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This chapter analyzes the impacts on price incentives in India’s agricultural sector
that have resulted from government price, trade, and exchange rate policies. Previ-
ous studies have established that, from the 19705 to 1995, the incentive system
strongly favored manufacturing and services over the principal agricultural crops,
although the extent of the antiagricultural bias had diminjshed considerably by the
mid-1990s (Pursell 1999).! Our study updates these earlier estimates to 2005 and
incorporates estimates for agriculture going back to 1965. In addition, we extend
the previous work by considering policies affecting the incentives for the produc-

tion of fresh fruits and vegetables and for dairying, which account for large shares

of the rural economy as measured by the respective contributions to gross domes-

tic product (GDP). We also briefly discuss policies affecting food processing,

The chapter is organized as foliows. In the next section, we provide overviews
of economic growth and structural change in the Indian economy and the evolu-
tion of trade policies since independence, including the effects of current govern-
ment policies on agricultural trade with the country’s neighbors in South Asia. in
the subsequent section, we discuss the exchange rate and its interaction with trade
policies, especially during the massive rupee devaluation of 1985-93. We then
¢ on nominal rates of assistance {NRAs) in yarjous agri-
including subsidies for electricity and fertilizer inputs. We also
ions in the incentives for farmers relative to th

cultural subsectors,

estimate the distort e incentives for
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producers of nonagricultural tradables. We use this evidence to show that the ini-
tial, notable antiagricultural bias of government policies gradually gave way to a
slight bias in favor of agriculture. Finally, we discuss the political economy forces
that are likely to influence the direction of government policies, including the
possibility that a strong proagricultural bias may emerge as has occurred in more-
advanced, densely populated economies in East Asia and elsewhere.

Economic Growth and Structural Change

Agriculture accounted for slightly more than 50 percent of GDP in 1950, but its
share is now less than 20 percent.” Most of this declirie occurred in crop agricul-
ture. In contrast, the livestock subsector (mainly dairying) grew more rapidly than
the rest of the economy. The GDP share of this subsector rose from 2 percent in
the early 1980s to 4.4 percent in 2005. Forestry was important after independence,
but, in 2003, it provided only around 1 percent of GDP, as did fishing, despite
fairly speedy growth over a long period, mainly impelled by fish farm develop-
ment. Meanwhile, mining’s contribution grew from less than 1 percent in the
1950s to 2.8 percent in 2005. The steep decline in agriculture’s contribution to the
economy since independence has been generated principally by the more rapid
growth in the services sector, from barely 30 percent of GDP in 1950 to 63 percent
in 2003. The growth of the services sector has been especially brisk since the early
1990s, and it accelerated during the late 1990s and early years of the next decade
because of swift advances in information technology and export outsourcing. The
share of manufacturing in the economy also increased, but not nearly as quickly as
it did in many other developing countries. The share of manufacturing in GDP in
2005 was 16 percent (much lower than in East Asian economies). This compares
with 10 percent in 1950, shortly after independence (table 10.1).

The contribution of the rural sector to GDP has declined by almost 70 percent
since independence. However, the sector still accounted for around 60 percent of
national employment in 2003, and this share had been declining only slowly since
the early 1990s (partly because of slow growth in manufacturing employment).

" International trade in agricultural products has always been tiny relative to the
size of the agricultural sector. In 2005, agricultural imports were equivalent to
only 0.8 percent of the value of agricultural production (or 2.1 percent if edible oil
imports are included), while export§ were 6.4 percent of production. Even during
earlier periods, when agriculture represented a major share of total trade (for
examnple, 27 and 44 percent of total imports and exports, respectively, in 1960),
imports and exports still only accounted for a little more than 3 percent of agri-
cultural production (table 10.2). '
The most important primary agricultural import initially was wheat, followed
by cotton and powdered milk. Beginning around the mid-1970s, the need for

, 1950-2005
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these and other agricultural jm

ports were eliminated because of growing domes-
tic production, and, since then, the

y have accounted for only a small share of total
imports even when they were imported during poor crop seasons, for example, in
wheat and sugar.
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The largest consistent imports of processed food have involved edible oils,
Imports of these products expanded rapidly during the 1970s and early 1980s,
triggering a major government program to replace the im
production, For a while, edible oil im
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51.9
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ports through domestic
ports declined, but, despite high tariffs (an
80 percent tariff on palm oil in 2006, for instance), import growth resumed in the
1990s, and, by 2005, imports accounted for about 40 percent of the domestic con-
sumption of these products.

During the 1950s and 1960s,
than half of the country’s total

1.9
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0.2
6.3

0.8
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agricultural products represented slightly less

merchandise exports, but the share has steadily
declined since then and is now around 10 percent. A di

verse range of agricultural
products are regularly exported, including fish and fish preparations, oil cakes,
cashew kernels, tea, coffee, tobacco, spices, fruits, vegetables, pulses, basmati rice,
and, periodically, large quantities of sugar and co

mmon rice (more than 4 million
tons of rice in 2004/05, for example). Except

for cashew kernels, the share of
exports in the total domestic production of these individual products is small.

Since the late 1980s, manufactured exports have usually accounted for 70-80
percent of total merchandise exports, compared with 40-50 percent in the 1950s
and 1960s. Manufactured exports have also increased in relation to total manufac-
turing production, especially since the late 1980, growing about twice as quickly,

at 20-30 percent a year, in 2000-05, However, relative to many other developing
countries, these exports still constitute a small share of manufacturing sector out-
put (around 15 percent in 2005).

Service sector exports have also been growing rapidly in recent years, at about
25 percent annually. In 2004, net invisible exports represented 4.9 percent of GDP,
compared with the negative net balances bef; 1990. The most dynamic compo-

ore
nents of this trade are software exports, other exports related to information tech-
nology, and the outsourcing of services,

The share of food exp
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and forest products -

on

enditure in household budgets is high in India, amount-
ing to 54 percent and 42 percent of total per capita consumption expendityre in

rural and urban areas, respectively. The shares of food in the budgets of the poor-
est 10 percent of households is even higher, averaging 62 percent in rural areas
and 58 percent in urban areas in 2003. Because of these high shares of food in
household budgets (the shares have been declining only slowly), it is not surpris-
3 ing that food prices and food availability are regular news items in the local and
L national bress and other media, and that food prices, especially sudden increases
Such as in 2008, are highly sensitive politically. One of the most prominent
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objectives of the independence movement in India was to establish institutions
and policies that would permanently eliminate catastrophic famines, such as those
that occurred during the colonial period, and that would also ensure that basic
food items would be available to the entire population at affordable prices.

To achieve these food policy goals, the government has intervened in food grain
markets since the late 1940s, In 1958, it established the current public distribution
system, which sells basic foods at subsidized prices through fair price shops. (There
are currently about 460,000 of these shops.} For most of its history, the system has
distributed wheat, rice, sugar, and edible oils on the basis of ration cards that enti-
tle the bearers to specified quantities of food items at announced low prices. In
June 1997, the system was changed by distinguishing, according to fixed criteria,
between below-poverty-line and above-poverty-line buyers. The former group was
eligible to benefit from especially low prices, while the latter group was eligible to
buy the food items at prices that were slightly below free-market prices. In 2001,
edible oils were removed from the system, and, in 2002, the role of sugar was dras-
tically reduced by allowing subsidized sales only to below-poverty-line households.
The principal government food subsidy activity today is the sale of rice and wheat

through the fair price shops to below-poverty-line houscholds and distribution as
part of other antipoverty programs. In 2003, the total government food subsidy
was estimated at Rs 258 billion (about US$5.7 billion, or 0.83 percent of GDP); this
subsidy was defined as the Food Corporation of India’s total procurement han-
dling and distribution costs, less the subsidized sales value.

Trade and Exchange Rate Policies since Independence

During the second half of the 1800s and until about 1921, the British rulers of
India followed free trade policies that imposed few restrictions or taxes on exports
or imports.> These free trade policies began to change in the early 1920s following
the collapse of the post-World War I boom, and protective tariffs continued to be
introduced during the 1920s and 1930s. Then, in 1940, general controls were
imposed on all imports and exports to deal with scarcities in goods, shipping, and
foreign exchange and to address wartime priorities. The general rule was that
imports would only be allowed if they were essential and could not be supplied by

local industries. | ;

After independence in August 1947, the goVernment relaxed wartime import §
controls by expanding the scope of lists of goods that could be imported without - '3
obtaining a license (the open general license) and by raising tariffs to take pressure §
off the import licensing system. However, the start of the Second Five-Year Plan in 3

1956 coincided with a severe foreign exchange crisis, and, until 1966, the compre-
hensive administration of the import licensing system was tight. These foreign
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imported on a large scale (despite efforts undertaken to replace the imports
through domestic production), first, by state trading firms holding import
monopoly rights and, later, by the private sector. However, the edible oil imports
were subject to high tariffs.

Tt has been estimated that, in the mid-1990s, five years after the 1991 reforms,
about two-thirds of tradable GDP was still protected by explicit nontariff barriers
(about 36 percent in manufacturing, 84 percent in agriculture, and 40 percent in
mining). During the second half of the 1990s, this situation began to change, in
large measure in response to international pressures linked to the Uruguay Round
agreements and the negotiations associated with them. Starting in 1998, the gen-
eral import licensing system began gradually to be dismantled, and, on April 1,
2001, the last 715 of 2,714 tariff lines (including nearly all the agricultural tariff
lines) were removed, and the system itself was abolished.

Understandably, after almost 50 years of de facto autarchy, the lifting of these
controls generated considerable apprehension over the ability of domestic pro-
ducers of manufactured consumer soods and agricultural products to compete
with imports. A war room was created at the Ministry of Commerce, and a list of
300 sensitive products was drawn up so that imports of these products could be
monitored to ensure that prompt action would be taken to preempt or minimize
disruptions in local production. More substantively, during and following the
Uruguay Round negotiations, the government sought to protect or subsidize
domestic producers by marshaling all the techniques not explicitly forbidden by
the World Trade Organization agreements. They included techniques of uncertain
legality that the government believed might be used without attracting serious
complaints from trading partners.*

It became apparent soon after the final abandonment of import licensing in
April 2001 that the war room psychology had greatly exaggerated the danger repre-
sented by rapidly expanding imports. During the next couple of years, existing tar-
iffs and the other measures that had been introduced proved more than adequate

' in keeping out competing manufacturing and agricultural imports. Eventually,
without a formal announcement, the sensitive products lists quietly disappeared
from official publications and public discussion. At the same time, manufactured
exports entered a new phase of rapid expansion that continued into 2007 (at
around 20-25 percent annually). This was supplemented by similarly rapid growth
in exports in services. Together with greater capital inflows, these developments

helped create a strong balance of payments and historically high foreign exchange 1

reserves, and they were accompanied by brisk economic growth.

Responding to the new confidence that these changes created, the government

commenced a program of drastic reductions in industrial tariffs in April 2003

that, over the next four years, lowered the average tariff by approximately

percent of the industria] tarj
10 Percent; this limited the
b tariff structures,

¢red by the new tariff reduction

‘
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and Coding System, 1-24) were about 40 percent, almost four times the average
industrial tariffs and among the highest in the world. Moreover, these tariffs are
highly dispersed; about 15 percent of the tariffs are in the 50-100 percent range.
These high tariffs have been maintained despite substantial tariff redundancy
among most agricultural commodities (see elsewhere below). The domestic prices
for many commodities are not only lower than duty-inclusive import prices, but
are also frequently lower than duty-exclusive import prices. This special treatment
provided through agricultural trade policies reflects the pressure exerted by many

farmer and processor interest groups and mediated through and supported by the -

Ministry of Agriculture.

Regional trade agreements

As a by-product of the country’s highly protective agricultural trade policies, the
trade in primary and processed agricultural and livestock products between India
and its South Asian neighbors has been seriously hindered.” Ironically, the main
victim has likely been Indian exports to these countries rather than Indian
imports from the region. Indian domestic prices are low, and, even under a free
trade regime, the products of neighboring countries would face difficulties com-
peting there. Meanwhile, India’s high tariffs and other barriers to imports have
reinforced and helped justify domestically the reluctance of other South Asian
countries to reduce their own barriers to agricultural trade either multilaterally or
as part of regional and bilateral preferential trade arrangements.

Thus, for many years, the South Asian Preferential Trade Agreement had only
fimited relevance in regional agricultural trade because all agricultural imports to
India were subject to that country’s discretionary import licensing system. Import
licensing was lifted among members of the South Asian Preferential Trade Agree-
ment in 1998, three years before it was finally phased out by this group with
respect to the rest of the world. Nonetheless, since then, the combination of high
redundant tariffs, low domestic prices for most agricultural products, and the
continuing role of state trading enterprises has meant that it is impossible for
these countries to compete in the majority of India’s domestic markets. Except
for Bhutan and Nepal, the government of India has provided few tariff prefer-
ences for agricultural products under its bilateral trade agreements, notably, in its

bilateral free trade agreement with the government of Sri Lanka. Under the South
Asia Free Trade Agreement, most agricultural tariff lines, including the lines for . _.'
processed foods, are on the government of India’s sensitive list of the products for §

which it has made no commitments.

The reluctance of the government to provide tariff preferences partly refiects 2

desire to prevent imports from third countries through preference-receiving
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between 1989 and 1991. This process culminated in a major devaluation to deal
with the July 1991 foreign exchange crisis, and the nominal rupee-dollar rate fell
by approximately 70 percent between 1991 and 1993. During the next 10 years, the
exchange rate was devalued at a modest pace that approximately offset domestic
inflation in relation to inflation among India’s principal trading partners. From
2003 to mid-2008, the nominal rupee-dollar rate appreciated because of a new
export boom and the buildup of large foreign exchange reserves.

The economic significance of the trends in the country’s nominal exchange
rates becomes clearer if one takes account of the nominal rates in relation to the
currencies of India’s principal trading partners (not only the U.S. dollar) and of
the inflation rate in India relative to the inflation rates in these countries. These
effects are systematically captured in real effective exchange rate series. Compre-
hensive real effective exchange rate indexes are available for India since 1980. Fig-
ure 10.2 illustrates an index for this period weighted by Indias total trade with 25
countries, and this index has been linked to earlier estimates of the World Bank
and others to produce a series starting in 1965. Based on this series, the interaction
between India’s exchange rate history and the country’s trade policies may be

Figure 10.2. Index, Real Effective Exchange Rate, India, 1965-2004
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From the 1966 devaluation to 1978

b The nominal devaluation in June 1966 was 57.5 percent in relation to the pound
stetling and the U.S. dollar, but, owing to high domestic inflation, it has been
estimated at about 30 percent in real terms. In subsequent years, inflation was
gradually brought down to much lower levels, and, by 1980, the real effective
exchange rate had declined by another 46 percent (figure 10.2). The 1966 devalu-
ation helped clean up some crisis-induced trade policies, but such policies were
otherwise highly restrictive and interventionist. ‘ :

| In agriculture, one of the outcomes of the devaluation and, more importantly,

| of the suspension of U.S. Public Law 480 grain supplies from the United States

! during the first India-Pakistan war was to reinforce the government’s determina-

! tion to make India self-sufficient in food grains and other basic agricultural prod-
ucts. This coincided with the development and distribution of new seeds and
techniques that were instrumental in practically eliminating once substantial

S cereal imports by the end of 1970s and that were behind the program launched in

| 1971 to make India self-sufficient in dairy products. To support these objectives,
earlier policies were continued. With few exceptions, these allowed imports only

| of bulk agricultural commodity products, such as wheat, that were brought into
the country by parastatals according to need. In the interests of domestic avail-
| ability and low consumer prices, exports of most food products were not allowed

' ‘ although the domestic prices for some food products, notably rice, were usually

well below farm-level export parity prices. Immediately after the devaluation,

i export taxes on nonessential exported commodities (jute, coffee, tea, cotton, oil
i cakes, spices) were sharply increased; the apparent purpose was to absorb some of
l the windfall gains accruing to exporters. However, because of slow export growth
E during the 1970s, these taxes were steadily reduced and had practically disap-

C peared by the early 1980s. ‘

' ‘ | In manufacturing, the 1966 devaluation was accompanied by tariff reductions,
i a relaxation in import licensing, and the abolition or reduction of some export
subsidies. However, by 1968, tight import licensing had been reinstated, and
_ imports of nearly all consumer goods, including textiles, were effectively banned;
L the only imports allowed were intermediate materials, components, and capital

except to the extent they influenced the cost of imported intermediates and equib

H ment that was not locally produced.
Empirical evidence suggests that trade policies during this period led to terms

1 equipment as long as the actual users could demonstrate that the goods were 3
- Lo essential and not otherwise locdlly available. Tariffs, which remained at about the
o same level during the 1970s, were still being used mostly to transfer some import 2
licensing rents to the government and were irrelevant as protective instruments

of 4
trade that were more highly unfavorable for agriculture relative to manufacturing §

o

o ————
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In manufacturing, during the 1980s, domestic prices were similarly delinked

from international prices by the import licensing systermn and high tariffs that aver-
aged over 100 percent. In addition, manufactured exports, although they were
growing more rapidly than domestic production, were limited relative to total
manufacturing output; the export share was only about 7 peicent in the mid-
1980s. Hence, overall, the massive rupee devaluation did not pass through directly
to domestic industrial prices. It affected them indirectly in a minor way through
increases in export prices and in the prices of intermediate and capital goods that
were allowed to be imported, which increased manufacturing costs. The devalua-
tion generated big increases in border prices, which led to a steep decline in aver-
age implicit manufacturing protection as measured by the excess in domestic
ex-factory prices relative to border prices. This had important Tepercussions in
manufacturing trade policies. First, it made the liberalization program that was
undertaken in 1991 quite painless, including, especially, the abolition of nearly all
import licensing for manufactured intermediate goods, machinery, and equip-
ment, the removal of a major export subsidy, and the tariff reduction program
that continued into the mid-1990s.

Second, many manufacturing firms that had been vulnerable to import com-
petition found that, now, following the correction of the exchange rate overvalua-
tion, they could not only casily compete with imports, but could outcompete with
foreign manufacturers in export markets. Combined with the new, sweeping
domestic deregulation of manufacturing that accompanied the trade policy pro-
gram, this created fresh momentum in investment, productivity improvements,
and output expansion in the manufacturing sector.

The devaluation’s repercussions in agriculture and manufacturing led to the end
of most of the systematic antiagricultural bias in the incentive system as measured
by relative rates of assistance {(RRAs), However, it did not translate into a noticeable
improvement in the domestic terms of trade in agriculture because nearly all agri-

cultural prices and a large proportion of manufacturing prices, including prices on |

all consumer goods, remained delinked from world prices by the import licensing
system and other nontariff barriers and were still mainly determined by domestic
conditions and governmient policies. This situation did not begin to change until
after the import licensing systermn was finally removed in 2001.

.

From 1993 to 2007

From 1993 until mid-2007, the exchange rate was managed by regular adjust- 4
ments in the niominal rates that stabilized the real effective exchange rate index at §
the postdevaluation level within a narrow range of about 10 percent (figure 10.24
The size of the devaluation up to 1993 probably overshot the decline needed 10}
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The 1985-93 devaluations removed most of the long-standing antiagricultural
bias in the incentive system as measured by RRAs. However, high formal protec-
tion rates and substantial tariff redundancy in manufacturing and agriculture
allowed plenty of scope for the domestic terms of trade between the two sectors to
shift substantially in ejther direction. However, all this changed in the mid-2000s,
Since then, tariffs have been a real constraint on the domestic prices for manufac-
tured goods. The ongoing high formal protection of agriculture, combined with

substantial input subsidies, has nonetheless offered considerable scope for the bias
of the system against agriculture to become a bias in favor of agriculture.

The Measurement of Distortions i
in Agricultural Incentives '
s of our study is the extent of the distortions in agricultural prices

jmposed policy measures that create a gap between actual
der free market conditions."

The main focu

and the government-
domestic prices and prices as they would emerge un
Since it is not possible to understand the characteristics of agricultural develop-

ment through a sectoral view alone, we provide estimates of the effects of direct
agricultural policy measures, including distortions in the foreign exchange mar-

ket, and we also report estimates of distortions in the prices faced by the produc-
ers of nonagricultural products, especially manufactures. Specifically, we com-

pute NRAs for farmers that include an adjustment for direct interventions |
directed at inputs, such as subsidies for fertilizers and electricity. For comparative
generate aggregate NRAs for nonagricultural tradables and for
lculate RRAs (see Anderson et al. 2008 and

purposes, we also
agricultural tradables so as to ca
appendix A).

We examine 12 products, plus the collective of fruits and vegetables, Milk is
classified as an import-competing product. The other 11 commodities—rice,
wheat, maize, sorghum, groundnuts, rapeseeds, soybeans, sunflower seeds, sugar,

and chickpeas—have mixed trade status, which means they are exporta-
s in other

cotton,
bles or nontradables in some years and import-competing product

13 Over the period we analyze, these primary agricultural commodities
of the value of agricultural production in

ly half this share in recent yearsi Z.
another one-quarter (table 10.3). §
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account altogether for nearly 70 percent

India. The 11 crops have made up approximate
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omparable set of esti- 4

methodology to provide a consistent and internationally ¢
mates back to 1964 (or, in the case of milk, 1975). The earlier work includes pro-;
r the major crops in India in 1984-2001 that have beetiy
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fruits and vegetables in a recent World Bank study of the horticultural subsector
in India, and NRA estimates for raw milk based ona study of the dairy sector (see
Gulati and Kelley 1999; Mullen, Orden, and Gulati 2005; Rakotoarisoa and Gulati
2006; Orden et al, 2007; Mattoo, Mishza, and Narain 2007).

In considering our NRA estimates, one should bear in mind that, for most
products in most of the years we cover, there were no exports or imports, or
exports and imports were much too limited or specialized to provide reliable
indications of the likely border prices of most domestic products. Consequently,
domestic prices are compared with various international reference prices and

 then adjusted for delivery and selling terms, specification and quality differences,

freight and insurance to or from the Indian border, Indian port costs, domestic
transport costs and margins, and so on. Domestic and international transport
and handling costs have been sufficiently high to make the major products non-
tradable an average 40 percent of the time. The NRAs for fresh fruits and vegeta-
bles are especially sensitive to transport and handling costs because of the need
for special packaging and transport and storage facilities, including refrigeration,
to minimize spoilage and maximize shelf life at final wholesale and retail mar-
kets. Even for food grains, it is necessary to take into account domestic transport
and trading margins from the inland growing regions to the large port cities
before comparing farmgate prices and the estimated prices of equivalent
imported products landed at the ports. These and numerous other complexities
in estimating NRAs in India are discussed in Pursell, Gulati, and Gupta (forth-
coming). Data sources and various data on the products are summarized in
appendix B.

Other studies that have estimated NRAs or incentive indicators such as ours
rely on the official exchange rate to express border prices in rupees (free on board
or cost, freight, and insurance). During the years before the 1991 devaluation
when the black market premium was substantial, aimost all agricultural exports
and jmports were managed by parastatal monopolies under the direct supervision
of the central bank (see Pursell, Gulati, and Gupta 2007). In manufacturing, there
are reports that underinvoicing occurred in exports to accumulate unrecorded

foreign exchange abroad; however, underinvoicing was limited because of the §
benefits available to exporters through various export facilitation schemes and §
export subsidies that were based on declared, free on board values. The main sup- §
pliers of foreign exchange in the parallel market for foreign exchange were Indian 3
worker remittances from abroad and people in India who obtained foreign ’
exchange to transfer black money out of the country. Since the 1991 devaluation
when the main export subsidy was removed and the foreign exchange controls of§
the Reserve Bank of India were relaxed, the parallel market premium has beeng

negligible or nonexistent.

T
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Table 10.4,
Structure of Fertilizer and Electricity Subsidi
ies,

K
percenty ey Crops, India, 2004

Share in gross
value of production

Share in
total subsidy

At domestic

. At r
il eference

prices

Source: Pursell, Gulati, and Gupta 2007

Note: The total value of the

for fertifizer and U$$5.9 bjlh"lnput et for the 1

on for electricity.

1 .
¢rops in 2004 was US$7.8 biflion: US31.9 billion

Assistance in agricultyre

W<.3 have calculated NRA estima
dairying (raw milk} beginni
tortions, as well as for

. of the corre-
the import reference prices of compa-

ave been allocated to the various crops

r example,
subsidies b

! able 10.4,1
Our NRA estimates exhibit several sirili



. 360  Distortions to Agricultural Incentives in Asia

NRAs for Exportable, Import-Competing, and All

Figure 10.3.
Agricultural Products, India, 1965-2004
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sugar duty-free for refining and then resell in the domestic market. These

measures were implemented to insulate the domestic market from wide swings in

international sugar prices, but also to help address domestic disequilbriums
resulting from weather conditions and from production cycles imposed by the
highly politicized minimum sugarcane prices mandated by state governments.
Likewise, in 200002, export subsidies were used to help dispose of large excess
sugar stocks, whereas, in some years during the 1990s, imports were allowed duty-
free to meet temporary domestic shortages." Similar to the case of rice, domestic
sugar prices have been kept quite stable for long periods, but have steadily
declined in real terms over time. Thus, between 1965 and 1982, they declined by
about one-third, and, between 1981 and 2004, by one-quarter.

Fourth, the dispersion of NRAs across the products we cover has been wide,
although it has narrowed considerably since the reforms began in the early 1990s.
Shortly before then, the average annual standard deviation around the weighted
mean NRA was 45, whereas, since 1990, the average has been less than half that
{see near the bottom of table 10.5).

Fifih, the contribution of farm input subsidies in the NRAs for covered prod-

ucts have been steadily increasing, particularly fertilizers and electricity, which is
used mainly in pumping irrigation water. In the later 1980s, input subsidies con-
tributed 4 percentage points to the average NRA of 25 percent (data have not been
compiled for earlier years), but, by 2000-05, they were contributing almost
10 percentage points (see near the bottom of table 10.5).'® Without input subsi-
dies, the average NRA would have been negative in the 1990s, mainly because of
the restrictions on exports of rice. (The weight of rice has been between around
one-cighth and one-third over the past four decades; see Pursell, Gulati, and
Gupta 2007.) Input-subsidies helped reduce the gap between the benefits to rice
producers and the export price of rice in the 1990s (figure 10.4).

Sixth, while the trade status of each crop product we cover has tended to
change frequently over the past four decades, self-sufficiency in each product
nonetheless remains close to 100 percent (table 10.7). Thus, in so far as govern-
ment policies on food pricing and trade have been aimed at reducing the coun-

try’s dependence on food imports, they have achieved their objective.

Assistance to producers of agriculttiral tradables relative
to other tradables

In the absence of precise information, we have assumed that the average NRAs for 4
covered products are the same as the corresponding NRAs for noncovered farm 4
products, which accounted for 30 percent of total agricultural production in
2000—04. The incentives among farmers depend not only on agricultural NRAS, §

1961-2004
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7. Self-Suff

Table 10
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ia,

; FAOSTAT Database 2008; FAO SUA-FBS Database 2008
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the extremely high implicit nomina] protec-

1980s is consistent
tive import licensing system of that period,
nominal protection, from around 70 percent
onsistent with the rea] rupee devaluation of
same period (see figure 10.2). The decreasing

s pushed up the border prices of importable
manufactured goods expressed in rupees, and these Increases were far greater than

the corresponding increases in the prices for domestically produced manufac-
tured goods, which mirrored domestic inflation and other factors. Consequently,
the average excess of the prices for domestically manufactured goods over the
rupee border prices for the same goods consistently declined, and it seemed nearly
to disappear altogether in 1992, After 1992, it increased for a while (between 1995
and 1997, though this may have reflected the low international prices associated
with the Asian financial crisis), but, in most years, it was well below 20 percént; the
average rate was only 12 percent between 1992 and 2004 (the latest year for which

estimates are available), Unti] 2002, the apparent implicit protection rates were far

below unweighted average industrial tariffs, for example, 45 percent in 1990 ver-
Sus average tariffs of 129 percent, 9 percent i

cent, and 5 percent in 2002 versus average t

ariffs of 33 percent. This 24p narrowed
sharply in 2003, however, and the possibility that domestic prices would exceed

international prices was reduced by the cuts in manufacturing tariffs in the March
2007 budget, which decreased the average tariff to below 10 percent,

The most important group of nonfarm tradable products other than manufac-
tures are minerals, especially coal, iron ore, crude oil, and natural gas. These
industries account for about 2.5 percent of GDP. The tariffs on these items are
currently low (in 2007, mostly zero, 2 percent, 5 bercent, or 10 percent, respec-
tively); except for crude ofl and petroleum products, there are no major quantita-
tive restrictions on imports or exports, Trade in these products is considerable;
there are substantial imports (for example, coal) and exports (for instance, iron

NRA serjes that begins with an assess-

Second, the steep decline in implicit
in 1987 to almost zero in 1992, is ¢

in 2004 (NRA = 0); we have generated NRA estimates for earlier years using the

an index of coal export prices for Aus-
ny earlier years, which is consistent with
prices, coal production, and, potentially, coal
the parastatal monopoly that controls the industry. This

anged during the late 1990s, when accelerating demand for coal pushed up
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‘ domestic prices to about the level of import prices. This eventually led to the cur-
! rent situation, wherein coal is being imported in large quantities, mostly at zero
O tariffs. The other principal components of the mining sector are petroleum, natu-
ral gas, and 2 catch-all category that includes all other minerals. In the absence of
any recent studies on protection in these subsectors, we have assumed, based on
- limited information and other analysis, that the NRAs of these components were
| zero over the whole period. Based on this assumption and our estimates for coal,
o we have derived a weighted average NRA series for mining. The series comprises
low NRAs up to about the mid-1980s, followed by NRAs in the vicinity of zero,
a indicating that average domestic mineral prices were about equal to world prices
! from 1985 to 2004.
! In figure 10.5 and table 10.6, we do not show the NRAs for mining separately,
but combine these with the NRAs for manufacturing to provide a series of
weighted average NRAs for manufacturing and mining together, wherein the
‘ value added at distorted prices is used as weights.'” Our estimates for manufactur-
E ;| ing and mining go back only to 1970. The average NRAs for 196569 (113 per-
| cent) are guesstimates based on the belief that, in those years, the average NRAs
L would have been somewhat higher than the average NRAs in 1970-74. NRAs at
‘ about the level of our estimates seem plausible in light of the economic situation
| during this period. (See our discussion elsewhere above on manufacturing trade
‘i policies prior to and following the 1966 devaluation.) For the rest of the years we
} cover and for which we give estimates, the share of thé mineral subsector in com-
bined value added ranged from 7 to 14 percent and averaged around 12-13 per-
, cent. The implicit taxation of the mining subsector during the 1970s and eatly
! E | 1980s pulled the combined weighted average NRAs below the corresponding
' | NRAs for manufacturing alone, However, the combined rate, though declining,
remained high during these years. Beginning in about 1993, however, and follow-
: ing the steep decline in the implicit protection for manufacturing that accompa-
i nied the 1985-93 rupee devaluations, the two series merged at much lower levels,
P leading to historically low assistance levels in these sectors in 2001-05.
It is clear from figure 10.5 and table 10.6 that, from the mid-1960s to the mid-

farm and nonfarm tradables to the same level so that RRAs were above zero

. 4

_ Path 1n agriculture as the Indian economy deve

around 60 percent), the desire

. that occur in w i
. : orld
1980, the assistance going to producers of nonagricultural tradables far exceeded j sy

. the assistance going to farmers. This is reflected in our calculations of the RRA, §
| which is an indicator of the distortion to farm prices relative to nonfarm prices for
; | tradables. In the 1960s and 1970s, the RRAs suggest, farmers effectively received §
o Jess than half (average RRAs of —51 percent) the relative price for their products §
‘ L : | that they would have received under free markets. Because of the drop in interna-§
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edible oils, milk, pulses, and selected

vegetables such as oniong, They are less con-
cerned about the prices for other foo

d products, especially fresh fruits, other veg-
etables, and spices because consumers have long been accustomed to
prices in retail and wholesale markets for these products.

Second, as in other countries,

producer lobbying §roups can be at least par-
tially placated through increases in input subsidies withaut incurring the political

¢ increases. This explains the rapid rise in fert].
€ 1985, the long-term decline in canal irrigation

redit for farmers supplied through government
banks. It also explains the government’s reaction to the 2007—

agricultural and fertilizer prices, which included a ban on ric
aimed at protecting domestic consumers,
tic fertilizer prices below world prices;
However, there were limits to increases
tional subsidy was possible if electricity
was the case in a number of Indian state
notably, the effects of the farm electrici
and the viability and operating efficien,
of the fertilizer subsidies on the

fluctuating

08 boom in world

€ exports that was
but also raised subsidies to keep domes-

the latter was aimed at placating farmers,
in these subsidies. For example, no addi-
was being supplied free of charge, which

cy of state electricity boards and the effects

central government budget (Gulati and
Narayanan 2003). Unti] around 2005, there were signs that these limits and conse-

quences may have checked the rate of growth in farm subsidies,

Third, the objective of national food self-
concerns about consumer welfare, The cleares
to replace palm oil imports by domestic pro
initially and through high tariffs currently (

sufficiency sometimes trumped the
t example is the unsuccessful attempt
duction through import restrictions
85 percent). Over long periods, dairy
mer prices without generating much
es, the interests pushing for the import-
ed public discussions, and there seems to have been
public awareness that lower brices were a realistic alternative,

Fourth, the political concern about the prices for staple foods was mainly an

issue of price stability, rather than about price level. If prices unexpectedly decline,
producers become worried; consumers worry if prices unexpectedly increase.

Although organized commodity markets and trade associations were reporting on
international commodity prices, there was [ittle public interest inthe divergence
between domestic prices and world prices, Thus, as long as there are no sudden
large price changes in the current context of high redundant tariffs, it i quite play-
sible that domestic food prices might steadily rise and diverge from international
Prices, especially if general inflation is low and the exchange rate appreciates,

Fifth, producers have discovered they can be effective in blocking imports

much opposition if they act quickly and early before the

debate on behalf of consumers. In both cag
substitution policies dominat
little, if any,
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imports achieve much domestic market penetration. There is minimal established
importer and consumer interest to overcome if this is the approach. If imports are
blocked early, there is no or little subsequent consumer and political awareness of
imports as a lower-cost alternative to domestic production. Increases in tariffs on
chicken parts and garlic (from 35 to 108 percent in 2001 and in 2003, respectively)
are recent examples of this strategy, and the same strategy might be applied to
other products if imports threaten to overcome the already comprehensive pro-
tective barriers.
This all suggests that the political interest in low consumer prices is unlikely to
represent an obstacle to increases in agricultural protection, while domestic and
external conditions could conceivably create strong producer pressure for agricul-
tural protection. Medium- or long-term scenarios that would favor a boost in
protection might include a loss in the ability of the domestic production of major
crops such as rice and wheat to respond to domestic demand, leading to pressure
for increases in prices or in input subsidies to maintain self-sufficiency; a fall in
world prices in a context of stable or slowly rising domestic prices in real terms; a
real exchange rate appreciation that reduces rupee border prices, while domestic
prices remain about the same or only slowly increase; or limited progress in
achieving a reduction in agricultural protection in developed countries through
negotiations at the World Trade Organization. This last would reinforce the
already strong resistance to liberalization in the government’s agricultural trade
policies on the argument, first, that tariff concessions should be held in reserve as
a bargaining chip to exchange for substantial concessions by developed countries
and, second, that continuing the isolation of the domestic markets in developed
countries perpetuates price instability in world markets, and the government’s
trade policies should therefore continue to insulate domestic markets in India
from world market conditions.”

Scenarios that might ease the pressures for greater protection include stable
world prices in a long-run rising trend; productivity increases, especially in yields
and in transport, storage, and marketing, that might partially or fully offset other
factars tending to raise domestic prices relative to border prices; pro ductivity and
production increases that lead to exportable surpluses and growing pressure to
cut production if export subsidies are needed to profitably export surpluses; suc-
cessful negotiations with the World Trade Oxganization on reductions in the pro-
tection and the subsidies (especially export subsidies) in developed couutries;
greater willingness in India to implement more open agricultural trade policies;

and successful negotiations through the World Trade Organization to close or
tighten loopholes permitting export subsidies and more active enforcement by’ 3
other countries so as to facilitate the Indian government’s no-export-subsidy §

commitment under the Uruguay Round Agreement on Agriculture.”?
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6. The main exceptions to the low industrial tariffs are specific duties on most textile fabrics and
garments and a 60 percent tariff protecting the auto industry. However, there is evidence of consider-
able tariff redundancy in these industries, whereby typical domestic ex-factory prices are about equal
to or even below the import prices. There are also nontariff barriers protecting domestic urea produc-
ers, and the domestic prices for products derived from some of these plants are high relative to world

prices.
7. Two exceptions are the rice imports of Bangladesh from India and India’s imports of raw jute

from Bangladesh, both of which are subject to low tariffs.

8. A World Bank study (2006) of the likely consequences of a free trade agreement between
Bangladesh and India finds that the prices for many agricultural products and processed foods are
higher in Bangladesh than in India. It concludes that, under a bilateral free trade agreement, there
appear to be few possibilities for expanded agricultural and processed food exports from Bangladesh
to India, but considerable potential for increased Indian agricultural exports to Bangladesh. The latter
would involve trade diversion costs for Bangladesh, including lost customs revenue, resulting from the
replacement of duty-paying imports from the rest of the world by duty-free imports from India.

9. A comprehensive account of the Indian government’s macroeconomic policies, including
exchange rate policies, between 1964 and 1991 is offered by Joshi and Little (1994).

10. One major role of state trading enterprises in import and domestic policies was eliminated in
June 2006, when it was announced that cereal imports would no longer be a monopoly of the Food
Corporation of India, It was also announced that this entity would no longer buy wheat and rice at
procurement prices, but, instead, would rely on competitive wholesale markets to purchase the sup-
plies needed for the public distribution system and general food security stocks. However, in 2006,
wheat and rice tariffs, at 50 and 70-80 percent, respectively, were prohibitive.

11. Reductions in agricultural tariffs are often undertaken through special partial or complete

_exemptions on a particular occasion or for a particular importing organization, while the most-favored-
nation tariff is formally left unchanged. Between 2001 and 2005, substantial export subsidies were paid
to make it worthwhile for private traders to help dispose of large excess wheat stocks, In February 2006,
it was announced that, in view of the inadequate stocks, the Food Corporation of India would import
0.5 million tons of wheat at zero duty, Sugar trade policies have been especially opportunistic, There
have been significant changes in sugar tariffs over the last 15 years or so, and, between 2001 and 2004,
when about 4.3 million tons were exported, export subsidies were used extensively (Pursell 2007).

12. For the reasons discussed in appendix A, tariffs have been irrelevant as indicators of the actual
differences between domestic and prevailing world prices for nearly all primary and processed agricul-
tural products. Our estimates of the actual rates of assistance must therefore rely on painstaking direct

product-by-product comparisons of domestic prices.and berder prices, adjusted by port, handling,

and domestic transport costs and supplemented by information on the subsidies and rates of protec-
tion for inputs.

13. The trade status of each product in a given year is endogenously determined in the analysis
depending on whether the domestic price was greater than the jmport reference price (import-
competing), less than the export reference price (exportable}, or between these two {nontradable). The
import reference price (also often called the import parity price) is the cost, insurance, and freight
price, plus port, handling, transport, and other charges. The export reference price (also known as the
export parity price) is the free on board price, minus transport, handling, and other charges incurred in
getting the product to the free on board stage. The trade status is the same in at least two-thirds of all
years for only 3 of the 13 product groups Pursell, Gulati, and Gupta (2007) cover in their analysis (see

their appendix table A4).

14. On the complexities of calculating input subsidies in the Indian context, see Gulati and

Narayanan (2003), There are implicit taxes on other tradable farm inputs because of import licensing

and tariffs, but, in the second half of the 1980s, these taxes were quite small relative to fertilizer and

electricity subsidies (Gulati, Hanson, and Pursell 1990; Pursell and Gupta 1998; Gulati and Kelley 3
1999). The implicit taxes declined, along with the decline in protection in manufacturing, during the §
rupee devaluations in 1985-93. By 2007, most tariffs on nearly all manufactured farm inputs and also 3
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Ay

21. It has been suggested that one reason the government set such high agricultural tariffs was the
proposal of the United States that applied tariffs rather than tariff bindings should be the starting
point for negotiations on tariff reductions {Gulati 2004).

22. Some export subsidies in India have been justified under the World Trade Organization
rule that allows developing countries to subsidize the transport and marketing costs of agricultural

exports.
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