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To The Editor, “Tintes of India?
Sir,~Ae?r€ipZ)s Mr. “Thaite’s coG-
ments, let me point out two in-
consistépgies in his letter. In the
 first placé, Prbf. Shenoy’s article
does not purport to do away with
plannings, nor does it advocate a
jretreat to a laissez-faire €conomy |
. Secondly, to say that from
f1 to” 1951 there were no
j.= controls in India, and that
;"gven then industries did not deve-
tlop and those that _did never
| bothered about social factors™ Is
tto slur over facts.. The index ot
{industrial production  (1946-100)
was 117.2 in 1951. Tnvestment in

pew industries was worth Rs. 290
crores  (excluding  replacement).

while major existing industries add-
ed tremendously to their pre-war
capacity. Al this was done at g
time when the climate for invest-
ment was hardly congenial.

The immediate question be,‘
fore us today 1s not whether to
tfollovs}; theh ELhardian policy in
toto but whether 1
fact that 'democrét?c acﬁ%tnihb“

} means suflicient planning and suf.
ficient scope for free enterprise.

RAVAL,

M. N.
Surat, October 5.
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'»l‘RE'A‘lA)b;Ig;éj"VIEWS
Free Social
Mar ket

T 'he Ediior, “Times of India’

,. —1 agree with Mr. Y. V.
Thatte (October 3) that to argue
against all planning would be to
deny its merits altogether. In
under-developed economies, for the
reasons | have indicated, to speed
up development, planned provision
by the State of certain basic in-
dustries and socio-economic over-
heads may be necessary. But this
need not involve any tampering
with the free social market eco-
nomy, the principal ingredient of
the correct policy formula for In-
diaz If (planned) public sector
vinvestment is limited to  public
| savings and private savings volun-

'Ltaril?- accruinct; to the' State, we
would avoid the two dangers of

vinflation or a forced diversion of
i scarce savings intg low return in-
i vestments, both of which  would
{detract from a maximisation of the
national product. . .

I agree, too, that certain quali-
t of the German people contri-
I 1 materially to the phepome-
naet progress of West  Germany.
But any deficiencies in these qua-
lities which the Indian people
may suffer from will remain whe-
ther we take the road of planning
or of the free market economy
Attributes o national  character
change but slowly. The more rele-
‘vant factor is that. while a (total)
I plan necessarily involves wastages
i (which attend the inevitable err-
ors of judgment on resource allo-
cations and because of « its built-
in biases against guality, effici-
ency and due care equipment),
the free social market, economy,
with its  self-correcting pricing
mechanism, continually tends to
minimise and eliminate errors apd
wastages. Hence, the need or
free market policies is particular-
ly great in low income economuies
where the economic surpluses are
meagre.

The immediate post-war period,.
being dominated by acute short-
\ages of supplies and equipment,
does not provide a convincing em-
lpirical test of the potentialities of
the free market economy. Such
a test is provided- during the past
d(?cade by the remarl;lable grogress
of West Germany, It and J
(and. at present, Yor ‘France. " The
semi-stagnation of per capita in-
comes in India since 1954-55 s
, evidence that.we cannot look for
{ dividends from a policy of increas-
ing intervention (in the name of the|
plan) in the economic life of the
community, as this has approxi-
mated (to quote A. P. Herbert) to
a case of "Let's stop somebady
from doing something."

B. R._SHENOY.
Bombay, October -« .
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SCHOOL OP SOCIAL SCIENCES
GUJARAT UNIVERSITY
AHMEDABAD-2

13 Oetobsr (1959

Dear Professor Hayak

\ .

After visiting Zurich and Beirut I returned to Ahmedabad
on 21 September. I hare benefited considerably by attendine the

meeting el Oxford. I+ has reinforced my confidends in the imp~

ortance of the free market economy for accelerated economic
growth, in particular, Of under—developed countries. | was'
also glad to see so many eminent people supporting my |ine of
thinkinz on Indian ezoncmic iSsues. It was a delight to neet
you personally both at Oxford and i n London.

L ' 2 I have taken up

’ ' of the lMont Pelerin Soci 7
materialise and that i ﬂ@ulé be possible for you to make the

trip. It would be wonderful if you think you déould find time +o

1

-
(RS
En

Y

‘ study Indian sconomic conditions and give the osublic the benefit
(/* of your rea "Iﬂonsg I am forwarding to you separately, per rezis—

R , tered book »ast, a copy each of the followingz :

i A 1). Problems of Indian SBeconomic 1958
: Developmant

1 2) Ceylon Currency and B&nk 1941
3). Stability of the Indian Rupee: 1959
A Review of the Poreign Bx-

change 3ituation. : /

3. T encilose cutiing of an erticle by me, which appeared in

‘the Times of India, Bombay on 25 September 1959. The ides of
the suitability of the free mwrket economy for India is receiving

some attention. Iy urt1P1u iz, in fzet, a reply to the observa-
-tions made by Mr.Tengsw, Governor, ?eoeﬂvnnﬁgn[ of India, in =
speech at Bombay on-my earlier Dun*es+1on free market econo—
mic pelicies alone would suit best India's needs. I thought you
may be interested in looking into the article. It prodused some
letters to the Editors; I enclose, too, uuttlng of my renly to

#

.(ooﬁtdapZ)
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It was & grwat pleaaure ta mar rrom you aftar ou
urn to India. I am glad that you enjoyed yo
ug d;‘I want. to mesure you that y
1 i“ing‘ a8 @qually valuable rr""-it ul ,,a‘, ue
onally ﬂ:n partiaulm.;_ I am eurg yo ‘111‘
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THE TIMES

OF INDIA

WEestT GERMAN RECOVERY

THE remarkable progrms of West
Germany during. the past. 13
iyears—"'the German economic mira-
icle,”—under the guidance of Profes-
{sor Ludwig Erhard. Minister for Eco-
.nomic Affairs, indicates the enor-
mous developmental potentialities of
the free social market economy
(Soziale Marktwirtschaft.) But some
% ong others, the Governor of

e Reserve Bank of India) think
that the German example is not a
safe policy guide for India

Firstly. though German industry
yhad suffered greater war damage,
Germany had abounding technoloo1-
cal and managerial how-how, so
that a "take-0%" was vastly easier
than in India, where the " run away"
of “-= basic needs of, devel6pment
sti agely  needs  building up.
Secondly, the pace of recovery of
an industrial  economy from the
depths o war devastation. being
likely to be statistically high. can-
not be taken as a measure of the
mmore hormal pace of expansion.
Thirdly. the German and Indian
economies are basically divergent;
the latter is predominantly rural.
suffers from chronic .pressures of
poverty and  population, meagre
savings and an acute scarcity of
skilled labour and managerial talznt.
The know-how heavy industries.
in particular. is poor, and so on:
under these scarcity conditions, the
State: of necessity, must play an im-
portant part in initiating develop-
ment based on a plan.

STATE AID

The need for State initiative is il-
strated by the examples of Euro-
pean coutries and of Japan in the
early stages of their industrialisa-
tion; there was scarcely an impor-
ta=t factory industry in Japan that
not owe its Initia venture to

tne State. Fourthly. Germany had
the benefit of signiticant and timely
foreign aid. Flnally, even id Ger-
many, Erhard's policy was a gam-
ble; its success was in great measure
ldue to the discipline and hard work
‘of the German people. In India,
it would be worse than a gamble,
the task before us being beyvond
the capacity of free-market forces.
Taking thie first two considera-
tions above together, it is obvious
that in a highly industrial economy,

given freer availability of supplies,.

recovery may be much more rapid
than the pace of expansion in an
under-developed economy, whert:
progress must begin with the laying
o the capital base. But the recover)
phase of German development was
completed by 1950, when the index
of industrial production was 110
per cent. of 1936. It was during the
following eight years that German
national income (at current prices)
more._ than doubled, the annua
average Increases in it being 15.9
per eent: X probably a world record
for a’ skstained rise at this high

Lessons For

B/ B. R. SHENOY

rate), real wages went up by 60
per cent. the mark got transformed
from a soft to a leading hard
currency in Europe, the currency
reserves rose to well above twice
that of U. K., and German exports
moved up from the fifth to the
third (later, the second) highest
rank in the world.

For 15 years economic activity in
Germany was weighed down by
controls and a "pricefrozen infla-
tion." Professor Erhard threw "into
the waste paper basket in one swoop
hundreds of degrees promulgating
controls and prices" Hard work,
coupled with discipline in consump-
tion, voluntarily assumed under the
universal urge for marching for-
ward, yielded phenomenal econo-
mic surpluses, which got absorbed
in capital formation. Gross 'savings
(gross investment) in  Germany
varied, from 1950 to 1958, between
21 per cent. and 26 per cent. of
the gross national product.

PLANNING

The war had destroyed 60 to 90
per cent. of most of the big Ger-
man cities: the harbours. canals and
rivers had been ]ammed with sunken
barges and ships. and broken
bridges had blocked her railroads
and highways;, of the 10.6 million
houses and apartments. almost half
were uninhabitable. When Erhard
took over (1948). German indus
trial  production was still 50 per
cent.. of that of 1936 and a geogra-
phically restricted country had to
cope up with a rush of refugees
from East Germany and elsewhere,
who numbered, during 12 yearssince
the close of the war, 12 million, or
23 per cent. of West German popu-
lation. German planners were quite
firm that, in such a context. de-
control would be a catastrophe,
that it would cause German indus-
trialists to promote a Morgcnthau
policy, that a sick man cannot be
tossed into cold water and be ex-
pected to swim, and that systematic
planning and guidance of the eco-
nomy alone could restore it to a

healthy state.

German  plan  “experts” had
"worked out in painful col-
laboration™ with the American

authorities a Long Term Plan
(LTP). It is a tribute to
?he potentialities of the free market
economy that actual production far
exceeded the LTP targets. though
fhe latter were deemed too high
oy the "experts.” To take some ex-
amples, in 1952-53 industrial pro
duction was 1455 per cent. of tha
in 1936 (as against the LTP target
of 110 per cent.) private consumﬁ/I
tion per head improved from D

768 in 1936 to DM 827 in 1952-53
(at 1936 prices,) a rise of 7.68 per
cent. above the 1936 level (as
against the LTP tar?et of 20 per
cent. below the 1936 level), and the
exporis in 1952 amounted to $404

HOOVER INSTITUTION

-economic surpluses (production less

India

million and in 1953 $4.42 million !
(as against the LTP target of $2.8'
million.) Since the Wirtschaftwunder
(economic miracle,) "even the fac-
tory workers are buying cars. Be-
fore the war, that was unheard of
in Germany" (National Geographic
Magazine, June 1959).

The explanation for the pheno-
inenal economic surpluses which the
tree market economy produced is
easily seen. The test and the mea-
sure of economic development is
in the curve of production (of mar-
ketable output). For this curve toi
rise steeply the two basic needs]
are, firstly, full and sustained effort‘
on theJ)art of every individual in
the field most congenial to his na-
ture and. secondly, a maximisation.
o the economic surpluses to,
strengthen the capital-base of the!
economy, so that output per indi-
vidual (and the production curve)
may beep rising continually. This:
process of expansion would be en-
dowed with stability if the effort
to produce and the urge to save arc
the result of the tree mill and
choice of individuals. Erhard’s so-
cial free market economv answered
these conditions eminentlv. The re-
gime of controls and governmental
regulations harassed enterprise and
clogged the springs of production.
Planned development (in the sense
of a total plan), as experience has
shonn. detracts from a maximisa-
tion of the national product to a
given supply of resources. as it
produces Internal conflicts and re-;
sistances, leads to wastages. WhICh‘
attend  the inevitable errors of
judgment on the distribution of re-
sources, and has "built-in" biases
against quality. efficiencv and due
care ol equipment.

FREE MARKET

Taking the third consideration.
because basic economic divergences
exist between the Indian and Ger-
man economies. it is not as if State
control and intervention alone are
the most suitable policy for India.
As the pace of economic develop-
ment rests on the magnitude ot the

consumption—savings). the test o
the eminent suitability of an eco-
nomic policy is in the prospects
which it may offer for augmenting
these surpluses. Other considera-
tions cited by the critics of the
suitability of Erhard's policy for
India are largely irrelevant. © The
fundamental forces reviewed above
apply to al economies regardless
of their pattern and structure, as
the economic process. like the engi-
neering process and the law of gra-
vitation. is the same everywhere.
The need for free market policies
is particularly great in underdevelop-
ed economies where incomes being
close to the margin of subsistence.
increased savings are unpractical

Continued on Page 8 Column
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Lessons For Inda In
W,e*st German Recovery

Continued from Page 6 Column §

without stepping up production;
this renders it imperative that every
possible care be taken to avoid ad-
mir -ative and policy measures
l'wt may dampen efforts and en-
terprise, ~even as in an area of
scarce water supply prudence de-
mands due care and attention of
the few oases provided by nature.

Our economic policies, however,
are moving more and more in the
direction of the German policies
when Erhard took over and, like
them, are tending to have a wet
blanket effect on enterprise and
output. In the field of agriculture,
which accounted for 45 to 51 per
cent. of Indian national income, to
the already existing restrictive Iegls-
lation is threatened to be added
other measures of a similar cha-~
'racter. These factors have detract..
'ed from sustained and intensive
effort; increased agricultural output
depends more than ever on wea-
ther conditions. In the field of in-
dustrv. too, we have a wide range
of I sering governmental inter-
ventiv.. and regulations. In cotton
textiles, which account for 36 per
cent. of industrial production, spe-
cial impediments exist in the way
of expansion. Add to this the prob.
lem of go-slow by labour; effort by
industrial workers is estimated by
observers at 50 to 75% per cent. of

capacity.
FOREIGN 4ibD

Coming to the fourth considera-
tion of the critics of Erhard's policy
to India, facts do not confirm the
view that forei%n aid significantly
accounted for the rapidity of Ger-
man development. It amounted to
$3.12 billion (DM 13.10 billion)
between April 1948 and the end of
1954 and represented 7.49 per cent.
of the estimated total gross invest-
ment in Germany during this period.
T is a gross figure, as, begin:
n- with 1950, Germany's balance
of payments statistics show a net
outflow of German capital under
“private donations” and “private
cap’” *” Foreign aid to India in
the st three years of the second
Plan (Rs 742 “crores) represented!
23 per cent. of the Investment in
the public and the corporate pri-
vate sector (Rs. 3,200 crores).

Logic and experience (of the
‘working of controls for 15 years)
and Erhard's strength of conviction
of his own policies do not support
ithe view that Erhard had been en-

 currency."

gaging in a gamble. The experience
of Italy and of Japan endows cer-
tainty to the outcome of free mar-
ket policies; by pursuing them
these countries harvested similar
dividends. Since their adoption,
national income (at current prices) !
rose at an annual rate of 11 per
cent. in Italv and 15 per cent. |n|
Japan.

In the context of the Indian offi-
cial view that exchange control
{and foreign  exchange scarcity)
and inflation are, so to speak, the
inevitable attributes of a develop-
ing economy, it is interesting to
hear Erhard say that exchange con-
trol is the "worst form of disorder,"
that it is "utterly ridiculous" to
speak of its being necessary to
maintain “order,” and that who-
ever may rescue Europe from it
“will have done more for Europe
than all politicians, statesmen,
M.Ps., business men and civil ser-
vants put together." The funda-
mental "disorder" caused by two
decades of exchange control in In-
dia, in the field of production,
prices, exports,  concealments of
Incomes, anti-socialistic shifts inin-
come distribution and black market-
ing confirms this.

INFLATION

On the issue of inflation and de-
velopment, Erhard  observes: "I
absolutely deng that a strong ex-

ansion must be rnaturally or law-

ully .combined with a general rise
in prices.” In fact, "'no amount of
economic Pro gress can be big
enough to offset even the most ap-
parently harmless softening of the

In under-developed economies
private capital may not readily be
attracted Into basic industries in
the early stages of development,
because of the low returns and the
long gestation period. To ensure
unhampered and speedy growth of
the economy, it becomes necessary
for the State to provide these basic
needs in socio-economic overheads.
This would not, however, involve
any tampering with the free mar-
ket forces. It is also the responsi-
bility of the State to prevent mono-
polies, trusts and cartels, as they
are abhorrent to the rules of a free
market economy. It follows that
the safest and the best formula for
an economic policy for India is
free social market economy, plus
planning, plus zero inflation
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FRER MARKET EcoNOouMy FCR INDIA

by
B. R. Shenoy

The remarkable progress of West Germany during the past 13 years =~ "German
economic miracle," = indicates the enormous developmental potentialities of the free
social market economy (Soeiale liarktwirtschaft). But some (1) think that the

. German ‘exemplesis notre: safespolieyguidefar.India.. ... The arguments advanced by the

critics'may be stated briefly.

]

2. Firstly, though German industry had suffered great war damage, Germany had abound-
ing technological and managerial know-how, so that a "take-of £f" was vastly easier than
in India, where the "run away" of the basic needs of development largely need building
up. Secondly, the pace of recovery of an industrial economy from the depths of war
devastation, being likely to be statistically high, cannot be taken as a measure of the
more normal pace of expansion. Thirdly, the German and Indian economies are basically
divergent; the latter i s predominantly rural, suffers from chronic pressures of wrerty
and population, meagre savings and an acute scercety of skilled labour and managerial
talent, the know-how of heavy industries, in particular i s poor, and so on; under these
scarcity conditions, the State, of necessity, must play an important part in initiating
development based on a plan. The need for State initiative isillustrated by the ex-
amples of European countries and of Japan in the early stages of their industrialisation;
there was, then, scarcely an important factory industry in Japan that ¢id not owe its
initial venture to the State. Fourthly, Germany had the benefit of significant and
timely foreign aid. Finally, even in Germany, Professor srhard's policy was a gamble;
its success was i n great measure due to the discipline and hard work of the German
people. In India, it would be worse than a gamble, the task before the country being
"beyond the capacity of free market forces."

e However muchwe dislike these arguments = becausé we know them to be factually

or basically wrong =, they hold the field in India to-day. Supporters of the free
market economy, even in the universities, are in an insignificant minority; it will take
a great deal of counter-argumentation and weight of adverse experience before opinion

of persons that matter changes, There, however, IS no point in my wasting your time
in refuting the stand taken by these critics. But | believe It would be correct %o

say that, given freer availability of supplies, recovery in a highly developed industri-
al economy mey be much rnore rapid than the pace of expansion in an under-developed
economy, where progress must begin with the laying of the capital bagse and the creation
of the necessary socio-economic overheads. Eut the recovery of Geman development may
be said to have been completed by 1950, when the index of industrial production was
11049 per cent of 1936, as against 33 per cent in 1946, and 39 per cent in 1947, which
makes a recovery pace of about 27 per cent per annum. In the following 8 years German
national income (at current prices) more than doubled, the annual average increases init
being 15.9 per cent {probably, a world record for a sustained rise at this high rate),
real wages went up by 60 per cent, the mark got transformed from a soft to a leading
hard currency i n Europe, the currency reserves rose to well above twice that of U.K.,
and German exports moved up from the fifth to the third (later, the second) highest

rank in the world. -

4 I believe it i s correct to say, too, that for 15 years economic activity i n Gam-
any wes weighed down by controls and a "price-frozen inflation". Professor Erhard,
kinister of Economic Affairs, threw "into the waste paper basket in one swoop hundreds
of decrees promulgating controls and prices's (2)

(I') The subject is receiving public attention. Official reaction to the idea of the
applicability of the free market economy to India i s generally one of disapproval;
this was the theme of a talk by the Governor of the Esserve Bank of India to the
Indo-German Social Centre, Bombay, on 8 August 1959.

(2) Luawig Erhard, "Prosperity through Competition”, London 1958, p. |3,
1AW & 9
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The almost electric effect which the change-back to the free market forces produced

led to hard work; this coupled with discipline IN consumption, voluntarily assumed under
the universal urge for marching forward, yielded phenomenal economic surpluses, which
got absorbed in capital formation. Gross savings (gross investment) in Germany varied,
from 1950 to 1958, between 21 per cent to 26 per cent of the gross national product.

5. The picture of poverty presented by the immediate post-war situation i n Germany
was no less depressing than the picture presented by certain under-developed economies.-
This comparison is of significance because of the oft-repeated theory that the wvieious
circle of poverty, meagre savings, investments beluw the demographic rate and persistent
economic stagnation, cannot be cut except through ¢ ommunist techniques of planning or ‘
state intervention. The war, one reads, had destroyed 60 to 90 per cent of most of the
big Geman cities, the harbours, canals and rivers had been jammed with sunken barges A
and ships, and broken bridges had blocked her railroads and highways; of the 10.6

million houses and apartments, we are told, almost half were uninhabitable. When
Erhard took over (1943),German industrisl productlon was &till 50 per cent of that of
19736 and a geographically restricted country had to cope with the rush of refugees

from East Germany and elsewhere, who numbered, during 12 years since the close of the
war, 12 millions; or 23 per cent of West German population. T believe that this
raised tlie rate of growth of the population of the country to well above the rate of
growth which, many assert, weighs down the effort of under-developed countries to
struggle out of economic stagnation. It i s interesting to hear Prof'essor “rhard say:
"It wes a time when most people did not want to believe this experiment in currency and
economic reform could succeed. It was a time when it was calculated that for every
German there would be one plate every 5 years; a pair of shoes every 12 years; a sui
every 50 years; that only every fifth infant would lie in itS own napkins; and that

only every third German would have a chance of being buried in his own coffin. That
secmed to be the only life before us” (3) It isinteresting to hear, too, that the
German planners were quite firm that, in such a context, decontrol. would be a catastroyple,
that it would cause Garman industrialistsS to promote aliorgenthau policy; that a sick man
cannot be tossed into cold water and be expected to swim, and that systematic planning
and guidance of the economy alone could restore It to a healthy state. That i s pre-

cisely how the plannersin India, too, are arguing to keep themselves in posmons of ‘
_POWET._ ___ S L L — — .

6. It i satribute to the potentialities of the free market economy that actual pro-
duction far exceeded the targets of the Long Term Plan (LTP), which the planners had |
worked out in painful collaboration" with the American authorities, though the targ,cfts
were deemed too high by the experts. It is good to read, for instance, that industris™
production was 145.5 per cent of that in 1936 (as against the LTP target of 110 per
cent), that private consumption per head improved from Dk 768 in 1936,to I¥ 827 in
’1952/53 (at 1936 prices), arise of 7.68 per cent above the 1936 level (as against the \
LTP target of 20 per cent below the 19%6 level), that since the Wirtschaftswunder |
(economic miracle),"even the factory workers are buying cars. Eefore the war, that ™ !
was unheard of in Germany,” and that the exports in 1952 amounted to % 4.04 million aud |
in 1953 to g 4.42 million (as against the LTP target of g 2.8 million). |

7. The factors making for -the phencmenal economic Surpluses under a frcc market economy
seem to be obvious. Tlie test and the measure Of economic development IS in the curve i
of production (of marketable output). For this curve to rise steeply the two basic

needs are, firstly, full and sustained effort on the part of every individual in the

ficld most congenial to his nature and, secondly, a maximisation of the economic sur-
pluses to strengthen the capital-base of the economy, SO that output per individual

(and the production curb) may keep rising continually. 'hig process of cxpansion L
would be endowed with stability if the effort to produc save are-the !
result of the free will and choice of individuals. The free marlket economy answers -

these conditions emincntly,

3. These basic forces and considerations apply to =11 economies regardless of their
pattern and structurc, as the cconomic process, like the engineering process, is the
same everywhere.” That i s to say, because basic economic divergences exist between the
Indian and German economies, It i S not as if State control and intervention alone are
the most suitable policy for India. A's the pace of ecconomic development rests on the
magnitude of the economic surpluses (production |less consumption), the test of the
eminent suitability of an economic policy i s in the prospects which it may offer for

augmenting these surpluscs. I believe, therefor,, that it i s correct to say that the !
other considerations cited by the critics (listed in paragraph 2 above) are largely |
beside the point. The nced for frecc market policies i s particularly great in under- !

developed economies where incomes being close to the margin of subsistance, substan’tia]%\
(3) Erhard, p. 10
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increases in savings are unpractical without stepping up production; thisrenders it
imperative that every possible care be taken to avoid administrative and policy measures
which may dampen effort and enterprise, even as in an area of scarce water supply prud-
ence demands due care and attention of the few cases provided by nature.,

9. I believe it i s true to facts to say that the magnitude of foreign aid received
by Germany does not confirm the view that it was a me jor factor accounting for the sus-
tained rapidity of German development. Foreign =id to Germany amounted to % 3.12
L billon (D 13.40 billion) between April 1948 and the end of 1954. (4) Statistics
v of the total gross investment in Germany for the whole of this period i s not available
(to me), the data I have access to beginnin~ from 1950, But arough guess suggests
that foreign aid may be of the order of 6 = 7 per cent_of the total gross investment in
Germany during this period. This i s a gross figure; no allowance has been made in it
for the outfiow of capital from Germany, which took place during this period. Foreign
aid to Indiain the first 3 years of the Second Plan (Rs. 742 crores) represented 23
per cent of the investment in the public and the corporate private sector
~. (Rs. 3,260 crores).

10, Whether or not the application of the free market policies to Germany was a gamble,
the experience of Italy, of Japan and of other countries secems to endow certainty to the
outcome of free market policies, Both the latter countries, by ]QDursuing similar polic-
ies, harvested similar dividends. Italian national income rose {at current prices) at
" 11,06 per cent, per year, from 1950 to 1958. During the six years ending 195/, Japanese
national income (at current prices) rose at an annual rate of 14.97 per cent.

1 Indian economic policies are moving steadily and progressively in the direction

of state intervention in the economic 1ife of the community and state participation in
- trade and industry; as elsewhere in the world where similar policies have been tried,
this i s tending to have a wet blanket effect on enterprise and output. In the field
of agriculture, which accounted for 45 - 51 per cent of Indian national income in recent
" years, to the already existing restrictive legislation against credit (money Tending),
land transfers, interest rates, foodgrains prices and the movement of foodgrains, are
threatened to be added other measures such as ceilings on land holdings, co-operative
: farming (which some interpret as the termination of family farming and private ownership
. of land), full state-trading in foodgrains, etc. These measures and policies have had
=17 - an adverse effect on the availability of credit to agriculture, have raised effective
interest rates, deterred the larger land owners from capital improvement of land, have
led to an undue cutting domn of trees, and have caused "precautionary” splitting up of
the larger holdings. These factors have detracted from sustained and intensive effort
so that increased agricultural output depends more than ever on weather conditions.
The division of the national market in foodgrains into zones, 5 for wheat and 2 for rice,
has accentuated regional price variations (and has caused smuggling of grains by circ-
uitous routes at wasteful transport costs). This involves a relative price penalty on
the producers of foodgrains in the surplus areas and i s a factor meking for a shift of
production awvaey from foodgrains. Purchase of foodgrains by the State (through the STC)
has driven up foodgrains prices unduly and has caused the trade and the farmers to with-
hold stocks, which has accentuated (market) scarcity conditions.

?

124 The industrial sector i s subjcct to a wide range of governmental intervention and

regulations. The position in the cotton textile industry, which accounts for 36 per

cent of industrial production, is illustrative of their general character. Thc import
- goods content of the industry (machinery, accessories and spare parts, dyes, chemicals,
- cotton, and so on) hangs on the government's import licensing policy. Calculations of
o costs, and of availabilities of supplies to maintain a programme of production, may get
out of control and eat into profit rnargins with an adverse turn in the import licensing
policy; a tightening of imports may involve a hasty (and costly) search for substit-
utes. Progress of modernising equipment i s conditioned by, in addition to the avail-
gbility of import licences, the policies on rationalisation and the attitude of trade
unions. The introduction of automatic looms beyond a certain quota, i s conditional on
the output being all exported, the failure to do so being subject to penaltiecs. Pro-
duction units, which are below the optimum size for full economy in Mmanagement and
efficient functioning, cannot add to the number of their spindles or looms, in an effort
to reach the optimum level, if they are located in the larger textile centres ("surplus"
states). The closing domn of inefficient units involves a heavy penalty of compensat-
ion to the disengaged workers, at the rate of 15 days wages for every year of service.
This penalty plus trade union pressure stsnd in the mey of retrenchment of surpilus
labour; it is also one of the difficulties confronting full progress of rationslisation.
./ Governmental resistance to clcsing down inefficicnt units has reached the point of the

(4) Erhard, p. 15.
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State taking bver these units for operation. In the "surplus" states, the more effic- |
ient units are unable to expand production to replace the reduced output ensuing from

the closed down inefficient units. The production of dhoties and of printsi s subject

to upper limits; the production of dyed saries i s banned; white saries produced bty the
mills must satisfy specifications of the size of their borders; there are limitations

on the counts of the yarn to be used in the warp and the weft and on the quantities in

the "reed' and "pick". The disposal of the output of yarn i s subject to control.

In general, it i s far from easy to adopt effective disciplinary measures against

slack and inefficient labour. Some observers are of tho view that industrial labour
in India, when not under the assembly-line compulsion, generally puts in effective work
of one-third to one-fourth (or even one-half) below normal capicity. Under these con-

ditions, it is not surprising that production should shrink at the first emcrgence of
adverse factors. The striking progress of industrial production until recent years,
notwithstanding these handicaps, 1S in the main due to, firstly, the abnormal profit
margins which inflation and import restrictions provided and, sccondly, the supply to

industry of its import requirements at heavily subsided prices, which an unrealistic
exchange rate involved.

13. Considerable damage has also resulted from continuecd exchange controls and impc™

.. restrictions which have lasted for 2 decades. The experience of the working of these

controls confirms the observation of Professor Zrhard that exchange control is the
"worst form of disorder” and that it is "utterly ridiculous” to speak of its being nec-
essary to maintain "order". (5) These controls have introduced 3 sets of fundament-
al disorder in India. Firstly, a cut in imports has led to fabrication of domestic =
substitutes at high cost to tlie detriment of the national product; intensified import
restrictions, by impinging on essential supplics, have slowed down industrial output.

. Secondly, it has caused a gap between the internal and the external prices of import

goods and of gold, which inflation has widened. This has led to a scramble for, and

. traffic in, import licences, and gold smuggling; these transactions have involved con-

cealment (into "black" earnings) from the tax gatherer of incomes of the order of Rs.200
to Rs.300 crores (abt. 2 to 3 per cent of tlie national income) each year, and to anti-

socialistic shifts in income distribution. It has made a heavy dent on national morals.
Thirdly, this purposeless activity has diverted scarce resources of the state into futile

. administrative and policing expenditure, while reducing tax receipts.

‘ 14, To the dampening effects of these measurcs on enterprise must be added the effects

of inflation and the heavy tax rates. buring the 3 years, 1955/56 to 1957/58, while

© national incomc in real tcrms rose by 5.4 per cent, money supply (despite the moderating-

influence of a depletion of the currcncy rescrves by Rs. 465 crores and of foreign aid
of abt, Rs.425 crores) expanded by 2.l per cent. The resulting inflationary rise in
prices, ~ the General index went up at an annual rate of 81 per cent per year during
the past %5 years = had an adverse influence on national output, through increasing
consumption and dissipating savings, Tncome~tax rates in India are among the highest-
in the worid., At certain income levels, the total personal tax paid by an:individua.
(income~tax, super-tax, wealth-tax, expenditure-tax, and gifts-tax) may exceed his total
income. Apart from the consideration that this cannot he defended under equity or
social justice, it cramps effort on the part of some of the ablest men in the country.

15. The record of state corporations in India does not encourage the view that they
offer a device for augmenting eccnomic surpluses. |n 1958/59, of 12 state corporations
with a capital of Rs. 32 crores, the profit rate of the State Trading Corporation was

3 per cent and of the Sindhri Fertilizers and Chemicals | ess than 1 per cent. 111 the
case of others, profits were either nil or tlie relative data were not available. In the
same years, the Indian average of dividands on industrial sccuxities was 6.27 per cent,
after tax. o

| 6. The trend in Indian national income seems to reflect the combined effect of these
policies. In 41957/58, notwithstanding Plan effort, Indisn national income is estimated
to be down by 1.5 per cent, relatively to 1956/57. The rise in 1956/57 bcing 4.90 per
cent, in the first 2 years of the Second Plan, the annual rate of increase in Indian
national incomc was 1.73 per cent. Current population growth in India being 2.0 per
ccnt per year, as against the earlier rate of 1.5 per ccnt, the Indian citizen at the
close of the 2 years of the Second Plan was poorer than he was at the closc of the First
Plan. During the 3 ycars ending 1957/58, national income rose (5.4 per cent) by about
the sane margin as the rise in population (4.5 - 6.0 per cent).

17.  The fall in national income cannot be wholly ascribed to the effects of weather
on agriculture though i ts contribution has bcen significant. Since 1948/49, thisis
the first year when we have experienced a decline in national output, though during

(5) Erhard, p. 229.
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during this périod, we have had bad harvests, too. ™ d.cline is, in part, attribut-
able to Indian economic policies.

18. For accelerated economic development, the first task before Indiais to decide on
the right economic pdlicy. It appears obvious that the present policy of interference
in the working of the pricing mechanism znd in tlhe economic 1life of the commimity (in
the name of the plan and for attaining a socialist pattern of society) has to be aband~
oned. There are, then, 2 alternatives to choose from.

19. The first i s Communist planning, wherdy the planners exercise control ovsr the
productive resources of the community and its entire economic activity. By reducing
resource allocationg to the consumer trades, they reduce consumption to the minimum in

- order to step up capital formation to the maximum. It does not, however, follow that
- Communism offers the most favourable institutional arrangements for accelerated economic

growth; as experience has shown, Communism i s apt to produce internal conflicts and re-
sistances, especially in the agricultural sector which, notwithstanding ruthless counter-

.vailing regimentation, would detract from a maximisation of the national product for a

given supply of resources. Communism involves, too, "bulilt-in" biases against ef ficiency,
quality and a high care of equipment (which are incidental to the effort somehow to over-
fulfill the production quota). This does not conduce to a high ratio of output per worker
for a given equipment and other resources. The maintenance of this ratio at a high level

~ would, therefore, involve the maintenance of an un-relieved pressure of regimentation.

20, The other alternative i s to adopt policies consistant with the free market economy.
He who may rescue the country from its present economic policy and bring about a change
over to a free market economy will have done more for speeding up Indian economic de-
velopment than 211 the foreign aid that i s being planned, or that the country has re-
ceived. The position on tlie plane of ideas, to-day, i s that the major economic diffic-
ulties confronting the country, namely the rise in prices and an acute scarcity of for-
eign exchange are ascribed to economic development; the belief i S universal ( among
people that matter and also among the public) that economic development is not possible
without inflation and exchhnge control (foreign exchange scarcity). (6) That these
difficulties stem from the attempt to invest non-available resources i S receiming accept-

" anee far too slowly and reluctantly,

21. The choice between the 2 altcrnatives cannot be long delayed. Conpulsions of
plan financemay take the country to the parting of the ways sometime this financial year
or the next, Total investment in the public sector (Centre and states) and the corpor-
ate private sector during the first 3 yecars of the Second Plan, amounted to about Rs.
3,260 crores. About 9 per cent of this (Rs. 1,270 crores) was financed by withdrawals
from the currency reserves (Rs. 528 crores, or 16 per cent) and by foreign aid (Rs.740

crores, or 23 per cent). Currency reserves are nearly all gone, the surplus over the
legal minimum reserves (Rs. 200 crores) as at 21 iugust 1959 being Rs. 96 crores. In

1958/59, budgetary operations and the public debt transactions of the banking system,
viewed together, 1ed to a record net issue of RS. 610 crores of created money. The
country was saved from rureway inflation, which this might have caused, by the record
foreign aid of the year (Rs., 360 crores). This coupled with withdrawals from the curr-
ency reserves (Rs. 46.60 crores) and reduced activity in ths rest of the economy kept
down the excess money issue to abat Rs, 109 crores, leading tOo a comparatively moderate
price rise of 5.3 per cent during the year (see attached table).

22. In 1959/60, placing foreign aid at tlie budget figure of RS 337 crores, and assum-
ing the flow of savings into thc public sector to continue at a rate suggested by the
performance of the past 3 years (Rs. 350 crores), the savings gap in the projected plan
investment of the year (RS. 1,121 crores) mey he of the order of Rs. 40O crores. In
desperation, the government may amend the currcncy law (as had been done twice in the
past) and reduce the currency rescrves, this time, to zero, following the good example
of certain countries) and appropriate the whole of the remaining reserves for plan in-
vestment durimg the current year. This will only transfer the problem to the last year
of the plan.

(6) Here is an extract from the letter of resignation,, dated 22 August 1959, of a
Union minister: "Some people secm tO think that prices are a function of supply and
demand. This i s far from the truth. In the complex economy, under which we are
living, prices of commodities are affected by the export and import policy, budget-
ary and monetary policies. In a developing cconomy all these have an effect on

prices.”
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23, Notwithstanding these difficultiss, the blue print of the Third Plan i s being

prepared on the assumption Of an overall order of investment of RS 10,000 crores in

5 years, which i s double the average investment rate of the first 3 years of the Second

Plan. As mey be expected, in a stagnant per capita income, national savings Ilowing

|
into the plan, notwithstanding the pressure tactics used for augmenting it, have re- }
mained around 5 per cent of the national income. Aisgsuming foreign aid to continue at ‘
i
\
!
1

alout Rs. 300 crores per year, the visible resources for tne Third Plan (including the
public sector and the corporate private sector) are of the order of Rs. 4,250 crores.

2h.. Official thinking for an exit from this stubborn position i s in the direction of
more state intervention in economic activity as evidenced by the discussionsz at the
Seminar on Planning, conducted by the A11 India Congress Committee, at Ootacamund in
June 1959. The policies visuslised have been described as "institutional and organisat-
ional changes of a comprhensive character, affecting both governmental and non-govern-
mental agencies'. Given these changes, the conclusion of the Seminar is that "it would
be possible to mobilize resources' of the order of Rs.10,000 crores", 7 of which
£ would be for public sector investment. The changes visualised 1nolude drastic
measures of additional taxation, extension of state trading and co-operative farming.

25. | believe it i s correct to say that, under frce market conditions, overall nati~m-
al savings are a steady pe: centage of national income; this percentage changes but s. ¢
ly, so that ordinarily, an increase in the quantum of savings would rest on the expansion
of national inccme. Overall national savings cannot be expected to rise significantly
by merely shifting profits from private trade to the coffers of the state through ex-
tending state trading or increased taxation, especially because past experience has
shown that rises in revenue receipts are apt to be balanced by larger non-investment
expenditure. The savings habits of a peopls do not change because they now draw their
incomesfrom a stete agency instead of from private firms., Co-operative farming i s of
value for plan finance only to the extent it inay augment the output of farms without
augmenting equally the consumption per worker on the farms. This i s expected to re-
sult from the application of modern methods of cultivation which the integration into
optimum farms of the fragmented units might permit. Universal extension of co-operat-
ive farming mey take decades to achieve, among other reasons because, firstly, integrat-
ion of fragmented unitsis a formidable task in itsclf; secondly, the additional capit-
al requirements of the reform would limit its progress and, thirdly, the personnel with
the necessary competence and character to run the farms is far too scarce. This i s too
speculative a proposition to rely on for Third Plan finance.

26. Indian olanners first fancied defieit financing to be an Alladin's lamp, within
limits; after 2% years of discussion and a rise in the general index of prices by 91
points (27 per cent), we were convinced of the futility of relying on it for capital

" formation. (8) Their attention, then, shifted to the tax instrument &and 2 years'
experience has demonstrated its limitativis. There i slittle doubt that the contriv- v
ance now in favour - institutional changes - will have to abandoned, in its tcrm; one
hopes that this will be done before too great damage results to the magnitude of the
national product. There i s no safer device of maximising this product than through a
frce market economy. It isalso in line with the Indian tradition of tolerance, under-

standing and profound human sympathies.

27. The necessity for foreign aid for speeding up economic development of low income
economics i s evident in the situation; but it i s important that such aid should be

wholly absorbed in the economically most sffective capital formation. For this to
happen, the essential pre-condition would scem to be monetary and exchange stabilityiuring
the First Plan, viewing economic operations in the aggregate, the amount of foreign aid
(Rs. 211 crores was wholly used up in financing the export of (foreign-owned)private

capital (Rs.37 crores) and gold smuggling (estimated at an order of RS. 160 crores), _

the domestic capital savings of the period (Rs. 3,150 crores) alone being applied to
plan investment (Rs. 3,100 crores). Porcign aid, in other words, was i n effect, con-
verted mainly into the dead asset of gold and partly, exchanged for home assets owned
by foreigners. It did not contribute to an augmentation of the national product,
though the service charges on foreign aid are being dravn from this product. The
Second Plan has added to non-developmental drain of foreign aid, To the claims on it
for the finance of capital repatriation (9) and gold smuggling have now been added the
claims of increased consumption ensuing from inflation (over-invcstment).Since foreign
aid and domestic funds go into the same economic kltty, foreign aid would be drawn upon,

(7) Yojana, 28 June 1959 (8) See the budget speech, November 1956
(9) Vet exports of private capital amounted to Rs, 25.8 crores in 1956/57 and 1957/58,
the first 2 years of {the Second Plan.
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directly or indirectly, to finance the enhanced consumption.
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To the extent foreign

rid docs not add to the capital base, the economic ability to repay the debt i s not

being built up.

This raises the important qucstion, whether foreign aid in a back-

ground of domestic inflation and basic economic disorders i s in the best interests of
the giver and of the receiving country; in addition to the doubt of the ability of the
debtor to repay the debt, therc i s the consideretion that foreign aid, in certain sit-
uations, may patch up and, therefore, provent the full manifestation of policy ab-

errations.
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In such cases foreign aid may have an clcment of disservice in disguise. |
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TABLE T (Rs.crores, a crore belng e
PLAN FINANCE 10 million)
4 2 3 k- 5

1956-57  1957-58  1958-59  1959-60 1 + 2 + 3

1a A an Outlay (Centre A states) 639.00 846.00  931.00 I, 29.00 2,466,00

b
B
]
1
]
|
:
!

2 Capital formation i n the Corp- 270.70 260.00 265.00 796.00
orate Private Sector(estimate)
-3t 42 203,70 4106,00 1246.00 . 3,262,00
4. Drafts on Currency Reserves 221.30 959.90 . 146.60 527.80
5. Utilised Foreign Aid 128.90 252.80  361.10 337,00 742.80
6. Current Domestic Savings (3-4-5) 55980 593,30  838.30 . ‘ 1,991.5C |
7. Net Issue of lioney resulting from 735 342,12 609.91 : 959,39

1.budget operations and 2. the pub~

lic debt(including samll savings) .
transactions of the banking system ‘ —
(including RB.1.) ‘

|
|
Plan Finance by Created Money - - 202,24 ' 202.21 ]
(7-4-5) |
L+ 5 . 350,20 512,70  L07.70 1,270.60 i

10, 9 as % of 3 ‘ 38.48 46,36 32,72 38495
M boas % of 3 2432 23,50 3.7 | 16.18 i,
12.5as% of 6 kb6 22.86 28,98 . oo.77 |
13, Increase in Money Suwpply  128.57  75.9h 109.0h R,
‘;M-- Increase'% in General Inde A 5.9k 0.95 | 5.28 12.60 ’
+.  of Prices ‘ o
 ‘»15. Savings less Created Money 559.80  593.30 636,09 1,789.19 \
16, Deficit Finance (1) 211.77  497.78  308.01 1,017.56 |

: (1) Formgl budget deficit + or - the increase or decrease in the permanent debt |
holdings of the banking system (including the Reserve Bank). . !
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