
Chapter - III 

NEW ECONOMIC POLICY AND TRADE LIBERALISATION 

3.1 INTRODUCTION 

Especially since 1980s economic reforms throughout the 

world became a common affair. This chapter of this dissertation 

describes in brief a global perspective of economic reforms, a short 

description of economic reforms of India with an elaborate 

description of its trade liberalisation. 

3.2 : ECONOMIC REFORMS - A GLOBAL PERSPECTIVE. 

Since the decade of late eighties and early nineties of the last 

'century the entire world economy has been experiencing a dramatic 

change. Economic reforms took place in most of countries in world 

including entire Eastem Europe and developing countries including 

India to Vietnam and from Peru to Morocco and even Cuba. These. 

countries are gradually rejecting old economic philosophies and are 

launching various reforms of their political and economic system. 
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Accordingly, there has been a considerable change in the nature of 

market institution, social relation of production, financial structure, 

industrial organisation and structures. 

Economic reform promises more rapid and more sustained 

economic growth. Due to these reasons various countries of the 

world adopted economic reforms. The countries like Mexico, Chili, 

Spain and Greece have seriously carried out far-reaching reforms 

and ultimately obtain the benefit of such reforms. In the initial 

stage, these countries faced the problem of unemploy'rnent and 

higher prices, but all these were dissolved with the rising flow of 

foreign help along with its contribution to long run gains. The term 

'economic reform' indicates necessary structural adjustment to 

external events. Such adjustment requires firstly reduction of 

expenditure of the country parallel to its income and reducing fiscal 

deficit considerably. Secondly, to make the economy more efficient 

and flexible and for using both domestic and foreign resources in a 

most appropriate ma,nner such adjustment requires market 

oriented structural change. 

Studies made by World Bank reveal three points. 

a) Foreign assistance either specific project based or for meeting 

overall balance of payment (BOP) crisis is more effective hi 

realising its goal where reforms is under way. 

b) Effectiveness of economic reforms depends largely on the 

response of investment and institution towards structural 

adjustments. 
I 

c) The success of economic reforms depends on country's 
.. 

involvement in reform programmes where board consensus 

must be attained on the need of such reforms or structural 

change. 
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3.3 ECONOMIC REFORMS IN INDIA 

The increasing globalisation of economic process (first phase) 

has changed the economic structure of India with the change in the 

nature of markets and institutions, industrial organisation and 

structure and social relation of production in various countries of 

the world. 

The first phase of economic reform in India had its origin in 

1985 when Rajib Gandhi was the Prime Minister. The new economic 

policy was declared by Mr. Gandhi where emphasis was given on 

improvement in productivity, absorption of modem technology and 

fuller utilisation of capacity and finally a greater role for the private 

sector. 

This New Policy introduced various changes to provide greater 

scope to private sector regarding industrial licensing, technology 

up-gradation, elimination of controls and restriction, foreign equity 

capital, fiscal and administrative regulation and export - import 

policy. In order to get the rapid growth of the economy and pave 

way for modemisation of the economy, these policy changes were 

creating a favorable climate for getting big bqost in private sector 

investment. According to Prof. K.N. Raj ((There has been, however, ci 

general agreement that a very distinctive feature of these policy 

changes taken as a whole is the greater scope for unfettered 

expansion they offer to private sector, particularly in the corporate 

segment of manufacturing industry and the opportunities opened up 

to multinational enterprises" (K.N. Raj, 1985.) 

The new economic policy stressed on removing unnecessary 

restrictions on licensing policy and in denying industrial licensing 

to monopoly restricted trade practices (MRTP) companies. In this 

connection, the. govemment introduced various measures in the 

following manner. 
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1. Cement: Cement was totally decontrolled and a number of 

private sector units were issued additional licensed 

capacities. 

2. Sugar: The share of free sale of sugar in open market was 

enlarged. 

3. Asset Limit: The ceiling of the asset limit of big business 

houses was enhanced from Rs. 20 crore of Rs. 100 crore. 

4. Broad-Banding: The scheme of board-banding of licenses was 

introduced to bring variety in the production of two wheelers 

which was later extended to other categories of industries like 

four-wheelers, chemicals, petro-chemicals, pharmaceuticals, 

type writer etc. 

5. Drug: 94 drugs were completely de-licensed and 27 industries 

were placed outside the purview of MRTP Act. 

6. Textile: Introduction of new Textile Policy, 1985 practically 

abolished the distinction between mill, powerloom and 

handloom sectors. 

7. Electronic: Electronics industry was liberalised from MRTP 

Act. The entry of FERA Companies in these areas was also 

liberalised. 

8. Foreign Trade: Export-Import Policy, 1985 was announced in 

order to pore the way for easier and quicker access to 

imports, strengthening export production base and for 

facilitating technological up-gradation. 

9. Long Term Fiscal Policy (LTFP): LTFP 1985 was announced 

for the successful implementation of the seventh plan. 

Economic Reform (second phase): The First phase of 

economic reforms has failed to yield the expected result. During the 

seventh plan (1985-1990), the deficit in the balance of trade 

account gradually increased and average deficit in balance of trade 

between sixth plan to seventh plan .was increased from Rs. 5,935 
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crore. There also declined the receipts on invisible account. As a 

result, the country faced serious balance of payment crisis. To 

overcome this situation the government approached the World 

Bank and the Intemational Monitory Fund (IMF) to increase loan to 

the tune of about $ 7 billion. IMF finally decided to advance this 

loan and insisted the govemment that India should put again the 

economy on right track. Accordingly, the then Finance Mi~ister, Dr. 

Manmohon Singh made a commitment in his letter dated Aug' 27, 

1991 to the IMF Managing Director Michael Camdessus that in 

order to bring about structural readjustment of the economy the 

Government of India set certain macro-economic target and initiate 

certain policy measures. 

The second phase of economic reform was adopted in 1991-

92 by the Prime Minister P.V. Narshimha Rao as a reform of 

intemal and extemal confidence. Under this economic reform 

monetary policy was tightened by rising interest rates, the exchange 

rate of rupee was adjusted by 22 percent, simplification and 

liberalisation of trade policy, reduction of fiscal deficit. ((The thrust 

will be to increase the efficiency and international competitiveness of 

industrial production, to utilise foreign investment and technology to 

a much greater degree than in the past to improve the performance 

and nationalise the scope of the public sector and to reform and 

modernise the financial sector so that it can more efficiently serve the 

needs ofthe economy" (Finance Minister 1991). 

Macro - Economic Objectives: The main macro-economic 

objectives of economic reforms (second phase) are (a) attaining 

economic growth at the rate of 3 to 3.5 percent in 1991-92 and at 4 

percent in 1992-93, (b) reducing the annual rate of inflation by 9 

percent in 1991-1992 followed by 6 percent in 1992-1993, (c) 

relieving the critical balance of payment situation and rebuilding 

79 



foreign exchange reserve to $2.2 billion in 1991-92, (d) reducing 

current account deficit in the budget from 2.5 percent of GDP in 

1990 - 91 to 2.0 percent by 1992 - 1993. 

Policy Measure of Second Phase of Economic Reforms: 

The major areas of the second phase of economic reforms in 

India are as follows: 

1. Fiscal Policy Reform: Our medium term objective is to 

progressively reduce overall public sector deficit from an 

estimated 12.5 percent of GDP to about 7 percent of GDP in 

the mid-1990s. In line with these objectives, the Union 

Govemment deficit would brought down from 9 percent of 

GDP in 1990·-91 to 6.5 percent in 1991 - 92 to 5 percent in 

1992- 93 and 5.1 percent in 2000-2001. In order to achieve 

this target the govemment intends strictly to control public 

expenditure and took initiative to increase both tax and 

non-tax revenue. The other measures include imposition of 

fiscal discipline on the Central Govemi:nent and the State 

Govemment, reduction of subsidies, developing a more 

efficient expenditure system. 

2. Monetary Policy Reform: For improved balance of payment 

position and for reducing inflationary pressure the 

government pursued a restrictive monetary policy. The 

targeted board money (M) growth was 13 percent in 1991 -

1992, which was consistent with inflation and output 

targets. The targeted reserve money has risen by 5.5 percent 

due to the impact of new incremental cash reserve 

requirement. A further slow-down in the growth of board 

. and reserve money will be sought in 1992-93. (11 to 12 

percent). 
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3. Price Policy Reform: In order to reduce budgetary 

subsidies and promote a more flexible price structure, the 

government increased a number of administrated price of 

various commodities including the inputs (petroleum 

product and fertilizers), for saving (such as railway fares, 

bus transport) and for agricultural commodities (such as 

sugar) and gave greater freedom to public enterprises to set 

prices according to market prices. 

4. External Policy Reform: In order to reduce the current 

account deficit in balance of payment to 2.1 percent of GDP 

in 1991-92 and then to 2 percent of GDP in 1992-93 the 

govemment introduced stabilisation compression. 

5. Industrial Policy Reform: in addition to earlier reforms 

industrial policy reform were also introduced in 1993 - 94. 

The various measures of industrial policy reforms may be 

summarised below: 

(i) With effect from March 26, 1993, 13 industries, 

earlier reserved for the public sector, have been 

opened for the private sector. As a result, the number 

of industries reserved forth~ public sector is reduced 

to 6, namely, defense products, atomic energy, coal 

and lignite, mineral oils, railway, transport, minerals 

specified in the schedule to the Atomic Energy Order 

1953. 

(ii) "Motor Car'' and "White Goods" industries were de-
-

licensed with effect from April 28, 1993. Raw hides 

and Skins, leather and patent leather, excluding 

chamois leather, also stand de-licensed. Hence the 

number of items in respect of which industrial 

licensing is compulsory has been reduced to 15. 
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(iii) The manufacture of readymade garment and items 

reserved for exclusive manufacture by ancillary or 

small ·scale industrial undertakings is now open to 

large scale industries through notification dated July 

29, 1993, subject to an export obligation of 50 percent 

and investment is fixed assets in plant and machinery 

of the large unit not exceeding Rs. 3 crore. 

(iv) In June 1993, the Development Commissioners for 

Export Promotion Zones (EPZs) were delegated some 

specific powers for 100 percent Export Oriented Units 

(EOUs) and EPZs. These powers earlier rested with 

the Zonal Authorities under the Ministry of 

Commerce. This will bring down the levels at which 

clearances are required. 

(v) Excise duties. on capital goods were rationalised and 

import duties were reduced further to lower capital 

costs and stimulate investment. 

(vi) To enhance the level of foreign investment in Indian 

stocks, a concessional tax rate of 30 percent on short

term capital gains for foreign institutional investors 

was introduced. 

(vii) A five-year tax holiday was introduced for new 

industries in industrial backward States and Union 

Territories and for power generation anywhere in 

India. 

(viii) Export credit refinance limits were augmented. Now 

refinance credit of 90 percent is available in U.S. 

dollars. 

(ix) The compulsory consortium lending limit was 

increased from Rs. 5 crore to 50 crore. Greater 

flexibility to corporate investors would be given to 
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choose their bank and take advantage of increased 

competition. 

(x) For the commercial bank to make available credit 

cash reserve ratio (C&R) and statutory liquid ratio 

(SLR) were reduced to 14 percent and 34.75 percent 

respectively. 

(xi) Minimum lending rate of the highest credit slab was 

decreased to 15 percent. 

(xii) Sick ind~strial companies (Special Provision) Act, 

1985 (SICA) amended in December 1993 to facilitate 

early detection of sickness in companies and speedy 

enforcement of remedial measures. 

(xiii) Elimination of the system of pre-entry security of 

investment decision of the MRTP companies and 

controlling only "unfair or restricted business 

practices". 

(xiv) Liberalisation of location policy. 

6. Foreign Investment Policy Reform: The new industrial 

policy, 1991 made provision of increased flow of foreign 

investment in connection with technology transfer, 

marketing expertise and introduction of modem managerial 

techniques. Accordingly, the new policy gives automatic 

permission for foreign direct investment up to 51 ·percent 

foreign equity to 34 priority industries in Annexure III. 

Automatic permission will be provided in high priority 

industry for royalty payment up to 5 percent on domestic 

sales, 8 percent on export sales or a maximum payment of 

Rs. 1 crore in respect of foreign technology agreements. In 

order to promote exports of Indian commodities in foreign 

markets, foreign trading companies are also allowed to 
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increase their foreign equity holding up to 51 percent for 

export activities. 

7. Public Sector Policy Reform: Considering the huge 

amount of losses incurred by a large number of public 

sector enterprises, the govemment has taken various policy 

measures of making necessary reforms of public sector. 

These measures include: (a) reservation of list of industries 

under public sector reduced to 8 as against 17 industries 

reserved earlier, (b) review of these public investments be 

made in order to avoid those areas where social 

considerations are not so paramount and where private 

sector investment would be more efficient, (c) enterprises 

earning higher profit and judged appropriate, will be 

provided with much higher degree of management 

autonomy through the system of Memorandum of 

Understanding (MOUl, (d) progressive reduction of 

budgetary support of public enterprises, (e) to increase 

market discipline private sector participation was invited 

and the . competitive capacity of these public sector 

enterprises through disinvestments of part of equity of 

selected enterprises was also invited, (f) referring the 

chronically sick public enterprises to the Board for 

Industrial and Financial Reconstruction for its 

rehabilitation, reconstruction or rationalisation. 

Game plan for Public Sector Reform 1994 - 1995: On 

February 8, 1994, the government announced a game plan 

for the public sector reform in 1994-95 for improving 

dynamic efficiency and quality check of the performance 

and also to give more weight (50 percent) for profit and 

profit related criteria in the MOU which improve the 

financial performance of the public sector. Originally when 
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8. 

in 1988 MOU was introduced no w~ight was given to profit, 

In 1993-94 it subsequently raised to 35 percent and it 

stepped up to 50 percent for 1994-95.The government had 

already evolved a six year action plan to restructure public 

sector undertaking and the idea is to have 100 percent 

weight for profit at the end of six years to make the public 

enterprises fully runs on commercial lines. 

Trade Policy Reform: In the context of promoting 

intemational integration of our country and also of 

glo balisation, phasing out root of excessive and 

indiscriminate protection given to domestic industry 

becomes necessary. As a result, a vibrant export sector has 

developed and created a regime of price base system. The 

main objective is to eliminate progressively the system of 

licenses and quantitative restrictions, particularly for raw 

materials and capital goods so that these items can be 

placed easily on open general license. The provision was 

made by the new policy for reduction of the scope of public 

sector monopoly sharply for most export items and also a 

good number of import items in this context. 

9. Social Policy Reform: To meet the objective of poverty 

alleviation as a part of our adjustment process, the 

government has allocated a higher amount of outlays on 

elementary education, rural drinking water supply, 

assistance to small and marginal farmers, programs for the 

welfare of schedule caste and schedule tribe and other 

weaker sections of the society, programs for women and 

children and also on infrastructure and employment 

generation programme. The 1995-96 budgets had 

introduced a National Social Assistance Scheme in the form 

of housing assistance, old age pension, matemity benefit, 
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group insurance scheme act for the people living below the 

poverty line as a part of this program. 

3.4 TRADE LIBERALISATION IN INDIA : 

·In India, the effective reforms have started as a result a 

macro economic crisis raised in 1991 (Joshi and Little, 1996). The 

objective of the reform was to bring macro-economic stability and to 

solve the problem of balance of payment, inflation and 

indebtedness. One of the most import components of the reforms 

was trade liberalisation. Still now India has continued with reforms. 

The Government of India has introduced a series of reforms 

in trade sector since July 1991 to integrate the Indian economy 

with the rest of the world. Among these measures, the important 

are liberalisation of import regime, substantial reduction in 

customs tariff rates, devaluation of rupee in July 1991, introduction 

of the convertibility of the rupee in trade account etc. 

In its report India: Strategy for Trade Reforms released in 

1990, the World Bank (1990) had advocated re-designing of import 

policy so that there is only one restricted lists and imports· of all 

items not explicitly on the restricted list are allowed, decreasing the 
~ 

import tariffs on all goods and freer entry to capital goods, 

intermediate goods or raw materials and consumer goods in to 

Indian economy. As a result of these proposals the 1992-97 export -

import policy allowed the free import of all items, which include 

capital goods, except a restrictive list. On August 13, 1991, the 

supplementary trade policy announced which decanalised the 

import of 20 items. Not only this, the import duties on a wide range 

of commodities were drastically cut down. This was followed by 

substantial reduction of import duties in 1993-94 budgets. Duties 

on a host of other commodities were also decreased. Except for few 

items which include passengers luggage and alcoholic beverage, the 
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maximum rate of duty on all goods was reduced from 110 percent 

to 85 percent, the maximum rate of duty reduced from 85 percent 

to 65 percent in the 1994-95 budgets. In 1995-96 budgets this was 

brought down to 50 percent and in 1997-98 budgets to further to 

40 percent. The peak rate of custom duty further reduced to 35 

percent in 2000-01. Substantial import duty cuts have been 

announced for machine tools, steel, ores and concentrates, leather 

industry, electronics and· telecommunication sectors and host of 

other industrial sector. 

Besides the reduction of Import duties, being a member of 

World Trade Organisation (WTO) India had also committed itself to 

the phasing out of quantitative restriction (QR) over a six-year 

period beginning from 1997. By April 1, 2001, the quantitative 

restrictions are to be totally removed. But in March 1999, the 

Patents (Amendment) Act. 1999 was passed as a part of the 

Agreement on Trade Related Intellectual Property Rights (TRIPs) to 

provide for Exclusive Marketing Rights (EMRs). 

In September 1975 the fixed exchange rates system was 

abandoned by India and since then the managed exchange ratio 

float system was started. Under the new system the rupee was not 

expected to appreciate against other currencies, which causes a 

decline in the competitiveness of the Indian exports in international 

markets. India's inflation rate is higher than the developed 

countries, as a result, the real effective exchange rate of rupee did 

not fall as much as the nominal effective rate of rupee. Hence, to 

restore India's intemational competitiveness, the govemment of 

India formally devalued the rupee in July 1991 by around 22 

percent. This was followed by a liberalisation of the foreign trade 

regime through dismantling of same physical control. The import 

procedures were simplified along with a significant number of items 

was shifted outside the purview of import licensing. Exporters with 
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30 percent to 40 percent of their export earnings were given 

entitlement in the form of exim scripts against which even restricted 

items could be imported. Later this system was replaced by the dual 

exchange rate system under the liberalised exchange rate system. 

Partial convertibility of rupee on trade account was introduced in 

1993-94 budgets and then dual exchange rate system was 

converted to a unified exchange rate system. In August 1994 full 

convertibility of the rupee for entire current account transaction 

along with some relaxation of exchange control was introduced. 

The 1991-92 budgets had reduced the import duty rate 

from more than 300 percent as a first step towards a gradual 

, reduction in the tariff. Further subsequent budgets carried the 

process of lowering the customs tariff rate. The peak import duty 

rate was reduced from 65 percent to 50 percent in the 1995 - 96 

budgets and was further reduced to 40 percent 1997-98 budgets. 

Even before 1991 the government had undertaken several 

measures to promote exports but the coverage of imports by export 

earning was quite low. This coverage ratio was only 66.2 percent in 

1990-91, which led to trade deficit. The coverage ratio of imports to 

exports improved by 76.5 percent of the value of imports from 

1991-92 to 1996-97. Various export promotion measures had 

undertaken by the govemment as a major component of structural 

reform under the export-import policy 1992-97 apart from the 

system of exim scripts and liberalised exchange rate. The measures 

introduced by the Govemment of India are establishment of export 

oriented units for promoting exports from the agricultural and allied 

sectors, simplification of export promotion capital goods scheme, 

introduction of export promotion capital goods scheme for the 

services sector, adoption of a more rational and convenient criterion 

for recognition of export houses I trading houses I star trading 

houses broadening of areas of activity in Export Processing Zones, 
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duty free import of exports under the advance licensing scheme and 

creation of an exporters grievance cell in the Ministry of Commerce 

to facilitate action on problems being faced by exporters. Some 

more measures have been introduced under the Exim Policy (1997-

2002) to accelerate the country's transition to a globally - oriented 

economy to stimulate growth by providing access to capital goods, 

intermediate and inputs, to improve the technological strength of 

the economy and to improve the global competitiveness of the 

Indian exports. 

As a part of package of external sector reform capital flows 

has also been liberalised by the government in the form of foreign 

direct investment (FDI). The important measures are (i) automatic 

approval of foreign equity participation up to 51 percent in 48 

industries. (ii) approval of foreign equity participation up to 51 

percent in service areas, (iii) de-linking technology transfer from 

equity investment to impart flexibility, (iv) automatic clearance for 

import of capital goods in cases where foreign exchange flows 

through foreign equity, (v) amending the Foreign Exchange and 

Regulation Act. (FERA) to place FERA companies on par with Indian 

companies for all operation purposes, FERA has been now replaced 

by Foreign Exchange Management Act. (FEMA). Foreign companies 

now have the permission to use their trademarks, accept 

appointment as technical or management adviser, borrow and 

accept deposit from the public. These liberalisation measures of 

foreign investment have exposed the industrial activity to extensive 

control to Multinational Corporations (MNCs). 
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