
Free. Social 
Market 

- 
I The immediate question be- , 

fore us totlay 1s no1 whether 
follow the Erhardian policv i: 

\ .?Oto but whether to accept the 
fact that 'democratic planning' / means suficient planning and ruf- 
ficient scope for free enterprise. 

To The Editor, "liihles & Indi'%: 
SI~,--A~I~&S Mr. -Thatfe3s COG- 

ments, let me point out two in- ' . consiste~cies in his letter. In  the 
; first PI&, Prbf. Shenov's article 
does not purport to do-awaJ w ~ t h  
planning.gt nor does it advocate a , retreat to a Inisse7-faire economy 1 

M. N. RAVAL. 
Surat, October 5. 

Secondly, to say that from / 1' to 1951 there were n o  . controls in India, and that 
'.even then industries did not deve- 

' lop and those that did never 
bothered about social factors" is 

I to slur over facts. The index of 1 industrial production (1346-100) 
has 117.2 in 1951. Tnvestmeat in 
new industr~es was worth Rs. 290 
crores (excluding replacement). 
while major evistmg industries add- 
ed tremendously to thelr pre-war 
c2paclt~.  All this mas done at a 
time when the climate for invest- 
ment was llardly congen~al. 

T 'he Editor, "Times of India' 
, . -I aoree with Mr. Y. V 

1 

- 1  
Thatte (0cFober 3) that to argue 
against all planning would be to 
deny its merits altogether. In  
under-developed economies, for  the 
reasons I 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 

&;--of the free market economy 
Attributes of national character 
change but slowly. The more rele- 

' vant factor is that. while a (total) 
I plan necesszrily involves wastages 
I (which attend the inevitable err- 
ors of judgment on resource allo- 
cations and because of * its built- 
in biases against quality, effici- 
ency and due care of equipment), 
the free social market, economy, 
with its self-correcting prlcing 
mechanism, continudly tends to 
minimise and eliminate errors and 
wastages. Hence, the need 
free market policies is particular- 
ly great in low income economies 

meagre. 
where the economic surpluses are 

The immediate post-war period, : 
being dominated by acute short- 

\ ages of supplies and equipment, 
does not provide a convincin, / p i r i a l  test of the potentialiti:::i 
the free market economy. Such 

I a test is provided.during the past 
decade by the remarkable progress 

(o f  West Germany, Italy and Japan 
and. at present, of France. The 
semi-stagnation of per  capita in-  
comes in India since 1954-55 is 

, evidence that .  we cmnot  look Ioi 
r dividends from a policy of increas- 
1 ing intervention (in the name of the I 

plan) in the economic life of the 
community, as this has approxi- 
mated (to quote A. P. Herbed) to 
a case of "Let's stop somebady 
from doing something." 

with the free social market eco- 
nomy, the principal ingredient of 
the correct policy formula. for Ia- 
dia: If (planned) pub l~c  sector 

; investment is limited to public 
l savings aild private savings volun- 
'tarily accruing to  the' State, we 1 would avoid the two dangers of 
I inflation or a forced diversion of 
j scarce savings into low return in- 
i vestments, both of which would 
/ detract from a. maximisation of the 

national product. 
1 X agree, too, tbat certain quali- 

I B. R.- SHENOY. 
Bombay, October - ,%- 
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t; of the German people contri- 
I 1 materially to the phenome- 
ndl progress of West Germany. 
But any deficiencies in these qua- 
lities which the Indian people 
may suffer from will remxin whe- 
ther we take the road of planning 
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r Pmfessor Bayek, 
\ 

A Y t e r  v i s i t i r rg  Zurich an4 B e i - m t  f returned t o  Ahmed-abad 
on 21 Se~t3tnber.  1 ha-re benef i t ed  c o ~ s i d c r 2 i : l y  53; atke;.i~J-in- thb - 
m e t i n g  el  63xfo~d .  Lt hzu reinlwced my confidsnee i n  the imp-  

I ortance o r  t h e  free ri~a~ke-t ecanotqr for. ecce l e r a l ed  ecommic 
zroivth, i n  pa~ticular, of iznder-de-jzloped can-tries. I was' 
a l s o  , l a d  t? see  s3 many mLinent gnzple s u ~ ~ o z t i : l g  ny line of I 

thinkin; 2n Indian e2ontmic issues. It was a d-eli& t to meet 
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) r -  , , ? 
5 -  , , "1 THE TIMES OF IXDIA 

! Y E ,  remarkable of West 
Germany during. the past. 13 

i years-"the German economic mlra- 
I cle,"-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 som- 
(among others, the Governor of 
the Reserve Bank of India) think 
that the German esample is no? a 
safe policy guide for India. 

Firstly. though German industry , had suffered greater war damage. 
Germany had abounding technologl- ' cal and maria-erial how-how, so 

; that a "take-0%" was vastly easier 
than in India, where the "run away'' 
of '"r basic needs of, devel&ment 
sti .rgely needs building up. 
Secondly, the pace of recovery of 1 an industrial economy from the 
dep:hs of war devastation. being I likely to be statistically biph. can- 
not be taken as a measure of ,the 
more normal pace of expanslon. , Thirdly. the German and Indian 
economies are basically divergent; 
the latter is predominantly rural. 
suffers from chronic .pressures of 

1 poyerty and population, meagre 
sav~ngs and an acute scarcity of 
skilled labour and managerial talsnt. 
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 initi'ative 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 irnpor- 
i ~ n t  factory industry in Japan that 

not owe its Initial venture ro 
t i ~ c  State. Fourthly. Germany had 
the benefit of significant and timely 
foreign aid. Finally, even id Ger- 
many, Erhard's policy was a gam- 
ble; its success was in 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 us being bevond 
the capacity of free -market forces i Taking the first two considera. 
tions above together, it is obvious 
that in a high$ industrial economy 
given freer availability of supplies 
recovery may be much more rapic 
than the pace of expansion in ar 
under-developed econonly, whert 
progress must begin with the lapins 
of the capital base. But the recover) 
phase of German development wa: 
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 annual 
averape qcreases in it being 159  
orr cPW.,$probably a world record 
for a-.  sbstained rise at  this hi& 

- -  . . 

Lessons For India 
By 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 tw the 
third (later, the second) highest 
rank in the world. 

For 15 years economic activity in 
Germany was weighed down by 
controls and a "price-frozen 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 phenonlenal 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. ol' 
the gross national product. 

PLANNING 
The war had destro>-ed 60 to 90 

per cent. of most of the big Ger- 
man the harbours. canals and 
rivers had becn jammed with sunken 
barges and ships. and broken 
bridges had blocked her railroads 
and highways; of the 10.6 n~illion 
houses and apartments. almost half 
were uninhabitable. ?\Then Erhard 
took over (1948); German indus- 
trial production was still 50 per 
cent.. of that of 1936 and a geogra- 
phical!~ restricted country had to 
cope up with a rush of refugees 
from East Germany and elsewhere. 
who numbered, during 12 years since 
the close of the war, 12 million, or 
23 per cent. of West German popu- 
lation. German planners were quite 
firm t!~at, 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 u-ater 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 p!an "experls" tlad 
"worked out in painlul col. 
laboration" with the America~ 
authorities a Long Term Plan 
(LTP). It is a tribute tc 
?he potentialities of the free markel 
econonly that actual production fa1 
exceeded the LTP targets. thougl: 
fhe latter were deemed too higt 
oy the "experts." T o  take some ex. 
amples, in 1952-53 industrial pro 
duction was 145.5 per cent. of tha. 
in 1936 (as against the LTP target 
of 110 per cent.) private consump- 
tion per head improved from DM 
768 in 1936 to DM 827 in 1952-43 
(at 1936 prices,) a rise of 7.68 per 
cent. above the 1936 level @s 
against the LTP target of 20 per 
cent. helor:i the 1936 level), and the 
t-soorts in 1957, amounted to $4.04 

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

The explanation for the pheno- 
nenal economic surpluses which the 
free market economy produced is 
sasily seen. The test and the mea- 
cure of economic development is 
in the curve of production (of mar- 
ketable output). For this curve t o /  
rise steeply the two basic needs 
are, firstly, full and sustained effort 1 
on the part of every individual in 
Lhe field most congenial to his na- 
ture and. secondlv, a masimisation 
of the economic surpluses to i 
ptrenathen the capital-base of the 
economy, so that output per indi- / 
vidual (and the production curve) 
may beep rising continually. This 1 - 
process of expansion would be en- 
dowed with sfability if the effort 
to produce and the urge to save arc 
the result of the frec mill and 
choice of individuals. Erhard's so- 
cial free market economv answered 
these conditions eminently. The re- 
gime of controls and governrriental 
iegulations harassed enterprise and 
clogged the springs of production. 
Planned development (in the sense 
of a total plan), as experience has 
shonn. detracts from a masiniisa- 
tion of the national product to a 
piven 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 
aeainst quality. efficikncv and due 
care of equipment. 

FREE MARKET 
Taking llie third considrratlon. 

because basic economic dwergences 
exist beheen the Indian and Ger- 
man economies. lt is not as if State 
control aud intervention alone are 
the most suitable policy for I n d ~ a .  
As the pace oC economic develop- 
ment rests on the magnitude ot the 
economic surpluses (production Iw 
consun~ution-savings) . the test of 
the eminent suitability of an sco- , 
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 largdy irrelevant. The 
fundamental forces reviewed above 
apply to all economies regardless 
of their pattern and structure, as ( 
the economic process. like the engl- 
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 5 
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I ns For India In 
,. , 

Continued from Page 6 Column 5 

without stepping u p  production; 
this renders it imperative that every 
possible care be taken to avoid ad- 
mir -ative and policy measures 

I wt may dampen efforts and en- 
terpl~se, 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. I n  the field of agriculture, 
which accounted for 45 to 51 per 
cent. of Indian national income, t o  
the already existing restrictive legis- 
lation is threatened to be added 
other measures of a similar c h a  

1 racter. These factors have detract. 
/ ed from sustair~ed and inte~lsive 
effort; increased agricultural outpui 
depends more than ever on wea- 
ther conditions. In the field of in. 
dustrv. too, we have a wide rangc 
of f 3ering governmental intcr- 
ventit. .. and regulations. In cottar 
textiles, which account for 36 pel 
cent. of industrial production, spe. 
cia1 impediments exist in the wa) 
of expansion. Add to this the prob, 
lem of go-slow by labour; effort b j  
industrial workers is estimated b j  
observers at 50 t o  75F per cent. o! 
capacity. 

FOREIGN AID 
Coming to the fourth considera, 

tion of the critics of Erhard's policj 
to India, facts d o  not confirm thr 
view that foreign aid significant11 
accounted for the rapidity of Ger 
man development. It amounted tc 
$3.12 billion (DM 13.10 billion1 
between April 1948 and the end oj 
1954 and represented 7.49 per cent 
of the estimated total gross invest 
ment in Germany du~.ing this period 
7 is a gross figure, as, begin. 
n- with 1950, Germany's balancc 
or' payments statistics show a nel 
outflow of German capita!< unde~  
"priyt: donations" and privatc 
cap' Foreign aid to India in 
the 3t 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 IS years) 
and Erhard's strength of conviction 
of his oum policies d o  not support j the view that Erhard had been en 

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) i 
rose a t  an annual rate of 11 per 
cent. in Italv and 15 per cent. in 1 

I lapan. 
In  the context of the Indian offi- 

:ial view that exchange control 
[and foreign exchange scarcity) 
md inflation are, so  to speak, the 
nevitable attributes of a develop- 
ng economy, it is interesting to 
]ear Erhard say that exchange con- 
rol is the  "worst form of disorder," I 

Lhat it is "utterly ridiculous" to  ' 
speak of its being necessary to 
maintain "o~der," and that who- 
ever may rescue Europe from it 
'wrll have done more for Europe 
than all pol~ticians, statesmen, 
M.Ps., business nien and c iv~l  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 in in- 
come distribution and black market- 
mg confirms this. 

INFLATION 
On the issue of inflation and de- 

velopment, Erhard observes: "I 
absolutely deny that a strong ex- 
pansion must be ~a tu ra l ly  or law- 
fully .combined with a general rise 
In prrces." In fact, "no amount of 
economlc progress can be  big 
enough to offset even the most ap- 
parently harmless softening of the 
currency." 

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. T o  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 d the State to prevent nlono- 
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 economlc policy for India is 
free social market economy, plus 
planning, plus zero inflation 

I 
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F!RIB I!ii'LRI(CET ECOl'TOJ~iY FOR IPJDIA 

B. R. Shenoy 

The remarkable progress of Nest Gerii;iany during t he  pa s t  1 3  years - "German 
econonzic miracle ," - i nd i ca t e s  the  enormous development a 1  p o t e n t i a l i t i e s  of the  f r ee  
socia l  market economy (Soeiale im-lrti-iirt scllaft ). But some (I ) t h ink  t h a t  t he  

- . G e m  -exmpLe-is' -n~C.h  s a i e - ~ p o - ~ ~ - g g d e . ~ ~ f  -=I,rqclhaattttt. The ar w e n t  s advanced by the  
c r i t i c s '  may be s ta ted b r i e f l y .  

2. F i r s t l y ,  though German industry had suffered great  w a r  damage, Germany had abound- 
, ing  technological and managerial know-how, so t ha t  a " take-of f" w a s  v a s t l y  eas ie r  than 

- i n  India ,  where the !'run aways' of tlie bas ic  needs of development l a rge ly  need bui lding 

I -, u p  Secondly, the  pace of recovery of an i ndus t r i a l  economy from the  depths of w a r  
devastation, being l i k e l y  t o  be s ta . t i s t i ca l ly  high, cannot be taken a s  a measure of t h e  
more normal pace of expansion. Thirdly,  tlie German and Indian economies a re  ba s i ca l l y  
divergent; the l a t t e r  i s  predominantly ru r a l ,  su f f e r s  from chronic pressures  of p e r t y  

- and population, meagre savings a i d  an acute scmcety of s k i l l e d  labour and managerial 
t a l e n t ,  the know-how of heavy indus t r i es ,  i n  pa r t i cu l a r  i s  poor, and so on; under these  
scarc i ty  conditions, the  Sta te ,  of necessi ty,  must p l a ~  ail i q o r t a n t  p a r t  i n  i n i t i a t i n g  

I 

I development based on a plan. The need f o r  Sta te  i n i t i a t i v e  i s  i l l u s t r a t e d  by the  ex- 
ar~iples of European countries and of Japan i n  the  ear ly  s tages  of t h e i r  i ndus t r i a l i s a t i on ;  
there was, then, scarcely an important factory industry i n  Japan t h a t  c'5.d not  owe i t s  

I i n i t i a l  venture t o  the  S ta te .  Fourthly, Germany had the bene f i t  of s i gn i f i c an t  and 
timely foreign aid. F ina l ly ,  even i n  Germany, Professor -chard's policy was a gamble; 
i t s  success was i n  great measure due t o  the  d i sc ip l ine  and hard work of the  Gernlm 
people. I n  India,  i t  would be than a gamble, the  t a s k  before the  country being 

I "beyond 'the capaci ty  of f r ee  market forces." 

3. However muchwe d i s l i ke  these arguments - becauskwe know them t o  be f ac tua l l y  
o r  bas ical ly  wrong -, they hold  the  f i e l d  i n  Ind i a  to-day. Supporters of the  f r e e  

- market economy, even i n  the un ivers i t i es ,  a r e  i n  an ins ign i f ican t  minority; it w i l l  take 
, a g e a t  deal  of counter-argun~e~itation a id  weight of adverse experience before opinion 

of persons t ha t  matter changes, There, however, i s  no point i n  my wasting your time 
i n  re fu t ing  the  stand taken by these c r i t i c s .  But I bel ieve it would be co r r ec t  t o  
say tha t ,  given f r e e r  a v a i l a b i l i t y  of supplies, recovery i n  a highly developed indus t r i -  

I 

a1  economy may be much rnore r ap id  than the  pace of e;qansion i n  an under-developed 
economy, where progress must begin with the  laying of the  c a p i t a l  base and t he  c rea t ion  
of the necessary socio-econon-ic overheads. Eut the  recovery of German tlevelopnlent may 
be sa id  t o  have been completed by 1950, when the  index of i n d u s t r i a l  production was 
110.9 per cent of 1936, as  against  33 per cent i n  I 946, and 39 per  cent i n  1947, which 
nmkes a recovery pace of about 27 per cent per  annmi. I n  t he  following 8 yea r s  Geman 
nat ional  income ( a t  current p r i ce s )  [core than doubled, the  annual average increases  hit 
being 15.9 per  cent (probably, a world record f o r  a sustained r i s e  a t  t h i s  h igh r a t e ) ,  

! r e a l  wages went up by 60 per cent ,  the mark got transformed from a so f t  t o  a leading 
hard currency i n  Europe, the currency reseryes  rose t o  wel l  above twice t h a t  of U.K., 
and German exports  moved up from the f i f t h  t o  the  t h i r d  ( l a t e r ,  the second) highest  
ranlc i n  the  world. -- --- -- 

4. I bel ieve it i s  correct  t o  say, too, t h a t  f o r  I 5  years  economic a c t i v i t y  i n  Germ- 
any was weighed down by con t ro l s  and a "price-frozen in f la t ions ' .  Professor Erhard, 
iAnis ter  of EconorxLc Affairs ,  threw " in to  t he  waste paper basket  i n  one swoop hundreds 
of decrees promulgating con t ro l s  and pricest t  . ( 2 )  

( I  ) The subject  i s  receiving public a t t en t ion .  Of f i c i a l  reac t ion  to the  i dea  of the  
app l i cab i l i t y  of the f r e e  nmket economy t o  India  i s  generally one of disapproval; 
t h i s  was the theme of a t a l k  by the  Governor of the Eeserve Bank of Ind i a  t o  the  
Indo-German Social  Centre, Bombay, on 8 August 1959. 

) Ludvcig Erhard, "Prosperi ty through Competition1', London 1 958, p a  I 3 
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The ahnost e l e c t r i c  effect  which the chan~e-back t o  the  f r e e  market forces  produced 
l e d  to  hard work; t h i s  coupled with disc ipl ine  i n  c o n s u i t i o n ,  vo lun ta r i ly  assumed under 
the  uiiiversal -urge fo r  marching f o r v ~ a r d ~  yie lded phenomenal economic surpluses,  which 
got absorbed i n  cap i ta l  format ion. Gross savings ( g o s s  investment ) i n  Germany varied,  
from 1950 t o  1958, between 21 per  cent t o  26 per  cent of the  gross nat ional  product. 

5. The p ic tu re  of poverty presented by the immediate post-war s i t ua t i on  i n  Germany 
was no l e s s  depressing than the  pic ture  presented by ce r t a in  under-developed economies.- 
T1hi.s comparigon i s  of significance because of the  oft- repeated theory t ha t  t h e  vScious 
c i r c l e  of poverty, meape savings, investments belbw the demographic r a t e  and pe r s i s t en t  
ecoilonic sta,g2ation, cannot be cut  except through r ~nmunist techniques of planning or  
s t a t e  intervention.  The w a r ,  one reads, had destroyed 60 t o  90 per  cent of most of the  
b i g  German c i t i e s ,  the  harbou-s, canals 2nd r i v e r s  had been jammed with sunken barges 
and ships, and broken bridges had blocked her r a i l r oads  and highways; of the  1 0.6 
mill ion houses and apartments , we m e  to ld ,  almost lmlf were wninl~abitable . ;ihen 
&hard took over ( I  943) ,German indus t r i a l  production was s t i l l  50 per  cent of t h a t  of 
1936 and a geographically r e s t r i c t e d  country had t o  cope wi th  t h e  rush of refugees 
Trom Lllast ~ e r n i a n ~  and elsewhere , who n~mbered, during 1 2 years s ince  the c lose  of the 
v m r ,  12 mill ions,  or 23 per cent of West Gerrnan population. '1 believe t ha t  t h i s  - 
r a i s e d  tlie r a t e  of pouvth of the  population of the  country t o  vrell above the r a t e  of 
growth which, many asse r t ,  weighs down the e f f o r t  of ~mder-developed c ~ u n t r i e  s t o  
struggle out of economic stagnation. It i s  i n t c r e s t i ng  t o  hear Prof'essor drhard say: 
"It was a time when most people d id  not want t o  believe t h i s  experiment i n  currency and 
economic reform could succeed. It was a time when i t  was ca lcu la ted  that  f o r  every - 
German there  would be one p l a t e  every 5 years; a pa i r  of shoes every 12 years ;  a s u i  I 

every 50 years;  t ha t  only every f i f t h  infant  would l i e  i n  i t s  own napkins; and t h a t  I 

only every t h i r d  German would have a chance of being buried i n  h i s  ovm coffin.  That 
seemed t o  be the  only l i f e  before us." ( 3 )  It i s  i n t e r e s t i n g  t o  hew, too,  t h a t  the 
German planners were quite f i rm t h a t ,  i n  such a context, decontrol. would be a ca tas t roph9  
t ha t  i t  ~vould cause German i i i dus t r i a l i s t  s t o  promote a 1 forgenthau policy, t h a t  a s i c k  man 
cannot be tossed i n to  cold water and be expected t o  svirim, and t h a t  systematic planning 
and ,rguidance of the economy alone could r e s to r e  i t  t o  a healthy s t a t e .  That i s  pre- 
c i sq ly  how the  planners i n  Ind ia ,  too, are =guing to  keep themselves i n  pos i t i ons  of I 

>ox-rer.- -.- - - -  - -- - - -- - -  - - -- -- A - -- 
-- 

6. It i s  a t r i b u t e  t o  the po t e i i t i a l i t i e s  of the  f r e e  market economy t h a t  a c t u a l  pro- 
duction fa r  exceeded the t a r g e t s  of the  Long Term Plan (LTP), which t h e  planners  had I " v~orked out i n  painful  collaborationit  with t he  American a-uthori t ies,  though the  targcks 
were deemed too high by the  experts. It i s  good t o  read,  f o r  instance,  t h a t  i n d u s t r i ~ - -  
production was 145.5 per cent  of tha t  i n  1936 ( a s  against  the  LTP t a rge t  of 110 per 

( 1  

cent) ,  t ha t  pr ivate  consumption per liead irriproved from DL 768 i n  1936, t o  Di!! 827 i n  
1952/53 ( a t  1936 pr ices ) ,  a r i s e  of J.68 per cent above the  1936 l e v e l  ( a s  against  the  
LTP t a rge t  of 20 per cent below the 1936 Level), tha t  s ince  the  kfirtschaftswunder 

I 
i 

( economic miracle) ," even the factory workcrs are buying cars .  Eef ore  t h e  w a r ,  t h a t  '-' I 
was unheard of i n  Germany," and t ha t  the exports i n  1952 amounted t o  $ 4.04 niillion a d .  
i n  1953 t o  $ 4.42 mil l ion ( a s  against t he  LTP target  of ,$ 2.8 mil l ion) .  

I 
I 

7. The f a.ct or s making f o r  - l-hs phenolilenal econornic s ~ l m s  under a f r c c  m a r k  t econorizy 
seem to  be obvious. Tlie t e A  and the measwe of econoniz development i s  i n  the  curve 
of production (of mark t ab l e  output). For t h i s  curve t o  r i s e  steeply the  tl;~o basic  
needs are ,  f i r s t l y ,  P u l l  and sustained e f f o r t  on the  part oi' cvery ind iv idua l  i n  t hc  
f i e l d  most congenial t o  h i s  nature and, secondly, a maximisation of t h s  cconoioic sur- 
pluses t o  strengthen the capital-base of tllc econo~ny~ so t ha t  output per individual  
(and the production curb) may keep r i s i n g  continually. Tllis process of expansioii 
vrculd be endowed wIfK s t alr,Yili ty-if-€h3xf7f o r 7  t%-p2.oG c76c r thF3mo  save are  -the 
r e s u l t  of the  f r e e  w i l l  and choice of individuals .  The f rcc  r a r W  econorny answers 
these condit ions eminently. 

3. These basic  forces and considerations apply t o  all econoniics regardless of Llxir  I 

pa t te rn  and s t r ~ ~ c t u r e ,  a s  the  cconomic process, l i k ~  the engineering process,  i s  the  
I 

same everywhere.- That i s  t o  say, because basic  economic divergences ex i s t  between thc  
I 

Indian and German econornies, i t  i s  not a s  i f  S ta te  control  and intervention alone a r e  
the  most sui table  policy fo r  India. A s  the pace of econoxic development r e s t s  on t he  
iilagnitude of the cconornjc surpluses (production l e s s  consumption), t h e  t e s t  of t h e  

I 

eminent s u i t a b i l i t y  of an econon?ic policy i s  i n  the prospects which it m y  o f f e r  f o r  
augnleiiting these surpluses. I isclicve, therefor, ,  t ha t  i t  i s  cor rec t  t o  say t h a t  the  

I 
i 

other  consi'deratioiis c i t e d  by the  c r i t i c s  ( l i s t e d  i n  paragraph 2 above) are l a rge ly  
beside the point. The nced f o r  f r c ~  market p o l i c i e s  i s  pi-titularly grcat  i n  under- ! 
developed economies wlierc incomes being close t o  tlie margin of sub s i s t m c e ,  subst antid- ' 

' I 

(3) Erhard, p. 10  
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increases  i n  savings a re  unpractical without stepping up production; t h i s  renders i t  
il!;perative tha t  every possible care be taken t o  avoid administrat ive and policy measures 
which may dampen e f f o r t  and enterprise,  even a s  i n  2-n a rea  of scarce water supply prud- 
ence demands due care  and a t tent ion of the  few cases provided by nature., 

9. I believe i t  i s  t r u e  to  f a c t s  t o  say that  the  magnitude of fo re ign  a i d  received 
by Germany does not confirm the view tha t  i t  was a rnajor f ac to r  accounting f o r  the  sus- 
ta ined  rap id i ty  of Germax development. Foreign e i d  t o  Germany amounted t o  $ 3.12 
b i l l o n  (DI: 13.10 b i l l i o n )  between Apri l  1948 and the end of 1954. (4) S t a t i s t i c s  
of the  t o t a l  gross investnient i n  Germany fo r  the whole of t h i s  period i s  not avai lable  
( t o  me), thc  data I have access t o  'aeginnii1r,proin1950. But a r o u g h  guess suggests 
t ha t  foreign a id  inay be of the order of 6 - 7 per  cent - of the  t o t a l  gross investment i n  
Germany during t h i s  period. This i s  a gross figure; no allowance has bzen ~ G d e  Tn it 
f o r  t he  outflow of c a p i t z l  from Germany, which took place during t h i s  period.  Foreign 
a i d  t o  Ind ia  i n  the f i r s t  3 years of t he  Second Plan (RS. 742 crores)  represented 23 
per cent  of the investment in the publ ic  and the corporate pr ivate  sec tor  
(RS. 3,260 crores) .  

10. Whether o r  not the  application of the f r e e  market po l i c i e s  t o  Germany was a gamble, 
the  experimce of I t a l y ,  of Japan and of other countr ies  seems t o  endow ce r t a in ty  t o  the  
outcome of f r e e  market pol ic ies .  Both the  l a t t e r  coua t r ies ,  by ursuing similar  po l ic-  
i e s ,  harvested si~rlilar dividends. I t a l i a n  nat ional  income rose  f a t  cur ren t  ~ r i c e s )  at 
I I .06 per  cent, per year,  from 1950 t o  1 958. During the  s i x  years  ending 1 957, Japanese 
nat ional  income (at current  p r ices )  rose  a t  an annual r a t e  of 14.97 per  cent .  

1 Indian econoulic po l i c i e s  are  moving s teadi ly  and progressively i n  t h e  d i rec t ion  
of s t a t e  in tervent ion i n  the  economic l i f e  of the  community and s t a t e  pa r t i c ipa t i on  i n  
trade and industry; a s  elsewhere i n  the  world where s imilar  po l i c i e s  have been t r i e d ,  
t h i s  i s  tending t o  have a wet blanket e f f ec t  on en te rpr i se  and output. I n  the f i e l d  
of a ~ i c u l ~ t u r e ,  u-yhich accounted f o r  45 - 51 per cent of Indian na t iona l  income i n  recen t  
years, t o  the already ex i s t i ng  r e s t r i c t i v e  l eg i s l a t i on  against  c r e d i t  (money lensing), 
l a i d  t rans fe rs ,  i n t e r e s t  r a t e s ,  foodgrains p r ices  and t he  novement of foodgrains, a r e  
threatened t o  be added other measures such as ce i l i ngs  on land holdings, co-operative 
farriling (which some i n t e r p r e t  a s  the termination of family farming and p r iva t e  ownership 
of land) ,  f u l l  s ta te- trading i n  foodgrains, etc. These rneasures and p o l i c i e s  have had 
an adverse e f fec t  on the  ava i l ab i l i t y  of c r ed i t  t o  a p i c u l t u r e ,  have r a i s e d  e f f ec t i ve  
i n t e r e s t  ra tes ,  deterred the  l=ger land owners from c a p i t a l  improvement of laild, have 
l ed  t o  an undue cu t t i ng  down of t r e e s ,  a i d  have caused "precautionary" s p l i t t i n g  up of 
the l a rge r  holdings. Thcse fac tors  have detracted from sustained and in tens ive  e f f o r t  ? 

so t h a t  increased ag r i cu l t u r a l  output depends more than ever on weather conditions. 
The divis ion of the  na t iona l  market i n  foodgrains i n t o  zones, 5 f o r  wheat and 2 f o r  r i c e ,  
has accentuated regional  p r ice  var ia t ions  (and has caused smuggling of ~ a i n s  by c i r c-  
ui tous  routes  a t  wasteful  transport  cos t s ) .  Tlils involves a r c l a t i v e  pY'ice penalty 011 

the  producers of foodppxins i n  the surplus  areas and i s  a fac to r  md.cing f o r  a s h i f t  of 
production away from foodgrains. Purchase of foodgrains by the  SJcate (through the  STC) 
has driven up foodga ins  p r ices  unduly and has caused t he  trade and the  I"aYrmrs t o  with- 
hold stocks, which has accentuated (market) sca rc i ty  conditions. 

-12. The i ndus t r i a l  sec tor  i s  subject  t o  a w i d c  range of gover~ll~lental h t e r v e n t i o n  and 
regulations.  The pos i t ion  i n  the  cot ton t e x t i l e  industry ,  which accounts fo r  36 per  
cent of i ndus t r i a l  production, i s  i l l u s t r a t i v e  of t h e i r  general character .  The import 
goods content of the  industry  (machinery, accessories and spare p a r t s  , dyes, chemicals, 
cotton, and so on) hangs on the  g o ~ e ~ n ~ i i e n t  ' s import l i cens ing  policy. Calculations of 
costs ,  and of a v a i l a b i l i t i e s  of suppl ies  t o  maintain a progra~irae of production, may get 
out of control  and ea t  in to  p r o f i t  rnargins wiih an adverse t u rn  i n  t h e  import l i c ens ing  
policy;  a t ightening of imports ,nay involvc a. hasty (and cos t ly )  search f o r  subs t i t -  
utes.  Progress of modernisiiig equipment i s  cord%-tioncd by, i n  add i t ion  to- the  ava i l -  
a b i l i t y  of import l icences ,  the  po l i c i e s  on r a t i ona l i s a t i on  and t he  a t t i t u d e  of t rade  
unions. The in t roduct ion of autoiiiatic looms beyond a ce r ta in  quota, i s  condit ional  on 
the output being a l l  exported, the  f a i l u r e  t o  do so being subject  t o  penal t ies .  Pro- 
duction uni ts ,  which arc  below the  optirnum s ize  f o r  f u l l  econoiny i n  management a i d  
e f f i c i e n t  functioning, cannot add t o  the  number of t h e i r  s p i n d l ~ s  or  looms, in an e f fo r t  
t o  reach the optimum leve l ,  i f  they are  located i n  the  l a rger  t e x t i l e  cen t res  ("surplus" 
s t a t e s ) .  Tlic c los ing  down of i nz f f i c i cn t  un i t s  involvcs a heavy penal ty  of con~pnsa t -  
ion  t o  the  disengaged workers, a t  the  r a t e  of 15 days wages f o r  every yaar o f  service .  
This penalty plus  t r ade  union pressure stand 5n t he  may of re t renchment  of surplus  
labour;  it  i s  a l so  one of the d i f f i c u l t i e s  confronting f u l l  progress of r a t i ona l i s a t i on .  
Govzrnmental res i s tance  t o  c l ~  3ing down incf f i c i c n t  un i t s  has rcached the  point  of t h e  

' 
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I 

Sta te  taking bver these u n i t s  f o r  operation. I n  the surplus" s t a t e s ,  the  more e f f i c-  I 
I 

i e n t  un i t s  a r e  unable to expand production t o  replace tile reduced output ensuing from I 

the closed down ine f f i c i en t  uni ts .  The production of dhot ies  and of p r i n t s  i s  suhject  
t o  upper l imi t s ;  the  production of dyed sa r ies  i s  banned; white s a r i e s  produced by t h e  
mi l l s  must s a t i s fy  s p e c i f i c a t i o ~ s  of the  s ize  of t h e i r  borders; t he r e  are  l in l i t a t ions  
on t he  counts of the  yarn to  be used i n  the warp and the weft and on t he  quan t i t i es  i n  
the  "reed" and "pick".  The disposal  of the outpu-t of yarn i s  subject  t o  control .  

In  general, i t  i s  f a r  from easy t o  adopt e f fec t ive  disc ipl inary measures against 
s lack 'and inef f ic ien t  labour. Some observers are  of tho view tha t  i ndus t r i a l  labour 
i n  India ,  when not under the  assembly-line compulsion, generally puts  i n  e f fec t ive  work 

-- 
of one- third t o  one-fourth ( o r  even one-half) below normal capic i ty .  C;,:der these con- 
d i t ions ,  i t  i s  not surpr is ing tha-t production should shr ink a t  the f i r s J i  erncrgence of 
adverse factors .  The s t r i k ing  progress of i ndus t r i a l  production u n t i l  recent years,  
notwithstanding these handicaps, i s  i n  the  main duc t o ,  f i r s t l y ,  the  abnorn!al p r o f i t  
margins which i n f l a t i on  and import r e s t r i c t i o n s  provided and, sccondly, the  supply t o  
industry  of i t s  import requirements a t  heavily subsided pr ices ,  which an un rea l i s t i c  
exchange r a t e  involved. 

13. Considerable damage has a lso  r e su l t ed  from continued exchange con t ro l s  a'nd impc- 
r e s t r i c t i o n s  which have l a s t ed  f o r  2 decades. The experience of the working of these  
controls  confirms the observation of Professor firhaid t ha t  exchange con t ro l  i s  the  
"worst form of disorder" and that  i t  i s  " u t t e r l y  r id iculousss  t o  speak of i t s  being nec- 
essary t o  maintain "orders' .  ( 5 )  Thtse controlc have introduced 3 s e t s  oi' fundament- 
a l  disorder i n  India. F i r s t l y ,  a cut  i n  imports has l e d  t o  fabr ica t ion  of domestic : 
subs t i t u t e s  a t  high cost  t o  tlie dctrinmit  of the na t iona l  product; i n t e n s i f i e d  innport 
r e s t r i c t i o n s ,  by impinging on e s sen t i a l  s u ~ p l i e s ,  have slowed down i n d u s t r i a l  output. 
Secondly, it has caused a gap between the  in te rna l  and the  external  p r i c e s  of import 
goods and of gold, which in f la t ion  has widened. This has l e d  t o  a scramble fo r ,  and 
t r a f f i c  i n ,  import l icences ,  and gold smuggling; these t ransact ions  have involved con- 
cealment ( i n to  "blacl;" earnings) from t h e  tax gatherer of incomes of the  order of Rs.200 
to  Rs.300 crores ( ab t  . 2 t o  3 per cent of tlie nat ional  income) each year ,  and t o  an t i -  
s o c i a l i s t i c  s h i f t s  i n  income distr ibution.  It has made a heavy dent on nat ional  morals. 
Thirdly, t h i s  purposeless ac t i v i t y  has d i v u r t ~ d  scarce resources of the  s t a t e  i n t o  fu t i l e  - -  - -  - - 
administrat ive and po l ic ing  c,xpcnditure, while reducing t a x  receipts .  

I&. To the  danpcning e f f ec t s  of these ~lleasures on entei-prise must be added the  e f f e c t s  
of i n f l a t i o n  and the heavy tax ra tes .  uuring the 3 years ,  1955/56 t o  1957/58, while 
nat ional  incomc i n  r e a l  tcrlils rose by 5.4 per cent ,  money supply (desp i te  the moderatin,n-- 
influence of a depletion of thc curr~ncy rcscrves by R s .  4-65 crores and of foreign a i d  
of ab t ,  Rs.425 crores)  expanded by 24.4 pcr cent. Tlie r ' ssul t ing i n f l a t i ona ry  r i s e  i n  
prices,  - the  General index w ~ n t  LIP at a? annual r a t e  of 8.1 per ceiit per  year during 
the pa s t  2 years - had an adverse influence on na t iona l  output, through increasing 
consumption and d i ss ipa t ing  savings, Income-tax r a t e s  i n  India  are  m~or,g the  liighes+- 
i n  the  world. A t  ce r ta in  income leve l s ,  the t o t d  pcrsonal t a x  pa id  by mi individua- 
( incoiile-tax, super-tax, wealth-tax, expenditure-tax, and gif t s- t ax )  may exceed h i s  t o t a l  1 incoinc. Apart from the consideration that  t h i s  c a x o t  he defended under equity or  
soc i a l  just ice,  i t  cramps e f fo r t  on the p=t of some of the ab l c s t  lnen i n  t h s  country. 

15. The record of s t a t e  corporations i n  India  does not encowage the  view tha t  they 
o f f e r  a device f o r  augmenting eocnomic surpluses. I n  19513/59~ of I 2  s t a t e  corporations 
with a c a p i t a l  of R s .  32 crores,  the p r o f i t  r a t e  cf the  S t a t e  Trading Corporation was 
3 per  cent end of the  Sindhr i  F e r t i l i z e r s  and Chemicals l e s s  than 1 per  cent .  I11 the  
case of others, p r o f i t s  meye e i t he r  n i l  or. tlie rela-t ive data w r e  not avai lable .  I n  t he  
same years ,  the Indian average of d i v i b n d s  on i n d u s t r i a l  securities was 6.27-317 cen t ,  - a - - -  - _ ^Y --- - -- 
a f t e r  tax .  

I 6. The t rend i n  Indian national  i~comc  seems to  r e f  l e c t  the combined e f f ec t  of these  - 
pol ic ies  . In I 957/58, notwitl.1standing Plan e f for t  , liidian nat ional  income i s  est imated 
t o  be down by 1.5 per  cent ,  r e l a t i ve ly  t o  1956/57. The r i s e  i n  1956/57 bcing 4.90 per  
cent, i n  the f i r s t  2 years of the Second Plan, the  annual r a t e  of increase  i q  b d i a n  
nat ional  incomc was 1.73 per cent. Current population grLivrth i n  Ina i a  being 2.0 per 
ccnt pzr  year,  a s  against  the  e a r l i c r  r a t e  of I .5 per ccnt ,  the  Indian c i t i z e n  a t  the 
close of the  2 years of the  Second Plan was poorer than he was a t  the  k o s c  of the  F i r s t  
Flan. During the 3 years  ending 1957/58> nat ional  income rose  (5.4 per  cen t )  by about 
the sane margin a s  thc r i s e  i n  population (4.5 - 6.0 per ccnt ). 

17. The f a l l  i n  nat ional  incomc cannot be wholly ascribed t o  the e f f e c t s  of m a t h e r  
on agriculture though i t s  contribution has bcen s i p i f i c a n t .  Since l948/49 t h i s  i s  
the f i r s t  year when we have experienced a declinc i n  na t iona l  output, though during 

I". 

(5) Erhard, p. 229. 

' 
This photocopy may not be hrther reproduced or HOOVER INSTITUTION NOTICE: THIS MATERIAL MAY BE PROTECTED BY 

distributed without the specific authorization of the Stanford, California 94305-60 10 COPYRlGHT LAW (TITLE 17, U S .  CODE) 

Hoover Institution Archives. USA ."-- .,.,..",. 
., -" W 



- 5 -  ' 

during this pbrioh, we have had bad harvestS, too. Tlio & c l i n e  i s ,  i n  pa r t ,  a t t r i b u t -  
able  t o  Indian economic pol ic ies .  

18. Elor accelerated economic developlment, the f i r s t  t a sk  before I n d i a  i s  t o  decide on 
the  r i gh t  economic policy. It appears obvious t h a t  the  present po l icy  of in te r fe rence  
ill the  working of the  pr ic ing mechanism and i n  tlhe economic l i f e  of the coimunity ( i n  

as t o  be aband- the naile of the  plan and f o r  attain in^ a s o c i a l i s t  pa t t e rn  of society) 11- 
oned. There a r e ,  then, 2 a l t e rna t i ve s  t o  choose from. 

19. The f i r s t  i s  Cormmist plaiming, whe&y the  planners exercise  control  ovsr the 
i2roductive resources of the  community and i t s  en t i r e  economic a c t i v i t y  . By reducing 
resource a l loca t ions  t o  the  consumer t rades ,  they reduce consu~cption t o  the  l.~inirflm i n  
order t o  s tep up cap i t a l  formation to  the maximum. It does no t ,  however, fo l low the-t 
Corilunism o f f e r s  the most favourable i n s t i t u t i o n a l  arrange;.-ents f o r  accelera ted econor~lic 
g~owth; a s  experience has shown, Conmunism i s  apt  t o  produce i n t e r n a l  c o n f l i c t s  and re-  
sistauices, especia l ly  i n  t he  agr icu l tu ra l  sec tor  which, notvvithstanding r u t h l e s s  counter- 

. va i l ing  regimentation, would detract  from a inaximisation of the  nat ional  product f o r  a 
given supply of resources. Communism involves, too, "bu i l t - in"  b iases  aga ins t  ef f i c i m q ,  
qual i ty  and a hi& care of equipment (which are inc iden ta l  t o  the e f f o r t  somehow t o  over- 
f u l f i l l  the  prod&ion quota).  his does not conduce t o  a h i&  r a t i o  of output per  wo* 
f o r  a given equipment and other  resources. The iilaintenance of t h i s  r a t i o  a t  a high l eve l  
would, therefore ,  involve the  ~laintenance of an un-relieved pressure of regimentation. 

20, The other a l t e rna t ive  i s  t o  adopt po l i c i e s  consistant  with the  f ree  market economy. 
He who may rescue the  country from i t s  present economic policy and br ing about a change 
over t o  a f r e e  market economy v - ~ 5 . 1 1  have done more f o r  speeding up Indian economic de- 
velopment than a l l  the foreign a i d  that  i s  being planned, or  t h a t  the  country has re-  
ceived. The pos i t ion  on tlie plane of ideas, to-day, i s  that  the  major economic d i f f i c -  
u l t i e s  confronting the  country, namely the r i s e  i n  p r i ce s  and an acute acarc i ty  of for-  
e i g ~  exchange are  ascribed to  economic development; t he  be l ie f  i s  universal  ( among 
people that  matter and a lso  among the  public)  t ha t  economic development i s  not poss ib le  
without i n f l a t i on  and exch?mge con t ro l  f foreign exchange scarci ty) .  ( 6) That these  
d i f f i c u l t i e s  stem from the  attcrnpt t o  invest  non-available resources i s  rece ia ing  accept- 
ancc f a r  'coo slowly and re luctant ly .  

21. The choice between the 2 a l t e rna t i ve s  cannot be long delayed. Canpulsions of 
plan financemay takc the  country t o  thz  part ing of thc  ways sometime t h i s  f inanc ia l  year  
or  the  next. Total  investinellt i n  t he  public sector  (cen t re  and s t a t e s )  and the  corpor- 
a t e  pr ivate  sector during tlie f i Y s t  3 y e a s  of the  Second Plan,  amounted t o  about Rs. 
39260 crores. About 39 per cent of t h i s  (BS. 1,270 crores)  was fiiiainced by witlidravvKLs 
from the currcncy reserves (RS. 528 crores, or  1 6  per  cent)  and by foreign a i d  (Rs.740 
crores, or 23 per  cent) .  Currcncy rescrves a re  nearly a l l  gone, the ~ u ~ p 1 u . s  o m r  the 
l ega l  m i n i m u r n  reserves  (RS. 200 crores)  a s  a t  21 ~-~ugust  1959 being Rs .  96 crores .  Iil 

l958/59, budgetary operations and the public debt transactions of the  banpng system, 
viewed together,  l e d  to  a record net i ssue of RS. 610 crores  of created loomy. The 
country was saved from r m a y  i l l f la t ion,  which t h i s  might hav, caused, by tliz record 
foreign a id  of the  year (RS. 360 c rores ) .  This coupled with withdrawals from the  curr-  
ency reserves (RS. 46.60 c rores )  and reduced a c t i v i t y  i~ t h s  r e s t  of t he  economy kept 
down the excess money issue t o  absxt R s ,  1 09 crorcs ,  leading t o  a comparatively moderate 
p r i ce  r i s e  of 5.3 per  cent during t he  year ( scc: a t tached t ab l e ) .  

22. I n  1959/60, placing foreign a i d  a t  tlie budget f igure  of RS 337 crores,  and assum- 
ing  the flovi of savings i n to  thc  publ ic  sector t o  continue at a r a t e  suggested by t he  
perforrr~ance of t he  past  3 years  (RS. 350 crores) ,  the  savings gap i n  the  p ro jec ted  plan 
investment of the  year (RS. 1,121 c rores )  may he of the order of R s .  400 crores .  I n  
desperation, the  government may mend thu curi-cncy law ( a s  had becn donc twice i n  t h c  
p a s t )  and reduce the  cul-rency resJrves ,  t h i s  tim, t o  zero, follotving the good example 
of c e r t a in  countr ies)  and appropriate the whole of the  remaining rese rves  f o r  p lan  in-  
vestrilcnt durigg the  current year.  This w i l l  only t r ans f e r  the  problem t o  the  l a s t  year 
of the  plan. 

( 6 )  &re i s  a n  ex t rac t  froin the l e t t e r  of res ignat ion,  , dated 22 2-ugust ? 959, of a 
Union minister:  "Some people sscm t o  t -hnk t h a t  p r i ce s / a r e  a function of supply and 
denland. This i s  f a r  from the t r u th .  I n  tlw coinplex economy, under which we a r e  
l iv ing ,  p r ices  of coimiodities a r e  affected by t he  export and import policy,  budget- 
ary and monetary pol ic ies .  I n  a developing economy a l l  these have an e f f ec t  on 
p r i ~ e s . ' ~  

---- - - - - - - - - -- -- - -  - 
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23. Notwithstanding these d iP f i cu l t i r s ,  the  blue prj-nt of the  Third Plan i s  being 
prepared on the  a s s u q t i o n  of m overal l  order of investment of RS. 10,000 c rores  i n  
5 years, which i s  double t he  average investment r a t e  of t h e  f i r s t  3 years  of the Second 
- 
Plan. A s  may be expected, i n  a s t a g ~ a n t  per  capi ta  incoi~ie, nat ional  savings flowing 
i n to  the plan,  notwithstanding the pressure t a c t i c s  used f o r  auginenting i t ,  have re-  
1.1aiiied around 5 per cent of 'che national  incone. i:ssuining foreign a i d  t o  continue a t  
abut Rs. 300 crores  per year,  the v i s i b l e  resources fo r  t.he Third Plan (inclu-ding the 
public sector  and the corporate pr ivate  sec tor )  arc of t he  order of Rs. 4,250 crores. 

2&. O f f i c i a l  thinking f o r  2a ex i t  from t h i s  stul2born pos i t ion  i s  i n  thc d i r ec t i on  of 
more s t a t e  intervention i n  eoonorxic a c t i v i t y  a s  evidenced by the  discu.ssions a t  the  

- 
Serniilar on Planning, conducted by the A71 l n d i a  Congress Cofimittee, a t  Ootacarnuvld i n  
June 1 959. The po l ic ies  v i sua l i sed  have been described a s  " i n s t i t u t i o n a l  and organisat- 
i ona l  cliarnges of a col-nprhensive character ,  a f f ec t i ng  both govzrnfi~ent a1  and non-govern- 
melital agenciesi' . Given these changes? the  conclusion of the Serinar i s  t ha t  "it  would 
be poss ible  t o  mobilize resources' of the  order of Rs.l0,000 mores" ,  (7) of which 
2 would be fo r  publ ic  sector investment. The changes visu-alised include d r a s t i c  
measures of addi t ional  taxation,  extension of s t a t e  trading and co-operative farming. 

25. I bel ieve it i s  correct  'co say t h a t ,  under f r ~ e  market conditions, o v e r a l l  na t j  -v 
a1  savings a r e  a steady pe, centage of nat ional  income; t h i s  percentage changes bu t  SL F 

l y ,  so t h a t  ordinar i ly ,  an increase i n  the c p m t ~ u n  of savings would r e s t  on the  expansion 
of 11a.tional incoiile. Overall nat ional  savings cannot be expected t o  r i s e  s i gn i f i c an t l y  
by merely s h i f t i n g  p r o f i t s  fror1l pr ivate  t rade  t o  the  cof fe rs  of the  s t a t e  through ex- 
tending s t a t e  t rad ing  or increased taxation,  especia l ly  because past  experience has 
shown tlhat r i s e s  i n  revenue r ece ip t s  are  apt t o  be balanced by l a rge r  non-investment 
expenditure. The saving& hab i t s  of a people do not change because they now d r a w  t h e i r  
incomesfrom a s t e t e  agency ins tead  of froill p r i va t e  firms. Co-operative farming i s  of 
value f o r  p lan f  inance only t o  the  extent i t  inay aupnent the  output of farms without 
augci i t ing e q d l l y  the  consumptionperworker on the farms. This i s  e x p e c t e d t o  re-  
sult from tlic application of modern methods of cu l t iva t ion  which the i n t eg ra t i on  i n t o  
optbum farms of the fragnented uni t  3 r i gh t  permit. Universal extension of co-operat- 
i ve  farming may take decades t o  achieve, among other reasons because, f i r s t l y ,  in tegra t-  
ion  of f r a p e n t ~ d  un i t s  i s  a formidable t ask  i n  i t s e l f ;  secondly, the  add i t iona l  capi t-  
a l  requirements of the reform would lin~it i t s  progress and, th i rdxy,  the personnel with 
the  necessary coiqetence and character t o  r u n  tlic farrns i s  f a r  too scarce. This i s  too 
speculative a proposition t o  r e l y  on fo r  Third  Plan finance. 

26. Indian planners f i r s t  fancied d e f x i t  f inancing t o  be an Alladin's lamp, within - 
liixits; a f t e r  2$ years of discussion and a r i s e  i n  the gcneral index of p r i c e s  by 91 
points  (27 per  cent) ,  we were convinced of the f u J ~ i l i t y  of re ly ing  on i t  Tor c a p i t a l  
formation. (8) Their a-ltcntion, then, sh i f t ed  t o  the  t a x  instrument &nd 2 years '  
experience has clemonstrateil i t s  l i r n i t a i ~ u ~ ~ ~ ,  There i s  l i t t l e  doubt t h a t  the. con-t;riv- ,> 

ance now i n  favour - i n s t i t u t i o n a l  changcs - $-ill have t o  aband-oned, i n  i t s  tcrrn; one - 
hopes t ha t  t h i s  v J i l l  be done before too @eat  damage r e s u l t s  t o  the magnitude of thc 
nat ional  product. There i s  no safer dcvice of maximising t h i s  product than t!?roi~gli a  
Tree market economy. It i s  a lso  i n  l i n e  with the Inthan t r a d i t i o n  of t o l c r m c c ,  under- 
standing and profound human s.ympat!lics. 

27. The necess i ty  fo r  fore ign a id  fo r  speeding iup economic dcveloprnent of low income 
economics i s  evident i n  the s i tua t ion ;  but i t  i s  importmt t h a t  such a id  should be 
wholly absorbed i n  the economically most sf  f  ec t ive  cap i t a l  formation. For t h i s  t o  
hqpcn ,  the  e s sen t i a l  pre-condition would scem t o  be! monetary and exchange s t a b i l i t y  Luring 
the  F i r s t  Plan,  viewing economic operations i n  the  aggregate, the  mount of fo re ign  a i d  
( R s .  211 croreso was viholly used up i n  f inancing the export of ( f o r e i g n - o ~ m e d ) ~ r i v a t e  
cap i t a l  ( ~ s . 3 7  crores)  and gold srnuggling_(estirnatc&at an order of KS. 160 c rores ) ,  - 
t h e  domestic c a p i t a l  savings of the  period (RS. j s l  50 crores)  alone being app l ied  t o  
plan investment (RS. 3,100 crores) .  Porcign a id ,  i n  other words, was i n  e f f e c t ,  con- 
vertcd mainly i r t o  the dead asse t  of gold and par t ly ,  exchanged f o r  home a s s e t s  owned 
by foreigners. It did not contribute 'co an au.pentation of the  nat ional  product,  
thou& the service  charges on foreign a i d  a r e  being dra~vn from t h i s  produ.ct. The 
Second Plan has added t o  non-developmental d ra in  of foreign a i d ,  To the  claims on i t  
f o r  the  finance ol" cap i ta l  r epa t r i a t i on  ( 9 )  and gold smuggling have now been added the  
cleims of increased consumption ensuing froin i n f l a t i o n  ( over-invc strnent ) .Since foreign 
a i d  and domestic funds go i i i to the  same economic k i t t y ,  fore ign a i d  would be dram upon, 

-- 
7)  Yoj,ma, 28 June 1959 8) Sec tho  budget speech, Moveinber 1956 
\9) )Tot exports  of private c a p i t a l  aimtntecl t o  R s ,  25.8 crores  i n  -1956/57 and 1957/58, 

the f i r s t  2 years of the  Second Elan, 
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direct ly  or indirect ly ,  t o  finance the enhanced conswnption. To the extent foreign 
r i d  docs not add to  the cap i t a l  base, the economic ab i l i t y  t o  repay the dcbt i s  not 
being b u i l t  up. This r ~ i s e s  the  important question, whether foreign a id  i n  a back- 
@ound of dornestic i n f l a t i on  and basic cconoinic disorders i s  i n  the best  i n t e r e s t s  of 
t i i ~  ~ i v c r  of the receiving country; i n  adllition to  the doubt of the a b i l i t y  of the 
debtoq t o  repay the debt, thcrc  i s  the consideretion tha t  foreign aid ,  i n  c e r t a i n  sit- 
uations, iilay patch up all<, thcreforc,  p r ~ v c n t  the f u l l  mm%fcstation of pol icy ab- 
errations.  I n  such cases foreign a i a  ray have an clc~licnt of disservice i n  disguise .  I 
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PLAN FJNANCE 

I -- - - - - - -  -- 
1 a Plan Outlay (Centre A s t a t e s )  639.00 846.00 981 .OO I ,I 21 .OO 2,466.00 

2. Capi ta l  formation i n  the Corp- 270.70 260.00 265.00 796.00 
ora te  Pr ivate  ~ e c t o r ( e s t i m a t e )  ? 

3 . 1 + 2  909 70 

4. &arts on Currency Reserves 221.30 

5. Ut i l i sed  Foreign Aid 1 28.90 

6. Current Domestic Savings (3-4-5) 559.80 

7. Net Issue of Xoney resu l t ing  from 7.35 
I .budget operations and 2. the pub 
l i c  debt ( including samll savings) 
t ransact ions  of the  banldng q s h  
( including R.B.I.) 
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