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1.0 Learning Outcomes
After studying this module, you shall be able to

1.1

•

Understand the importance of Service Sector in the Indian Economy.

•

Know the reasons that led to the growth of Service Sector.

•

Address the issue of sustainability of growth process led by service sector.

Introduction

“Since the industrial revolution, no country has become a major economy without becoming
an industrial power” Lee Kuan Yew, in a lecture in 2005. However, India’ s growth story is
seen as a paradox to this structural transformation due to the relatively poor performance of the
manufacturing sector as compared to the robust march of service sector. According to Central
Statistics Office the growth rate of GDP in India for the period 2014-15 was 7.3% while the
World Bank with an expected growth rate of 7.5% has forecasted that India is set to surpass
China for the first time by the end of this fiscal. India’s GDP has slowed down substantially
from 10.6% in 2010 to 7.2% in 2011, but it was still higher than the growth rate of emerging
economies (6.2%). However, the growth of service sector in India, its rising share in GDP, and
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its contribution to trade and investment has attracted global consideration. Service sector is the
second largest employer and also accounts for the largest share in India’s Foreign Direct
Investment inflows and outflows. In many countries economic growth is led by a shift from
agriculture to industries while India is considered as an outlier (Ansari 1995) as it has seen a
shift from agriculture to the service sector. Here it is to be noted that service sector grew more
slowly than industry between 1951 and 1990 but the growth in service sector accelerated in the
1990’s when it averaged 7.5 percent a year, while industry and agriculture grew on average by
5.8 percent and 3.1 percent respectively (see table 1). Further as measured in terms of
coefficient of variation, the growth in service sector has relatively been stable as compared to
the growth in industry and agriculture.

The development of service sector as the most vital sector of the Indian economy has been
dramatic in many ways. The pick-up in 1990’s was the strongest in business services,
communication and banking services followed by hotels and restaurants. While the most
observable and prominent element of the rise of service sector has been in software and
information technology but the spectrum of growth in services has been wider than the rise in
Information Technology. The literature on growth shows that as an economy mature, the share
of services in GDP increases consistently. In line with this trend India has witnessed a decline
in the share of agriculture in GDP and an increase in the share of industry and services. During
the period1952-2000 the share of agriculture in GDP has fallen from 58 to 25 percent, while
the share of industry has increased from 15 to 27 percent and that of services sector increased
from 27 to 48 percent. Here it is important to note that during 1990s share of services in India’s
GDP climbed by about 8 percentage points while that of industry remained constant.

It has been observed that liberalization and reforms are the important factors for the growth of
services sector in India (Chanda 2002). There also has been a change in consumption pattern
from essential commodities to discretionary demand like education, personal and health
services due to rise in per capita income. High income elasticity of demand for services,
technological progress and availability of skilled

Manpower has led to the growth of service sector. India was considered as the best place to
outsource the services by the developed countries which added to the demand for service sector
in India.
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1.2 Share of Services in Gross Domestic Product

There are two stages of development. In the first, share of service and industry increases as
countries progress while in the second stage, share of industry declines and that of services
increases as the economy is transformed into higher income level. India’s growth story follows
a similar pattern. In the period 1950-1990, share of agriculture in GDP declined by about 25
percentage points, while industry and services captured the share in equal proportion. However,
the share of industry has been constant since 1990 and the whole decline in the share of
agriculture has been taken up by the services sector in this period. At current level, India’s
services share of GDP is higher than the average for other low-income countries. However,
closer examination of data suggests that the whole issue of increase in share of service sector
in GDP has been overblown. It has not always been the case that services have been growing
faster than industry. Between the period 1950-51 and 1980-81 industry grew by an annual
average of 5.3 percent while the service grew by a slower 4.4 percent. This began to change
since 1980’s when service sector growth at 6.5 percent outpaced industry growth rate of 6
percent. The maximum divergence was seen between 1991 and 2000 when the services grew
promptly as compared to industry sector. As a consequence, the share of industry in GDP fell
marginally. In the last decade, the share of services in GDP has outpaced the combined share
of agriculture and industry (see table 1), in 2009-10 services, industries and agriculture
respectively accounted for 57.3%, 25.7% and 16.9% of India’s GDP. Nevertheless, the share
of services is lower than that of developed countries the United Kingdom (78.4%) and the
United States (78.2%), but higher than that of China (41.8%). The divergence in the growth
rate of the industry and agriculture was not too significant till 2010 but it has increased sharply
in the period 2011-13 (see table 2). Thus, many economists argue that India’s faster growth in
services, and its 55 percent share of GDP, is unnatural in a low-income economy. It is in this
sense that India is perceived to be an outlier.

It is to be noted that even during the global slowdown, services sector of India remained stable.
In 2009-10 services grew at 9.96% as compared to 8.81 percent growth in industries and 1.57
percent in agriculture. However, in the same period, variations can be seen in the performance
of service sector in the various states of India. The share of services in State Gross Domestic
Product was higher in the states like Bihar, Delhi, Kerala, Mizoram and West Bengal as
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compared to the all-India average while that of Chhattisgarh and Himachal Pradesh was lower.
The share of service sector in GSDP was high for states like Nagaland and Tripura but it is
expected to fall because growth rate of services in these states is low. The growth rate of
services is also low for states such as Andhra Pradesh, Karnataka, Rajasthan and Nagaland than
the all-India level while that of Arunachal Pradesh and Sikkim was higher.

Table 1: Share of all the sectors in GDP (percent)
(at 2004-05 prices)
1950-51
1960-61 1970-71 1980-81
1990-91
2000-01 2011-12
Agriculture 53.1
48.7
42.2 36.1 29.6
22.3
14.4
Industry
16.6
20.5
24.0 25.9 27.7
27.3
28.2
Services
30.3
30.8
33.8 38.0 42.7
50.4
57.4
Source: Reserve Bank of India, Handbook of Statistics on Indian Economy (2011-12)

1.3 Share of Services in Employment
A noticeable trait of India’s growth is that when there has been a substantial decline in the share
of agriculture in GDP, a change in share of employment has been rather little. Paradoxically,
the share of services in employment declined by about one percentage point during 1990’s and
exactly during this time share of services in GDP rose from 42 percent to 48 percent. Thus,
while production of output has shifted to services from agriculture, generation of employment
in services has encountered difficulty. It is unlike the experience of other countries as India is
witnessing a relatively jobless service sector growth and it has exceptionally low share of
service employment, when compared with other countries. Thus, there has been a lot of debate
on employment generating capacity of services sector. Looking at both the organized as well
as unorganized sector; in 1993-94 agriculture engaged 63 percent of the population while
services employed 21 percent of the population. Since then the broad pattern has remained the
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same with agriculture having the highest share though the percentage of people employed in
agriculture has declined marginally and a little increase in the employment in serviced have
been seen (see table 3). The retail sector has played a significant role in the service sector
employment and its share is still rising. The share of transport, storage and communication is
also increasing. However, the share of defense has declined. Further it is to be noted that in
2009-10 within the service sector, over 80 percent of the employment was in unorganized
sector. Sub-sectors like retail and wholesale trade provide unorganized employment while
services like finance, insurance, real estate and social and personal services largely provide
organized sector employment. Of the total organized employment, public sector has the share
of 86 percent in 1993-94 which declined to 75 percent in 2009-10. Hotels and trade is the only
sector where the private sector employment is higher than public sector employment. Among
states, Delhi and Kerala have the highest share in organized employment. Thus, we can
conclude that employment in service sector is low in India as compared to the share of service
sector in GDP is growing. Within services, share of organized sector employment is still small.
However, within the organized services sector, public sector dominates the employment in
services and thus private sector has not been very successful in creating organized services
sector employment.

Table 3: Shares of all the sectors in Employment

1.4 Reasons explaining the growth of Service Sector in India
A number of studies have attempted to explain the fast growth in the share of services in cross
country analysis. One of the early explanations given for service growth was the notion of
‘splintering’; this means manufacturers outsource non-core functions (safety guards, drivers,
and canteen staff) to other firms in order to keep the costs down. This resulted in the services
industry getting a fresh impetus. Changes in production technique can also cause a firm to
splinter and as a result, the proportion of output generating in service sector tends to increase.
Such splintering is seen in the increase in the use of services as intermediate inputs rather than
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as final demand. However it is to be noted that in the 1990s fastest growing services activities
were final consumption (communication and hotel and restaurants), and this shows that
splintering have played a less significant role in boosting growth in the 1990s. The changes in
the use of service sector as inputs do not appear to have grown in the 1990s and thus, usage of
services as inputs in other sectors is just partly responsible for the increase in services share in
GDP. The second reason can be the demand side impetus. Since 1951, the share of service
sector in private final consumption expenditure has almost tripled. Till the liberalization of the
early 1990s, the share of services in total private final consumption expenditure was stagnant.
However, this changed abruptly as share of services in total private consumption went up to 31
percent in 2000-01 and further to 39 percent in 2006-07. Dividing the demand for services into
sub sectors we find that private expenditure on education alone has increased from Rs. 1,558
crore in 1980-81 to Rs. 55,145 in 2006-07 (at current prices). The rising demand for education
especially from the poor will ensure that this remains a driver of GDP growth in the future.
Similarly, private expenditure on communications rose from a mere Rs. 522 crore in 1980-81
to Rs. 61,655 crore in 2006-07. Expenditure on health services and medical care has increased
from Rs. 3,434 crore in 1980-81 to Rs 64,777 crore in 2000-01 and then Rs 1,02,422 crore in
2006-07. Moving forward we also recognize that service sector especially Information
Technology is not restricted by the fetters imposed by the government as being done on
manufacturing activities. These shackles can be seen in terms of licensed capacity limits,
technology denial in the name of self-reliance, location policy directives and foreign exchange
controls. It is also to be noted that government made computer imports inexpensive and less
time consuming by changing the rules. Looking at the financial conditions we find that IT firms
enjoy a 30 percent margin sales on routine basis. This extent of profitability is vastly greater
than that of manufacturing companies. We find this in telecommunication sector as well where
call charge of Rs. 16 per minute in the mid 1990s dropped to less than a rupee by 2007 after
the policy changes in 1999 and 2003. This happened with the arrival of mobile phones so that
the connection service owners were able to profitable run their business by catering to the vast
untapped demand and reap economies of scale which resulted in sharp reduction in costs. This
can easily be interpreted as the repercussions of easing the restrictive policies of government.

1.5 Foreign Trade in Services
Liberalization and removal of regulatory policies have reinforced the trend of globalization and
given a spurt to the international investment and trade in services. Services like finance and
insurance have become traditional complements to trade in goods. This has been aided by
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technological development, growth of multinationals and new delivery models. India’s exports
of services has increased manifold mainly due to the global competitiveness which it enjoys in
IT and ITES services. India is able to achieve trade surplus in this segment as the demand for
India’s services exports has touched a remarkable level. In fact, India had a negative trade
balance in services but from 2004 onwards, it has a positive trade balance in services. In
addition to this, service exports has increased the number of well-paid jobs and employed labor
in a high productivity sector. Service exports have also led to increased tax revenues and
stimulated demand for infrastructure as well. The rapid growth in services trade is seen in the
period 1990-2010. While in 1980s India’s service trade was $6 billion which reached $240
billion in 2010. The growth rate of trade in services for India was not only higher than India’s
merchandise exports, but also more than the global services exports. For the period 1980-2010
the growth rate of world’s export of services was 7.84% while that of India was 13.2%. The
bulk of the growth was seen during the post-reform period of 1991-2010. Though the global
trade in services is dominated by the developed countries but emerging economies like China
and India are now in the top ten list of trading countries in services among WTO member
countries. Recent data shows that China is the fourth largest exporter of services while India
ranks eighth. However, India’s share in the global trade of services has increased from less than
one percent to over 3% in the period 1980-2010.The compounded annual growth rate of service
export for the period 2001-2010 is 23.6%. In 2011-12 export of services in absolute terms were
$142.3 billion. An important fact to be noted is that during 2006-07 to 2011-12, 38% of the
trade deficit on merchandise was financed by the surplus in service export.

1.6 Investment in Services

In the pre-liberalization period manufacturing attracted bulk of the FDI inflows (87% in 1980s)
but after liberalization it is the service sector which is the largest recipient of Foreign Direct
Investment (30.5% in 2000s). However, the share of services in FDI is falling since 2006-07
(see table 4). FDI is allowed in India through two routes- one is the automatic route and the
other one is government route. Automatic route is for services like agriculture, mining, energy
and construction, while for single-brand retail, courier services and natural gas pipeline
transportation services, government route is applicable. Though postal services and railways
do not allow FDI but it is partially allowed in air transport services, multi-brand retail and
banking services. FDI policy which is a reflection of general economic reforms and
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liberalization has led to magnificent increase. This is also due to the availability of skilled labor
at low wages. AT Kearney Global Services ranked countries in terms of best location for
outsourcing in 2011. India was the leading one among 50 countries, followed by China.
Surprisingly, the rank was highest due to human resources (2nd) but it was 43rd in terms of
business environment.

1.7 Is Growth led by Service Sector Sustainable?
Now we put forward the question that weather the role played by services in the growth process
sustainable in India. Many argue that income generated in service sector is in excess of the
demand created for services in the commodity market. This may have implications on inflation.
In addition to this, the income generated might grow faster than employment in the organized
sector so that the distribution of income may also get affected adversely. Thus, it is asserted
that this kind of growth is not sustainable in the future. Banga and Goldar1 (2004) addressed
this issue by empirically studying the impact of services input on productivity growth of
manufacturing sector. Their results showed that the increase in use of services has favourably
affected productivity in the manufacturing sector. Their study concludes India’s service sector
will be successful in creating its own demand.
Further it is interesting to note that service sector has the strongest impact on GDP compared
to the other two sectors. With a unit increase in services, GDP increases by 0.634 units while
the increase in GDP is 0.084 units for a unit increase in industry and 0.202 units for a unit
increase in agriculture. We can also rely on services for a sustainable growth because the
average share of services in GDP during 1990s was almost the same as the global level for a
country with similar per capita GDP. This emphasizes that India is not an outlier in the growth
process. Further, the annual growth rate in services in India was maintained at 10% even during
the global economic crisis when the total GDP growth rate fell from 9.3% in 2007-08 to 6.8%
in 2008-09. Sustainability issue can also be seen in terms of environment. Per capita CO2
emission in India has remained constant since 1980s though there have been increase in GDP
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per capita. This shows that India is growing with lesser pollution. With evolving technologies,
services are tradable without any harm to environment and they can be easily transported via
satellite without any CO2 emissions.
In our view growth process can be led by service sector only if the service sector contributes
to the productivity and efficiency of other sectors which requires less skilled laborers. India
being an agrarian economy cannot ignore the agriculture sector as half of the population is still
employed in it so it is essential for agriculture to prosper in order to have inclusive growth.
Now, how significantly does service sector benefit the agriculture sector is a matter of further
research. If the growth in service sector can form linkages with the other sectors and channelize
their growth as well then we can have a compelling theory where ‘service led growth’ can be
justified as an alternative growth process.

1.8 Summary and Way Ahead
1. Service Sector is the fastest growing sector in India.
2. It is contributing significantly to the Gross Domestic Product and Foreign Direct Investment
inflows in India.
3. Foreign Trade in services has increased manifold after 1991. India is ranked among the top
10 WTO member countries in the export and import of services.
4. The problematic issue is that the growth of services has not been able to generate
employment in India. A large number of people in service sector are working in unorganized
sector which provides limited job security.
5. The growth process of India led by service sector is sustainable only if it contributes to the
productivity and efficiency of other two sectors.
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UNIT-2: HUMAN DEVELOPMENT
Structure:
2.0 Learning Outcomes
2.1Introduction-Aspects of Human Development
2.2 Gross Domestic Product
2.2.1 GDP Concept
2.2.2 Pre-independence National Income and per capita income
2.2.3 Post-Independence National Income
2.2.4 GDP in India
2.2.5 Regional Differences
2.3 Expectancy of Life at Birth
2.3.1 Life Expectancy in pre-Independence India
2.3.2 Life Expectancy in post-Independence India
2.3.3 Regional Differences
2.4 Literacy
2.4.1 Literacy in India
2.4.2 Pre-Independence Literacy
2.4.3 Post Independence Literacy
2.4.4 Reasons for low literacy rate
2.4.5 Regional Differences
2.5 Gross Enrolment Ratio
2.6 Summary

2.0 Learning Outcomes
After studying this module, you shall be able to
•
•
•
•
•

Know what the components of Human Development
Learn the background and present situation of each such component in India
Identify factors behind their behavior
Evaluate what is being done by the Indian government in their respect
Analyze what still requires to be done regarding them
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2.1

Introduction

Aspects of Human Development

Human Development is an aspect of Economic Development that has come into focus since
the 1990s. The associated Human Development Index (HDI), computed regularly by the
UNDP, is a summary composite index that measures a country's average achievements in three
basic aspects of human development: (1) Standard of living is measured by GDP per capita
(PPP US$), (2) Longevity as measured by life expectancy at birth and (3) Knowledge as
measured by a combination of the adult literacy rate and the combined primary, secondary, and
tertiary gross enrolment ratio. This module, separately discusses the three aspects of Human
Development.

2.2 Gross Domestic Product

2.2.1 Concept of Gross Domestic Product (GDP)
The GDP and per capita GDP are of relatively recent usage. The previously used measures
were National Income and per capita income. Gross domestic product (GDP) is the market
value of all officially recognized final goods and services produced within a country in a year,
or other given period of time. GDP=C+G+I+NX where: C is total private consumption, or
consumer spending, in a nation's economy G is total government spending I is total investment
or business spending on capital NX is the nation's total net exports, calculated as total exports
minus total imports (X-M). Simon Kuznets ushered in the use of GDP (as distinct of National
Income) as a measure of Economic Development. Before mid-20th century, only the concepts
National and per capita incomes were studied.
2.2.2 Pre-Independence National Income and per capita income
In 1873 Dadabhai Naoroji had estimated that the national income of India in 1867-68 was Rs.40
billion whereas the per capita income was Rs. 20. It revealed that colonial rule in India was not
at all showing economic development. William Digby’s estimates, covering 1850 to 1900, also
revealed that India was anything but `prosperous’ under British rule. Statistical and
methodological defects notwithstanding, these estimates remain a milestone in the economic history of
India. There were many subsequent estimates. After Independence, the National Income Committee,
Government of India, calculated India’s national income to be Rs 87.1 billion in 1948-49 and the per
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capita income to be Rs 255. This can be taken as providing some idea of the situation prevailing at the
start of India’s post-Independence economic development.

2.2.3 Post-Independence National Income (NNP at factor cost)
The Central Statistical Organization (CSO) regularly publishes National Income statistics.
Recently it has started a new series with 1999-2000 as the `base year’.
(en.wikipedia.org/wiki/Measures_of_national_income_and_output.)

According to the Economic Survey 2012-13, the average annual percentage rate of growth of
the National Income during the Five Year Plan period is as follows:

These figures indicate that economic development has definitely been taking place in India
after Independence.
2.2.4 GDP in India
In India, the growth rate in GDP measures the change in the seasonally adjusted value of the
goods and services produced by the Indian economy during the year. India is the world’s tenth
largest economy and the second most populous. The most important and the fastest growing
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sector of Indian economy is the Services sector. Trade, hotels, transport and communication;
financing, insurance, real estate and business services and community, social and personal
services account for more than 60 % of GDP. Agriculture, forestry and fishing (the Primary
sector) constitute around 12 % of the output, but employs more than 50 % of the labor force.
Manufacturing (part of the Secondary sector) accounts for 15 % of GDP, construction for
another 8% and mining, quarrying, electricity, gas and water supply (the remaining part of the
Secondary sector) for the remaining 5 %.
The rate of growth of Gross Domestic Product (GDP) in India averaged 1.62 % from 1996 until
2013, reaching an all time high of 9.80 % in the fourth quarter of 2003 and a record low of 1.90% in the first quarter of 2009.
2.2.5 Regional Differences
India shows much regional difference in respect of GDP. The growth performance is uneven
among the states.

This shows annual growth in each state's GDP per capita for the years between 2004 and 2011.
In 2009-10 the percentage. There were regional differences. For example, in Maharashtra the
percentage GDP growth was 18.3, Gujarat 13.3 whereas in Orissa it was 10.3, and 7.3 in
Tripura.

2.3 Expectancy of Life at Birth
2.3.1 Life Expectancy in pre-Independence India
Life Expectancy is a statistical measure of how many years a newborn may be expected to live;
it is a future prediction rather than a past estimation.
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Before the Census started in 1867-72, the average life span of the Indian population was as low
as 20-25 years. Although continuous data is not available, the situation at the beginning of the
20th Century was not much better. Expectation of life at birth in 1901-11 was only 22.9 years.
But there was appreciable increase since the 1920s and in 1941-50, the same expectation was
32.0 years.

2.3.2 Life Expectancy in post-Independence India
Life expectancy at birth for Indian males went up to 48.6 years in 1970 and 63.2 years in 2010.
For Indian females it rose to 49.1 years in 1970 and 67.5 years in 2010.This reflects.
Improvements in medical and sanitation facilities and some degree of the awareness for family
Planning.

2.3.3 Post-Independence National Income
The Central Statistical Organization (CSO) regularly publishes National Income statistics.
Recently it has started a new series with 1999-2000 as the `base year’.
(en.wikipedia.org/wiki/Measures_of_national_income_and_output)
According to the Economic Survey 2012-13, the average annual percentage rate of growth of
the National Income during the Five-Year Plan period is as follows:
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These figures indicate that economic development has definitely been taking place in India
after Independence.
2.2.4 GDP in India
In India, the growth rate in GDP measures the change in the seasonally adjusted value of the
goods and services produced by the Indian economy during the year. India is the world’s tenth
largest economy and the second most populous. The most important and the fastest growing
sector of Indian economy is the Services sector. Trade, hotels, transport and communication;
financing, insurance, real estate and business services and community, social and personal
services account for more than 60 % of GDP. Agriculture, forestry and fishing (the Primary
sector) constitute around 12 % of the output, but employs more than 50 % of the labor force.
Manufacturing (part of the Secondary sector) accounts for 15 % of GDP, construction for
another 8% and mining, quarrying, electricity, gas and water supply (the remaining part of the
Secondary sector) for the remaining 5 %.
The rate of growth of Gross Domestic Product (GDP) in India averaged 1.62 % from 1996 until
2013, reaching an all time high of 9.80 % in the fourth quarter of 2003 and a record low of 1.90% in the first quarter of 2009.
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2.2.5 Regional Differences
India shows much regional difference in respect of GDP. The growth performance is uneven
among the states.

This shows annual growth in each state's GDP per capita for the years between 2004 and 2011.
In 2009-10 the percentage. There were regional differences. For example, in Maharashtra the
percentage GDP growth was 18.3 , Gujarat 13.3 whereas in Orissa it was 10.3, and 7.3 in
Tripura.

2.3 Expectancy of Life at Birth

2.3.1 Life Expectancy in pre-Independence India
Life Expectancy is a statistical measure of how many years a new born may be expected to
live; it is a future prediction rather than a past estimation.
Before the Census started in 1867-72, the average life span of the Indian population was as low
as 20-25 years. Although continuous data is not available, the situation at the beginning of the
20th century was not much better. Expectation of life at birth in 1901-11 was only 22.9 years.
But there was appreciable increase since the 1920s and in 1941-50, the same expectation was
32.0 years.
2.3.2 Life Expectancy in post-Independence India
Life expectancy at birth for Indian males went up to 48.6 years in 1970 and 63.2 years in 2010.
For Indian females it rose to 49.1 years in 1970 and 67.5 years in 2010.This reflects
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improvements in medical and sanitation facilities and some degree of the awareness for family
planning.

2.3.3 Regional Differences
The all-India figures conceal some regional differences,

Life Expectancy at Birth
This is a list of Indian states by Life Expectancy at birth. The figures come from the 2011
Human Development Index Report by United Nations Development Programme (UNDP)
India. The figures are for 2002-6. The deeper the green, the greater the life expectancy. Kerala
has the highest Life expectancy among the states in India. The figures for North-Eastern States
are unavailable.

17

Rank
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19

State
Kerala
Punjab
Maharashtra
Himachal Pradesh
Haryana
Tamil Nadu
Karnataka
West Bengal
Andhra Pradesh
Gujarat
India
Rajasthan
Bihar
Uttarakhand
Uttar Pradesh
Odisha
Assam
Jharkhand
Chhatisgarh

Life Expectancy at Birth (2006)
74.0
69.4
67.2
67.0
66.2
66.2
65.3
64.9
64.9
64.7
64.4
64.1
63.5
60.0
60.0
59.6
58.9
58.0
58.0

There are further regional variations if male and female figures are considered separately. In
general the female figures are higher than the male figures.
The Kerala figures for 2006-10 the same period are 72.0 and 76.8, the Tamil Nadu figures are
67.6 and 70.6. However, the Orissa figures are 62.3 and 64.8 and Bihar figures are 61.6 and
62.8. But in general in every state there has been improvement and no deterioration. Indians on
an average are living longer,’ However it is a matter of concern that the number of deaths in
the age groups below 50 is going up, as revealed in recent reports on Global Burden of Disease
published in medical journal The Lancet.
Sources: http://www.worldlifeexpectancy.com/india-life-expectancy
en.wikipedia.org/...Indian_states...life_expectancy_at_birth

2.4 Literacy
2.4.1 Literacy in India
To be literate is to have the basics of reading, writing and arithmetic.
The United Nations Educational, Scientific and Cultural Organisation (UNESCO) has drafted
a definition of literacy as the "ability to identify, understand, interpret, create, communicate,
compute and use printed and written materials associated with varying contexts. Literacy
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involves a continuum of learning in enabling individuals to achieve their goals, to develop their
knowledge and potential, and to participate fully in their community and wider society.
(http://en.wikipedia.org/wiki/Literacy_in_India)

UNESCO aims at 100% literacy in the world by 2015. India currently has the largest illiterate
population. The world average literacy rate is 84% and the Indian literacy rate was 74.04% in
2011. The decadal literacy growth 2001 and 2011 was 9.2%, less than the growth seen during
the previous decade.

The Adult Literacy Rate (15+ years age group) and the Youth Literacy Rate (15-24 years age
group) are, for the World, 84 (in 1998) and 88 (2001),for China 95.9 (2009) and 99.4 (2009),
and for India 74.4 (2001) and 82(2011), for Bangladesh 53.5(2007) and 69 (2007).
2.4.2 Pre-Independence Literacy
On the eve of Independence from British rule, India was characterized by mass illiteracy. The 1941
Census, the last census under British rule, estimated the literacy rate to be 17 per cent.
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Because of India’s oral tradition and the Gurukul or ashram system of education, coupled with
the traditional gender-bias, rise in literacy in India was witnessed only under British influence,
that is, in the colonial period.
2.4.3 Post Independence Literacy
After independence, the provision of universal and compulsory education for all children in the
age group of 6–14 years found a place in the Directive Policy in Article 45 of the Constitution,
Various schemes and policies were adopted with varying degrees of success to make the ideal
a reality. Constitution 86th Amendment Act, 2002, made elementary education a fundamental
right for children in the age group of 6–14 years.

The literacy rate (%) in India grew from 18.33 in 1951, to 28.30 in 1961, 34.45 in 1971, 43.57
in 1981, 52.21 in 1991, 64.84 in 2001 and 74.04 in 2011.The population meanwhile grew from
361 to 1,210 million.

After half a century of economic development, in 1990-91, Adult Literacy rate grew to 64 for
males and 39 for females, as derived from the census reports and cited in INDIA Economic
Development and Social Opportunity, ed. Jean Dreze and Amartya Sen (p 84).
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2.4.4 Reasons for low literacy rate

(i) The fiscal allocation to governmental education sector is very low. In spite of a target
allocation of 6% recommended by the Kothari Commission, the percentage allocated to
education was never above 4.3% of the GDP from 1951 to 2002
(ii) Primary-level government schools are marked by inadequate and inappropriate school
facilities, apathy and inefficiency of teaching staff who are themselves inadequately paid; lack
of drinking water, toilets and safety measures like fire precautions.
(iii) Caste disparities resulting in high enrolment and dropout rates.
(iv) Poverty in India has also deterred the pursuit of formal education which is regarded as a
lesser priority among the poor as compared to other basic necessities.
(v) Prevalence of massive illiteracy among women (due to various socio-economic factors) is
another reason for the low literacy rate in India. Female literacy rates are lower at 65.46% than
that of their male counterparts at 82.14%. The gender gap appears to be narrowing. Growth in
female literacy rates (11.8%) was substantially faster than in male literacy rates (6.9%) in
2001–2011.
2.4.5 Regional Differences in Literacy

India displays much regional disparity, the state of Kerala, in particular, stood out in contrast
with adult literacy at 94 for males and 98 for females in 1990-91. This, of course, is admitted
to be largely due to Kerala’s historical background. According to subsequent Census reports,
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male literacy in India in 1991-2001 was 90.18, Female literacy 77.42. The corresponding
figures for 2001-11 are 93.76 and 85.07 respectively. Kerala continues to be the most literate
state (93.91% overall literacy (and Bihar the least (63.82).

Mizoram is the second most literate state in all of India, second only to Kerala Bihar and
Arunachal Pradesh are the only two states where less than 75% of the male population is
literate. Six Indian states account for about 70% of all illiterates in India: Uttar Pradesh, Bihar,
Madhya Pradesh, Rajasthan, Pradesh and West Bengal. Slightly less than half of all Indian
illiterates (48.12%) are in the six Hindispeaking states of Uttar Pradesh, Bihar, Rajasthan,
Madhya Pradesh, Jharkhand and Chhattisgarh.
Interestingly, variations in literacy exist even between adjacent states.
States which have had success in their recent literacy efforts include Bihar, Himachal Pradesh,
Tamil Nadu and Rajasthan.

The government , the corporate sector as well as non-governmental organizations (NGOs) India
are trying to improve the literacy level in India, and thereby the level of human development.

2.5 Gross Enrolment Ratio
Gross Enrolment Ratio (GER) or Gross Enrolment Index (GEI) is a statistical measure used in
the education sector and by the UN in its Education Index to determine the number of students
enrolled in school at several different grade levels (like elementary, middle school and high
school), and examine it to analyze the ratio of the number of students who live in that country
to those who qualify for the particular grade level. The United Nations Educational, Scientific
and Cultural Organization(UNESCO), describes 'Gross Enrolment Ratio' as the total enrolment
within a country "in a specific level of education, regardless of age, expressed as a percentage
of the population in the official age group corresponding to this level of education."

To calculate the GER, a country divides the number of individuals who are actually enrolled
in schools by the number of children who are of the corresponding school enrolment age.
There are three such ratios- primary, secondary, and tertiary gross enrolment ratios.
Gross Primary School Enrolment Ratio considers children usually between the age of 6 - 11.
Gross Secondary School Enrolment Ratio considers children usually between the age of 12 -
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17. Gross Tertiary Education Enrolment Ratio considers the number of young people in the
five-year age group following the secondary school leaving age, that is usually 18.GER is the
percentage of students enrolled in educational sector of different levels - 'primary’,’ secondary'
and 'tertiary' level of education as compared to the population of school age children of these
levels.

If a country has 600,000 people enrolled in school in 2013-14 and the total number of schoolage individuals is, 1,000,000 , then it has a GER of .6 or 60 5.

In the calculation of the `knowledge component of the HDI, combined gross enrolment ratio
(CGER), incorporating all three levels of education, is used with a one-third weight. The adult
literacy rate is given one-third weight.

2.6 Summary
•

GDP per capita is an important component of Human Development as well as
Economic Development in general.

•

The rate of growth of Gross Domestic Product (GDP) in India averaged 1.62 % from
1996 until 2013, reaching an all-time high of 5.80 % in the fourth quarter of 2003 and
a record low of -1.90 % in the first quarter of 2009.

•

Life expectancy at birth for Indian males went up t 63.2 years in 2010, reflecting
improvement on medical, nutritional and other aspects of Economic Development.

•

The Indian literacy rate improved to 74.04% in 2011 but India remains the country
with the largest illiterate population in the world. The GER in India too is low, bringing
down this third component of the HDI calculated by the UNDP.
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UNIT-3 STRUCTURE AND DIRECTION OF FOREIGN TRADE

Structure:
3.0 Learning Outcomes
3.1 Introduction
3. 2 Export-Import Growth Scenario
3. 2.1 India’s Merchandise Trade
3.3 Trade Deficit
3.4 Composition of Foreign Trade
3. 5 Direction of Foreign Trade
3.6 Summary

3.0 Learning Outcomes
After studying this module, you shall be able to

• Understand the foreign trade scenario.
• Follow the trends in trade deficit of India.
• Appreciate the diversification of the composition basket of commodities traded with
India.

•

Know the changes in the list of trading partners of India.

3.1 Introduction
In the modern time not a single country is or can be economically self-sustaining. Foreign trade
has prospered over the past years and has benefitted various nations across the globe. In simple
words, Foreign Trade is the exchange of goods and services among different nations and is an
important source of revenue for developing nations. India even prior to independence
recognized the importance of foreign trade for achieving rapid economic growth and therefore
trade policy has been a focal point ever since. However, the structure and direction of foreign
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trade have undergone a radical change because of the changes in policies as discussed in the
chapter ‘Trade Reforms (1991) and new Trade Policy: 2009-2014’.
The pre-reform period did not witness any significant change in the foreign trade, especially
the export sector but in the post-reform period there have been notable changes in the trend,
pattern and structure of foreign trade. The assertion that liberalization will favor manufactured
goods and diversify the export sector has been materialized. The changes in the pattern of
exports have been more or less similar to the changes in patterns of production. The increasing
share of manufactured goods in exports is a reflection of the pronounced growth of share of
manufactured sector in Gross Domestic Product. Remarkably share of petroleum products have
increased in exports and we may expect that India may emerge as an ‘Asian Petroleum Hub’
in the near future. On the other hand, the recent export trend marks the relative poor
performance of the textile sector. This is an indicator that India is not able to receive entire
benefits from the removal of the ‘Multi Fiber Arrangement’. However, imports have grown
faster than exports in the post reform period and this has led to huge current account deficit.
During the period 1990-2008, share of exports in India’s GDP rose from 7.13 percent to 23.48
percent while the share of imports in GDP increased from 8 percent to 29 percent.
India has been an old participant in world trade. The opening of Suez Canal, speedy growth of
the ship building industry and the rapid construction of Indian railways has further promoted
its participation. There was rise in the output of oilseeds, cotton and jute during the period
1900-1914 largely due to a flourishing export trade. The First World War impeded India’s
foreign trade. However, immediately after the war period, the demand for raw materials
increased and India’s export again increased. But imports too increased during this period due
to increased spending of the consumers. India’s foreign trade again got a setback by the Great
Depression of 1930s mainly due to sharp fall in prices of commodities. But further, India
achieved huge export surplus during the Second World War and accumulated substantial
amount of foreign exchange. In the post-independence era, during 1950s India lacked the
enthusiasm for foreign trade and mainly relied on domestic factors to fuel growth. It adopted
the strategy of ‘import-substituting’ industrialization and therefore exports played a smaller
role. This meant extensive protection of domestic industries based on ‘infant industry
argument’ and overvalued exchange rate. This resulted in growing demand for imports and
discouraged exports (see table 1). India’s exports suffered mainly because very few incentives
were available to a limited set of manufacturing industries and agricultural products. High level
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of imports coupled with high inflation and budget deficits led to foreign exchange crisis which
resulted in devaluation of rupee for the first time in 1966.
Table 3.1: Exports and Imports as a Percentage of GDP

After the liberalization policies of 1991 the trend and structure of foreign trade has marked a
significant change. The efficiency and competitiveness of Indian industries was improved due
to the opening up of Indian economy to foreign participation. The policy reforms nonetheless
created a conducive environment and helped the exports to evolve as the engine of growth. For
instance, the share of India’s merchandise trade in world exports and imports has increased
from 0.7 percent and 0.8 percent respectively in 2000 to 1.7 percent and 2.5 percent
respectively in 2013.

3.2 Export- Import Growth Scenario

On the macro level, exports growth was almost stagnant for the period 1950-1970. The growth
rate was in the vicinity of 1.8 percent per annum. As discussed, this was due to import
substitution and lack of export stimulation measures. On the other hand, imports grew at the
rate of 4 percent per annum. This was due to the importance given to industrialization in the
first few years of planning process. However, this trend discontinued after 1966 when the
severe adverse effects of large imports on balance of payments were visible. At this time Indian
currency was devaluated and import control regime was tightened.
It is important to note that the world trade during the same period (1950-1970) grew by 7.5
percent but India failed to take advantage of the opportunities offered by the growing world
trade. The emphasis of the industrialization process was on the public enterprises but they were
in the infant stage and could not make any significant mark in the world market. Other domestic
industries were constrained due to licensing system and modernization was not easy to come
about. Thus, India remained the exporter of primary products when the world trade was
diversifying into a large number of industrial products.
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Interestingly, India’s exports performed comparatively better in 1970s than the previous
period. The average growth rate was 18.92 percent per annum during this period but it fell
sharply in 1980s. (Table 2 gives the growth rate on Year on Year basis). To make the analysis
simpler we discuss the decadal growth rates. The growth rate of exports in 1980s was mere
7.85 percent per annum. However the decline in imports was marginal. Imports grew at the rate
of 15.89 percent per annum in 1970s and 11.54 percent in 1980s. In absolute terms India’s
exports have increased from $1,269 million in 1950-51 to $8,486 million in 1980-81. Imports
during the same period have increased from $1,273 million to $15,869 million. India faced
severe balance of payment crisis in 1980s as a result comprehensive policy reforms were
undertaken in 1991.
In 1990s exports grew on an average of 13.33 percent per annum. But export growth was still
subject to wide ranging fluctuations during this period. For instance, the two years of 1991-92
and 1998-99 showed negative growth rates in exports. Imports on the other hand grew by 10.93
percent per annum, the growth rate varied between 2.2 percent to 28 percent. However, imports
showed a negative growth rate of 19.4 percent during 1991- 92. But the base of the imports and
exports enhanced considerably during 1990s and the commodity baskets in both exports and
imports witnessed diversification.
During 2001-2005 exports grew by 13.88 percent per annum with over 30 percent growth in
the year 2004-05 alone. From 2005-06 to 2007-08 exports grew in the vicinity of 25 percent
and the imports grew at the rate of 31 percent per annum. The next major setback for India’s
exports was the global crisis in 2008. Rising inflation due to high oil prices and the collapse of
large investment banks around the world led to recession. In 2009-10 imports marked negative
growth of 0.78 percent (for the first time in last two decades) and exports were also impacted.
The fall in trade was arrested in 2010 as the growth in volumes of trade in emerging nations
was more robust than that of developed economies, just as the fall in 2009 had been less severe.
India was among the few countries which weathered the global crisis well and even surpassed
the pre-crisis peak of trends in trade. The recovery has been possible due to the fiscal stimulus
imparted by the governments and the low base of the preceding years.
In 2013-14 the growth rate of exports was 4.1 percent. This was a great turnaround from the
previous year’s negative growth of 1.8 percent. In 2014-15 exports grew at the rate of 5.3
percent with the highest and double digit growth rate of 12.4 percent seen in May, 2014. On
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the other hand import growth has declined sharply from 32.3 percent in 2011- 12 to 0.3 percent
in 2012-13. In 2013-14 imports marked a negative growth rate of 8.3 percent and this trend
continued in 2014-15 when imports fell by 13.2 percent. The trend in imports can be attributed
to the several measures taken by the government to curtail the value of gold and silver imports.
Table 3.2: Growth rate of Exports and Imports

3.2.1 India's Merchandise Trade

India’s merchandise trade has increased manifold from $195.1 billion in 2004-05 to $764.6
billion in 2013-14. As per the World Trade Organization (WTO), India’s ranking in terms of
leading exports improved from 30 in 2004 to 19 in 2013 and in imports it increased from 23 in
2004 to 12 in 2013. Though the export share is still less, it has definitely increased since the
economic reforms of 1991. India’s share in world exports was 0.56 percent in 1991 which has
increased to 1.52 percent in 2009. Even when India’s export growth has almost continuously
been above world export growth in the 2000s but still counties like China. South Korea or
Taiwan have made greater global impact when compared to India
Taking account of data we do find that India’s merchandise trade as a proportion of GDP
increased from 29 percent in 2004 to 41.8 percent in 2014. But after growing by 4.7 percent in
2013-14, India’s merchandise exports moderated to 2.4 percent in 2014-15. On the other hand,
the value of petroleum, oil and lubricants (POL) imports, which accounted for 36.6 percent of
India’s total imports in 2013-14 declined by 7.9 percent in 2014-15. But this was largely due
to decline in the price of international crude petroleum products. However, a cause of worry is
that there has been a contraction in exports and imports since December 2014. Even though
this has led to a temporary improvement in trade balance but the reasons for the decline in
exports and are to be considered. According to Surajit Mazumdar the fall in international oil
prices and its impact on value of trade, explains this decline only partially. In fact it is the
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industrial stagnation which has reinforced this tendency of falling exports which is a negative
sign for the economy.

3.3

Trade Deficit

Trade deficit has increased manifold over the past years. During 1980s, in the first half of the
decade it works out to be $5,985 million per annum and in the later half it was $5,669 million
per annum. The year 1990-91 witnessed a trade deficit of $5,932 million as imports registered
a growth rate of 13.5 percent as opposed to 9.2 percent growth rate of exports. However, in
1991-92, the trade deficit declined substantially and reached $1,546 million and imports also
declined by 19.4 percent. This was due to strict restrictions imposed on imports. But these
restrictions had an adverse impact on industrial growth. As a result massive import
liberalization measures were undertaken in 1992-93. Consequently, trade deficit again touched
a peak of $3,345 million in 1992-93. During the eighth planning period (1992-1997) trade
deficit averaged at $3,456 million per annum. This was considerably less than the trade deficit
recorded in sixth and seventh plan period. But the situation again deteriorated in 1997-2002,
the trade deficit was as high as $8,412 million. Except the year of 1999-2000, imports remained
sluggish throughout the period of 1997-2002 but this was due to the slowdown in industrial
sector which resulted in dampening of demand for imports. There was marked revival of
foreign trade in the period of 2003-2007, exports grew with the rate of above 20 percent per
annum. The rate of growth for exports touched 30.8 percent in 2004-05 (highest since 197576). This satisfactory performance was due to improved global growth and recovery in world
trade. On the other hand competitiveness of the Indian industries has been enhanced due to
corporate restructuring and opening up of the economy. There has been consistent pursuance
on the manufacturing and corporate sector to be more export oriented. This has resulted in
firming up their activities and providing a supporting base to them. Thus, both the external and
domestic factors were responsible for this adequate performance. On the other hand imports
also increased substantially during this period. The main reasons were high international crude
prices, lower import tariffs and booming domestic economy. As a result the trade deficit
increased considerably, in 2006-07 it was $59.32 billion. The rise in oil import bill alone was
39.4 percent in a single year of 2206-07 to 2007-08. After this the year 2008-09 was of global
recession but still the exports managed to increase but again rise in imports was greater than
the rise in exports so the trade deficit continued to increase. In 2012-13, trade deficit was $190.3
billion which declined to $135.8 billion mainly on account of a decline in the growth rate of
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imports (8.3 percent). However, growth in exports in this period remained sluggish at 4.7
percent. The decline in imports owed largely to the negative growth in gold and silver imports.
In 2014-15 trade deficit increased marginally by 1.6 percent. Low growth rates of both export
and import resulted in a slight increase in trade deficit.

3.4 Composition of Foreign trade
The development of an economy is often seen in terms of the structural development of the
nation and the changes in the composition of the items exported and imported clearly reflect
the rate and speed of the structural changes operating in an economy. In the preIndependence
era main exports of India were primary goods like jute, mica, and cotton while manufactured
products constituted the bulk of imports. However, with the process of industrialization, the
composition of foreign trade had undergone significant changes.
At the time of independence things like machinery, oil, vehicles, chemicals and metals
constituted more than 70 percent of the total imports. Considerable changes were seen in this
area with the introduction of Mahalanobis Model in the Second Five Year Plan.
During this period, the emphasis was laid on capital goods and basic industries. So capital
equipments were imported in large quantities. In 1960s cereals held a significant share of 16.1
percent in total imports which declined to 0.8 percent in 2008 and further to 0 percent in 2012.
Similarly the raw materials that once had a significant percentage in the total imports (47
percent in 1960) have declined to the negligible rate by 2012.
For the current analysis of changes in composition of imports we study the two years of 2003
and 2012 and classify the import basket as POL (petroleum, oil and lubricants) and non-POL
items. Import of POL items has grown at the rate of 28.5% in this period while the Non-POL
items on the other hand, have grown by 24.8% over the same period. The increasing
requirement of petroleum products for a growing economy like India does not come as a
surprise. But the limited availability of domestic petroleum resources and restrictions on
exploration licenses have resulted in the increased share of POL imports in overall imports
from 28.7 percent in 2003 to 34.5 percent in 2013.

In exports a visible trend is that of decline in the importance of agriculture products with a
remarkable rise in the share of manufactured goods. The share of agriculture in total exports
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has declined from 44.2 percent in 1960 to 13.5 percent in 2013 while that of manufactured
products have increased from 45.3 percent to 61.1 percent over the same period. This reflects
the transition of Indian economy from being backward to a more dynamic industrial economy.
For instance, since 2004-05 engineering goods have occupied the highest place in India’s
exports earnings.

Looking at the commodity basket of exports in the year 2003 and 2013 we find that agriculture
and allied products have witnessed a high growth of 22.2 percent in this particular time frame.
This includes basmati rice, marine products, meat products, oil meals, spices, wheat and sugar.
On the other hand manufactured goods have registered the growth rate of 18.4 percent in the
same period. The manufactured goods include engineering goods, chemicals and related
products, textiles and ready-made garments.
The interesting point to be noted here is that the combined share of manufactured and petroleum
and crude products in total exports is 81.2 percent in the period of 2003-13. With the share of
manufacturing products declining from 76.3% in 2003 to 61.2% in 2013, we may conclude that
the decline has been taken up by the petroleum and crude products. This is because their share
has actually increased considerably from 4.9% in 2003 to 20.1% in 2013.

3.5 Direction of Foreign Trade
Since India was ruled by the British so during the pre-independence period the direction of
India’s foreign trade was determined by the colonial relations between India and Britain. A
major part of India’s trade was with Britain or its colonies and this continued for some years
after Independence as well. As a result in 1950-51 the combined share of United Kingdom and
United States in India’s export earnings was 42 percent. On the other hand, India did not have
significant trade relations with other countries like France, Germany, Italy etc. However, India
has developed political and diplomatic contacts as a result new avenues for trade has changed.
At present after six decades of planning, the trading relations have exhibited marked changes.

It is to be noted that the importance of Organization for Economic Cooperation and
Development (OECD) countries in the total imports of India has declined over the period 196061 to 2012-13 while the share of oil exporting countries (OPEC) has considerably increased
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over the same period of time (4.6 percent in 1960-61 to 38.6 in 2012-13. This is mainly because
of dependence of India for oil requirements on these countries. In the year 1950-51, the share
of UK was 20.8 percent and that of USA was 18.3 percent in the total imports. But this has
changed afterwards as India has procured most of its imports from USA. As a result the share
of UK has declined to 1.3 percent in 2012-13.

Currently major part of India’s imports is sourced from Asia (27.0% of imports in 2003 which
increased to 57.7% in 2013.). The rate of growth of imports from Asian countries is recorded
at 26 percent for the period 2003-2013. It is to be noted that from being sourced through a
number of countries in 2003, imports are now being concentrated in the Asian countries only.
Since 2007 Asia is being the largest import source of India. Europe with a share of 18.7 percent
comes after Asia followed by USA (11.9 percent).
For exports the OECD countries again stand at the peak. Their share was 66.1 percent in 196061 and 34.2 percent in 2012-13. On the other hand the OPEC group had a share of 4.1 percent
of total exports in 1960-61 which rose to 20.8 percent in 2012-13. At the time of independence
the share of UK was as high as 23.3 percent which has declined substantially to 2.8 percent in
2011-12. US enjoyed the share of 19.3 percent in 1950-51. So basically India was dependent
on US and UK for the major portion of its exports earnings.
Currently, India’s largest export partner is Asia. Exports to Asia have grown by more than
23.0% from 2003 to 2013. The next largest export destination is Europe followed by America.
Thus, one can notice the shift towards trade within the Asian zone rising. As of 2013, share of
Asia, in India’s exports rose to 50.1%, when compared with that of 42.2% in 2003. Though
trade with other countries like Europe and America has risen over the 10 year period under
consideration but their share in overall exports has declined. The shift of export direction away
from America and Europe may be attributed to the slowdown in economic activities in these
countries, which has caused import demand from these countries (and thus trade) to contract.

3.6 Summary
•

After witnessing fluctuations, the robust foreign trade in the recent years points to a
return to the path of strength that was in evidence before the global financial crisis of
2008.
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•

The correction in the international prices of crude petroleum and the opportune time for
withdrawal of restrictions on gold imports has been responsible for the revival of trade
in India.

•

Exports have registered shift in commodity compositions, with share of manufacturing
goods has declined to give way to the export of petroleum and crude products.

•

In concern with imports, while POL share has increased, within non-POL category,
there has been an increase in import of gold, coal and ores.

•

From a geographically-dispersed country-source profile, imports sources are now being
concentrated in the Asia region.

•

In terms of export-destination, again Asia has emerged to be a major partner in the
recent years.
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UNIT 4 BALANCE OF PAYMENT
Structure:
4.0. Learning Outcomes
4. 1. Introduction
4.2. Understand the Concept of Balance of Payment (BOP) and its Structure
4.2.1 Concept of Balance of Payment
4.2.2 Machlup’ Concept of Balance of Payment
4.2.3 Structure of BOP
4.3 Explain BOP Equilibrium and Disequilibrium
4.3.1 BOP Equilibrium
4. 3.2 BOP Disequilibrium
4.3.3 Types of Disequilibrium
4.4. Analyse the Role of different theories of BOP to adjust its disequilibrium
4.4.1 Elasticity Approach
4. 4.2 Absorption Approach
4. 4.3 Monetary Approach
4.4. Summary

4.0 LEARNING OUTCOMES

After studying this module, you shall be able to
•
•
•

Understand the concept of BOP and its structure
Explain BOP equilibrium and disequilibrium
Analyse the role of different theories of BOP to adjust its disequilibrium
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4. 1 Introduction

Whatever the mode of international business, it involves cross-border movement of funds. The
movement of funds is reflected in a coJuntry’s balance of payments. In other words, balance
of payments shows the financial impact of international business. It is from this point of view
that it is essential to acquaint the readers with the basic concept of balance of payments and its
structure. The present chapter also includes equilibrium disequilibrium and adjustment
mechanism phenomenon relating to BOP.

4.2. Understand The Concept Of Balance Of Payment (Bop) And Its
Structure
4.2.1 Concept of Balance of Payment (BOP)
The concept of BOP is used in various ways and can have different connotations. Here, we
use the concept that had given by Machlup to define BOP in different ways. Machlup (1950)
had pointed out that the fundamentally different ideas are continually used by the same name,
the balance of payments. Accordingly balance of payments may be;
1. An “Accounting balance”, that is, a balance of credits and debits, or
2. A “Program balance”, that is, a balance of hopes and desires, or
3. A “Market balance”, that is a balance of supply and demand
Accounting Balance: - the accounting balance of payments of a country is a systematic record
of all economic transactions between the residents of a country and the rest of the world during
specified period. It is an ex-post concepts used on statistical information and estimates. It shows
the character and dimensions of the country’s international economic relationship, the
country’s trading position, changes in its net positions as foreign lender and borrower, changes
in its official reserve holdings. Accounting balance by virtue of its basic feature has insufficient
information for formulating and conducting the payments policy. The accounting balance is
essentially classificatory and not analytical. It represents an ex-post grouping of international
transaction by type or by transact or. It only indicates the extent of balance or imbalance of
past transaction. It cannot measure with any regularity or exactness the gaps that have to be
filled. For this purpose, the authorities must know the extent of balance or imbalance of present
and future transactions. Thus, the notion of balance or imbalance in international payments has
to be an ex-ante one, which is analytical rather than descriptive.
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Program Balance: - “The program balance of payments is a statement of sources and uses of
foreign funds, expected or planned, over a future period of one or more years. It is based upon
the nation’s investments and consumption requirements and on a program of meeting an excess
of requirement over resources by foreign funds expected or sought”. It is a forecast of the
country’s exchange needs and desires. Deficits and surpluses are defined in terms of gaps
between the needs and desires on the one hand, and the amount of foreign exchange expected
to become available from all regular sources on the other hand. This concept is most useful to
countries regularly dependent on foreign financing assistance to sustain certain level of home
consumption and capital formation. It indicates the amount of funds that will be needed and for
how long. At present, the use of this concept is confined to less developed countries that depend
upon foreign assistance for development. As in all forecasting and programming, past
experience plays a dominant role in the computation of a program balance of payments.

Market Balance: -“The market balance of payment is characterized by the effective demand
and supply of foreign exchange at the given exchange rates. This is an ex-ante concept with
major emphasis on the effects, which the changes in the exchange rates might have upon the
amounts of exchange effectively demanded and supplied” thus, it compares autonomous
spending and receipts given present and expected future incomes, prices, and interest rates.
Accordingly, the rate of exchange is the product of interaction of the demand and supply
schedules. For financial authorities the thing of the greatest importance is the extent of balance
or imbalance of the country’s autonomous intended transactions. For this purpose the market
balance provides a much more useful tool of analysis than does the accounting balance. The
market balance gives an accurate index of current balance or imbalance in international
payments. Thus, tentatively balance of payments is said to be in balance when the demand for
foreign exchange is just equal to the supply at the given exchange rate, that is, autonomous
transactions requiring foreign money payments is just equal to autonomous transactions
involving money receipts. Similarly, balance of payments is said to be in imbalance when
demand and supply are not equal, that is, when the autonomous receipts and payments are not
equal.

4.2.2 Structure of BOP:
The transactions entering the balance of payments can be broadly divided into 3 categories transaction in goods and services, transfer payments, and capital transactions. Both the
transactions in goods and services and capital involve a ‘quid pro quo’. Transfer payments on
the other side, are payments from some person or body of another country without a quid pro
quo. Thus, they are usually called “unrequited transfer” or “unilateral transfer”. Balance of
payments measures flows rather than stocks during a specified period. Balance of payments
data records only the changes in assets holdings and liabilities. These do not represent the
absolute levels of the items included in the balance sheet. Therefore, balance of payments of a
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country is the statement of sources and uses of funds. For a country the sources of funds are
acquisitions of external purchasing power, i.e., the right a country has to claim goods and
services or to invest in another country. The balance of payment transactions, therefore, is
showing acquisition of funds and uses of funds among countries.
Table 1 : INDIA’S BALANCE OF PAYMENTS
(Based on RBI’s classification)

(6) Capital accounts
(1) Imports (c.i.f.)
(1) Foreign
(2) Exports (f.o.b.)
investment (net)
(3) Trade balance (2-1)
(2) Loan (net)
(4) Invisible
(a) External
(a) Receipt
assistance
(b) Payments( inclusive of interest and service (b) Commercial
payments on loans and credit)
borrowings
(c) Net
(c) Banking (net)
(d) Rupee debt
(5) Current account (4-3)
service (net)
(e) Other capital
(net)
(f) Errors and
omissions
(7) Total capital (6 a
to f )

(8) Overall balance
(5+7)
(9) Monetary
movements
(a) IMF
transactions
(1) Purchases
(2) Repurchases
(3) Net
(b) Reserves
(1) Increase (-)
(2) Decease (+)
(10) Total (9a+b)

Source: Reserve Bank of India
Note: Items 1-8 are autonomous flows, whereas items 9 are accommodating flows.
These transactions are divided vertically into credits and debits accounting to the principles of
double entry book keeping. Accordingly, the debits always equal the credits and the balance of
payments accounts are always in balance. If debit (credit) side is more than the credit (debit)
one, the resulted gap known as balance of payments deficit (surplus). Transactions are also
divided horizontally into major categories: current accounts and capital accounts. Table 1
basically shows that the structure of BOP is categorised into 3 parts – current account, capital
account and foreign exchange reserve account.
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4.3 EXPLAIN BOP EQUILIBRIUM AND DISEQUILIBRIUM
4.3.1 BOP Equilibrium
Since the balance of payments is constructed on the basis of double entry book keeping, credit
is always equal to debit. If debit on the current account is greater than the credit side, funds
flow into the country, which are recorded on the credit side of the capital account. The excess
of debit is wiped out. Thus, the concept of balance of payments is based on the concept of
accounting equilibrium, that is,
Current account + Capital account = 0
The accounting balance is an ex-post concept. It describes what has actually happened over a
specific past period. There may be accounting disequilibrium when the two sides of the
autonomous flows differ in size. But in such cases, accommodating flows bring the balance of
payments back to equilibrium.

4.3.2 BOP Disequilibrium
In economic terms, balance of payments equilibrium occurs when surplus or deficit is
eliminated from the balance of payments. However, normally, in real life, such equilibrium is
not found. Rather it is the disequilibrium in the balance of payments that is normal
phenomenon. In case of developing countries like India, China etc., the tendency of
disequilibrium always exist.

4.3.3 Types of Disequilibrium
In the absence of long-term capital, or with insufficient movements, disequilibrium can be
classified broadly into those stemming from income, those from structural causes, involving
relative prices, and those which are a mixture of income and price.
Income disequilibrium is those in which income changes in relation to national incomes
abroad (or vice-versa) without significant changes in relative prices.
Structural changes are those which occur primarily in relative prices, without necessarily
significant changes in the level of national income.
The intermediate category includes the case of over and undervaluation of the exchange rate
produced by changes in exchange rate, or by domestic inflation. These are case of income and
price.
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Cyclical Disequilibrium: - cyclical disequilibrium occurs either because the patterns or
business cycles in different countries follow different paths or because income elasticity of
demand for imports in different countries are different.

Figure 4.1 - Cyclical Disequilibrium
In figure 4.1, national money income is stable in B and fluctuates cyclically in A. Income
elasticities of demand for imports may or may not be the same. The income elasticity of demand
for imports in B is not involved, since income is stable. In this situation, A’s imports (and B’s
exports) will decline in depression and rise in prosperity. B’s imports (and A’s exports) will
continue steady. The result is that A will have an exports surplus in depression and an import
surplus in prosperity. And B will have a deficit when A is depressed and a surplus when A is
prosperous.
If the national incomes of A and B both follow the cyclical path of A and income elasticities
of imports in both countries are unity, and hence identical, there will be no disequilibrium.
Secular Disequilibrium: - under secular stagnation, investment opportunities are inadequate
to absorb full employment savings; in periods of secular exhilaration on the contrary
investment is too high relative to the savings of the economy. The course of the imbalance in
the Keynesian system, of course, is that the forces lying behind savings and investment are
different, and both are relatively inelastic with respect to rate of interest.
Savings are a function of income to some degree of wealth, and of institutional forces such as
the practices in life insurance and mortgage amortization. Investment, on the other hand, is
responsive to innovation, population change, availability of management, and so on. In
particular, countries may tend to have many investment opportunities relative to savings in the
early stages of growth and the opposite at a later stage.
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Structural Disequilibrium: - structural disequilibrium may be caused by a non-systematic
change in taste or in technology or in anything which alters the price of an export upward or
downward. An increase in the foreign demand for a country’s output is structural
disequilibrium of a sort but one with which it is not difficult to deal.
The remedy is an increase in output of the product and increase in consumption and imports
by the country.
The cause of the disturbance may be a change in supply. The classical illustration is crop
failure, which cut off the supply of a country’s exports and produced a short fall of exports
below imports. A bumper crop abroad which lowered world prices would have much the same
effect. Others are exhaustion of the soil of mines.
Random Disequilibrium: - random disequilibrium is not a permanent cause or specific cause
of disequilibrium. This kind of disequilibrium exists because of adjustment process.
5. Role of Different Approaches of BOP

4.4. ANALYSE THE ROLE OF DIFFERENT THEORIES OF BOP TO
ADJUST ITS DISEQUILIBRIUM
4.4.1 Elasticity Approach
The traditional approach in respect of effects of devaluation is condensed in the form of
Marshall-Lerner condition. It means exports earning will increase and imports expenditure will
decline if price elasticity is more than proportionate (i.e., if it exceeds unity or greater than
unity). This situation is known as Marshall and Lerner Condition, since it was discovered in
1923 by A. Marshall and later in 1944 by Abba P. Lerner. The essence of this condition is that
an improvement in competitiveness (relative prices) will improve trade balance and balance of
payments only if the sum of price elasticity of demand for imports by residents and the price
elasticity of demand for exports by non-residents is more than proportionate (exceeds or is
greater than unity). The important point to note is that the emphasis of Marshall-Lerner
Condition is on the sum of the elasticity and not on elasticity separately. For this reason, the
theory is called Elasticities Theory. This may also be called the theory of price-effects on
balance of payments. In case of deficit current account balance, they recommended for
devaluation of currency. If currency is devalued, export become cheaper and import become
costlier, thus export increases and import decreases, which automatically lead balance of
payment back in equilibrium.
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But there is a condition that price elasticity must be greater than unity, i.e.
E>1
Em+Ex>1
Where EM is the price elasticity of demand for import, and EX is the price elasticity of
demand for export.
The purpose of the Elasticities Theory is to bring out the effects of price changes on balance
of payments. The theory provides the basis for a policy measure like devaluation of a currency,
as it indicates the conditions required for the success of devaluation as a measure to correct
adverse balance of payments position.
“J- CURVE EFFECT”:- if the elasticity of demand is greater than unity, the import bill will
contract and export earnings will increase as a sequel to devaluation. Trade deficit will be
removed. However, the problem is that the trade partner may also devalue its own currency as
a retaliatory measure. Moreover, there may be a long lapse of time before the quantities adjust
sufficiently to change in price. Till then, trade balance will be even worse than that before
devaluation. This is nothing but the J-curve effect of devaluation.

Figure 4.2 - “J”-CURVE EFFECT

In figure 4.2, trade balance moves deeper into the deficit zone immediately after devaluation.
But then it gradually improves and crosses into surplus zone. The curve resembles the alphabet,
J and so, it is known as the J-curve effect.
On the basis of experiences of India, trade deficit was very high in 1965 and then India devalued
rupees by 36% in June 1965. Export should have gone up but export increased
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only in 1972. Between, 1966-1971, devaluation does not help export to rise. So, this theory
was examined by many experts and they realized that there is a lag between devaluation and
rising exports.
Apart from this the theory also suffers with some other limitations: 1. It assumes that country’s balance of payments position is in balance initially and that change
in prices would affect the balance of payments. This is not correct, as no country’s balance of
payments is in balance, i.e., neither surplus nor deficit.
2. Generally. Exports and imports consist of thousands of different items, and it is difficult to
estimate elasticities for all these individually or in aggregate.
3. Marshall-Lerner condition assumes that the supply side is highly flexible; that is, there are
no difficulties in the availability of goods for export and production will quickly respond to
changes in foreign demand. This is not correct. The most important of these other influences is
the change in income.
4. Lastly, the Elasticities Theory overemphasis the role of trade in improving a country’s
balance of payments. Changes take place in other parts of balance of payments, as well that is,
in the current account as a whole as well as in the capital accounts.

4.4.2 Absorption Approach
This approach is developed in 1952 by S.S.Alexander of the International Monetary Fund, is
based on Keynes theory of balance of payments which explains balance of payments on current
account as a macroeconomic phenomenon. It focuses attention on the relationship between
international trade and the domestic economy or the domestic economic activity represented
by national income or Gross National Product (GNP). Thus, unlike the Elasticities Approach,
which attempts to explain what happens to the balance of payments when relative price change,
the Absorption Approach explain the changes in national income and their impact on balance
of payments.
National income or National output, is the sum total of economy activity of a country during
a year, i.e., a sum total of goods and services produced in a year. This may be measured as
income earned by its population or as output produced by the economy, or as expenditures or
total spending in the economy.
For the purpose of absorption what is relevant is the latter two, i.e., output and spending or
expenditure. Total availability or aggregate supply of goods and services in the economy is
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represented by output. What is produced is also used for consumption and investment in the
economy. This is total spending. The relationship between income or output and expenditure
or spending may be expressed thus Y = C+I; Y stands for income or output and C and I stands
for consumption and investment spending, respectively.
In a closed economy, i.e., an economy which has no transaction with the rest of the world, all
national income or output will flow between producers and consumers within the economy. As
a result, there will be no tendency for national income or output to change unless consumers,
on their own, change their production levels. Thus Keynes theory of income predicts that when
there is change in level of either consumption (or saving) or investment, national income or
output will increase or decline.
In an open economy, however, foreign trade influences national income or national output
through changes in exports and imports. An increase in export earnings is in addition to (or
injection into) national income stream and spending on imports is a subtraction (or leakage)
from the income stream.
The increase in exports increases national income and increase in imports causes decline of it.
This relationship between national income or output and foreign trade may be expressed thus
Y = C+I+X-M; Y stands national income or output, C+I represent consumption and investment
spending and X-M represent trade balance, X standing for exports and M standing for imports.
The question is, by how much will the national income increase, due to an increase in exports.
This is measured by the ratio of increase in national income to increase in export earnings. This
ratio is called foreign trade multiplier.
Similarly, national income will decline due to spending on imports is measured by the ratio of
increase in imports to increase in income. This is called marginal propensity to imports. The
net effect of the operation of these two tendencies determines the impact of foreign trade on
national income
The conclusions that follow are: if in year expenditure or spending in the economy, it means
that the economy is absorbing or using up more resources than are available in the economy.
The difference is available in the form of imported resources and this is reflected in the balance
of payments deficit.
If, on the other side, output exceeds expenditure in the economy, it means that the economy
has more resources to spare in the form of exports; and this is reflected in the balance of
payments surplus. The basic relationship for the absorption approach is
BOP = Y-E, where BOP is balance of payments, Y is income or output and E is expenditure.
According to absorption, balance of payments deficit (or surplus) on current account reflects
the difference between national output and national expenditure
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4.4.3 Monetary Approach
The Monetary Approach to balance of payments or external transactions emphasizes the role
played by money supply in a country’s balance of payments. This is because money supply is
the basis for total or aggregate demand in the economy. Every transaction in the economy is
financed by the use of money.
According to this approach, balance of payments surplus or deficit is a monetary phenomenon
because it results from excess demand for money or excess supply of money in the economy.
If there is excess money supply, it may be spent within the country and abroad and the country
will run into balance of payments deficit, leading to an outflow of the national currency.
If there is an inflow of currency into the country, it means that the country is receiving more
money than it is paying abroad; that is, there is a balance of payments surplus. In short, inflows
and outflows of currency in an economy are associated with balance of payments surplus and
deficit.
Since money supply changes take place not only due to transaction in goods and services but
also because of capital transactions between countries, the monetary approach explains the
balance of payments situation as a whole including capital account.
The imported features of this theory are that it establishes a relationship between money supply
and balance of payments. The policy implications of this theory are twofold. First, is that for a
proper understanding of the balance of payments situation of a country, it is necessary to
analyse the demand and supply of money in an economy? The second implication is that any
balance of payments policy must aim to bringing into balance the demand for money and the
supply of money by focusing attention on the control of domestic money supply.
Mundell (1968) also incorporates interest rate and capital account in the ambit of discussion.
In his view it is not only government spending but also interest rate that influences income as
well as balance of payments. While larger government spending increases income, an increase
in income leads to rise in import. With a positive marginal propensity to import, any rise in
income as a sequel to increase in government spending will lead to greater imports and worsen
the current account. However, changes in interest rate influence both the capital account and
current account. A higher interest rate will lead to improvement in current account through
lowering of income. At the same time, a higher interest rate will improve the capital account
by attracting foreign investment flow.
New Cambridge School Approach takes into account savings (S), investment (I), taxes (T),
and government spending (G), and their impact on the trade account. In form of equation it can
be written as:
S +T +M = G + X + I
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Or
Or

(S-I) + (T-G) + (M-X) = 0
(X-M) = (S-I) + (T-G)

The theory assumes that (S-I) and (T-G) are determined independently of each other and of the
trade gap. (S-I) is normally fixed as the private sector has a fixed net level of saving. So, the
balance of payments deficit or surplus is dependent upon (T-G) and constant (S-I). In other
words, with constant (S-I), it is only the manipulation of (T-G) that is necessary and a sufficient
tool for balance of payments adjustment.

64.5. SUMMARY
. Summary
•

International business involves cross-border movement of funds. The movement of
funds is reflected in a country’s balance of payments.

•

Balance of payments shows the financial impact of international business.

•

Machlup (1950) had pointed out that the fundamentally different ideas are continually
used by the same name, the balance of payments.

•

The accounting balance of payments of a country is a systematic record of all economic
transactions between the residents of a country and the rest of the world during specified
period. It shows the character and dimensions of the country’s international economic
relationship, the country’s trading position, changes in its net positions as foreign lender
and borrower, changes in its official reserve holdings.

•

Accounting balance by virtue of its basic feature has insufficient information for
formulating and conducting the payments policy. The accounting balance is essentially
classificatory and not analytical. It represents an ex-post grouping of international
transaction by type or by transact or. It only indicates the extent of balance or imbalance
of past transaction.

•

The program balance of payments is a statement of sources and uses of foreign funds,
expected or planned, over a future period of one or more years. It is based upon the
nation’s investments and consumption requirements and on a program of meeting an
excess of requirement over resources by foreign funds expected or sought.

•

The market balance of payment is characterized by the effective demand and supply of
foreign exchange at the given exchange rates. This is an ex-ante concept with major
emphasis on the effects, which the changes in the exchange rates might have upon the
amounts of exchange effectively demanded and supplied.
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•

The structure of BOP transactions can be broadly divided into 3 categories - transaction
in goods and services, transfer payments, and capital transactions.

•

BOP equilibrium exists because it based on the double entry accounting system, credit
is always equal to debit.

•

BOP disequilibrium is an economic concept which ex-ante. According to this, there is
always either surplus or deficit in a country’s BOP.

•

There are four types of disequilibrium. It consists of cyclical, structural, secular,
random disequilibrium.

•

There are three approaches to adjust the BOP disequilibrium.

•

Elasticity approach considers the role of price effect on the BOP.

•

Absorption approach considers the role of income effect on the BOP.

•

Monetary approach considers the role of money supply on the BOP.
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UNIT 5: FOREIGN TRADE POLICY

Structure
5.0. Learning Outcomes
5.1. Introduction
5.2. Foreign Trade Policy (2004-09)
5.2.1 Objectives
5.2.2 Strategies
5. 3. Foreign Trade Policy (2009-14)
5.3.1 Objectives
5.3.2 Strategies
5.4. Foreign Trade Policy (2015-2020)
5. 4.1 Highlights
5. 5. Summary

5.0. LEARNING OUTCOMES

After studying this module, you shall be able to
•

Understand the need of the shift from EXIM policy to Foreign Trade Policy in
2004.

•

Know different aspects of different policies announced from time to time.

•

Analyze the impact of the new policies on our foreign trade.
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5.1. INTRODUCTION

Trade is propagated as an important means to economic growth and development. The essential
aim of conducting foreign trade is to stimulate the economic activities and not just to earn
foreign exchange. We need to develop foreign trade policy as instrument to promote economic
growth along desired lines. Along with the increase in exports, it is important to facilitate the
imports which are required to fuel the growth of our economy. With a view to maximize the
contribution of foreign trade policies it is imperative that they are coherent and consistent with
the other economic policies. Thus, while assimilating the ongoing practice of announcing an
annual EXIM, Government of India took an unified approach to the developmental
requirements of foreign trade. These policies basically lay down the rules and also reforms
them for carrying out the country’s exports and imports. It was in 2004 that the then Commerce
Minister, Mr. Kamal Nath decided it would be more appropriate to call it Foreign Trade Policy
because apart from determining general guidelines relating to the country’s exports and
imports, it also accommodate special focus initiatives, duty exemption schemes and
promotional measures. This unified approach will help exporters to compete at the global level.
Foreign Trade Policies have a regime for five years, which is revised annually. Revision of
policy is required because trade is dynamic, conditions change frequently and this requires
quick responses.

Since 2004 we India have three Foreign Trade Policies: 2004-09. 2009-14 and 20152020. In this module, we shall study all the three policies in detail.

5.2. FOREIGN TRADE POLICY (2004-09)

In 2004, the United Progressive Alliance government adopted National Foreign Trade Policy
(NFTP), 2004-09 as a tool of export promotion replacing the earlier Export Import Policy
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(EXIM). The policy intended to encourage exports by enhancing the competitiveness of Indian
products in the global market. This was expected to generate employment and help in poverty
alleviation.

5.2.1 Objectives
The ultimate aim of NFTP (2004-09) is to generate employment. With this end in view,
it identified two means- Increase in exports-GDP ratio and a larger emphasis on labor intensive
exports. In order to meet this objective, the NFTP 2004-09 set itself a target of, doubling India’s
contribution to global trade from 0.8 percent to 1.5 percent by the end of 2009. Accordingly,
this will act as an effective instrument of growth by giving a push to employment especially in
rural as well as semi-urban areas.
5.2.2 Strategies:
The key strategies which were followed in NFTP (2004-09) were to unshackle the controls and
create an environment of transparency. It emphasized on simplifying the procedural formalities
and lowering down the transaction costs.
•

To meet the objectives it identified the special focus areas which need to be
nurtured. This essentially means that sectors with substantial export prospects
and potential for employment growth were identified in semi urban and rural
areas as ‘Thrust Sectors’ and then specific strategies were worked out for the
same which are known as Focus Market Schemes and Focus Product
Schemes. This involves reimbursement of duty payments of up to 2.5 percent
of the value of exports (FOB) to counterbalance the high freight and
transportation costs to international markets.

•

The threshold limit for the towns which were classified as ‘Towns of Export
Excellence’ (TEE) was brought down from Rs. 1000 crore to Rs. 250 crores.
These selected towns basically have potential for growth in exports. Thus,
certain incentives were given to them like financial assistance under the Market
Access Initiative (MAI) scheme and entitlement in Export Promotion Capital
Goods (EPCG) scheme.

•

Target Plus: A scheme to speed up growth of exports called Target Plus was
introduced. In this scheme, incentives in terms of duty-free credit were given to
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exporters if the value of their exports exceeded the general target set for them.
For example, if any exporter exports 20% more than the target then he is eligible
to receive duty free credit up to 5% of the value (FOB) of his incremental
exports.
•

Vishesh Krishi Upaj Yojana: This new scheme also known as Special
Agricultural produce Scheme was launched to boost the exports of fruits,
vegetables, flowers and minor forest produce. Export of these products qualified
for duty free credit entitlement up to 5 percent of the value (FOB) of exports.
This entitlement can be utilised for import of a variety of agricultural inputs.
This means the exporters can import the inputs at reduced rates.

•

Served from India Scheme: This scheme was intended to create a unique and
impressive brand ‘Served from India’ that could be recognized all over the
world. The earlier schemes with the same motives were reformulated and
revamped into this new scheme. Individual service providers who earn foreign
exchange of at least Rs. 5 lakhs were eligible for duty free credit entitlement of
10% of the total foreign exchanged earned by them. Hotels and restaurants came
under this scheme and could avail duty free credit up to 20% and 5%
respectively. They were allowed to use the entitlement for import of food items.

On the whole, NFTP (2004-09) was able to address the issue of export promotion and through
it employment generation. As per WTO, our share of world’s merchandise trade went up from
0.83% in 2003 to 1.45 percent in 2008. Similarly, our share of world’s services rose to 2.8
percent in 2008 from 1.4 percent in 2003. On the whole, during the five-year period of 20042009, exports experienced a robust growth process to reach a level of US $168 billion in 200809 from US $63 billion in 2003-04. With regard to employment, studies suggest that nearly 14
million jobs were created as a result of augmented exports in 2004-09.

However, the impact of NFTP (2004-09) was varied across states and products. While products
such as grapes in Nashik and mangoes in Malda seem to have drawn substantial benefits, spices
in Orissa seem to have not benefited at all even when it was included in the Focus Product
scheme. One may argue formulation and implementation of the policy could not carried out to
optimal levels.
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5. 3. FOREIGN TRADE POLICY (2009-14)

Owing to the global crisis of 2009, countries all over the world were affected in different
degrees. On the whole, the economic indicators like consumption, capital flows and trade have
taken a hit. IMF estimated that the global trade to decline by 11 percent in volume terms and
WTO forecasted the decline to be near about 9 percent. Though the adverse impact on India
was not of same magnitude, as compared to the other countries yet exports suffered. This was
mainly due to a contraction in demand in the foreign markets for India’s exports. It was indeed
a herculean task to formulate the foreign trade policy in such a grim economic situation. Thus,
it was needed that strategy and policy instruments to pursue the strategy are set in such a
manner that it will catalyze the growth of exports.
5.3.1 Objectives:
The main objectives of Foreign Trade Policy (2009-14) were:
•

To arrest and reverse the declining trend of exports.

•

To double India’s export of goods and services by 2014

•

To double India’s share in World’s merchandise trade by 2020

•

To simplify the application procedure for availing the benefits.

In general, the policy aimed at enhancing the potential to export, improving export
performance, encouraging foreign trade and earning foreign exchange. As India’s exports were
affected by the global recession, FTP (2009-14) was of great importance. The decline in exports
led to the closure of many export-oriented industries which resulted in large unemployment as
well.
Targets:
•

The target for exports was set at $200 Billion to be achieved by 2010-11 by having an
annual export growth of 15%.

•

To come back on the high growth path and for that export growth rate target was 25%
for the next three years, i.e., 2011-14.
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In order to achieve these objectives, the Government would follow a mix of policy measures
including fiscal incentives, institutional changes and diversification of export markets.

5.3.2 Strategies:
•

New markets were introduced under Focus Market Scheme. In total 26 markets were
added, 16 are in Latin America and 10 in Asia-Oceania.

•

Incentives under Focus Market Scheme were raised from 2.5 percent to 3 percent.

•

New products were added under Incentives Focus Product Scheme like• engineering
products, Green Technology products and electronic goods. Incentives under Focus
Product Scheme were raised from 1.25 percent to 2 percent.

•

Market Linked Focus Product Scheme was expanded by including a considerable
number of products. These products include pharmaceuticals, textile fabrics, rubber
products and certain iron and steel products. Benefits to these products will be given if
they are exported to the specifically selected 13 markets. These are Argentina, Egypt,
Kenya, Nigeria, South Africa, Tanzania, Brazil, Mexico, Ukraine, Vietnam, Cambodia,
Australia and New Zealand.

•

A common form was introduced to avail benefits under Focus Market Scheme, Focus
Product Scheme, Market Linked Focus Product Scheme and Vishesh Krishi Upaj
Yojana.

•

Higher financial allocation for Market Development Assistance (MDA) and Market
Access Initiative (MAI) scheme was also provided.

•

New areas for Towns of Export Excellence were also recognized. These include
Jaipur, Srinagar and Anantnag for handicrafts, Kanpur, Dewas and Ambur for leather
products and Malihabad for horticultural products.

•

Tax Holiday for the export units were extended by one year.

•

Duty Entitlement Pass Book scheme was also extended by one year.
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•

To insulate the small and medium scale exporters a Directorate of Trade Remedy
Measures was announced.

•

Export obligation on import of spares under Export Promotion Capital Goods
Scheme has been reduced to 50% of the normal specific export obligation.

It is to be noted that seventeen textile products were included in the Focus Product Scheme and
it was taken as a welcome step by the textile industry but by the end of 2014 it was felt that the
benefits were limited. This was because he benefits of Status Holders and Export Promotion
Capital Goods scheme was given only to those who did not take benefit under Technology Up
gradation Fund Scheme but most textile units were covered under TUFS scheme and they were
denied the benefits. This reflects that the Foreign Trade Policy should be examined in the light
of the feedback given by the concerned export units. Undoubtedly India took a number of
measures to withstand the global recession through interest subvention, reduction in taxes etc.
but the neighbourhood countries have applied such measures on a much larger scale. The
measures listed above are supplemented by a few more steps which are based on the feedbacks
given by specific industry associations and Federation of Indian Export Organizations (FIEO).
We know that the government cannot generate demand for exports but it can certainly help
exporters so that they grab the orders which they are losing by little margins.

Government can also emphasize upon banks to be more keyed up for exports. For instance, an
Export Development Fund should be created with a corpus equivalent to 0.5 percent of the
preceding year’s exports. The post shipment credit which is now available up to 180 days can
be extended to 365 days to ease off the financial crunch. When the growth of exports is steadily
improving on a monthly basis and has shifted from negative growth rate to a positive one, then
we may conclude that the stimulus packages from the Government of India and Reserve Bank
should be continued for some more time. Dropping of these practices should be gradual and in
line with the recovery at the global level. Thus, it should be a cautious removal.
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5.4. FOREIGN TRADE POLICY (2015-2020)

The Foreign Trade Policy 2015-20 was announced by Minister of Commerce and Industry,
Smt. Nirmala Sitharaman on April 1, 2015. This policy has been announced at the time when
several other measures were also been undertaken by the Government of India such as ‘Make
in India’ and ‘Digital India’. The policy puts a great focus on improving the ‘Ease if Doing
Business’ in India, with an emphasis on both the manufacturing and service sectors. The policy
describes the strategies related to the products and markets needed to promote trade, develop
infrastructure and enhance the overall system of trade. It also helps to enable India to counter
the external challenges and keep up the pace in line with the global trading architecture. The
target is to double India’s share in world trade by 2020 by rationalizing the provisions given
for imports and exports and also by creating a mechanism to resolve and complaints and dispute
related to trade.
5.4.1 Highlights of Foreign Trade Policy (2015-20)
Two new schemes have been introduced for the merchandise and service sector:
•

Merchandise Exports from India Scheme (MEIS)- This is designed for export of
specified goods to specified markets. It subsumes the existing schemes ‘Focus Market
Scheme’, ‘Market Linked Focus Product Scheme, Focus Market scheme, AgriInfrastructure Incentive Scrip and Vishesh Krishi Gram Upaj Yojana. It also revised the
rates of reward to the specific notified export goods to selected markets. These rewards
are given as a percentage of foreign exchange earned (FOB).

•

Services Exports from India Scheme (SEIS): This scheme is available to the service
providers who are located in India as against the existing scheme of ‘Serve from India’
which give benefits to Indian Service Providers. In both the Schemes the duty credit
scrips can be used for payment of Customs or Excise duty as well as Service tax. There
is also a welcome step and imperative boost for the Special Economic Zones as the
benefits of MEIS and SEIS has been extended to the units located in Special Economic
Zones.

In addition to this there is change for the Status Holders also. The method for calculating
the export performance meant for recognition of status holder has been changed from
Indian Rupees to US dollar earnings. The export performance will also now consider only
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two previous years as against the previous three years under the earlier Foreign Trade
Policy.
For the purpose of Ease of Doing Business and Trade Facilitation the following proposals are
made:
•

Online procedure to upload digitally signed documents.

•

Creation of profiles of importers and exporters so that repeated submissions are
eliminated and permanent records are maintained.

•

Online facility for Terminal Excise Duty refunds has also been provided.

In order to encourage the ‘Make in India’ initiative, the export obligation have been reduced
from 90 percent to 75 percent for domestic procurement under Export Promotion Capital Goods
scheme. There is higher reward being given under MEIS for the products which have high
domestic content and more value addition done in India. This will promote the domestic
manufacturing industry. These flexibilities will encourage the exporters to enhance their
productive capacities. Measures have been taken in defense and hi-tech items also. Further, eCommerce exports of products like handloom, books, footwear, toys and fashion garments
through courier or post office would also be able to get the benefits under MEIS. These
measures will provide employment in addition to capitalize India’s strength in these areas.
The transition to this new policy is quite smooth as the eligibility or usage of scrip and any
other condition of export of goods or rendering of services would be governed by the earlier
Foreign Trade Policy. On the whole we may appreciate new Foreign Trade Policy (2015-2020)
as it emphasizes on simplification and mergers of existing initiatives.

5. 5. SUMMARY
•

India started to have Foreign Trade Policy since 2004 in order to have a more holistic
and integrated approach.

•

The first Foreign Trade Policy (2004-2009) focuses enhancing the competitiveness of
Indian products in the world market. This also focused on generating employment and
poverty alleviation.

•

Foreign Trade Policy (2009-14) aimed at arresting and reversing the declining trend of
exports due to world’s recession and targeted to double the India’s export of goods and
service by 2014.
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•

It also had a target to double India’s share in World’s merchandise trade by 2020.

•

Foreign Trade Policy (2015-2020) exerts pressure on improving the ease of doing
business with a special stress on both the manufacturing and service sector.

•

The impact of these policies can be seen in the resilient growth of our foreign trade.
Hence one may conclude that the measure should be in pace with the global recovery.
The various stimuli given to the exporters have indeed been successful in setting the
growth rate of exports at a higher trajectory path.
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