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CHAPTER - III 

 

 

Indian Macroeconomic Performances and Evolution of 

Development Planning 
  

INTRODUCTION 

The title of the research has opened up the possibility of integrating growth and development 

planning in India. There has been scope for critically examining and integrating instability 

issues in development planning context, and advantages in trying to view that in various strands 

of theoretical insights. The choice of issues are guided by relevance by the sake of own interest 

of this research. This chapter is in restrictive sense closely grounded descriptive findings in 

empirical works.  

The macroeconomic performance and growth fragility of an economy can best be 

understood at the backdrop of development planning discourse as it helps to constitute a base 

from which an historically informed factual position may be known to draw upon how the 

goals of economic planners, their thinking for setting policies, and methods of implementation 

and treatment of economic strategies through what political and intellectual milieu took shape. 

It is best to say that the main objective of the planning process directly or indirectly touches 

stabilization and structural aspects and sustainability of economic growth.  It also helps to draw 

upon how the roles of the government modified, priorities of the government look shaped, and 

the policy intent explicitly or implicitly shifted periodically while formulating macroeconomic 

policies, programmes and budgetary exercises in the wake of various economic and political 

shocks over time. 

  This holds true for this present study as the studied sample period covers more than five 

decades of Indian development planning,  entrenched into nine consecutive five-year plans 

along with interim annual development plan holidays. Over the years, though the policy stance 

of the government of India has changed, the scope and pace of policy changed also varied. 

Development planning helps to understand economic problems related with many dimensions 

including the development of agricultural sector, industrialization – the role of public sector, 

foreign trade sector, and foreign investment.  
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This chapter provides Five – Year Plan-wise a comprehensive sketch of India’s 

macroeconomic performance and explains the causes and consequences of changes in 

economic policy during Indian post-independence period. Within the explanations of how the 

Indian macroeconomic policy changes happened, it would offer relevant points to trace how 

their dynamics emerged from the interactions of the then socioeconomic-political foundations 

with institutional circumstances and historical antecedents, particularly to capture instability 

fundamentals. It also describes the features of pervasive influence on legislation and 

government controls which are of help in understanding the thrust of the government’s 

macroeconomic policies and their effects.  

This chapter consists of four sub-sections. Section 3.1 sketches a capsule story of Indian 

macroeconomic performance and a brief outline of the evolution of the Indian development 

planning with brief pre-independence historical background. Section 3.2 outlines a systematic 

comprehensive chronology of Indian macroeconomic themes and events in the face of its 

changing socio, economic, demographic and political scenario. Section 3.3 discusses PBC 

approach for studying dynamic disequilibrium problems in Indian macroeconomic 

management. Section 3.4 discusses some instability fundamentals in India to constitute the 

bases for comparative perspective of instability, and the remaining section concludes the 

chapter. 

 

3.1. INDIAN MACROECONOMIC PERFORMANCE & EVOLUTION OF DEVELOPMENT PLANNING: 

A SYNOPTIC REVIEW 

Growth, inflation and external balance are the key ultimate targets by which an economy’s 

macro performance is most commonly evaluated. However, there is almost as much interest in 

an array of intermediate target variables which lie at the heart of macroeconomic policy, 

namely fiscal deficits, current account deficits, savings and investment. India’s macro-

performances has been evaluated integrating the discussion highlighting growth performance, 

inflation scenario, twin-deficit problem and inter-sectoral inconsistency combing tables 3.1 & 

3.2 and emanated relevant figures from 3.1 to 3.10.  

  The following Table 3.1 shows that there have been different bounds of inflation rates 

and real GDP growth rate patterns as they fall under the different ranges over the studied 

sample period from 1950-2003 
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TABLE 3.1:  KEY NATIONAL ACCOUNTS AGGREGATES FOR THE INDIAN ECONOMY (1950-51 TO 

2003-04) AT RATE VALUES 

Year RY RINF RCG RIGZ RSGZ RXZ RMZ RYA RCGZ RINFFC 

1950           
1951 3 3.24 1.03 16.3 46.15 14.8 46 1.49 4.8986486 3.17 
1952 2.6 -4.38 0.12 -14.6 -39.84 -15.5 -32.3 3.15 3.5426731 -4.1 
1953 6.2 2.52 1.25 13.5 -10.625 -9.94 -7.12 7.7 5.5987558 2.6 
1954 4.9 -9.75 0.58 53.3 17.48 9.48 14.87 2.93 4.2709867 -9.88 
1955 3.3 -1.43 2.77 9.4 13.09 7.52 12.01 -0.864 7.2033898 -0.92 
1956 5.6 12.8 6.95 32.3 32.1 1.32 39.92 5.43 10.27668 12.94 
1957 -0.3 3.4 12.61 24.3 5.97 4.17 11.07 -4.49 16.845878 3.48 
1958 7.4 3.7 3.54 -1.7 -5.63 -9.88 -15.33 10.07 7.2597137 3.97 
1959 2.7 2.6 1.79 10.4 4.38 8.19 -8.51 -1 5.3384175 2.78 
1960 5.3 3.9 5.39 26.3 73.28 0.64 22.37 6.73 9.1402715 2.23 
1961 3.8 2.1 7.09 0.76 15.85 2.29 -11 0.08 10.779436 2.34 
1962 3 4.3 21.34 25.5 14.44 4.11 9.9 -1.98 21.257485 4.7 
1963 6.1 8.3 24.73 16.3 24.75 17.96 12.73 2.33 28.888889 8.77 
1964 7.4 8.5 3.16 15.81 15.17 3.04 11.95 9.22 7.2796935 8.59 
1965 -2.5 8.2 9.19 13.7 -0.23 -8.17 -4.06 -11.04 14.732143 8.67 
1966 -0.2 13.3 1.13 -3.19 -15.64 42.16 44.46 -1.42 9.2607004 12.67 
1967 7.8 8.6 1.91 9.32 0.96 13.81 4.06 14.87 11.324786 8.67 
1968 3.5 2.3 5.34 -6.45 26.93 5.9 -13.81 -0.15 9.6609085 2.77 
1969 6.5 3.35 9.48 4.51 19.5 1.75 -7.9 6.42 12.22287 3.24 
1970 5.2 1.5 9.19 23.6 20.44 8.98 3.94 7.09 11.489472 1.29 
1971 1.7 4.1 10.54 16.99 2.68 0.79 19.76 -1.87 16.157612 5.33 
1972 -0.6 12.12 0.29 13.46 4.56 24.64 -5.79 -5.01 6.0417503 10.35 
1973 3.2 17.8 -1.15 26.55 33.91 27.19 55 7.2 9.123604 17.21 
1974 1.2 16.6 -4.5 17.31 46.81 35.51 50.47 -1.52 21.335646 16.35 
1975 9.2 -1.55 10.38 35.68 24.16 25.47 18.51 12.88 18.155826 -2.56 
1976 1.7 5.96 7.68 13.01 24.37 27.57 -0.88 -5.77 11.215971 6.16 
1977 7.2 5.57 3 -8.17 -0.06 8.16 16.08 10.03 6.3968668 6.19 
1978 5.7 2.52 7.3 25.47 14.49 7.15 13.9 2.3 10.961145 1.86 
1979 -5.2 15.79 6.25 19.39 4.33 17.21 35.98 -12.77 15.011058 15.1 
1980 6.7 11.51 4.71 -0.26 -5.68 8.26 34.69 12.88 16.112491 11.5 
1981 6.4 10.26 4.49 40.32 53.58 13.58 8.92 5.29 17.823627 10.22 
1982 3.7 7.72 9.46 18.56 7.95 12.74 6.25 -0.68 17.920937 8.17 
1983 7.1 8.88 4.36 5.59 -12.28 13.62 12.32 9.55 15.301713 8.8 
1984 4.1 7.42 7.22 20.38 -2.95 20.6 10.23 1.47 14.709683 7.48 
1985 5.6 7.19 11.12 17.14 28.6 -5.64 11.65 0.74 19.161879 7.27 
1986 4.8 6.7 9.88 15.94 -4.5 10.64 2.78 -0.64 18.191845 6.87 
1987 4.3 9.2 8.09 -2.91 -7.7 22.59 12.97 -1.32 17.284774 9.37 
1988 9.9 8.29 5.18 18.89 11.3 27.76 26.72 15.46 15.192089 8.42 
1989 6.4 8.34 4.69 15.61 -6.73 33.55 25.62 1.48 14.279794 8.45 
1990 5.8 10.54 3.39 14.42 -23.23 17.41 21.1 4.1 14.023727 10.49 
1991 0.9 13.8 -0.66 8.53 104.93 38.43 15.5 -1.54 12.501893 13.81 
1992 5.3 8.8 3.13 11.04 -7.79 19.65 29.78 5.79 13.020125 8.71 
1993 4.9 9.48 6.46 10.68 -54.1 27.98 17.8 4.12 16.398871 9.59 
1994 7.5 9.68 1.23 24.52 209.36 17.94 21.75 5.01 11.168074 9.43 
1995 7.6 8.97 8.03 3.14 42.86 28.66 38.43 -0.86 18.57252 9.02 
1996 7.4 7.23 4.45 5.72 -4.77 10.8 11.08 9.6 13.126475 7.44 
1997 4.5 6.51 11.05 4.64 -11.61 14.04 14.47 -2.42 18.160233 6.67 
1998 6 7.88 12.89 13.8 -184.76 18.2 21.92 6.2 24.301204 7.93 
1999 7.1 3.84 13.19 17.4 16.77 16.6 18.22 0.31 17.322095 3.94 
2000 3.9 3.79 0.48 -2.21 141.26 27.44 15.19 -0.11 5.2284276 3.48 
2001 5.2 3.86 3.04 1.13 29.63 5.99 5.13 6.48 7.5958325 3.87 
2002 4.6 3.45 3.06 5.55 -27.07 22.2 19.72 -5.2 8.6240978 3.46 
2003 8.3 3.67 NA NA NA NA NA 9.07 NA 3.67 

 
Source: Compiled from Government of India, Economic Survey, various issues 

Notes: ‘NA’ means not available 

To calculate RINFC, first to obtain the implicit price deflator of GDP at factor cost, annual time-series data on 
GDP at factor cost at current prices being divided by corresponding unsmoothed GDP at factor cost at 1993-94 
prices (1993-94=100) and these estimates are subsequently followed to generate unsmoothed estimates of the 
annual inflation rate at factor cost. Therefore, RINFC = Rate (YFCZ / YFC x 100). Similarly, RINF = Rate (YZ / Y 
x 100) 
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Notations: 

RY annual growth rate of  GDP at 1993-94 prices (real) 
RINF annual rate of inflation at market prices at 1993-94 prices = 1 
RCG annual growth rate of final consumption expenditure of the government sector at 1993-94 prices 
RIGZ annual growth rate of gross domestic capital formation of the government sector at current prices 
RSGZ annual growth rate of savings of the government sector at current prices 
RXZ annual growth rate of exports at current prices 
RMZ annual growth rate of imports at current prices 
RYA annual growth rate of  agriculture at 1993-94 prices 
RCGZ annual growth rate of final consumption expenditure of the government sector at constant prices 
RINFFC annual rate of inflation at factor cost at 1993-94 prices =1 

 
 

ECONOMIC GROWTH: A CAPSULE STORY     

The glimpse of the performance of the Indian economy has since 1951 been well documented. 
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Figure 3.1: Annual Growth of Real GDP (RY) and Inflation Rate at market prices (RINF) 

Source: Table 3.1; CSO, various issues of National Accounts Statistics, Economic Survey, EPWRF [2004] 
  

Economic growth is the principal gauge of macroeconomic performance. By this 

standard, the two decades – 1980s and 1990s since 1980-81 have relatively been better across 

decades in terms of India’s economic performance. The annual growth rate of real GDP 

remained below 4 per cent until the end of the 70s which was dubbed as the infamous ‘Hindu 

rate of economic growth’. After averaging the so called ‘Hindu rate’ of 3.73 per cent per year in 

the 30 years between 1950-51 and 1980-81,  it was only in the 80s that the growth rate 

surpassed 5 per cent per annum. Real GDP growth accelerated to 5.8 per cent in the 80s and 

stayed at 5.4 per cent in the final decade up to 2003-04. Indeed, if the crisis affected year of 
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1991-92 is excluded, as it logically   should be, GDP growth between1992-93 and 2003-04 

averaged an unprecedented 6.01 per cent.  

The growth spurt prior to 1991 was fragile and volatile. There was a massive decline in 

the growth rate during 1965-67 and 1971-74, a jump during 1975-77, again decline in 1979-80, 

again climb up in 1980-82, return to Hindu rate growth path during 1982-88 except 1983-84 

and 1985-86, upsurge again in 1988-90 and crisis in 1991-92. This instability in the growth 

pattern itself raises doubts about sustainability about growth rate over long haul. The 1991 

crisis confirmed the underlying weakness of the fundamental forces ex post. However, growth 

during 1990s has been more robust, exhibiting far less volatility.   The variation in growth rates 

appears to have decreased. Prior to 1980, the average annual real GDP growth rate was 3.73 per 

cent with a standard deviation of 3.29 and after 1980, it has moved to 5.7 per cent with a 

standard deviation of 1.88 percentage points. Subdividing the post-crisis twelve years following 

1991-92 up to 2003-04, there has been an initial high growth period of three years 

corresponding to the latter part of the Eighth Five – Year Plan; and, since then for almost 

subsequent six years up to 2002-03, overall average GDP growth drops to 5.21 per cent and 

decelerated, plateaued, though recovered thereafter.   

Now the question is why could growth not sustain or stagnation happened? This raises 

reasons to investigate whether the reforms of 1990s made a significant contribution to growth. 

There is not only one reason as is why this deceleration. This research examines whether it was 

due to loss of momentum in economic reforms, or due to infrastructural bottleneck, or due to 

poor regulatory framework, or due to inter-sectoral inconsistency. Contrarily, the gaps between 

potential and actual GDP showing much lower differences in the post-1991 period compared to 

the previous four decades seems to suggest that macroeconomic policy has had greater success 

in attaining economy’s realised output in the 1990s than in any previous period. This 

contradiction might guide bearing inflationary extension coupling instability sub-periods.  

Certain purely exogenous events visible that evidently disrupted the Indian 

macroeconomic growth process were the sequence of wars with China (1962) and Pakistan 

(1965 & 1971), severe droughts and poor harvests (1965-66, 1972-74 & 1987), and two global 

oil shocks which severally  hit the Indian economy during the 1970s [Little & Joshi, 1998]. 

Because of sudden surfacing of these exogenous shocks, disruptions inevitably took place in 
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smooth sequencing of Five-Year Plans between 1966-1969, 1979-1980 and 1990-1992 owing 

to inability of the government to mobilise adequate financial resources in addition to foreign 

trade crises. These interim periods marked by the ‘plan holidays’.  

 

INFLATION: HISTORICAL PERSPECTIVE 

If growth is the key yardstick of macroeconomic performance, inflation or rather its absence is 

generally the preferred indicator of macroeconomic stability. 
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Figure 3.2: Annual Growth Rate of Real GDP and Inflation Rate at Factor Cost 
Note: Shaded areas represent Indian macroeconomic growth-rate downturns & inflation peaks 
Source: Table 3.1; CSO, National Accounts Statistics, EPWRF [2004] 

 

As the above figures 3.1 & 3.2 show that the 1950s has been the best decade over the 

studied sample period as far as inflation is concerned. The 70s touched the worst record, with 

annual inflation averaging more than 8 per cent. This was primarily because the decade had to 

go through the two oil shocks of 1973-74 and 1979-80. In both the decades since 1980-81, 

inflation has registered averaging in the 7 to 8 per cent range; the annual average rate was 8.46 

in the ten years up to 1990-91 and 8 per cent in the ten years since. Leaving out the crisis year 

of 1991-92, the average rate of inflation in the nine years was a little below close to 7.36 per 
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cent. A similar pattern is repeated over the sample period 1992-2003 and 1991-2003 in which 

average rate of inflations were estimated at 6.43 and 7 per cent respectively.  

In comparative terms, India experienced high double digit inflation rates in four period 

of crises including sub-periods of 1964-66, 1972-74, 1979-81 and 1990-92 as inflation rates 

broadly reached peaks in mid 60s, early 70s and late 70s, and early 90s; and India has also 

experienced negative and zero inflation rates during a couple of years. There are certain striking 

observations to be made. The first three peaks were related to the exogenous shocks like drastic 

shortfalls in agricultural supply because of poor harvests. There were other events in the crisis 

years too: the massive devaluation of the rupee in 1966 and the two oil – price - rise shocks in 

1973-74 and 1979-80; and, there seems to be other plausible channel of influence - the 

relationship between inflation and the money supply. The last peak is probably additionally 

related to policy –induced shocks. The shaded regions and lines indicate Indian macroeconomic 

growth downturns and inflation peaks. However, due to most volatile nature of these series, the 

above figure shows few significant growth rate downturns and inflation peaks outside the 

shaded areas.  

It has been witnessing a declining trend in inflation rates from the early 1980s. In fact, 

had it not been oil-price shocks or crop failures in late 1970s, there would have broadly seen a 

long period of declining trend in inflation rates from the mid 70s, which witnessed the collapse 

of the Bretton Woods system, the gold-dollar system, and the emergence of flexible rates and 

later of floating rates. However, there has witnessed falling drift in the inflation rate after mid-

90s in combination with falling drift in real GDP growth rate. Though it is argued that inflation 

has inertia in moving backwards sharply  after reaching a higher value, there are also many 

respective points of time in the Indian economy where steep reduction in the inflation rates are 

observed. There is also a generally accepted view that a sharp and immediate reversal in the 

inflation rate hurts the real growth rate. It is interesting to see whether this observation holds 

true in the context of the experiences of the Indian economy. The above figure shows a mixed 

evidence for this proposition as some years show negative changes in the growth rates and 

some others show positive changes. The sharp reversals of high inflation rates hurting the 

growth prospects as feasible do not hold much ground, depending upon the circumstances. 

Thus it is interesting to verify the empirical validity of this hypothesis in the light of long-term 
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drift in inflation rate and growth rate by judging as to whether they remained more or less 

stationary.  

It is important to note that inflation rate from the second half of the 90s has remained 

relatively low. The inflation rate that stayed higher for several years why began to dissipate or 

why inflation eased after mid-90s. This seems to have cropped the question that did 

stabilisation programme undertook since 1991 in Indian macroeconomic management help 

containing price increases or had increasingly open trade regime in India since 1991 

particularly competitive exchange rate translated kept inflation low? Was that due to moderate 

increase in money supply? Or, more worryingly, was that due to apparent slack in autonomous 

investment demand? This research addresses these issues squarely during its discourse that 

follows next.   

 

THE TWIN-DEFICIT PROBLEM 

The variations of basic deficit indicators that have taken place in their disposition and the 

relationships that exist between their constituent components over the studied sample period 

has been described combining the following Table 3.2 and Figures from 3.3 to 3.8.  Much of 

the theoretical contention on structural adjustment focuses attention on the relationship between 

the gross fiscal deficit (GFD) (i.e., the investment – savings gap of the government sector) and 

the current account deficit (CAD) (i.e., investment – savings gap), specifying that GFD is a 

proximate determinant of the CAD. CAD must be financed either by increasing official capital 

flows, or by increasing private capital flows, or by running down foreign reserves. And the 

GFD must be financed either by an excess of private sector savings over investment, or by a 

CAD. The inclusion of the third gap i.e., the private sector savings – investment gap makes 

effective the analysis of their contemporaneous movements.  It is generally believed that a 

series of large fiscal deficit is inimical to macroeconomic stability. Such deficits tend to cause 

crowd out private investment, increase inflationary potential, deteriorate the balance of 

payments, render financial sector reform more difficult and impose a serious burden of 

adjustment on future generations. 
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TABLE 3.2: GROSS FISCAL DEFICIT & CURRENT ACCOUNT DEFICIT & THEIR RELATED MACRO 

AGGREGATES AT CURRENT PRICES  

Year GFD CAD YZ NFIFAZ SGFD SCAD 

1950 94 -21 9934 -41 0.946245218 -0.21139521 
1951 55 183 10566 -35 0.520537573 1.731970471 
1952 114 -34 10366 -25 1.09974918 -0.32799537 
1953 168 -13 11282 -19 1.489097678 -0.1152278 
1954 309 16 10678 -29 2.893800337 0.149840794 
1955 332 39 10873 -10 3.053435115 0.358686655 
1956 440 360 12951 -17 3.397421049 2.779708131 
1957 593 473 13349 -20 4.442280321 3.54333658 
1958 593 376 14874 -35 3.986822644 2.527901035 
1959 670 231 15675 -57 4.274322169 1.473684211 
1960 724 481 17167 -72 4.217393837 2.801887342 
1961 661 345 18196 -98 3.63266652 1.896021104 
1962 888 440 19566 -108 4.538485127 2.248798937 
1963 982 440 22482 -112 4.367938795 1.957121253 
1964 1142 600 26220 -145 4.355453852 2.288329519 
1965 1419 599 27668 -164 5.128668498 2.164955906 
1966 1481 923 31305 -230 4.730873662 2.948410797 
1967 1680 837 36649 -258 4.584026849 2.283827662 
1968 1326 416 38823 -255 3.41550112 1.071529763 
1969 1246 241 42750 -271 2.914619883 0.56374269 
1970 1576 394 45677 -284 3.450314162 0.862578541 
1971 2036 478 48392 -291 4.207306993 0.987766573 
1972 2433 297 53947 -302 4.509982019 0.550540345 
1973 2973 392 65613 -325 4.531114261 0.59744258 
1974 2918 653 77479 -291 3.766181804 0.842809019 
1975 4286 -117 83269 -255 5.147173618 -0.14050847 
1976 4444 -1309 89739 -233 4.952138981 -1.4586746 
1977 3726 -1465 101597 -233 3.667431125 -1.44197171 
1978 5156 128 110133 -156 4.681612232 0.116223112 
1979 6911 580 120841 153 5.71908541 0.479969547 
1980 7176 2094 143764 345 4.99151387 1.456553796 
1981 9416 2611 168600 40 5.584816133 1.548635824 
1982 11967 2566 188262 -634 6.356566912 1.362994125 
1983 14097 2517 219496 -944 6.4224405 1.146717936 
1984 18644 3292 245515 -1424 7.593833371 1.340854938 
1985 21044 6234 277991 -1429 7.570029246 2.242518643 
1986 26229 6355 311177 -1805 8.428964866 2.042246053 
1987 25878 6825 354343 -2619 7.30309333 1.926099852 
1988 31366 12304 421567 -4496 7.4403357 2.918634523 
1989 38226 12279 486179 -5731 7.862536226 2.525612994 
1990 46820 18196 568674 -7545 8.233188083 3.199724271 
1991 44765 3377 653117 -10077 6.854055246 0.517058965 
1992 52132 13816 748367 -11645 6.966100857 1.846153024 
1993 65389 4791 859220 -12080 7.610274435 0.557598752 
1994 71361 11893 1012770 -13083 7.046121034 1.174304136 
1995 66912 20780 1188012 -13484 5.632266341 1.749140581 
1996 73270 17738 1368208 -13082 5.355179914 1.296440307 
1997 80398 22302 1522547 -13205 5.280493804 1.464782368 
1998 131714 18362 1740985 -14968 7.565487353 1.054690305 
1999 154533 21988 1936831 -15431 7.978651725 1.135256509 
2000 179876 12847 2089499 -17285 8.608570763 0.614836379 
2001 195707 -7268 2282143 -12086 8.575580058 -0.31847259 
2002 186116 -22664 2469564 -19221 7.536391039 -0.91773285 
2003   2772194 -25932   

 

Source: CSO, National Accounts Statistics, EPWRF [2004] 

Notations: 
GFD Gross fiscal deficit 
CAD Current account deficit 
YZ GDP at current prices 
NFIFAZ Net factor income from abroad 
SGFD GFD as percentage of GDP at current prices 
SCAD CAD as percentage of GDP at current prices 

Note:  Current account deficit means the difference between gross domestic capital formations (adjusted) and 
gross domestic savings. And adjusted gross domestic capital formation is equivalent with finances for gross 
domestic capital formation, which being equal with the summation of gross domestic savings and net foreign 
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capital inflow. Gross domestic savings includes savings of public sector, private corporate sector and financial 
assets and physical assets of household sector. Unadjusted gross domestic capital formation means gross domestic 
capital formation by assets (i.e., construction + machinery and equipment + change of stocks) or by institutions 
(i.e., organized sectors: public sector and private corporate sector + household sector) [EPWRF, 2004]. 

 

One of the key aspects of India’s post-independence macroeconomic policy until the mid-70s 

was the overwhelm emphasis on maintaining a conservative stance with respect to fiscal and 

monetary policy as the Indian government kept a tight reign on the budget deficit and its 

monetization during this period. Since then, there was, however, a gradual erosion of fiscal 

conservatism that had resulted in a steady increase in the fiscal deficit (see, Figures 3.3). 
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Figure 3.3: The Fiscal Deficit (as a per cent of GDP) & Current Account Deficit (as a per cent 

of GDP) 

Source: Table 3.2; CSO, various issues of National Accounts Statistics, Economic Survey, EPWRF [2004} 

 

This radical departure in fiscal policy posture can be gauged in the light of changing 

political economy of the government with the burgeoning claim for government subsidies by 

various pressure groups such as public sector workers, small scale industrialists, and medium 

and large farmers. Resorted to settle the claims through the budgetary process seemed ease with 

becoming weaken political power at the centre intending to increasingly be populist. The 

growing fiscal deficits of the central government were an important additive contributory factor 

behind the severe balance of payment crisis in 1991. However, the government of India has 

since 1991 attempted to maintain the fiscal deficit under moderate magnitude with some degree 

of success.  

The expansionary fiscal policies combined with the limited measures to liberalise the 

economy in the mid-80s (described in detail in the later chapter) seemed to have contributed to 

a discernable increase in real GDP compared to earlier. This growth trajectory, however, 
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hovered and turned out to be unsustainable as budget deficits widened and current account 

deficits too owing to rapid increase in imports unmatched by exports growth (see the following 

Figures 3.4 and 3.5). Since exports growth and import growth affect fluctuations in the growth 

of overall economic activity, it is essential to construct their fluctuations. The following figures 

give the relevant picture as it marked the similar fluctuations in the growth rates of the three 

sets of series.  
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Figure 3.4: Time-Series Plot of Current Account Deficit 

Source: Table 3.2, CSO, National Accounts Statistics, Economic Survey, various issues 
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Figure 3.5: Annual Growth Rate of Real GDP, Growth Rate of Exports, and Growth Rate of Imports 

Note: Shaded areas represent upturns in the growth rates of value of imports 
Source: Table 3.1; CSO, National Accounts Statistics, EPWRF[2004} 

 

It is argued that both exports and imports are important for growth and development, the 

former in order to pay for imports to stimulate growth from the aggregate demand side and the 

latter in order to modernise as hinges on improving the production process directly from the 
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supply side. Despite rapid increase in inward remittances by expatriate Indians, the extending 

current account deficit started to exhibit a speedy depletion in the nation’s foreign reserve 

position. This condition was further aggravated by the abrupt fall in remittance inflows and oil-

price rises caused by the Gulf War triggering to the 1991 BoP crisis. The crisis caused real GDP 

growth rate temporarily to bottom line in 1991 and proved to be significant for implementing 

structural-adjustment-cum-liberalisation reforms under the supervision of International 

Monetary Fund (IMF). Thereafter, there has been a bounced back the Indian economy with 

annual GDP growth rates comparable to or higher those of the 80s.  The rate of inflation 

evidenced an upsurge in the 1980s may be consequent to expansionary macro-policy. Inflation 

peaked and hyper to double digit during the 1991 crisis, but subsequently come down possibly 

as a consequence of monetary tightening and declared policy commitments of fiscal 

consolidation for successfully combing sustained rapid growth with low inflation. The very 

little improvement in the fiscal deficit since 1991 has been at the expense of cut in public 

investment instead of broadening the tax base or downsizing current expenditure as is clearly 

evident a steady decline in public investment expenditure mirrored by an increase in public 

consumption expenditure, constituting subsidies and salary bills of the government employees 

in its bulk (see, Figure 3.6 and 3.7).  
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Figure 3.6: Annual Growth Rate of Real GDP, Growth Rate of Govt. Final Consumption Expenditure, and Growth Rate of 

Govt. Investment Expenditure 

Note: Shaded areas represent upturns in growth rates of government consumption expenditure and downturns in growth rates of 
government investment expenditure.  

Source: Table 3.1; CSO, National Accounts Statistics, EPWRF [2004]. 
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Figure 3.7: Government Investment Expenditure and Government Consumption Expenditure as percentage of GDP at current 

prices 

Note: Shaded areas represent upturns in growth rates of government consumption expenditure and downturns in growth rates of 
government investment expenditure as percentage of GDP at current prices  

Source: Table 3.1; CSO, National Accounts Statistics, EPWRF [2004] 

 
Continued reliance on tighten monetary policy on inflationary containment at a time 

when the budget deficits running larger could glide long-run growth through sustaining high 

interest rates. More importantly, the reliance on cuts in public capital formation for want of 

reducing budget deficits essentially involves an expensive compromise at the cost of 

infrastructure development needed for rapid growth under the market – oriented policy reforms. 

Given the economic growth has in the past greatly been dependent on the provision of good 

quality infrastructure by the state, the fact that the fall in total public investment has been 

superimposed by a fall in public investment in infrastructure is of great concern.      

Having examined the GFD and CAD individually, the following Figure 3.8 analyses the 

contemporaneous movements in the three gaps- GFD, CAD and the private sector savings-

investment gap.   
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Figure 3.8: The Three Gaps in Practice at absolute values 

Source: CSO, National Accounts Statistics, Economic Survey, various issues 
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The above figure shows the variations in these three gaps over the entire sample period. 

It indicates that there were few occasions before 1990 when current account surpluses (private 

sector savings – investment gap) exceeded the GFD. There was, however, relentless increase in 

the GFD and CAD and culminated both peaked in 1990-91. More noticeable was the fact that 

private sector savings – investment magnitude drifted to a low level, implying that it left more 

space GFD to be financed by the CAD. Thereafter both the GFD and CAD because of the 

stabilization measures imposed reduced significantly in 1991-92. However, these deficit 

indicators tended upward in which current account surpluses (i.e., private sector savings – 

investment gap) continues to finance the GFD, implying however, India’s fiscal and external 

balances are vulnerable. However, to study the relationships between these three gaps more 

systematically, it requires to analyse the behavior of their basic proximate determinant 

exchange rate, particularly the impact of devaluations of pegged regime in 1966-67 and floating 

in 1991-92.  

 
INTER-SECTORAL INCONSISTENCY 

Inter-sectoral imbalances means slow agricultural growth would imply that reasonable targets 

of growth in consumption would not be attained and that limitations on the purchasing power 

of people engaged in agriculture would create demand deficiency problems for industries 

producing consumer goods, which inevitably gives rise to a temporary inflation accompanied 

by some industrial slack.  The discernible evidence observed in the following Figure 3.9 that 

before 1990, the pattern of movements in growth rate of agricultural output has almost been 

tandem with growth rate of real GDP as paralleled and barely reflecting that parallelism after 

1990. Post-90s exception may be due to structural change of sectoral contribution to GDP from 

primary to secondary and services. These joint movements drifted low vividly in the shaded 

area in the neighbouring years of poor harvesting.  
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Figure 3.9: Annual Growth Rate of Real GDP and Growth Rate of Agricultural Output 

Note: Shaded areas represent downturns in growth rates of agricultural output at 1993-94 prices 

Source: Table 3.1; CSO, National Accounts Statistics, EPWRF [2004] 
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Figure 3.10: Growth Rates of Sectoral GDP at 1993-94 prices 
Source: Compiled from Tables 1.1 & 1.3; CSO, National Accounts Statistics, EPWRF [2004] 
 

The agriculture and allied sector contributes almost 20 per cent to the total GDP in the 

Indian economy. The above figure represents the annual growth rate of overall GDP, along with 

two sectors, agricultural GDP and non-agricultural GDP. It is observed that the growth rate of 

the non-agricultural GDP remains stable during the studied sample period. On the other hand, 

presence of volatility can easily be seen in the agriculture sector growth rates. It is because 

agriculture sector depends predominantly on the rainfall. The agricultural output declined 

significantly during the crises years with poor rainfall, causing a fall in the overall GDP also. 

Over the studied entire sample period, the coefficient variation of the agriculture sector is found 
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to be 2.26, which is significantly higher than 0.50 in the non-agriculture sector. The coefficient 

of variation in the overall GDP is found to be at .64. There are also implications for changes in 

relative prices of different rates of growth of agriculture and industry. Thus the inflationary 

potential of unbalanced growth of agriculture and industry is one of the sources of economic 

instability. 

In such a context, the unusual configurations of many relevant candidate 

macroeconomic indicators for the Indian economy have given rise to a series of questions 

regarding the possibility of instability fundamentals of macroeconomic crises in the 1960s and 

1990s. In other words, to what extent, stagnation has become more pronounced during these 

sub-periods. To what extent, do market mechanisms including exchange rate movements help 

in stabilizing the macroeconomic instability episodes and developments in policy innovations 

render the macroeconomic crisis obsolete? Perceiving answers to these questions requires an 

understanding of macroeconomic instability fundamentals, usually a combination of shocks and 

propagation mechanisms, which cause output to fluctuate around its long-term trends. This is 

probably the one plausible way to obtain preliminary guideposts for the formulation of 

instability issues to design instability linkages in the context of stabilisation and growth-

oriented adjustment programmes, particularly to present a comparative macroeconomic 

instability analysis in the 1960s and the 1990s.   

 

Evolution of Indian Development Planning: A Synoptic Review  

To appreciate the role of development planning in stimulating growth, it is useful to begin with 

a brief historical background. It includes a sketch of pre-independence India’s economic history 

before unfolding the period of the present study’s main inquiry that begins in 1950-51 and ends 

in 2002-03. It has made an effort to limit its content to certain macroeconomic events and 

instability themes, particularly to facilitate to understand subsequent analysis. By and large, this 

analysis is based on annual observation on the 1950-2004 period or appropriate sub-periods. 

However, some bits and pieces are also related to the earlier years.  

In the pre-independence-era, India could not instrument any economic planning as was 

under the British Colonial Rule.  Pre-independence Indian macroeconomic crises can be seen to 

lie in the fact of enormous drainage of resources from her to Great Britain which put the Indian 

economy under severe strain [Naoroji, 1906; Dutt, 1906]; shortages and inflation of the 1940s 
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that were  partly due to outbreak of the Second World War in 1938/39, the Bengal famine of 

1943, the mass riots of 1947 and 1948, made lack of transport as most of the shipping and 

trains requisitioned for military transport; but above all due to purchasing power that remained 

far in excess of the goods available; few industrial goods produced in the country at that time, 

and imports were highly restricted; and in its policy response, rationing of food-grains was 

introduced in 1939[Desai, 2003]. In the course of the freedom struggle, a nationalist economic 

platform had quintessentially emerged in India. The nationalist leadership was intensely aware 

of the need for industrialisation to modernise the economy and was convinced that government 

support and involvement were essential for the task. The revival of the Indian economy became 

a prominent aim of the freedom struggle with planning as the effective way of achieving it.  

Against that backdrop, pre-independence planning ideas for development were seen to have 

thought at individuals or group of individual level. In this regard, it is worth to mention that the 

works of Planned Economy for India [Visveswaraya, 1934], Bombay Plan of industrialists 

[Thakurdas et al, 1944], People’s Plan of the Indian Federation of Labour [Banerjee et al. 1944] 

and Nehruvian ideas (1946) were seen to come, in which their consensus emphasis was on 

industrialisation through import substitution and development of heavy industry, though they 

were given no official recognition, their tenet continued to dominate post-independence five-

year plans at least until the mid-1960s. India by being independent on August 15, 1947, became 

Federal Republic and adopted Constitution on January 26, 1950, and the Planning commission 

was set up in March of the same year. 

  This subsection has been to glimpse the stylised facts of macroeconomic instability in 

the Indian development planning context, spanning more than five decades in a historically 

informed way. India has since 1951 formulated and implemented nine Five - Year and Annual 

Development Plans over the studied sample period.  The Indian economy has changed over the 

years in terms of its varied dynamic process in socio-economic, demographic, political, and 

institutional context. The relative priorities on its overall or in parts components placed over the 

years in setting macroeconomic policies, programmes and development strategies, as are 

highlighted below.  

1950-51 TO 1961-66   

Over this time-period, the Indian first three consecutive five-year plans continued 

uninterruptedly. The first five-year plan (1951-56) was essentially being a period of preparation 
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[Dhar, 2003]. It was formulated based on simple variant of Harrod-Domar growth model, in 

which the underlying emphasis was on the role of domestic savings and the residuals left for 

foreign aid to accelerate the rate of growth of the economy as then-low Indian savings rate was 

the chief barrier [Byres, 1999; Krueger, 2006]. This plan paid relatively more priority to 

agricultural sector compared to other subsequent plans as allocated a third of total outlays to 

agriculture unlike other plans [ibid, pp. 130-31]. However, this plan did little more than a 

projection of public expenditure mainly to subscribe major and medium irrigational investment 

projects that were already underway [Little and Joshi, 1998]. 

Though Indian planning commenced since 1951, the foundation of development 

strategy was first pronounced during the Second Five-Year Plan, in which the intellectual basis 

embarked on the famous Mahalanobis two-sector model, emphasised state-led, capital intensive 

rapid heavy industrialisation especially for production of capital goods like steel, other metals 

and heavy machineries, and import-substituting growth strategy. And as its subsidiary, the 

increasing importance role assigned to the public sector was first articulated in the Industrial 

Policy Resolution of 1956 in conjunction with the legal provisions of regulatory framework for 

industries provided in the Industries (Development and Regulation) Act of 1951, which was 

subsequently incorporated in the Second Five Year Plan (1956-61). Moreover, in support of 

strengthening the inner policy-frame of this approach, an industrial classification was made to 

demarcate economic activity spearheaded by public and private capital, and the policy towards 

foreign direct investment [FDI] was also defined.  It is important to note that though the first 

five-year plan set the overall interventionist framework of policies, the second five-year plan 

articulated the analytical foundation for the development strategy that outlasted for subsequent 

years. This was no doubt partly true that the Second Five-year Plan was essentially central 

planning in nature.   

And the third plan (1961-66) essentially continued the investment patterns of the second 

plan to give a shape to the latter’s goal. In the third plan, like second plan, there was implicit 

neglect of agriculture and export opportunities.   This plan emphasised on to controls by 

regulating exports and imports, and in the case of selected commodities, state trading 

particularly considering the limited foreign exchange resources available [Planning 

Commission, 1951]. Besides restrictive fiscal, monetary and commercial policies, the controls 
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were largely in the form of various quantitative restrictions (QRs) and prohibitions, rather than 

in the form of taxes and subsidies [Srinivasan, 2005].  

The economic ideas in professional thinking during these three plans were guided by: a) 

underdevelopment due to deficiency of capital as low per capita income acted as a constraint to 

growth and there felt for government to promote capital formation mobilising domestic savings 

supplementing foreign aid to fill the savings gap (residual) in order to generate desired high 

growth rate, self reliance, full employment and reduction of income inequalities as were the 

major objectives; (b) the idea of ‘export pessimism’ owing to the Indian exportables with 

inelastic demand. That endorsed India to follow the theoretical idea of ‘big push’ and ‘balanced 

growth’.  

However, the optimism generated by the Second Plan was dimmed as there took place 

unforeseen events imposed burden on the economy while the Third Five-Year Plan was in 

progress as the Indian economy had to suffer from the economic shocks of two severe droughts 

in a row in the mid-1960s, which triggered it badly as had to be dependent on American food 

aid. The sharp decline in agricultural output had to be borne out by a distressed economy which 

had already been ridden by two armed conflicts – with China in 1962 and with Pakistan in 

1965. The emerged security concerns necessitated sizeable sharp increase in the defence 

expenditure in the budgets. Matters got made worse by the stoppage of US aid and the levelling 

off of foreign aid; put the economy under severe strain. These strains reached crises proportions 

when two droughts in quick successions hit the economy in 1966 and 1967. The gdp in absolute 

values fell in these two years. The sharp worsening in economic circumstances and the security 

environment demanded adjustments in policy and ramifications on the direction of changes 

needed in the structure of the economy. The multifaceted crises facing India in the mid-1960s 

demanded a politically stable leadership. Moreover, at that difficult time, India’s losing of two 

prime ministers in quick succession led to loosening of the political structure, especially the 

governmental decision making process.  In short, the mid-1960s faced with a multidimensional 

crisis. 

1965-66 TO 1979-80 

The principal development strategies impacted the Indian economy adversely are: inter-

sectoral imbalances between agriculture and industry, and the underestimation of foreign aid 
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requirements. There felt policy changes required to make the plans more viable in the wake of 

U.S.’s delay in exports of food to India under PL (Public Law) 480 as India’s opposition the 

Vietnam War. Thus, there was a major shift of policy with the adoption of high yielding 

varieties seed-cum-fertiliser package and Green Revolution accompanied with increased 

investment in irrigation and incentive farm practices. This appeared to be the doctrine of 

growth with stability as the longer-term planning exercise had to be suspended against three 

Annual Plans to be executed with a view to consolidate the short-run gains prior the next phase 

of growth could be initiated. The decision to devalue the rupee in 1966 seemed to have been the 

doorstep to strengthen the process of liberalisation, enabling the economy to dismantle the 

regulatory system, especially in the area of trade and industry policies. The decision to accept 

the devaluation cum aid package was quintessential compulsion as further external credit 

negotiations hinged on it [Sundaram, 1972]. The anticlimax to the high expectation of aid 

reached in 1972-73 as there was an outflow of foreign aid as a result of the famous ‘Nixon tilt’. 

The formulation of the Fourth Five-Year Plan, which should have initiated three years earlier, 

had to be halted till 1969. This interval, as was popularly described as the ‘plan holiday’, 

covered three annual plans. 

The Nehruvian consensus on the management of the long-run course of the economy 

broke down in the face of the political split after the general election of 1967 and more 

especially in 1969 in which economic policies became a major arena to play a role focusing 

poverty alleviation with the general disappointment of ‘trickle-down theory’ adopting a more 

stringent licensing policy in the1970s with a view to reversal of the earlier liberal trends 

particularly to solve chronic resource problems accompanying MRTP and FERA to undertake 

the Fourth Five-Year Plan in 1969, despite  went through in several versions but in its basic 

approach was not much different from its predecessors. 

Before the Fourth Plan ended, India had to face the Bangladesh Crisis of 1971. This was 

followed by the poor harvesting due to drought in 1972 and the oil price shock in 1973. The 

sharp rise in inflation and the consequent political turmoil triggered the country’s formidable 

development problems and complicated the preparation of the Fifth Five-Year Plan (1975-80).  

Overshadowed by the compelling necessities of short-term adjustments even prior to its 

commencement in order to  keeping manageable the balance of payments, curbing inflation, 

and preventing drastic cuts in the investment programmes as were felt the dominant concerns of 
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macroeconomic policies,  the sudden deterioration in the balance of payments was managed 

with the help of large drawings on the International Monetary Fund (IMF), including the Fund’s 

Oil Facility, and larger aid from the India Consortium and the World Bank supplemented by oil 

purchases on deferred payment, a million tons wheat loans from the Soviet Union and an export 

promotion drive.  Government initiated measures to liberalize imports and reduce controls in 

the late 1970s and there was again the adverse impact of second oil price shock in 1979 

compounded by a severe drought.  

1980-81 TO 2003-04 

The Sixth Plan (1980-85) was by and large successful as to have marked a transition to 

a slightly higher growth path and turned out to pursue the policy changes. To meet the growing 

internal challenges and to absorb external shocks in the face of first oil shock in 1973 and 

second one in 1979, small beginnings in policy changes to experiment with selective 

deregulation of industrial and import licensing started since the early 1980s, and the process of 

economic reforms continued though at a slow and halting pace. The government appointed 

several committees to examine its fiscal, monetary, industrial and trade policies during this 

period1. By the mid-80s, the reform movement gained further momentum. Fiscal indiscipline 

increased in the Seventh Plan (1985-90) as this plan was financed by domestic borrowing and 

deficit budgeting to a much greater extent than was targeted and a much similar pattern 

followed in the financing of the current account deficit. A strong and resilient financial system 

came to be a regarded as a critical concomitant of the new impulses for growth impetus and the 

philosophy underlying the hiatus for structural change was set out in the Eighth Five-Year Plan 

(1992-97) and the financial sector reforms dominated the agenda of structural reforms initiated 

in 1991. The Ninth Plan (1997-2002) proposes to raise foreign investment threshold in a radical 

departure from the past [Planning Commission, 1999]. 

In this way, the following stylized facts are implicit in instability argument in the 

development planning of India  catering around the constraints such as the inter-sectoral 

imbalances,  shortage of availability of foreign exchange, problem of gross domestic savings, 

                                                 
1  Report of the Committee to Examine Principles of a Possible Shift from Physical to Financial Controls, 

Narasimhan, Charman, Government of India, New Delhi, 1985; Report of the Committee on Trade Policies, 
Hussain, Chairman, Ministry of Commerce, Government of India, New Delhi, 1984; Report of the Committee 

to Review the Working of the Monetary System, Chakravarty, Chairman, Reserve Bank of India, New Delhi, 
1985; and  Long Term Fiscal Policy, Ministry of Finance, Government of India, New Delhi, 1985 
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excess reliance on foreign aid, the problem of transformation of domestic savings into foreign 

exchange under a trade constraint, export pessimism and over-emphasis on import substitution, 

highly interventionist macroeconomic management and several controls – import controls, 

capital movements control, price controls prevailed till 70s caused the inefficiency of use and 

the maldistribution of resources, trade controls, failure of expansionary fiscal and monetary 

policy to counter any excess or deficiency of demand, failure of trade policy to be an effective 

instrument to maintain viable balance of payments on current account to be sufficiently 

responsive to variations in the exchange rate to maintain adequate reserves and borrowing 

capacity to maintain an overall balance of supply and demand, fiscal constraint on growth and 

output i.e., public investment limits to infrastructure  limited by public savings, supply side 

food shocks, supply failure – caused by droughts, wars, political instability, ban of economic 

sanctions, etc..  In sum up, In India, economic reforms come in waves. The first wave of 

reforms started with the launching of planning with an emphasis on state led industrialization 

more particularly of heavy industries. The second wave, though the precise dating of which 

may be difficult, began when it was found that the growth rate was weak and the trickledown 

effect was not reasonably adequate and when the need to focus directly on poverty alleviation 

became evident. The third wave that began in late 80s gathered momentum after 1991. The 

period since 1991-92 has seen some important changes in the approach to and content of 

macroeconomic policies. Thus, the intellectual climate relating to development strategy in India 

has undergone significant changes from import-substitution cum protection of infant-industry 

argument following financial repression (controlled interest rate structure along with 

development of domestic financial market) approach of late 1970s or early 1980s to financial 

liberalisation format [Ahluwalia, 1999; Mckinnon, 1973; and Shaw, 1973]. And following that, 

export-led outward-oriented growth policy became the moot point, supplanting inward-oriented 

import-substitution stringency in development thinking. However, India’s macroeconomic 

policies basic development strategy remained essentially unchanged until the mid-80s except 

the relative emphasis on the different sectors of the economy such as agriculture, industry, 

foreign trade and finance was modified periodically in the face of various economic and 

political shocks. In the mid 1980s, a series of hesitant reforms mostly in the form of changes in 

the policy instruments used in implementing the Five-Year Plans were introduced. However, a 

full-blown systematic macroeconomic policy reforms covering interrelated sectors was initiated 
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in 1991, but the implementation remains incomplete as of now.   In the 1950s and 1960s, the 

dominant view in development economics literature was that government must play a role in 

correcting ‘market failure’, which was seen primarily in the area of allocation of resources over 

time, i.e., for investment because of myopic nature of market participants, and capital 

accumulation (capital fundamentalism) was considered the prime mover of economic growth. 

The development experiences world over since then have also seen that there could be 

‘government failure’ as well when regulatory States formulating economy wide plans and faulty 

macro-management policies. 

3.2 Some Stylized Facts or Themes in Indian Macroeconomics: A Chronology of Some 

Major Economic, Political And Other events  

This section is slated to account a systematic comprehensive chronology of macroeconomic 

themes in the light of development planning dynamism to understand India’s macroeconomic 

experiences. It would sketch India’s macroeconomic history over the entire period that begins 

in 1950-51 and ends in 2003-04.  In this, it would limit its contents to India’s changing policy 

context and to certain exogenous events, a knowledge of which would help to understand 

economic consequences of instability linkages. It is designed to understand the context of 

economic policies and events. 

TABLE 3.3: A CHRONOLOGY OF SOME MAJOR ECONOMIC, POLITICAL AND OTHER EVENTS 
 
Year Description 

1947 India became independent and Jawaharlal Nehru was chosen prime minister. 
1948 Mahatma Gandhi was assassinated. The government of India issued the First Industrial Policy Resolution, 

reserving certain industries for the public sector. 
1950 The Republic of India was declared with the promulgation of the Constitution with Dr. Rajendra Prasad 

was elected as the first president. 
1951 A draft of the First Five-Year Plan was published, which was essentially a public expenditure plan. 
1956 The Second Five-Year Plan was presented to parliament and approved, which shifted emphasis to 

government-led industrialization. 
1957 Stringent imports and foreign exchange controls were imposed in response to the growing fiscal and 

balance of payments deficits arose from the implementation of the Second Five-Year Plan. 
The Congress party retained power in the second general election. 

1961 The Third Five-Year Plan continued the investment patterns of the second plan, emphasizing on 
government-led industrialization. 

1962 The Congress party retained power in the third general election. 
A month long Indo-China border war took place. 

1964 Prime Minister Jawaharlal Nehru passed away and Lal Bahadur Shastri was chosen as the successive 
prime minister. 

1965 India and Pakistan went to a war. A cease-fire was declared in the same year. 
1966 Lal Bahadur Shastri died. Indira Gandhi became prime minister. 

Poor harvests triggered a food-shortage and a balance of payments crisis. India devalued its rupee by 36 
per cent and received food and monetary aid under an IMF-World Bank programme. 
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Year Description 

1967 Indira Gandhi remained prime minister after the Congress party retained power in the fourth general 
election.Again harvesting failure due to severe drought 

1969 All domestically owned commercial banks were nationalized.  
The Fourth Five-Year Plan placing greater priority on the agricultural sector than earlier plans was 
adopted. 

1970 The Monopoly and Restrictive Trade Practices (MRTP) Act to regulate the activities of business houses 
came into effect. 

1971 Indira Gandhi continued as prime minister with the Congress party won the fifth general election. 
Pakistan and India fought a war and the state of Bangladesh was formally recognized. 

1972 The government nationalized all insurance companies 
1973 The Foreign Exchange Regulation Act to control foreign investment in India came into effect. 
1975 Indira Gandhi declared a state of emergency. 
1977 The state of emergency was lifted, and parliament was dissolved. The Janata Party coalition won the sixth 

general election, and Morarji Desai was appointed prime minister. 
The targets laid out in the Fifth Five-Year Plan were abrogated by the new government, which resorted to 
an annual planning mechanism. 

1979 Moraji Desai resigned. Charan Singh led a new coalition as prime minister but soon lost support, and 
parliament was dissolved. 
India suffered from a severe drought. 

1980 The Congress party returned to power in the seventh general election, and Indira Gandhi was appointed as 
prime minister. 
To face a significant balance-of-payments problem, India negotiated a loan from the IMF under its 
Extended Fund Facility. The Sixth Five-Year Plan was launched.  

1984 Indira Gandhi was assassinated, and Rajiv Gandhi was chosen prime minister after the Congress party 
won the ensuing election. 

1985 The Rajiv Gandhi government initiated modest liberalization measures with regard to industrial licensing, 
and imports and exports regulation. 
The Seventh Five-Year plan was set out and ended with growing fiscal imbalances. 

1989 A coalition of non-Congress parties came to power after winning the ninth general election and V.P.Singh 
was appointed as prime minister. 

1990 V.P. Singh resigned from prime ministry after the Bharatiya Janata Party (BJP) withdrew support. 
Chandra Sekhar led a minority government supported from the outside by the Congress party. 

1991 The minority government lost support, and new elections were ordered. Rajiv Gandhi was assassinated 
during the election campaign. The Congress party won the tenth general election. The new prime minister, 
P.V. Narasimha Rao appointed Manmohan Singh as finance minister. 
India faced a severe macroeconomic and balance of payments crisis. To contain the crisis and restore 
economic health, the then new Congress government initiated a wide ranging programme of stabilization 
and structural reforms.  
The exchange rate was devalued and the transition from the prevailing discretionary basket pegged regime 
to a unified market-determined exchange rate system was accomplished in a phased manner. 

1992 The Eighth Five-Year Plan to have placed greater emphasis on private initiative in industrial development 
than any earlier plans was adopted. 

1993 Based on the recommendations of the Narasimham Committee, financial sector reforms were initiated. 
The unification of exchange rate accomplished. 

1994 India had committed to current account convertibility under Article VIII of the IMF. 
1996 Following the eleventh general election, the National Front coalition formed the government supported by 

the Congress party and H.D. Deve Gowda was chosen as prime minister. 
1997 H.D. Deve Gowda resigned from prime ministry and was replaced by I.K. Gujral. I.K. Gujral resigned, 

and fresh elections were ordered followed by government falls. 
The Ninth Five-Year Plan, placing priority on agricultural and rural development was adopted. 

1998 The BJP secured a plurality in the twelfth general election and headed a coalition government with A.B. 
Vajpayee as prime minister. 

1999 The BJP-led coalition government fallen, the National Democratic Alliance- headed by the BJP won a 
majority in parliament with A.B. Vajpayee was chosen as prime minister in the ensuing election. 

2000 Liberalisation measures initiated in the areas of insurance and consumer good imports 
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3.3. POLITICAL BUSINESS CYCLE (PBC) APPROACH FOR STUDYING DYNAMIC DISEQUILIBRIUM 

PROBLEM IN INDIAN MACROECONOMIC MANAGEMENT  
 
This research though has not intended to consider whether political business cycles exist in the 

Indian economy, this sub-section presents a short sketch of political and macroeconomic 

developments from 1950-51 to 2003-04. This section of this chapter has drawn attention to 

overall trends in political economy over the entire studied period. Combining the following 

Table 3.4 & Table 3.5 this sub-section has attempted to trace the Indian political economy of 

development and the problem of fiscal discipline.  

 

TABLE 3.4: Election Year & Financial Year 

 

Dates for Lok Sabha Elections Financial Year Recorded as Election Year 

October 25, 1951 – February 21, 1952 1951-52 

February 24 – June 09, 1957 1956-57 

February 16 – June 06, 1962 1961-62 

February 15 – February 28, 1967 1966-67 

March 1 – March 13, 1971 1970-71 

March 16 – March 20, 1977 1976-77 

June 3 – June 6, 1980 1979-80 

December 24 – December 28, 1984 1984-85 

November 22 – November 26, 1989 1989-90 

June 12 – June 15, 1991 1991-92 

April 27 – May 30, 1996 1996-97 

February 16 – April 26, 1998 1997-98 

September 5 – October 3, 1999 1999-2000 

April 20 – May 10, 2004 2004-05 

Source: Political Budget Cycle, Mala Lalvani & wickipedia.org 
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TABLE 3.5:  INDIAN SOME FISCAL STATISTICS AT CURRENT PRICES  

Year ITZ SUBZ CTZ DTHZ RITZ RSUBZ RCTZ RDTHZ SITZ SSUBZ SCTZ SDTHZ 

1950 428 41 39 192 NA NA NA NA 4.3 0.41 0.39 1.93 
1951 531 45 41 202 24.06 9.7 5.12 5.2 5.02 0.42 0.38 1.91 
1952 461 36 44 204 -13.18 -20 7.31 0.99 4.44 0.34 0.42 1.96 
1953 473 15 41 199 2.6 -58.3 -6.81 -2.45 4.19 0.13 0.36 1.76 
1954 523 13 37 200 10.57 -13.3 -9.75 0.5 4.89 0.12 0.34 1.87 
1955 558 17 37 218 6.69 30.7 0 9 5.13 0.15 0.34 2 
1956 646 29 51 242 15.7 70.5 37.83 11 4.98 0.22 0.39 1.86 
1957 789 50 56 267 22.1 72.4 9.8 10.33 5.91 0.37 0.41 2 
1958 817 49 54 282 3.54 -2 -3.57 5.61 5.49 0.32 0.36 1.89 
1959 914 55 107 264 11.8 12.2 98.14 -6.38 5.83 0.35 0.68 1.68 
1960 1040 93 111 309 13.7 69 3.73 17.04 6.05 0.54 0.64 1.79 
1961 1190 110 157 310 14.4 18.2 41.44 0.32 6.53 0.6 0.86 1.7 
1962 1408 144 221 353 18.3 30 40.76 13.87 7.19 0.73 1.12 1.8 
1963 1714 148 274 433 21.7 2.7 23.98 22.66 7.62 0.65 1.21 1.92 
1964 1931 147 313 450 12.6 -0.6 14.23 3.92 7.36 0.56 1.19 1.71 
1965 2273 191 305 470 17.7 29.9 -2.55 4.4 8.21 0.69 1.1 1.69 
1966 2594 412 331 501 14.1 115 8.52 6.59 8.28 1.31 1.05 1.6 
1967 2778 355 311 548 7 -13.8 -6.04 9.38 7.58 0.96 0.84 1.49 
1968 3013 282 300 610 8.4 -20 -3.53 11.31 7.76 0.72 0.77 1.57 
1969 3353 294 353 690 11.2 4.25 17.66 13.11 7.84 0.68 0.82 1.61 
1970 3864 409 370 721 15.2 39.1 4.81 4.49 8.45 0.89 0.81 1.57 
1971 4515 506 472 803 16.8 23.7 27.56 11.37 9.33 1.04 0.97 1.65 
1972 5175 643 556 912 14.6 27 17.79 13.57 9.59 1.19 1.03 1.69 
1973 5876 823 583 1070 13.5 27.9 4.85 17.32 8.95 1.25 0.88 1.63 
1974 7515 1319 709 1259 27.8 60.2 21.61 17.66 9.69 1.7 0.91 1.62 
1975 8834 1274 862 1781 17.5 -3.4 21.57 41.46 10.68 1.52 1.03 2.13 
1976 9926 1568 984 1792 12.3 23 14.15 0.61 11.06 1.74 1.09 1.99 
1977 10689 1973 1221 1657 7.6 25 24.08 -7.5 10.52 1.94 1.2 1.63 
1978 12735 2425 1251 1806 19.1 22.9 2.45 8.99 11.56 2.2 1.13 1.63 
1979 14709 2795 1392 1995 15.5 15.2 11.27 10.46 12.17 2.31 1.15 1.65 
1980 16746 3160 1378 2197 13.8 13 -1 10.12 11.64 2.19 0.95 1.52 
1981 20089 3545 1970 2491 19.9 12.18 42.96 13.38 11.91 2.1 1.16 1.47 
1982 22985 4248 2185 2650 14.4 19.8 10.91 6.38 12.2 2.25 1.16 1.4 
1983 26471 5605 2493 2862 15.1 31.9 14.09 8 12.05 2.55 1.13 1.3 
1984 30640 7830 2556 3250 15.7 39.6 2.52 13.55 12.47 3.18 1.04 1.32 
1985 36987 8543 2865 3709 20.7 9.1 12.08 14.12 13.3 3.07 1.03 1.33 
1986 42714 9795 3160 4168 15.4 14.6 10.29 12.37 13.72 3.14 1.01 1.33 
1987 49847 11497 3433 4568 16.6 17.3 8.63 9.59 14.06 3.24 0.96 1.28 
1988 57430 14354 4407 5989 15.2 24.8 28.37 31.1 13.62 3.4 1.04 1.42 
1989 66749 18590 4729 7159 16.2 29.5 7.3 19.53 13.72 3.82 0.97 1.47 
1990 76329 18609 5335 7593 14.3 0.1 12.81 6.06 13.42 3.27 0.93 1.33 
1991 86661 22630 7853 9618 13.5 21.6 47.19 26.66 13.26 3.46 1.2 1.47 
1992 95596 20450 8898 11717 10.3 -9.6 13.3 21.82 12.77 2.73 1.18 1.56 
1993 101126 23251 10060 12925 5.7 13.6 13.05 10.3 11.76 2.7 1.17 1.5 
1994 121067 25355 13822 16384 19.7 9.04 37.39 26.76 11.95 2.5 1.36 1.61 
1995 142400 27659 16487 20907 17.6 9 19.28 27.6 11.98 2.32 1.38 1.75 
1996 162622 37960 18567 24344 14.2 37.2 12.61 16.43 11.88 2.77 1.35 1.77 
1997 171141 38742 20016 37193 5.2 2 7.8 52.78 11.24 2.54 1.31 2.44 
1998 185125 42267 24529 28317 8.1 9 22.54 -23.86 10.63 2.42 1.4 1.62 
1999 221578 46585 30692 32273 19.6 10.2 25.12 13.97 11.44 2.4 1.58 1.66 
2000 240851 54350 29587 45213 8.6 16.6 -3.6 40.09 11.52 2.6 1.41 2.16 
2001 253612 62426 36091 40773 5.2 14.8 21.98 -9.82 11.11 2.73 1.58 1.78 
2002 291789 71718 43514 50599 15 14.8 20.56 24.09 11.81 2.9 1.76 2.04 
2003             

Source: CSO, National Accounts Statistics, EPWRF [2004] 
Note: For indirect taxes and subsidies for the period 1950-51 to 1992-93 not estimated at 1993-94 prices as NAS 
has not provided. 

Notations: 

ITZ  Indirect taxes at current prices  
SUBZ Subsidies at current prices 
CTZ Corporation tax at current prices 
DTHZ Direct taxes paid by households at current prices 
RITZ Annual growth rate of indirect taxes at current prices 
RSUBZ Annual growth rate of subsidies at current prices 
RCTZ Annual growth rate of corporation tax at current prices 
RDTHZ Annual growth rate of direct taxes paid by households at current prices 
SITZ Indirect taxes as percentage of GDP at current prices 
SSUBZ Subsidies as percentage of GDP at current prices 
SCTZ Corporation tax as percentage of GDP at current prices 
SDTHZ Direct taxes paid by households as percentage of GDP at current prices 
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Figure 3.11: Behaviour of Net – Indirect Taxes as percentage of GDP at current prices 
Source:  CSO, National Accounts Statistics, Economic Survey, various issues 

 

Until the early 1970s, Indian political system may have had one-party democracy which helped 

to keep maintaining the ideology of development emphasized on state ownership and controls. 

However, since mid-70s, the nature of the political system with increasingly becoming weaken 

for its coalition in nature in most of the cases that motivates the government to manipulate 

macroeconomic behavior by incurring larger subsidies making public expenditure larger and 

budget deficits widen to satisfy different pressure groups in election years or immediate before 

election years than in non-election years only to win election. In the case of inflation formation 

and inflationary finance, government’s attitude also varies with election motive.  The above 

table shows unusual behavior of almost all fiscal statistics including subsidies and taxes both 

(indirect and direct – corporation tax and direct taxes paid by households) due to myopic 

behavior of the governments in election years than in non-election years to retain incumbency, 

leading erosion or dilution of fiscal conservatism or deterioration of fiscal statistics made fiscal 

laxity or indiscipline. These growing subsidies were influenced by the various pressure groups 

like big landlords in the late 1960s; big industrialists for getting licenses and loans in the 1970s 

and 1980s, organized workers in public sector in 1990s caused Pay Commission to revise 

wages and salaries. 
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  It is important to note that the share of direct taxes had declined steadily from mid-70s 

till 1990 onwards, increased substantially thereafter, reflecting the sustained attempts to 

increase the tax base, improve tax compliance, and strengthen the tax collection mechanism. 

The share of net indirect taxes in GDP, which had increased continuously from 1950-51 

onwards, declined since 1991-92 consequent to measures to rationalize the tariff and excise / 

import duty structure and dismantle protective barrier (see, Figure 3.11). There has been an 

erosion of fiscal conservatism and liberalization of controls taking place. 

  This sub-section must not claim that it has tested empirically whether there have been 

political business cycles during the studied sample period in India. The PBC literatures based 

on sound empirical basis apart from fiscal statistics consider also the role of exchange rate, 

capital mobility, fiscal policy, monetary policy and central bank independence in encouraging 

political business cycles. 

 

3.4. SOME INSTABILITY FUNDAMENTALS IN INDIA: TRENDS & PATTERNS  

Combining information from the following economic time-series contained in Table 3.6 plotted 

in scattered diagrams of Figures from 3.12 to 3.18, this sub-section collectively provides 

valuable insight about the trends and patterns of macroeconomic growth process of the Indian 

economy as first approximation.  

TABLE 3.6:  KEY MACROECONOMIC AGGREGATES AT NATURAL LOGARITHM  
 

Years LOG(Y)                                                                          LOG(YZ)                                                                         LOG(IGZ)                                                                        LOG(IPZ)                                                                        
LOG 
(GDIAZ)             LOG(GDSZ)                                                                       LOG(MZ)                                                                         LOG(XZ)                             

1950 11.90836 9.2037185 5.6204009 6.6437897 6.7638849 6.787845 6.565265 6.6012301 
1951 11.938056 9.2653966 5.7714411 6.7153834 7.0630482 6.8926416 6.9440872 6.7393366 
1952 11.963746 9.2462865 5.6131281 6.4661447 6.7178047 6.7580945 6.5539334 6.570883 
1953 12.023501 9.3309638 5.7397929 6.2576676 6.7742239 6.7889717 6.4800446 6.4661447 
1954 12.071083 9.2759408 6.1675165 6.3733198 6.9285378 6.9127428 6.618739 6.5567784 
1955 12.103652 9.2940379 6.2576676 6.7322107 7.2506355 7.222566 6.7322107 6.6293633 
1956 12.157817 9.4689283 6.5381398 7.0817086 7.572503 7.3677086 7.068172 6.6424868 
1957 12.154569 9.4991968 6.7557689 7.0030655 7.5267176 7.2327331 7.1731917 6.6833609 
1958 12.225669 9.60737 6.7381525 6.7979404 7.4860526 7.2492151 7.0066952 6.5792512 
1959 12.25204 9.6598224 6.8373328 7.0656134 7.5903469 7.4662276 6.9177056 6.658011 
1960 12.303925 9.7507442 7.0715734 7.1989312 7.8119734 7.5953873 7.1196356 6.664409 
1961 12.341132 9.8089571 7.0791844 7.3369369 7.8127828 7.6624678 7.0030655 6.6871086 
1962 12.370883 9.8815486 7.3065314 7.3607399 7.9789964 7.8156105 7.0975489 6.7274317 
1963 12.430048 10.02047 7.4576093 7.4639366 8.0718431 7.9240723 7.2174434 6.8926416 
1964 12.501801 10.174278 7.6043963 7.6338536 8.2238954 8.0484687 7.3304052 6.9226439 
1965 12.47621 10.228032 7.7328075 7.7119965 8.4049199 8.2610098 7.2889277 6.8373328 
1966 12.474518 10.351533 7.7002952 8.00102 8.5750847 8.3836618 7.6568101 7.1891677 
1967 12.54956 10.509141 7.7894546 8.0599083 8.5548743 8.3790799 7.6966671 7.3185395 
1968 12.583683 10.566768 7.7226775 8.1086233 8.5442245 8.4597759 7.548029 7.3758821 
1969 12.647056 10.663124 7.7668405 8.341887 8.7554224 8.7166996 7.4656553 7.3932631 
1970 12.697486 10.72935 7.9789964 8.368229 8.8597895 8.8022217 7.5043916 7.4792996 
1971 12.714443 10.78709 8.1359328 8.4904385 8.9676317 8.9047658 7.6847839 7.4871737 
1972 12.708646 10.895757 8.2623009 8.4859089 9.0081018 8.9710674 7.6251071 7.7075122 
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Years LOG(Y)                                   LOG(YZ)                                                                         LOG(IGZ)                                                                        LOG(IPZ)                                              
LOG 
(GDIAZ)                                                                      LOG(GDSZ)                                                                       LOG(MZ)                                                           LOG(XZ)                                                                         

1973 12.739784 11.091529 8.4978065 8.7035068 9.3405788 9.3055596 8.0633778 7.948032 
1974 12.751592 11.257762 8.6574767 9.0406191 9.4752399 9.4238375 8.4719866 8.2519247 
1975 12.839287 11.329832 8.9626479 8.9864465 9.5630374 9.5712264 8.6418856 8.4788681 
1976 12.856216 11.404661 9.0850039 9.0266579 9.6865124 9.7646851 8.6330188 8.7224171 
1977 12.926039 11.528769 8.9997428 9.2944977 9.8350481 9.9105625 8.7821694 8.8008672 
1978 12.981806 11.609444 9.2267057 9.4450172 10.077609 10.072217 8.9123386 8.8699605 
1979 12.92796 11.702231 9.4040139 9.5242018 10.122382 10.098808 9.2196965 9.0288185 
1980 12.992712 11.875928 9.4013739 9.5998793 10.282951 10.208617 9.5175309 9.1081969 
1981 13.054382 12.035284 9.7401448 9.942564 10.433115 10.353129 9.6029904 9.2356182 
1982 13.090288 12.14559 9.9104135 9.9353253 10.516888 10.444881 9.6637064 9.3555656 
1983 13.158678 12.299089 9.9648178 9.9956564 10.623861 10.560671 9.7799065 9.4833402 
1984 13.199091 12.411113 10.150348 10.219247 10.806794 10.737765 9.8773489 9.6706724 
1985 13.25386 12.535344 10.308619 10.486066 11.008761 10.899827 9.9875529 9.6125335 
1986 13.301095 12.648117 10.456568 10.530255 11.086839 10.984462 10.014984 9.7137183 
1987 13.342897 12.778021 10.426943 10.705489 11.286439 11.197776 10.136938 9.9174398 
1988 13.436929 12.951734 10.600029 10.997757 11.515093 11.384103 10.373804 10.1625 
1989 13.499363 13.094332 10.745162 11.136485 11.689044 11.580388 10.601921 10.451869 
1990 13.555826 13.251063 10.879913 11.335651 11.915292 11.785545 10.793393 10.612385 
1991 13.564853 13.389512 10.961851 11.357756 11.900125 11.876929 10.937544 10.937632 
1992 13.616228 13.525649 11.066591 11.644147 12.082333 12.000929 11.198215 11.117094 
1993 13.66378 13.66378 11.168094 11.624333 12.198101 12.173658 11.362091 11.36381 
1994 13.735763 13.8282 11.38743 11.908865 12.481262 12.435051 11.55895 11.528868 
1995 13.809438 13.987792 11.418362 12.320303 12.674597 12.607352 11.884165 11.780912 
1996 13.880779 14.129012 11.474049 12.214413 12.721883 12.66748 11.989296 11.883482 
1997 13.924587 14.235895 11.519434 12.401059 12.833294 12.771892 12.124499 12.01493 
1998 13.982736 14.369962 11.648723 12.459412 12.881618 12.833772 12.322722 12.18219 
1999 14.051597 14.476564 11.809201 12.687813 13.103525 13.057678 12.490131 12.335771 
2000 14.09026 14.552435 11.7868 12.740233 13.139875 13.114303 12.631618 12.578274 
2001 14.140496 14.640625 11.798127 12.837496 13.176694 13.190368 12.681682 12.636481 
2002 14.185414 14.719552 11.852151 12.956143 13.262183 13.300839 12.861702 12.837007 
2003 14.264928 14.83515 NA NA NA NA NA NA 

 

Source:  CSO, National Accounts Statistics, EPWRF [2004] 

Notations: 

Y annual real  GDP at 1993-94 prices  
YZ annual GDP at current prices 
IGZ annual gross domestic capital formation of the government sector at current prices 
IPZ annual gross domestic capital formation of the private sector at current prices 
GDIAZ adjusted gross domestic capital formation at current prices 
GDSZ gross domestic savings at current prices 
MZ annual  imports of goods and services at current prices 
XZ Annual exports of goods and services at current prices 

 
INFLATION & GROWTH RATE TRADE-OFF 

In the following Figure 3.12, it is observed that the dotted density is much higher on the 

negative side than on the positive side. Here also it can be observed that the correlation 

coefficient between inflation rate and real GDP growth rate is not significant in magnitude, but 

negative in value. 
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Figure 3.12: Scatter Plot of Annual Rate of Inflation on Growth Rate of Real GDP 

Source: Table 3.1, CSO, National Accounts Statistics, Economic Survey, various issues 

 

There is no strong evidence of positive correlation between inflation and growth. There is 

empirical evidence to support the hypothesis the correlation between inflation and growth, if 

any, is often negative. There is evidence of varied dispersal measures of inflation rates across 

sub-periods. The recurrent oil price shocks and harvesting failures have raised average inflation 

rates. But these exogenous shocks had only a temporary push effect on the inflation rates. There 

is no prima-facie evidence that the long-term trend of inflation rate in India is one of declining. 

At the same time, there is a barely evidence of a steady state growth rate of real GDP. However, 

the relationship between inflation rate and real GDP rate can in no way be formalized and 

cannot be understandable and thus the relevant domestic and external factors such as the role of 

macroeconomic policies how affecting the most efficient channel - overall savings and capital 

formation via real interest rate and exchange rate associated with to boost economic growth 

have to be considered to provide some useful information on the theme of instability. A high 

inflation rate as a measure of macroeconomic instability can have a deleterious effect on 

growth. One transmission mechanism by which it may occur is via the efficiency of investment 

as a high inflation rate is most often correlated with higher variance in relative prices. Thus, 

episodes of high inflation may lead to the misallocation of investment across different sectors 

in the economy, and as a result, impact negatively on the efficiency of investment. 
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SAVINGS, INVESTMENT AND GROWTH NEXUS 
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Figure 3.13: Scatter Plot of Gross Domestic Capital Formation on Gross Domestic Savings   

Source: Table 3.2, CSO, National Accounts Statistics, Economic Survey, various issues  
EPWRF [2004]      
 
Figure 3.13 plots the scatter diagram of the overall gross domestic capital formation and gross 

domestic savings. It is important to note that the latter is the close proximate of the size of gross 

investment though in adjusting minor discrepancies there is some point of departure on their 

estimation on methodological count [Rakshit, 1983]. How the expenditure components of GDP 

are disposed of between public investment and private investment, their scatter diagram are 

plotted below in figure 3.14.   
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Figure 3.14: Scatter Plot of Private Investment on Government Investment 
Source: Source: CSO, National Accounts Statistics, Economic Survey, various issues EPWRF [2004]      

 

These figures have been quite interesting as showing how aggregate savings mirrors 

into gross domestic capital formation over the period which guides another way to look at how 
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any variations in public investment mirrored by variations in private investment whether 

competitive or complementary in nature implying instability episodes in the Indian economy. 

The dotted lines indicate that their mutual trend is positive. However, it is hard to find any clear 

evidence of the adverse impact of instability on savings and investment from this graphical 

section and thus it requires rigorous econometric investigation with causal analysis that is 

carried out in the later part to predict the aggregate and sectoral savings and investment 

behavior to link the zone of implied instability sub-periods.  

However,  on examining and comparing the historical movements in gross domestic 

savings and gross domestic capital formation (adjusted), it clearly shows that the latter has 

moved almost proportionately with the former as clearly discerned from scatter disgram  a 

strong upward trend. The gap between the two series is ever widening and they seem to have 

crossed each other at the late 1970s and contained in early 2000s. These patterns may translate 

into non-linear relationships, or upward drifts in  current account deficits, which can clearly be 

discerned from scatter diagrams of the above figures. The scatter plot of public sector 

investment and private sector investment is drawn for each year of the sample period and the 

results are plotted on a logarithmic scale in the figure 3.14, where every scatter point indicates 

their combination and the dark line indicates the fitted trend line.  
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Figure 3.15: Scatter Plot of Gross Domestic Capital Formation – GDP Ratio on Gross Domestic Savings-GDP Ratio  

Source: Table 1.2, CSO, National Accounts Statistics, Economic Survey, various issues 

 

The above Figure 3.15 shows that the changes in savings rates are reflected in investment 

levels. The scatter points of the resultant scatter plot indicate upward fitted trend line. However, 

the below Figure 3.16 shows the changes in the savings rates are reflected inversely in the 

external balance. 
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Figure 3.16: Scatter Plot of Current Account Deficit – GDP Ratio on Gross Domestic Savings – GDP Ratio   

Source: Table1.2 & Table 3.2, CSO, National Accounts Statistics, Economic Survey, various issues 
 

 

In
v

e
s

tm
e

n
t 

o
f 

th
e

 P
ri

v
a

te
S

e
c

to
r

Savings of the Private Sector    

6

8

10

12

14

6 8 10 12 14

 
Figure 3.17: Scatter Plot of Investment of the Private Sector on Private Sector Savings 

Source:  CSO, National Accounts Statistics, Economic Survey, various issues 

 

In the above Figure 3.17, there is also a upward sloping scattered diagram. 

The relationship between public and private investment across decades in India has been very 

complex due to problems of exploring accurately the underlying demand –side and supply-side 

potential relations.  This sub-section has no satisfactory explanation of the offsetting changes in 

public and private investment as it does not take into account the lag impact. It fails to show 
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accurately the short-term swings in sectoral investment to show longer-run relationship with 

public investment. The later part would attempt to make a long-term assessment bringing the 

role of private investment into the picture of instability episodes. However, to ascertain the 

validity as to whether identical or varied savings rate have been translated to increase in 

external savings offsetting public sector dis-savings to slate instability episodes during the 

1960s and 1990s in the Indian economy would be examined in detail in the later part of this 

research. 

 

EXTERNAL SECTOR DIMENSION 

This dimension involves a variety of important issues relating to foreign exchange constraints, 

exports and imports, trade and capital flows, effects of foreign capital inflows, and stabilization 

aspects. With greater globalisation of the Indian economy, tracking the external sector has 

become useful. A key driver of this sector is the level of exports. Since exports growth affects 

fluctuations in the growth of overall economic activity, it is essential to understand fluctuations 

in exports. The measures such as growth rates of real exports, the price of exports, and the 

value of exports are worth noting. It would be quite interesting to distinguish the features of the 

post liberalization phase compared to its earlier phases by understanding how the shares of 

exports surged as an outcome of external real sector liberalization, especially the active policy 

of real exchange rate depreciation, reflecting whether the success of India’s external sector 

policies to understand how prudent approach to external debt, in particular to factor in the 

problem of a surge in foreign capital inflows. However, imports (coefficient of variation is 

1.22) have been more volatile than exports (coefficient of variation is 0.95) and exports have 

been more than that of real GDP (coefficient of variation is 0.64). An important question of 

import affordability thereby arises. Exports essentially help to pay for strategic imports, but 

often exports fall short of imports and the international capital flows – this dimension of 

openness assumes special significance in the overall macroeconomic growth and development 

process. Foreign capital flows impact the growth process in diverse ways. This capital helps not 

only to make able bought capital goods from abroad but also help to cover trade deficits 

(import surplus) in important ways. 
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Figure 3.18:  Scatter Plot of Imports on Exports 
Source: CSO, National Accounts Statistics, Economic Survey, various issues EPWRF [2004] 

The above Figure 3.18 portrays the scatter plot of import values at export values and is self 

expository. 

 

CONCLUSION 

The scatter diagrams as plotted from Figures 3.12 to 3.18 are purely based on cross section data 

as they are calculated for a point of time. Thus they lack dynamic or temporal element. 

However, it is important to see the economic relationships in the dynamic context. This is 

because Indian macroeconomic policies target inflation and growth rates over time as policy 

pursuits.  

There are several reasons why comparative perspective of instability in the 1960s and 

1990s is of special interest. This has been a very appropriate case study of the subject at hand 

for the following reasons. First, the subject owes much to the dynamics of information requires 

consideration for macroeconomic development and therefore, stabilization and policy analysis, 

understanding the structural shifts and changes in policy regimes occurred going into history, as 

India has undergone significant policy transitions relating to key policy variables relevant for 

the analysis, providing an appropriate framework for a historical analysis of the subject.  

Second, this subject incorporates information by way of data, reflects changes in the perception 

of contemporary economic issues, and reflects, as far as possible, new developments in theory 

and in quantitative methodology.  Third, the statistical time-series and data, while not entirely 

satisfactory, are more extensive and better than earlier as is considered relatively good by 
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developing country standards, and data are available on a comparable basis for a period of time, 

which is adequate for systematic econometric investigation. Finally, India’s macroeconomic 

performance and the role of macroeconomic policies in growth acceleration have figured 

prominently in the policy debate in India in the post-independence period and, in particular, 

following the structural adjustment reforms initiated in 1991. However, there is no hard 

empirical evidence to inform these twin-recessionary episodes in the 1960s and 1990s. 

There has been a major shift in the Indian economic system towards a market friendly 

orientation from over-centralised planning and overt-protectionism. Indian economy has 

undergone significant macroeconomic adjustment policy transitions relating to fiscal, monetary, 

external, real and financial sector in the post independence period in general, and between the 

pre and post liberalisation phases, in particular. Structural changes in the Indian economy 

brought about by reforms particularly following the market oriented structural adjustment 

reforms initiated in 1991. On this count, it is essential to understand whether the current 

stabilisation policy that has been initiated in India resulted in the resumption of growth without 

translating itself into economic instability.  Was a similar crisis of 1991 echoed earlier in Indian 

macro-economic history ever? It provides a basis to study a comparative picture of Indian 

macroeconomic performances.  Quite naturally, references to actual policies would be made 

illustrating specific points on various macroeconomic issues relating to instability linkages.  

The empirical patterns and trends recognition in this chapter are heuristic and should 

only be treated as first approximations.  The proper understanding and evaluation of the 

instability issues require more rigorous macroeconomic analysis.  Although this chapter has 

been on the analytics of the subject, it has tried to glean information and attempts to present the 

analytical results in such a way in capable of doing extension of empirical work in the rest of 

this research. However, this chapter paves the way for more rigorous extensive analysis to 

understand the relationships between instability and candidate macroeconomic aggregates as is 

carried out detailed investigations in the later part of this research in presenting a comparative 

perspective of instability episodes in the 1960s and 1990s along with interim growth phases in 

the Indian economy over the studied sample period. In the process of specification search, the 

econometric methodology with a view to minimizing the risk of uncovering spurious relations 

in the regression analysis used to examine the key economic relationships consistent with 

economic theory that restricts the dynamics of the process as little as possible to obtain short-



 100 

run and long-run nature of explanatory variables and their direction of causation, which are 

interpretable in terms of disequilibrium (dynamic) and final equilibrium (static) to shed light on 

the role of policies in determining the nature of the link between growth and stability. The rest 

of the research would focus the analytical significance of disturbing and adjustment aspects of 

growth behavior, price behavior, fiscal and monetary policies, external sector, the planning 

perspectives,  inter-sectoral linkages, investment, savings, consumption, public sector capital 

formation, trade flows and balance of payments that have had policy concerns. 

Macroeconomic policy is obviously a major determinant of the real growth of an 

economy as it causes changes in the intensity of uses of resources and the efficiency within 

which they are used in the short to medium run to long-run. To understand how important 

investment in explaining growth process is, the next chapter would concentrate on historical 

evolution of the Indian varying macroeconomic policy regimes particularly to understand the 

general conditions governing the size of long-run sustainable public sector deficits such as 

India’s public sector and current account deficits, and associated increases in domestic and 

foreign aid.  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 

 



 101 

REFERENCES 

1. Ahluwalia, I. J. (1999): The Contribution of  Planning to Indian Industrialisation,  in  Byres, J. (ed) 
(1999): The State, Development Planning and Liberalisation in India, OUP, New Delhi.  

2. Banerjee, B.M. et al. (1944): People’s Plan for Economic Development of India, Bombay: Indian 
Federation of Labour 

3. Byres, T.J.(ed.) (1999): The State, Development Planning and Liberalisation in India, Oxford 
University Press, New Delhi  

4. Desai, A. V. (2003): Fifty Years of India: A Journey in Time, Economic and Political Weekly,  
vol.38, no. 42, October 18-24  

5. Dhar, P.N. (ed.) (2003): The Evolution of Economic Policy in India, Oxford University Press, New 
Delhi 

6. Donde, K and M Saggar (1999): ‘Potential Output and Output Gap: A Review’, Reserve Bank of 

India Occasional Papers, Winter 

7. Dutt, R.C. (1906): An Economic History of India, Routledge and Kegan Paul, London 

8. Joshi, V. and I.M.D.Little (Ed.) (1998): India: Macroeconomics and Political Economy, 1964-91, 
Oxford University Press, Delhi  

9. Krueger, A.O. (ed.) (2006): Economic Policy Reforms and the Indian Economy, Oxford University 
Press   

10. Mckinnon, R I (1973): Money and Capital in Economic Development, Brooking Institution, 
Washington D.C. 

11. Naoroji, D. (1906): Poverty and UnBritish Rule in India, Natesan, Madras 

12. Nehru, J. (1946): The Discovery of India, New York, The John Day Company  

13. Planning Commission (1951): The First Five Year Plan, New Delhi: Government Printing Office  

14. Planning Commission (1999): Ninth Five Year Plan, Planning Commission, New Delhi 

15. Rakshit, M. (1983): ‘On Assessment and Interpretation of Savings-Investment Estimates in India’, 
Economic and Political Weekly, Annual Number, May 

16. Shaw, E S (1973): Financial Deepening in Economic Development, Oxford University Press, New 
York  

17. Srinivasan, T. N. (2005): Eight Lectures on India’s Economic Reforms, Oxford University Press, 
New Delhi  

18. Sundaram, K (1972): Political Response to the 1966 Devaluation , Economic and Political Weekly,  
vol.2, no. 37, 9 September  

19. Thakurdas, P. et al. (1944): A Plan of Economic Development of India, London 

20. Visveswaraya, S.M.( 1934): Planned Economy for India, Bangalore Press 

 
 


