at C, the interest rate is also lower, so 
investment should rise.50 The trade balance worsens (the appreciation effect 
outweighs the effect of the fall in national income) but is of course covered 

by capital inflows. 

Fixed Exchange Rate Plus Unsterilized Intervention 

If there is Keynesian unemployment at Y*, the inflow creates a balance-of
payments surplus. So the supply of money rises endogenously and the 
economy ends up at W with a higher national income, a lower interest rate, 
and a higher trade deficit (financed by capital inflows). If there is "full 
employment" initially at Y*, the eventual effect will be as with a floating 
exchange rate. Balance-of-payments surplus followed by monetary expan
sion raises prices, so the real money supply is constant (LM] does not 
move), and the real exchange rate would appreciate (so IS moves left from 
lSI, and BP moves up from BP2). The economy ends up at C, with a reduc
tion in income and employment}} 

Fixed Exchange Rate Plus Sterilized Intervention 

In this case, the money supply is constant, so LM do~s not move from its 
initial position of LMl, though BP moves to BP2. National income, invest
ment, and the interest rate stay unchanged. ReserVes continue to rise 
because there is a "permanent" rise in the interest differential. This result 
obtains in both the "unemployment" and "full employment" situations. 
Note that while the interest d{fferential rises, the level of the home interest 
rate is unchanged. 

The Case of Increased Remittances 

What happens in the case of a favorable shock in the form of increased 
inward remittances is complex. The remittances could increase real invest
ment, increase consumption, or increase demand for financial assets. The 

50. Note, however, that the interest rate effect may be outweighed by the effect of 
recession-induced adverse expectations. 

51. It is possible that if prices do not initially rise as fast as the money supply, there 
would be some increase in the real money supply and the new IS and LM curves could inter
sect at say H, thus maintaining full employment but with a higher price level. But in a 
dynamic process, this could only happen by fluke. 
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effects of increased remittances will vary depending on how the recipients 
dispose of them.52 

Simultaneous Positive Shocks in Goods and BomB Markets 

We now consider the consequences of positive external shocks to goods and 
hond markets simultaneously. (As explained in the text, this is representative 
of the current Indian situation.) We assume that there is "full employment" 
in the initial equilibrium at Y*. (As above, the analysis can easily be extended 
to cover the case of initial unemployment.) The goods market shock moves 
the [S curve from [S 1 to [S2 and the BP curve from BP J to BP2. In addition, 
the bond market shock moves the BP curve further to BP3. 

If the exchange rate is floating, the appreciation has to go far enough to 
burn out both the shocks. So the economy will end up at a point such as C 
with lower income and employment. We have the same result if the 
exchange rate is fixed and intervention is unsteri lized. 53 If the exchange rate 
is fixed but intervention is sterilized, the economy will end up at a point 
slIch as Q but with a larger interest differential than in the initial situation, 
and persistent capital inflows. (The BP curve will be somewhere between 
BP J and BP3.) It is noteworthy that with both a float and a fix (with unster
ilized intervention), the bond market shock dominates the overall result, 
though there are simultaneous shocks in goods and bond markets. 

Discretionary Policies, Internal Balance, 
and Balance-of-Payments Equilibrium 

Now consider how full employment and balance-of-payments equilibrium 
can be attained with discretionary macroeconomic policy. We assume ini-

52. Consider situations where the initial position is one of "full employment" and the 
exchange regime is either a clean float or a fixed exchange rate with unsterilized intervention. If 
remittances flow entirely into investment, then their impact will be similar to that of increased 
FDI, discussed under "goods market shock" above. Investment rises and net exports are crowded 
out. If the increased remittances flow entirely into consumption, then the effects on net exports 
are the same as above, but the composition of output will be different. Increased consumption 
will crowd out net exports, and investment is unchanged. If remittances flow entirely into the 
bond mm"ket, then the effects will be as discussed above under "bond market shock." In practice, 
the impact of remittances is likely to be felt pmtly in the goods market and partly in the bond 
market, and in the goods market, pmtly on consumption and partly on investment. 

53. As before, this assumes that prices rise immediately, so LM does not move. The 
dynamic process mayor may not lead to a more favorable result. 
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tial full employment Y* and a simultaneous favorable shock in the goods 
and bond markets as in the previous section. The essential point can be 
briefly stated: macroeconomic equilibrium can be achieved by different 

policy combinations. 
One such combination is a floating exchange rate with an active mone

tary policy (this moves the LM curve). We saw that a tloat on its own will 
lead to unemployment (a move to C). This can be avoided by a simultane
ous monetary expansion.54 If the authorities get it right, the economy will 
end up at a point such as H where there is full employment and balance-of
payments equilibrium. The interest rate will be lower than at Cor E, so the 
share of investment in output will be higher than in the pre-shock situation. 
How the extra absorption is divided up between investment and consump
tion will depend on the relevant interest elasticities. 

But appreciation with an active monetary policy is not the only policy 
combination that can achieve full employment and balance-of-payments 
equilibrium. Many other policies can be brought into play, such as fiscal 
policy, trade policy, and capital account policies. Fiscal policy moves the 
IS curve. For example, fiscal retrenchment moves the IS curve to the left. 
Trade policies affect both the IS and the SP curves. For example, import 
liberalization moves the IS curve leftward and the SP curve upward. Cap
ital account policies affect the SP curve. For example a tax on capital 
inflows moves the SP curve up. In the presence of capital account restric
tions, an intermediate exchange rate regime is feasible. This means that the 
government can have an independent exchange rate policy (which moves 
the IS and BP curves) and an active monetary policy (which moves the LM 
curve). For example, exchange rate appreciation moves the IS curve to the 
left and the BP curve up; an expansionary monetary policy moves the LM 
curve to the right. Many different policy combinations can be envisaged 
which would give full employment and balance-of-payments equilibrium 
(intersection of IS, LM, and BP somewhere along EN, vertically above Y*). 
But they would imply different combinations of the interest rate and the 
exchange rate and therefore different effects on the composition of output 
and the balance of payments. 

Choosing the optimal policy mix requires going beyond the above model 
to bring in policy preferences pertaining to the composition of output and the 
balance of payments, derived from wider considerations. Moreover, policy 
formulation has to take place in a dynamic setting, with due regard to expec-

54. It could be argued that a central bank that targets inflation (say, follows a Taylor 
rule) would do this automatically. But it is a point worth making in the Indian context. 
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tations effects and to political constraints. The above rudimentary model is 
nothing more than a starting point for policy analysis, but we believe that it 
nevertheless usefulIy identifies the range of relevant policies and makes the 
basic point that the menu of policy options for adjustment to positive 
balance-of-payments shocks is much wider than a simple choice between a 
fixed and a floating exchange rate. A qualitative analysis of the optimal pol
icy mix is attempted in the latter part of the paper. 



Comments and Discussion 

John. Williamson.: Vijay Joshi and Sanjeev Sanyal present an admirable 
survey of balance of payments developments in 1I1dia since the great 
reform initiative of 1991, and of the policy issues cl.lrrently confronting 
India in this field. They use the most standard workhorse models available, 
notably the Domar model of growth and the Mundell-Fleming model of 
the macroeconomics of an open economy, and combine them with sensi
ble quantitative estimates to generate judgments on policy issues. I have a 
great deal of sympathy for both the methods and tht~ conclusions of the 
paper. 

Fi,x.",t, 1 a'E,tee \N\th !Q.",hi.. and San),al'.", cdti..a,uc of Lat, Bery, and Pant, wllQ 
argued that India had paid a steep price in terms of 2.1 percent a year for
gone growth for its reserve accumulation of the 19908. 10shi and Sanyal note 
that India's sterilized reserve accumulation averaged 1.2 percent of GDP 
each year. If all those resources had instead been funneled into investment, 
they estimate that growth would have been 0.4 percent higher, that is, 6.2 
percent instead of 5.8 percent, as opposed to Lal, Bery, and Pant's estimate 
of 2.7 percent higher. But, of course, part of the addition to absorption-the 
greater part, according to the standard finding-would nave been devoted to 
additional consumption rather than additional investment. I Moreover, if 
growth is in reality better described by the neoclassical model than by the 
Domar model, then the marginal retum would be less than the average 
retum, and once again one would get a lower estimate of the growth sacri
fice implied by reserve accumulation. The only reason I can see for ques
tioning the loshi-Sanyal conclusion that the growth sacrifice is a maximum 
of 0.4 percent is that they calculate the investment loss tiS a maximum of the 
sterilized intervention of 1.2 percent of GDP. I would argue that the entire 
reserve buildup preempted real resources that could potentially have been 
funneled into investment, because the money supply increase that was 
"bought" by the ullsterilized reserves could perfectly well have been pro
vided by bigger domestic credit expansion instead. 

I. Joshi and Sallya! note that the funds might all have flowed into investment if the cap
ital inflow had taken the form of FDr. Empirical evidence is also fairly clear that inflows of 
portfolio equity serve to increase investment. 
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But Joshi and Sanyal argue not only that Lal, Bery, and Pant are in error 
quantitatively, which seems to me incontrovertible, but also that Indian 
growth may in fact have been aided rather than depressed by the reserve 
buildup. One argument is that the reserve accumulation (along with capi
tal controls) served the economic function of protecting India from the 
East Asian crisis, and that had India got sucked into that maelstrom it 
could well have ended up with a lower growth rate than the 5.8 percent it 
actually had. I imagine most people would find that convincing. Maybe 
their other argument, that a mildly undervalued exchange rate is good for 
growth because it stimulates investment desires, is less widely accepted, 
but my own view is that they are completely right in this argument too. 
Indeed, it is precisely this point that I develop in the 2003 paper that they 
cite. In that paper I built a model that seeks to investigate the impact of the 
exchange rate on the growth rate. I argue that one needs to incorporate two 
factors. One is the impact that a competitive exchange rate has in motivat
ing entrepreneurs to want to go and sell on the world market, and therefore 
to invest to make that possible. Historically, the economist who most 
emphasized this consideration was Bela Balassa, although in the last few 
months Michael Dooley, David Folkerts-Landau, and Peter Garber have 
made waves by using the argument to defend the undervaluation of the 
renminbi.2 If this demand factor were the only consideration, then the 
more undervalued the exchange rate, the faster would be the rate of growth 
(which is precisely what Dooley and his coauthors argue, since they do not 
acknowledge supply constraint~, just like other ultra-Keynesians). But 
while the desire to invest is magnified by a more undervalued exchange 
rate, the resources to make investment possible are diminished when a 
country runs a larger current account surplus (or a smaller deficit), which 
is the result of a more undervalued rate. (This is the factor that lay behind 
Lal, Bery, and Pant's analysis). The growth rate is maximized when this 
supply-side consideration is balanced at the margin against the demand
side impact of a more competitive exchange rate in motivating increased 
investment. Joshi and Sanyal are arguing that India would probably have 
suffered from lower rather than higher investment if it had allowed the 
reserves it sterilized to appreciate the exchange rate instead, because the 
desire to invest would have been reduced by more than the ability to invest 
would have been increased. 

A second strategic point made by Joshi and Sanyal is that the dilemma 
identified by Lal, Bery, and Pant, although a mirage so far as the past 

2. Dooley, Folkerts-Landau, and Garber (2003). 
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decade is concerned, has now become a reality. Additional reserves added 
to the Indian hoard now really do have a low productivity. Unless India 
wants to depress its growth rate below what is potentially possible, it needs 
to allow an expansion of absorption ("adjustment") and to stem the reserve 
increase. Personally, I would have judged that this became a reality several 
years ago; that is, that Indian reserves are already excessive, rather than that 
the present level can reasonably be considered optimal, but the point that it 
is time to contemplate adjustment remains valid. 

Joshi and Sanyal go on to argue that the right response to this is a judi
cious combination of policies rather than a corner solution, particularly one 
that involves strong appreciation of the real exchange rate, and that also 
seems to me convincing. Specifically, they argue for 11 strategy that includes 
accelerated import liberalization and strong fiscal consolidation. This would 
permit additional absorption without undermining the competitiveness of 
the export sector. Once again, I am in complete sympathy with their argu
ment. Perhaps the argument that in these circumstances it would be good 
for growth can add weight to our longstanding advocacy of fiscal consoli
dation on the grounds that it will diminish the likelihood of a crisis and thus 
help make the political case for the drastic reorientation of Indian fiscal pol
icy that most of us believe to be essential. 

In sum, I find much to agree with in this paper. If the India Policy Forum 
maintains this standard of policy relevance ancl good sense, it deserves to 
be listened to by Indian policymakers. 

Arvind Virmani: The Joshi-Sanyal paper covers a very diverse set of 
issues. One of the novel topics is the discussion of basic macroeconomic 
theory in the context of actual balance-of-payments developments in India, 
a discussion that would be useful for many readers. Given the diversity of 
topics, however, the interlinkages between the topics is not clearly spelled 
out. A more explicit discussion of how they all fit together would have been 
helpful. 

In my comments, referring largely to the version presented at the con
ference, I address some important issues raised in the paper. These are the 
evolution and performance of the payment regime, the effect of reserve 
accumulation on growth, and recommended policy approach. There were 
three important milestones in the evolution of the policy on external com
mercial borrowing. Until 1980 virtually all external borrowing was 
related to foreign aid. During the 1980s the policy was gradually liber
alized to allow borrowing by companies from foreign private sources (for 
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example, banks). There was consequently a substantial increase in public 
sector and government-guaranteed debt, whose productivity is question
able. J The problems to which this gave rise were clearly recognized in the 
report of the Eighth Plan Working Group on Balance of Payments (1989), 
which noted that the ratios of external debt to GDP and of the short-term 
to total debt were too high. It recommended that the country's ratio of 
external debt to equity be raised through greater flow of foreign direct 
investment (liberalization of FDI) and that short-term debt be lowered. 
Unfortunately, no further action was taken on the report because the new 
government that came to power after the election disowned the earlier 
plan approach. 

Even though external and internal shocks triggered the crisis of 1990-91, 
subsequent analysis shows thal the current account deficit was rising and 
reserves had been declining since the mid-1980s. The shocks accentuated 
the problem by giving rise to adverse expectations among nonresident 
Indian depositors, resulting in net outflows. One of the lessons learned by 
the new government in 1991-92 was that timely depreciation was a solution 
to negative balance-of-payment shocks. Subsequent analysis of the crisis 
confirmed that the fiscal deficit played a key role in raising current account 
deficits and that exchange rate rigidity was also an important factor. 

The Mexican, Brazilian, and Russian crises also taught us the role of 
monetary tightening and interest rate increases in stabilizing exchange 
rate expectations. In my view, however, the wrong lessons were learned 
fro111 the Asian crisis, as controls regained respectability in India and 
exchange rate management again veered toward excessive use of controls 
on exchange futures and forwards, nonresident Indian deposits, and exter
nal commercial borrowings. Such controls are a bad idea, except under cri
sis conditions, which have not occurred in India since 1990-91 and will not 
happen as long as the exchange rate is allowed to depreciate in response to 
negative shocks. 

If the exchange rate had been depreciated in J 990, the crisis could 
have been prevented.4 The surge in equity inflow (stock adjustment) dur
ing 1993-93, after foreign institutional investor (FU) entry was allowed 
in 1991-92, also provided lessons. The analytical approach recom
mended for managing these flows was to deal with the (estimated) tem
porary and permanent components differently. The former should be 
dealt with through sterilized intervention (purchase), and the latter 
through acceleration of trade and current account liberalization and 

3. Virmani (2001). 
4. Virmani (2003). 
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through unsterilized purchase. I argued that in contrast to the policy of 
nominal appreciation (full employment, rational expectation model), 
this would result in lower real interest rates and higher investment and 
growth in India (labor surplus, dual economy). The operational and man
agement rules that emerged were also conditioned by political sensitiv
ity and fear of destabilizing expectations. These were to reduce volatility 
in the rupee-dollar exchange rate in the short term by immediate pur
chase or sale of foreign exchange (very short term) and tightening or 
loosening monetary policy thereafter. The medium-term goal was to sus
tain exports through a stable real exchange rate (subject to data lags). In 
this policy, reserve accumulation is an outcome of an asymmetric 
exchange rate management policy in which the nominal exchange rate is 
allowed to depreciate over the medium term in response to adverse 
trends in balance of payments, but nominal appreciation in response to 
favorable balance-of-payments trends is resisted. This view is in conso
nance with the conclusions of the Joshi-Sanyal paper on the effect of 
reserve accumulation on growth. 

In recommending a policy approach, I note some recent developments, 
including an appreciation of the real effective exchange rate and a fall in the 
inflation differential (India-U.S.) since 1999-2000, as well as a narrowing 
of the real interest differential (U.S.-India three-month t-bills) and a reduc
tion in its volatility. A study by the Indian Council on Research for Interna
tional Economic Relations has also shown that tariff reductions during the 
1990s have had positive effects on net exports in many three-digit manufac
turing industries, while the overall impact has been mildly positive. In the 
light of these observations, I would recommend the following policies. First, 
accelerate the tariff reduction to achieve a 5 percent peak rate by 2007-08, 
instead of in 2011-12, as recommended in an earlier planning commission 
working paper. Second, pursue further current and capital account liberal
ization, excluding short-term debt (below one year) for the time being. 
Third, pursue interest rate decontrol and flexibility, through an active search 
for hidden controls. Fourth, privatize a few public sector banks (as a start) to 
break the public sector bank oligopoly (coordinated by the RBI for the gov
emment). Finally, pursue unsterilized intervention in response to continued 
high inflows, followed by nominal appreciation only if inflation rises 
sharply (from 4-5 percent) and the underlying growth trend goes well above 
the twenty-fom-year average of 5.8 percent.' 

5. Postscript. Inflation has now gone above 8 percent as a result of a sharp rise in prices, 
and allowing nominal appreciation lUust be IIllJong the policies followed jf capital inflows 
continue strongly. 
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General Discussion 

A large portion of the general discussion focused on the question of 
whether the exchange rate was currently undervalued. Montek Singh 
Ahluwalia argued that perspectives on the exchange rate were often asym
metric in that it is easier to obtain a consensus in favor of a more flexible 
exchange rate regime when the rate is thought to be overvalued. A depre
ciated exchange rate was viewed as positive from a growth perspective, 
and policymakers would be unwilling to risk appreciation. Several persons 
expressed the view that the exchange rate was likely to be determined by 
developments in the capital account, but because the exchange rate would 
affect the current account, the authorities should have a clear notion of a 
target or desired exchange rate. 

SUljit Bhalla suggested that the risks of a financial crisis also were asym
metric: the probability of a crisis is high in the presence of an overvalued 
rate, but undervalued exchange rates seldom result in sudden reversals. 
Thus he thought that India should follow China in targeting an undervalued 
rate. Vijay Joshi pointed out, however, that a sustained capital inflow could 
lead to excessive monetary growth and inflation, and ultimately to an over
valued real exchange rate. 

John Williamson expressed concern over the notion of a fully flexible 
exchange rate. He believed that India was still in a transitional phase in 
which foreign exchange markets and institutions were not sufficiently 
developed to support a move to a fully flexible exchange rate regime. In 
particular, it would be some time before residents should be allowed to 
freely move capital in and out of the country. He worried about a sequence 
in which large capital inflows led to exchange rate appreciation and a 
severe contraction of the tradable goods industries. Such damage cannot 
be easily undone, even if the capital inflows subsequently reversed. 
Emerging markets were seen as particularly vulnerable to this type of 
adverse cycle. 

Montek Singh Ahluwalia questioned the sustainability of a pegged 
exchange rate policy and argued that India was basically moving in the 
right direction, toward a more flexible regime. However, he wondered how 
to establish priorities. He favored the liberalization of capital outflows as a 
response to increased inflows, and he thought it would be a good idea to 
allow a limited amount of foreign investment by resident individuals and 
mutual funds. In response, Sanjeev Sanyal noted that foreign investment 
was now permitted but that with a strong domestic equity market, no one 
was interested in investing abroad. 
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Several participants spoke in favor of the authors' suggestion of a mixed 
strategy but wondered how far to pursue some of the policy measures. 
Would the authors favor tariff cuts even if the cuts could 110t offset the lis
cal revenue loss? Could the reserve bank engage in less sterilization, allow
ing faster growth of the money supply? Was there adequate capacity to 
avoid any inflationary consequences? 
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ILA PATNAIK 

National Council qlApp/ied Economic Research 

Indialls Experience with 
a Pegged Exchange Rate1 

ccording to the Reserve Bank of India (RBI), the exchange rate of 
the Indian rupee is "market determined," in the sense that it is set in 

a currency market and is not administratively determined. However, the RBI 
actively trades in the foreign exchange market with the stated goal of "con
taining volatility" and influencing the market price. Recent research on the 
Bank's interventions has demonstrated that the rupee is effectively pegged 
to the U.S. dollar. That link to the dollar, combined with the easing of 
restrictions on India's current account and capital account during the 1990s, 
suggests a potential conflict with Bank efforts to conduct an autonomous 
monetary policy directed toward stabilizing the domestic economy. 

A key insight of open economy macroeconomics, newly prominent in 
recent decades, is the idea of the "impossible trinity."2 The theory is that no 
country can simultaneously have an open capital account, a fixed exchange 
rate, and a monetary policy targeted on the domestic economy. Specifically, 
once the capital account is open and the exchange rate is fixed, monetary 
policy is driven solely by the need to uphold the fixed exchange rate. 

To review the logic of the impossible trinity, suppose a central bank 
begins to tighten monetary policy in the presence of an open capital account 
and a fixed exchange rate. Tight monetary policy raises interest rates, 
which attract capital inflows. The central bank must therefore buy foreign 
currency to prevent a currency appreciation. Financing the purchases re
quires an increase in the monetary base, reversing the earlier effort to 
tighten monetary policy. As an alternative, the bank might seek to finance 
the purchase of foreign currency by offsetting sales of other domestic assets, 
such as its holding of government debt (a process known as sterilization); 

1. This paper grew out of conversations with Ajay Shall. The views in this paper are my 
own. I would like to th1mk Rajnish Mehra, Indira Rajaraman, Shankar Acharya, Arvind 
Virmani, Suman Bery, and Barry Bosworth for many improvements to the paper. I am grateful 
to CMIE and Golak Natll of NSE for help on data. 

2. Mundell (1961). 
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but those actions will exacerbate the rise in interest rates, attracting further 

inflows. 
Few countries today adhere to the extreme position of having a fixed 

exchange rate. But many countries that try to "manage" a "market deter
mined exchange rate" face similar conflicts. And the more the central bank 
focuses on currency policy, the more it loses monetary policy autonomy. 

In the years after World War II, many countries chose to have autonomy 
in both currency policy and monetary policy and did so successfully by 
closing the capital account. With a closed capital account, even if economic 
agents have speculative views about future fluctuations of the currency, 
they cannot express these views by taking positions in the foreign exchange 
market. With a more open capital account, however, when economic agents 
have speculative views about the future, they are able to move capital across 
borders and vary their net currency positions. For example, an importer 
who expects a rupee appreciation may choose to delay payments in order 
to convert into U.S, dollars at a more attractive exchange rate. The steady 
increase in openness on the capital account in recent decades is forcing 
many countries now to grapple with the trade-off between having a cur
rency policy and having monetary policy. 

Until the past decade, India had a system of strong capital controls. In the 
spirit of the impossible trinity, these controls made it possible for India's 
central bank to operate a fixed exchange rate regime and have monetary 
policy autonomy. During the 1990s, however, restrictions on the current 
account and the capital account were substantially, though not completely, 
eased. (A later section of this paper describes capital mobility in India in 
more detail.) 

As the conceptual framework of the impossible trinity implies, India's 
liberalization of the current account and the capital account should have 
steadily tied monetary policy to the need to maintain the ClllTency regime.3 

Although currency flexibility in India appears to have been unchanged in 
the past twenty-five years, the monetary policy consequences of upholding 
this currency policy are likely to have changed substantially. 

It is important to emphasize that India has neither a completely open 
capital account nor a completely fixed exchange rate. The current policy 
framework comprises partial controls on capital, a pegged (but not fixed) 
exchange rate with extremely low volatility, and an effort at monetary pol
icy autonomy. The policy framework in India today is hence an interesting 
gray area, one not well illuminated by theory. 

3. Joshi (2003). 
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This paper seeks to shed some light on the extent to which India's choice 
of a pegged cllITency regime has attenuated monetary policy. It addresses 
four questions. First, where does India stand in terms of opening the capital 
account? Second, what has the RBI's stance of sterilization been'? Third, is it 
possible to isolate episodes of lm'ge-scale cun-ency trading by the central 
bank? And finally, what were the monetary consequences of currency trading? 

The following sections provide a brief summary of recent research on 
India's cUlTency regime, an overview of the implications of capital controls 
for the operation of the currency forward market, and an examination of the 
extent to which the RBI has sought to sterilize the domestic monetary im
plications of its exchange market interventions. These discussions provide 
the context for the analysis of two episodes of large-scale RBI intervention 
in currency markets, one in 1993-94 and the other after June 200 1. In both 
episodes the RBI accumulated foreign currency reserves in an effort to 
resist an exchange rate appreciation. The analysis highlights the growing 
confEct for India between implementing a pegged exchange rate and oper
ating an autonomous monetary policy. 

Recent Research on India's Currency Regime 

Several recent research papers have focused on the question of how to char
acterize a country's de facto currency regime, as opposed to the regime that 
the central bank claims is in operation. G. A. Calvo and C. M. Reinhart 
propose a metric of currency flexibility that combines volatility of the ex
change rate, volatility of foreign exchange reserves, and interest rate volatil
ity.4 Within this context, they find that the Indian exchange rate exhibits 
extremely low flexibility and that the degree of flexibility did not change 
during 1979-99. 

Reinhart and K. S. Rogoff propose a data-driven algorithm for identify
ing the de facto currency regime.5 First, they examine the monthly absolute 
percentage change in the exchange rate. If the change is equal to zero for 
four consecutive months or more, they classify that episode (however long 
it lasts) as a de facto peg if no dual or multiple exchange rates are in place. 
This approach allows them to identify relatively short-lived de facto pegs 
as well as longer-lasting pegs. Second, they compute the probability that 
the monthly exchange rate change remains within a 1 percent band over a 

4. Calvo and Reinhart (2002). 
5. Reinhart and Rogoff (2002). 
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rolling five-year period. If the probability is 80 percent or higher, they clas
sify the regime as a de facto peg or crawling peg over the entire five-year 
period. If the exchange rate has no drift, they classify it as a fixed parity; if 
it has a positive drift, they label it a crawling peg. If it goes through periods 
of both appreciation and depreciation, it is a moving peg. Based on these 
methods, Reinhart and Rogoff classify the current currency regime in India 
as a "peg to the US dollar" (in various forms) since August 1979. 

In a working paper last year I examined in more detail the question of 
how to characterize India's currency regime,c' In summary, I found that 
India's enormous reserves buildup after mid-2002 cannot be explained 
as a quest for reserves as insurance. In addition, extending Calvo and 
Reinhart's metric of currency flexibility beyond L 999 shows no change 
over 1979-2003. A variety of tests betray symptoms of pegging the mpee 
to the U.S. dollar. The volatility of the rupee-dollar exchange rate, for 
example, is extremely low while that of the exchange rate of rupee and the 
euro or the yen is high. Tests based on a methodology devised by 1. Frankel 
and S.-I. Wei show that the dollar is overwhelmingly the dominant cur
rency in explaining fluctuations of the Indian currency.? 

India's Openness on the Capital Account 

It is widely believed that India opened up to capital inflows beginning in 
1991. But as table 1 shows, total inflows dropped from 11.6 percent of GDP 
in 1991-92 to 9.7 percent ofGDP in 2002-03. Nonofficial flows stagnated 
at roughly 9 percent. How can this picture be reconciled with India's sub
stantial capital account liberalization during the 1990s? 

Understanding the Elements of Openness 

One explanation for this seeming contradiction lies in the way capital flows 
are measured. They can be measured in terms of gross inflows, or net in
flows, or gross flows (inflows plus outflows), just as trade openness can be 
measured in terms of the trade balance, or exports, or exports plus imports. 
In the case of trade, or the CutTent account, the most meaningful measure, 
which is universally used, is exports plus imports as percentage of GDP. 
Similarly, I will use capital account inflows plus outflows as percentage of 
GDP to measure the extent of capital account openness. 

6. Patnaik (2003). 
7. Frankel and Wei ([994). 
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TAB l E 1. Capitalillflows illto India, 1991-92, 1995-96, 2002-03 
Percent of GOP 

Year 

1991-92 
1995-96 
2002-03 

Total 

11.59 
7.22 
9.75 

Source: Reserve Bank of India. Monthlv Bulletin. variolls issues. 

Nonofficial 

8.81 
6.34 
9.19 

The second explanation involves thinking carefully about the nature of 
capital controls in India today. It proves useful to think in terms of a hierar
chy of openness of the different channels through which capital now flows 
both inward and outward. The following discussion touches briefly on the 
channels in this hierarchy, running from the most open to the most controlled. 

CURRENT ACCOUNT. Since India's current account was sharply liberal
ized during the 1990s, trade in both goods and services has grown enor
mously. As table 2 shows, trade, as a share ofGDP, grew from 21.3 percent 
to 36.8 percent from 1991-92 to 2002-03. 

The current account is one of the most open channels for cross-border 
capital movements because government inspectors are unable to measure 
accurately the value of goods and services, such as shipments of diamonds 
or email attachments containing software. The current account is also a weII
known channel for evading capital controls. During the 1990s, for example, 
trade misinvoicing on the current account was a significant route for capital 
flows.~ Hence the growth of the current account should be interpreted as an 
effective easing of capital controls. Since 1991, RBI regulations on the cur
rent account have not been used to implement currency policy. 

INVESTMENT FLOWS. Investment flows involve some capital controls. 
India has steadily eased restrictions on foreign direct investment, foreign 
institutional investors engaging in portfolio investment, and outward 
flows by Indian firms seeking to build international operations, so that 
investment flows are a relatively open channel for cross-border capital 
flows. Nevertheless, government regulations for foreign direct invest
ment involve restrictions in certain industries-such as that foreign in
vestors cannot own more than 24 percent of an insurance company. And 
rules for foreign institutional investors have caps for the ownership of any 
one stock and ceilings for the total ownership by all such investors in a 

8. Patnaik and Vasudevan (2000). 
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TAB l E 2. Growth of India's Current Accollnt, 1991-92 to 2002-03 

Amount (billions of dollars) Share (percent of GDP) 

Trade account category 1991--92 2002-03 1991-92 2002-03 

Merchandise 
Exports 18.3 53.0 6.9 10.4 
Imports 21.0 65.5 7.9 12.8 

Invisibles 
Exports 9.5 43.0 3.6 8.4 
Imports 7.9 26.9 2.9 5.2 

Total 56.7 188.3 21.3 36.8 

Source: Author's calculations based on data from Reserve Bank of India, Monthlv Bulletin, various 
issues, and Centre for Monitoring Indian Economy. 

stock. Foreign investors are essentially prohibited from buying govern
ment bonds. 

At the same time, these channels constitute effective capital account 
convertibility for these classes of investors, who are free to move capital in 
and out ofIndia and who are permitted access to the currency forward mar
ket. As with the current account, tactical changes in these rules have not 
been used by the government or RBI as an instrument of implementing cur
rency policy, 

OTHER CAPITAL FLOWS. Balance-of-payments statistics show an entry 
for "other capital flows," which consist of delayed export receipts, advance 
payments against imports, and loans to nonresidents by residents. These 
offer a channel for capital flows that are not restricted by official controls. 

LOANS. Although Indian firms can borrow from overseas, the borrow
ing involves significant restrictions, and the Ministry of Finance and RBI 
have attempted to llse changes in these capital controls as a way to imple
ment currency policy. 

BANKING FlaWS. Capital flows through the banking system are influ
enced by a very detailed set of regulatory restrictions operated by RBI. As 
both the central bank and the banking regulator, RBI uses banking regula
tion to implement capital controls. For example, RBI sets the interest rate 
at which banks borrow from foreigners (labeled "nonresident Indians"). 
Hence it is useful to think of all capital flows through the banking system 
as being highly controlled. 

OFFICIAL HOWS. These flows are, by definition, not available to pri
vate economic agents and are excluded from consideration. 

As table 3 shows, the least-controlled capital flow channel, investment 
flows, increased from less than 1 percent of GDP to 3.9 percent of GDP 
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TAB l IE 3. Private Capital Flows as Percent of GOP. Ilidia. 
1991-92.1995-96.2002-03 
Percent of GDP 

7997-92 7995-96 2002-03 

I nvestment flows 0.08 1.99 3.91 
Other capital flows 2.43 1.20 1.82 
Loans 4.19 4.62 4.41 
Banking flows 10.07 3.63 5.52 

Total 16.76 11.43 15.36 

Source: Author's calculations based on data from Reserve Bani< of rndia, Monthlv Bulletin, various 
issues, and Centre for Monitoring Indian Economy. 

over a decade. The most-controlled channel, banking flows, dropped from 
10 percent of GDP to 5.5 percent ofGDP. Overall, private capital flows saw 
no trend increase. 

With the current and capital account combined, India's total private exter
nal transactions rose from roughly 35 percent of GDP to more than 50 per
cent of GDP from 1991-92 to 2002-03. Over this decade, both the foreign 
exchange market and private pmticipation in it increased considerably. 

Restrictions on the Currency Forward Market 

One element of the capital controls now in place is bmTiers to arbitrage on 
the currency forward market. In a conventional forward market, arbitrage 
defines the forward rate. Even if strong speculative views and positions on 
the market exist, in a normal forward market no interesting interpretation 
can be attached to the level of the forward premium because the premium 
is detennined purely by covered interest parity. When violations of market 
efficiency arise, near-infinite capital comes into play in arbitrage. Through 
this process, arbitrageurs restore the forward price to its fair value. 

In India, RBI rules sharply restrict the ability of banks to engage in cov
ered interest parity arbitrage, thus breaking the link between the spot mar
ket price and the price of the derivative.'> In addition, although the RBI 
trades extensively to manipulate the spot market, the observed forward 
price tends to be a market-determined rate. 

Interestingly, the RBI rules that inhibit covered interest parity arbitrage 
combine with the relatively undistorted forward market to generate a 

9. Currency derivatives can either trade OTC or on exchange. At present, currency 
derivatives are only traded OTC; there is no exchange. Hence, my treatment is limited to 
currency forwards and does not use data from a cun'ency futures market. 
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remarkable information source. When arbitrage does not determine prices, 
information from the forward market conveys expectations about the 
future. If economic agents expect the rupee to depreciate, they grow more 
interested in seIling rupees forward. Exporters stay unhedged, and im
porters are likely to hedge. Conversely, if economic agents expect the rupee 
to appreciate, they grow more interested in buying rupees forward. 

The arithmetic of forward pricing, as noted, is based on covered interest 
parity, which involves comparing two routes for riskless dollar investment. 

An investor could convert $1 into (l + r"Y through r", which is obtaincd 
from the U.S. zero coupon yield curve for T years. Or thc investor could 
convert into rupee at the spot price (S), invest in the Government of India 
(GOl) zero coupon yield of comparable maturity, and obtain a locked-in 

cash flow of S(l + rYl F by converting back into dollars at the exchange 
rate F at date T. Under no-arbitrage, these two investment strategies have 
to yield an identical return, through which the fair value for F can be com
puted. Once we know the fair value, we can measure the error when Com
pared with the observed market price. 

If RBI rules did not restrict arbitrage, the forward premium would not be 
informative. Under the existing policy framework, however, it is a uniquely 
useful market-based measure of future expectations, one that is not avail
able in most countries where regulators do not inhibit arbitrage. 

Internationally, empirical research related to currency expectations uses 
data based on surveys. j() Market p,uticipants, central bankers, multinational 

companies, and economics departments of banks are interviewed on a 
weekly or monthly frequency. Survey data such as the Currency Forecast
ers' Digest, now known as the Financial Times Currency Forecast, form 
the basis of empirical research on currency expectations. ll 

Although no such data are available for India, the daily data from the for
ward market on the deviation of the forward-market rate from covered 
interest parity are a unique high-frequency source of information about cur
rency expectations. As shown in figure 1, in the rupee-dollar forward mar
ket, deviations from the covered parity conditions have tended to persist 
over many years. In an open market, arbitrage would have wiped out such 
deviations almost instantly. 

Apart ii'om conveying expectations of the market, the error between the 
observed forward premium and its fair value also shows the arbitrage oppor
tunity available to those who are allowed to participate in the forward market. 

10. Frankel and Okongwu (1996). 
11. Chinn and Frankel (1994). 
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fiG U R E 1. Rupee-Dollar forward Premium: Market Price and Fair Value. 
January 1993 to february 2004 
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Source: Author's calculations based all data from Federal Reserve Board, National Stocl< Exchange, 
Telerate, and ABN Amra. Fair value is the interest rate on 91-day treasury bill in India minus that on 
the 3-month treasury bill in the United States. 

Full Period: Vertical lines are placed at "06/01/93" and "11/01/94" and "08/01/01." 

Extent of Sterilization 

A central bank has several options in responding to variations in the vol
ume of net capital inflows. One is simply to allow the market for foreign 
exchange to clear through changes in its price. But if the central bank is 
committed to a specific exchange rate, it can finance its purchases of for
eign exchange either by expanding the monetary base or by selling other 
domestic assets, normally government debt. Concern that large expansions 
of the monetary base could worsen inflation pressures often leads to efforts 
to "sterilize," or offset, the monetary implications through the sale of other 
assets in the bank's portfolio. The extent of sterilization by the central bank 
can differ, depending on both the need to sterilize and the ability to do so. 
lt is also possible to distinguish between "narrow" sterilization, involving 
the sale of other domestic assets, and "broad" sterilization, involving levers 
like changes in reserve requirements. 

In what follows I estimate an offset coefficient that measures the extent 
to which the addition to net foreign exchange assets (NF A) is sterilized by 
the central bank. The central bank offsets the change in NFA by changes in 
net domestic assets (NDA), where NDA is a policy variable. My work 
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is based On a monetary model, which includes a simple money demand 
function and a money supply function. The reduced form expression 
assumes that NDA is responsive to demand conditions in the economy, 
determined by output growth. Changes in NDA take into account the 
changes in the monetary base due to changes in NFA or to changes in re
serve requirements. 12 When the central bank fully offsets changes in NFA, 
in the limit, the offset coefficient is -I. Partial sterilization generates val

ues of the coefficient between 0 and -1. 
The model is estimated for the period April 1993 to December 2003 

using monthly data. Net domestic assets of the RBI are adjusted to reflect 
net non-monetary liabilities. For comparability, the index of industrial pro
duction (TIP) is re-expressed in nominal terms using the wholesale price 
index. This yields a time-series of the nominal liP (IIPn), which is used as 
a proxy for nominal output. The cash reserve ratio (CRR) is used to mea

sure bank reserve requirements. 
The series NDA, NFA, and IIPn are non-stationary. Unit root tests indi

cate that they are 1(1). Further, both the Johansen cointegration tests and 
standard tests for stationarity suggest that the series are co integrated. Con
sequently, the model for estimating the offset coefficient is set up as an 
error-correction model. The first stage is specified in levels, and the second 
stage in first differences with the lagged residual term as an additional vari

able and with monthly dUllunies: 

(1) NDA::: cx.n + cx.,NFA + cx.)IPn + CY.,CRR + t, 

(2) ANDA ::::: ~(] + Prt,-r + P2ANFA + ~3AIIPn -/- y, 

The empirical results are 

(3) NDA::::-0.822 NFA+ 84J.6 IIPn+360.4 CRR, 
(30.7) (17.7) (004) R2 = 0.93 

and with error correction, 

(4) ANDA =-0.271 £1-1 - 0.602 ANFA +375.2 LlIIPn 
(4.5) (5.4) (5.8) R2 = 0.38 

The results suggest that RBI directly sterilized its currency intervention by 
a reduction in net domestic assets. However, though the extent of sterilization 

12. Schadler and others (1993) estimate an offset coefficient that measures the degree to 
which capital inflows offset the changes in net domestic assets in a fixed exchange rute regime. 
My model is similar to the one used by them, but is motivated by a different question. 
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FIG U R E 2. Foreign Exchan!le Assets of the Reserve Bank of India, 1993-2003 
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Full Period: Vsrticallines are placed at "06/01/93" and "11/01/94" and "08/01/01." 

was large, it was not complete. The offset coefficient is estimated to be -0.8 
in levels and 0.6 in the error-correction estimate. 

The relationship with output growth was found to be positive and highly 
significant. In other words, growth in net domestic assets was higher when 
output growth was faster. The coefficient of eRR was found to be insignif
icant and is excluded in the error-correction estimate. 

Analyzing Major Episodes of RBI Currency Trading 

To understand the consequences of the impossible trinity, as well as issues 
in the implementation of the rupee-dollar peg, it is interesting to focus 
on the periods when the RBI has engaged heavily in currency trading. Fig
ure 2 shows the time-series of India's foreign currency reserves from 
January 1993 to November 2003. Based on the rate of reserve accumu
lation, two episodes merit attention. Episode I runs from June 1993 to 
November 1994 (eighteen months). Episode II runs from August 200l 
onward. Both episodes happen to involve a sharp increase in reserves. 
There is no comparable episode of a sharp drop in reserves. 

Reserves increased because the central bank was purchasing dollars to 
prevent an appreciation of the rupee. Figure 3 shows the time-series of daily 
volatility of the rupee-dollar exchange rate during the period in question. 
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FIG IJ R E 3. Rolling Window Estimates of Rupee-Dollar 
Daily Volatilitv, 1993-2003 
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In both Episodes I and II, the standard deviation of daily returns attains low 
values like 0.1 percent. 

I propose to understand both these episodes using the following frame
work. First, how did the episode commence? Second, what were the fluc
tuations of the currency in the episode? How tightly did RBI peg the 
currency? Third, what was the currency forward market thinking? Fourth, 
how large was RBI's currency trading, compared with reserve money? 
Fifth, how did RBI offset the monetaty implications of currency trading? 
Sixth, what was the trajectory of money supply and interest rates in the 
episode? 

Episode I 

In 1993-94 India began liberalizing portfolio int1ows. From near-zero 
levels, portfolio inflows rose sharply to $307 million in the second quar
ter of 1993-94, to $935 million in the third quarter, to $2283 million in the 
fourth quarter. The shift marked the beginning of a capital surge into the 
country. 
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TAB l E II. Balance of Payments in Episode I 
Billions of U.S. dollars 

Current account Net capital 
Year balance inflows 

1991-92 -9.6 3.7 
1992-93 -1.2 2.9 
1993-94 -1.2 9.6 
1994-95 -3.4 9.1 
1995-96 -5.9 4.7 
1996-97 -4.6 11.5 

Source: Reserve Bank of India, Monthly Bulletin, various issues. 

Change in 
net foreign assets 

5.71 
-1.25 

7.45 
7.10 

-0.19 

4.78 

Table 4 shows the evolution of balance of payments around Episode 1. 
The current account was unchanged from 1992-93 to 1993-94. Net capital 
inflows, however, rose sharply from $2.9 billion to $9.6 billion. My dating 
of Episode I, from June 1993 to November i 994, is squarely in this period 
of high capital inflows. 

Faced with a capital surge, RBI chose to prevent the rupee from appre
ciating. The rupee-dollar rate was kept largely fixed, as shown in figure 4. 
Between July 1993 and December 1993, the dollar was fixed at Rs. 31.42. 
In January 1994, it moved to Rs. 31.37. 

FIG U R E /I. Expectations of Rupee Appreciation, Episode I 
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As noted earlier, covered interest parity violations on the currency 
forward market are a source of information about the speCUlative views 
of private market participants. In a longer time-series beginning from 
1993, the errors are typically negative, reflecting expectations of rupee 

depreciation. 13 

As figure 4 shows, the speculative views of the lmu'ket swung into pos
itive terrain at the start of Episode 1. That is, private market participants 
appear to have believed that the rupee was a "market determined exchange 
rate," so the capital surge would lead to a rupee appreciation. 

With the benefit of hindsight, we know that these expectations were 
incorrect. Nevertheless, this infoDl1ation about expectations shaped con
temporaneous investment decisions of economic agents and thus the capi
tal flows. 

Figure 5 shows the time-series of RBI purchases of foreign CllD'ency 
during Episode 1. Because the exchange rate was fixed, the data on currency 
intervention serve as a proxy for the capital inflow into the economy, for 
which monthly data are not available. 

Thc similarity between the fluctuations of RBI purchases of foreign cur
rency and the misp11cings on the currency forward market is striking. This 
is consistent with my argument that such mispricings reflect the then 
prevalent currency views of private market participants, which would have 
shaped their decisions on short-term capital flows. 

When a central bank engages in currency trading, the trading affects 
reserve money. If the capital account is highly open, the scale of currency 
trading required to distort the price on the currency market is larger. In the 
case of Episode I, the purchases of foreign assets by RBI led to a rise in net 
foreign assets from 20 percent of reserve money to 45 percent of reserve 
money. 

As noted, the central bank has several options in sterilizing this impact. 
One would be the sale of govemment bonds that are part of reserve money. 
Data for open market operations in this period have not been released, but 
at the time of Episode I the bond market was highly illiquid, which may 
have placed constraints on the RBI's use of open market operations in ster
ilization. Another option would have been the weaker lever of not replac
ing maturing government bonds. 

Figure 6 shows the growth of net foreign assets and net domestic assets 
in Episode I. Net foreign assets rose sharply, reflecting currency trading. 

13. The "typical" configuration in India has been one where domestic inflation is higher 
than worldwide inflation, and the rupee has steadily depreciated. 
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FIG U R E 5. RBI Net Purchases of Foreign Currency, Episode I 
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FIG U R E 6. Central Bank Assets and Reserve MOlley, Episode I 
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TAB l E 5. RB! Use of Reserve Requirements for Sterilization in Episode I 

Date Action 

June 11, 1994 
July 9,1994 
Aug. 6, 1994 
Oct. 29, 1994 
Jan. 21, 1995 

July 17,1995 

Cash reserve ratio raised from 14% to 14.5%. 

CRR raised to 14.75%. 
CRR raised to 15%. 
CRR for foreign currency nonresident accounts raised from 0% to 7.5%. 
CRR for nonresident accounts raised from 0% to 7.5%; 
CRR for FCNR accounts raised to 15%. 
Conditions for overdraft facility to stock brokers to draw money from 
banks made more stringent. 

Source: Reserve Bank of India, MontMv Bulletin, various issues. 

Sterilization is "partial," in that NDA fell, but the drop in NDA was not as 
large as the rise in NF A. 

By my dating, Episode I started in June 1993. One year into the episode, 
the growth of reserve money, Mo, had touched 30 percent. Beginning on 
June 11, 1994, RBI embarked on monetary tightening by using reservc 
requirements (see table 5). These policy decisions marked a reversal of 
RBI's earlier policy of phasing out the cash reserve ratio (eRR), which was 
seen as a component of financial repression and a tax on banking. The use 
of reserve requirements as a tool for currency policy has been observed to 
affect interest rates in many developing countries. l4 

Figure 7 summarizes the monetary consequences of the pegged ex
change rate regime in Episode 1. Reserve money grew at rates as high as 
30 percent annualized. The RBI muted the impact of reserve money growth 
on M3 growth through the use of reserve requirements. Interest rates during 
the period of the capital surge declined slightly, as may be expected if ster
ilization is incomplete. The decline can be attributed to the higher growth 
of money supply. Toward the end of the period, when reserve requirements 
were raised and as output growth in the economy picked up, short-term 
interest rates rose (figure 8). 

To summarize, Episode I began as a surge in capital inflows. Although 
the exchange rate was fixed, the market expected the rupee to appreciate 
against the dollar. The months when the market expected rupee appreciation 
saw a sharp inflow of dollars. To prevent the appreciation, the RBI actively 
purchased dollars, pushing net foreign assets as a share of reserve money up 
from 20 percent to 45 percent. Because the bond market was relatively illiq
uid, the opportunity for doing open market operations was limited. Although 
net domestic assets growth slowed, the shift did not offset the sharp growth 

14. Reinhart and Reinhart (1999). 



Iia Patnaik 205 

fiG U R E 7. Growth of Reserve Money and M3• Episode I 

35~--------r---------------------------~--------~ 

~ 
ro 30 
()l 

'
ro 
~ 25 
E 
.g 20 -

-'-,1 
___ '_'-'~,.j 1"",,--

Q) 
0> 

~ 15 
.r:. 
() 

~ 10 
!!l 
c 
()l e 5 
()l 

0-

Growth of M3 : ~ 
1 
1 
1 
1 
I 
I 
I 
I 

OL-________ ~----------~----------L-------~I~------~ 
Jan-93 Jul-93 Jan-94 Jul-94 Jan-95 

Month 

Source: Reserve Bank of India, Monthlv Bulletin, various issues. 
Note: M, includes currency, demand deposits, and saving accounts. 

FIG U II E 8. The 91·l)ay Treasury Bill Rate and the Cash Reserve Ratio, 
Episode I 
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r A B l E 4). Balance of Payments ill Episode II 
Billions of U.S. dollars 

Current account Net capital 
Year balance inflows 

1999-2000 -4.7 10.2 

2000-01 -2.6 9.0 

2001-02 1.4 9.5 

2002-03 3.7 13.3 

2003-04 n.a. n.a. 

Source: Reserve Bank of India, Monthly Bulletil1, various issues. 

Change in 
net foreign assets 

2.26 
6.14 

12.32 
17.50 
37.38 

in NFA, and reserve money grew at rates as high as 30 percent. Short-term 
interest rates fell for roughly a year, reflecting only partial sterilization. After 
that, reserve requirements were tightened, and interest rates rose. At the 
same time, M3 growth accelerated. 

In Episode I, the near-fixed exchange rate during a period of large dollar 
inflows necessitated massive RBI currency trading, which led to rapid growth 
of reserve money and to a temporary reversal of the phase-out of eRR. 
Although RBI raised reserve requirements, M3 growth accelerated signifi
cantly. The monetary tightening, which began in month twelve of this 
eighteen-month episode, led to a period of rising interest rates. Episode I was, 
hence, India's first experience with the loss of monetary policy autonomy. 

The experience was particularly striking given that during Episode I, 
openness on the capital account was limited and the external sector was 
small relative to the Indian economy. Neve11heless, the logic of the impos
sible trinity was powerful enough that the pursuit of currency pegging led 
to an economically significant attenuation of monetary policy. 

Episode II 

Unlike Episode I, Episode II did not begin with a capital surge. In 2000-01 
and 2001-02, India's capital account (table 6) was remarkably stable. From 
1999-2000 to 2001-02, net capital inflows into India were roughly $10 billion 
a year. Instead, Episode II began with a dramatic shift in the current account
from a deficit of $4.7 billion (1999-2000) to a surplus of $1.4 billion 
(2001-02)-that affected the currency market. 

Figure 9 underlines this difference between Episode I and Episode II. 
Early in Episode II, the current account turned from a deficit into a surplus; 
later, large capital inflows began. 
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fiG U R E 9. Current Account Surplus and Capital Inflows in Episode II 
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Currency Spot and Forward Markets 

In Episode II, the central bank at first prevented the rupee from appreciat
ing. In June 2002, however, with foreign exchange reserves exceeding 
$55 billion, the rupee was allowed to appreciate. 

Figure 10 shows that currency expectations had started turning around 
even before the rupee began appreciating. After June, when the rupee was 
allowed to start appreciating, plivate forecasts of the rupee changed sharply. 15 

After July, the observed forward premium was lower than the fair value, 
reflecting expectations of a currency appreciation. 

Currency Expectations and Capital Flows 

Foreign exchange reserves with the RBI started growing sharply in 2001-02, 
that is, before the increase in capital inflows in the following year. The imple
mentation of the pegged exchange rate, coupled with the strengthening cur
rent account,led to a sharp increase in currency trading by RBI (figure 11). 

15. There was a sharp decline in the forward premium during Episode II, from March 
2003 onward. This partly merely reflected a change in the fair value (that is, changes in the 
90-day rate in India and in the United States). However, there was also a widening of the gap 
between the two series, which is shown in figure 10, which shows the mispricing on the for
ward market. 
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FIG U R IE 1 O. Expectations of Rupee Appreciation, Episode II 

49r-----.------------~--------------------~ 

.... 
!! 
Q 

48 

~ 47 
Ql 

0. 
(/) 

~ 46 
0. ~----~--~-----j----~~~~----------~~------~ 

~ '\-----1 r\ 
45 i"--f' Forward mispricing 

: (right scale) 

44L-____ ~ __ ~--k------L----~k------L----~ 
Mar-01 Sep-01 Mar-02 Sep-02 Mar-03 Sep-03 

Month 

5 

4 

3 

2 ... 
c: 
Ql 
<.l 

iii 
Il. 

0 

·1 

-2 

-3 

Source: Author's calculatio~s based on data from Reserve Bank of India and Centre for Monitoring 
Indian Economy. 

Episode II: The vertical line is placed at "08/01/01." 

As noted earlier, apart from conveying expectations of the market, the 
error between the observed forward premium and its fair value also shows 
the arbitrage opportunity available to foreign investors. In December 
2003, the error betwe~n the observed forward premium and its fair value 
exceeded 350 basis points. 16 A foreigner who bought GO! bonds and had 
a locked-in repatriation into U.S. dollars at a futUre date using the forward 
market was thus earning a return of over 350 basis points. Not surpris
ingly, the period after July 2002 witnessed a sharp inflow of dollars, both 
on the current and capital account (figure 9). The capital surge thus began 
in 2002-03. 

Tools for Sterilization 

In terms of sterilization, Episode II also differed from Episode I. This 
time, the institutional infrastructure for conducting open market opera
tions was in place. By 2000-01, the turnover ratio ill the bond market 
had risen to 100 percent, making the market sufficiently liquid for the 

16. Strictly, the observed forward premium should be slightly higher than that cOIn
puted from covered interest parity, owing to the country credit risk premium required for 
India exposure. However, tile failure probability of a GO! bond on a 90-day horizon is likely 
to have been negligible through this period. Hence, this is unlikely to be an impOltant issue 
in my analysis. 
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flGiHl1E n. Cllrrencv Trading of the Reserve Banie of India, Episode II 
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government to be able to conduct substantial open market operations 
(figure 12).17 

Figure 13 shows that the increase in net foreign exchange assets was 
sterilized by open market operations. In a striking and inverse relationship, 
the months with high purchases of U.S. dollars were months with substan
tial sale of GO! bonds. 

Table 7 shows that the stock of government bonds with the RBI was 
reduced to barely Rs. 274 billion, or about $6 billion, by March 2004. That 
same month, a new category of bonds, Market Stabilization Bonds, was 
designed to be used solely as an instrument of sterilization. The cash 
reserve ratio stood at 4.5 percent in March 2004. The existing legal frame
work prevents the eRR from being cut below 3 percent. 

Money Growth 

Because of sterilization, reserve money did not grow despite the increase in 
net foreign assets. Instead, the share of net foreign assets in reserve money 
increased sharply from 65 percent in 2001 to 78 percent in 2002 to more 
than 100 percent in January 2004. Figure 14 shows the sharp decline in the 

17. While data are not available for the first episode, there is a consensus that the bond 
market was even more illiquid in the preceding years. 
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fiG U Ii E 1 2. Turnover Ratio of Government Bonds, 
January 1993-February 2004 
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r A B I. f 7. Sources of Reserve Monev. March 19. 2004 

Source Billions of rupees 

Net RBI credit to government 
RBI credit to banks 
Net foreign exchange assets of RBI 
Government's currency liabilities to the public 
Net nonmonetary liabilities of RBI 
Reserve money 

Source: Reserve Bank of India, Weeklv Statistical Supplement, March 27, 2004. 

274.83 
39.17 

4974.02 

72.40 
1277.73 
4082.70 

share of RBI credit to the government in reserve money. As a consequence, 
growth of reserve money remained under control. 

Because sterilization was possible through the simplest route, open 
market operations, it was not necessary for the RBI to reduce money sup
ply tllrough changes in reserve requirements, as in the first episode. On the 
contrary, eRR was steadily reduced. 

As a consequence, the money multiplier increased in value during this 
period. Despite that, as a result of the large scale of sterilization and the low 

FIG U R E 1 4 . Net Foreign Assets. Net Domestic Assets. and Reserve Monev 
of the Reserve BailIe of India, Episode II 

600000 

500000 

400000 

300000 
e 
2 200000 
'" en 

100000 0:: 

a 

I 
I 
I 
I 
I 
I 
I Reserve money 

• • • • ~ • • _ • • v 

-100000 

"-
Net domestic assets of the RBI ~ 

Mar-01 Sep-01 Mar-02 Sep-02 

Month 

Source: Reserve Bank of India, Monthlv Bulletin, various issues. 
Episode II: The vertical line is placed at "08/01/01." 

Mar-03 Sep-03 



212 INDIA POLICY FORUM, 2004 

growth of reserve money, the growth of money supply remained under con

trol (figure 15). 

Stance of Monetary Policy 

The unprecedented drop in interest rates that India experienced in Episode II 
reflects a combination of developments. The first was the partial sterilization 
of capital inflows, which open economy macroeconomics expects to lower 
domestic interest rates. The second was the steady pace of CRR reductions. 
And the third was slow output growth during this period, which led to slow 
growth in demand for capital. 

Summary 

To summarize, Episode II began as a surge in the current account. Capital 
accollnt openness in this episode was greater than it was in the first episode. 
After June 2002, the rupee began to appreciate, the forward market fore
casted further appreciation, and a capital surge began. Net foreign assets 
as a share of reserve money went up from an already high 70 percent to 
120 percent. The RBI actively used the bond market for open market oper
ations. The program for phasing out the cash reserve ratio stayed on course; 

FIG U RIEl 5. Growth of Reserve Money and the Money Supply. Episode II 
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FIG U It E 16. The 91-Day Treasury lBiII Rate and the Cash Reserve Ratio, 
1993-2003 
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the money multiplier kept rising. M3 and Mo growth did not accelerate. The 
CRR was steadily cut. Interest rates declined sharply through a combi
nation of partial sterilization of capital inflows and a steady pace of CRR 
reduction. 

In contrast with Episode I, when the rupee was kept largely fixed, 
Episode II saw a slow appreciation of the rupee. The daily volatility of the 
rupee-dollar exchange rate remained very low, at around 0.1 percent, and 
the rupee-dollar rate was not a random walle. Once the rupee started appre
ciating, currency expectations turned around, followed by a sharp inflow of 
capital, which may have been motivated by either covered interest parity 
arbitrage or currency speculation. 

Comparing the Two Episodes 

Did the stance of direct sterilization change in Episode I or Episode II? To 
address this question, I introduce slope dummies d] and d2 for the two 
episodes. The model may now be expressed as follows: 



214 INDIA POLICY FORUM, 2004 

(5) 
NDA == a o + a,NFA + a,d, * NFA + a,d, * NFA 

+ a"IIPn + a 5CRR + C/' 

Three a coefficients are of interest: (XI' the "normal" level of steriliza
tion; a2, which tests for a change in stance in Episode I; and a3, which tests 
for a change in stance in Episode II. 

The estimated equation when slope dummies for the each of the episodes 
are introduced is 

NDA==-0.67 NFA+0.039 ell *NFA-0072el2 :I:NFA 

(6) 
(11.3) (0.6) (3.4) 

+701.9I1Pn + -517.7 CRR. 
(10.8) (0.5) R2 == 0.93 

The coefficient ofNFA is estimated to be -0.67, suggesting that, in gen
eral, the RBI sterilizes roughly two-thirds of its trading in the foreign 
exchange market. This result is broadly consistent with previous RBI study 
results on sterilization by Sitikantha Pattanaik and Satyananda Sahoo that 
RBI undertook large-scale but not full sterilization. IX 

The coefficient for the dummy for Episode II is negative and significant, 
showing a change in the stance of the RBI. The coefficient for Episode I is 
not found to be significant. 

Table 8 summarizes the differences between the two episodes. In 
some senses, the outcomes in Episode II were more benign than those in 
Episode I. Given access to a more liquid bond market, the RBI was able 
to sterilize to keep the monetary base under control. It could continue to 
cut the cash reserve ratio steadily and prevent interest rates from rising. 
In Episode I, the central bank's inability to use open market operations 
led to a sharp rise in the monetary base that was followed by a rise in 
the CRR and interest rates. So far Episode II has been spared these 
developments. 

Both episodes featured a tightly pegged exchange rate and pmtial steril
ization of capital inflows. Hence, the surge in capital inflows was expan
sionary and helped to generate a drop in interest rates. 

All through Episode I, a current account deficit offset capital inflows. 
In contrast, in Episode II, the current account has turned positive. 

The most important difference is that Episode I ended in 1.25 years, 
while Episode II had been under way 2.5 years as of the time of writing. 

18. Pattanaik and Sahoo (2001). 



T A IB I. f 8. Comparing featllres of Episodes « and II 

Feature 

Initiation 
Exchange rate 
Forward market 
Netforeign assets as share 

of reserve money 
Cash reserve ratio phase-out 

Bond market 
Use of open market operations 

Mo and M3 growth 

Episode I 

Capital account 
Mostly fixed 

Expected appreciation 

21% ~45% 
Reversed 

Weak 
Data not disclosed 

Accelerated 
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Episode /I (thus far) 

Current account 
Slight appreciation 

Expected appreciation 

70% -7 120% 
Unaffected 
Much improved 

Strongly visible 
Unaffected 

How Episode n unfolds further is one of the most interesting questions in 
Indian macroeconomics today. 

Conclusion 

The reforms of the 1990s in India saw a significant opening of the current 
and capital accounts and created new challenges [or the implementation of 
the pegged exchange rate regime. 

Faced with a surge of capital inflows soon after the rupee had been made 
"market determined," the RBI followed a policy of a fixed exchange rate, 
which implied large-scale trading in the currency market. That trading led 
to an acceleration in reserve accumulation that was partly sterilized and that 
partly spilled over into an expansionary monetary policy. Despite the small 
capital account, pegging to the U.S. dollar leel to an attenuation of mone
tary policy autonomy. 

The second major episode of currency trading took place in 2000-01 
with a surplus on the current account. Faced with pressure on the rupee to 
appreciate, the RBI traded extensively on the currency market. This time, 
the rupee-dollar exchange rate was not fixed. From June 2002 onward, RBI 
permitted some appreciation. 

This appreciation might have been motivated by the RBI's desire to re
duce the extent of trading required to implement the peg. However, as soon 
as the rupee started appreciating, currency expectations changed: instead of 
depreciating, the rupee was expected to appreciate. The full impact of a 
more open capital account, with a smaller set of capital controls, led to a 
surge of inflows on both the CUlTent and capital account. The following 
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twenty months have been spent trying to curb the inflows, maintain the cur
rency peg, and cling to monetary policy autonomy. 

In conclusion, Episodes I and II both highlight the extent to which 
implementing a pegged exchange rate comes at the cost of autonomy in 
monetary policy. As India continues on the path of eliminating currency 
controls, it appears that implementing the pegged regime will increasingly 
crowd out monetary policy autonomy. 



Comments and Discussion 

Rajnish Mehra: Ila Patnaik presents an excellent case study of a country 
in the process of moving from a regime of strict capital controls to one 
with a relatively open capital account. The degree of capital account con
trol in India is very different today from what it was in the early 1990s. As 
a measure of openness, the differential (premium) between the "unoffi
cial" and official rupee-dollar rate has dramatically declined over the past 
fifteen years. It is now less than 0.5 percent. 

The paper begins by citing convincing evidence that the rupee is pegged 
to the U.S. dollar. Taking Robert Mundell's 1961 insight into the "impos
sible trinity" as a starting point, Patnaik goes on to argue that the conse
quences of a pegged exchange rate are likely to be very different with and 
without capital controls. Specifically, a fixed exchange rate coupled with 
free capital movements implies a loss of monetary policy independence. 
Monetary policy in such a setting is entirely determined by the exchange 
rate system. As India continues on the path of eliminating currency con
trols, it appears that implementing the pegged regime will increasingly 
reduce its monetary policy autonomy. 

Patnaik identifies two empirically significant periods during the years 
from 1990 to 2003, when there was a sharp increase in reserves: June 
1993-November 1994 (Episode I) and August 200l-present (Episode II). 
The metric used is the observed increase in the gross reserves measured in 
dollars. 

I will present a somewhat different perspective. Rather than focusing on 
the level of foreign reserves, I examine the data using the relative shares of 
foreign reserves to GNP. Here, figure 17, which displays the gross level of 
foreign currency assets, is the counterpart of figure 2 in the Patnaik paper, 
except that I have used data expressed in mpees, whereas her figure 2 is 
expressed in dollars. To the extent that the rupee-dollar rate has fluctuated, 
the figures are not affine transformations of each other. A potentially more 
useful way of looking at these data is captured by figure 18, which graphs 

I especially thank John Donaldson and Barry Bosworth for their insightful comments. 
I am grateful to the participants of the India Policy Forum conference for a stimulating 
discussion. Finally, I thank D. K. Pant and K. A. Siddiqui for their meticulous research 
assistance. 
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FIG U R E 1 7. Gross level of foreign Currency Assests 
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FIG U R E 1 8. foreign Currency Assests as Share of GDP, 1980-2003 
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foreign currency reserves as a share of GDP.' It is clear that the post-1990 
period is very different from the pre-1990 period. After 1990, two periods 
of rapid change in reserves stand out: 1990-95 (+5.75 percent of GDP) and 
1996-present (+8.93 percent of GDP). 

While these time periods do not correspond precisely to those identified 
in the paper, the exact periods are unimportant for the observations made 
there. Patnaik is agnostic about the costs and benefits of a fixed exchange 
rate regime and hence does not make a policy recommendation. In my dis
cussion below I will address this and other related issues. 

Clearly, a part of the post-1990 reserve accumulation is a rational 
response to the foreign exchange crisis in 1990-91. Demand for reserves 
held by Central Banks is similar to the demand for inventories and, like 
optimal inventory accumulation, depends on: demand uncertainty (+), re
order costs (+), stock-out costs C+), and the opportunity cost offunds (-). 

Various heuristics have been proposed for optimal reserve accumula
tion. "Import cover," defined as twelve times the ratio of reserves to mer
chandise imports is one such heuristic. It is an ad hoc proxy for "demand 
uncertainty."2 The RBI achieved this target in mid-2002. 

The RBI attained this level of reserves by engaging in a classic steril
ization policy-buying foreign currency and bonds and offsetting these 
purchases by issuing domestic bonds, while leaving MO remarkably stable 
at about 15 percent of GNP, as shown in figures 19 and 20. (Figure 19 is the 
counterpart of figures 6 and 14 in Patnaik's paper, with the modification 
that I have expressed all quantities as a share of GDP.) 

What are the costs of such a policy? This clearly depends on what is used 
as a benchmark for the "optimal level" of reserves. Using "import cover" 
as a measure of reserve adequacy, anything more than about 10 percent of 
GDP would classify as an unnecessary "cost." 

Getting an estimate of this cost requires an estimate of the real interest 
rate differential between U.S. and Indian assets held by the RBI. As of mid-
2002, about 95 percent of foreign assets held by the RBI were in the fOlm 
of liquid assets. Since theoretically the equity premium is negligible, an 
estimate for the eqUilibrium risk fi'ee rate along a balanced growth path is 

r = p + yE( dc/dt), 

1. These series appear to co-integrated. 
2. "Stock out" costs are harder to measure but these became very real in the case of India 

in 1990-91. An adequate import cover will ensure that these costs are never incurred. 
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FIG U R E 19. NfA. NDA. allli MO as Share of GDP, 1981-2003 
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where r is the risk free rate, p is a measure of the time preference, y is a mea
sure of risk aversion, and E(dcldt) is the expected growth rate of consumption. 

For India, a reasonable calibration results in a figure of about 6 percent. 
For the United States, this figure is about 4 percent. Thus an estimate of 
the cost of the current policy of holding reserves more than 10 percent of 
GNP, because of the differential yield on domestic and foreign assets, is 
between 0.1 percent and 0.2 percent of GNP annually. An additional cost 
arises because of the increase in the domestic cost of capital and the con
sequent effect on corporate investments and valuations. Although these 
numbers are not excessively large at the moment, the cost of such inter
ventions can, and will, mount in the future. In addition, potentially more 
serious costs may mise because of the distortion of price signals, as dis
cussed below. 

Implications for Equity Markets 

Without appreciation of the rupee, Indian stocks will appear progressively 
cheap by international standards. Furthermore, the inevitable speculation 
about future appreciation may result in an influx (and subsequent with
drawal) of portfolio investments by foreign institutional investors. This 
process may already be under way and could impose a major cost, as it 
could destabilize financial markets. A glimpse of such a scenario was seen 
in the sharp decline in the stock market 011 the day of the Congress-led gov-
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FIG U R E 20. Market Vallie of Equity as Share of GNP 
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ermnent takeover in May 2004. Figure 20 shows that Indian equity valua
tions are again comparable to their level during the "tech bubble," in sharp 
contrast to those in other developed capital markets, which are well below 
their pre-crash levels. 

Issues of Interest Rate Differential Parity 
and Forward Contracts 

Selective restrictions on different players can lead to undesirable out
comes and skewed incentives. For example, a situation such as that de
picted in Patnaik's figures 4 and 10 cannot arise unless investors have 
some restrictions on them. For the price of forward contracts to be differ
ent from that implied by the interest rate differential parity, there have to be 
restrictions such that no player has the ability both to buy and sell local cur
rency and at the same time to buy and sell foreign currency in unlimited 
amounts. Domestic players may have their ability to borrow foreign cur
rency restricted, while foreign players have their ability to sell local cur
rency restricted. 

To illustrate, if the rupee spot price was 50 per dollar, the one-year 
forward price implied by the interest rate differential 55 per dollar, and 
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forward price 53 per dollar, foreign investors, in the absence of any re
striction, would avail themselves of a "free lunch": borrow dollars, buy 
rupees spot, and sell rupees one year forward. 

The difference between the forward price and that implied by interest 
rate parity would be a function of two factors. The first is market expecta
tions of future movements of spot. The second is the relative strength of the 
restrictions that tend to strengthen the currency forwards relative to spot 
(for example, foreign borrowing restrictions on domestic players) com
pared to the restrictions tending to weaken it (for cxample, restriction on 
foreign players' forward buying of domestic currency). 

It is difficult to disentangle these two effects. However, I believe that 
the forward prices clearly contain some information, not necessarily about 
the future spot movements but about market players' expcctations for 
such movements, and that these could be exploited by coalitions not sub
jected to restrictions. For example, in China (domestic) coalitions of indi
vidual agents subject to different partial restrictions are able, as a unit, to 
circumvent most restrictions. 3 Clearly this does nothing to enhance investor 
confidence. 

Concluding Comments 

There is a vast literature on the merits of ditIerent exchange rate regimes 
with which the reader is undoubtedly familiar. I believe that the operating 
characteristics of flexible exchange rate regimes have been shown to be 
superior to those of fixed rate regimes, particularly in the long run. Eco
nomic history reinforces these conclusions. Countries that had abandoned 
the gold standard typically recovered quicker after the Great Depression.4 

A disproportionate number of recent financial crises have involved coun
tries with fixed rate regimes. (Stanley Fischer's 2001 Lionel Robbins Lec
ture at the London School of Economics elaborated well on these issues). 
Under fioating rate regimes, price signals are less distorted, resulting in bet
ter investment and allocation decisions. In China, with big capital inflows 
and no currency float, the influx of capital has apparently driven the cost of 
capital for the "well connected" to zero. This may result in a misallocation 
of capital and provides no market discipline for industry to gradually 
become more competitive. I stress these aspects especially because in 

3. These observations arise from my conversations with Chinese doctoral students in 
the United States. 

4. Eichengreen and Sachs (1985). 
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developing countries there has been a tendency to emphasize the develop
ment of the domestic industry. 

Recent actions of the RBI suggest that it wishes to avoid the financial 
excesses that many observers believe may shortly plague the Chinese 
economy. 

Indira Rajaraman: I1a Patnaik contrasts two episodes of foreign exchange 
surge in India. Episode I covered a fifteen-month period during 1993-94. 
Episode II began in August 2001 and finally came to an end in May 2004. 
Patnaik contrasts the first, moved by a capital inflow surge, with the second, 
which she characterizes as having been initiated by a current account surge. 
She sees the attempt to hold the currency value stable in the face of the surge, 
using sterilization, as having seriously eroded monetary policy autonomy. 

The evidence in favor of Patnaik's thesis that Episode II was precipitated 
by a current account surge is presented in table 6. Although it is true that the 
current account balance went from negative in 2000-01 to positive in 
2001-02, at a time of stable net capital inflows, there were convulsions within 
the capital account in these two years that are not shown in the table. I pre
sent in table 9 the latest figures for the cun'ent and capital accounts over the 
years 2000-01, 2001-02, and 2002-03 (which differ from the unrevised fig
ures in table 6 of the paper). It is clear that while investment inflows, both 
direct (FOI) and portfolio (FI!), remained largely stable between 2000-01 
and 2001-02, net loans from abroad declined very sharply indeed, with a 
sharp corresponding increase in banking capital. This increase in turn con
sists of two components, bank deposits in special schemes for nonresident 
Indians (NRI deposits) and other inflows through commercial banking chan
nels. While NRl deposits remained stable over all three years, other com
mercial banking inflows increased sharply, from negative $1.5 billion in 
2000-01 to positive $2.8 billion in 2001-02 and further to $5.4 billion in 
2002-03. The increase in banking inflows by $4.3 billion in 2001-02 relative 
to the previous year was as large as the turnaround in the current account. In 
the face of this evidence, it is difficult to characterize Episode II as having 
originated in the current account. The commercial banking channel is subject 
to very detailed regulatory restrictions, as the author states quite clearly in 
discussing table 3. That table gives a misleading picture of the magnitude 
of these flows by comparing 2002-03 to 1991-92, leading the author to 
conclude that the most controlled component of capital inflows, through the 
banking channel, has shnmk over the years as a percent of GDP. 
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TABLE 9. Current alld Capital Accounts, India, 2000-03 
Billions of dollars 

Periods 

Current and capital accounts 2000-01 2001-02 2002-03 

Current account -3.59 0.78 4.14 
Capital account 10.02 10.57 12.11 

FDI 3.27 4.74 3.61 
Fli 2.59 1.95 0.94 
Loans 4.25 -1.35 -3.83 
Other capital -0.91 -0.36 2.9B 
Banking capital 0.81 5.59 8.41 

Nfli deposits 2.32 2.75 2.98 
Other -1.51 2.84 5.44 

Current account -3.59 0.78 4.14 
Merchandise -14.37 -12.70 -12.91 
lnvisibles 10.78 13.49 17.05 

Services 2.48 4.58 6.77 

It is clear that banking inflows increased precipitously in 2001-02 rela
tive to the previous year, and that in turn could only have been because they 
were officially sanctioned and permitted. Thus monetary policy, defined 
broadly to include the whole panoply of regulatory and administered instrtl

ments of control, could actually and quite justifiably be characterized as a 
major precipitating factor of Episode n. 

This raises the larger issue of how independent the Reserve Bank of 
India is and has been in respect of the range of monetary policy instmments 
nominally within its control. As long as the central bank is subject to infor
mal channels of direction from the executive arm of the government of the 
day, the autonomy of monetary policy is eroded at its very core. This is the 
central issue of concern. The RBI was clearly powerless to contain the 
surge at source through instruments that were well within its nominal con
trol. Its inability to exercise those instruments remains the most serious ero
sion of autonomy, rather than the erosion of autonomy consequent upon an 
attempt to maintain cun-ency stability in the face of a surge. 

Finally, the composition of the current account surge shows that it was 
the result not so much of a merchandise turnaround as a surge in exports of 
services. Invisibles are a well-known channel for returning flight capital. It 
is entirely possible that the surge In exports of services could have occurred, 
in part if not entirely, in response to a fear of currency appreciation conse
quent upon the greater permissiveness toward banking capital inflows. 
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General DisclUlssion 

Several discussants pointed to the need to better understand the factors 
behind the change in the net flows of banking capital. Could the reserve 
bank control those flows? Some also doubted that banking capital should 
be viewed as more controllable than other types of capital flows. Sanjeev 
Sandal stressed the importance of distinguishing between permanent and 
transitory inflows. Allowing the exchange rate to appreciate would be more 
desirable if an inflow was believed to be permanent. 

R~nish Mehra pointed to the importance of determining why portfolio 
capital was flowing into India. Was the Indian equity market undervalued? 
If the exchange rate is fixed, foreign capital will continue to flow in until 
there is a perception that the costs to the central bank of maintaining the rate 
are excessive. At that point, there will be a large and sudden outflow. Vijay 
Joshi sllggested a tax on capital inflows as an alternative to a more flexible 
exchange rate. 

Kenneth Kletzer argued that policymakers should focus on the desired 
combination of fiscal and monetary policies, not the exchange rate. In the 
face of a partial liberalization of the capital account, monetary policy must 
chose between the interest rate or the exchange rate. Kletzer believed that 
India's continued foclls on a fixed exchange rate would Come at the cost of 
considerable interest rate volatility. 

Ila Patnailc questioned the emphasis on capital inflows, since she 
believed that the pressure on the exchange rate resulted from a surplus in 
the current account. The capital inflows began only after a shift in exchange 
rate expectations that made it attractive to bet on rupee appreciation. She 
chose not to discuss in her paper what the exchange rate regime should be 
but whether it was still possible both to pursue an autonomous domestic 
monetary policy and to control the exchange rate. 
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liberalizing Capital flows in 
India: financial Repression, 

Macroeconomic Policy, 
and Gradual Reforms 

fter decades of resistance to international economic lntegration, 
India has recently made significant progress in liberalizing trade 

and access to foreign investment, beginning ill 1993. These policy changes 
reflect widespread concern that India's past inward orientation inhibited 
economic growth, especially in comparison with the developing countries 
of East Asia. The acceptance of economic liberalization and reform has 
allowed the relaxation of restrictions on foreign direct investment and 
inward portfolio capital flows. India retains tight controls on outward port
folio capital flows, restricting the access of residents to foreign capital 
markets and domestic markets in foreign cUITency-denominated securi
ties. The relaxation of these controls and further liberalization of the cap
ital account remain controversial policy issues for India. 

The round of economic reforms in response to the balance-of-payments 
crisis in 1991 led to the publication of the Report of the Committee on Cap
ital Account Convertibility (the Tarapore Report) in 1997.1 This report, pub
lished by India's central bank, the Reserve Bank of India, outlined a plan for 
achieving full capital account convertibility. Ironically, the Tarapore Report 
appeared on the eve of the East Asian financial crises. It is not surprising that 
the absence of contagion effects on the Indian economy during these crises 
was taken as affirmation of the wisdom of India's controls on outward cap
ital flows. Although capital account convertibility in developing countries 
became more controversial in the wake of the Asian crises, the liberalization 
of inward capital flows to the Indian economy has continued in the last few 

1. Tarapore (1997). 
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years, and the prospects for further capital account liberalization in South 
Asia appear to be improving again. 

The strong theoretical case for international capital market integration for 
developing countries has received increasing scrutiny in empirical research. 
Empirical studies support the view that financial crises in recently liberalized 
economies are mainly to blame for the ambiguous net gains from capital 
account convertibility in emerging market economies. They also reveal that 
domestic capital market development, togcther with prudent regulation and 
improved quality of governance in the public and the private sectors, raises 
the potential benefits from international financial integration and reduces the 
incidence and severity of crises. Crises in developing countries over the last 
two decades have repeatedly revealed that the transition from financial 
repression to financial liberalization often leads to a crash in an inadequately 
regulated financial system? The financial crises of East Asia emphasized the 
important role of poor regulation and supervision of domestic financial activ
it)' and of public sector guarantees of banking sector liabilities in engender
ing ct1ses in recently liberalized economies.' Crises elsewhere, notably in 
Latin America, attest to the importance of macroeconomic imbalances in pro
voking capital account crises that reverse economic growth. 

A critical issue in the debate over capital account convertibility for India 
is this vulnerability of a previously financially repressed economy to capi
tal account crisis after financial integration. Two related issues are, first, 
what policy reforms need to be undertaken before liberalizing controls on 
outward capital flows, and, second, what policy measures might protect an 
open Indian financial system from crisis. This paper considers the chal
lenges to capital account liberalization for India and the VUlnerability of the 
Indian economy to capital account and financial crises as it liberalizcs. The 
level and growth of public sector debt and the state of the domestic bank
ing sector are central issues. Many papers have focused on the need for fis
cal reform and the growth of public debt in India, and others have surveyed 
in detail the challenges for banking reform.4 The theme of this paper is how 
macroeconomic policy and the legacy of financial repression in the Indian 

2. This observation by Diaz-Alejandro (1985) was pUiticularly prescient for the 1990s. 
3. Indeed, the banking crisis that began in the 1990s in one of the world's most advanced 

economics, Japan, attests to the impact that weak pmdential regulation and supervision can 
have on any economy with a bank-centered financial sector (see Dekle and Kletzer, 2003). 

4. Recent detailed analyses of fiscal policy ill India include Pinto and Zahir (2003) and 
Singh and Srinivasan (2004). Bhattacharya and Patel (2004) provide a detailed analysis of 
financial sector refonn and banking in India. 
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economy interact, and why they matter for sequencing economic refonDs 
and for India's financial integration with the world economy.5 

The first section of this paper places the international financial integra
tion of the Indian economy in perspective by briefly reviewing the theoret
ical and recent empirical literature on the benefits of capital account 
liberalization for developing countries. The second section gives an inter
pretive overview of lessons learned from recent crises and the literature 011 

capital account crises, to frame the discussion of the vulnerabilities of the 
Indian economy to future crises. The third section discusses India's recent 
liberalization of inward capital flows and the impact of these reforms. The 
fourth section, which is the core of the paper, discusses the vulnerabilities 
of the Indian economy to financial and balance-of-payments crises and the 
importance of the legacy of financial repression. The fifth section summa
rizes the risks for capital account convertibility, and the sixth discusses the 
appropriate policy sequence for liberalization. The last section concludes 
by arguing that India is in a good position to undertake further liberaliza
tion, and that efforts to meet the as-yet-unmet preconditions for capital 
account convertibility in India are desirable financial and macroeconomic 
policy reforms in their own right. 

The Gains from International Financial Integration 

The basic theoretical m·gument for the liberalization of capital flows is well 
known. Just as there are gains from contemporaneous trade in goods and ser
vices, so, too, should there be gains from trade in commodities across time. 
In neoclassical growth models, capital flows from relatively capital-abun
dant countries to a developing country allow higher rates of investment and 
economic growth in the latter, without a greater sacrifice of current con
sumption. Capital inflows allow the recipient country to invest and consume 
more than it produces when the marginal productivity of capital within its 
borders is higher than in the capital-rich regions of the world. Comparative 
advantage implies that capital-poor regions should bOlTOW and that they 
should repay their debts only after their capital stock and output per capita 
have converged toward those in the advanced economies. By reallocating 
savings and resources toward the most productive investment opportunities, 
capital flows should result in welfm·e gains for both borrowers and lenders. 

5. Roubini and Hemming (2004) also discuss the crisis vulnerability of the Indian econ
omy, concentrating on comparisons with recent crisis economies. 
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The theoretical literature is not conclusive about the magnitude of the 
gains from this convergence oHactor abundance ratios. Robert Lucas argues 
that neoclassical growth models imply larger international capital flows and 
higher rates of convergence of GDP per capita than are observed.6 Pierre
Olivier Gourinchas and Olivier Jeanne, however, calibrate a simple neo
classical growth model and find welfare gains from free international capital 
mobility of between 1 and 2 percent of GDP for capital-poor countries.7 This 
estimate is approximately the same as that for the benefits of eliminating 
economic fluctuations in developing countries. Convergent growth models 
that assume away domestic financial market imperfections might be expected 
to underestimate the impact of financial market integration. 

Recent empirical research on economic growth finds that factor produc
tivity differences dominate differences in factor abundance as a source of 
variation in growth rates of income per capita across countries. B Percentage 
differences in total factor productivity between advanced industrialized 
countries and developing countries such as India substantially exceed per
centage differences in capital stocks. This empirical evidence suggests that 
the importance of liberalization for growth may well rest on the relation
ship between international financial integration and productivity growth. 
Countries that are financially integrated do attract more foreign direct 
investment, which can contribute to productivity growth through technol
ogy transfer and through spillovers of know-how from foreign-owned to 
other domestic firms. Interactions between financial integration and factor 
productivity could be more important than increasing net capital inflows. 

Financial integration can raise welfare and accelerate growth by allowing 
the sharing of risk between savers and investors across borders. Access to 
international financial markets allows domestic residents to diversify their 
investment risks, possibly increasing their saving rates, and gives diversified 
foreign investors access to risky investment projects with high expected 
returns. Maurice Obstfelcl develops an endogenous growth model with con
sumption risk that predicts recurrent gains from full international financial 
integration for developing countries of between 0.5 and 5 .3 percent of GDP,'J 
Eswar Prasad and coauthors survey studies of the gains from international risk 
diversification and estimate the gains separately for more and less financially 
integrated economies. lo The estimated gains for the former (which today 
include India) exceed 2.5 percent of GDP, and those for the latter are about 

6. Lucas (1990). 
7. Gourinchas and Jeanne (2003). 
8. FOi' example, Hall and Jones (1999). 
9. Obstfeld (1994). 

10. Prasad and others (2003). 
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6 percent of GDP. These theoretical gains rely on financial integration reduc
ing consumption volatility while allowing output volatility to rise. National 
consumption volatility typically exceeds output volatility. For India the vola
tilities of consumption growth and output growth were 5 percent and 3 per
cent, respectively, between 1960 and 1999, and the ratio of consumption 
growth volatility to output growth volatility rose from the 1980s to the 
1990s. II Ayhan Kose and coauthors show that, contrary to the theoretical 
models, financial openness (as measured by capital t10ws) raises this ratio, 
whereas trade openness lowers it, for a large sample of developing countries. 12 

In recent years equity market reform in India has opened foreign access 
to investment in domestic stocks and given domestic firms access to for
eign stock markets. Cross-country empirical studies find positive but small 
effects of international equity market liberalization on growth of income 
per capita. These studies also show that equity market liberalization reduces 
the volatility of both production and consumption. 13 

Capital account liberalization may also provide a means for forcing an end 
to financially repressive policies. The ability of financial resources to move 
across borders in response to current or anticipated future taxation of capital 
earnings or unsustainable fiscal or financial policies may impose discipline on 
public authorities, enhancing domestic financial intermediation and invest
ment. The adverse impact of raising effective rates of taxation on financial 
intermediation and on the earnings of capital can be much greater in an open 
economy than in a financially closed economy. Access of domestic savers to 
international capital markets also limits the capacity of the public sector to 
borrow domestically at low rates of interest. International financial integration 
thus enhances the incentives for tax reform and deficit reduction. 

liberalizatilOn and the Risk IOf Crisis 

The capital account crises in emerging market economies over the last 
decade have raised doubts about the net benefits of capital account liberal
ization for developing countries. In several cases the liberalization of finan
cially repressed economies led to rapid capital inflows followed by sudden 

1 j. From Kosc, Prasad, and Terrones (2003). 
12. Kosc, Prasad, and Terrones (2003). 
13. Bekaert, Harvey, and Lundblad (2002) and Henry (2003) find that liberalizing for

eign equity investment raises growth of income per capita by between I and 2 percentage 
points a year over a five-year hotizon. Bekaert, Harvey, and Lundblad also find that capital 
account liberalization raises consumption volatility and output volatility in emerging mar
ket economies. 



232 INDIA POLICY FORUM, 2004 

reversals and financial crises. Such crises are costly for economic growth. 
However, in spite of the crises of 1997-98, compound growth rates of GDP 
per capita in most of the liberalized economies of East Asia, including 
South Korea, Malaysia, and Thailand, have exceeded that in India since 
India began its gradual reforms in the mid-1980s. 14 The experience with 
capital account liberalization indicates that its benefits depend upon the 
vulnerability of the recently liberalized economy to financial crisis. The 
vulnerability of India to capital account crisis following further liberaliza
tion is a central concern of this paper. 

The debate on the empirical effects of capital account liberalization on 
economic growth is not very conclusive. How one constructs indicators of 
capital account openness can significantly affect the results, raising doubts 
about evidence that capital account liberalization fails to promote econo
mic growth. Some provisional conclusions do emerge, however. Opening 
the capital account under conditions of significant macroeconomic imbal
ance reduces the net gains and raises the prospects of subsequent crisis. 
Countries tend to benefit from liberalization when they are better able to 
absorb capital inflows by virtue of having higher levels of human capital, 
more developed domestic financial markets, and greater transparency in 
financial and corporate governance and regulation. Measures of the prev
alence of corruption also have a significant relationship with the benefits 
of openness. For example, greater transparency in governance and con
trol of corruption in developing countries are associated with higher levels 
of inward foreign direct investment andlargel' growth benefits from that 
investment. 15 

Several causes of crises in emerging markets have been identified. 
The first is that fiscal and external imbalances, and in particular unsus
tainable fiscal policies, frequently lead to a rapid currency depreciation, 
which then precipitates a financial crisis. Under a pegged exchange rate 
regime, if monetization of public sector budget deficits occurs to a 
degree that is inconsistent with the pegged rate of depreciation, sooner 
or later a sudden outflow of international reserves will force abandon
ment of the regime. If unsustainable deficits and public debt lead market 
participants to expect them to be met by future monetization, it can lead 
to the collapse of a currency peg before the required monetary expansion 

14. This statement is verified by data in Maddison (2003) and elsewhere. 
15. These conclusions are drawn from Prasad and others (2003), who survey the cross

country evidence on capital account liberalization. Rodrik (1998) initiated the current 
debate by finding an absence of benefits from financial openness. Arteta, Eichengreen, and 
Wyplosz (2001) discuss the importance of how one measures capital account openness. 
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or fiscal reform begins. Anticipated future monetization of unsustainable 
government debt can also induce capital now reversals and rapid reserve 
losses under a managed noal when the central bank intervenes to resist 
depreciation. 

Another aspect of financial crises in emerging market economies is the 
occurrence of banking crises. Although the association between banking 
and currency crises has received much attention because of the frequency 
with which they occur together, banking crises often follow financial lib
eralization without a currency crisis and are exacerbated by access to for
eign capital inflows. 16 The deterioration of the banking system in a 
recently liberalized economy typically results from the combination of 
inadequate prudential regulation, supervision, and enforcement with an 
increase in the potential volatility of bank deposits. Not only are emerging 
market financial crises that involve banking crises costly in terms of eco
nomic growth, but costly banking crises following financial liberalization 
are not confined to developing countries or to pegged exchange rate 
regimes. The Japanese banking crisis that began in the 1990s was central 
to Japan's poor economic performance over the last decade, and regula
tory forbearance is largely responsible for that country's banking sector 
problems. 17 

The fiscal impact of a banking crisis can contribute to a financial crisis. 
Contingent liabilities of the public sector are seldom counted in measures 
of the outstanding stock of public debt. Prominent among these liabilities 
in emerging market economies are public guarantees, explicit or implicit, 
on deposits in domestic banks and other financial intermediaries. In the 
East Asian crisis countries, deposits that had not been subject to deposit 
insurance or other explicit guarantees (for example, household deposits in 
finance companies in Thailand) were guaranteed by the government after 
the fact.ls These contingent liabilities can be realized suddenly in the event 
of a crisis, leading to a sudden increase in public debt, which then justifies 
the expectation of future monetization. Further, the possibility that the gov
ernment will bail out depositors creates a moral hazard in banking, as banks 
lose their incentive to protect against those losses that will be correlated 

16. Kaminsky and Reinhart (1999) show that twin criscs have larger effects on output 
on average thun do banking or currency crises alone and that banking crises often precede 
macroeconomic crises. 

17. Dekle and Kletzer (2003) discuss this argument and present a model for how a bank
ing crisis can evolve without a fixed exchange rate. Bhattacharya and Patel (2002) propose 
an extension of Dekle and Kletzer's (2002) moral hazard model of endogenous banking 
crises under exchange rate pegs to India. 

18. See Dekle ancl Kletzer (2002) for a survey. 
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with losses in the rest of the banking system. Under a pegged exchange rate, 
this extends to incentives to hedge against foreign currency risk, so that the 
banking system will choose to carry foreign currency-denominated liabil
ities against assets denominated in domestic currency. 

Weak financial sector regulation and regulatory forbearance allow banks 
to accumulate net contingent claims against the government under deposit 
insurance schemes. Since experience shows that the forswearing of public 
sector bailouts of the domestic financial system is not credible, regulation 
of the financial system is necessary to ensure against the accumulation of 
off-budget contingent liabilities that become on-budget liabilities in the 
event of a crisis. The reduction or elimination of capital account restrictions 
expands the resource base from which domestic banks can draw in gener
ating implicit contingent claims against the government. The relationship 
in emerging market economies between financial crises and poor financial 
regulation and prudential supervision implies the observation that better 
governance will result in lower macroeconomic volatility under an open 
capital account. 

One of the major roles of financial intermediation is to transform short
maturity deposits into long-maturity investments. Banking necessarily 
involves the management of maturity risk, and a major reason for bank reg
ulation is to ensure that this risk is adequately hedged. The problem of 
maturity mismatch also arises for other types of international capital tlows 
to developing countries. Lending at short maturities arises endogenously in 
simple theoretical models in the presence of investment gestation lags. 
With such lags, a reversal of short-term lending can lead to a liquidity cri
sis even if the country could repay its debt in full if the reversal had not 
occuned. In such cases long-maturity loans are welfare improving, but 
short-maturity lending allows creditors to exit before the country is forced 
to restructure its debt. With short-term debt in the market, long-maturity 
debt becomes risky, and lenders can demand a large risk premium, leading 
debtors to borrow at short maturities. I!) Under strict capital controls, a cap
ital account reversal is impossible, and so there is no gain from shortening 
maturities. The implication is that debt maturities are endogenous to capi
tal account liberalization. This point extends to public sector borrowing 
with policy uncertainty. Capital account liberalization may shorten the 
maturity of government debt. Similarly, developing country governments 
face difficulty in issuing international debt denominated in domestic cur
rency, if they can do it at all. 

19. Rodril( and Velasco (2000) present a simple model demonstrating this. 
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The volatility of capital flows to emerging markets motivates the wide
spread view that foreign direct investment is a more desirable form of cap
ital inflow. Direct investment generates equity claims in firms that match 
the maturity of the investment and are denominated in the same currency 
as the Grm' s sales and expenses. Foreign direct investment flows are less 
vulnerable to sudden reversals, and they bring with them the potential 
growth benefits associated with technology transfer. Foreign direct in
vestors, however, can hedge against their domestic currency assets in the 
foreign exchange market, and, under a fully liberalized capital account, 
they can repatriate their earnings and liquidate investments into foreign 
currency if they anticipate a depreciation. Portfolio borrowing by domes
tic corporations and foreign direct investment are fungible to a significant 
extent. In the case of India, repatriation and liquidation of domestic invest
ments into foreign currency by nonresidents are now unrestricted, so that 
reversals are possible. 

One aspect of financial crises in emerging market economies has been a 
tendency to peg the exchange rate. Banking crises and fiscal crises can 
occur under !loating exchange rates, but exchange rate pegs can greatly 
exacerbate such crises by diminishing the incentives of banks and corpora
tions to hedge their foreign currency risk. The risk of an eventual large 
devaluation rather than of daily exchange rate !luctuations should also 
affect the incentives of foreign creditors to hedge risk and the maturity of 
the assets they acquire. There has been a strong tendency in India to resist 
exchange rate movements, just as Guillermo Calvo and Carmen Reinhart 
have observed in many other emerging market economies.20 A managed 
float removes the implicit guarantees of a fixed exchange rate regime, but 
resistance to fluctuations can still create incentives, in countries with inte
grated capital markets, to take on currency risk that creates contingent lia
bilities for the government. 

Capital account liberalization allows rapid reversals of foreign capital 
in!lows that force the contraction of domestic consumption or investment, 
or both. The recent experience of crises in emerging market economies 
implies that sustainable fiscal policies, financial reform and regulatory 
improvement, and flexible exchange rate regimes reduce the likelihood of 
capital account crisis. Each of these reduces the incentives of foreign cred
itors and domestic residents to withdraw credit suddenly from an emerging 
market economy and reduces the potential exposure of the government to 
unhedged risk. 

20. Calvo and Reinhart (2000). 
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Economic Reform ill India and Capital Inflows 

After independence, India had a comparatively unrestricted financial sys
tem until the 1960s, when the government began to impose controls for the 
purpose of directing credit toward development programs. Over the 1960s, 
interest rate restrictions and liquidity requirements were adopted and pro
gressively tightened. The government established the state banks and by 
the end of the decade had nationalized the largest commercial banks, giv
ing authorities broader control over the allocation of credit across sectors 
and enterprises. Through the 1970s and into the 1980s, directed credit took 
a rising share of domestic lending, and interest rate subsidies for targeted 
industries became commonplace. With the start of economic reforms in 
1985, the government began to reduce financial controls by partly deregu
lating bank deposit rates. In 1988 these controls were reinstated, and the 
government began to relax ceilings oniending rates of interest. Progressive 
relaxation of restrictions on both bank deposit ,md lending rates of iIlterest 
and the reduction of directed lending had begun by 1990. The gradual 
reduction in interest rate controls and directed lending proceeded through
out the 1990s.21 

Until reforms began in the late 1980s, international capital inflows and 
outtlows were restricted by administrative controls or outright prohibition 
on the purchase of foreign assets by residents, direct investment by for
eigners, and private external borrowing. After India encountered balance
of-payments difficulties in 1991, the authorities began to gradually relax 
restrictions on inward capital flows and on cuuency convertibility for cur
rent account transactions. The rupee was made fully convertible for current 
account transactions in August 1994, when the government agreed to the 
obligations of Article VIII of the Articles of Agreement of the International 
Monetary Fund. Trade liberalization also proceeded during the 1990s, with 
tariff rates reduced substantially. 

Over the last several years, restrictions on foreign direct investment, 
portfolio borrowing, and foreign portfolio equity ownership have been 
relaxed. This marked a significant turnaround hOlD banning foreign invest
ment and ownership to actively seeking it (at least in the case of direct 
investment). Restrictions on the share of foreign ownership in enterprises 

21. Demetriades and Luintel (1996, 1997) estimate the impact of banking controls on 
economic growth in India lmd conclude that they had a negative effect. Their index of finan
cial repression for India based on quantitative restrictions on financial intermediation 
displays an upward trend frol11 1969 through 1984, followed by a decreasing trend begin
ning in 1988. 
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have been removed in most sectors, and the upper bounds for automatic 
approval of direct and portfolio investmerlts have been progressively 
raised. The procedures for investments over these thresholds have also 
been simplified and clarified in an effort to reduce delays and arbitrary rul
ings. Foreign investment income is fully convertible to foreign currency for 
repatriation. External commercial borrowing has been relaxed but is regu
lated with respect to maturities and interest rate spreads.22 

Effective restrictions remain on residents' acquisition of foreign finan
cial assets and on currency convertibility for capital account transactions. 
Recently, these restrictions have been slightly eased to allow domestic 
residents to invest in foreign equities. It is also apparent that some domes
tic investment, notably in equity, by domestic residents is intermediated 
through Mauritius to take advantage offavorable tax treatment under India's 
reciprocal tax agreement with that country. Direct deposits and equity and 
bond holdings by nonresident Indians are subject to favorable treatment but 
'i't-l'Il'h\n "",W2>\\ 'id'i\\\\I't- \~ \r,'t- s'rL't- ~i \\)'t- fj'fl"'l)\:)'~A W'':;:'j,'\Yi, 

The imposition of controls on cross-border financial transactions in the 
1960s paralleled deep government intervention in domestic financial inter
mediation. As in other countries, the initial motivation for financial controls 
was to direct savings toward investment in certain targeted sectors as part 
of a development plan, State ownership of intermediaries, interest rate re
strictions, foreign exchange controls, and directed credit schemes were all 
part of a policy of financial repression. The government also required, and 
continues to require, that banks hold a large share of their assets in public 
debt instruments. These instruments paid below-market rates of interest, 
imposing an implicit tax on financial intermediation and providing a sig
nificant source of revenue for the governmel1t. Indeed, the role of finan
cially repressive policies evolved over the decades, from one of addressing 
development objectives to one of fiscal necessity, as it has in a l1umber of 
other developing countries.23 As analyzed belOW, liberalization has brought 
about a decrease in the fiscal revenue generated by financial repression, 

Policies of financial repression impose ml implicit tax on saving and 
investment, one that can vary widely by source and activity, Such policies 
can significantly distort and discourage capital accumulation and slow 
economic growth.24 Capital controls distort different financial activities to 

22. The Reserve Bank of India describes the restrictions on direct investment, portfolio 
investment, and bank borrowing in detail in its Annual Report, 2002-03, and Report on Cur
rency and Finance, 2002-03. 

23. This observation is documented by Fry (1988, (997) and Giovannini and de Melo 
(1993), among others. 
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different degrees when they essentially eliminate private international fi
nancial transactions, as they did in India in the 1970s and 1980s. The 
selective imposition and partial relaxation of controls (the current situa
tion in India) also distorts financial activities in myriad ways, which may 
not be recognized or easily quantified. Because the differences in rates of 
return to different saving and investment vehicles can have large effects 
on the size of financial flows, the microeconomics of capital controls can 
have macroeconomic impacts. 

One of the focal points of inward capital account liberalization in India 
has been, as already noted, the encouragement offoreign direct investment. 
Total flows of foreign direct investment into India increased sixty-fold in 
dollar terms from 1990-91 to 2001-02, to over $6 billion, and inward port
folio investment was $2 billion in 2001-02. However, foreign direct invest
ment inflows to India remained less than 6 percent of total foreign direct 
investment entering the developing countries of Asia in 2001.25 The high 
growth rate of direct investment inflows is unsurprising given that it stmted 
from nothing in the late 1980s. 

Comparisons with foreign direct investment in China are frequent in 
official reports and in the Indian press-evidence of concern that foreign 
direct investment is not higher. In 2001 foreign direct investment inflows 
were equivalent to 33.2 percent of GDP for China and 5.6 percent of GDP 
for India; flows per capita were four times greater for China than for India, 
and as a share of gross capital formation they were half as great in India as 
in China.26 The proper concern may be that, although foreign direct invest
ment is rising rapidly in India and the share of growth in the capital stock 
attributable to foreign investment is rising, total investment as a share of 
GDP remains much lower in India than in China. Impediments to invest
ment and disincentives to save, along with remaining restrictions 011 access 
to foreign capital, might explain lower rates of foreign direct investment. 
Shang-Jin Wei argues that a lack of transparency in governance and control 
of cOl1uption in China and India inhibits inward foreign direct investment 
to both countries.27 Along with red tape, widely varying taxes and regula
tory policies in India and across the states of India may inhibit foreign 
direct investment. Further, gradualism itself, by creating uncertainty about 
the timing and nature of future reforms, could make direct investment 

24. There is a copious literature on this topic, which is surveyed by Fry (1988, 1997). 
25. Data are from Reserve Bank of India, Report Oil Currellcv alld Finance, 2002-03, 

tables 6.6 and 6.4. . 
26. Reserve Bank of India, Report on Currency and Finance, 2002-03, chapter 6. 
27. Wei (1999). 
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riskier. The importance of fiscal and regulatory distortions is readily evi
denced by the dominance of capital inflows from Mauritius in total inflows, 
alluded to above. Foreign direct investment inflows from Mauritius were 
three times as great as flows from the second largest contributor, the United 
States. Inhibition of direct investment by European, East Asian, and North 
American corporations is unlikely to raise capital inflows and technology 
transfer. 

Vulnerabilities of the Indian Economy to Crisis 

Three primary challenges for the success of capital account liberalization 
in India can be identified. The first is the high and rising ratio of outstand
ing public debt to GDP despite recent high growth rates of GDP. The sec
ond is the uncertain capacity of the domestic financial system to absorb 
foreign capital inflows. The third is the potential vulnerability of the finan
cial sector to capital account crisis as capital outflows are liberalized. All 
three challenges have a common theme: the legacy of financial repression 
and its role in fiscal and financial policy in India. Recent economic reforms 
in the presence of financial repression provide the initial conditions for fur
ther liberalization and have implications for the potential vulnerabilities of 
the economy to capital account crisis. 

Fiscal Sustainability 

India's large outstanding public sector debt and large primary deficits of the 
central and state governments have led to frequent calls for fiscal reform to 
facilitate deficit reduction. Compared with those of other emerging market 
economies, India's external sovereign debt is low in proportion to GDP. 
However, domestic public debt is high, so that the total outstanding public 
debt exceeds 80 percent of GDP. The combined deficits of the central and 
state governments are about 10 percent of GDP, and the combined primary 
deficit, which excludes interest payments, averaged 3.5 percent of GDP 
from 1997 through 2002. Table 1 shows the combined central and state debt 
and deficit ratios since the early 1990s. The short-lived fiscal retrenchment 
during the middle of the 1990s and the rising deficits of the last several 
years are both apparent. 

The pattern of public debt accumulation for India suggests that the cur
rent financing path of public expenditure may not be sustainable over a long 
horizon. Indeed, this possibility has been noted frequently by others.28 For 
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TAB L E 1. Consolidated Debt and Deficits of Central and State Governments 
Percent of GDP 

Fiscal year Public debt Gross deficit Primary deficit Interest payments 

1990-91 64.0 9.8 5.2 4.6 
1991-92 62.9 7.3 2.4 4.9 
1992-93 62.5 7.2 2.2 5.0 
1993-94 64.6 8.5 3.4 5.2 
1994-95 62.4 7.4 2.0 5.4 
1995-96 60.3 6.8 1.6 5.2 
1996-97 58.5 6.6 1.3 5.3 
1997-98 60.3 7.5 2.2 5.3 
1998-99 61.3 9.3 3.8 5.5 
1999-2000 64.0 9.8 4.0 5.9 
2000-01 67.0 9.7 3.8 6.0 
2001-02 73.0 10.6 4.1 6.4 
2002-03 77.5 9.8 3.2 6.8 

Sources: Reserve Bank of India, Handbook of Statistics on the Indian Economy, 2002; and Reserve 
Bank of India, Bulletin, June 2004. 

example, Montek Ahluwalia points out that the growth of public debt in 
India has equaled or exceeded that in Russia, Turkey, and Argentina before 
those countries' recent crises.29 Willem Buiter and Uljit Patel formally 
tested and rejected the hypothesis that India's public debt was sustainable 
over the earlier peliod of rising public sector deficits that parallels the cur
rent increase.)O However, the recent high growth rates of real GDP and low 
international real rates of interest can change even back-of-the-envelope cal
culations. Nouriel Roubini and Richard Hemming argue that the current 
level of public debt is sustainable and will continue to rise toward a steady 
state.31 However, their conclusion is based on the assumption that the 
international macroeconomic environment of the past few years is a good 
approximation of the long-run environment for fiscal policy sustainability
an assumption that is probably inappropriate. 

The sustainability of public debt is typically assessed by a simple calcu
lation of the dynamics of debt using recent growth rates, interest rates, and 
primary public sector balances. The standard calculation uses the public sec
tor flow budget identity, which equates the change in the debt-to-GDP ratio 
to the sum of the debt-to-GDP ratio, multiplied by the difference between 
the real interest on public debt and the growth rate of real GDP, and the pri-

28. Recent examples include Pinto and Zahir (2003), Roubini and Hemming (2004), 
and Srinivtlsan (2002). 

29. Ahluwalia (2002). 
30. Buiter and Patel (1997). 
31. Roubini and Hemming (2004). 
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TABllE 2. Real Interest Rates ami Interest Payments on Government Debt 
Percent 

Ratio of interest payments to 
debt 

Weighted- Deflated bV 
average real wholesale Deflated by Real annual 

Fiscal year interest rate" price index GDP deflator GDPgrowth 

1990-91 1.1 -3.2 n.a. 6.0 
1991-92 -1.9 -5.9 n.a. 2.1 
1992-93 2.4 -2.0 1.4 4.2 
1993-94 4.2 -0.4 2.2 5.0 
1994-95 -0.6 -3.9 -1.1 6.8 
1995-96 5.7 0.5 1.8 7.6 
1996-97 9.1 4.5 -2.4 7.5 
1997-98 7.6 4.4 2.2 5.0 
1998-99 6.0 3.1 1.5 5.8 
1999-2000 8.5 6.0 4.1 6.7 
2000-01 3.8 1.8 2.9 5.4 
2001-02 5.8 5.2 5.2 4.0 
2002-03 n.a. 4.3 6.2 4.7 

Sources: Reserve Bank of India. Handbook of Statistics on the Indian Economv, 2002; and International 
Monetary Fund. World Economic Outlook. 2004. 

a. Weighted average of annual interest rates on central government debt. deflated by the wholesale 
price index. 

mary surplus of the public sector (as a proportion ofGDP). Table 2 reports 
real interest rates on domestic public debt in India and real GOP growth. The 
first column reports average real interest rates for internal government debt, 
calculated as the difference between the weighted-average nominal interest 
rate for central government securities and the wholesale price inflation 
rate.32 These interest rates are representative of other indices of interest rates 
on central and state public debt reported by the central bank. The second 
column reports a similar calculation using the ratio of interest payments to 
outstanding domestic public debt. The third column repeats this calculation 
using data from the IMF World Economic Outlook database, also used by 
Roubini and Hemming. This column, therefore, reports the real interest rate 
calculated using the GDP deflator. The fourth column reports the real GOP 
growth rate calculated from the same source. 

The current general government debt of about 82 percent of GDP and the 
primary deficit of about 3.6 percent of GDP are sustainable only if the 
growth rate of real GDP exceeds the real interest rate on government debt 

32. The calculations in this column are reported by Mohan (2002) and use data from 
Reserve Bank of India, Handbook of Statistics on the Inilian Economy, 2002. 
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by 4.4 percent. This is clearly not the case. For the calculated real rates of 
interest reported in the first column of table 2, the growth-adjusted interest 
factor (the real interest rate minus the real growth rate) averages 0.95 per
cent for the fiscal years 1997-98 through 2000-01. This implies that the 
debt-to-GDP ratio would remain constant if the primary balance improved 
from a deficit of 3.6 percent of GDP to a surplus of almost 0.8 percent of 
GDP. The fiscal gap, which is the amount by which the primary surplus 
must rise to keep the debt-to-GDP ratio constant, equals 4.4 percent ofGDP 
using recent weighted averages of interest rates on central government 
debt. This standard calculation leaves out seignorage revenue that accrues 
to the government. India's monetary base grew at an average annual rate of 
10 percent from 1997 through 2002. Seignorage revenue as a fraction of 
GDP during this period averaged about 1.4 percent (see table 4 below for 
data and sources). This revcnuc-the revenue realized from expansion of 
the monetary base to meet growth and modest inflation-should be added 
to the primary surplus of the consolidated public sector. This reduces the 
estimate of the fiscal gap to about 3 percent, and the implied growth rate of 
the public debt-to-GDP ratio equals 3.6 percent a year. Using these interest 
rates, current fiscal and monetary policies are not sustainable. 

The alternative of using the ratio of interest payments to outstanding 
debt and deflating yields an estimate of the real rate of interest that is 1.9 per
centage points lower than the average growth rate over the period from 
1997 through 2003. This implies that a debt-to-GDP ratio of 82 percent is 
sustainable if the primary balance improves by 2 percent of GDP to a 
deficit of 1.6 percent. When seignorage revenue is again subtracted, these 
interest rate estimates imply that an improvement in the primary surplus 
by 0.6 percent of GDP is needed to stabilize the debt-to-GDP ratio at 82 per
cent. The excess of the growth rate over the interest rate also implies that 
the debt-to-GDP ratio will continue to rise until it reaches j j 6 percent 
ofGDP.33 

A simple lesson from the public sector budget identity is that a positive 
debt-to-GDP ratio and a positive primary deficit are sustainable only if the 
long-run real rate of interest on government debt is less than the real growth 
rate of the economy. This condition will hold in a dynamically efficient 
economy only if the interest rate on government debt is less than the oppor
tunity interest rate, adjusted for risk. In this case the government imposes 
an implicit tax 011 its creditors. The difference between the opportunity 

33. Roubini and Hemming (2004) use the negative growth-aqjusted interest rate term 
and calculate debt sustainabiJity for several standard scenarios for primary deficits and GDP 
growth. 
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interest rate and the public sector borrowing rate, multiplied by the out
standing public debt, equals the revenue collected through this implicit tax. 
Therefore, assessing long-run sustain ability using an approximation of the 
long-run real interest rate that is less than the long-run growth rate of the 
real economy means that a portion of tax revenue is counted in the interest 
on government debt and not in the primary surplus. Such implicit revenue 
is approximated below. 

The two calculations clearly indicate that the choice of the long-run 
real rate of interest, even if the recent rapid growth of the Indian econ
omy is expected to continue, is critical and prone to error. It is not par
ticularly realistic to assume as permanent at least two characteristics of 
the current interest rates paid on government debt in India: first, global 
real rates of interest are at historically very low levels, and second, India 
enjoys concessional terms on a significant share of its foreign public 
debt. 34 Excluding interest on foreign debt from these calculations and 
using yields on public debt issued domestically may give a better esti
mate of future public debt sllstainability than those implied by using 
aggregate data. An important characteristic of countries suffering 
repeated macroeconomic crises is the volatility of fiscal policy. The pri
mary balances for India shown in table 1 do not display very much his
torical volatility, but the rising trend of the primary deficit as a share of 
GDP makes a sufficient case for fiscal adjustment. 

Moreover, the budget balances for the combined central and state gov
ernments do not give a complete accounting of public sector liabilities. In 
addition to unfunded pension liabilities and various contingent liabilities, 
the government guarantees debt issued by unprofitable public enterprises. 
The largest of these losses are those of the State Electricity Boards. In
clusion of these ongoing additions to public sector liabilities increases the 
consolidated deficit by between 1.0 and 1.5 percent of GDP.35 Additional 
explicit debt guarantees include those on borrowing through special-pur
pose vehicles for irrigation projects, and lending by banks and other non
bank financial institutions under state guarantees. The total contingent 
guarantees of the state and central governments are estimated to amount to 
11.5 percent of GDP for 2002-03Y; Brian Pinto and Farah Zahir report that 
pension liabilities for both the central and state governments are growing at 

34. Reynolds (2001) also uses a simple growth model to argue that India took advan
tage of low real interest rates to sustain the growth of public debt after 1996. 

35. This estimate is from Pinto and Zahir (2003) based on data from the Planning Com
mission. 

36. Reserve Bank of India, Annual Report, 2002-03, table 4.16. 
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TAB l E 3. Gross Private Capital Formation 
Percent of GOP 

Year 

1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 
2003 

Total 

27.B 
24.2 
23.4 
22.8 
21.3 
20.6 
lB.B 
17.2 
16.4 
15.9 
15.2 
15.0 
14.5 

Source: International Monetary Fund, World Economic Outlook, 2004. 

Private 

14.1 
13.9 
15.0 
15.6 
16.7 
18.3 
17.7 
16.6 
16.5 
17.0 
17.2 
17.3 
17.9 

approximately 20 percent a year, although current pension cxpcnditure is 
only about 2 percent of GDP:>7 The implicit and explicit deposit insurance 
guarantees of the public sector can be estimated by the net non performing 
assets of the banking sector after loan-loss provisions are subtracted, and 
are less than 2 percent of GDP.:1R 

The large public debt and large public sector budget deficits, in the 
presence of tight restrictions on international capital outflows from the 
private sector, suggest that domestic capital formation is being crowded 
out. Table 3 reports the ratios of gross private capital formation and of 
total (private and public) gross capital formation to GDP for India since 
1990. The table shows that private capital formation has increased mod
estly, although public investment has contracted substantially. The 
decrease in public investment has a counterpart in the increase in the 
share of interest payments in public expenditure. Because inward foreign 
investment rose as restrictions on financial inflows were relaxed over the 
past several years, the very slight increase in the share of private capital 
formation in GDP may reflect increasing crowding out hy public sector 
borrowing on top of the decline in the share of public infrastructure 
spending. 

37. Pinto and Zahir (2003). 
38. Data from Reserve Bank of India, Report Oil Trelld and Prol{res.I' {(f Banking ill 

India, 2002-03. 
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Fiscal Consequences of Gradual Reforms 

As part of its financial sector reforms over the past decade, the government 
has progressively relaxed interest rate ceilings, reduced the requirements of 
commercial banks to invest in government debt, and actively encouraged a 
domestic market in government debt instruments. These reforms have 
been pmt of the progressive reversal of the financially repressive policies 
adopted during the 19608. 

By the 1980s financial repression had become an important means of 
financing public expenditure in India. The imposition of reserve require
ments on commercial banks has played an important role in raising public 
resources by implicitly taxing domestic financial intermediation. The cash 
reserve ratio and the statutory liquidity ratio impose minimum levels for 
holdings of cash assets and public sector interest-bearing debt, respec
tively, as proportions of deposits in scheduled commercial banks. These 
ratios have vaJied significantly over time, revealing their use as active mea
sures of monetary and fiscal policymaking, and both have been reduced in 
recent years (figure 1). Interest rate restrictions were also substantially 
reduced in the 1990s, and government debt now trades on the domestic 
financial market. These policy reforms imply that the implicit rate of taxa
tion on financial intermediation has eased since 1993. Although the sta
tutory liquidity ratio was set at 25 percent of deposits, the scheduled 
commercial banks held over 40 percent of their deposits in approved pub
lic sector securities at the end of 2003. Together, the scheduled commercial 
banks held over 60 percent of the consolidated central and state govern
ment debt at the end of 2002. Additional amounts are held by nonbank 
financial intermediaries and by the Life Insurance Corporation of India, 
which alone held an additional 20 percent of government debt, equal to 
more than 70 percent of its assets, at the end of 2002. Two institutions, the 
State Bank of India and the Life Insurance Corporation of India, together 
held 52 percent of government debt in 2003.39 These holdings indicate a 
significant preemption of private sector loan resources by the government. 

Policies of financial repression allow governments to finance public 
sector budget deficits through domestic credit creation at lower rates of 
inflation than would be possible in a financially liberalized economy. 
Even in the absence of interest rate ceilings and the presence of market
determined yields on primary issues of government debt, capital controls 

39. Data reported in this paragraph are from the Reserve Bank ofIndia, Report on Trend 
and Progress of Banking in India, 2002-03; and Handbook of Statistics on the Indian 
Economy, 2002. 



246 INDIA POLICY FORUM, 2004 

fIG U RIEl. Cash Reserve Ratio and Statutory liquidity Ratio. 1980-2003 
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Source: Data from Reserve Bank of India, Handbook of Statistics on t/le Indian Economy; 2002, 
table 41. 

provide the public sector with a captive capital market and allow the gov
ernment to pay interest rates on its debt that are below the opportunity 
rate. The fact that banks and other financial institutions hold more public 
debt than required by statute should not be taken as evidence that finan
cial repression no longer plays a role in public finance. The commercial 
banking sector is dominated by government-owned banks (which hold 
about 80 percent of deposits), and regulations mandate holdings by other 
financial entities. The Reserve Bank of India reports that real rates of 
interest for fiscal years 1996-97 through 2001-02 averaged 6.8 percent 
for the central government, 12.5 percent for other borrowers, and 1.9 per
cent for depositors.40 Although positive real rates of interest on public 
sector bOl1'owing reveal the effects of financial liberalization, the high 
real rates of interest facing large corporate investors and the significant 
interest rate differential favoring government debt imply that intermedia
tion remains hampered. 

There has, however, been a. decline in the collection of implicit govern
ment revenue from financial repression. Table 4 reports calculations of 
public sector revenue from domestic public borrowing through financial 

40. Mohan (2002). 
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TAB l E 4. Estimated Public Sector Revenue from Financial Repression 
Percent of GOP 

Year 

1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 

Implicit interest subsidy 

On consolidated 
public debt 

2.60 
8.36 
4.57 
6.99 

13.98 
2.16 
7.42 
0.90 

10.69 
10.27 
6.45 

27.50 
0.82 

11.87 
-0.80 

7.25 
0.29 
5.04 
4.32 

-0.71 
2.88 

-0.39 
-3.18 

On central 
government debt 

2.28 
7.18 
4.04 
6.14 

12.24 
1.91 
6.60 
0.81 
9.53 
9.13 
5.71 

24.22 
0.72 

10.44 
-0.70 

6.31 
0.25 
4.36 
3.69 

-0.59 
2.40 

-0.33 
-2.66 

Seignorage 

2.00 
0.92 
1.12 
2.68 
2.53 
1.06 
2.13 
2.45 
2.25 
3.01 
1.79 
1.79 
1.51 
3.25 
3.02 
2.12 
0.40 
1.74 
1.89 
1.10 
1.08 
1.51 
1.31 

Sources: Author's calculations using data from International Monetary Fund, International Financial 
Statistics, 2004; World Bank, Global Development Finance, 2DD3; Reserve Bank of India, Handbook of 
Statistics on the Indian Economy, 2002; and Reserve Bank of India, Annual Report, 2002-03. 

repression in India for the period 1980-2002, after estimating the interest 
subsidy realized by the government on its borrowings on domestic financial 
markets. This subsidy decreased significantly after 1991, leading to the de
cline in revenue from financial repression shown in the table. 41 The implicit 
subsidy is calculated by estimating the difference between the average 
interest rate for government debt issued in India in rupees and the average 
opportunity interest rate for government borrowing from abroad. The 
opportunity interest rate is estimated by first dividing external interest pay
ments on nonconcessional long-term debt by the sum of nonconcessional 
long-term debt and new disbursements. This gives the opportunity interest 

41. The estimates revise and update those made by Kletzer and Kohli (2001). The 
methodology is adapted from Giovannini and de Melo (1993). 
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rate for government borrowing in dollar terms. Actual rupee depreciation 
(from end of year to end of year) is used to convert this average dollar inter
est rate to a rupee-equivalent rate under the assumption that uncovered 
interest parity holds ex post. The interest rate on domestic government debt 
is calculated by dividing current-year interest payments by current-year 
outstanding government debt. The estimated interest rate differential is 
then multiplied by the ratio of consolidated central and state government 
debt to GDP and by the ratio of central government debt alone to GDP to 
obtain the numbers in the first ancl second columns, respectively, of table 4. 

Revenue from financial repression also includes the inflation tax and a 
pOltion of traditional seignorage revenue. The real capital losses to the 
holders of government bonds due to inflation are included in the estimates 
of the real interest subsidy for public debt issued in rupees, shown in the 
first two columns of table 4. This includes the anticipated inflation tax, to 
the extent that interest rates are controlled, as well as the unanticipated 
inflation tax. The impact of the inflation tax is illustrated by the effect of the 
depreciation of the rupee in July 1991 on revenue from financial repression. 
Seignorage revenue is reported in the last column of table 4. This is calcu
lated as the change in reserve money as a ratio to GDP. Seignorage revenue, 
however, includes revenue from the growth of output and financial deep
ening along with revenue generated by the imposition of reserve require
ments on the banking system. 

The estimates reveal an important trend. Revenue from financial repres
sion clearly fell with the advancement of financial reform beginning in 
1993. Average revenue from the implicit subsidy to the government for 
1980-93 was about 8.2 percent of GDP. Average revenue from the esti
mated interest differential fell to J.6 percent of GDP for 1994-2002. These 
calculations, however, cannot account for any missing currency risk pre
mium. Another way to look at the interest differential between the external 
opportunity cost and the domestic cost of public borrowing is to compare 
international interest rates with rates on government-guaranteed bond issues, 
such as the Resurgent India Bonds issued by the State Bank of India in 1998 
to attract capital inflows from nonresident Indian investors. The interest 
spread on the dollar-denominated portion of these bonds over five-year 
treasuries was 2.49 percentage points, despite a reported lower spread over 
the London interbank offered rate (LIB OR) for comparable bonds issued 
by similarly rated emerging market countries.42 

42. Reserve Bank of India, Report on Currency and Final/ce, 2002-0J, p. 170. 
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Seignorage revenue has also declined in recent yem's; the average over the 
entire period was slightly less than 2 percent of GDP, but it was only 1.4 per
cent of GDP over the period from 1997 through 2002. These declines co
incided with a fall in actual inflation, but they also suggest a decline in 
repressed inflation as financial restrictions were relaxed. The decrease in 
public sector revenue from financial repression is large and indicates sig
nificant progress in financial policy reform. 

The decline in revenue from financial repression followed financial sec
tor reforms that have come in advance of (as yet unaccomplishecl) fiscal 
reforms needed to broaden the tax base, improve tax compliance, and re
duce tax distortions. The significant reduction in revenue from the taxation 
of financial intermediation, a highly distortionary source of revenue, with
out replacement through less distortionary taxation has contributed signifi
cantly to the growth of the general government budget deficit and the rise 
in the public debt-to-GOP ratio. The rise in domestic borrowing by the gov
ernment (perhaps coupled with incentives for banks to invest in government 
securities), however, continues to contribute to the repression of financial 
intermediation and capital formation. Completing the task of reducing finan
cial repression will require fiscal reform, because the substantial holding of 
government debt by financial intermediaries not only crowds out private 
investment, but also inhibits the efficient matching of saving with invest
ment. The capacity of banks to evaluate and monitor borrowers, diversify 
investment risk, and diversify maturity structure risk between assets and 
liabilities is underutilized when bank assets are dominated by public debt. 
The creation of a public debt market in India has been insufficient, simply 
because the participants in this market are overwhelmingly state-owned 
financial intermediaries. 

Financial repression is important for the growth of public debt in India 
because capital controls allow the government to avoid monetizing its de
ficits by borrowing in a closed capital market. Liberalization of the capital 
account would reduce the capacity of the government to preempt domestic 
financial savings and realize a real interest rate below its opportunity inter
est rate. This could worsen the public debt problem by raising the real inter
est rate on public debt as the government relaxes its hold on a captive 
domestic institutional market for that debt. India's increasing public debt
to-GOP ratio must eventually lead either to fiscal reform to close the fiscal 
gap, or to monetization of public sector budget deficits, or a combination of 
the two. Liberalization of international financial transactions will raise pres
sure for inflationary monetary growth and make the need for fiscal reform 

more urgent. 
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Vulnerabilities of the Financial System 

The legacy of financial repression hampers domestic financial intermedia
tion and raises the vulnerability of the banking system to crisis as inter
national financial integration increases. Policies of financial repression 
have included the preemption of assets by government borrowing, interest 
rate controls, and directed lending to priority sectors. The scheduled com
mercial banks, which dominate financial intermediation in India, hold a 
large share of their assets in public sector debt, as already noted, and in 
loans made to government-mandated priority sectors. At the end of March 
2003, gross nonperforming assets of the commercial banks equaled 9.5 per
cent of bank advances, according to the Reserve Bank of India. Nonper
forming assets exceeded banks' provisions against losses on those assets by 
4.5 percent of bank advances. Directed credit to priority sectors accounted 
for about 31 percent of commercial banks' assets, but about 40 percent of 
their llonperforming assets.43 In addition to the concentration of govern
ment debt in the assets of banks and nonbank financial intermediaries, 
directed credit leaves the financial system of India with limited reSOUl'ces 
for investment in growing industries. 

Nonperforming assets of the banking system net ofloan-loss provisions 
are not large in proportion to GDP (about 2 percent) compared with those 
of the post-crisis countries of East Asia, but neither are these a modest share 
of bank assets net of government debt. Further, Saugata Bhattacharya and 
Patel argue that the official estimates may undercount the actual share of 
nonperforming assets on bank balance sheets by as much as half.44 In addi
tion, regulatory forbearance and state ownership of the banking sector 
could imply hidden contingent liabilities for the public sector. Regulatory 
forbearance may also be an important problem, whose potential impact is 
masked by the large share of assets held in government debt by the banks 
and required to be held by other financial intermediaries. 

The experience with capital account liberalization elsewhere suggests 
that opening domestic financial markets to international capital flows exac
erbates imprudent banking practices under weak regulation or regulatory 
forbearance. Nonperforming assets are a burden to financial intermediation 
as well as an indicator of how crisis-prone the banking sector might be. The 
share of net nonperforming assets in the financial sector could rise signifi
cantly with international financial integration and rapid growth in domestic 

43. Numbers given are for March 2003 and are reported in Reserve Bank of India, 
Report on Trend and Progress oj Banking ill India, 2002-03. 

44. Bhattacharya and Patel (2004). 
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financial intermediation. However, as Bhattacharya and Patel point out, the 
non performing assets of the Indian commercial banks are concentrated in 
industry, infrastructure projects, and priority sectors rather than in loans for 
real estate and equity purchases as in the crisis countries of East Asia.45 

Corporate governance and transparency as well as prudential regulatory 
enforcement will be important for maintaining financial sector stability and 
avoiding the rapid growth of contingent liabilities that followed financial 
liberalization in East Asia. Bhattacharya and Patel apply the model of 
Robert Dekle and Kenneth Kletzer for the East Asian ctisis and noncrisis 
economies to the Indian economy and argue that financial regulatory for
bearance is a similar source of concern in India.46 

The predominance of state-owned banking and the holding of gov
ernment debt by these banks in excess of statutory requirements not only 
suggest that the public sector is a preferred borrower. They also imply that 
regulatory efforts and procedures may be adapted to the situation in which 
the government as shareholder is liable for losses. They could be poorly 
suited to regulating new private banks and nonbank financial intermedi
aries that borrow in an integrated capital market and whose shareholders 
face limited liability. Further, there is no reason to expect that the short
term extemal debt exposure of the Indian economy will remain at its cur
rent very low level. Financial liberalization and the integration of emerging 
market economies with private international financial markets tend to 
increase the short-term debt exposure of the financial system and the pub
lic sector. The capacity of Indian governments to borrow domestically at 
medium to long maturities and the very low levels of short-term external 
indebtedness may be viewed as outcomes of financial repression and a 
holdover from the preliberalization environment. The level of public in
debtedness, its rate of increase or decrease, and the potential for growing 
contingent liabilities with capital inflows may be better indicators of the 
vulnerability of a postliberalization economy to financial crisis. 

Because India's banks hold over 40 percent of their assets in public sec
tor liabilities, treasury transactions are a primary activity of bankers and, 
in recent years, have generated the bulk of bank profits. The long maturi
ties and fixed nominal interest rates on government securities make these 
ri sky assets for banks to hold in the presence of interest rate volatility. The 
recent declines in interest rates generated capital gains on government 
securities held by the commercial banks and by other financial institutions 

45. Bhattacharya and Patel (2002). 
46. Bhattacharya and Patel (2002); Dekle and Kletzer (2002). 
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(for example, in insurance). Prudent banking practices require that banks 
hedge against their holdings of fixed-interest-rate public debt either by 
issuing deposit liabilities with inflexible interest rates or by trading in 
interest-based derivatives. The liberalization of rates on many deposits 
and their large holdings of government debt expose the banks to interest 
rate risk that must be hedged. Ila Patnaik and Ajay Shah analyze a sample 
of bank balance sheets and find the extent of unhedged interest rate expo
sure in the Indian banking system to be substantia!."? They conclude that 
the banking system is exposed to significant interest rate risk. Un hedged 
interest rate exposure of financial intermediaries implies the need for im
proved regulatory oversight and prudential regulation as the flnancial sys
tem is further liberalized and opened to entry. 

An overview of the literature on the costs and benefits of capital account 
liberalization reveals that general measures of governance and regulatory 
institutions in domestic finance are significantly associated with positive 
gains from liberalization. 48 Financial sector ref 01111 should address the in
heritance of nonperforming assets from directed credit programs in the 
state-owned banks and the roles of prudential regulation and enforcement 
in providing incentives to manage risk as the banking system is opened to 
competition. 

External Vulnerabilities 

India's external debt-to-GDP ratio was 20 percent in 2003,40 percent of 
which consisted of government borrowing from oftlcial creditors primarily 
on concessional terms (37 percent of gross external debt carried conces
sional terms). External commercial borrowing accounted for 21 percent of 
gross external debt in 2003. The government of India has not issued sover
eign bonds on international markets, although corporate sector bond and 
bank borrowing has increased as restrictions have been relaxed. India is 
rated a speculative grade bon-ower, with ratings ofBB and Ba2 by Standard 
and Poor's and Moody's, respectively. Compared with other emerging 
market economies with similar bond ratings, India has a low ratio of exter
nal debt to GDP but a high ratio of public debt to GDP, as shown along with 
several other indicators by Roubini and Hemming:jl) Importantly, the aver
age maturity of India's external debt is about nine years, and the average 
share of short-term debt in total external debt was only 4.6 percent from 

47. Patnaik and Shah (2004). 
48. See Prasad and others (2003) for a thorough survey. 
49. Roubini and Hemming (2004). 
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1997 through 2002, consisting of trade-related credits and deposits of non
resident Indians.50 

The Indian economy appears to be far from vulnerable to a capital 
account crisis. The outstanding debt of the public sector is primarily held 
by domestic residents and is denominated in domestic currency. The 
outstanding foreign currency-denominated liabilities of the economy are 
small in proportion to GDP, and the external debt of 20 percent of GDP is 
well below the 30 percent threshold for potential debt problems in emerg
ing market economies observed by Reinhart, Kenneth Rogoff, and Miguel 
Savastano. 51 Further, the share of short-term debt in total external debt in 
the mid-] 990s in the East Asian economies that suffered crises in 1997-98 
ranged between 20 and 50 percent, far higher than India's small share. 

The external position of the Indian economy suggests a favorable envi
romnent for relaxing capital controls further and moving forward with cap
ital account convertibility. The stock of international reserves has risen 
rapidly over the past several years, to 17.6 percent of GDP ($113 billion) at 
the end of March 2004.52 This stock of reserves rose during a period in 
which the current account was mostly in (small) deficit, although the cur
rent account balance recently became positive. (Table 5 reports the accu
mulation of reserves and foreign debt and the short -term debt exposure of 
India over the 1990s.) That implies that reserves were accumulated through 
foreign capital inflows and do not represent a net accumulation of foreign 
assets by the economy. This is not particularly relevant to the question of 
India's crisis vulnerability, although it does raise questions about whether 
the capital inflows are being put to best use. The international liquidity 
position of the central bank is strong by standard measures: reserves cover 
at least nine months of imports and are about twenty times the country's 
short-term external indebtedness. Indeed, liquid international reserves are 
being accumulated against longer-maturity liabilities of the domestic cor
pOl'ate and financial sectors. The Reserve Bank of India's 2002-03 Report 
on Currency and Finance contains a thorough analysis and international 
comparison of liquidity measures for the Indian economy. 

The large accumulation of reserves by the Reserve Bank of India pro
vides insurance against rapid capital outflows, but at the cost of forgone 
interest earnings. Assets held by the central bank are offset by government 
debt held by the public. The difference in opportunity interest rates (not 

50. Figures are from Reserve Bank of India, Annual Report, 2002-03, Report on 
Currency and Finance, 2002-03, and Handbook of Statistics Oil the Indian Economy, 2002. 

51. Reinhart, Rogoff, and Savastano (2003). 
52. Reserve Bank ofIndia, Bulletin, June 2004. 
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TABLE 5. Reserves, ExtemalDebt, and Current Account Balance 
Percent of GDP 

International 
Foreign debt 

Current account 
Fiscal vellr resr;rves Total Short term balance 

1990-91 2.1 26.8 2.7 -3.2 

1991-92 3.2 28.7 3.0 -0.4 

1992-93 4.5 38.7 3.2 -l.B 
1993-94 8.0 37.5 2.7 -0.4 

1994-95 9.2 33.8 1.3 -1.1 
1995-96 6.7 30.S 1.3 -1.7 
1996-97 7.6 27 1.4 -1.2 
1997-98 7.7 24.5 1.B -1.4 
1998-99 B.4 24.3 1.3 -1.0 
1999-2000 9.3 23.6 1.0 -1.1 
2000-01 9.5 22.1 0.9 -0.6 
2001-02 12.0 22.4 O.B 0.3 
2002-03 16.0 20.9 0.6 0.7 

Sources; Reserve Bank of India, Handbook of Statistics on tile Indian Economy, 2002; and Resol've 
Bank of India, Bulletin, June 2004. 

necessarily the distorted market rates under capital controls) between 
domestic public debt and foreign treasuries represents a qlla~i-fiscal cost of 
sterilizing capital inflows. This difference adds to the consolidated public 
sector deficit, and hence to depreciation pressure if markets anticipate a 
future monetization of government liabilities. Large reserve holdings can 
be more costly than beneficial and thereby induce a depreciation. Kletzer 
and Ashoka Mody discuss these offsetting risks and the use of reserves as 
a self-protection mechanism against crises. 53 

A modest note of caution may be all that is needed, but fullliberaliza
tion of the capital account should be expected to change the maturity struc
ture of external debt and perhaps its currency composition. Currently 
India's debt is dominated by government borrowing from private sources, 
and capital inflows to private domestic capital markets are small and sub
ject to continued restrictions. It would seem imprudent to assume that the 
average maturity of new publicly guaranteed and nonguarunteed borrowing 
by domestic financial markets will not decline as capital markets become 
more integrated and entry into India's domestic financial markets increases. 
Managing the foreign currency and maturity exposures of a liberalized 
banking system that is likely to enjoy the explicit and implicit guarantees 
of the public sector seen in other emerging market economics will be an 
emerging policy challenge for capital account liberalization. 

53. Kletzer and Mady (2000). 
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Exchange Rate Management and Financial Repression 

Capital controls allow policymakers to manage the nominal exchange rate 
and influence domestic rates of interest as independent objectives of mon
etary policy. When the capital account is liberalized, the government can 
no longer use monetary policy to target interest rates and resist exchange 
rate movements indefinitely. The tendency for authorities in emerging mar
ket economies to manage exchange rate movements even in the absence of 
a formal peg is well documented, and currency crises were central to many 
recent financial crises in emerging markets. 

The behavior of the nominal exchange rate during the last decade under 
a managed float may be an indicator of the importance of limiting exchange 
rate movements in India. After the 17.4 percent devaluation of the rupee in 
July 1991, the rupee was again pegged to the dollar until March 1993, when 
it was devalued another 19.2 percent. The formal exchange rate regime was 
then changed to a managed float. However, the rupee was virtually 
unchanged against the dollar until August 1995, suggesting a de facto peg. 
From late 1995 to early 2003, the rupee depreciated at an annual average 
rate of 2.5 percent, although the growth rate of the monetary base exceeded 
the rate of real GDP growth by about 7 percent annual! y. The standard devi
ation of monthly percentage changes in the rupee-dollar exchange rate from 
August 1995 to the end of 2003 was 1.33. This is comparable to the stan
dard deviation for Malaysia from 1990 to the onset of the Thai CUlTency cri
sis in 1997, and it is almost twice the average for the East Asian crisis 
countries excluding the Philippines. 

The Reserve Bank of India has intervened in the foreign currency mar
ket in a number of ways. Although short-term fluctuations are reduced 
through forward intervention (reported monthly as changes in net foreign 
sales of foreign exchange), it can be argued that the government implicitly 
pursues sterilized intervention. As argued and formally modeled by Kletzer 
and Renu Kohli,54 some of the means of financial repression also allow the 
central bank to influence the movement of the exchange rate. The cash 
reserve and statutory liquidity ratios were managed actively over the 1990s, 
changing private sector holdings of outstanding public debt. Bank credit to 
the government is surprisingly closely correlated with changes in official 
reserves in the second half of the 1990s. During that period official foreign 
reserves grew rapidly, along with commercial bank credit to the public sec
tor. The correlation between monthly increases in commercial bank credit 
to the government and reserve inflows over the entire period from August 

54. Kletzer and Kohli (2001). 
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1995 to October 2003 is 0.40.55 This suggests that increases in the holdings 
of public debt by the financial sector have partly sterilized capital inflows. 
Patnaik tests this sterilization hypothesis and finds that changes in inter
national reserves and holdings of government debt by the commercial 
banks do indeed move together. 56 These results imply that the accumulation 
of reserves is a by-product of the sterilization of capital inHows to manage 
the exchange rate. The willingness of state-owned banks to hold govern
ment debt in excess of the statutory liquidity ratio appears to play an impor
tant role in exchange rate management in India. 

Past exchange rate management in India displayed a resistance (0 cur
rency depreciation consistent with the experience of many other emerging 
market economies, especially in East Asia. The adoption of a floating 
exchange rate, albeit one that is managed relatively tightly, reduces a 
country's vulnerability to crisis. The government can resist exchange rate 
movements while offering no guarantee of exchange parity as under a 
pegged exchange rate (or crawling peg or narrow target zone). The uncer
tainty thereby induced, especially for short-term rates of change in the 
exchange rate, could lead to private sector hedging against currency risk. A 
possible source of concern is the revealed tendency of the government to 
lean against exchange rate movements that could result in sudden losses of 
reserves and capital account reversals under an open capital account. 

The Risles of Capital Account Convertibility for India 

Capital controls are instrumental to financial repression in India in that they 
separate domestic fimmcial intermediation from international financial mar
kets and capture domestic savings for the financing of public sector budget 
deficits. The preemption of domestic financial resources for public finance 
interferes with the mobilization of savings toward domestic capital accu
mulation and reduces the incentives for banks to facilitate investment and 
innovation. Directed lending, interest rate restrictions, and various restraints 
on lending have left India's commercial banks with a burden of non
performing assets and the public sector with unrealized contingent liabili
ties with uncertain risks. Capital controls and variolls approval procedure~ 
themselves impose widely varying implied rates of taxation on different 

55. Data for this calculation are from International Monetary Fund, illl/!l'Ilational 
Financial Statistics (January 20(3), where deposit bank credit to the government is con
verted to dollars using contemporaneolls exchange rates. 

56. Patnaik (2003). 
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activities, distorting the allocation of resources and weakening incentives 
to save and invest. The distortionary impact of capital controls on invest
ment and saving gives a sufficient reason for reducing and eliminating 
impediments to capital flows. The risk of crisis in emerging market econ
mies also gives a sufficient reason for preparing to manage an open 
capital account. 

The vulnerability of the Indian economy to crisis, with or without further 
relaxation of capital controls, rests on the impact of financial repression on 
domestic financial markets and fiscal policy. The two are linked. The high 
level of govemment indebtedness is sustained through borrowing on closed 
domestic financial markets. High levels of government debt impede the 
mobilization of household and enterprise savings for capital accumulation 
and leave bank balance sheets dominated by pttblic debt instruments. When 
state-owned banks, hampered by lending to the govemment and high trans
actions costs, are exposed to intemational competition, the result could well 
be to increase the cost of contingent public liabilities in the financial sector. 
The deposit base of the banks could easily shrink as savings seek higher 
returns from more efficient intermediaries. This in turn could reduce the 
capacity of the govemment to bon-ow domestically at long maturities in 
domestic currency. Together, the liabilities of the govemment could rise 
even as its need to borrow intemationally or monetize its debt increases. 

The elimination of controls on outward capital flows could easily lead to 
rising capital inflows and entry in the financial sector. At the same time, the 
capacity of the govemment to bon'ow on domestic financial markets on 
favorable terms should contract. The current favorable terms for public sec
tor borrowing from the commercial banks and other financial institutions 
include long maturities, large negative interest spreads compared with those 
on private lending, rupee denomination, and, perhaps, underpriced risk pre
miums over international rates of interest in major currencies. One con
sequence of rising real rates of interest for government debt arises from the 
long average maturity of public debt held by the commercial banks. The 
exposure to interest rate risk observed by Patnaik and Shah implies that 
financial opening could lead to net capital losses for the banks as interest 
rates rise on both deposits and public debt.S

? These losses could ultimately 
become a liability for the government. Liberalization could raise this risk 
by increasing competition for deposits and eliminating low and fixed inter
est rates on the liability side of bank balance sheets, or it could induce banks 
to hedge more on deeper markets. 

57. Patnaik and Shah (2004). 
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Capital account convertibility would expose the public sector to inter
national terms on its large debt and significant annual financing require
ments. India's public debt burden, underestimated at 82 percent of GDP 
because of excluded losses of state-owned enterprise and contingent lia
bilities, is greater than in most countries that have suffered financial 
crises after liberalization.58 However, the long maturity structure of India's 
rupee-denominated public debt means that a sudden crisis cannot materi
alize. The existing debt and fiscal policies are important to the extent that 
ongoing deficits need to be financed and existing public debt that is com
ing due needs to be refinanced. Therefore, the capacity of tIle government 
to raise tax revenue for deficit reduction, reduce electricity board losses 
and other off-budget liabilities, and avoid large contingent losses in the 
banking sector will determine the impact of the public debt burden 011 

macroeconomic stability following capital account liberalization. Given 
the maturity structure of its rupee-denominated debt, the government may 
have the incentive to inflate that debt away. However, most Indian gov
ernment debt is held by institutions that either are publicly owned or enjoy 
guarantees. Thus the government has little to gain-and much to lose in 
reputational capital in international and domestic financial markets-from 
unanticipated inflation. 

Domestic financial intermediaries suffer from their role as the primary 
creditors of the public sector and from the incentive structure in state
owned banking. Ending capital controls will not eliminate the burden of 
financial repression without a reduction in the lending requirement im
posed on the banking system by the government. Fiscal reforms arc neces
sary to improve the stability of the banking system following a significant 
reduction in capital controls. The elimination of capital controls may also 
be necessaly to improve financial intermediation, possibly through both 
entry and exit of intermediaries, by forcing a solution to the public sector 
finance problem. 

Prudential regulation and enforcement are important for a stable finan
cial environment. Capital controls can be forgiving of regulatory forbear
ance, because the losses of the banking sector must accumulate through 
flows from domestic savings to domestic investment. Two-way internatio
nal transactions allow cross-border stock shifts, which can rapidly change 
financial sector balance sheets. Liquidity runs in a closed capital market are 
easier to contain than runs by foreign depositors. However, many countries 

58. This comparison is made by several authors, most recently by Roubini and Hem
ming (2004), including publications of the Reserve Bank of India, such as the Report Oil 

Currency and Finance, 2002-03. 
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have managed to regulate open financial sectors successfully, and inter
national standards provide reasonable guidelines for doing so. Detailed 
financial restrictions may inhibit financial instability at the cost of capital 
accumulation, but sound regulatory institutions and transparency in finan
cial sector corporate governance (and corporate governance in general) can 
provide similar stability and a more efficient allocation of capital. 

Seql..!f:mcing liberalization and Reform in India 

The rapid liberalization of a financially repressed economy often leads to 
large capital inflows and rapid expansion of domestic financial markets, 
followed by a capital account crisis and economic contraction. The "Wash
ington consensus" prescription for the sequencing of economic liberaliza
tion and international integration puts capital account convertibility last, 
after liberalizing trade, other current account transactions, and domestic 
financial markets. This prescription, however, is frequently observed in the 
breach.59 The domestic political economy of reform is the first explanation 
that comes to mind. It may be difficult to form a coalition to support each 
step in a gradual reform, whereas the sudden expansion of opportunities for 
financial transactions creates market support. The elimination of capital 
controls exposes domestic capital markets and macroeconomic policies to 
the discipline of international capital markets, starting a race between finan
cial reform and crash. 

Indian policy is following a determinedly gradual path toward economic 
liberalization and international integration. Following the liberalization of 
transactions on the current account, restrictions on capital inflows have been 
relaxed steadily, with an emphasis on encouraging long-term investment 
and lending. The relaxation of interest rate regulation and similar controls 
on domestic financial intermediation has partly reduced the impact of finan
cial repression on domestic finance and is complemented by reforms in the 
equity market and development of a public debt market. The relaxation of 
restrictions on portfolio capital inflows has been notable for its gradualism. 
Ceilings on interest rate spreads, which differ by debt maturity, are im
posed to discourage short-term and volatile foreign portfolio inflows, and 
restrictions on equity flows have been relaxed substantially. LibeIalization 
of capital inflows has followed a pattern of gradually raising quantitative 
restrictions on inflows and increasing the size of flows that are automatically 

59. Williamson and Maher (1998) discuss the record of putting capital account liberal
ization last versus first. 
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approved. The gradual relaxation of restrictions on capital outliows would 
logically follow, ancl restrictions that discourage short-term inflows are part 
of the cunent policy agenda. 

The size of the public debt ane! of the combined state and central gov
ernment deficits is cause for concern, as is the interaction between public 
debt and domestic financial intermediation. Proper sequencing alone can
not ensure the smooth integration of the Indian economy with interna
tional financial markets. Although India's external debt is well within the 
range among countries with sustainable foreign debt, the puhlic debt-to
GDP ratio and the primary deficits of the public sector are very high, ancl 
fiscal reform is needed to ensure that the debt is sustainable. The macro
economic crisis of 1991 played out slowly, with an essentially closed cap
ital account. Reserves would have had to be very low relative to GDP for 
any sudden reversal of deposits by nonresident Indians (which were a small 
share of total deposits) to provoke a balance-of-payments crisis. With an 
open capital account, the potentia) outflow of funds from domestic capital 
markets would be many times greater, because domestic residents could 
withdraw from domestic banks and from the bond and equity markets 
along with foreign investors. Any tendency to resist currency depreciation 
could raise the probability of a capital account reversal, although debt sus
tainability still matters for macroeconomic performance and growth under 
a pure float. 

Capital controls mean that the government borrows on a captive domes
tic financial market regardless of any financial reforms that have been 
implemented. The real interest rate paid on government debt must be lower 
than it would be if domestic households had access to international l1nan
cial markets. Partial liberalization appears to contribute to the primary 
deficit of the public sector, and full liberalization could drive the financing 
costs of public debt higher. Large public sector defkits do not simply sub
stitute for domestic investment as a destination for domestic and foreign 
savings in the Indian economy; they appear to raise the cost of domestic 
financial intermediation and retard financial deepening as well. 

International financial integration typically leads to both inward and out
ward gross capital flows. Gross capital flows, indeed, arc much larger inter
nationally than net flows. With capital account liberalization, India could 
well experience a large outflow of domestic savings from high-cost domes
tic financial intermediaries to international capital markets. As experience 
elsewhere has shown, these gross outflows could be oft:<;et by lending and 
direct investment from abroad at lower intermediation costs. Taking advan
tage of foreign financial markets can be beneficial to the extent that higher-
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income countries have comparative advantage in financial intermediation, 
but tax distortions can also induce capital flight and offshore intermedia
tion. The end result of high domestic public debt and deficits under capital 
account convertibility is likely to be an exodus of domestic savings, a con
traction of domestic financial intermediation, and a fiscal crisis accompa
nied by rising inflation. 

As argued above, high levels of public debt jnteract with capital controls 
in India. Reducing financial repression incre<lses the urgency of already 
desirable fiscal reforms. Prospective international financial integration 
increases the need for fiscal reform and containing public debt expansion. 
The priority in the approach to capital account convertibility should be fis
cal reform and reduction of the combined deficits of the central and state 
governments. Fiscal reform not only is needed for fiscal sustainability, to 
avoid macroeconomic crisis, but is conducive to financial reform and deep
ening as well. 

With the er..<.:e?tion of the ?1J.blk nwan<.:es, the i.nithl. (~!0w.ii.ti,.ons kx c~'i'r 
ital account convertibility in India are fairly strong. The very low exposure 
to short-maturity foreign debt, the low overall foreign debt, the large stock 
of foreign reserves, and a flexible exchange rate place the Indian economy 
in a favorable position compared with other, similar countries. One should 
expect that the average maturities of foreign and public debt will fall with 
international financial integration, but a prospective rise in short-term debt 
does not justify capital controls. The stock of foreign reserves is several 
times current external short-term debt. Liberalization and further opening 
of the banking system will require regulatory improvement, but the present 
level of nonperfonning assets of the banking system is not excessive in 
comparison with other emerging markets. 

The process of opening the Indian economy to foreign capital inflows 
is not complete, and making India more attractive to foreign direct invest
ment will require more than the relaxation of constraints on inflows and 
foreign ownership. Domestic policy distortions and regulatory uncertainty 
can inhibit investment inflows, perhaps significantly. Opening the capital 
account to outflows could also enhance foreigl1 direct investment. To the 
extent that profitable investment uses the transfer of foreign technologies 
and sialls, domestic savings that flow abroad might be seen as financing 
foreign investment in general eqUilibrium. Domestic savings that go to for
eign equity markets could find their way back in investments that transfer 
technologies, and that may make foreign investors feel more secure against 
the risk of adverse policy changes in an internationally integrated domestic 

financial market. 
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CC]D1ciH.lsion 

Capital controls playa central role in financial repression in India. They 
provide the government with the opportunity to slIstain high levels of 
domestic debt by limiting competition for domestic financial savings. A 
closed capital account facilitated the taxation of financial intermediation 
and hence reduced incentives for tax reform to enhancc revenue and pro
mote efficiency in domestic investment. A large public debt and repression 
of domestic financial intermediation are mutually reinforcing. India's pub
lic debt burden poses a risk for capital account liberalization, creating a bar
rier to financialliberalizatioll. Continued controls Oil international financial 
outflows reduce the incentives for deficit reduction. 

The gradual liberalization of capital controls and the reform of the finan
cial sector in India are having an effect. Financial sector reform has already 
reduced the impact of public debt on financial intermcdiation. Reduced tax
ation of financial intermediation contributes to public sector deficits and is 
beginning to break the link between public finance and financial repression 
and raise political pressure for deficit reduction. The relaxation of inward 
capital controls has been successful in the sense that capital inflows are ris
ing and gradual liberalization appears to be becoming the status quo. 

Although fiscal imbalances pose a risk for capital account liberalization, 
a capital account crisis in India, if one occurred. might play out slowly given 
the long maturity structure of the large share of the public debt denominated 
in domestic currency and issued at fixed interest rates, and given the cur
rent low proportion of foreign currency debt and of short-maturity foreign 
debt. Financial integration does pose two fiscal challenges. The 1irst stems 
from the borrowing requirement of the government, consisting of the pri
mary defleit and the existing public debt coming due, which would need 
to be financed on international terms under an open capital account. The 
second is that the banking system holds the overwhelming m'~iority of the 
public debt, and with international financial integration, this debt becomes 
a risky asset for the banks to hold. Any gain to the government from cur
rency depreciation or rising interest spreads on public debt would be negated 
by losses by the banks. These holdings thus pose a threat to the banking 
system, and a capital account crisis could begin with exit by domestic 
depositors. In this case deposit insurance could reduce the exposure of the 
banking system to crisis. Limiting the contingent liability of the govern
ment created by deposit insurance so that it just offsets the capital gains to 
the public sector will require institutional reform to ensure successful pru
dential regulation. 
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The potential benefits for India from completing capital account liberal
ization could be significant. India has much to gain from foreign direct 
investment and access to foreign savings for domestic investment. The lib
eralization of capital inflows is not complete. Debt reduction may not be 
necessary before India proceeds with the elimination of outward capital 
controls, but fiscal reform to achieve deficit reduction probably is. The vul
nerability of the banking sector to crisis implies that institutional reform, 
both fiscal and prudential, is needed. 



Comments and Discussion 

Stanley Fischer: Ken Kletzer's paper does an excellent job both in sum
marizing the literature and in applying its lessons to India. Ken starts with 
a general discussion of the costs and benefits of capital account liberaliza
tion and then discusses the Indian case. Let me follow that order. 

It has been very hard to show major benefits of capital account liberal
ization, either in cross-country regressions or in calibration exercises using 
growth models. But it is generally difficult to produce robust results using 
cross-country regressions and even more difficult to produce big costs as a 
result of distortions in calibration exercises. It is not clear what to make of 
these difficulties. Ken says that the benefits of capital account liberaliza
tion are approximately equivalent to-and in some cases larger than-the 
benefits of eliminating trade cycle fluctuations, as calculated by Lucas. 
However, Lucas's calculations implied that the trade cycle really did not 
matter. In my view, these results, rather than telling us something about the 
world, suggest that there is something wrong with this way of approaching 
the issue. 

There is another way of thinking about policy choices, namely revealed 
preference. It is amazing that, despite the devastation of the 1997 crisis, 
despite everything that academic economists have said, no one-and I 
mean no country-has withdrawn from the international financial system 
as a result. No country, not even Malaysia, imposed controls of major mag
nitude for any length of time. Malaysia reformulated its controls within a 
year and has gradually been easing back into the system. 

My views have also been influenced by discussions with some Latin 
American finance ministers during the crises of the 1990s. When I asked 
whether they wanted to impose capital controls, their answer was that they 
had tried that in the 1980s and they were not going to do it again. They said 
that capital controls were inefficient and bred con"uption and that it took a 
long time to recover from their imposition. Those conversations are not 
hard evidence, but they made a big impression on me. 

lt seems to be generally accepted that the Malaysian imposition of con
trols was successful. I do not know how that can be established. Those con
trols were imposed almost exactly at the moment that exchange rates in all 
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the crisis countries were at their most depreciated levels. Malaysia pegged 
its exchange rate at that depreciated level, which made the currency in
creasingly undervalued relative to those of its neighbors, all of whose cur
rencies appreciated subsequently. Capital did stop flowing out of Malaysia 
following the imposition of the controls, but that happened also in the other 
Asian crisis countries. So, 1 do not think the Malaysian experience shows a 
whole lot about the efficacy of capital controls. 

I was surprised by one successful aspect of Malaysian controls. When 
the controls were imposed, I expected that they would be used to slow 
the process of financial reconstruction and the reform of the banking 
system. But the Malaysian authorities did not do that. Their banking 
system reforms were as rapid following the imposition of controls as 
those anywhere else. So the political economy suspicion that I had was 
not right. 

Some changes-two in fact-did take place as a result of the 1997 crisis. 
The first was the general move toward flexible exchange rates. All the cri
sis countries had pegged their currencies, formally or informally, before the 
crisis. By "pegged," I mean that it was presumed by market participants 
that the exchange rate would be stable. That presumption played a major 
role in the behavior of the actors in the economy leading up to the crisis. 
Subsequently all the crisis countries except Malaysia allowed their 
exchange rates to become more flexible. 

The second development is that although there has been no fundamental 
change in emerging market countries' desire to integrate into the global 
financial system, there has been a greater Willingness to find ways of break
ing the link between the domestic and foreign interest rates, or onshore and 
offshore interest rates. This has long been done by Singapore, which dis
cOUl'aged the use of its currency in international transactions and discour
aged economic agents from taking positions in the clllTency. 

There are a variety of ways of doing that, all of which build on the fact 
that if you are going to hedge yourself against exchange rate changes, at 
some point you need to have access to the domestic banking system to pur
chase the local currency. The authorities can impose controls to make that 
very difficult, without interfering with other transactions in the currency. 
Such changes have been imposed in Thailand and to some extent in Indone
sia, the latter not very successfully. 

Returning now to India: Ken presents the standard view, which is that 
capital flows should be liberalizecl only when the financial systems and 
policies are sufficiently strong. That view draws on both theory and bitter 
experience, and by and large it is valid. The most relevant macro weakness 
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in India is the large and growing public debt. That problem needs to be 
fixed in any case. 

It is sometimes argued that delaying capital account liberalization 
until the preconditions are in place only delays action on the precondi
tions. The suggestion is that by setting a schedule for capital account lib
eralization, the authorities would force themselves to fix the financial 
and fiscal systems. Well, that is a very delicate and dangerous argument. 
Think for instance about Mexican tesebonos. They were introduced to 
persuade potential investors that Mexico would not devalue, because the 
costs of doing so would be extremely high. The threat was very credible, 
and ex post the costs were extremely high. The problem with policy 
choices that suggest that something will be done because the costs of 
failure are high is that sometimes failures will occur, and the price will 
have to be paid. 

It would be much better if India's fiscal and debt problems were put 
on a road to solution soon. So far the problem has not been attacked. That 
is the major disappointment of Indian macro policy in the last decade. 
Dealing with the fiscal problem is also a structural issue, one that will 
require a change in relations between the center and states, because as is 
well known, at least half of the general government deficit is due to state 
governments. 

Turning to the banking system: the Indian banking system is in better 
shape than the financial systems of the East Asian countries were on the eve 
of their crisis. Ken states that the NPA ratio is around 6 percent, which 
would not be a cause of major distress if the capital account were opened. 
But it must be recognized that a crisis that put the banking system under 
stress could increase the NP A ratio significantly. Looking at other vulner
ability indicators, India's short-term external debt ratio is very low. 
Further, Indian financial regulators are fully aware of the banking system 
difficulties in the Asian and other crises, and they should be able to main
tain strong precautionary control over the system. 

There is one other key difference between India and the Asian crisis 
countries: the exchange rate regime. The Indian exchange rate is flexible. 
The importance of that in terms of the likelihood of suffering a financial 
crisis-and in terms of the cost of a crisis were one to occur-cannot be 
overestimated. The Brazilian crisis in 2002 illustrates the benefits of hav
ing a flexible exchange rate. It is simply inconceivable that Brazil could 
have avoided a massive financial crisis if it had had a pegged exchange rate 
in 2002. 
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The key is flexibility of the exchange rate, rather than free floating. That 
means that in a crisis the authorities could both allow the exchange rate to 
depreciate and intervene to moderate the extent of the depreciation. That 
must be why the authorities are holding slIch large reserves. I do not believe 
that in a crisis managing the exchange rate is necessarily undesirable, 
provided that it is possible. But there is a cardinal sin that has to be avoided, 
which is to target a fixed exchange rate or a narrow range of rates. If a coun
try with free capital flows tries to do that in a crisis, it will fail and pay a 
high price. 

There is one other reason why exchange rate flexibility matters: market 
participants are less likely to borrow short abroad when they know that the 
exchange rate is flexible. Further, once the exchange rate is flexible, hedg
ing instmments are likely to appear. Both those developments took place in 
Mexico following its shift to exchange rate flexibility: Mexico's short-term 
debt ratio is now very low, and sho1't- and long-term foreign exchange 
hedges are available in the market. 

So, India should continue opening up the capital account. Doing so will 
bring increasing benefits over the course of time. I believe India's gradual
ist approach has put it on the right track. But it really is important to reduce 
the fiscal deficit. 

Smrjit S. Bhalla: The effect of capital account liberalization on growth is a 
much-debated subject, and Kletzer provides a very useful summary of the 
issues, bringing out the complexity of the Indian financial sector and the 
diversity of its experience. Kletzer's application to the Indian experience 
will serve as a reference point for other scholars. 

Only on two issues does my perspective differ from the author's, but 
both of my disagreements serve to strengthen Kletzer's overall con
clusion. The first pertains to the examination of the effect of capital 
account liberalization (CAL) on economic growth and so forth. Here, it 
would be useful to analyze the effects of CAL on growth subject to the 
nature of the currency regime. It matters whether the exchange rate is 
fixed, pegged, a managed float, or even a c1.mency board. Several of the 
cunency crises have resulted not from the fiscal deficit, and not even 
from CAL, but from the overvaluation of the exchange rate. Malaysia, 
Korea, and Indonesia had all opened up to the world, had more CAL than 
most, and were not crisis prone. Indeed, most if not all of these countries 
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were running a fiscal surplus and a managed float at the time of the finan
cial crisis in 1997. 

Thailand was a different story: its exchange rate was pegged at 25 baht to 
the dollar, and its fiscal house was in order-fiscal surpluses above 2 percent 
of GDP the last five years and an average of 2.7 percent of GDP for nine 
years prior to the crisis year of 1997! What differentiated Thailand from the 
other East Asian countries was its imbalance on the current account
arollnd 5 percent of GDP. It is plausible that if the Thai authorities had 
allowed even a mjnimal fluctuation of the exchange rate (as was done by the 
East Asian crisis countries just mentioned), then some part of the imbalance 
would have been corrected before 1997, and (possibly) a crisis averted. In 
other words, it was not necessarily CAL or the banking sector-rather, it 
was an overvalued exchange rate. Thus it is useful to take the exchange rate 
and the valuation of the cUlTency into account in analyzing CAL. If this is 
done, my expectation would be that the results would be even stronger 
regarding the benefits of CAL. 

The second point pertains to financial repression. In most countries, 
financial repression is correctly defined as too low real interest rates. In 
India, financial repression has occurred through too high real interest 
rates. In regard to the high fiscal deficit, it is noteworthy that the consol
idated fiscal deficit for India has ranged between 8 and 10 percent for 
twenty-four years (since 1980). The states' share of this deficit, however, 
has shown a significant trend increase-from about 30 percent of the total 
in the early I 990s to about 60 percent today. The story of how the states 
finance this deficit is one of financial repression-and nontransparent 
nongovernance. 

The accompanying table 5 shows the interest rates given to depositors 
in "small savings"-a political misnomer for what can otherwise be 
termed (Ponzi) "scam savings." Note the large increase in the states' fis
cal deficit and the collection of small savings (and prior to the Pay Com
mission-induced increase in 1999). Also note the increase in the real rate 
of interest given to such savings after 1995, which occurred because the 
government kept the nominal rate fixed as inflation fell. This easy source 
of financing of state deficits (through collections based on high rates of 
return to deposits) means that financial repression continues unabated. 
The seeds of a future financial crisis are being sown not through financial 
repression of the traditional type, nor through banking "problems," nor 
even through CAL. If a crisis occurs it will be because the government 
willfully pursued a "lazy" fiscal policy, one without any checks 011 state
level expenditures. 



TABLE 5. Financial Repression, Indian Style: The High Cost of Government Borrowing 
Percent, unless otherwise indicated 

Interest rates 

Government Small savings Gross fiscal Small savings 
Government Small securities Small savings deposits deficit of states share of 

Year Inflation securities savings real rate real rate (rupees, billions) (rupees, billions) GFD' 

1990 9.8 11.4 10.3 1.6 0.5 189 188 75 
1991 12.9 11.8 9.9 -1.1 -3.0 186 189 74 
1992 9.6 12.5 10.2 2.9 0.6 194 209 70 
1993 8.0 12.6 10.6 4.6 2.6 273 206 99 
1994 11.8 11.9 11.0 0.1 -0.8 375 277 101 
1995 7.8 13.4 10.8 5.6 3.0 366 314 87 
1996 4.5 13.7 10.9 9.2 6.4 380 373 76 
1997 4.3 12.0 11.2 7.7 6.9 518 442 88 
1998 5.8 11.9 11.2 6.1 5.4 621 743 63 
1999 3.2 11.8 10.6 8.6 7.4 754 915 62 
2000 6.9 11.0 9.9 4.1 3.0 885 895 74 
2001 3.5 8.8 8.4 5.3 4.9 904 960 94 
2002 3.4 6.5 8.0 3.1 4.6 1,167 1,166 100 
2003 5.3 5.3 7.9 0.0 2.6 1,243 1,162 107 

Source: Government securities and small savings data are from RBI Handbook of Statistics on State Government Finances, various years, and Reserve Bank of India 
Bulletin, various years. 

a. Before 2001 the smail savings share of GFO was multiplied by .75 because 75 percent of the deposits went to the states and 25 percent to the central government. 



270 INDIA POLICY FORUM, 2004 

General Discussion 

Abhijit Baneljee said that the models that he finds most illuminating are 
those characterized by mUltiple equilibriums in which just the belief that 
the banking sector in a country may be fragile can shift the equilibrium rad
ically. These models explain why crises may visit even a country like 
Korea, which is the most worrying aspect of capital account convertibility. 

Expressing agreement with Baner:jee, Montek Singh Ahluwalia noted 
that the real cost of a crisis is not just the short-term fall in incomes. In India, 
the likelihood of major reversal of economic reforms in the event of a crisis 
is very high. In any case, Ahluwalia saw absolutely no chance of any rapid 
movement to capital account convertibility in India; therefore he felt that the 
most useful approach would be to suggest what steps the Reserve Bank of 
India could be taking toward a staged opening up of the capital account. 
What warning signals should the RBI be watching for? What supplementary 
instruments should it begin to build into the system? For example, India 
lacks the hedging instmments necessary to support the opening up it already 
has achieved. The other important point is to avoid balance sheet mis
matches, especially in the context of gradual opening up. Ahluwalia said 
that he was not aware that this was happening in the public sector banks but 
that the private sector banks were probably using good practices and would 
not lUll into that problem. However, currency mismatches may well be hap
pening in the corporate sector. Were banks sufficiently aware that this might 
be happening? Were they doing something about it? 

John Williamson made two points. First, to about 99 percent of the 
world, "capital account convertibility" means that somebody who has cap
ital is entitled to switch in or out of any of the currencies, irrespective of the 
exchange rate regime. He noted two exceptions to this definition, however: 
Argentina, where convertibility means a fixed exchange rate, and Smjit 
Bhalla, who thinks convertibility means a floating exchange rate. The sec
ond point Williamson made was that Ken had identified out precisely the 
difficulties and dangers that come with capital account convertibility, but 
he had also cited many papers that mentioned gains from financial liberal
ization. Williamson acknowledged that there are all sorts of gains from 
financial liberalization; for instance, few would argue that the United King
dom should go back on capital account conveltibility. But Europe had 
taken thirty years to get to full convertibility. India should be thinking of 
the European experience. Williamson noted that he had made this point as 
far back as twenty-three years ago, so there had been a lot of earlier think
ing on this subject. 
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Uljit Patel said that we must widen the definition of "nonperforming 
assets" (NPAs). In particular, we must bring important financial institutions 
such as the Life Insurance Corporation and Employee Provident Fund 
Organization into the calculation. He noted that the conventional estimates 
of NPAs typically understate the problem; a good rule of thumb once used 
at the IMP was to double the estimate you actually obtained. Echoing 
Bhalla, Patel advocated a wider definition of "public sector borrowing 
requirement" (PSBR) to get a better handle on the crowding out of private
sector investment. He noted that a passable PSBR measure is actually 
repOlted in the Economic Survey. It includes the borrowings of the State 
Electricity Boards (SEBs) and Public Sector Units (PSUs) and places the 
PSBR at 11.5 to 12 percent. 

Responding to Fischer's assertion that crises had actually led the affected 
countries to undertake greater liberalization and refOlm, An'ind Panagariya 
said that this had not been the case in Mexico. According to his Maryland col
league Enrique Mendoza, who comes from Mexico, after the 1994 crisis 
reforms in Mexico came to a viltual standstill. Panagariya also noted that con
trary to the view expressed by Ahluwalia, India has been moving toward cap
ital account liberalization. Direct foreign and portfolio investment have been 
open for some time. Firms also are allowed to bon'ow abroad, subject to matu
rity restrictions, and resident Indians have been allowed to hold foreign cur
rency accounts. If banks are permitted to use the resulting deposits to lend 
onshore in rupees, there could readily be a cUl1'ency mismatch. Panagariya put 
forward a question for all present: "T. N. Srinivasan has said recently that 
India should aim to achieve full convertibility in five years' time; is it possible 
to outline a set of steps and the associated timeline to achieve this objective?" 

Responding to Panagariya's comments, Ahluwalia said that he would 
dismiss the moves toward liberalization, which occurred because India had 
an excess of foreign exchange reserves. One should not read fi'om the lib
eralization today that this opening would not get reversed if foreign 
exchange reserves became scarce. Ahluwalia argued that that was not lib
eralization. Liberalization means that when foreign exchange reserves are 
scarce, one still lets the rupee fall to the level where it will become under
valued and investors still will return to it. Ahluwalia saw no intellectual 
support for that kind of approach in India. What one has observed is that 
because there is a lot of money lying around, some windows have been 
opened, which is good. But from this one should not conclude that India is 
going to an open capital account in five years. 

Ila Patnaik returned to the subject of hedging, nothing that the RBI now 
allows some agents with direct exposure to hedge. But many agents-for 
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example, households that are now allowed to hold foreign currency 
deposits-are not permitted to hedge. Today, when the RBI is keeping the 
rupee's volatility low, they are actually providing a public good. Those not 
permitted to hedge can still feel safe. But if the rupee's volatility goes up, 
there is no justification for the policy of denying access to hedging to any 
agents who feel the need. It takes time to build hedging institutions and 
instruments, and it is time to start thinking about them. 

Kenneth Kletzer began his response by agreeing with the comment by 
Fischer that his paper was particularly cautionary but suggested that it is a 
reasonable approach. Regarding the exchange rate, he noted that there has 
been a strong tendency to resist its movement, though the current exchange 
rate regime is not what one must consider when thinking of capital account 
convertibility. On the banking system, Kletzer expressed agreement with 
Fischer that in comparison with other countries the unprovisioned nonper
forming assets in the banking system in India were quite small. And they 
were certainly small compared with the resources available to the RBI to 
recapitalize them. 

Kletzer defended the literature regarding the net gains from international 
capital mobility and international financial integration. He noted that the 
revealed preference of the countries-meaning the choices that countries 
are actually making-was one way to address the issue of whether capital 
account convertibility is desirable, as suggested by Fischer. However, he 
expressed discomfort with claiming larger gains without first looking for 
better ways to do the calibration exercises and cross-country regreSSions. 
The research studies and the puzzles therein relating to low gains from cap
ital account convertibility are there, and we cannot ignore them. The fact 
that the gains from convertibility as measured by the existing studies are 
small is disturbing because it certainly runs counter to theory and is coun
terintuitive given the enthusiasm for liberalization that one currently sees 
in the world. 

Moving forward, Kletzer noted that a key issue he would like to consider 
in his revision is identifying the danger signals as India opens up its capital 
account. On the question of how deficits are managed, he thought that lib
eralization had certainly contributed toward increasing the difficulties of 
the government in financing itself. Tariff liberalization had caused the loss 
of customs revenues. The same thing is going to happen with capital 
account liberalization in relation to the captive capital market for govern
ment bOl1'0wing. One can take the view that opening up the economy and a 
little bit of financial discipline will do the government some good. The 
other view, of course, is that the risk of crisis may be very bad for reform. 
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easured by share of deposits, 83 percent of the banking business 
in India is in the hands of state or nationalized banks, banks 

owned by the government in some increasingly less clear-cut way. More
over, even non-nationalized banks are subject to extensive regulations 
on whom they can lend to, in addition to the more standard prudential 
regulations. 

Government control over banks has always had its fans, ranging from 
Lenin to Gerschenkron. Although some advocates have emphasized the 
political importance of public control over banking, most arguments for 
nationalizing banks are based on the premise that profit-maximizing lend
ers do not necessarily deliver credit where the social returns are highest. 
The Indian government, when nationalizing all the larger Indian banks in 
1969, argued that banking was "inspired by a larger social purpose" and 
must "subserve national priorities and objectives such as rapid growth in 
agriculture, small industry and exports.'" 

A body of direct and indirect evidence now shows that credit markets in 
developing countries often fail to deliver credit where its social product 
might be the highest, and both agriculture and small industry are often men
tioned as sectors that do not get their fair share of credit. 2 If nationalization 
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I. From the "Bank Company Acquisition Act of 1969." Quoted by Burgess and Pande 
(2003). 

2. See Baneljee (2003) for a review of the evidence. 
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succeeds in pushing credit into these sectors, as the Indian government 
claimed it would, it could indeed raise both equity and efficiency. 

The cross-country evidence on the impact of bank nationalization, how
ever, is not encouraging. For example, Rafael La Porta and colleagucs find 
in a cross-country setting that government ownership of banks is negatively 
correlated with both financial development and economic growth.] They 
interpret this as support for their view that the potential benefits of public 
ownership of banks, and public control over banks more generally, are 
swamped by the costs that come from the agency problems it creates
problems such as cronyism, which leads to the deliberate misallocation of 
capital; bureaucratic lethargy, which leads to less deliberate but perhaps 
equally costly errors in the allocation of capital; and inefficiency in mobi
lizing savings and transforming them into credit. 

Interpreting this type of cross-country analysis is never easy, especially 
in the case of something like bank nationalization, which is typically part 
of a package of other policies. Micl'Oeconomic studies of the effect of bank 
nationalization are rare. One exception is Atif Mian' s examination of the 
1991 privatization of a large public bank in Pakistan.~ He finds that the pri
vatized bank did a better job both at choosing profitable clients and moni
toring existing clients than the commercial banks that remained public. 
Studying a liberalization episode in France, Marianne Bertrand and col
leagues find that after deregulation banks responded more to profitability 
when making lending decision:>, and that borrowing firms were more likely 
to exit or l'estmcture following a negative shock.s 

In a 2003 paper we used micro data from a nationalized bank to evalu
ate the effectiveness of the Indian banking system in delivering credit.6 OUf 
conclusion was that the Indian financial system is characterized by under
lending in the sense that many firms could earn large profits if they were 
given access to credit at the CutTent market prices. 

This paper builds on previous work of our own and of others to assess the 
role of the Indian government in the banking sector. We begin by providing 
a brief history of banking in India. Next we investigate the quality of inter
mediation. We first present evidence of substantial under-lending in India. 
To understand what role public ownership of banks may play in llnder
lending, we identify differences between public and private banks in the 
sectoral allocation of credit. In particular, we focus on whether being 

3. La Porta, Lopez-de-Silanes, and Shleifer (2002). 
4. Mian (2000). 
5. Bertrand, Schaar. and Thesmar (2003). 
6. Banerjee, Cole. and Dufto (2003). 
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nationalized has made these banks more responsive to what the Indian gov
ernment wants them to do. We report results, based on work by Shawn 
Cole, showing that on many of the declared objectives of "social banking," 
with the exception of agricultural lending, the private banks were no less 
responsive than the comparable nationalized banks.? And we compare 
the pClformance of public and private banks as financial intermediaries 
and conclude that the public banks have been less aggressive than private 
banks in lending, in attracting deposits, and in setting up branches, at least 
since 1990. 

To understand under-lending, we dig deeper into the lending processes 
of nationalized banks and find that official lending policy is very rigid. 
Moreover, loan officers do not appear to use what little flexibility they 
have. Bankers in the public sector appear to have a preference for what we 
may call passive lending. To understand why, we examine the incentives 
and constraints faced by public loan officers. We focus on whether vigi
lance activity impedes lending and whether public sector banks prefer to 
lend to the government, rather than private firms. 

Next we compare the performance of public and private banking in two 
other areas. First, we examine how nationalization of banks has affected the 
availability of bank branches in rural areas and find that, if anything, 
nationalization appears to have inhibited the growth of rural branches. 
Second, we address the sensitive issue of nonperforming assets and 
bailouts. While the data set we have now is rather sparse, it appears that the 
bailouts of the public banks have proved more expensive for the govern
ment, but once we control for differences in size between the public and 
private banks, this conclusion is less clear-cut. 

We conclude with a short discussion of the implications of these results 
for the future of banking reform. 

Background 

India has a long history of both public and private banking. Modern bank
ing in India began in the eighteenth century, with the founding of the 
English Agency House in Calcutta and Bombay. In the first half of the nine
teenth century, three presidency banks were founded. After the 1860 intro
duction of limited liability, private banks began to appear, and foreign 
banks entered the market. The beginning of the twentieth century saw the 

7. Cole (2004). 
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introduction of joint stock banks. In 1935 the presidency banks were 
merged to form the Imperial Bank ofIndia, subsequently renamed the State 
Bank of India. That same year, India's central bank, the Reserve Bank of 
India (RBI), began operation. Following independence, the RBI was given 
broad regulatory authority over commercial banks in India. In 1959 the 
State Bank of India acquired the state-owned banks of eight former princely 
states. Thus, by July 1969, approximately 31 percent of scheduled bank 
branches throughout India were government-controlled as part of the State 
Bank of India. 

India's postwar development strategy was in many ways a socialist one, 
and the government felt that banks in private hands did not lend enough to 
those who needed it most. In July 1969, the government nationalized all 
banks whose nationwide deposits were greater than Rs. 500 million, nation
alizing 54 percent more of the branches in India and bringing the total share 
of branches under government control to 84 percent. 

Prakesh Tandon, a former chairman of the Punjab National Bank 
(nationalized in 1969) describes the rationale for nationalization as follows: 

Many bank failures and crises over two centuries, and the damage they did 
under "laissez faire" conditions; the needs of planned growth and equitable dis
tribution of credit, which in privately owned banks was concentrated mainly on 
the controlling industrial houses and influential borrowers; the needs of grow
ing small-scale industry and farming regarding finance, equipment and inputs; 
from all these there emerged an inexorable demand for banking legislation, 
some government control and a central banking authority, adding up, in the final 
analysis, to social control and nationalizatioll.R 

After nationalization, the Indian banking sector expanded in breadth and 
scope at a rate perhaps unmatched by any other country. Indian banking has 
been remarkably successful at achieving mass participation. Since the 1969 
nationalizations, more than 58,000 bank branches have opened in India. 
As of March 2003, these new branches had mobilized more than Rs. 9 tril
lion in deposits, the overwhelming majority of deposits in Indian banks,'l 
This rapid expansion is attributable to a policy requiring banks to open 
four branches in unbanked locations for evelY branch opened in banked 
locations. 

Between 1969 and 1980, private branches grew more quickly in number 
than public banks, and on April 1, 1980, they accounted for approximately 
17.5 percent of bank branches in India. In April 1980, the government 
undertook a second round of nationalization, placing under its control the 

8. Tandon (1989, p. 198). 
9. Reserve Bank of India, Statistical Tables Relating to Banks in India (2003). 
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six private banks whose nationwide deposits were above Rs. 2 billion, or a 
further 8 percent of bank branches, leaving approximately 10 percent of 
bank branches in private hands. That share stayed fairly constant between 
1980 and 2000. 

Nationalized banks remained corporate entities, retaining most of their 
staff, with the exception of the boards of directors, who were replaced by 
appointees of the central government. The political appointments included 
representatives from the government, industry, and agriculture, as well as 
the public. (Equity holders in the national bank were reimbursed at approx
imately par.) 

Since 1980, there has been no further nationalization, and indeed 
the trend appears to be reversing itself, as nationalized banks are issuing 
shares to the public in what amounts to a step toward privatization. The 
considerable accomplishments of the Indian banking sector notwithstand
ing, advocates for privatization argue that privatization will lead to several 
substantial improvements. 

Recently, the Indian banking sector has witnessed the introduction of 
several "new private banks," either newly founded or created by existing 
fInancial institutions. The new private banks have grown quickly in the past 
few years, and one is now the nation's second largest bank. India has also 
seen the entry of more than two dozen foreign banks since the commence
ment of financial reforms in1991. Although we believe both these types of 
banks deserve study, our focus here is on the older private sector and on 
nationalized banks, because they represent the overwhelming majority of 
banking activity in India. 

The Indian banking sector has historically suffered from high interme
diation costs, in no small part because of the staffing at public sector banks. 
As of March 2002, nationalized banks had 1.17 crore of deposits per 
employee, as against 2.05 crore per employee for private sector banks. As 
with other government-run enterprises, corruption is a problem for public 
sector banks. In 1999, 1,916 cases of possible corruption attracted attention 
from the Central Vigilance Commission. Although not all these cases 
represent crimes, the investigations themselves may have a harmful effect 
if bank officers fear that approving any risky loan will inevitably lead to 
scrutiny. Advocates for privatization also criticize public sector banking as 
unresponsive to credit needs. 

In the rest of the paper, we use recent evidence on banking in India to 
shed light on the relative costs and benefits of nationalized banks. Through
out this exercise, it is important to bear in mind that the Indian banking 
sector is going throngh something like a transformation. Thus, evaluating 
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its performance using historical data requires caution. Nevertheless, data 
from the past are all we have, and change is not so rapid as to invalidate the 

lessons learned. 

Quality of Intermediation 

In this section, we carefully examine how credit is allocated in India. We 
focus initially on small-scale industries (SS1), because small firms typically 
turn to banks for external financing and because providing credit to this sec
tor is an important objective of Indian banking policy. Finding that small 
firms are indeed constrained, we then ask how bank nationalization has 
affected the flow of credit to small-scale industry and other sectors. Finally, 
we take a longer view of financial development, comparing how quickly 
public sector banks grew compared with their private counterparts. 

The Problem of Under-Lending 

A firm is getting too little credit if the marginal product of its capital is 
higher than the rate of interest it is paying on its marginal rupee of borrow
ing. A firm's inability to raise enough capital is a problem involving not 
merely its own bank but the market as a whole. Under-lending therefore is 
a characteristic of the entire financial system. Although we focus in this 
paper on the clients of a single public sector bank, if these finns are getting 
too little credit from that bank, they should in theory have the option of 
going elsewhere for more credit. If they do not or canllot exercise this 
option, the market cannot be doing what, in its idealized form, we would 
have expected it to do. 

We know, however, that the Indian financial system does not function as 
the ideal credit market might. Most small or medium finns have a relation
ship with one bank, which they have built up over some time. They cannot 
expect to walk into another bank and get as much credit as they want. For 
that reason, their ability to finance investments they need to make does 
depend on the willingness of that one bank to finance them. In this sense the 
results we report below might very well reflect the specificities of the pub
lic sector banks, or even the one bank that was kind enough to share its data 
with us, though given that it is seen as one of the best public sector banks, 
it seems unlikely that we would find much better results in other banks in 
its category. On the other hand, we do not have comparable data from any 
private bank and therefore cannot tell whether under-lending is as much of 
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a problem for private banks. We will, however, later report some results on 
the relative performance of public and private banks in terms of overall 
credit delivery. 

Our identifIcation of credit-constrained firms is based on the following 
simple observation: if a firm that is not credit constrained is offered extra 
credit at a rate below what it is paying on the market, then the best way to 
use the new loan must be to pay down the firm's CUJTent market borrow
ing, rather than to invest more. Because any additional investment by a 
firm that is not credit constrained will drive the marginal product of capi
tal below what the 1irm is paying on its market borrowing, it follows that 
such a firm will expand its investment in response to the availability of 
additional subsidized credit only if it has no more market borrowing. By 
contrast, a firm that is credit constrained will always expand its investment 
to some extent. 

A corollary to this prediction is that for unconstrained firms, growth in 
revenue should be slower than the growth in subsidized credit. This is a 
direct consequence of the fact that finns are substituting subsidized credit 
for market bOJTowing. Therefore, if these growth rates are the same, the 
firm must be credit constrained. Of course, revenue could increase more 
slowly than credit even for non constrained firms, if the firm faces declining 
marginal returns to capital. 

These predictions are more robust than the traditional way of measuring 
credit constraints as the excess sensitivity of investment to cash flow. 10 Our 
approach inscribes itself in a literature that tries to identify specific shocks 
to wealth in order to identify credit constraints .11 

In an earlier paper, two of us (Banerjee and Duflo) tested these predic
tions by taking advantage of a recent change in the "priority sector" 
rules: all banks in India are required to lend at least 40 percent of their net 
credit to the priority sector, which includes small-scale industry, at an inter
est rate no more than 4 percentage points above their prime lending rate. 12 

Banks that do not satisfy the priority sector target are required to lend 
money to specific government agencies at low rates of interest. In January 
1998, eligibility fa)' inclusion in the small-scale industry category was 
expanded, and the limit on a firm's total investment in plants and machin
ery was raised from Rs. 6.5 million to Rs. 30 million. Our empirical strat
egy focuses on the finns that became newly eligible for credit in this period; 

10. See Bernanke and Gertler (1989), Fazzari, Hubbard, and Petersen (1998), and tbe 
criticism in Kaplan and Zingales (2000). 

11. See, inter alia, B1anchflower and Oswald (1998), Lamont (1997). 
12. Banerjee and Dutlo (2003). 
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we use firms that were already eligible as a control. The results horn our 
analysis are reported briefly below. 

Data: Our data are from one of the better-performing Indian public sec
tor banks. The bank's loan folders report on profit, sales, credit lines and 
utilization, and interest rates, as well as all numbers that the banker was 
required to calculate (for example, his projection of the bank's future 
turnover and his calculation of the bank's credit needs) in order to deter
mine the amount to be lent. We record these and will use them in the analy
sis described in the next section. We have data on 253 firms (including 
93 newly eligible firms); for 175 of these firms, the data are available for 
the entire 1997 to 1999 period. 

Specification: Through much of this section we will estimate an equa
tion of the form 

(1) Yir - Yir-I = ayBIG/ + ~yPOSTt - y)'BIG * POST, + CYit' 

with Y taking the role of the various outcomes of interest (credit, revenue, 
profits, and so forth) and the dummy POST representing the post-January 
1998 period. We are in effect comparing how the outcomcs change for the 
big firms after 1998 with how they change for the small firms. Because y is 
always a growth rate, this is, in effect, a triple difference. We can allow 
small firms and big firms to have different rates of growth, and the rate of 
growth to differ from year to year, but we assume that there would have 
been no differential changes in the rate of growth of small and large finns 
in 1998 absent the change in the priority sector regulation. 

Using, respectively, the log of the credit limit and the log of next year's 
sales (or profit) in place of y in equation J, we obtain the first stage and the 
reduced form of a regression of sales on credit, using the interaction POST * 
BIG as an instrument for credit. We will present the corresponding instru
mental variable regressions. 

Results: The change in the regulation certainly had an impact on who 
got priority sector credit. The credit limit granted to firms below Rs. 6.5 
million in plant and machinery (hencefOlih, small firms) grew by 11.1 per
cent during 1997, while that granted to finns between Rs.6.5 million and 
Rs. 30 million (henceforth, big finns) grew by 5.4 percent. In 1998, after 
the change in tules, small firms had 7.6 percent growth while the big firms 
had 11.3 percent growth. In 1999, both big and small firms had about the 
same growth, suggesting they had reached the new status quo. 

This is confirmed when we estimate equation 1 using bank credit as the 
outcome. The result is presented in column 2 of table 1 for the entire sam
ple of firms. The coefficient of the interaction tem1 POST * BIG is 0.095, 
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TAB l E 1. Regressions Estimating the Effect of the 1998 Reform 
of BanI< Regulation Of! Changes in Baillc Credit to Firmsa 

Sample and dependent variable b 

Whole sample Sample with change in credit limit 

Dummy for Change in Change in ClJange in ClJange in firm 
Independent any change bank lending bank lending interest rate utilization of 
variable in limit to firm to firm to firm credit limit 

POST' 0.000 -0.034 -0.115 -0.007 -0.03D 
(0.05) (0.026) (0.074) (0.015) (0.336) 

BIG" -0.043 -0.059 -0.218 -0.002 0.257 
(0.052) (0.028) (0.088) (0.014) (0.362) 

POST'" BIG -0.022 0.095 0.271 0.009 -0.128 
(O.OB7) (0.033) (0.102) (0.02) (0.458) 

No. of 
observations 487 4B7 155 141 44 

Source: Authors' regressions using data on client firms of a public sector bank in India. 
a. Each column reports regression coefficients for a single regression using ordinary least squares. 

Standard errors, corrected for heteroskedasticitv and for clustering at the sectoral level, are in parentheses. 
b. All dependent variables (except in the first column) are calculated as differences in logarithms (for 

exam\lle, the IOQ.arlthm of lendin\l i[( the current period minus the logarithm of lending in the previous period). 
c. Dummy variable taKing a value of 1 when tne year is 1998 or later, following the cnange in regula

tion on lending to the priority sector. 
d. Dummy variable taking a value of 1 when the firm has plant and machinery valued at more than 

Rs. 6.5 million. 

with a standard error of 0.033. Column 1 estimates the probability that a 
firm's credit limit was changed: the coefficient on POST * BIG is close to 
zero and insignificant, suggesting that the reform did not affect which 
firm's limits were changed. This corresponds to the general observations 
that whether a firm's file is brought out for a change in limit responds not 
to the needs of the firm, but to internal dynamics of the bank. We use this 
fact to partition the sample into two groups on the basis of whether there 
was a change in the credit limit: we use the sample where there was no 
change in limit as a "placebo" group, where we can test our identification 
assumption. Finally, column 3 gives the estimated impact of the reform on 
loan size for firms whose limit was changed: the coefficient of the interac
tion POST * BIG is 0.27, with a standard error of 0.10, 

This increase in credit was not accompanied by a change in the rate of 
interest (column 4). It did not lead to reduction in the rate of utilization of 
the limits by the big firms (column 5): the ratio of total turnover (the sum 
of all debts incurred during the year) to credit limit is not associated with 
the interaction POST * BIG, The additional credit limit thus resulted in an 
increase in bank credit utilization by the finns. 
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TAB lIE 2. Regressiol1s !Estimatil1g the Effect of Priority Sector Reform 
011 Firm Sales. Sales-to-loans Ratios. al1d Profits' 

Dependent variable and sample 

Regression 

Reduced-form estimates 
Sample with change in credit limit 

Coefficient on POST* BIG 
Standard error 
No. of observations 

Sample with no change in credit limit 
Coefficient on POST* BIG 
Standard error 
No. of observations 

Whole sample 
Coefficient on POST * BIG 
Standard error 
No. of observations 

Instrumental variables estimates 
Sample with change in credit limit 

Estimate for change in lending' 
Standard error 
No. of observations 

Change in firm salesh 

Complete 
sample 

0.194 
(0.106) 

152 

0.007 
(0.074) 

301 

0.071 
(0.068) 

453 

0.75 
(0.37) 

152 

Sample without 
credit substitution 

0.168 
(0.118) 

136 

0.022 
(0.081) 

285 

0.071 
(0.069) 

421 

Change in firm 
profits I, 

0.538 
(0.2Bl) 

141 

0.280 
(0.473) 

250 

0.316 
(0.368) 

391 

1.79 
(0.94) 

141 

Source: Authors' regressions using data on client firms of a public sector bank in India. 
a. Dummy variables POST and BIG are defined as in table 1. Standard errors, corrected for het· 

eroskedasticity and for clustering at tile sectoral level, are in parentheses. 
b. Changes in sales and in profits are calculated as differences in logarithms from the previous to the 

current period. 
c. Calculated as the difference in logarithms from the previous to the current period. 

Table 2 presents the impact of this increase in credit on sales and profits. 
The coefficient of the interaction POST * BIG in the sales equation in the 
sample where the limit was increased is 0.19, with a standard erTor of 0.11 
(column 1). By contrast, in the sample where there was no increase in limit, 
the interaction POST * BIG is close to zero (0.007) and insignificant (col
umn 1, line 2), which suggests that the sales result is not driven by a failure 
of the identification assumption. The coefficient of the interaction POST * 
BIG is 0.27 in the credit regression and 0.19 in the sales regression: thUS, 
sales increased almost as fast as loans in response to the reform. This is an 
indication that there was little or no substitution of bank credit for nonbank 
credit as a result of the reform and thus that firms are credit constrained. 

Additional evidence is provided in column 2. We restrict the sample to 
firms that have a positive amount of borrowing from the market both before 
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and after the reform and thus have not completely substituted bank bor
rowing for market borrowing. In this sample as well, we obtain a positive 
and significant effect of the interaction POST * BIG, indicating that these 
firms must be credit constrained. 

In column 3, we present the effect of the reform on profit. Because our 
dependent variable is the logarithm of profit, we can estimate the impact 
only on firms whose profits were positive. The effect is even bigger than 
that on sales: 0.54, with a standard error of 0.28. Here again, we see no 
effect of the interaction POST * BIG in the sample without a change in 
limit (line 2), which lends support to our identification assumption. 

The large effect on profit is not sufficient to establish the presence of 
credit constraints: even unconstrained firms should see profits increase 
when they gain access to subsidized credit, because they would substitute 
cheaper capital for more expensive capital. However, if firms were not 
expanding, we should not expect to see sales (column 1) or costs (not 
reported) expand as well. 

The instrumental variable (IV) estimate of the effect of loans on sales 
and profit implied by the reduced form and first stage estimates in columns 
1 and 3 are presented in the bottom panel of table 2. Note that the coeffi
cient in column 1 is a lower bound of the effect of working capital on sales, 
because the reform should have led to some substitution of bank credit for 
market credit. The IV coefficient is 0.75, with a standard error of 0.37. The 
effect of working capital on sales is very close to 1, a result that would 
imply that there cannot be an equilibrium without credit constraint. 

The IV estimate of the impact of bank credit on profit is 1.79, though 
again the sample is limited to firms with positive profits. The estimate is 
substantially greater than 1, which suggests that the technology has a strong 
fixed-cost component. However, these coefficients also allow us to esti
mate the effect of credit expansion on profits. 

We can use this estimate to get a sense of the average increase in profit 
caused by every rupee in loan. The average loan is Rs. 86,800. Therefore an 
increase of Rs. 1,000 in the loan corresponds to a 1.15 percent increase in 
loans. Taking 1.79 as the estimate of the effect of tile log increase in loan on 
log increase in profit, an increase ofRs. 1,000 in lending causes a 2 percent 
increase in profit. At the mean profit (which is Rs. 36,700), this would cor
respond to an increase in profit of Rs. 756. l3 

13. This estimate may be affected by the fact that the finns with negative profits are 
dropped from the sample. We have also computed the estimate of the marginal product of 
capital using data on sales and cost instead of using profits directly. We found that an 
increase of Rs. 1,000 in the loans leads to an increase of Rs. 730 in profits. 
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A last piece of important evidence is whether big firms become more 
likely to default than small finns after the reform: the increase in profits 
(and sales) may otherwise reflect more risky strategies pursued by the 
large firms. To answer this question, we collected additional data on the 
firms based in the Mumbai region (138 firms, a bit over half the sample). 
In particular, we collected data on whether any of these firms' loans had 
become nonperfonning assets (NPA) in 1999,2000, or 200 I, or were NPA 
before ]999. The number of NPAs is disturbingly large (consistent with 
the high rate of NPAs in Indian banks), but large and small firms are 
equally likely to have a non-performing loan: 7.7 percent of the big firms 
and 7.29 percent of the small finns (who were not already NPA) defaulted 
on their loans in 2000 or 2001. Among the finns in MUl11bai, 2.5 percent 
of the large firms and 5.96 percent of the small firms had defaulted 
between 1996 and 1998. The fraction of firms that had defaulted thus 
increased a little bit more for large firms, but the difference is small and 
not significant. The increase in credit did not cause an unusually large 
number of big finns to default. 

Default rate and the higher cost of lending to the firms in the priority 
sector are not sufficient to narrow significantly the gap between our 
estimate of the rate of returns to capital and the interest rate. Using these 
estimates and our previous estimates of the cost of lending to small firms 
(from previous workI4

), we compute that the interest rate banks should 
charge to these firms is close to 22 percent rather than the j 6 percent they 
are charging on average. This means that the gap between the social 
marginal product of capital and the interest rate paid by firms is at least 
66 percent. These results provide cIear evidence of very substantial undeJ'
lending: some firms clearly can absorb much more capital at high rates of 
return. Moreover, the firms in our sample are by Indian standards quite sub
stantial: these are not the very small firms at the margins of the economy, 
where, even if the marginal product is high, the scope for expansion may 
be quite limited. 

These data do not tell us anything directly about the efJiciency of allo
cation of capital across firms. However, the IV estimate of the effect of 
loans on profit is strongly positive, while the OLS estimate is not different 
from zero. In other words, firms that have higher growth in loans do not 
generate faster growth in profits, suggesting that normally banks do not tar
get loan enhancements to the most profitable firms. This is consistent with 

14. Banerjee and DufIo (2001). 



Abhijit V. Banerjee, Shawn Cole, and Esther DufJo 289 

evidence reported in A. Das-Gupta, 15 that the interest rate paid by firms and 
by implication the marginal product of capital varies enormously within the 
same sub-economy. 16 It is also consistent with the more direct evidence in 
Banerjee and Kaivan Munshi showing substantial variation in the produc
tivity of capital in the knitted garment industry in TirupurP Furthennore, 
although we have no direct data on this point, bankers' lore suggests that 
the firms that have relatively easy access to credit tend to be the bigger and 
longer established firms. 

The under-provision of credit to small-scale industry was one of the key 
reasons cited for nationalization in 1969: thus, it might in fact be the case 
that although the public sector banks provide relatively little credit to small
scale industry firms, private banks are even worse. In the next subsection we 
examine the effect of bank ownership on bank allocation of credit. 

Bank Ownership and Sectoral Allocation of Credit 

As noted, an important rationale for Indian bank nationalizations was to 
direct credit toward sectors the government thought were underserved, 
including small-scale industry, as well as agriculture and backward areas. 
Ownership was not the only means of directing credit: the Reserve Bank of 
India issued guidelines in 1974 requiring both public and private sector 
banks to provide at least one-third of their aggregate advances to the prior
ity sector by March 1979. In r 980, the RBI announced that this quota would 
increase to 40 percent by March 1985. It also specified sub-targets for lend
ing to agriculture and weaker sectors within the priority sector. In this sec
tion we focus on how ownership affected credit allocation in this situation 
with both public and private banks facing the same regulation. 

Comparing nationalized and private banks is never easy: banks that fail 
are often merged with healthy nationalized banks, which makes the com
parison of nationalized banks and non-nationalized banks close to mean
ingless. The Indian nationalization experience of 1980 represents a unique 
chance to learn about the relationship between bank ownership and bank 
lending behavior. The 1980 nationalization took place according to a strict 
policy rule: all private banks whose deposits were above a certain cutoff 
were nationalized. 18 Both the banks that were nationalized under this mle 

15. Das-Gupta(1989). 
16. Baneljec (2003) summarizes this evidence. 
17. Bancljee and Munshi (2004). 
18. Although the 1969 nationalization was larger and also induced a discontinuity, we do 

not use it because many of the ballks just below the cut-offin 1969 were nationalized in 1980. 
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and those that were not continued to operate in the same environment and 
face the same regulations. Therefore they ought to be directly comparable. 

Banks nationalized in 1980, however, are larger than the banks that 
remained private. If size influences bank behavior, it would be incorrect 
to attribute all differences between nationalized and private sector banks 
to watlon.'all'L"at\on. In tbi'S 'S'C"'\\~\\, b",,",,'Cd em w~,k b'j C~k, w~ I.\d~~t 'i\\\ 

approach in the spirit of regression discontinuity design and compare 
banks just above the 1980 cutoff with those just below it, while control
ling for bank size in 1980. 19 The idea behind this comparison is that the 
relationship between size and behavior should not change dramatically 
around the cutoff, unless nationalization itself causes changes in bank 
behavior. This will allow for credible causal inference on the role of bank 

ownership on bank behavior. 
To get a sense of the magnitude of lending differences among bank types, 

we first divide the banks into five groups, based on their size in 1980: State 
Bank of India and its affiliates, large nationalized banks (nationalized in 
1969), "marginal" nationalized banks (nationalized in 1980), "marginal" 
private banks (relatively large, but just too small to be nationalized in 1980), 
and small private banks. Because the geographic districts in which banks are 
located vary (soil quality, (ural population, and so forth) and face different 
economic shocks, we focus here on comparing differential bank behavior 
within each district. OUf outcomes of interest include average loan size, 
residual interest rate, and share of bank lending to the following areas: agri
culture, rural credit, small-scale industry, government credit, and "trade, 
transport, and finance."2o The unconditional, India-wide means of these vari
ables are given in column 1 of table 3. To estimate bank-group effects, we 
regress credit outcome variables for each bank group g in district d on D dis
trict dummy variables and 1301, ••• , BOG bank group dummy variables. The 
State Bank ofIndia group is the omitted category. Specifically, we estimate: 

G c; 

(2) Y/"d./::::: 1: yjBOj + I 8; District; + cl>.<I,/' 
if=1 i::::/ 

The estimated bank group effects, 11' ... ,1 G' give the deviation in avcrage 
share of credit of each bank from the average share of credit of the State Bank 

19. Cole (2004). 
20. The residual interest rate is obtained by regressing the interest rate on Q wide range 

of control variables: an indicator variable for small scale industry, borrower occupation 
dummies (at the three-digit level). district fixed effects, size of loan, an indicator for whether 
the borrower is from the public or private sector, and dnmmies indicating whether the loan 
is gi ven in a rural, urban, semi-urban, or urban area. 
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T A IS LIE 3. Regressions Estimating Differences in loan Size and 
Sectoral lending by Type of Bank 

Estimated bank group effects' 

Large Marginal Margina) Sma)) 
Un con- nation- nation- private private 
ditiona) alized aJized sector sector 

Measure mean banks banks banks banks 

Average loan size (thousands 
of rupees)c 48.32 -6.43 8.35 35.31 58.50 

(1.27) (2.6B) (7.37) (9.21) 

Sectoral share oftatallending" 
Agriculture 0.11 0.00 -0.08 -0.13 -0.17 

(0.01 ) (0.01) (0.01) (0.01) 
Small-scale industry 0.09 -0.02 -0.02 -0.04 -0.02 

\0.00) \0.01) \0.01) (0.01) 
Rural areas 0.12 0.08 -0.03 -0.07 -0.12 

(0.01) (0.01) (0.01) (0.01) 
Government enterprises 0.03 -0.01 -0.02 -0.02 -0.03 

(0.00) (0.00) (0.00) (0.00) 
Trade, transport, and 

finance 0.21 0.01 0.07 0.13 0.13 
(0.00) (0.01) (0.01) (0.01) 

Test of 
differ-
enceb 

13.94 
(0.00) 

23.65 
(0.00) 
8.35 

(0.00\ 
4.38 

(0.04) 
3.70 

(0.05) 

36.70 
(0.00) 

Source: Authors' calculations using credit data from Reserve Bank of India, Basic Statistical Returns, 
1992. 1993. 1999, and 2000. 

a. Banks are divided into groups based on their status in 1980. "Large nationalized banks" comprises 
those banks that were nationalized in 1969; "Marginal nationalized banks" comprises those that were 
nationalized in 1980; "Marginal private sector banks" comprises the Iline largestnanks in 1980thatwere 
not nationalized; "Small private sector banks" comprises the remainder of private sector banks in 1980. 

b. F-statistics and (in parentheses) p values for the test of the hypothesis that the estimates for the 
"Marginal nationalized banks" and the "Marginal private sector banks" are the same. 

c. The first column represents the unconditiollal average size of all bank loans in India issued over the 
time period; the second through the fifth columns report estimates olthe average loan size by each bank 
group. after controlling for the district in which the loan was issued. Standard errors are in parentheses. 

d. The first column reports the unconditional mean share of al/ bank credit to the indicated sector; the 
second through the fifth columns report the estimated deviation in the share lent by each bank group 
Irom tile share lent by the State Bank of India group. after control/ing for the district in which the laan 
was issued. Standard errors are in parentheses. 

Group of India, after controlling for differences across districts. These co
efficients are presented in table 3. (We use data from 1992, 1993, 1999, and 
2000.) For example, compared with the average loan size of the State Bank 
of India, nationalized banks gave slightly smaller loans (an average of 
Rs. 6,430 lower), while marginal nationalized banks gave slightly larger loans 
(the average was Rs. 8,350 greater), marginal private banks gave much larger 
loans (Rs. 35,310 more), and small private banks gave loans much larger on 
average (Rs. 58,500 more). These results appear to confinn conventional wis
dom that nationalized and public banks give smaller loans than private banks. 
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The most informative comparison is between what we called the "marginal" 
nationalized and the "marginal" private bank, which were similar in size, but 
with the former nationalized and the latter not. Many of the differences 
between the marginal nationalized and the marginal private banks are large: 
the marginal private banks gave 5 percentage points less credit to agriculture 
than the marginal nationalized banks: given that the all-India share of credit to 
agriculture is 11 percent, this difference is substantial. The results also suggest 
that nationalization led to more credit to small-scale industry (an increase of 
2 percentage pOints relative to the private banks; India-wide small-scale indus
try receives 9 percent of total credit), 4 percentage points more credit to fural 
areas (compared with a national average of 12 percent), and slightly more to 
govemment enterprises (0.7 percent more; the India-wide figure is 3 percent.). 
These increases come at the expense of credit to trade, transport, and finance 
(nationalized banks gave 6 percent points less, compared with the national 
average share of 21 percent). The final column in table 3 gives the results of 
an F-test of the hypothesis YMargillni Private = YMnrgillai NatiOllalilCli' The rural and govern
ment lending differences m'e significant at the 5 percent level, while all others 
are significant at the 1 percent level. 

Although this finding suggests that private and public banks behave dif
ferently, the values in the table vary not only between marginal private and 
marginal nationalized banks, but across other bank groups as well. Thus, 
from this data alone, we cannot rule out the possibility that the difference 
in lending behavior is attributable to bank size, rather than ownership. 

To obtain an accurate measure of the impact of nationalization, we exam
ine lending behavior at the individual bank level, adopting a full-Hedged 
regression-discontinuity approach. We first estimate bank effects analogous 
to the group effects estimated in eqnation 2, by replacing the bank group 
dummy indicators with individual bank dummy indicators, to obtain coeffi
cients ~" ... P/J' These coefficients tcHus to what extent bank h behaves dif
ferently from other banks, after controlling for the characteristics of the 
districts in which each bank operates. We then regress the individual indi
cators ~b on log deposits of the bank in 1980 (sizeb), an indicator variable 
(NAT,,) which takes the value of 1 when the size was larger than the cutoff 
and the bank therefore nationalized, and an interaction term (NA1~, :;: size,,). 
This specification thus allows for a break at the nationalization cutoff value, 
as well as differential slopes for banks below and above the cutoff: 

(3) ~b:= ex + o,SIZEi + y,NATi + 82(NAT" :;: SIZE,,} + ci . 

Figure presents the average shm'e each bank provides to small-scale 
industry, "trade, transport, and finance," agriculture, and in rural areas. 
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FIG U III IE 1. Effects of Nationalization and Trade Credit" 

Share of credit, 1992 

.05 

Small-scale industry 

0 

-.05 

• 
-.1 

12 13 

.3 

~ 

~ 

• 
• 

14 15 

Log bank deposits, 1980 

• 
Trade, transport, and finance 

. 2 • 
,~ 

.1 

• 
• 

0 

12 13 14 15 

Log bank deposits, 1980 

16 17 

iii 
iii • 

16 17 

Source: Authors calculations, based on data from the Reserve Bank of India. 
a. Each dot represents the average share of credit of two or three banks provided to the sector indi

cated in the title. The banks are ordered according to the log size of deposits in 1980, which is graphed 
along the x-axis. The left line gives the fitted relationship for the banks that were flat nationalized, while 
the line on the right gives the fitted relationship for nationalized banks. The distance between the lines 
at 14.5 is the implied causal impact of nationalization. The sample includes 42 banks, which were aggre
gated into 19 groups to avoid disclosing any bank-specific information. 
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fiG U R IE 1. (continued) 

Share of credit, 1992 
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In the figure, banks are ordered by the size of their deposits in \980, so that 
banks below the cutoff of 14.5 are private, while banks above were nation
alized in 1980.2

' The left line gives the relationship a + 8, ::: SIZE;, while 
the right line gives the relationship a + 1, + (8, + 82) :I: SIZE;. Contrary to 

21. To avoid disclosing bank-specillc data, we have grouped bunks with similar deposit 
size in 1980 into pairs or groups of three. Thus, although our samplc includes forty-two banks 
that were private or nationalized in 1980, there are only nineteen points on the graph. The sta
tistical analysis presented in table 4 provides estimates based on individual bank-level data. 
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the results obtained by simple comparison of means, there does not appem' 
to be any significant difference in lending to small-scale industry between 
public and private banks of similar size. That is, we cannot reject the 
hypothesis that nationalization had no effect on credit to small-scale indus
try. On the other hand, nationalization appears to have lowered the amount 
of credit banks provide to trade, transport, and finance. 

Nationalization appears to have had a large etTect on credit to agricul
ture, as indicated in that panel. There is a relationship between size in 1980 
and lending to agriculture in 1992: larger banks lend more to agriculture. 
However, there is a visible break in the relationship at the nationalization 
cutoff: banks just above the cutoff lend substantially more to agriculture 
than banks just below, even after accounting for the effect of size. The anal
ogous graph for rural credit is also presented. 

Table 4 provides estimates of the size of the discontinuity, YI + 82 * 14.5, 
estimated on data from 1992 and 2000 separately. For example, for agricul
ture in 1992, the estimated break is .082, with a standard error of .030: the 
difference between nationalized and private banks is quite significant, both 
economically and statistically. 

The point estimates of the structural break confirm some of the differ
ences described above but suggest that others are merely functions of bank 
size. In particular, as measured by credit in 1992, nationalization had Cl 

causal effect on agricultural credit and rural credit, increasing each by 
about 8 percentage points. These numbers are large, given that the set of all 
banks lent only 11 percent of credit to agriculture and 12 percent to rural 
areas. These results are significant at the 1 percent level. Nationalization 
appears to have had no effect on the amount of credit banks lend to smalI
scale industry, but caused a 9 percentage point decrease in the credit banks 
issued to trade, transport, and finance. Not surprisingly, we see that nation
alized banks lend more to government-owned enterprises; the 2 percentage 
point difference is pmticularly large in light of the fact that credit to gov
ernment borrowers represents only 2 percent of bank credit. Public sector 
banks appear to lend at slightly lower interest rates, though the point esti
mate, 70 basis points, is not statistically significant. We also attempted to 
measure whether public sector banks gave more credit to industries that had 
been iclentiJiecl for suppmt in various five-year plans after 1980, but found 
no evidence that these industries were favored. 

The differences between the nationalized and private banks seem to 
have decreased over time: in the 2000 data, the point estimate on agricul
tural lending drops from 8 to 5 points, on rural lending from 7 to 3 points, 
and on trade, transport, and finance from -11 to -6 points. 
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TAB l E 4. Point Estimates of the Effect of Bank Nationalization on 
Average loal! Size, Sectoral Lending, lind Illterest Rates 

Estimate of discontinuity" 

Measure 1992 2000 

Average loan size -24.753 -143.867 
(10.332) (69.784) 

Share of total lending 
0.031 Agriculture 0.082 

(0.0301 (0.021) 
Rural areas 0.073 0.021 

(0.027) (0.023) 
Small-scale industry 0.009 0.020 

(0.0171 (0.026) 
Trade, transport, and finance -0.073 -0.037 

(0.0401 (0.031/ 
Government enterprisesb 0.020 

(0.011) 
Interest rate (residual'l -0.007 -0.007 

(0.008) (0.006) 

Sources: Authors' calculations using data from Reserve Bank of India, Basic Statistical Returns, 1992 
and 2000. 

a. Calculated by estimating the relationship between bank lending behavior and bank size according 
to tile following equation: 

Bi= (1.+ DiSIZEi+y,NATi+ o,NAT* SIZE Hi' 

where SIZE, is the logarithm of deposits of bank iin 1980 and NAT, is a dummy variable taking the value 
of 1 if the bank was above the threshold for nationalizatioll in 1980, and then evaluating the fitted regres
sion equations for marginal nationalized and marginal private sector banks {as defined in table 3) at tile 
threshold for nationalilation (14.5, in logarithms) and subtracting. Standard errors are in parentheses. 

b. Data on lending to government in 2000 were not available. 
c. Estimated residual from a regression of the interest rate on a range of loan characteristic 

variables and district fixed effects. See the notes to the text for a list of all controls. 

In sum, bank ownership does seem to have had a limited impact on the 
government's ability to direct credit to specific sectors. Through the early 
1990s, the credit environment in India was very tightly regulated. The gov
ernment set interest rates and required both public and private banks to 

issue 40 percent of credit to the priority sector and to meet specific sub
targets within the priority sector. Nevertheless, banks controlled by the 
government provided substantially 1110re credit to agriculture, rural areas, 
and the government, at the expense of credit to trade, transport, and finance. 
Surprisingly, there was no effect on credit to small-scale industry. Lending 
differences shrunk over the 1990s and in 2000 to about half what they were 
in the early 1990s. This might reflect either the increasing dynamism of the 
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private sector banks in the liberalized environment of the 19908 or the loos
ening grip of the government on the nationalized banks. 

Bank Ownership and Speed of Financial Development 

To determine whether public ownership of banks inhibits financial inter
mediation, we again compare banks just above and just below the 1980 
nationalization cutoff, using data from the Reserve Bank of India, for the 
period 1969 to 2000. We include the six banks above, which were nation
alized, and the nine largest below, which were not. 22 Because we have data 
from both before and after the 1980 nationalization, we adopt a difference
in-differences approach. Specifically, we regress the annual change in bank 
deposits, credit, and number of bank branches on a dummy for post
nationalization (POST, = 1 if year E (1980 - 1991» and a dummy for post
nationalization in a liberalized environment (NINETIES, = 1 if year E 

(1992 - 2000». We break the post-nationalization analysis up into two 
periods (1980-91 and 1991-2000) because the former period was charac
terized by continued financial repression, while substantial liberalization 
measures were implemented in the beginning of the 1990s. Public and 
private banks could well behave differently before and after liberalization. 
Because larger banks may grow at different rates than small banks, we 
include bank fixed effects (~} We thus regress: 

(4) In (Y,,'/Y".t-l) = ~i + eIPOST, + e2 * NINETIES, + 
Yl (POST, '" NAT,,) + Y2 (NINETIES, * NAT/J) + Cb., 

The parameters of interest are YI and 12' which capture the differential 
behavior of nationalized banks after the nationalization. Standard errors are 
adjusted for auto-correlation within each bank. 

Table 5 presents the results for growth in credit, deposits, and bank 
branches. The results suggest that although the overall rate of growth in 
deposits and credit slowed substantially during 1980-90 relative to 
1969-79, there was no differential effect for nationalized and private 
banks. In the nineties, deposit and credit growth slowed further still. In this 
liberalized environment, deposits and credit of the nationalized banks 
slowed more than those of the private banks: deposits grew 7.3 percent 
more slowly, while credit grew 8.8 percent more slowly. These results are 
significant at the 10 percent and 5 percent level, respectively. 

22. In 1985, the Lakshmi Commercial Bank was merged with Canara Bank, a large pub
lic sector bank, because of financial weakness. In 1993, the New Bank of India (national
ized in 1980) was merged with the Punjab National Bank. Because both the Canara and 
Punjab National banks were nationalized in 1969, they are not in our sample. 
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TABLE 5. Regressions Estimatin!l the Effect of Nationalization 
011 Growth of Deposits, Credit, and Number of Branches· 

Dependent variable 

Log real growth of Log growth rate of 

No. of No, of rural 
Independent variable Deposits Credit branches branches 

POST -0,085 -0,078 -0,114 -0,181 
(0.014) (0,015) (0,017) (0,024) 

POST" NA TlONALlZA TlON -0.026 -0,012 -0.044 -0,066 
(0,033) (0,036) (0,033) (0,031) 

NINETIES -0,040 -0,027 -0,'122 -0.219 
(0,014) (0,017) (0,018) (0,022) 

NINETIES" NATIONALIZATION -0,073 -0,088 -0,053 -0,086 
(0.039) (0,041) (0,034) (0,028) 

W .15 ,11 .48 .31 
No, of observations 440 440 420 434 
No, of clusters 15 15 14 14 

SOUTce: II.llthors' Cll\c\\\atioTlslrom Qat\) in Reserve San\<. 1)1 \1)\\\0, Statistical Tables Relating to Bonl(s 
in Irldia, 1970-2000, anci Directory of Commercial Banks in India, 2000, 

a, The sample includes the six banks just above and the nine just below tile clltoff for nationalization 
in 1980, Branch data were not available for tile lakshmi Commercial Bank, which failed in 1985 and was 
merged with Canara Bank, a large bank nationalized in 1969, which is not in the sample, Underlying data 
for deposits and credit are in rupees adjusted for inflation, and data for branches are annual growth 
ratas (all in logarithms), The variable POSTtakes a value of 1 when the year is from 1980 to 1991 inclu
sive; NINETIES takes the vallie of 1 when the year is from 1992 to 2000 inclusive; NATIONALIZATION 
takes the value of 1 if the bank was nationalized in 1960. All regressions include bank lixed effects. Stan
dard errors, adjusted for serial correlation, are in parentheses, 

The growth rate in bank branches generally tracked credit and deposits, 
though the decline after 1980 was more severe. While the growth rates for 
nationalized bimks were slightly lower in both periods, the differences are 
not statistically significant. 

To answer the question of whether there was a significant difference 
between pub lie and private banks before nationalization, we reestimate 
equation 4, replacing the bank fixed effects with a nationalization 
dummy, and a control function (Kf,,~o) == 1t,K/J,HIl + TC2Kf"HIl' which controls 
for the effect of 1980 log deposits of each bank in 1980 (denoted K",HO)' 

(These results are not reported but are available from the authors,) The 
control function allows bank growth to depend on bank size, while the 
nationalization dummy will pick up any differences between the nation
alized and non-nationalized banks that are not related to size. The esti
mates suggest that credit, deposits, and number of branches grew at the 
same speed between 1969 and 1979 for banks that were going to be na
tionalized in 1980 and those that were not. The coefficients on the inter-
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action terms (POST, * NATI,) and (NINETIES, * NATI,) remain negative 
and are virtually unchanged from the specification we present in table 5. 
Thus, it is only qfter the 1980 nationalization that banks nationalized in 
1980 started to grow more slowly. These results provide some evidence 
that nationalization hi ndered the spread of intermediation in the 1990s, 
but not earlier. 

Constraints on Public Sector lending 

Having established that small-scale finns in India are credit constrained, 
and that, if anything, bank nationalization exacerbated these constraints, 
we now attempt to determine why public sector banks appear so reluctant 
to lend. We first look at the rules public sector banks use to allocate 
credit, and then examine how the incentives for loan officers affect lend
ing decisions. 

Lending Policy 

We begin by examining the official rules used by public sector banks to 
allocate credit. We find the rules surprisingly conservative. Because theory 
and praxis often differ, we then exmnine actual lending decisions and find 
that the conservative character of the rules is exacerbated by conservative 
deviations from the rules. 

OFFICIAL LENDING POLICIES. Although public sector banks in India are 
nominally independent entities, they are subject to intense regulation by the 
Reserve Bank ofIndia (RBI). Among the rules is one that limits how much 
a bank can lend to individual borrowers-the so-called "maximum permis
sible bank finance." Until 1997, the rule was based on the worldng capital 
gap, defined as the difference between the current assets of the firm and its 
total current liabilities excluding bank finance (other current liabilities). 
The presumption is that the current assets are illiquid in the very short run 
and therefore the firm needs to finance them. Trade credit is one source of 
finance, and what the firm cannot finance in this way constitutes the work
ing capital gap. 

Finns were supposed to cover a part of this financing need, conespond
ing to no less than 25 percent of the current assets, from equity. The maxi
mum permissible bank finance under this method was thus: 

(5) 0.75 * CURRENT ASSETS - OTHER CURRENT LIABILITIES 
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The sum of all loans from the banking system was supposed not to 

exceed this amount.2J 
This definition of the maximum permissible bank finance applied to 

loans greater than Rs. 20 million. For loans less than Rs.20 million, banks 
were supposed to calculate the limit based on the projected turnover of the 
firm. Projected turnover was to be determined by a loan officer in consul
tation with the client. The firm's financing need was estimated to be 25 per
cent of the projected turnover, and the bank was allowed to finance up to 
80 percent of what the firm needs, that is, up to 20 percent of the firm's 
projected turnover. The rest, amounting to at least 5 percent of the projected 
turnover, has again to be financed by long-term resources available to 

the firm. 
In the middle of 1997, the RBI set up a committee, headed by P. R. 

Nayak, to make recommendations regarding the financing of small-scale 
industries. Following the committee's advice, the RBI decided to give each 
bank the flexibility to evolve its own lending policy, under the condition 
that it be made explicit. Moreover, they adopted the recommendation that 
the turnover rule be used to calculate the lending limit for all loans less than 
Rs. 40 million. 

Given the freedom to choose the rule, different banks went for slightly 
different strategies. The bank we studied adopted a policy that was, in 
effect, a mix between the now recommended turnover-based rule and the 
oleIer rule based on the firm's asset position. First the limit on turnover basis 
was calculated as: 

(6) 
min(0.20 * Projected turnover, 0.25 :I: Projected turnover 
- Available margin). 

The available margin here is the financing available to the finn 
from long-term sources (such as equity) and is calculated as CURRENT 
ASSETS - CURRENT LIABILITIES from the current balance sheet. In 
other words, the presumption is that the finn has somehow managed to 
finance this gap in the current period and therefore should be able to do 
so in the future. Therefore the bank needs to finance only the remaining 
amount. Note that if the firm had previously managed to get the bank to 
follow the turnover-based rule exactly, its available margin would be 
precisely 5 percent of turnover and the two amounts in equation 6 would 
be equal. 

23. Thus, a particular bank had to deduct from this amount the credit limits offered by 
other banks. Following this rule implies thut the current ratio will be more than 1.33. and 
the rule is often formulated as the requirement that the current ratio exceeds 1.33. 
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The rule did not stop here. For all loans less than Rs. 40 million (as all 
loans in our sample are), the loan officer was supposed to use both equa
tion 6 and the older rule represented by equation 5. The largest permissible 
limit on the loan was the maximum of these two numbers. 

Two comments about the nature of this rule are in order. First, this 
turnover-based approach to worldng capital finance is relatively standard 
even in the United States. However, the view in the United States is that 
working capital finance is essentially financing inventories and is therefore 
backed by the value of the inventories. In India, the inventories do not seem 
to provide adequate security, as evidenced by the high rates of default. In 
such cases it may be much more important to pay attention to profitability, 
because profitable companies are less likely to default. Second, in the United 
States the role of finding promising firms and promoting them is carried out 
largely by venture capitalists. In India the venture capital industry is still 
nascent and is not yet able to play the role that we expect of its U.S. equiv
alent. Therefore banks may have to be more proactive in promoting promis
ing firms. Following a rule that puts no weight on profits may not be the way 
to favor the most promising firms: although the projected tUll10ver calcula
tion does favor faster-growing firms, the loan officer is not allowed to pro
ject a growth rate greater than 15 percent. This may be enough to meet the 
needs of a mature firm, but a small finn that is growing fast clearly needs 
much more than 15 percent. It is important that the LUles encourage the loan 
officers to lend more to companies on the basis of promise. 

ACTUAL LENDING POLICY. The lending policy statements give us the 
outside limits on what the banks can lend. Nothing in the policies stops 
them from lending less, though official documents always enjoin bankers 
to lend as much as possible. 24 It is also possible, given that it is not clear 
how these rules are enforced, that the banks sometimes exceed the limits
it is, for example, often alleged that loan officers in public sector banks give 
out irresponsibly large loans to their friends and business associates. It is 
not even clear how one would necessarily know that a banker had lent too 
much given that he is given the task of estimating expected turnover. In this 
subsection, based on work by Banerjee and Duflo, we therefore look at the 
actual practice of lending in our sample of loans.25 

24. For example, a document prepared for the board meeting of the bank we studied 
reads 'The busy season credit policy announced by the Reserve Bank of India stresses on 
increase in credit off-take by imparting further liquidity into the system and by rationaliz
ing some of the existing guidelines. Banks have, therefore, to pay special attention to this 
aspect in the coming months and locate all potential/viable avenues so as to accelerate the 
path of credit expansion." 

25. Banerjee and Duflo (2001). 
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TABLE 6. Actual Credit limits Grallted to firms 
Compared with Permissible limits 

Limit actuallv Limit actual/v Limit actuallv Limit official/v 
granted versus granted verSlis granted versus permitted versus 

limit 011 tumover limit officially previolls limit limit previously 
basis permitted" granted" permitted' 

No. of Percent No. of Percent No. of Percent No. of Percent 
firms of total firms of total firms of total firms of tot a! 

Smaller 255 62 542 78 22 4 153 35 
Same 81 20 9 1 322 64 6 1 
Larger 74 18 142 20 158 31 2B1 64 

Source: Authors' calculations from account-level data from one large public sector bank in India 
during 1997-99. 

a. Maximum officially permitted credit limit is the larger of the limit calculated by the turnover method 
or that calculated by the working capital gap method. 

b. "Previous limit granted" is the amount offered to the same firm the year before. 
c. "limit previously permitted" is the value of the offieiallimit for the firm in the previolls year. 

Data: Our data source is the same used in previous work by Banel:jee 
and Duflo (and described in connection with equation I ),2(; Because we 
have data on current assets and other current liabilities, it is simple to cal
culate the limit according to the traditional, working capital gap-based 
method of lending (henceforth LWC). We can also calculate the limit on 
turnover basis (henceforth LTB). The maximum of LTB and LWC is, 
according to the rules, the real limit 011 how much the banker can lend to 
the firm. 

Results: In table 6, we compare the actual limit granted with LTB, 
LWC. In 78 percent of the cases, the limit granted is smaller than the 
amount permitted. Most strikingly, in 64 percent of the cases for which we 
know the amount granted in the previous period, the amount granted is 
exactly equal to that granted in the previous period (it is smaller 4 percent 
of the time and goes up only in 31 percent of the cases). Given that that 
inflation rate was 5 percent or higher, the real amount of the loans therefore 
decreases between two adjacent years in a majority of the cases. To make 
matters worse, in 73 percent of these cases the firm's sales had increased, 
implying, one presumes, a greater demand for working capital. Further, this 
is the case even thougl1 according to the bank's own rules, the limit could 
have gone up in 64 percent of the cases (note that getting a higher limit is 
simply an option and does not cost the firm anything unless it uses the 
money). Finally, this tendency seems to become more pronounced over 

26. Baneljee and Dufto (2003). 
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TABLE 7. Regressions Explaining Actual Credit Limits and Interest Rates' 

Dependent variable 

Actual credit limit granted Interest rate 

Independent variable (1) (2) (3) (4) (5) 

Limit granted in previous year 0.757 0.540 0.455 -0.198 -0.260 
(0.04) (0.059) (0.084) (0.108) (0.124) 

Previous interest rate 0.823 0.832 
(0.038) (0.041) 

Maximum limit under bank's 0.256 
internal ruleb (0.042) 

Limit on turnover basis as 0.145 -0.019 
calculated by the bank (0.036) (0.102) 

limit on turnover basis as 0,102 -0.025 
calculated by authors' (0,025) (0.09) 

Limit based on working 0.240 0.279 0.091 0.083 
capital gap (0.046) (0.061) (0.083) (0.084) 

Ratio of profits to firm's assets 0.021 -0.001 -0.048 -0.036 
(0.017) (0.021) (0.043) (0,044) 

Dummy variable for negative -0.037 0.053 -0.045 -0.037 
profits (0.115) (0.129) (0.272) (0.266) 

Ratio of tangible net worth to -0.104 -0.112 -0.064 -0.087 
firm's debt (0.029) (0.032) (0.076) (0.07) 

Assets 0.080 0.143 0.063 0.168 
(0.056) (0.065) (0.104) (0.118) 

Interest paid as share of 0.005 
year-before granted limit (0.037) 

Constant term 0.011 -0.009 -0.021 2.547 2.180 
(0.079) (0.154) (0.195) (0.749) (0.843) 

R2 .952 .955 .962 .878 .881 
No. of observations 298 241 145 198 194 

Source: Authors' calculations from account-level data from one large public sector bank in India. 
a. All data except interest rates and dummy variables are in logarithms. Standard errors, corrected for 

clustering at the account level, are in parentheses. 
b. Higher of limit based on turnover as calculated by the bank or limit based on working capital gap. 
c. Using bank's projection of turnover. 

time: in 1997, the limit was equal to the previous granted limit 53 percent 
of the time. In 1999, it remained unchanged in 70 percent of the cases. 

In table 7, we regress the limit granted on information that might be 
expected to playa role in its determination. Not surprisingly, given every
thing we have said, past loan is a very powerful predictor of today' sloan. 
The R-squared of the regressions is also very high (over 95 percent). In col
umn 1, we regress (log) current loan amount on (log) limit granted in the 
previous year and the (log) maximum limit according to the bank's internal 
rules. Note that the bank's rule never refers to past loan as a determinant of 
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the loan amount to be given out. Yet the coefficient of past loan is 0.757, 
with a t statistic of 18 (a 1 percent increase in past loan is associated with a 
0.756 percent increase in current loan, after controlling for the official rule). 
The maximum limit is also a significant determinant of loan amount, with 
a coefficient of 0.256. The standard deviation of these two variables is very 
close (1.50 and 1.499, respectively). These coefficients thus mean that a 
one standard deviation increase in the log of the previous granted limit 
increases the log of the granted limit by three times as much as a one stan
dard deviation increase in the log of the maximum limit as calculated by 
the bank. 

In column 2, we "unpack" the official limit: we include separately the 
bank's limit on turnover basis (LTB) and the limit based on the traditional 
method (L We) and now include the logarithm of profits. As in the previ
ous regression, past loan is the most powerful predictor of current loan. 
Both limits enter the regression. Neither the log of profit nor the dummy for 
negative profit enter the regression, as might have been expected given the 
nature of the rules. 

In column 3 we include in addition a measure of the utilization by the 
client of the limit granted to him in the previous year: the ratio of interest 
earned by the bank to the account limit. This is clearly of direct interest to 
the bank, because it loses money when funds are committed, but not used. 
This information is routinely collected on each client. Yet this variable is 
un correlated with granted limit. We tried other measures of utilization of 
the limit (turnover on the account divided by granted limit, and maximum 
debt divided by granted limit), ancl none of these measures is significant. 

In columns 4 ancl5 we investigate the determinants of interest rates. Past 
interest rates seem to be the only significant determinant of today's interest 
rates. Past loans, L TB, and LWC do not enter the regression. 

In sum, the actual policy followed by the bank seems to be characterized 
by systematic deviation from what the rules permit in the direction of iner
tia. To the extent that limits do change, what seems to matter is the size of 
the firm, as measured by its turnover and outlay, and not profitability or the 
utilization of the limit by the client. 

It could be argued that inertia is rational: the past loan amount picks up 
all the information that the loan officer has accumulated about the firm that 
we do not observe. But this explanation does not fit well with the fact that 
the loan amount remains exactly the same-the past may be important, but, 
as noted, the firm's needs are changing, if only because of inflation. 

There is also a simple test of this view. The weight on past loans repre
sents the bank's ex.perience with the firm: the fact that the weight is so high 
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presumably reflects the fact that the past is very informative, suggesting a 
stable environment. But a stable environment necessarily implies that the 
bank knows a lot more about its old clients than it does ahout its newest 
clients. Therefore we should see the weight going up sharply with the age 
of the firm. Yet when we run the regressions predicting the loan amount 
separately for firms that have been the client of the bank for 5 years or more 
and for those who have been clients for less than 5 years, we find that banks 
do not put Jess weight on the past loans for recent clients than for old 
clients. If anything, when we include today's sales in the regression the 
bank seems to put more weight on past loans for recent clients than for old 
clientsY If there is a good reason for the inertia, it has to be something 
much more complicated. 

It is also conceivable that it is rational to ignore profit information in 
lending if the projected turnover calculated by the bank and included in the 
calculation of LTB already takes into account any useful information 
contained in the profits. To examine this, we looked at whether CUlTent 
profitability has any role in predicting future profitability, delay in repay
ment, and default, once we control for the variables that seem to determine 
the level of lending-past loans, LTB, LWC. As reported in Baneljee and 
Dufio, current profit is a good predictor of future profit, and the variables 
that the bank uses are not: the only good predictor of future negative profit 
is current negative profit. 28 Negative profits, in turn, predict default, while 
past loans, LTB, and LWC do no1.29 

Conclusion: This subsection suggests an extremely simple prima facie 
explanation of why many firms in India seem to be starved of credit. The 
nationalized banks, or at least the one we study (but again, this is one of the 
best public banks), seem to be remarkably reluctant to make fresh lending 
decisions: in two-thirds of the cases, there is no change in the nominal loan 
amount from year to year. While the rules for lending are indeed fairly 
rigid, this inertia seems to go substantially beyond what the rules dictate. 
Moreover, the deviations from the rules do not seem to reflect informed 
judgments, but rather a desire to do as little as possible. 

Moreover, when banks take a decision to make a fresh loan, the benefi
ciaries tend to be firms whose turnover is growing regardless of profitabil
ity. This indifference to profitability is entirely consistent with the rules that 
bankers work with: none of the many calculations that bankers are sup
posed to do before they decide on the loan amount pays even lip service to 

27. See Banerjee and Duflo (2001, table 5). 
28. Banerjee and Duflo (2001). 
29. There is some question about whether we have the right measure of default. 
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the need to identify the most profitable borrowers. Yet current profits do a 
much better job of predicting future losses and therefore future defaults, 
than do the variables that seem to influence the lending decision. In other 
words, it seems plausible that a banker who made better use of profit infor
mation would do a better job at avoiding default~. Moreover, he or she 
might do a better job of identifying the firms where the marginal product of 
capital is the highest. Lending based on turnover, by contrast, may skew the 
lending process toward firms that have been able to finance growth out of 
internal resources and therefore do not need the capital nearly as much. 

What Causes Under-Lending? 

Given that the rules for lending are quite rigid and largely indifferent to 
profitability, it is perhaps not surprising that there are opportunities for 
profitable investment that have not yct been exploited. What is surprising 
is that to the extent that there are deviations from the rules, they tend to be 
in the direction of lending less. 

One plausible explanation is that the loan officers in these banks have no 
particular incentive to lend. As government employees on a more or less 
fixed salary and promotion schedule, their rewards are at best weakly tied 
to their sUCcess in making imaginative lending decisions. And failed loans, 
as discussed below, can lead to investigations by the Central Vigilance 
Commission, the body entrusted to investigate fraud in the public sector. 
Loan officers therefore have mllch to lose and little to gain from being 
aggressive in lending. Not taking any new decisions may dominate any 
other course of action, especially if there are attractive alternatives to lend
ing, such as putting money in government bonds. 

The next sub-section examines how the fear of prosecution discourages 
lending. The following sub-section asks whether the reluctance to lend is 
exacerbated when the rewards from putting money in government bonds 
become relatively more attractive. 

INERTIA AND THE FEAR OF PROSECUTION. Because public sector banks 
are owned by the government, their employees are treated by law as public 
servants subject to government anti-corruption legislation. Bankers believe 
that it is easy to be charged with corruption and that the law states that any 
government functionmy who takes a decision that results in direct financial 
gain to a third party is prima facie guilty of corruption and must prove her 
or his innocence. 

The executive director of a large public sector bank was quoted saying 
"Fear of prosecution for corruption hangs over every loan officer's head 
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like the sword of Damocles." The Economic Times o.lIndia has attributed 
slowdowns in lending directly to vigilance activity.30 A working group 
on banking policy set up by the Reserve Bank of India, and chaired by 
M. S. Verma, noted: 

The [working group J observed that it has received representations ti'om the man
agements and the unions of the banks complaining about the diffidence in tak
ing credit decisions with which the banks are beset at present. This is due to 
investigations by outside agencies on the accountability of staff in respect of 
some of the NPA. The group also noticed a marked reluctance at various levels 
to take any credit decision. 3l 

In response to criticism from bankers, economists, and others, the Central 
Vigilance Commission (CVC), the body entrusted to investigate potential 
cases of fraud in the public sector, introduced in 1999 a special chapter of the 
vigilance manual on vigilance in public sector banks. Although the new 
chapter was meant to reaSSllre bankers, it may not have been entirely SllC
cessful. The manual reads, for example, that although "every loss caused to 
the organization, either in pecuniary or non-pecuniary terms, need not neces
sarily become the subject matter of a vigilance inquiry ... once a vigilance 
angle is evident, it becomes necessary to detemline through an impartial 
investigation as to what went wrong and who is accountable for the same."32 

Interviews with public sector bankers revealed widespread concern: the 
legal proceedings surrounding charges of corruption can drag on for years, 
leaving individuals charged with corruption in an uncertain state. Even if 
an individual is exonerated, he or she may have been relieved of duties, 
transferred, or passed over for promotion during the investigation. In the
ory, as well as practice, even one loan gone bad may be sufficient to start 
vigilance proceedings. The possible penalties stund in stark contrast to 
rewards. While banks are constantly urged by the Reserve Bank of India to 
lend as much as possible, there are neither explicit incentives for making 
good loans nor ways to penalize officers who make conservative decisions. 
In effect, bankers are accountable to more than one authority-the loan 
officer's boss is one, central vigilance may be another, and the press yet 
another. In such circumstances, it may be difficult to provide effective 
incentives?3 If so, loan officers would prefer not to take new decisions. 

30. "CVC Issues New Norms to Check Bank Frauds," Hindustan Times (1998), among 
others. 

31. Quoted in Tannan (2001, p. 1579). 
32. Government of India (2001, p. 5). 
33. Dixit (1996) describes how the presence of multiple principles in bureaucracies may 

lead to inaction. 
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Simply renewing the loan without changing the amount is one easy way to 
avoid responsibility, especially if the original decision was someone else's 
(loan officers are frequently transferred). And when bankers do take a deci
sion, making sure not to deviate enormously from the precedent is a way of 
covering themselves against charges of wrongdoing or worse. 

Not surprisingly, the Central Vigilance Commission disputes the claim 
that there is a "fear psychosis" and to bolster its position released in 2000 a 
"critical analysis" of vigilance activity in public sector banks ill 1999. The 
analysis reveals that in 1999 the commission received 1,916 references, 
72 percent of which were credit-related, recommending punishment in the 
majority of eases. Their report states that "out of every 100 cases coming 
before it, the Commission would advise 111<00r penalty proceedings in 
28 cases, minor penalty proceedings in 32 cases, and administrative 
waming/exoneration in 40 cases."J4 The author of the report, a CVC official, 
argued that this level of activity should not be enough to cause "fear psy
choses": "These figures reveal that a person is not damned the moment his 
case is referred to the Commission .... These statistics appear to indicate a 
very fair and objective approach on the part of the Commission to the cases 
that were referred to it. "35 

The rest of this subsection, based On work by Cole, assesses the evidence 
for the fear psychosis.J6 The idea is simple: do bankers who are "close to" 
bankers who have been subject to eve action :slow down lending in the 
aftermath of that particulm' action? 

Data: Monthly credit data, by bank, were provided by the RBI. Data on 
frauds are naturally difficult to comc by. It is also the policy of the govern
ment of India to keep the data on vigilance activity confidential: although 
some statistics are published, they are too aggregated to be useful for 
econometric analysis. However, in 1998, in an effort to increase the penalty 
for fraud through stigma, the government authorized the CVC to publish 
the name, position, employing banle, and punishment of individual officers 
of government agencies charged with major frauds. This list consists of 
eighty-seven officials in public sector banks between 1992 and 200l. 
Although the nature of the fraud with which they are charged is not known, 
we do know that approximately 72 percent of frauds relate to illegal exten
sion of credit, with the balance classified as kite-flying or "other."37 
Because our hypothesis is that vigilance decreases lending activity, the 

34. Government of India (2000, p. 9). 
35. Govefllment of India (2000. p.IO). 
36. Cole (2002). 
37. Government of India (2000). 
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inclusion of SPUriOllS non-credit-related vigilance activity should bias coef· 
ficients toward zero. 

Empirical Analysis: The first approach is to use bank-level monthly 
lending data to estimate the effect of vigilance activity on lending, using the 
following equation, 

(7) 
H 

Yit = (X,. + ~r + L YkDi,t-.k + Cit 
k=O 

where Yit is log credit extended by bank i in month t, uj is a bank fixed effect, 
~t is a month fixed effect, and D,.,t_k is an indicator variable for whether vig
ilance activity was reported by the eve for bank i in month t - Ie. Standard 
errors reported are adjusted for serial correlation and heteroskedasticity. 
The idea is to compare the bank affected by the vigilance activity with other 
public sector banks before and after the vigilance event. Which event win
dow to use is not immediately clear: the appropriate start date would most 
likely be the month when it became known that vigilance proceedings were 
under way or perhaps the date bankers learned of the judgment. The data 
published by the eve give only the date when the eve provided advice 
on the case and the date on which action was taken. It is not clear how long 
it should take before an effect appears or how long one would expect this 
effect to last. We therefore let the data decide, by estimating models that 
allow effects ranging from one month to four years, 

Table 8 presents estimation results from several similar specifications, 
Columns 1, 2, and 3 provide estimates for windows of one, twelve, and 
forty-eight months. There appears to be a clear effect of vigilance activity 
on lending decisions. Vigilance activity in a specific bank reduces credit 
supplied by all the branches of that bank by about 3-5 percent. This effect 
is estimated precisely and is significantly different from zero at the 5 per
cent level for contemporaneous effect (column 1) and at the 1 percent level 
for the joint parameters of zero to twenty-four months in columns 2 and 3. 
The effect is quite persistent, appearing in the data at its original level for 
up to eighteen months following the vigilance activity, finally becoming 
statistically indistinguishable from zero two years after the eve decision 
or judgment. 

This economic effect seems to be sizable for plausible values of the elas
ticity of gross domestic product with respect to money supply elasticity. 
For example, ifthe overall coefficient of 0.03 were accurate for a bank such 
as the State Bank of India, which provides approximately a gmuter of the 
credit in the economy, decisions on whether to purslle vigilance cases could 
have measurable macroeconomic effects. 
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TAB I. E 8. Regressions Estimating Effect of Indicators of Vigilance Activity 
on Bank Credit· 

Regressions measuring 

Months before 
Regressions measuring effect effect of future vigilance 

or after 
of previous vigilance activity activity 

vigilance activityb (1) (2) (3) (4) (5) 

Zero -0.055 -0.040 -0.037 -0.042 -0.037 
(0.027) (0.019) (0.019) (0.020) (0.020) 

Three -0.039 -0.032 -0.035 -0.031 
(0.018) (0.016) (0.016) (0.016) 

Six -0.031 -0.023 -0.029 -0.027 
(0.016) (0.014) (0.015) (0.014) 

Twelve -0.036 -0.Q18 -O.D1S -0.015 
(0.016) (0.012) (0.014) (0.010) 

Eighteen -0.028 -0.006 
(0.013) (0.010) 

Twenty-four -0.012 -0.001 
(0.013) (0.011) 

Thirty-six -0.014 0.009 
(0.015) (0.008) 

Forty-eight -0.022 0.022 
(0.028) (0.015) 

R2 .98 .98 .98 .98 .98 
No. of observations 2,997 2,997 2,997 2,997 2,997 

Source: Authors' calculations using data from the Reserve Bank of India and the Central Vigilance 
Commission of India. 

a. The dependent variable in all regressions is the logarithm of credit extended by an individual banl< 
in a given month. Data are for twenty-seven public sector banks over 111 months. Standard errors, 
corrected lor heteroskedasticity and serial correlation, are in parentheses. 

b. Vigilance activity is defined as the eve bringing charges against or punishing an officer of a bank. 
The independent variable of interest is a dummy variable that takes the value of 1 when vigilance activ
ity occurred with respect to a particular bank the indicated number of months before (columns 1-3) or 
after (columns 4-5) the current month. The regression in column (1) includes a month dummy lor the 
month contemporaneous with the vigilance activity only. In columns (2) and (4), month dummies are 
included lor each olthe twelve months before or after the vigilance activity, respectively, and in columns 
(3) and (5), month dummies are included lor each olthe forty-sight months before Of after (only selected 
month coefficients are reported). AH regressions also include bank and year fixed effects. 

Columns 4 and 5 of table 8 present the same specification as in equa~ 
tion 7, but this time with dummies indicating whether a given bank-month 
is exactly n months before eve vigilance activity. 

Table 8 clearly indicates that banks reduced lending before the announced 
vigilance action, as well as after it. This is not surprising, as the formal vig
ilance activity usually follows a lengthy investigation. The eve vigilance 
manual, introduced in 1999 to streamline the process of investigations, out
lines a procedure that lists no binding time constraints, but suggests the 
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entire process be completed within twenty months. Reassuringly, there is 
no discernable effect for vigilance activity farther out than one year ahead. 

Conclusion: Evidence suggests that the fear of being investigated is re
ducing lending significantly: banks where someone is being investigated 
slow down lending relative to their own mean level of lending. This find
ing leaves open the question of whether this reaction is desirable; it is, after 
all, possible that the loans that are cut are those unlikely to be repaid. But 
the finding also raises the possibility that honest lenders are being discour
aged by excessively stringent regulations. 

LENDING TO THE GOVERNMENT AND THE EASY LIFE. Lending to the 
government is the natural alternative to lending to firms and offers the loan 
officers a secure vehicle for their money, with none of the legwork and 
headaches associated with lending to firms. The ideal way to measure how 
important high interest rates on government bonds might be in explaining 
under-lending would be to estimate the elasticity of bank lending to the pri
vate sector with respect to the interest rate on government securities or the 
spread between the interest rate on private loans and that on government 
securities. The problem is that the part of the variation that comes from 
changes in the rate paid by the government is the same for all banks and 
therefore is indistinguishable from any other time-varying effect on lend
ing. The patt that comes from the rates charged by the banks does vary by 
bank but cannot possibly be independent of demand conditions in the bank 
and other unobserved time-varying bank-specific factors. One cannot 
therefore hope to estimate the true elasticity of lending by regressing loans 
on the spread. 

Our strategy is to focus on a more limited question: are banks more 
responsive to the central bank interest rates in slow-growing environments? 
We start by identifying the banks that are particularly likely to be heavily 
invested in the "easy life." These are banks that, for histOlical reasons, have 
most of their branches in the states that are currently growing more slowly 
than the rest. OUf hypothesis is that these banks have a particularly strong 
reason to invest heavily in government securities, because in a slow
growing environment it is harder to identify really promising clients. They 
also probably have more "marginal" loans that they are willing to cut and 
reduce (or not increase) when the interest rate paid to government bonds in
creases. These banks therefore should be particularly responsive to changes 
in the interest rate paid by the government. 

Data: The outcome we focus on is the In(credit/deposit ratio) at the end 
of March of each year for twenty-five public sector and twenty private sec
tor banks. Two minor public sector banks were excluded because of lack of 
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data, and the new private sector banks were excluded for reasons of com
parability. The data are from the Reserve Bank of India. 

Data on the net state domestic product are from the Central Statistical 
Office. For our measure of interest rate spread, we subtract from the State 
Bank ofTndia prime lending rate, the rate given as the weighted average of 
central government securities. Both interest rate measures are from the 
RBI, as is the price index llsed to deflate them. 1H 

Specification: Two measures of growth are used. To measure the state 
growth rate (growth!t = In(SDP i ) -In(SDPi •t_ r)), we use a moving aver
age of the real growth rates of the previous thrce years (e.g., avgrowthit = 
r:=j(RrowthiJ. Bank environment growth is a weighted average of the 
growth rates in the states in which a bank operates: 

where the weights (Obi are the percentage of bank branches bank b had in 

state i in 1980: (Obi:::: Nhi • Data on branch locations are hom the of 
L'\'E .Wcll£'.\' Nhs 

Directory Commercial Bank Offices in India.1
,! 

Results: We test this hypothesis with two pairs of linear regressions. First, 
we consider using the location of a bank's headquarters as an indicator of the 
growth environment in which a bank operates. Because the l'cgulatOlY 
environment in India changed significantly beginning during 1991-92, we 
estimate our equations for the entire time period, 1985-2000, as well as the 
"post-reform period" of 1992-2000. 

The results are reported in table 9. Columns I and 2 report the results 
using the growth environment of the state in which a bank is headquartered. 

38. Data are from the 200 I edition of RBI, "Handbook of Statistics on the Indian Econ
omy." We use the CPI-UNME, for Urban Non-Manual Employees. 

39. Branch data are from Reserve Bank of India (200l). We have NSDP for all ufthe 
states in which bank headquarters are located. However, in constructing the index, NSDP 
for the following were not available: Jharkhand, Uttaranchal, Chandigrah, Dadra and Nagar 
Haveli, Chattisgarh, and Lakhsadeep. Rather than drop any bank that had a branch ill one of 
these states, the OlM weights are constructed using only the set of branches for which GSP 
data are available. A second problem is that the growth data are not available for a few states 
for 1998 and 1999 (Nagaland, Sikkim, Andaman and Nicobar) o[ 1999 (Goa, Jammu & 
Kashmir). The two most logical ways of constructing indexes in the absence of these data, 
namely (i) not lIsing those states when constructing state weights, and thus not using the 
growth information during 1985-97, and (ii) lIsing one set of weights (O/;during 1985-97, 
which includes these states, and a second set (Oli' which excludes these states in 1998 and 
1999, produce essentially identical results. We choose the latter, because we feel Jammu 
and Kashmir and Goa warrant inclusion throughout 1985-98. 
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TAB l E 9. Regressions Explaining Sank Credit with Spreads on Credit 
and Economic Growth bV State" 

Growth measure b 

Growth in net state Weighted average of 
domestic product in state growth rates in states 

where bank is headquartered where bank operates" 

Independent variable 1992-2000 1985-2000 1992-2000 1985-2000 

Growth rate 1.412 1.538 2.195 2.634 
(0.624) (1.209) (0.970) (1.165) 

Growth rate" (spread> 0) -0.175 -0.137 -0.257 -0.219 
(y+) (0.110) (0.119) (0.104) (0.103) 
Growth rate * (spread < 0) 0.480 0.592 -0.079 0.473 
(y-) (0.521) (0.405) (0.791) (0.562) 

State fixed effects? Yes Yes No No 
Bank fixed effects? No No Yes Yes 

R2 .46 .43 .71 .63 
No. of observations 415 730 402 710 

Source: Authors' regressions using data from the Reserve Bank of India. 
a. The dependent variable in all regressions is the logarithm of the ratio of credit extended to deposits. 

Data are annual data for twenty-five public sector and twenty private sector banks. Standard errors, 
corrected for heteros/(edasticity and serial correlation, are in parentheses. All regressions include 
year fixed effects. 

b. In all regressions growth is measured as a moving average of real growth rates over the previous 
three years. 

c. Fewer observations are available for these regressions because data on branch locations were 
unavailable for one bank. 

with the first column representing the results for the entire period and the 
second, results for the post-reform era. Specifically, we estimate 

(8) In (CD/'il) = ex + ~ * avgrowthl>il + y+ (Spread, * avgrowth/,i) * l.~pl"e"'I,>() 
+ r - (Spreadl * avgrowth"il) >I: IspI"ead,<O + 8i + 31 + chil' 

where Isprelld,>o (resp. ISprelld,<O) are indicator variables for whether the spread 
is positive (resp. negative), 8i is a state fixed effect. and 3, is a year fixed 
effect. A vgrowthbil is the smoothed growth rate for the state where the 
headquarters of bank b are located. Standard errors are adjusted for serial 

correlation. 
The regression controls for state and year fixed effects. While we see 

that the CID is higher in states with more favorable growth rates, we are 
most interested in the coefficients y - and y +, which measure how banks in 
different growth environments differentially react to changes in the spread 
between the commercial lending rate and the rate on government securities. 
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Because a negative spread occurs only twice, and in Q quite particular situ
ation (in a perfectly flexible market, banks facing a negative spread should 
eliminate all credit from their portfolios), we allow a separate coeHicient on 
(Spreadl :{: avgrowthbil) when the spread is negative. 

The negative and marginally statistically significant coefficient on y+ 
suggests that banks in high-growth environments SLlbstitute toward gov
ernment securities (away from loans) less when the spread falls. We inter
pret this to mean that banks in low-growth states are more sensitive to 
government interest rates: because they face fewer attractive projects to 
finance, they are more likely to park money in g()vernment securities 
when government securities become more attractive. However, because 
the number of states where a bank is headquartered is relatively low, 
we have relatively low power once we account for serial correlation at the 
state level. 

To achieve more precise estimates, we eStimate lYre same equation, ex
cept that instead of measuring growth only in the stat~s where commercial 
banks are headquartered, we use the synthetic index described above, 
which takes into account all the states where the bank is active. Columns 3 
and 4 present results from: 

(9) In (CDhiJ :::: (I. + ~ :{: bkgrowthhil + y + (Spreadl :;; bl,grovvth'Ji) :I: /81',"""",>0 

+ y - (Spread, :{: bkgrowthhiJ * /051' .... "",<0 + 8i + 'If" + 01 + chil' 

where bkgrowthhil is the growth index and 'IF" is a bank fixed effect. Col
umn 3 represents the entire sample, while column 4 represents the post
reform period. The results in columns 3 and 4 are similar in sign to 
columns 1 and 2, and this time we may say with S()me confidence that 
they are statistically significant. 

Conclusion: The evidence seems consistent with the view that banks are 
especially inclined toward the easy life in states where lending is hard. This 
suggests that the opportunity for lending to the governrnent tends to hurt the 
firms that are relatively marginal from the point of view of the banks, such 
as firms in slow-growing states and smaller and less established firms. 

Some final Issues: Rural Branches, NPAs ami Bailouts 

We conclude our study by examining two final argum~nts given in favor of 
public ownership of banks: that public banks are more willing to expand 
into rural areas and that public banks are less likely to fail and therefore cost 
the government (or public) less than private banks. 
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Branch Expansion in Rural Areas 

As mentioned in the introduction, in 1977 the government passed a regula
tion requiring both public and private banks to open four branches in 
unbanked locations for every branch they opened in banked locations. This 
regulation was repealed in 1990, though the Reserve Bank of India still 
maintained some authority of bank branch openings. 

Robin Burgess and Rohini Pande have studied the impact of this regula
tion over the period 1977-90:10 They find that a 1 percent increase in the 
number of rural banked locations, per capita, resulted in a 0.42 percent 
decline in poverty, and a 0.34 percent increase in total output. 

Cole uses the empirical strategy described in the section on "Bank Own
ership and Sectoral Allocation of Credit" to study the impact of bank 
nationalization on rural bank growth.41 He shows that between 1980 and 
2000 the growth rate of rural branches fell substantially, on the order of 
20 percent. The nationalized banks in our sample fell even more sharply, 
with rural branch growth rates 6.6 percent and 8.6 percent slower than their 
private counterparts in the 1980s and 19908. These results are reported in 
column 4 of table 5. 

In summary, the regulation requiring the opening of rural banks may 
well have been beneficial, but, if anything, nationalization made banks 
slightly less responsive to the regUlation. 

Non-Performing Assets and Bailouts 

Mounting nonperforming assets and resulting questions about the ability of 
the banks with high levels of NP A to honor their liabilities to their deposi
tors have been important concerns in the 1990s. 

Recent RBI figures suggest that public sector banks have substantially 
higher levels of nonperforming assets than do private banks. For example, 
for the year ending in March 2003, gross NPAs represented 4.6 percent of 
public sector banks' total assets, as against 4.3 percent of those of old pri
vate sector banks and 3.7 percent of those of new private sector banks. It is 
not clear, however, how well these numbers represent the true situation in 
these banks. There is some skepticism about the accuracy of reported NPA 
numbers: banks may engage in creative accounting or "evergreening," and 
the current classification norms mapping loan repayment delay to NPA do 

not yet meet international norms. 

40. Burgess and Pande (2003). 
41. Cole (2004). 
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An informative check, conducted by Petia Topalova, is to use data 
from corporate balance sheets to estimate the ability of firms to repay their 
loans.42 Firms whose income (defined as earnings before interest, taxes, 
depreciation, and amortization) is less than their reported interest expense 
are either defaulting, are very close to default, or would be defaulting if 
their loans were not "evergreened." This share of "potential NPAs" has 
increased significantly in the past lIve years, while banks' reported level of 
NPAs has stayed fairly constant. Topalova also finds that banks are 
exposed to substantial interest rate risk: a 200 basis point increase in the 
rate of interest could result in a 4 percentage point increase in the share of 
NPAs in the banking system. 

These high levels of NPAs raise obviolls concerns about the stability of 
individual banks. But the government's policy so far has been to allay these 
concerns by simply taking over the uncovered liabilities of the failing 
banks, whether nationalized or private. Therefore we will measure the cost 
of the NP As in terms of resources that have gone into bailing out these 
banks. 

We are not aware of a systematic accounting of all bank failures in India 
since 1969. To calculate the cost of bank failures, we use data collected 
from annual issues of the RBI's Statistical Tables Relating to Banks in 
India, starting in 1969. Although the data are not comprehensive, we are 
optimistic that they can provide at least the correct order of magnitude.43 

In 1969, we have deposits data for forty-five private sector banks. 
Between 1969 and 2000, we are able to identify twenty-one cases of bank 
failure, which resulted either in a bank's liquidation or its merger with a 
public sector bank. (An additional twenty banks were nationalized: four
teen in 1969, and six in 1980. We do not count these twenty nationaliza
tions as failures.) The value of the deposits at the tilne the bank failed can 
be taken as an upper bound of the cost of a bank failure. Thus, we calculate 
the value (in Rs. 2000) of the deposits of these twenty-one banks:14 The 
largest singJe failure was Laxhmi Commercial Bank, which merged with 
Canara Bank in 1985 and represents 18.5 percent of the share of real deposits 

42. Topalova (2004). 
43. For example, the data may not correctly account for the possibility that banks 

change their names or merge while healthy. We identify the failure of private sector banks 
by their disappearance from our data: in many cases, these failures can be confirmed by sec
ondary sources, but it is possible (even likely) that we have missed some failures, or evalu
ated as bank failures some events that were not failures. We would welcome a more careful 
stud y of this issue. 

44. For all price adjustments in this section, we usc the consumer price index from the 
International Financial Statistics database of the International Monetary Fund. 
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of failed banks. The total value of deposits for banks that failed between 
1969 and 2000 is approximately Rs. 45 billion, a substantial sum:15 

The total cost of recapitalization is also unknown. We conduct a back-of
the-envelope exercise, using figures from the 1999-2000 issue of the RBI's 
Report on Trends lind Progress of Banking in India.46 These figures give the 
capital contribution of the central government to nationalized banks, as well 
as the amount of capital wlitten down by the central government. While 
interpretation of the write-off is straightforward, the recapital ization funding 
requires a little work. Banks earned money from the recapitalization bonds. 
The recapitalization subscription will, at least in theory, be returned to the 
government (several public sector banks have already returned capital): thus, 
the true cost of recapitalization is best measured by the interest income for
gone by the government. The 2000-01 Report on Trends and Progress of 
Banking in India reports the income from nationalized banks both as re
corded on their books and after subtracting the income from recapitalization 
bonds. We take the difference between these two numbers as the implied 
subsidy from the government to the nationalized banks. To calculate this 
number for other years, we assume that the ratio of subsidized income 
(1,797 crore in 1998-99) to cumulative capital contributed by the central 
government (19,803 crare in 1998-99) was constant throughout the nineties, 
at approximately 1757119,403 = 9 percent. Taking the total reported capital 
investment in each year from 1992 to 2000 (again ti'om the 2000-01 Trends 
and Progress) and adjusting for inflation gives an estimate of the subsidy 
from recapitalization of approximately 13,607 crore. Combined with 15,421 
crore of written-down capital, this amounts to a recapitalization cost to the 
government of approximately Rs. 290 billion. 

This number requires three important adjustments. First, some of the 
weakness from the nationalized banks' balance sheets may come from the 
assets of the failed private banks that were merged with the nationalized 
banks (this amount can be bounded above by the figure derived above, 
Rs. 45 billion-quite clearly, public sectors have many bad loans of their 
own). Second, and probably much more important, this represents the cost 
up to the year 2000. It is an open question how long it will take for the banks 
to return this capital to the government. Finally, it is also possible that the 
public sector banks will be unable to return all the capital subscribed by the 

government. 

45. We stress again that this is an upper bound: although the banks that failed were 
insolvent, the banks had other assets, sllch as reserves, other performing loans, and real 
property, as well as deposit insurance, on which depositors were able to draw. 

46. Reserve Bank of India (2001). 
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Thus the most favorable accounting for public sector banks (in which 
they wean themselves completely from recapitalization income starting in 
fiscal year 2004 and are absolved of the entire value of the Rs. 45 billion of 
the failed private banks) gives a total cost of recapitalization of public 
banks of approximately Rs. 300 billion.47 A more realistic assessment 
might credit them for only half the value of the losses and assume that 
recapitalization bonds will be held for ten more years, until 2014. This 
would give an approximate bail-out cost of Rs. 540 billion.4H 

Comparing the figures requires attention to the relative size of the two 
bank groups. A rough estimate of the ratio of deposits of nationalized banks 
to private sector banks during 1969-2000 gives the following: during 
1969-80, the ratio of deposits in nationalized banks to deposits in private 
banks was approximately 5 to J; during 1980-93, the ratio was approxi
mately 11-1; post liberalization, the ratio has been falling; in 2000 it stood 
at about 7.5 to 1.49 

Thus, under the accounting most favorable to public sector banks, they 
squeak by as less costly to the government than private sector banks (the 
ratio of money spent bailing out public vs. private banks would be 6.67 to 
1, less than the deposits ratio). However, using the estimate of Rs. 540 bil
lion total cost gives a 12-1 ratio, which would imply that the public sector 
banks lost a greater portion of their deposits to bad loans. 

The Future of Banking Reform 

Where does this evidence, taken together, leave us? There are obvious 
problems with the Indian banking sector, ranging from under-lending to 
unsecured lending, which we have discussed at some length. There is now 
a greater awareness of these problems in the Indian government and a will
ingness to do something about them. 

One policy option being discussed is privatization. The evidence from 
Cole, discussed above, suggests that privatization would lead to an infusion 
of dynamism into the banking sector. Private banks have been growing 

47. Starting from the figure of Rs. 290 billion, we add the approximate subsidy for 
2000-03, Rs. 60 billion, and subtract Rs. 45 billion of losses possibly imparted by the pri
vate sector banks. 

48. We take the figure of Rs. 290 billion through 2000, subtract a Rs. 22.5 billion credit 
from the failed private sector banks, and add on a subsidy of 1950 crore a year for the next 
decade, giving us a final figure of Rs. 540 billion. 

49. Reserve Bank of India figures. The ratio for 2000 excludes the new private sector 
bunks. 
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faster than comparable public banks in terms of credit, deposits, and num
ber of branches, including rural branches, though it should be noted that in 
our empirical analysis, the comparison group of private banks were the 
relatively small "old" private banks.50 It is not clear that we can extrapolate 
from this how the State Bank ofIndia, which is more than an order of mag
nitude greater in size than the largest "old" private sector banks, would 
change if it were privatized. The "new" private banks are bigger and in 
some ways would have been a better group to compare with. But while this 
group is also growing fast, it has been favored by regulators in some spe
cific ways, which, combined with its relatively short track record, makes 
the comparison difficult. 

Privatization will also free the loan officers from fear of the eve and 
make them somewhat more willing to lend aggressively where the 
prospects are good, though, as will be discussed later, better regulation of 
public banks may also achieve similar goals. 

HistoricaLly, a crucial difference between public and private sector 
banks has been their willingness to lend to the priority sector. The recent 
broadening of the definition of the priority sector has mechanically in
creased the share of credit from both public and private sector banks that 
qualify as priority sector lenders. The share of priority sector lending ti'om 
public sector banks was 42.5 percent in 2003, up from 36.6 percent in 1995. 
Private sector lending has shown a similar increase from its 1995 level 
of 30 percent. In 2003 it may have surpassed for the first time ever pub
lic sector banks, with a share of net bank credit to the priority sector at 
44.4 percent.51 

Still, there are substantial differences between public and private sector 
banks. Most notable is the consistent failure of private sector banks to meet 
the agricultural lending sub-target, though they also lend substantially less 
in rural areas. Our evidence suggests that privatization will make it harder 
for the government to get the private banks to meet its goals. However, it is 
not clear that this reflects the greater sensitivity of the public banks to this 
particular social goal. It could also be that credit to agriculture, being par
ticularly politically salient, is the one place where the nationalized banks 
are subject to political pressures to make imprudent loans. 

Finally, one potential disadvantage of privatization comes from the risk 
of bank failure. In the past there have been cases where the owner of the 
private bank stripped its assets and declared it unable to honor its deposit 

50. Cole (2004). 
51. All numbers are from various issues of Report on Trends and Progress of Banking 

in india. 
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liabilities. The government is, understandably, reluctant to let banks fail, 
because one of the achievements of the past forty years has been to per
suade people that their money is safe in the banks. Therefore, government 
has tended to take over the failed bank, with the resultant pressure on the 
fiscal deficit. Of course, this is in part a result of poor regulation-the 
regulator should be able to spot a private bank that is stripping its assets. 
Better enforced prudential regulations would considerably strengthen the 
case for privatization. 

On the other hand, public banks have also been failing. The problem 
seems to be part corruption and part inertia and laziness on the part of the 
lenders. As we saw above, the cost of bailing out the public banks may well 
be larger (appropriately scaled) than the total losses incurred from every 
bank failure since 1969. 

Once again the "newness" of the private banks poses a problem: So far 
none of them has defaulted, but because they are also new, they have not 
yet had to deal with the slow decline of once successful companies, which 
is one of the main sources of the accumulation of bad debt on the books of 
the public banks. 

On balance, we feel the evidence argues, albeit quite tentatively, for pri
vatizing the nationalized banks and tightening prudential regulations. On 
the other hand, we see no obvious case for abandoning the "social" aspect 
of banking. Indeed there is a natural complementarity between reinforcing 
the priority sector regulations (for example, by insisting that private banks 
lend more to agriculture) and privatization, because with a privatized bank
ing sector it is less likely that the directed loans will get redirected based on 
political expediency. 

However, there is no reason to expect miracles from the privatized 
banks. For a variety of reasons, including financial stability, the natural ten
dency of banks, public or private, the world over is toward consolidation 
and the formation of fewer, bigger banks. As banks become larger, they 
almost inevitably become more bureaucratic, because most lending deci
sions in big banks, by necessity, must be taken by people who have no 
direct financial stake in the loan. Being bureaucratic means limiting the 
amount of discretion the loan officers can exercise and using rules, rather 
than human judgment wherever possible, much as is cUlTently done in 
Indian nationalized banks. Allen Berger and colleagues have argued in the 
context of the United States that this leads bigger banks to shy away from 
lending to the smaller firms.52 Our presumption is that this consolidation 

52. Berger and colleagues (2001). 
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and increased focus on lending to corporate and other larger firms is what 
will happen in India, with or without privatization, though in the short JUn 
the entry of a number of newly privatized banks should increase competi
tion for clients, which ought to help the smaller firms. 

In the end the key to banking reform may lie in the internal bureaucratic 
reform of banks, both private and public. In part this is already happening, 
as many of the newer private banks, such as HDFC Bank and ICrCr Bank, 
try to reach beyond their traditional clients in the housing, consumer 
finance, and blue-chip sectors. 

Such reforms will require a set of smaller step reforms, designed to affect 
the incentives of bankers in private and public banks. A first step would be 
to make lending JUles more responsive to current profits and projections of 
future profits. This may be a way both to target better and to guard against 
potential NPAs, largely because poor profitability seems to be a good pre
dictor of future default. It is clem', however, that choosing the right way to 
include profits in the lending decision will not be easy. On one side is the 
danger that unprofitable companies will default. On the other is the danger 
of pushing a company into default by cutting its access to credit exactly 
when it needs it the most, that is, right after a shock to demand or costs has 
pushed it into the red. Perhaps one way to balance these objectives would 
be to create three categories of firms. The first would be profitable to highly 
profitable firms. Within this category lending should respond to profitabil
ity, with more profitable firms getting a higher limit, even if they look 
similar on the other measures. The second category would be short-term 
marginally profitable to loss-making firms or once-profitable firms that 
have been hit recently by a temporary shock, such as an increase in the price 
of cotton because of crop failures. For these firms the existing rules for 
lending might work well. The third category would be long-term margin
ally profitable to loss-making films or firms hit by a permanent shock, such 
as the removal of tariffs protecting firms in an industry in which the Chi
nese have a huge cost advantage. For these firms, there should be an attempt 
to discontinue lending, based on some clearly worked out exit strategy (it 
is important that the borrowers be offered enough of the pie that they feel 
that they will be better off by exiting without defaulting on the loans). 

Of course, it is not always going to be easy to distinguish permanent and 
temporary shocks. In particular, what should we make of the firm that 
claims to have put in place strategies that help it survive the shock of Chi
nese competition, but that the strategy will work only in a couple of years? 
The best rule may be to use the information in profits and costs over sev
eral years and the experience of the industry as a whole. 
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One constraint on moving to a rule of this type is that it puts more weight 
on the judgment of the loan officer, who would now also have to judge 
whether a company's profitability (or the lack of it) is permanent or tem
porary. This increased discretion will obviously increase both the scope for 
corruption and the risk of being falsely accused of corruption. As we saw 
above, the data are consistent with the view that loan officers' fcars of being 
falsely accused of corruption pushes them to avoid taking any decisions if 
they can help it. It would be difficult to achieve better targeting of loans 
without reforming the incentives of the loan officers. 

Other steps can go some distance toward this goal, even within public 
banks. First, to avoid a climate of fear, there should be a clear separation 
between investigation of loans and investigations of loan officers. The loan 
should be investigated first (could the originaJ sanction amount have made 
sense at the time it was given? were there obvious warning signs?), and a 
prima facie case that the failure of the loan could have been predicted must 
be made before the authorization to start investigating the ofliccr is given. 
Ideally, until that point the loan officer should not know that there is an 
investigation. The authorization to investigate a loan officer should also be 
based on the most objective available measures of the lifetime performance 
of the loan officer across all the loans where he or she made decisions, and 
weight should be given both to successes and to failures. A loan officer with 
a good track record should be allowed some mistakes (even suspicious
looking mistakes) before he or she is open to investigation. 

Banks should also create a separate division, staffed by bankers with high 
reputations, that is allowed to make a certain amount of high-risk loans. 
Officers posted to this division should be eXplicitly protected from investi
gation for loans made. Some extra effort will probably be needed to reach 
out more effectively to the smaller and less well-established firms not just 
on equity grounds, but also because these firms may have the highest returns 
on capital. A possible step in this direction would be to encourage estab
lished reputable firms in the corporate sector as well as multinationals to set 
up small specialized companies whose only job is to lend to smaller finns in 
a particular sector (and possibly in a particulm' location). These new com
panies would be the equivalent of the many finance companies that do ex
tensive lending all over India, but with links to a much bigger corporate 
entity and therefore better creditworthiness. The banks would then lend 
to these entities at some rate that would be somewhat below the cost of cap
ital (instead of doing priority sector lending), and these finance companies 
would then make loans to the firms in their domain, at a rate that is at 
most some fixed amount higher than their borrowing rates. Being small and 
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connected to a particular industry, these finance companies could acquire 
detailed knowledge of the firms in the industry and would have an incentive 
to make loans that would appear adventurous to outsiders. 

Finally, giving banks a stronger incentive to lend by cutting the interest 
rate on government borrowing will also help. The evidence reported above 
suggests that where lending is difficult, making lending to the government 
less lucrative can strongly encourage bankers to make loans to the private 
sector. Thus it is the less obviously creditworthy firms that suffer most from 
the high rates of government borrowing. 



Comment and Discussion 

Urjit R. Patel: The Baneljee, Cole, and Duflo paper presents a series of 
hypotheses that, strictly speaking, relate to banking pe~f'(),.mance in India 
rather than to reform, except in the limited sense of decisions taken regard
ing dilution and embellishment of stringent administrative dictates im
posed earlier. More important, it does not adequately address the issue of 
how to proceed with even the limited changes that the authors suggest. 
Although the paper addresses the micro-behavior of the bank from which 
the data are drawn, the systemic "macro" implications of that behavior 
remain tenuous at best. 

Most of my comments will deal with the paper's conclusions and rec
ommendations rather than the mechanics of the models themselves. As to 
the models, I will focus on the first one, not just because it is the most 
detailed but also because it is the most contemporary. Since the practice of 
banking changed sO vastly in the latter half of the 1990s, conclusions 
regarding differences in the 1970s and 1980s, though interesting in them
selves, are likely to have little "predictive utility" for policy in the current 
environment. 

The results obtained by the authors are congruent with intuition-that 
is, there is little about them that is surprising. A statistical deconstruction 
of the estimation procedure, however, turned out to be surprisingly diffi
cult, especially given the apparent simplicity of the estimation equations. 
I have to admit that although the language is a bit dense, the modeling 
steps are crafted methodically, and I enjoyed trying to second-guess the 
authors' underlying reasoning. A clearer picture of the rationale of the 
constructs emerged on reviewing the authors' 2002 working paper. Even 
then, the rationale and intuitiveness of the multiplicative term as an 
instrument for growth in credit is not completely convincing, but I sup
pose, in an elliptical way, it could capture the interaction of spatial and 
temporal distribution of firms. The periodicity of the dataset (1997-99) 
that the authors use is not self-evident: are the data periodic (annual, quar
terly, or something else), or are they sporadic, in the sense that they were 
available when the bank made the loan decision and were then aggregated 
by the authors? 

~?.tI. 



Abhijit V. Banerjee, Shawn Cole, and Esther DufJo 325 

A brief description of the procedure the authors used to test their 
hypothesis of under/ending is warranted. They look at under-lending from 
the viewpoint of firms, a clever "turning on its head" of the normal approach 
to credit constraints. If firms are not credit constrained, there is no under
lending. A testable hypothesis is the corollary that for constrained firms rev
enue growth should be greater than growth in subsidized credit, and this is 
the hypothesis that the authors test. Equation (1) tests whether credit 
growth differed across types of finns (BIG or small), over time (POST) or 
as a combination of the two (BIG * POST). In my understanding, the 
sequence is as follows: they filter out the differential treatment, if any, of 
"small" and "big" firms, of lending before and after the ("inclusion" of) 
policy change, and of interactions between the two. These are essentially 
the results in tables 1 and 2. 

Were there some other extraneous policy changes during this period 
(apart from the higher credit limits that allowed segmentation of the sam
ple) that might have changed the bank's decisionmaking and thereby inter
fered with the control structure of equation (1)? Looking at the Economic 
Survey of India for 1998-99, one finds that indeed there had been changes 
in 1998 relating to loans to small-scale industry (SS1) units. For instance, 
ceilings for working capital (subject to 20 percent of annual turnover) were 
doubled from Rs. 2 crore to Rs. 4 crare. The powers of bank managers of 
specialized SSI branches had been "enhanced" to allow them to make 
credit decisions at the branch level. Following the report of a high-powered 
committee in June 1998, measures like enhancing composite loans from 
Rs. 2 1ak:h to Rs. 5 lakh, delegating more powers to branch managers for 
granting ad hoc facilities, and so forth were implemented. These policy 
relaxations are likely to have had an impact on banks' lending decisions 
regarding both firms that were below and firms that were above the changed 
exclusion limit. 

As for column (2) in table 2, where the effect of borrowing from the mar
ket by small firms (that is, the substitution effect) is incorporated, it is 
unclear what it means by small firms borrowing from the market. It is 
unlikely that small firms are accessing the capital markets; maybe the 
authors mean loans from SIDBI, state finance corporations (SFCs), or other 
similar sources. Other financing modes available to SSIs-for example, bill 
discounting-also should be included in the definition of credit. Various 
directives and notifications from the RBI regarding these channels have the 
potential of distorting credit aggregates if all the components have not been 

factored in. 
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TAB lE 10. Business Loan Rates, 1996-99 

Minimum general Rate charged Cost of 
loan rate of Prime lending to small-scale sCheduled 
scheduled rate of Industrial industries by state commercia! 
commercia! Development financial bank funds 

banks Bank of India corporations (deposits) 

1996-97 14.5-15 16.2 12-27.5 11-12 
1997-98 14.0 13.3 12-18 10.5-11 
1998-99 12-13 13.5 12-18.5 9-11 
Average 
1997-99 13.3-14 14.3 12-21.3 10.2-11.3 

Source: Reserve Bank of India (2003, table 63, pp. 99-100). 

There are multiple references to subsidized credit, and in some ways the 
key to identifying credit-constrained firms is their behavior on being able 
to access "subsidized" credit. We normally associate subsidized credit with 
priority sector lending; in this case, small firms (SSIs) would be the typical 
candidates for being credit constrained. At what rates have they been 
granted credit? Some figures from the 2003 RBI Handbook (iStatistics are 
given in table 10. 

In light of these numbers, it is rather difficult to judge whether SSIs 
indeed have had access to "subsidized" credit. One then has to be very care
ful about benchmarking these rates with banks' published prime lending 
rates (PLRs), as the authors later seek to do for the interest rate spread with 
respect to the PLR of the State Bank of India (SBI). PLRs in Indian bank
ing, unlike in other counties, are quite deceptive, with significant sub-PLR 
lending often taking place. 

In the model far testing the effect on credit growth of vigilance activi
ties, causality effects that could bias the coefficient estimates cannot, prima 
facie, be ruled out. For instance, higher credit growth could have been the 
result of increased "extra-commercial" considerations for disbursement, 
thereby leading to more vigilance investigations. 

So much for the technical aspects of the models. Now let me address the 
authors' conclusions and comments on the future of banking reform. I 
could not agree more with them about the need for privatization. Many of 
the incentives and disincentives that the authors mention, test, and attempt 
to quantify are considerably more likely to be correctly aligned with the 
goals of banking reform in a privatized environment. 

Some of the authors' observations might have benefited from elabora
tion of the underlying processes. For instance, it is not surprising that 
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priority sector lending of pri vate sector banks surpassed that of public sec
tor banks in 2003. This is patently due to the growth of individual housing 
loans (less than Rs. 10 lakh)-which, for urban areas, had already been 
included as part of priority lending since 1999;1 as of April 2003, loans of 
less than Rs. 10 lakh in rural and semi-urban areas also were included. For 
private banks, the Report on Trends and Progress in Banking in 2002-03 
shows that the share of "others" (that is, other than agriculture and S5I) in 
priority sector loans-which include home loans-was the highest. More
over, as of 2003, loans to NBFCs toward their S5I lending also count as pri
ority sector loans. (This last measure, incidentally, is close to the authors' 
prescription that banks be empowered to lend to specialized companies.) 

The authors state that for the period between 1977 and 1990, studies 
have shown some improvement in rural poverty and output because of the 
increase in rural branch bank openings. Remember, though, that this was 
precisely the period when a whole slew of "development" programs ren
dered the public exchequer bankrupt. In addition, the tapering off of rural 
branch additions, especially for nationalized banks, after the "4 for 1" 
scheme was abolished does not tell us much about what-other than the 
high base levels-might have led to this phenomenon in terms of under
lending. It is instructive that as of March 2003, despite the fact that 49 per
cent of bank branches were in rural areas, their share of credit was only 
10 percent. 2 One can but conjecture that rural areas could, in fact, be con
sidered "overbanked" in some sense. 

The authors' contention that "privatization wiIlmake it harder for the 
government to get private banks to comply with [agricultural lending sub
targets]" cannot be ignored. In this context, a proposal that merits con
sideration is a suitably designed mechanism to use "minimum subsidy 
bidding" to provide lUral credit. Acquisition of financial resources from 
lUfal and semi-urban areas has already been accomplished quite efficiently 
through the various small savings schemes, which can be ramped up 
through greater collaboration with the extensive network of post offices. 
The problem is credit delivery. Some corporations are now beginning to 
explore underdeveloped rural markets to tap their latent purchasing power, 
and these markets might also be profitably explored as avenues for the use 
of funds from small savings schemes. Besides, an extensive network of 
regional rural banks already exists. While there are likely to be problems in 

1. RBI Master Circular (March 2004), paragraph 1.8.1.1. 
2. RBI Banking Statistics, Quarterly Handout (March 2003). 
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ensuring suitable deployment of funds, credit delivcry mcchanisms other 
than through commercial banks should be explored. 

I have some disagreement with the authors on their seeming perception 
of a heightened risk of bank failure following privatization. First, is there 
something inherent in the risk profile of their portfolios, their lending pro
cesses, or their incentive structures that makes private banks more prone to 
failure (in the sense of bad loans eroding their net worth)? Prima facie, the 
lending processes of some public sector banks that I am aWare of make 
them more vulnerable to bad decisions. Second, pres liming that this is so, 
is it an empirically validated phenomenon, especially for f!ldia'! Remem
ber, we are talking of commercial banks, not the rewtivcly less regulated 
cooperative banks or NBFCs. 

Ownership of public sector banks remains a fundamental harrier to 
establishing the "conect" incentives in risk management-for instance, as 
the authors say, in making "lending ruJes more responsive to current prof
its and projections offuture profits." In a properly enforced regulatory envi
ronment and with the enhanced commercial discipline increasingly being 
demanded by shareholders, a focus on (risk-adjusted) return on equity is 
best achieved through profit maximization by intermediaries. 

There can be no quarrel as such with the apparent remedial prescription 
for more tightly enforced prudential regulation. However, reading through 
the authors' approach to regulation, I get a lingering "feeling" that they 
advocate a more intrusive ratio-based oversight, although admittedly I may 
be mistaken. I am a bit ambivalent about this; tighter enforcement is a must, 
but the approach should devolve risk management toward the banks. 
Regulation is moving away from stifling ratiocentric approaches toward a 
more decentralized risk management system (the Basle II approach), and, 
to its credit, the RBI already has embarked on a prompt corrective action 
approach-which ensures that regulators act in a timely fashion-with a 
pilot under way. Furthermore, both shareholder and depositor scrutiny need 
to be augmented, to bring greater commercial discipline to banks. One area 
that deserves rethinking in this regard is deposit insurance, which thus far 
has contributed to lulling depositors into an unwarranted, false sense of 
security. 

The observations on establishing processes to give more discretion to 
public sector loan officers are very sensible, and the approach in my own 
institution points to taking collective responsibility in approving loans; in 
fact, all banks have credit committees, with variolls degrees of empower
ment. While one may completely agree with the authors about banks' need 
for internal bureaucratic reforms to advance loan disbursement, there have 
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to be concomitant reforms in bankmptcy and foreclosure laws to allow 
them to turn distressed assets around expeditiously. 

The prescription regarding making holdings of government securities by 
banks less attractive is more open to criticism. Altificial tampering with 
interest rates is not desirable, interfering as it does with an authentic inter
est yield curve fOlmation. Besides the obvious injunction to reduce gov
ernment bOl1'0wing, the role of the RBI as sector regulator on the one hand 
and investment banker to the government's borrowing program on the 
other-and the consequent potential conflicts of interest-is what needs to 
be examined more closely. 

General Discussion 

Suman Bery raised the issue of how the microeconomic analysis of the 
Baneljee paper could be related to macroeconomic questions, such as those 
about capital account convertibility and financial vulnerability. The ques
tion is whether India would be well served or badly served by the fact that 
public sector banks dominate the banking sector and private sector banks 
operate in their shadow. In response, Banerjee said that regarding financial 
vulnerability, when nothing responds to anything-for example, firms get 
the same loans whatever happens-the system is actually going to be pretty 
stable. This is a system that is going to be hard to hit through exchange rate 
changes. The way the economy gets hit in typical financial-flow crisis mod
els is through the credit channel: if banks do not have enough liquidity, they 
stop lending. But if the situation is one in which banks keep lending and 
finns keep b011'Owing regardless of the liquidity position, it is going to be a 
very static system that does not have the unstable dynamics of a more 
responsive system. 

SUljit Bhalla returned to the issue of nonpelforming assets (NPAs), 
arguing that in view of the capital gains on the public debt held by banks, 
no matter how the level is calculated, the low level of NP As reflected in the 
official ligures is quite accurate. Rakesh Mohanjoined in, making the point 
that whatever the definition used, NP As are definitely coming down. The 
low level of lending to the industrial sector has helped in this. 

Responding to other comments, Banerjee said that the paper did mention 
privatization as one of the options being discussed. Maybe the authors were 
too cautious, and they will state it more forcefully in the future. That said, 
the most important steps that need to be taken are to ensure better enforce
ment of loan contracts, better loan service history, and stiffer penalties. Any 
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other measures would be just a Band-Aid. Baneljee noted, however, that he 
had not given enough thought to what happens when public sector banks 
have to compete against private sector banks. Maybe such competition will 
transform public sector banks, but the outcome will very much depend on 
the stance the government takes. If it just raises salaries as it has done 
recently, fails to exercise forbearance, and refuses to close down banks that 
are unable to compete, that will be the worst deal possible. 

In closing the session, Rakesh Mohan made several comments. First, the 
paper is about banking sector performance rather than banking reforms; in 
light of that, the authors might want to reconsider the title. Second, a very 
interesting experiment has been under way in India over the past dozen 
years. On one hand, private sector entry has been opened up; on the other, 
there has been a very conscious movement toward adoption of what might 
be called best practices in regulation and supervision. Today, the second
largest bank, ICICI, is a private sector bank that is very aggressive and is 
expanding fast. The interesting question is how this development interacts 
with the systematic introduction of such regulation and supervision. Third, 
under-lending is a real issue. The impression that there is under-lending 
is widespread, as evidenced by the recent proposals of the Ministry of 
Finance for large funds for agriculture, small-scale enterprises, and infra
structure lending. Fourth, based on Mohan's personal experience, even 
large banks seem not to have the credit histories of their borrowers. Finally, 
regarding vigilance, there is active discussion on making a clearer distinc
tion between when the Central Yigilance Commission (CYC) goes into 
action because there is a prima facie evidence of wrongdoing and when it 
does so just because some loan has gone bad. 
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