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CHAPTER 1 

INTRODUCTION 

India has been experiencing a balance of payments deficit since its inde

pendence in 1947. The deficit has been widening significantly in recent years. 

India's terms of trade have fluctuated quite sharply and in recent years they 

have been on a deteriorating trend. India's share in world trade has been 

declining from about 1.2% in the early sixties to about 0.4% in the eighties 

(Panchmukhi, 1987, p.514). 

Another area where India has been facing numerous obstacles is that of 

foreign exchange. There are various problems faced in the allocation of foreign 

exchange: delays in the acquisition of the foreign exchange; the administra

tive and other costs; inflexibility in the pattern of permissible imports; lack of 

coordination among different agencies dispensing imports; absence of compe

tition; an inherent bias in favor of industries with imported, as distinct from 

domestically produced inputs; anticipatory and automatic protection afforded 

to industries regardless of costs; and discrimination against exports and loss 

of revenue (Bhagwati and Srinivasan, 1975, p.41). 

Due to the existence of such problems in the foreign exchange market, 

there has developed an unofficial market for the foreign exchange and the 

Indian economy has two markets for the dealings in foreign exchange—the 

official and the unofficial market; the official market, of course, has all of the 

above characteristics. 



The purpose of this research is: 

• to analyze the balance of payments situation of India, and state the 

problems involved in its licensing procedures that led to the development 

of an alternate market for foreign exchange; 

• to analyze the official market for foreign exchange; 

• to analyze the unofficial market for foreign exchange and to estimate the 

determinants of the unofficial foreign exchange rate. 

The methodology is as follows. First, the Indian balance of payments situa

tion and foreign exchange market from 1960 to 1985 is examined and analyzed. 

Then the inefficiencies in the official foreign exchange market are illustrated 

and the development of the unofficial foreign exchange market is detailed. 

Second, to estimate the determinants of the unofficial foreign exchange rate, 

the supply and demand factors for the U.S. dollar in the unofficial market 

is analyzed. Then two sets of model specification were used to identify the 

variables affecting the unofficial rate. The first model states that the factors 

affecting the unofficial rate are the purchasing-power-parity, the official rate, 

and the official reserve holdings. In the second model, the variables affecting 

the unofficial rate are the above stated three, a time trend variable to capture 

any changes, if any, over time; four dummy variables for the four quarters; 

and also a dummy variable for the period 1975-77, to see if the dictatorship 

rule of Mrs. Gandhi had any effect on the unofficial rate. 

The results from the regression analysis suggest that irrespective of the 

inclusion of time trend or the dummy variables, the official rate is a very 

significant determinant of the unofficial rate. The price level has a very sig

nificant value implying that an increase or decrease in the relative price level 

of the United States affects the demand for dollars in India. 



Chapter 2 will be a review of the balance of payments trade policies of 

India. Chapter 3 is an analysis of the official foreign exchange market with 

emphasis on the following components—the various functions of the Reserve 

Bank of India, the Foreign Exchange Regulation Act, the import and export 

poUcies and the poUcies followed with respect to invisibles, travels and capital 

ownership and the la.st section looks at the various bottlenecks encountered in 

granting licenses and other inefficiencies that have led to the development of 

an unofficial foreign exchange market. Chapter 4 is an analysis of the unofficial 

foreign exchange market. This chapter, after recapping the inefficiencies in the 

official market, focuses on the supply and demand factors for dollars in the 

unofficial market and then looks at the determinants of this unofficial rate. 

This chapter concludes with a repHcation of Culbertson's model with data for 

more recent years and also a modification of his model is tested. Chapter 5 

contains the various policy impHcations and conclusions of this research. 



CHAPTER 2 

DEVELOPMENTS IN THE INDIAN ECONOMY 

Despite massive investment, India's industrial growth has been compara

tively slow. Since its independence, India has made increasing savings effort, 

with gross savings in excess of 20% of GDP after 1973-74. Much of this accu

mulated wealth has been directed towards investment in the industrial sector, 

with capital formation in manufacturing actually exceeding that in the en

tire agricultural sector virtually every year in the last two decades. In the 

latter half of the 1970s, for example, investment in industry excluding con

struction, comprised 38% of aU domestic capital formation. Despite very high 

levels of investment, industrial growth has been comparatively slow with a 

trend growth rate in net product from registered manufacturing being 4.5% 

between 1960-61 and 1980-81 (Lucas and Papanek, 1988, p.l85). 

A large fraction of industrial investments— approximately 50% in the 

1970s—has been in the public sector. Yet the private sector continued to 

provide 78% of industrial value added and 68% of the employment by 1980. 

The package policy of instruments adopted to direct industrial development 

includes extremely detailed controls, such as industrial licensing, import quo

tas and widespread use of administered prices, intended to influence industrial 

performance through restrictions on market behavior rather than relying upon 

incentives (Lucas and Papanek, 1988, p.185). 

This has resulted in an almost unique economic system of private ownership 

combined with widespread regulatory directives—a system of capitalism as 



opposed to market socialism. An important objective in intervening in the 

market processes has been that of generating greater equality of incomes. Yet 

the resultant industrial performance has not only produced a slower growth 

in output but also in employment, so that by 1981 only 6 million people were 

employed in the factory sector from a population of some 665 milhon. 

India's development strategy, at least until 1975, involved import substi

tution in virtually all spheres of manufacturing regardless of comparative cost 

advantage. The ratio of imports to GNP declined at an exponential trend 

rate of 3.4% per year from 1962 to 1975, rendering India an extremely closed 

economy with imports being only 5% of GNP by the end of 1975. 

After 1975, increased exports, remittance and other invisible earnings be

gan to swell foreign exchange reserves and import restrictions began to be 

relajced. At first import liberalization was tentative, but after 1979 with the 

expansion of open general Hcensing and the second oil price shock, the import 

bill grew rapidly. 

India's foreign trade comprises export of goods and services and import of 

machinery and technology. The exports are coffee, tea, textiles, and engineer

ing goods and imports are machinery, commodities, and technology. Imports 

include some essential consumer goods, like edible oils and sugar (10%) and 

machinery spare parts (about 15%) intermediaries like parts for watches and 

photo materials, and raw materials like ores and fertilizers (35%) and crude 

and petroleum (40%). 

Table 2.1 presents the volumes of total imports and exports of the period 

of 1960-61 to 1984-85. Except for the period 1972-73 and 1976-77, it can 

be seen from the third column that imports have been always larger than 

the exports and the gap between imports and exports has been considerably 

widening after 1977-78. This is largely due to the increased cost of imports of 



petroleum based products which accounted for about 40% of the total imports 

in 1982-83. The rate of increase in imports was not as high as what was 

observed when these petroleum products were not included. 

Even at current prices, exports of iron and steel, which were expanding 

and remaining at a high level till the mid-seventies, have dropped sharply and 

are stagnating at a low level. This is because iron and steel production in 

India which, in the seventies, was the cheapest among iron and steel produc

ing countries, has become the most expensive during the eighties due to a 

combination of low productivity, outdated technology and machinery and the 

fact that it caters to a captive domestic market. 

India's exports increased gradually from $1.8 biUion in 1968-69 to $9.8 

biUion in 1983-84. Examining the annual percentage change in the exports 

and imports during 1960-70 (Table 2.1), the imports seem to have undergone 

more fluctuations as compared to the exports. 

After 1980-81, oil imports feU both in nominal and real terms and this has 

allowed a decline in the aggregate propensity to import to 8.4% of GDP by 

1984-85, although other components of the import bill have increased rapidly 

as quota limitations have been relajced. Not only are the imports rising but 

also the rate of increase is exceptionally high. 

Table 2.2 shows the movements in India's foreign exchange reserves. The 

movements in foreign exchange, after adjusting for net withdrawals from IMF 

(the balance of payments financing gap) were positive except for a small gap, in 

1972-73. The first oil shock of 1973 , the increased prices of fertilizer and wheat 

and the increased imports of foodgrains, led to India drawing Rs.485 crores 

from the IMF in 1974-75 comprising the gold tranche, first credit tranche and 

the withdrawings, foreign exchange reserves fell substantially by Rs.455 crores 

(Panchmukhi, 1987). 



Reserves excluding withdrawals on IMF increased even by a larger amount 

in 1977-78 as compared with 1976-77. This was mctinly due to a net sur

plus on invisibles contributed by travel receipts, earnings from technical and 

consulting services and inward remittance. 

In 1981-82 the situation worsened (Table 2.2), with a decline in foreign 

exchange reserves of Rs.2156 crores leading to India's utiUzation of IMF's 

Extended Fund Facility and India purchased up to the equivalent of SDRs 

5 billion (approximately $5.65 billion) over three years effective November 9, 

1981. Net receipts from invisibles, which showed a rising trend up to 1980-81, 

declined from Rs.4311 crores in 1980-81 to Rs.3804 in 1981-82. To improve 

the capital account of the balance of payments, liberalized facilities for non

resident Indian (NRI) deposits and investments were announced in the Union 

Budget for 1982-83 (Panchmukhi, 1987). 

The rise in reserves excluding net withdrawals from IMF during 1978-79 

was just half of that in 1977-78. The balance of payments position further 

weakened in 1979-80. Sluggish exports and substantial rise in imports more 

than doubled the trade deficit from 1978-79 to 1979-80. 

Table 2.3 shows that balance of trade on current account has been, by 

and large, adverse in all the years except in 1972 and 1976-77 when there was 

very marginal export surplus. Balance of payments on current account when 

invisibles are included to the trade account, has also been, adverse though not 

to the same extent as the balance of trade. This poor performance can be 

attr ibuted to any of the following factors: high and rising costs of production, 

outdated technology, and wasteful use of scarce capital. 

Net receipts on account of invisibles include the remittance, net service 

payments, etc. They have played a significant role in improving the balance 



of payments position after 1974-75. Significant surpluses were also experienced 

in 1976-77 and 1977-78. 

Following the second oil shock of 1979-80, India's balance of payments 

situation worsened considerably from 1980-81 onwards (Table 2.3). The trade 

deficit more than doubled from 1979-80 to 1980-81, and this level persisted 

till 1986. Workers' remittance started tapering off and net inflow of aid was 

not enough to finance the widened current account deficit. India relied on 

borrowings from the IMF (including Trust Fund drawings) of Rs.814 crores 

(Table 2.2) in 1980-81. 

Steep rise in domestic production of crude oil (and hence cut in oil imports) 

and fall in the price of imported oil resulted in the magnitude of trade deficit 

decHning from Rs.5711 crores in 1981 to Rs.4098 crores in 1983. There was 

some improvement in the balance of payments position, with foreign exchange 

reserves. Excluding net withdrawals from IMF, the foreign exchange reserves 

declined by Rs. l l22 crores, about half of the decline in the previous year. 

The improvement in the balance of payments continued during 1983-84. 

Foreign exchange reserves fell only by Rs.l53 crores. Though the balance 

of trade deficit was slightly higher than in 1982-83, net invisibles receipts 

improved. Further modifications were made in the facilities from NRI invest

ments in India. One notable feature of 1983-84 was a decline in net inflow of 

aid from Rs.936 crores in 1982-83 to Rs.723 crores in 1983-84 due to fall in 

gross utilization and a rise in debt service payments. 

There was some improvement in the balance of payments witnessed dur

ing 1984-85 (Table 2.3). This was mainly due to a significant fall in the trade 

deficit arising out of a slowdown of imports and an impressive growth in ex

ports. Net invisibles were somewhat lower than in the previous year. In the 

capital account, NRI deposits were somewhat lower than in the previous year. 
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The balance of payments position again was reversed in 1985-86. Foreign 

exchange reserves increased only by Rs.577 crores, less than one half of the 

increase of Rs.l271 crores during 1984-85. This was mainly due to the steep 

rise in the trade deficit from Rs.5188 crores in 1984-85 to Rs.8616 crores in 

1985-86. The major contributing factor to this large trade deficit was the 

decline in crude oil exports from Rs.l563 crores in 1984-85 to Rs.l35 crores 

in 1985-86. Net invisibles receipts may have declined in 1985-86 due to higher 

interest payments on increased foreign borrowings, and possibly some fall in 

private transfers. Net inflow of external assistance in 1985-86 was Rs.2429 

crores as against Rs.l707 crores in 1984-85 (Panchmukhi, 1987). 

The continued balance of payments deficit and India's trade balance situa

tion calls for varied policy instruments to promote production and investment, 

and to treat equally both exports promotion and imports substitution (Adise-

shiah, 1986). The Reserve Bank of India's Annual Report 1985-86 (p.64) 

states that , (Panchmukhi, 1987). 

• • • there is a need to take a fresh look at the balance of payments 
scenario for the Seventh Plan in the wake of the large deficit wit
nessed during the first year of the Plan • • • the signs of deterioration 
in the balance of payments observed during 1985-86 call for urgent 
measures to reduce the current account deficit, mainly through 
the contraction of trade deficit. The critical importance of exports 
is well recognized and policies for increasing exports need to be 
implemented vigorously. 



Table 2.1: INDIA'S EXPORTS AND IMPORTS 

Year 

1961-62 
1962-63 
1963-64 
1964-65 
1965-66 
1966-67 
1967-68 
1968-69 
1969-70 
1970-71 
1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
Source : 

Exports 

697.70 
713.60 
793.20 
816.30 
805.60 

1156.60 
1198.70 
1357.90 
1413.36 
1535.16 
1608.20 
1970.80 
2523.40 
3330.60 
4036.26 
5142.25 
5407.87 
5726.30 
6418.43 
6710.70 
7805.90 
8803.31 
9872.10 

11554.78 
Governmei 

Imports 

1107.10 
1135.60 
1229.90 
1349.00 
1408.50 
2078.40 
2007.00 
1908.60 
1582.10 
1634.20 
1824.50 
1867.40 
2955.40 
4518.80 
5264.78 
5073.79 
6020.23 
6814.30 
9142.58 

12549.15 
13607.56 
14292.74 
15762.95 
17092.12 

at of India, 

Difference 

-4099.4 
-422.0 
-436.7 
-532.7 
-602.9 
-921.8 
-808.3 
-550.7 

-168.74 
-99.04 
-216.3 
103.4 
-432 

-1188.2 
-1228.5 

68.46 
-612.36 

-1088 
-2724 
-5838 
-5801 
-5489 
-5890 
-5537 

Economic 

Percentage 
Increase 
in Exports 

5.7 
2.3 

11.2 
2.9 

-1.3 
43.6 

3.6 
13.3 
4.1 
8.6 
4.8 

22.6 
28.0 
32.0 
21.2 
27.4 

5.2 
5.9 

12.1 
4.6 

16.3 
12.8 
12.1 
17.1 

Survey, varioi 

Percentage 
Increase 
in Imports 

-2.9 
2.6 
8.3 
9.7 
4.4 

47.6 
-3.4 
4.9 

-17.1 
3.3 

11.6 
23.5 
58.3 
52.9 
16.5 
-3.6 
18.7 
13.2 
34.2 
37.3 

8.4 
5.0 

10.3 
8.4 

lis issues. 
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Table 2.2: MOVEMENTS IN INDIA'S FOREIGN EXCHANGE 
RESERVES AND BALANCE OF PAYMENTS 
FINANCING GAP 

Year 

1 
1967-68 
1968-69 
1969-70 
1970-71 
1971-72 
1972-73 
1973-74 
1974-75 
1975-76 
1976-77 
1977-78 
1978-79 
1979-80 
1980-81 
1981-82 
1982-83 
1983-84 
1984-85 
1985-86 

Movement in 
Foreign Exchange 
Reserves including 
gold and SDR's 

2 
+60 
+38 

+150 
-164 
+42 

-2 
+102 

+30 
+881 

+1371 
+1637 
+720 
+108 
-389 

-1519 
+758 

+1189 
+1271 

+577 

Net With
drawals on 
IMF 

3 
+24 
-59 

-125 
-176 

— 

— 

+62 
+485 
+207 
-303 
-249 
-207 

-55 
+814 
+637 

+1893 
+1342 

70 
-253 

Residual 
Financing 
Gap 

4 = ( 2 ) - ( 3 ) 
+36 
+97 

+275 
+12 
+42 

-2 
+39 
-455 

+674 
+1674 
+1885 

+927 
+ 163 
-1203 
2156 

-1135 
-153 

+ 1201 
+830 

Source : Government of India, Economic Survey, various issues. 
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Year 

1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
Sourc 

Table 2.3: INDIA'S TRADE BALANCE 

Balance on 
Current 
Account 

-733 
-775 
-667 
-941 

-1348 
-930 

-1121 
-664 
-230 
-411 
-653 
-167 
-546 

e : Governme 

Balance of 
Trade 
Account 

-719 
-647 
-621 
-937 

-1037 
-957 
-861 
-387 

-8 
-131 
-372 

68 
-191 

;nt of India, ' 

Year 

1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 

^conorr 

Balance on 
Current 
Account 

1207 
-148 
1579 
2119 

659 
48 

-1785 
-2698 
-2524 
-1932 
-2343 
-4214 
-4627 

lie Survey, va 

Balance of 
Trade 
Account 

-625 
-286 
787 
932 

-884 
-2222 
-5644 
-5711 
-4820 
-4098 
-4025 
-5616 
-5438 

rious issues. 
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CHAPTER 3 

THE OFFICIAL MARKET FOR FOREIGN 

EXCHANGE 

The Reserve Bank of India (RBI) administers the currency as well as the 

foreign exchange control system. A number of commercial banks assist the 

RBI in the execution of its directives. Foreign Trade Ucenses are issued by the 

Chief Controller of Imports and Exports. The currency of India is the Indian 

rupee. Exchange rates are computed from the value of the rupee, which is 

determined on the basis of the relationship of the rupee to a weighted basket of 

currencies of India's major trading partners. India maintains the relationship 

of the rupee to the basket of currencies within margins of 5% of the value 

adopted as the basis. 

The Indian rupee (Re), divided into 100 paise, was devalued on June 6, 

1966, from an official rate of Rs.4.76 to Rs.7.50 per U.S. dollar. This rate 

changed to Rs.7.27927 per dollar on December 1971. At the same time the 

rupee's tie to the pound sterling was restored at 1 pound = Rs. 18.9677, and 

a 4.5% fluctuation range for the rupee was introduced as well. On June 23, 

1972, when the pound was set free to float, the rupee's link to the British unit 

was maintained, paralleling the pound's depreciation and effecting a de facto 

devaluation. With the simultaneous dismantling of the Sterling Area, the 

monetary privileges which India had enjoyed as a member of the Area were 

abrogated. Following the February 1973 devaluation of the U.S.dollar, the 

theoretical Official Rate of the rupee was realigned to Rs.6.55 per U.S.dollar, 
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based on the Indian currency's unchanged gold content. The rupee's ties to 

the pound sterling was broken on September 24, 1975, and the Indian unit 's 

Effective Rate was placed on a controlled, floating basis Unked to a "basket of 

currencies" that included the Japanese yen, the West German mark and the 

U.S. dollar. The fluctuation range for the Effective rupee was widened to 5%. 

Exchange rates of the rupee in terms of the pound sterHng, the intervention 

currency, are accordingly fixed periodically by the Reserve Bank of India: on 

December 30, 1986, they were Rs.19.21 buying and Rs.19.29 seUing per pound 

sterling. 

Exchange rates for spot and forward purchases of deutsche mark, Japanese 

yen, and U.S. dollars are based on the latest available rates and trends in 

international markets and are announced by the Reserve Bank every day. 

Such rates may be changed at any time, if need arises. Exchange rates for 

other currencies are derived from the cross rate of the pound sterling with 

the Indian Rupee. The Reserve Bank stands ready to purchase currencies of 

certain member countries (Bangladesh, Burma, Iran, Pakistan, and Sri Lanka) 

of the Asian Clearing Union (ACU), deutsche mark, Japanese yen, pounds 

sterling, and U.S. dollars, spot and forward, and to sell spot ACU currencies 

and pounds sterling (since February 2, 1987, the Reserve Bank has started 

spot selUng of U.S. dollars). The Reserve Bank permits authorized dealers 

and authorized money changers to fix the floor and ceiling rates for purchases 

and sales of U.S. dollar and pound sterling notes on the basis of a formula 

determined by the Bank. 

Authorized dealers are permitted to maintain balances and positions in 

"permitted currencies." Permitted currencies are divided into two groups. 

Group A, consisting of 20 listed currencies (Australian dollars, Austrian schil

lings, Bahrain dinars, Belgian francs, Canadian doUars, Danish kroner, deutsche 
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mark, French francs, Hong Kong dollars, Italian Ure, Japanese yen, Kuwaiti 

dinars, Malaysian ringgit, Netherlands guilders, Norwegian kroner, pounds 

sterHng, Singapore dollars, Swedish kronor, Swiss francs, and U.S. dollars). 

Group B consists of any other foreign currency that is convertible into any 

of the permitted currencies fairly active markets. Authorized dealers are also 

permitted to maintain balances and positions in ECUs abroad. Authorized 

dealers are also permitted to buy and sell spot any permitted currency from 

and to banks in any currency outside the Bilateral Groups (Czechoslovakia, 

German Democratic Republic, Poland, Romania and U.S.S.R). 

Authorized dealers are also permitted to buy and sell forward any permit

ted currency against any other permitted currency. Forward purchase or sale of 

foreign currencies against rupees with foreign banks is prohibited. On Decem

ber 30, 1986, market rates for telegraphic transfers in New York were US$7,640 

buying and US$7.65 selling, per RslOO; and the Reserve Bank's buying rates 

for U.S. dollars were US$7.64 spot and US$7.65, US$7.63, US$7.61, US$7.59, 

US$7.57, US$7.55, US$7.52, US$7.48, US$7.47, US$7.45, and US$7.43 per 

Rs.lOO for buying forward (for 1, 2, 3, 4, 5, 6, 7, 8, 9, 10, 11, and 12 months' 

delivery, respectively). 

The Reserve Bank provides forward cover to authorized dealers by pur

chases of sterling for delivery on any day during the first month, second month, 

etc., up to nine months' delivery initially (and extendable up to 12 months), for 

purchases of U.S. dollars up to 12 months, and of deutsche mark and Japanese 

yen for delivery on any day during the first month, second month, and so on, 

up to the sixth month. In addition, the Export Credit and Guarantee Corpo

ration Ltd. (ECGC) provides protection against exchange fluctuation from the 

date of bid up to 15 years after the award of contract; exchange cover is offered 

in French francs, deutsche mark, Japanese yen, pounds sterling, Swiss francs, 
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and U.S. dollars and UAE dirhams. The Reserve Bank also purchases the 

currencies of the ACU member countries from authorized dealers for deHvery 

of up to six months on a monthly option basis. 

For exchange purposes countries are divided into two groups : the Bilateral 

Group of coimtries and the External Group of countries (all other countries). 

Payments to and from the Bilateral Group of countries must be settled in 

Indian rupees through the appropriate clearing account. Payments to the 

External Group of countries may be made in rupees to the account of a res

ident of any country in the group or in any permitted currency. Receipts 

from the External Group of countries may be obtained in rupees from the 

account of a bank situated in any country in the group or in any permitted 

currency. However, special rules may be applicable to exports under lines of 

credit extended by the Government of India to the governments of certain for

eign countries. In addition, all payments on account of current international 

transactions (other than travel, export, and import transactions involving 

settlement on deferred payment terms, and imports into Bangladesh under 

the Wage Earners' Scheme) between India and other members of the ACU, 

are required to be settled through the ACU arrangement (Annual Report on 

Exchange Arrangements & Exchange Restrictions, IMF, 1985). 

Detailed control is exercised over the acquisition, possession, manufacture, 

and disposal of gold through the Administration of Gold (Control) Act. There 

is a ban on private possession of primary gold. Although there is no ban 

on possession of finished articles of gold (including coin) previously declared, 

there are restrictions on their manufacture and acquisition. There is no re

striction on the acquisition, disposal, or possession of gold ornaments, except 

that holdings of such ornaments (which may be of any purity) above specified 
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limits must be declared. The consumption of gold by industrial users is reg

ulated through permits and authorizations. Control is exercised over dealers 

and goldsmiths through a system of hcensing. Gold refining is under state 

management. The Government Mint is Ucensed to accept tenders of gold for 

purposes of refining and conversion into standard gold bars. 

3.1 The Foreign Exchange Regulation Act 

Foreign investment in India is governed by the Foreign Exchange Regulation 

Act (FERA) of 1973. The FERA, first enacted in 1947, was amended and 

modified several times before its final version in 1973. 

The objective of this Act is, "to regulate certain payments, dealings in 

foreign exchange and securities, transactions affecting foreign exchange and 

the import and export of currency and bullion." This objective is directed to 

the purpose of conservation of foreign exchange resources of the country and 

the proper utilization thereof. Certain restrictive features of this Act are as 

follows (Mansukhani, 1975, p.23). 

1. Money-changers,^ have a limited field of operation. They may deal 

with foreign currency only in the form of notes, coins and travellers' cheques. 

Section 7 of the Act recognizes the status of the money-changers as a legal 

entity. Under its provisions, any person may apply for such authorization 

to the RBI in the prescribed form. The authorization spells out the terms 

and time-limits. This can be revoked for any violation of conditions, after a 

reasonable opportunity of making a representation is given by the RBI to the 

money-changer concerned. 

^ a person authorized by the RBI to deal in foreign currency in terms of 
such authorization which is granted by Section 7 of FERA. 
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2. Purchase, acquisition, borrowing, seUing, transfer, lending, etc., under 

this Act is barred. Section 8 (1) recognizes that a person, who deposits foreign 

exchange with another person or opens an account in foreign exchange with 

another person, shall be deemed to lend foreign exchange to such other person. 

3. The above restriction has been extended to the invoicing of goods for 

imports and exports. A person who acquires foreign exchange for the purpose 

of buying and seUing of goods and does not do so properly—so that the goods 

represent the foreign exchange acquired, by kind, quality, and quantity—he 

or she shall be presumed to not have been able to use the foreign exchange 

for the purpose for which he acquired it or used it otherwise. The burden of 

proving the proper use is then placed on the person concerned. 

4. With respect to the leakage of foreign exchange through exported goods, 

this Act states that , (i) a false or misleading declaration of full export value 

amounts to non-declaration; (ii) the Central Government is empowered to 

specify the goods which, if exported on consignment basis, may not be sold 

without permission of RBI at a price less than the declared price; (iii) the 

collector of customs is also empowered to call for the documents pertaining 

to exports (iv) RBI is empowered to call for advance registration of export 

contracts, certification of value by a specified authority or organization, sub

mission of declaration for prior approval, securing payments for exports by 

irrevocable letters of credit. 

5. Any person resident in India can be called upon by notice by the Central 

Government of India or the RBI to do or refrain from doing any act in respect 

of a foreign company so that it would comply with the requirements. These 

requirements are: (i) that such a company may furnish particulars as to its 

assets and business; (ii) sell or procure the sale to an authorized dealer of 

any foreign exchange specified in the notice; (iii) declare and pay dividends, 
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(iv) realize any of its assets in the manner specified; and (v) refrain from 

seUing or transferring, which affects its rights or powers in relation to any 

such instruments or securities. 

Further restrictions are to the effect that no person resident in India—in 

respect of any business outside India where the interest of resident outside 

India is 49% or less—shall do anything whereby the rate of interest crosses the 

Umit of 49%. 

3.2 Import Policies 

The import and export policy regime of the Indian government aims at a com

prehensive, direct control over foreign exchange utilization. The Imports and 

Exports (Control) Act of 1947 empowers the Central Government to prohibit, 

restrict, or otherwise control imports. Under this Act, the Imports (Control) 

Act 1955, was issued, which specifies items subject to controls. All imports re

quire import Ucenses or a customs clearance permit unless otherwise exempted 

(Bhagwati and Srinivasan, 1975, p.36). 

Imports of gold, silver, currency notes, bank notes, and coin are controlled 

by the RBI. With the exception of jewelry constituting the personal items of 

a traveUer, imports of gold in any form by residents other than the monetary 

authorities require special authorization from the RBI and are not normally 

permitted (Annual Report on Exchange Arrangements &; Exchange Restric

tions, IMF, 1985). 

For every six months, April 1 to September 30, and October 1 to March 

31, the Foreign Exchange Budget Branch of the Department of Economic 

Affairs in the Ministry of Finance would prepare its estimate of available 

foreign exchange for the six-month period. When the expenditures such as 

debt repayments and embassy expenditures are met the residual estimate of 
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available foreign exchange would have to be allocated among different users. 

Food, fertilizers, petroleum oil and lubricants and defense would normaUy be 

allocated first. 

The licensing procedures, through which each unit had to process all im

ports, involves three Ucense-issuing authorities: 

1. The Chief Controller of Imports and Exports; 

2. Iron and Steel ControUer; 

3. The Development Officer, Tools, Development Wing of the Ministry of 

Commerce and Industry. 

Except for iron and steel (cleared by the Iron and Steel Controller), and cer

tain types of machine tools (licensed by the Development Officer), the first 

authority controls the issuance of all other licenses (Bhagwati and Srinivasan, 

1975, p.37). 

There are two types of licenses given to the actual users 

1. General Currency Area Licenses ; 

2. Specific Licenses (used for imports from specified countries). 

There is further classification of licenses as follows: Open General Licenses, 

Supplementary Licenses, Import Replenishment Licenses, Capital Goods Li

censes, Advance Licenses, Special Import Licenses, Import-Export Passbook 

Licenses, Special Imprest Import-Export Passbook Licenses, Imprest Licenses, 

and Additional Licenses. Licenses issued for capital goods are vaUd for two 

years, and all other licenses mentioned above are valid for 18 months (Annual 

Report on Exchange Arrangements & Exchange Restrictions, IMF, 1985). 

The procedures followed for each category of licenses, and the authorities 

involved in the process, reflected two major criteria: 

20 



1. The principle of "essentiality"; and 

2. The principle of "indigenous non-availabiUty." 

Thus imports, in terms of both magnitude and composition, were to be 

permitted under each category only if some designated agency^ of the gov

ernment had certified that they were "essential" (as inputs or equipment for 

production). At the same time, some agency had to clear the imports from 

the viewpoint of indigenous availability, i.e., if it could be shown that there 

was domestic production of the imports demanded, then the imports were not 

permitted (regardless of cost and quality considerations). Thus in addition 

to the Ucense-issuing authority, there was a "sponsoring" agency certifying 

"essentiality" and a "clearing" agency for "indigenous clearance." 

The resulting procedure is illustrated with reference to private sector ac

tual user applications for raw materials, spares and components. These were 

generally divided into three categories of appUcants: (i) the small-sector; (ii) 

the organized (large-scale) sector. Scheduled Industries assigned to the Di

rectorate General of Technical Development (DGTD); (iii) other Scheduled 

Industries (such as textiles, sugar) plus non-scheduled large-scale industries 

(such as fisheries). Among these, the DGTD units had to look to the DGTD 

for both essentiality and indigenous non-availability certificates. 

The small-scale sector applications, on the other hand, required essentiality 

certificated from State Directors of Industries, whereas indigenous clearance 

came from other bodies such as the DGTD. For the other scheduled industries 

there were different sponsoring authorities, such as the Central Silk Board 

(for the silk industry), the Coal Commissioner (for collieries), the Textile 

Commissioner and the Tea Board; for the non-scheduled, large-scale units 

Uke the Directorate General of Technical Development (DGTD) 

21 



there were similar bodies, such as the Coir Board and the State Directors 

of Fisheries. It was only when these respective bodies had certified both 

essentiality and indigenous non-availabiUty that the CCI&E could issue the 

Ucence specifying the quantum and composition of imports in favor of the 

applicant. 

For pubUc sector applications, the procedures were basically similar. Para

doxically, the procedures were even more complex at times when the sanction 

of the Department of Economic Affairs had to be obtained, in addition to the 

indigenous clearance and essentiality certification, for many appUcations for 

raw material imports (Bhagwati and Srinivasan, 1975, p.37). 

The Import Policy for fiscal years 1985-88, which came into effect on April 

12, 1985, with its subsequent amendments, contains the policy governing im

ports. The import policy divides products into three basic categories: con

sumption goods; raw materials, components, consumables, tools and spare 

parts; and capital goods. 

Imports of consumption goods are prohibited except for certain essential 

products that are canaUzed.^ Consumer durable items are not allowed to 

be imported except items that can be imported under the Personal Baggage 

Scheme by Indians returning from abroad. Imports of raw materials, com

ponents, and spare parts for industry are classified into three categories: (a) 

limited permissible, (b) restricted, (c) canalized. There is also a Ust of instru

ments that are permissible for imports against Ucenses. Nonresident Indians 

returning to India for permanent settlement may, during the first 12 months 

after their return, import aU raw materials except restricted items, subject 

^ Commodities that are reserved for Government or state-trading enter
prises like the State Trading Corporation, the Food Corporation of India, the 
Steel Authority of India and the Minerals and Metals Trading Corporation. 
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to a value Umit for the purpose of setting up small industries. Supplemen

tary Ucenses may be obtained in case of need, even for the import of Umited 

permissible items. 

Special procedures apply to import of capital goods. Specified capital 

goods are restricted, while other Usted goods and capital goods required by 

returning Indians to set up small-scale industries may be imported under the 

Open General License. For other capital goods, Ucenses are granted subject to 

prescribed procedure. In general, Ucenses are granted after it has been certified 

that such imports are essential (essentiality certificate), unavailable from do

mestic sources (indigenous non-availabiUty), and, where the value of imports 

exceeds Rs.2.5 million, that the importer has advertised his requirements for 

a period of 45 days. However, imports of capital goods and technology are 

approved by the Chief Controller of Imports and Exports provided that such 

imports reduce cost by at least 10% and that the preference wiU be given to 

importers exporting at least 25% of their output. 

Importers are required to study domestic availability of suitable equipment 

before calling for tenders. The selection of suppliers on the basis of of global 

tender is subject to scrutiny by a committee headed by the Department of In

dustrial Development. For imports of capital equipment for power generation, 

transmission, and distribution, appUcants must obtain prior clearance from 

this committee before calling for global tenders. Subject to specified condi

tions and relative value restrictions, exporters are entitled to import capital 

goods against their own and acquired Import Replenishment Scheme (REP) 

licenses without an "essentiality" and without "indigenous non-availability." 

Nonresident Indians returning to India for permanent settlement may import 

capital goods other than restricted items and certain specified items, subject 
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to a maximum of Rs.2 milUon, for the purpose of setting up or investing in an 

enterprise. 

Under the REP, import Ucenses are issued to merchant exporters, manu

facturers who export, export houses, and trading houses, and are freely trans

ferable except for cases in which Ucenses are issued with actual user conditions. 

Exporters are able to obtain Advance Licenses (under the Duty Exemption 

Scheme) or Import Licenses or Import-Export Passbook Licenses to import 

inputs required for export products. The imports under the Duty Exemption 

Scheme and the Import-Export Passbook Scheme are duty-free. The value of 

such licenses is debited against the REP entitlement. Registered exporters are 

permitted to obtain REP Ucenses against export of specified products up to a 

certain proportion of the value of exports. 

Manufacturer-exporters who have been in production during the preceding 

three years and have exported 100% of their production of select products 

during the preceding one year are allowed to import any item in the limited 

permissible list and in the list of canalized items on Acquired Licenses, up to 

the value of REP licenses issued in favor of the manufacturer-exporters. 

Additional licenses based on net foreign exchange earnings are also avail

able for trading houses and export houses. Trading houses receive additional 

licenses at a higher rate if they form longer-term relationships with asso

ciate manufacturers. Small-scale units are given especially Uberal treatment 

in respect of import Ucenses, and consortia of small-scale industries may form 

export houses. 

Nonindustrial actual users, such as research and development laborato

ries, scientific or higher educational institutions, and hospitals, are eUgible to 
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import their requirements of technical and professional equipment, raw ma

terials, components, spare parts, or other items (but not office machines and 

consumer goods) under Open General Licenses. 

When a valid import Ucense is held, the required exchange is released by 

an authorized bank on presentation of the exchange control copy of the Ucense 

and the shipping documents (Annual Report on Exchange Arrangements & 

Exchange Restrictions, IMF, 1985). 

This is where the problem arises, where the required exchange is to be 

released. As far as allocations by industry were concerned, aU industries had 

priorities. Therefore, it is not surprising that the agencies involved in de

termining allocations by industry feU back on vague notions of "fairness," 

implying allocations with reference to capacity installed or employment, or 

shares defined by past import allocations or similar rules of thumb. The prin

ciples and criteria adopted for further subdividing industrial aUocations among 

constituent firms or units were equally without any rationale other than the 

spreading-out evenly of a scarce resource on a "fair" and "equitable" basis. 

Though some form of norms were used, the overwhelming bias of the system 

was toward some form of "equitable" allocations and cuts therein. 

Another criteria, before releasing the required exchange, is the quality of 

information for assigning priorities. Numerous authorities are involved in the 

licensing procedure: sponsoring bodies, authorities granting indigenous clear

ance and actual license-issuing authorities. Each such authority presumed to 

act on some set of priorities, in principle, and therefore had to have reasonable 

information so as to enable it to exercise its functions meaningfully. No allo

cation is ever made without intensive scrutiny and examination of individual 

applications at each stage in the bureaucracy (Bhagwati and Srinivasan, 1975 

p.39). 
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License holders may make payments by opening letters of credit or by re

mitting against sight drafts. Use of suppUers' credits and other long-term im

port credits is subject to prior approval. Advance remittances before shipping 

documents can be submitted are not normaUy allowed, but in special cases, 

for example, imports of machinery and capital goods for which deposits have 

to be made with overseas manufacturers, the RBI grants special authorization 

for advance payment for a part of the value of the import. 

The importation of certain commodities, including foodgrains, certain oil 

and fats, a number of pharmaceutical products, natural rubber, raw cotton, 

raw jute, cement, cashew nuts, most fertiUzers, most nonferrous metals, and 

certain categories of steel is reserved for the Government or state-trading 

enterprises (i.e., canalized) items. Bulk imports of certain raw materials that 

are not reserved for the public sector may also be arranged by state agencies, 

under the Industrial Raw Materials Assistance Center faciUty. 

In addition to any applicable import duty, imports are subject to an aux

iliary duty of up to 40% ad valorem. Among the exemptions are foodgrains, 

raw cotton, and books. 

3.3 Export Policies 

Export licenses are required for some items, but most commodities may 

be exported without a license. In respect of controlled commodities,* no item 

can normally be exported unless it is covered by a valid license issued by the 

concerned licensing authority. 

Since the late seventies the trade policy regime has also been continuously 

streamlined and Uberalized with a view to provide access to raw materials. 

* The export of certain commodities, including sugar, raw jute, and several 
categories of steel, is reserved for the state-trading enterprises. 
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intermediates and components needed for maintenance and enhancement of 

production. The process was taken further in April 1985 foUowing the rec

ommendations of the Committee on Trade PoUcies (1984). An important 

landmark of 1985 was the institution of a three-year import-export poUcy de

signed to impart a sense of stabiUty to the poUcy regime. Another significant 

development was the UberaUzation with respect to the import of capital goods. 

The UberaUzation of imports is Unked to exports. These changes were made 

at a time when the foreign exchange situation was relatively tight. 

To promote exports, the principal instrument the Government used was 

the import entitlement scheme, under which eligible exporters received import 

licenses, fetching high import premia, pro rata to the value of exports effected. 

A specific percentage of the f.o.b.^ value of exports is allowed to be used for 

importing raw materials and components required in the production of the 

export products or a group of alUed products. The entitlement is generally 

determined on the basis of twice the import content subject to a majdmum of 

75% of the f.o.b. value of exports (Annual Report on Exchange Arrangements 

& Exchange Restrictions, IMF, 1985). 

Exchange control is exercised over the proceeds of exports to countries 

other than Bhutan and Nepal. An exporter must declare that the full export 

proceeds wiU be received and dealt with in accordance with the currency 

regulations. 

Foreign exchange holdings, including the proceeds of exports, must be of

fered for sale against rupees to an authorized dealer, unless the holder has 

been authorized by the RBI to retain them, or he is a foreign national or a 

foreign person of Indian origin, or he is not permanently resident in India, 

and the funds do not represent the proceeds of an export. Export proceeds 

^ free on board. 
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must be surrendered within six months of shipment. Exporters are required 

to obtain permission from the RBI through authorized dealers in the event 

of nonreaUzation of export value within the prescribed period. The RBI also 

administers a scheme under which export of engineering goods (capital goods 

and consumer durables) is allowed under deferred credit arrangements, per

mitting realization of export value in installments over a period exceeding six 

months (Annual Report on Exchange Arrangements & Exchange Restrictions, 

IMF, 1985). 

Bona fide foreign tourists can, with the approval of the customs, take out of 

India articles purchased with foreign exchange or with rupees acquired against 

foreign exchange without a value Umit; silverware of up to Rs.200 per person 

may also be exported on the same basis, subject to a limit of Rs.400 per family. 

Under the Gold Jewelry Export Promotion Replenishment Scheme, ex

porters of ornaments and articles made of gold or not less than 0.5833 fineness 

are entitled to the replenishment by gold (imported by the State Bank of India 

and supplied at prices set by the Government) against Release Orders issued 

by the hcensing authorities, provided that they satisfy the value added and 

other requirements of the scheme. 

A similar scheme for exports of silver jewelry and articles has been in

troduced with effect from December 1986. Special permission for imports of 

gold and silver is granted only in exceptional cases where either no foreign 

exchange transaction is involved or the metals are needed for a particular pur

pose. Special permission is also granted when the gold or silver is imported for 

processing and re-export purpose. Special permission is also granted when the 

gold or silver is imported for processing and re-export, provided that payment 

for the import will not be required. The entire quantity of metal imported 

should be re-exported in the form of jewelry. Another requirement is that 
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the value added should be repatriated to India in foreign exchange through 

an authorized dealer. Eligible registered exporters are allowed to import gold 

findings, and gold of 18 carats or less for export of plain and gold jewelry. 

Exports of gold in any form other than jewelry produced in India for export 

with a gold value not exceeding 10% of the total value, and jewelry constituting 

the personal items of a traveler is prohibited, unless the export is made by or 

on behalf of the monetary authorities. Under the gold jewelry export scheme, 

net export of gold from India is not permitted, and the export of gold jewelry 

is permitted only if the value added is 15% or more. Export under this scheme 

to the Bilateral Group of countries is not permitted. 

3.4 Policies Followed With Regard to Invisibles, 
Travels and Capital Ownership 

Payments abroad for invisibles require approval. Foreign exchange is granted 

freely for such payments, mainly for expenses incidental to trade transactions 

and transfers of recurring contractual obligations. Premiums on insurance 

policies issued in foreign currency to foreign nationals not permanently res

ident in India are to be paid only in foreign currency. Indian residents are 

prohibited from taking life insurance policies in foreign currencies. Branches 

of foreign banks are not allowed to transfer abroad profits arising from the 

sale of nonbanking assets. Profit remittances by branches of foreign firms, 

companies, and banks require the prior approval of the RBI. Remittances of 

dividends by Indian companies to their nonresident shareholders do not require 

prior RBI approval (Annual Report on Exchange Arrangements & Exchange 

Restrictions, IMF, 1985). 

Foreign nationals temporarily resident in Indian on account of their em

ployment are permitted to make reasonable remittances to their ovrn countries 
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to pay insurance premiums, for the support of their famiUes, and for other ex

penses. Authorized dealers may allow such remittances by foreign nationals, 

other than nationals of the People's RepubUc of China, Pakistan, and South 

Africa, up to 50% of net income. Requests for the remittance of larger amounts 

are considered on their merits by the RBI. 

Under the Foreign Travel Scheme (FTS), residents are permitted to travel 

abroad to all destinations, provided that they have not traveUed abroad under 

this scheme during the two calendar years preceding the year of travel. Under 

the FTS, residents are entitled to foreign exchange up to US $500 or its equiv

alent and a round trip ticket, irrespective of the carrier by which they travel. 

In case of minor children up to the age of 12, the foreign exchange entitlement 

is US $250. Authorized travel agents, airlines, and steamship companies may 

book passages under the FTS for any eligible person; foreign exchange for 

such persons may be released by any authorized dealer. 

Travel to Bangladesh, Burma, Malaysia, Maldives, Mauritius, Pakistan, 

SeycheUes, and Sri Lanka is governed by the Neighborhood Travel Scheme 

(NTS), under which residents of India's visiting neighboring countries are eli

gible for an exchange allowance of US $250 a person once every three calendar 

years; this arrangement cannot be combined with the existing FTS. As in case 

of FTS, the foreign exchange entitlement for minor children up to the age of 

12 is one half of the normal quota for adults (Annual Report on Exchange 

Arrangements & Exchange Restrictions, IMF, 1985). 

Exchange bureaus and authorized money changers are permitted to sell 

foreign currency notes and coin up to the equivalent of Rs.lOO to travelers 

proceeding to Bangladesh and up to US $20 or its equivalent to those pro

ceeding to other countries except Bhutan and Nepal. Nonresidents may take 
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out the foreign currency that they brought in (and declared on entry if it ex

ceeded US $1,000), less the amount sold to authorized dealers and authorized 

money changers in India. Rupees not spent may be reconverted into foreign 

currency and taken out. There is a foreign exchange allowance up to US $750 

for a person settling in and for purchase or initial equipment by students going 

to foreign universities. 

A foreign travel tax at a rate of Rs.lOO per passenger is levied on all 

passengers embarking on an international journey to any destination other 

than Afghanistan, Bangladesh, Bhutan, Burma, Maldives, Nepal, Pakistan, 

or Sri Lanka. Passengers to these destinations are required to pay the tax at 

a rate of Rs.50 per passenger (Annual Report on Exchange Arrangements & 

Exchange Restrictions, IMF, 1985). 

There are no restrictions on receipt of inward remittances from any country 

through authorized dealers in India. Subsequent utiUzation of such funds in 

India is, however, subject to approval in most cases. Foreign investments, once 

admitted, are eligible for the same treatment that Indian enterprises receive. 

Banks in India may borrow freely from their branches and correspondents 

abroad, provided that borrowings in excess of Rs.2 million are utilized for the 

purchase of rupees form the RBI. Repayment of such borrowings requires the 

prior approval of the RBI and may be effected only when the debtor bank has 

no outstanding borrowings in India form the RBI or any other bank. 

RBI permission is required for initiating, expanding, or continuing in In

dia any business activity, holding or acquiring shares of any company carry

ing on a trading, commercial, or industrial activity in India by nonresidents, 

noncitizens, nonbank companies not incorporated under the Indian law, and 

the Indian companies with over 40% nonresident interest (Annual Report on 

Exchange Arrangements & Exchange Restrictions, IMF, 1985). 
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All companies are subject to the foUowing: Companies with direct foreign 

holdings exceeding 75% must raise 40% of the estimated cost of expansion 

through additional equity capital issued to Indians. For companies with for

eign holdings above 60% but below 75% and above 51% but below 60% the 

corresponding equity is permitted in companies engaged predominantly in 

internal trading and commercial activities. 

Indian nationals are not normally granted any foreign exchange faciUties 

for emigration purposes. In cases of exceptional hardship, foreign exchange 

may be released up to a reasonable amount in one lump sum at the time of 

emigration. The remainder of the emigrant's assets and income is kept in a 

nonresident account, and no further remittances, including pensions, if any, 

are allowed. 

There are no restrictions on the import into India of Indian or foreign se

curities. The acquisition, sale, transfer, export, or other disposal of foreign 

securities requires approval. Residents who are private persons are not nor

mally permitted to purchase securities or personal real estate outside India 

(Annual Report on Exchange Arrangements &: Exchange Restrictions, IMF, 

1985). 

Indian nationals, and persons of Indian origin holding foreign passports 

resident abroad and wishing to return to India to secure suitable employment, 

start a professional practice, or set up small-scale industrial units are, upon 

application, exempted for a period of five years from the date of their return 

to India from the requirement that any foreign currency balances in their 

possession be surrendered within three months of arrival. 

As an alternative to holding such balances in the form of foreign currency, 

holders may use the funds for the import of machinery, raw materials, and 

components, subject to an import license, or, in small amounts, for personal 
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requirements. Furthermore, they have the option of surrendering their bal

ances immediately, with the right to reacquire them within five years should 

they decide to return to a foreign country. 

These various faciUties are not available in respect of earnings arising 

from employment abroad with any Indian-owned organization. Under the 

Returning Indians Foreign Exchange Entitlement Scheme, persons of Indian 

nationality or origin returning to India for permanent residence are entitled 

to avail themselves of foreign exchange to the extent of 50% of the amount 

they brought in on transfer of residence, plus the balance held in their Non

resident (External) Accounts and Foreign Currency (Nonresident) Accounts^ 

for certain specified purposes, for which exchange is normally not freely avail

able. Persons eUgible under the scheme may make use of the exchange faciUty 

within a period of 10 years form the date of return of the head of the family. 

3.5 Inefficiencies in the Official Market 

The import and exchange policy of India aims at a comprehensive, direct con

trol over foreign exchange utilization. Inefficiencies exist in granting licenses 

and other inefficiencies like loopholes in the MRTP Act and opportunities to 

manipulate the invoices give rise to an unofficial market for foreign exchange. 

These inefficiencies are discussed below. 

3.5.1 Inefficiencies in Granting Licenses 

The licensing system of the Indian Government was expected to operate 

within the framework of targets and priorities worked out by agencies such as 

® These are the accounts that may be opened by authorized dealers in 
India for persons of Indian nationality or origin resident outside India or for 
overseas companies and partnership firms of which at least 60% is owned by 
nonresidents of Indian nationality or origin. 
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the Planning Commission of India. The system has to ensure that within this 

framework, the actual choice of plants, technology, locations, etc., are socially 

desirable. The inefficiencies encountered in granting Ucenses (with which the 

foreign exchange can be obtained) are discussed below. 

3'5.1.1. Lack of criteria. The Planning Commission, to appraise the worth 

of each project in terms of relative costs and the attainment of targets in 

related, particularly basic industries/projects, operates within a set of targets 

and priorities. To achieve this the Commission had to have a set of weU defined 

criteria to deal with these applications for licenses. 

In actual practice no such criteria is present. The Licensing Committee 

operates essentially, in an ad hoc manner, without explicit statement and a 

defined set of objectives. It does not have any publication that states the 

criteria in terms by which the applicants can assess their chances of getting 

licenses and plan a good investment. In the absence of well ordered priorities 

and fiexibility of interrelated programes at various levels of performance, there 

has been a tendency to rely upon various ad hoc criteria. One of these has 

been the poUcy of licensing projects by the Committee, the foreign exchange 

costs of which on capital and/or maintenance account are covered by available 

credits and/or foreign collaboration and/or export obligations. 

Given that some ad hoc criteria is established, there are various inefficien

cies encountered in the process of granting these import licences. 

3.5.1.2. Procedural deficiencies. (a)Delays: The working of any system of 

allocation will take a certain amount of time and in this case, the exchange con

trol system is very much time-consuming. There are essentially three reasons 

for these delays. First in a situation of general scarcity of foreign exchange, the 

definition of priorities becomes exceptionally difficult, and the system ends up 

having to accommodate aU conceivable demands on some "equitable" basis, 
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while making a pretense of administering priorities, this pretense frequently 

taking the form of collection of yet more information from appUcants and 

time taken in "scrutinizing" it and "arriving at an informed decision." Delays 

become, sociologically, the "conspicuous" substitute for exercise of priorities 

by the bureaucracy. Second and equaUy important, the multipUcation of the 

bureaucratic apparatus leads inevitably to files faiUng to move quickly and 

decisions being delayed because procedures are time-wasting. Much of the 

delay to which the Indian import-control system is subject to can be put to 

the inefficiency of the administrative procedures. Finally, in explaining delays 

under the Indian allocation system, some significance must be attached to the 

fact that , with files often moving from the bottom to the top in the Indian ad

ministrative system, they often fail to move until appropriate bribes are paid 

to the lower-level clerks. If the bribe is paid promptly, there should be no 

delays on this account; but newcomers and honest applicants are unlikely to 

conform readily to this widespread practice, hence delays occur on this count 

in the system as well (Bhagwati and Srinivasan, 1975, p.41). 

(b)Administrative and other costs: The elaborate bureaucratic machin

ery for administering the licensing mechanisms undoubtedly involved direct 

costs such as those costs resulting from the necessity for actual and poten

tial entrepreneurs to maintain elaborate and frequent "contacts" with the U-

censing authorities. Admittedly, alternative allocation mechanisms also must 

necessitate "administrative" and information-gathering costs (Bhagwati and 

Srinivasan, 1975, p.42). 

3.5.1.3. InflexibiUty in the utiUzation of imports. The twin principles of 

"essentiaUty" and "indigenous non-availabiUty" impart considerable inflexi-

biUty to the pattern of utiUzation of imports. This occurred because of a rigid 

itemization of permissible imports. The economic inefficiency that resulted 
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because of this rigid pattern were that (a) Ucenses allocated to individusds 

units who were actual users were neither made by weU-defined priorities nor 

based on assessment of reasonably accurate and analyzed information; (b) the 

itemization of imports are based on inaccurate assessment of "indigenous non

availability" on an adhoc and administrative basis than on any recognizable 

criteria of economic efficiency; (c) due to the uncertainty about the availabiUty 

of foreign exchange, no one industry is able to lay down the "optimal mix" of 

inputs (Bhagwati and Srinivasan, 1975, p.43). 

3.5.1.4. Lack of coordination among different agencies. The multiplicity of 

agencies dispensing these Ucenses further accentuates a very inefficient eco

nomic system. For example, a typical unit under the DGTD's jurisdiction, 

would get its share in the bulk aUocations by the Economic adviser to the 

DGTD, and would also get aUocations of iron and steel from the I&SC of

fice as also non-ferrous aUocations from decisions made by the corresponding 

Department. Unfortunately, coordination of these allocations, either in intial 

allocations, or in cuts therein, does not appear to have been a routine matter 

(Bhagwati and Srinivasan, 1975, p.44). 

3.5.1.5. Absence of competition. The possibility of domestic competition 

is minimized by the combination of Capital Goods (Imp) Licensing (concomi

tantly with other industrial hcensing provisions) and the method of licensing 

to actual users on a "fair-share" basis among rival firms in an industry. This 

eliminates free entry by new firms as well as efficiency-induced expansion by 

existing firms. And the fact that each firm is entitled to its "share" of Ucenses, 

and no more, ensures that the efficient firms could not even (legally) enlarge 

output from existing capacity by competing away the scarce imports from less 

efficient firms. Thus all form of effective competition, potential and actual, is 

virtually eliminated from the industrial system. The effects, therefore, are (a) 
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to eliminate incentives to reduce costs per unit of output and (b) to prevent 

production from being concentrated in the most efficient units and industries 

(Bhagwati and Srinivasan, 1975, p.44). 

3.5.1.6. Bias in favor of industries using imported inputs. Industries using 

imported inputs can get relatively greater allocations of imports under the 

actual-users Ucenses. Hence these inputs are obtained at import-premium-

exclusive prices (which would include only the explicit tarifl" duty) whereas 

the other industries would have to buy import-substitute, indigenous items 

(at premium-inclusive prices). 

3.5.1.7. Anticipatory and automatic protection to industries. Another sig

nificant impact of the Indian import policy, under which the principle of indige

nous availability was used to exclude or restrict imports in favor of purchase of 

domestic import-substitutes, was that protection was automaticaUy extended 

to all industries regardless of cost, efficiency and comparative advantage. This 

automatic protection was further fully to be anticipated by every producer, 

merely as long as he was willing to make his capacity and production known 

to the relevant agencies in charge of "indigenous clearance." 

3.5.1.8. Discrimination against exports. One of the important side effects 

of the principle of indigenous availability was that exportable items which 

therefore had to be manufactured with inferior-quaUty domestically produced 

inputs and capital equipment were, in turn, faced with enhanced difficulties 

in the highly competitive international markets. This was particularly the 

case with the new exports in the engineering industries, which in any case 

faced serious difficulties in cultivating foreign markets almost from the begin

ning. Further, since there was Uttle flexibiUty for getting more inputs through 

bidding in the market, in view of the restrictive character of the import pol

icy, industries which needed flexibiUty in production in order to get hold of 
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large foreign orders, whenever available, found themselves unnecessarily hand

icapped (Bhagwati and Srinivasan, 1975, p.46). 

3.5.2 Other Inefficiencies 

The unofficial market for foreign exchange also exists due to other ineffi

ciencies Uke incentives to manipulate the invoices. This is discussed below. 

3.5.2.2. Incentives to manipulate the invoices. The import poUcy of the 

Indian economy also gives rise to incentives to over-invoice exports or the 

under-invoicing of imports. In the latter case once the imports are under-

invoiced the quantity imported would be greater than invoiced at regular price. 

Both quantitative restrictions to protect domestic products and tariffs set up 

incentives to smuggle goods through illegal channels and to fake invoices on 

trade through legal channels. 

The incentive to over-invoice export exists because the effective export 

subsidy exceeds the black market premium charged for illegal foreign exchange. 

Therefore, it pays the exporter to over-invoice the value of his exports since 

the gain he makes by getting extra subsidy on the over-invoiced part of his 

export declaration outweighs the premium cost of buying foreign exchange in 

the black market (Bhagwati and Desai, 1975, 453). 

In conclusion it may be pointed out that all the above mentioned adverse 

effects led to scarce foreign exchange and the creation of another market, where 

the foreign exchange is bought and sold at a rate higher than the official rate 

and this unofficial market takes away a lot of these obstacles confronted in the 

official market. 
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CHAPTER 4 

DEVELOPMENT OF THE UNOFFICIAL MARKET 

FOR FOREIGN EXCHANGE 

The inefficiencies in the Indian economy described in Chapter 3 have led 

to the development of an unofficial market (also known as the 'black market ') . 

This market has developed significantly and the activities in this market con

tinue on a large scale. The dealings in these markets may be of the following 

two natures: (i) transactions connected with the illegal gold imports; (ii) deal

ings of a purely monetary nature Unked to simple unlicensed capital transfers 

abroad for financial and commercial purposes (World Currency Year Book, 

1985) . 

Apart from the illegal trading of the dollar in the unofficial market, another 

vice is gold hoarding. Despite the ban on ownership of undeclared holdings of 

bullion and gold coins, hoarding is done on a massive scale. Export of gold 

is prohibited, while imports require special authorization (which is seldom 

granted). India's gold needs are much larger than her annual production of 

gold. This great demand stems from the custom of giving "dowry" in the form 

of gold. 

Gold trading takes place mostly in Bombay, where the closing of the official 

cash and future markets has been replaced by the unauthorized techniques, 

backed by well paid protectors like poUticians, and industrialists. Prices are 

known by every interested person, though not published in the more or less 

censored Indian press (World Currency Year Book, 1985) . 
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The center for the trade of gold bars to India is Dubai. In Dubai there 

are three small Zurich banks which own and maintain a depository for the 

bars. The Bombay "importer" has to pay in advance U.S. doUars that are 

obtained in the black market for the Indian rupee. The bank, in turn, advises 

its agent in Dubai to ship the bars of gold by sea, in lots of 1,000 bars to an 

area outside Bombay harbor. The gold bars are then transferred ashore at 

night with the "help" of Indian officials, who are paid approximately 10% of 

the cargo in buUion—not in paper rupees—for the gold to reach illegaly into 

the economy without difficulties (World Currency Year Book, 1985). 

4.1 The Unofficial Market: Source and Uses of DoUars 

There are various forms through which scarce foreign exchange in India is 

iUegally channeUzed. The supply of and demand for foreign exchange in the 

unofficial market arise on account of various iUicit practices in foreign trade 

and transfers. The exchange rate in the unofficial market is determined by 

the forces of supply of and demand for foreign exchange in this market. This 

exchange rate is bound to be higher than the official foreign exchange rate 

so that there is a premium on foreign exchange in the black market (Nayak, 

1977). 

4.1.1 Supply of Foreign Exchange 

The supply of foreign exchange in the black market comes from 1. under-

invoicing of exports and over-invoicing of imports, 2. outward smuggling of 

goods, 3. remittances from abroad obtained through iUegal channels, 4. for

eign currency unauthorizedly obtained (Monga and Sanctis, 1984). 

4.1.1.1. Under- and over-invoicing of exports and imports. This constitutes 

a major part of the supply of dollar. Consider a case of ad valorem tariff (t) on 
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imports and the premium of foreign exchange (p). In this case the importer 

benefits by over-invoicing imports so long as t < p. There is a net gain to 

the importers in the above case because the premium they obtain by selUng 

the foreign exchange of the over-invoiced portion of imports is more than the 

additional tariff they have to pay. While if t > p, the tendency is not to over-

invoice but to under-invoice imports. When there is a subsidy on imports (s) 

and black market premium on foreign exchange, the importers doubly benefit 

by over-invoicing imports: firstly, by earning the black market premium on 

the over-invoicing amount of imports and secondly, by obtaining a subsidy 

on it. Therefore, the existence of subsidy itself is a sufficient condition to 

over-invoice imports, where s < p or s > p (Nayak, 1977). 

4.1.1.2. SmuggUng out of the country. Receipts from smuggUng out of the 

country is one of the major sources for foreign exchange. Goods like antiques, 

spices, diamonds and precious stones, drugs, etc., that are smuggled out of 

the country are paid for in dollars. SmuggUng accounted for Rs.1.8 bilUon in 

1985 (World Currency Year Book, 1985). 

4.1.1.3. Remittances from abroad through iUegal channels. The source for 

this is from Indian immigrants living in the United States. The process is as 

follows. Mr. A living in the United States wants to send dollars to Mr. B in 

India, Mr. A goes to an agent in the United States and gives him the dollars 

and the Indian counterpart of this agent in India gives Mr. B the rupees 

equivalent. The rate the doUars and rupees are exchanged is the black market 

rate. Similarly, if there was a Mr. C who needs some dollars, then he would 

go to the agent in India and buy it from him usually at a rate higher than the 

rate the agent got from his American counterpart. 

4.1.1.4. Foreign currency illegally obtained. Bribing the customs officials 

at the port of entry with dollars rather than rupees is one of the unauthorized 
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ways of obtaining foreign exchange, to avoid the customs duty. Another source 

that may be cited for the supply of doUars are Indian inmaigrants carrying 

doUars with them and not disclosing it at the port of entry. This is sold to an 

agent for Indian rupees at a rate higher than the official rate. Transactions 

in doUars in the unofficial market averaged about Rs.lOO-Rs.llO miUion per 

month in 1985. IUegal trading of currency amounted to about 70% of currency 

in circulation (World Currency Year Book, 1985). 

4.1.2 Demand for Foreign Exchange 

The demand for foreign exchange in the black market arises out of: 1. over-

invoicing of exports and under-invoicing of imports, 2. the inward smuggling of 

goods, 3. unauthorized expenditure of Indian students abroad, 4. other illegal 

remittances abroad not permitted by foreign exchange regulations (Monga and 

Sanctis, 1984). 

4.1.2.1. Over- and under-invoicing of exports and imports. When the sub

sidy (s) on exports is greater than the premium (p) on foreign exchange in 

the black market, there is a tendency to over-invoice exports, because the 

subsidy obtained on the over-invoiced portion of exports more than offsets 

the premium that is to be paid in buying the foreign exchange in the black 

market. Similarly, when under-invoicing imports the quantity imported would 

be greater than invoiced at a regular price (Nayak, 1977). 

4.1.2.2. Smuggling into the country. One of the uses to which the amount 

of foreign exchange leaked through illegal channels is put is the smuggling of 

goods into the country. Bombay is one of the centers for smuggling (World 

Currency Year Book, 1985). The goods being smuggled into the country are 

textiles, radios, and Swiss watches paid for by doUars. "Proper" payments 
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to officials always keeps this trade free of disturbances. In 1985 smuggUng 

accounted for Rs.1.8 bilUon (World Currency Year Book, 1985). 

4.1.2.3. Unauthorized expenditure of Indian students and tourists abroad. 

In addition to smuggUng goods into the country a substantial demand for 

iUegal foreign exchange occurs on account of the need for financing expenditure 

of Indian residents and tourists going abroad (including students who finance 

their studies abroad) (Nayak, 1977). 

4.1.2.4 Other iUegal remittances abroad not permitted by foreign exchange 

regulations. The FERA does not allow a person resident in India to remit 

money abroad. Therefore, an individual wilUng to do this cannot go to the 

official market to obtain the foreign exchange necessary. Thus the unofficial 

market caters to individuals with this need also. 

The interaction of demand and supply from these sources determine the 

unofficial or black foreign exchange rate of the domestic currency. The in

centive for engaging in the various malpractices is provided by the difference 

between the official and the black market rates. A point to be noted here, is 

that the export / import invoice manipulations not only affect the black mar

ket foreign exchange rate but their extent as well as direction is governed by 

the premium on foreign exchange market, and therefore the black market rate 

(Nayak, 1977). 

Though the Government is aware of what is going on in the Indian econ

omy, it did not do much to curb the activities. In 1975, when the ruling Prime 

Minister, Mrs.Gandhi, declared a dictatorship rule, a massive amount of capi

tal left India, to Dubai and Kuwait. At this point people started buying gold, 

even though the prices were high. The money used for this was the "black 

money." This refers to the rupees that are unaccounted for to the government. 
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The dictatorship rule did have an effect and aU the black money circulation 

came to a virtual standstiU (World Currency Year Book, 1985) . 

It was at this point that most of the black market dealers had to go out 

of business and as can be seen from Table 4.1, there was a fall in the rate, 

going from as low as Rs.10.85 per U.S. DoUar in October 1976 to Rs.10.00 per 

U.S. doUar in February 1977. To frustrate smuggUng and other black market 

dealings, rupee banknotes in denominations of Rs.lOOO, Rs.5000 and Rs.10000, 

were demonetized in early 1978. It was estimated that Rs.2 bilUon had been 

taken out of circulation. By 1981, the black money in circulation was huge. 

The size of the black money was estimated at more than $35 bilUon, or at 

about 20% of gross national product (World Currency Year Book, 1985). 

The big industrialists who deal with this black money, prefer to invest 

this money in the stock market, trade, real estate, and in the movie industry 

rather than put their trust in government bonds. As a last attempt to stop 

this explosive growth in black market rate, the government in August 1981, 

passed a new regulation requiring all the tourists coming to India to pay their 

biUs in foreign currency rather than rupees. But this did not work either. 

Looking at the graph, the wide fluctuations can be seen in the unofficial 

rate, when compared to the official rate. Whenever the official rate fell a little, 

the unofficial rate went down rapidly and picked up quickly too. 

4.2 Determinants of the Unofficial Rate 

This section wiU examine some of the determinants of the unofficial foreign 

exchange rate in India. It draws on an earUer study done by Culbertson and 

the next section updates this study to the present. Culbertson (Culbertson, 

1975) developed a model of a black market exchange rate determination as a 

function of the market clearing rate, the official rate and changes in official 
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reserve levels. The model was tested for three countries, namely India, the 

PhiUppines and Turkey, over the period 1952-1971. He used the purchasing-

power-parity calculations as approximations of the equiUbrium rate. 

A key point, according to him, concerning the determination of black-

market exchange rate is that in the absence of changes in the official exchange 

rate and the penalty structure facing black-market operators, there exists 

a correspondence between movements in equiUbrium exchange rates cind the 

black market rates. This point is illustrated through the usual supply-demand 

diagram of the foreign exchange market. In Figure 4.1, the price of foreign 

exchange is expressed in units of home currency along the ordinate, while 

the quantities of foreign exchange (e.g., doUars) demanded and suppUed are 

measured along the abscissa. The schedules reflect the quantities of foreign 

exchange demanded and offered at various exchange rates, given the relation 

prevaiUng between the price levels in the home country and the rest of the 

world (Culbertson, 1975). 

One such exchange rate—P—clears the market and presumably reflects 

the purchasing-power-parity rate for the prevailing relative price levels. With 

the official rate set at R, and exporters required to sell all proceeds at that 

price, OX is the quantity of foreign exchange to be initially allocated by the 

authorities. So long as recipients of foreign exchange are free to reallocate ini

tial quantities, the black-market price of foreign exchange is Rb. To the extent 

that penalties and use requirements interfere with this reallocative process 

and curtail the supply of foreign exchange to the black market, the price will 

be higher than Rf,. 

Changes in the market-clearing exchange rate due to shifts in either supply 

or demand schedules will alter both the level of the black market price and 
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the divergence of this price from the official price. Changes in the purchasing-

power-parity of a nation's currency may be interpreted as the particular case 

in which both the demand and supply schedules for foreign exchange shift 

up (down) as that nation's price level increases (decreases) relative to foreign 

price levels. 

This is iUustrated as foUows. A 25% inflation in prices of the home country 

depicted in Figure 1, coupled with a proportionate devaluation of the official 

rate, increases the equiUbrium exchange rate by 25% (P to Pi = Rb) while the 

devaluation increases the official rate in proportion on { R to Rf). Thus im

plying the existence of multicolUnearity between R and P, which is consistent 

with the results in the next section. 

Since no real magnitudes are affected, the quantity of foreign exchange 

remains unchanged (OX) and the black market exchange rate increases pro

portionally to Rbf. 

Additionally, changes in the level of official reserve holdings wiU affect the 

black market rate. Should the authorities supplement the quantity of OX by 

drawing down gold or foreign exchange reserves, then the black market price 

wiU be lower than Rb. Alternatively, the black market price will exceed R^ if 

the exchange authorities add some portion of OX to reserve holdings. 

With these considerations, he develops the following determinants of the 

unofficial exchange rate: 

Rb = aoP°'^i2°'2Z°'3 

where P is the calculated parity exchange rate, R the official rate, and Z is the 

increase or decrease of foreign exchange allocated to the market from official 

holdings. This equation is written in the logarithmic form as: 

InRb = Inao + ailnP + a2lnR + a^lnZ 

and estimation for the model provokes a test for exchange stabiUty. 

46 



The black market rate R^, is the demand-price corresponding to a given 

official exchange rate, i l , which is itself the effective supply-price of foreign 

exchange. Thus the usual definitions of demand and supply elasticity, Ed and 

Eg, is written as 

where Q = the quantity of foreign exchange. An interpretation of a2, the 

partial elasticity of Rb with respect to R, impUes that a change in R wiU 

produce an increase or decrease in the quantity of foreign exchange suppUed, 

and ceteris paribus, 

%AQ' = VoAQ'^. 

Thus the ratio of the foreign exchange supply and demand elasticities is 

%AR — JSi ~ " 2 -

The partial elasticity response of Rb to purchasing-power-parity induced 

changes in the market-clearing rate, P, may be interpreted as changes in Rb 

and P in proportion to the change in home-to-foreign price levels. In addition, 

however, the fact that R is fixed in absolute terms means that relatively greater 

home-country inflation(deflation) will effectively appreciate(depreciate) an un

changed official rate in proportion to the change in relative price levels. In 

symbols then, 

%AR = -%AP. 

Thus the total effect on the black-market rate of change in home-to-foreign 

price levels is proportional to the change in P plus effective revaluation of 

the official rate (R) times the elasticity coefficient relating Rb and R. This 

relationship can be written as 

%ARb = %AP + %ARa2 

Substituting and rearranging, 

%ARH _ 1 _ -,^ _ ^ 
^ A P - i - 0:2 - a i . 
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Thus the signs of the coefficients to be estimated are easily interpreted in 

terms of exchange market stabiUty. If ai is positive, then stabiUty in the 

sense that depreciation (appreciation) of the official rate wiU reduce the excess 

demand (supply) for foreign exchange, is assured. (Assuming, of course, that 

the demand schedule for foreign exchange is negatively sloped.) For only if 

Eg were negative and absolutely greater Ed would ai be negative. Since Z is 

assumed equal to the change in official reserve holdings, a positive sign for as, 

indicates a negatively-sloped market demand schedule (Culbertson, 1975). 

The results are stated in Table 4.2. His results are consistent with his 

theoretical proposition that the black market rate is closely associated with 

purchasing-power parity induced changes in the black market exchange rate, 

a i is positive and statistically significant,implying that changes in equiUbrium 

exchange rates are infiuenced by the purchasing power of national currency. 

a2 was insignificant, indicating no response to changes in official rate. 0:3, 

whUe statistically insignificant, displayed the expected positive sign. 

He recognises the serial correlation in his model and attributes it to the 

fact that he had excluded some potentially significant variables. His model 

assumes that for each country a given (though unspecified) penalty structure 

exists throughout the period studied. Important changes in the actual penalty 

structure facing black market participants would have been a source of sys

tematic influence on the relationship between these variables. However, the 

lack of quantifiable data on black market sanctions prohibited the inclusion of 

this factor. 

Culbertson's impUcation for the causation between price levels and ex

change rates is as foUows. While the regression analysis is suggestive it cannot, 

of course, prove that relatively greater domestic infiation causes depreciation 

of the market clearing exchange rate. Indeed a contrary view suggests that 
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given the competitive Unkages between international prices, the effect of de

valuation must be a proportional increase in the ratio of home-to-foreign price 

levels. Hence the causation in this argument runs from exchange rates to price 

levels. 

4.3 Model, Data and Results 

This section deals with two types of models. The sources of data are stated 

and the results are analyzed. The first model, is an update of the model 

developed by Culbertson. In the second model, the terms are in logarithmic 

form and the dependent variables include three dummy variables, a time trend 

variable and a dummy variable for the period 1975-77, to see if the dictatorship 

rule of Mrs. Gandhi had any effect on the unofficial rate. 

4.3.1 Model Specification 

Two sets of model specification were used to identify the variables affecting 

the unofficial rate. Model-1 is 

Rb = f{P,R,Z) 

where Rb is the unofficial exchange rate, P is the calculated parity exchange 

rate. This is measured as the ratio of the Indian consumer price index and 

the U.S. consumer price index. R is the official exchange rate and Z is the 

difference between the official foreign exchange holdings in period ' t ' and ' t - 1 ' . 

Model-2 was run by adding three dummy variables, D2, Dz and D/^ and 

a time trend variable to capture any changes in the unofficial exchange rate 

over time was also included. In 1975 the ruUng Prime Minister declared a 

dictatorship rule. This resulted in lot of black market dealers going out of 

business. To see if this had any effect on the unofficial rate, a dummy variable 

'DG' was included for the period 1975-77. 
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The complete model is, 

LRb = f{LP, LR, LZ, DG, D2, D^^D^, T) 

where LRb is the log of the unofl^icial exchange rate, LP is the log of the 

calculated parity exchange rate. LR is the log of official exchange rate and 

LZ is the difference between the log of the oflficial foreign exchange holdings 

in period ' t 'and ' t - 1 ' . 

Both these models stated were corrected for serial correlation and run using 

the ordinary least squares. 

4.3.2 Data, Sources and Results 

The time series data necessary to estimate the two equations was obtained 

from two main sources. The data on the official exchange rate, the price 

indices used to calculate the purchasing power parity, and the official foreign 

exchange holdings came from the International Financial Statistics, pubUshed 

by the International Monetary Fund. Figures for the unofficial exchange rate 

came from the World Currency Year book. This book was originally called 

the Pick's Currency Year Book. The unofficial data of the black market is 

based on the continual reporting of the foreign correspondents of "Pick World 

Currency Report," as well as on the periodic trade information from informed 

currency dealers in most of the important trading centers of the globe. 

The data is quarterly data covering the period 1975-1985. At the time of 

this writing, figures for the unofficial exchange rate were not available later 

than 1985. 

The estimates from the two models are presented in Table 4.2. Results from 

Model-1, which tests the argument that the main determinants of the black 

market exchange rate are official reserve holdings, calculated parity exchange 

rate and the official exchange rate, suggest that P (ratio of Indian consumer 
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price index and U.S. consumer price index) has a negative but insignificant 

impact on the unofficial exchange rate. This contradicts the result obtained 

by Culbertson. R (official exchange rate) is significant at the 99.9 level. Z 

(official reserve holdings) have a positive impact on the unofficial rate but is 

very insignificant. 

Model-2 introduces a time trend and four dummy variables. The sign of 

LP is negative but not very significant. This suggests that as the prices in the 

U.S. rise, the black market rate rises and when the prices in India rise the black 

market falls. The sign associated with the official rate seems to be correct and 

the t-value is very significant at the 99.9 level. This argument seems legitimate 

because when the official rate rises the unofficial rate also rises. This result 

seems to contradict Culbertson's result. The time trend seems to play an 

important role in the determination of the unofficial rate and seems to indicate 

that the unofficial rate is rising over time, independent of the explanatory 

variables. The variable DG is very significant with a negative sign which 

supports the theory that , when Mrs. Gandhi introduced the dictatorship rule, 

the black market rate went down. 

Thus the results presented in Table 4.2 lead to the conclusion that irre

spective of time trend or effects of dummy variables, the official rate is a very 

significant determinant of the unofficial rate. 

A test for correlation was done between the three independent variables. 

Results are shown in Table 4.3. The wrong sign of the price variable can be 

attributed to the strong correlation between the two independent variables, 

namely, R and P. A simple regression was run to test the dependence between 

R and P, with R as the dependent variable. The result was a very significant 

t-value (7.205). Similarly, another regression was run with R as the depen

dent variable and Z as the independent variable. The result was a negative 
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insignificant t-value (-0.060). This impUes the existence of multicolUnearity 

between R and P. The price variable seems to be of the correct sign for the 

period 1952-71, though Culbertson does not account for the presence of serial 

correlation. This means that the model presented and evzduated by Culbert

son is not robust and not a good indicator of the underlying determinants of 

black market rates in India since it does not hold good for the current period, 

even after it has been corrected for serial correlation. 

Also, looking at Culbertson's supply and demand analysis of foreign ex

change, it can also be seen that according to Figure 4.2, infiation is exogenous 

to the model, which seems to contradict his model specification and thus im

plying that the variables are simultaneously dependent. Thus the possible 

solution to this problem, can be a simultaneous equation model. 
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Table 4.1: THE OFFICIAL AND THE UNOFFICIAL 
FOREIGN EXCHANGE RATES 

Year 

197501 
197502 
197503 
197504 
197601 
197602 
197603 
197604 
197701 
197702 
197703 
197704 
197801 
197802 
197803 
197804 
197901 
197902 
197903 
197904 
198001 
198002 
Source: 
and Wo 

OflEicial 
Exchange 
Rate 

7.794 
8.354 
8.961 
8.937 
8.973 
8.987 
8.787 
8.881 
8.804 
8.807 
8.682 
8.209 
8.433 
8.249 
7.959 
8.188 
8.150 
7.973 
8.032 
7.907 
8.193 
7.799 

Internation 
rid Currenc 

Unofficial 
Exchange 
Rate 

8.67 
10.28 

9.82 
9.63 

10.15 
10.35 
10.63 
10.40 
10.28 

9.90 
9.78 
9.65 
9.40 
9.60 

10.13 
9.60 
9.70 
9.95 

10.17 
9.28 
8.92 
8.78 

Year 

198003 
198004 
198101 
198102 
198103 
198104 
198201 
198202 
198203 
198204 
198301 
198302 
198303 
198304 
198401 
198402 
198403 
198404 
198501 
198502 
198503 
198504 

Official 
Exchange 
Rate 

7.749 
7.930 
8.190 
8.681 
9.108 
9.099 
9.346 
9.542 
9.671 
9.634 
9.970 

10.070 
10.204 
10.493 
10.707 
11.186 
11.891 
12.451 
12.430 
12.432 
11.991 
12.166 

al Financial Statistics, vanous iss 
y Year Book :, various issues. 

Unofficial 
Exchange 
Rate 

8.58 
8.27 
8.80 
9.73 

10.63 
10.55 
11.63 
12.58 
12.08 
11.33 
10.82 
11.50 
12.22 
13.10 
13.18 
14.03 
14.48 
14.59 
14.78 
15.48 
14.10 
13.35 

ues 
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Table 4.2: A SUMMARY OF THE ESTIMATING 
EQUATIONS 

Independent 
Variables 

P 

R 

Z 

LP 

LR 

LZ 

DG 

D2 

D3 

D, 

T 

R-Square 
D-W 

Model-1 
Parameter 
Estimates 

(t-values 
-0.2359 
(-0.298) 

1.2559 
(10.409) 
0.00001 
(0.034) 

0.8762 
1.9578 

Model-2 
Parameter 
Estimates 

Culbertson's 
Parameter 
Estimates 

are in the parentheses) 

-0.0887 
(-0.988) 

0.7932 
(5.037) 
0.5446 

(1.451) 
-0.0717 
(-1.619) 
-0.0163 
(-1.97) 
0.0267 

(1.673) 
0.0267 

(2.229) 
0.2374 
(2.165) 
0.8103 
2.2695 

1.632 
(7.85) 
0.025 

(0.13) 
0.002 

(0.22) 

0.92 
0.987 
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Table 4.3: CORRELATION MATRIX 

P 
R 
Z 

Rb 

P 
1.00000 
0.74748 
-0.34118 
0.68686 

R 
0.74748 
1.00000 
-0.00932 
0.95472 

Z 
-0.34118 
-0.00932 
1.00000 
0.00380 

Rb 
0.68686 
0.95472 
0.00380 
1.00000 
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CHAPTER 5 

POLICY IMPLICATIONS AND CONCLUSIONS 

5.1 Conclusions 

The objectives of this research were 

• To analyze the balance of payments situation of India, and state the 

problems involved in its licensing procedures that led to the development 

of an alternate market for foreign exchange; 

• To analyze the official market for foreign exchange; 

• To analyze the unofficial market for foreign exchange and to estimate 

the determinants of the unofficial foreign exchange rate. 

The following conclusions were reached based upon the analysis. India's 

balance of payments situation is very poor. The external sector of the Indian 

economy has undergone significant transformations in the last decade or so. 

The difference between the exports and the imports is increasing. The balance 

on the current account has been adverse till 1984-85. Apparently no compre

hensive policy framework has been developed by the Indian government. 

The foreign exchange control is administered by the Reserve Bank of India 

and all foreign investment is governed by the Foreign Exchange Regulation 

Act. The import and export policies aim at a comprehensive, direct control 

over foreign exchange utiUzation. There are numerous problems in the foreign 

exchange institutions that issues the foreign exchange like delays, adminis

trative problems, lack of coordination between agencies issuing the Ucenses, 
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inflexibiUty in the use of Ucenses, etc. These problems along with the poor 

performance of the Indian economy led to the development of the unofficial 

market for foreign exchange. 

The transactions in the unofficial foreign exchange market in India is very 

vast and the development of this market is very significant The supply of 

and demand for foreign exchange in the unofficial market arise on account of 

various ilUcit practices in foreign trade and transfers. A few of the character

istics of the unofficial market for foreign exchange were: evasion of restriction 

imposed on permissible imports, a high degree of over-invoicing and under-

invoicing of imports and exports, gold hoarding, a vast amount of unauthorised 

expenditure by Indian immigrants abroad. Though the Government is aware 

of what is going on in the Indian economy, it does not do much to curb the 

activities. 

Some of the determinants of the unofficial foreign exchange market were 

analysed and a study done by Culbertson was updated. A second model 

was tested which included a few more variables. The results from these two 

models suggest that irrespective of time trend or effects of dummy variables, 

the official rate is a very significant determinant of the unofficial rate. 

5.2 Policy Implications 

From the analysis of the Indian foreign exchange market, it is clear that 

a change in the domestic policy is necessary. A fundamental characteristic of 

India's development policy since its independence was a strong bias toward 

the home market, which was enforced by controls on the flow of goods both 

into and out of the economy. As a consequence India developed a relatively 

unspecialized industrial sector, producing a wide range of products. Exports 

were intended to play a marginal role by financing essential imports from 
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surplus production. But in actual practice this did not happen. Exports grew 

sluggishly, as did their purchasing power and foreign exchange was usuaUy 

scarce, even for essential imports (Wolf, 1982, p.131). 

According to Riedel, HaU and Grawe (Riedel et al., 1984), a UberaUzation 

of industrial poUcy, in particular a relaxation of import barriers, could have 

important consequences for the composition and destination of exports, as 

weU as their growth and stabiUty. Many exports which currently find their 

main market in less developed countries would Ukely suffer, while those which 

are exported mainly to the industrial countries would likely flourish. 

A shift towards products in which India has a stronger fundamental com

parative advantage would bring many gains from trade that are now effec

tively denied. In addition, such a change would likely ease the burden on the 

scarcest inputs and infrastructural resources. Increased international special

ization would undoubtedly allow for more rapid and stable export growth. 

These changes in the composition, destination and growth performance would 

be essential, moreover, since in a more open economy exports would assume 

a far more import role than they do under the current poUcy regime. 

If there are any changes in the policies, India is Ukely to experience a 

difficult period of transition. Weiner suggested the following effects: If imports 

are liberalized too rapidly, protected industries will not be able to make the 

necessary adjustments to become competitive. Liberalization will falter if 

the economy is opened to luxury goods rather than to the import of capital 

goods and technology that will enable the industries to modernize. If pubUc 

sector firms remain inefficient, the high cost of steel and the unreliability of 

electric power and transportation wiU continue to push costs up for domestic 

industries, reduce their capacity to compete with foreign imports, and prevent 
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them from expanding exports. The deficit in the balance of payments wiU grow 

and it is unUkely to be reduced by an increase in remittances or foreign aid. 

There are three broad alternative approaches to trade poUcy that could 

provide a coherent long-run framework. The first is Uberal trade, the sec

ond is a poUcy regime biased against trade and the third involves continued 

restriction of imports, but promotes rapid export growth. 

A few of the advantages of Uberal trade is as follows. First, when there 

is a Uberalization of trade, production patterns are separated from domestic 

demand. Once foreign demand enters the picture, there is a fiow of foreign 

exchange into the economy. Second, Uberal trade has the ability to exploit 

economies of scale. Liberal trade could permit an efficient scale of operations, 

without danger of monopoly, because of foreign competition. Third, the abiUty 

to exploit the nature of learning process. 

If a Uberal and unbiased trade regime is to be avoided, then there are two 

broad options. One option is to preserve the liberal system, based on the use 

of tariffs and exchange rate adjustments, but to bias poUcy against exports by 

having generally higher tariffs than export subsidies. The other option would 

be to continue to Umit trade by restricting imports to essentials and attempt 

to improve export performance by providing more export incentives. 

These two approaches, i.e., the liberal trade regime and the regime bi

ased against trade are not free of problems. The effect of a poUcy biased 

against exports depends on the extent of the bias. If the bias were small, 

the policy would verge on free trade an if it were large there would by a ten

dency toward inadequate growth, which would leave the country vulnerable 

to foreign exchange shortages and a consequent relapse into stricter import 

controls. As Wolf (Wolf, 1982, p.141) puts it, the essential step is to ensure 
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steady and reasonable rapid export growth, but not so fast that unusable for

eign exchange would accumulate, with the consequent threat to inflation and 

reductions in the relative profitability of the production of those goods which 

would increasingly be imported. 

Thus the Indian government should change their policy and allow a more 

free hand for exporters by slackening the control on the inputs and also by 

making them free of duty. Meanwhile, the exchange rate should be adjusted 

so as to ensure that the export growth is not too rapid and maintain these 

changes in throughout. More precisely, in relation to free trade, exports will 

be penalized directly by currency revaluation following import protection (and 

thus experience negative net effective protection), and indirectly through the 

pull of resources toward the protected import substitutes. 

These policies might result in shifting the country permanently from a 

habitual and recurrent foreign exchange constraint and low economic growth 

to sustained and more rapid growth. 
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