Import and Domestic Production of

Capital Goods

From Substitution to CompEementarity

D.Narayaua and Saibt Sinhmy
Working Paper No.269

Centre for DeveIopment Studies
Thimvananthapuram

October 1996

IMPORT AND DOMESTIC PRQDUCTION OF CAPITAL GOODS
From Substitution to Complimentarity ?

D. Narayana
Saikat Sinharoy

I. Introduction
Structural Adjustment is aimed at altering the IncentEve framework for private enterprise so as

to bring it to the centre stage of domestic economic activity. The prime mover for investment
and growth then becomes the private sector in general, and private corporate sector [PCS] in
particular. Investment is driven by the expectation of profitability. One of the important factors
making for a rise in profitability is the introduction of new technology, pducts;m processes.'
New technology is imported from the developed countries and is often embodied in capital
goods. Thus, investment activity, especially in the private corporate sector, goes hand in hand
with the import of capital goods. But in India, which is largely self sufficient in the production
of capital goods (Chakravarty, 19871, imports would lead to a substitution of domestic
production affecting the capital goods sector adversely. This has been the accepted wisdom in
the Indian literature till recently.
Gross capita! formation in India showed a sharp fall after the crisis of 1991. This has,
however, been a short episode. The recovery has begun by the end of Fiscal 1993-94 and

gained momentum in 1994-95,and persisted through 1995-96. This has come along with a
sharp upsurge in the import of capital goods. The questions of interest in this context, which
this paper addresses are: has the capital formation in the private corporate sector risen along
with the import of capital goods? Has the domestic capital goods sector been affected adversely
owing to imports? Significant increases in domestic capital formation have often been
accompanied by increases in capital forrnation in the Household Sector (HHS). As capital
fomation in the HHS is arrived at as a residual, can the recent increase in capital formation be
dismissed as a stmtistical artefact of counting the import of consumer durables as capital
formation?

The rest of the paper is organized in four sections. Section 2 analyses the relationship between
private corporate sector investment and import of capital goods. Section 3 draws attention to

the accepted wisdom on substitution, and carries out a detaiIed analysis of the data on the
import and domestic pruduction of capital goods. Section 4 answers the question: Is the recent
increase in capital formation a statistical &fact.
2. Private Corporate Sector Investment and Import of Capital Gwds

On the determinants of private investment in the context of macroeconomic adjustment the
survey by Serven and Solimano [ I 9 9 2 1 is comprehensive. The economic determinants of
private investment may be grouped under two heads: domestic and externaI. The 'domestic'
determinants include the IeveI of capacity utilization, real interest rate, public investment and
macroeconomic stability and under the external is the level of indebtedness, debt service and
exchange rate. Recent empirical work has identified three major determinants of private
investment, namely, output fluctuations, public investment and debe overhang (Blejer and
Khan, 1% Faini and De Melo, 1990; Greene and Villanem, 1991; Sewea and Solimano,
1993). One important strand bypassed by Serven and Solimano in their survey is the recent
econometric analysis by Lindbeck (1983)- Weiskopf (19851, Bruno (1986). GIyn (1990);
Marglin and Bhaduri (1990) which has brought out the importance of profitability in explaining
investment trends in the developed countries.
One of the main methodological problems is that it seeks to explain the determinants of private

investment as a whole, consisting of household production for subsistence, primary export
production, unincorporated business to organised manufacturing. The disparate elements of-the
*
spectrum respond to very different stimuli; investment in primary export production to the price.
situation, organised manufacturing to public investment, overall demand growth and the ability
to import capita1 g d s . These have not attracted the attention of researchers trying b measure
the impact of liberalization. The only recent w o k wbch has taken the price situation into
account is by Bleaney and Greenaway (1993), who take terms of tmde as one of the
explanatory variables and find its high level of significance in the CKHS sectional regression.
As regards organised nfhnufacturing, during the last three decades or so, enterprises in the

developing countries bave turned increasingly to importing technologies from the advanced
economies. These technologies have enabled the enterptises to introduce new products and
processes, and thereby to increase their profits, sales or market shares. Referring to the
marginalisation of Latin America in this regard in the recent past, de Janvry and Sadoulet
11993)say,

'.

"...Given the state of disarray of the educariwal and research institutions competitive
'4

integration in

the world economy and access to the technological advances in e1ectronics

and biotechnology will require close cooperation with international capital, the United

Sl;llcs er~dJ:I~):~III I I O S ~~ ~ ; 1 T ( i ~ 1 ~y.
1;1
'1'11~
r l mriqtrifndora systern in Mexico, which epitornises
this integnrion, is dominated by electronics and electrical equipment, clothes and textiles,

..."(p.

and automobiles, in aft of which advanced technology is fundamental for success

665).

Import of technology may take place enroute either foreign direct investment or.dhenvise. But
such imports cannot often be dissociated from the import of capital goods. For a country like
India, which is a! most self sufficient in the production of capital gauds, thc policy to import

capital goods may give rise to mutually offsetting forces:
"........While access lo new knowledge is a positive factor for future growth, it should
be clearly recognised that accompanied by liberalisation of imports of capital goods on a
significant scale, domestic costs of production are unlikely to come down if the imports
act largely as .suh.stirures for domestic production. Inducement to invest may suffer
correspondingly unless the prospective demand for final products is large and growing"
(Chakravarty, 1981: 66).

The access to new technology will thus, on the one hand, promote investment and on the other,
the substitution of imported capital goods reduce the demand for domestic capital g o d s and
hence, dampen investment.

Let us turn now to the investment in gross fixed capital in the private corporate sector in India. .
The gross fixed capital formation at the economy level in India has shown a steady increase
from around 13 per cent of GDP in the Iate 1950s to around 21 per cent in the late 1980s. This
increase has largely been accounted for by the i~rcreasein capital formation in the public sector
from 53 per cent to 10.6 per cent over the period. Capital formation in the private sector
increased from 7.6 per cent to 10.7 per cent during the same period. Surprisingly, capital
formation in the private corporate sector, by itself, remained at amund 1 -7percent of the GDP
till the early 1980s.
As is evident from Table !, the pe.riod of carry 1960s witnessed the signing of a large number
of foreign collaborations and also the import of a larger quantum of machinery and transport

equipment. This was followed by a long spell up to the early 1980s when the level of capital
formation in the private corporate sector did stagnate. Although the number of foreign
collaboration agreements entered into showed an increase from the early 19709, the quantum
index of import of machiiery and equipment began increasing only in the early 1980s. It is
well known that what had given rise to such phases of foreign cdlaboration and import of

capital goods was the policy regime pursued then. With the gradual opening up of the economy
in the 19809 a greater import of foreign technology and capital equipment has been facilitated.

Table 1: Rxed Capital Formation, Foreign Collaboration and
Import of Capital Goods in India (Annual Averages)

Note: ~nitialtwo years; Index base i s 1978-79= 100; GFCF= Gross fixed capital formation; PCS = Private
coprate %tar.
Source: Govcrnrncnt of India, Basic Statistics Relating to the Indian Economy (various tasuea);
Govcrn men l OF 1 ndia, Foreign Collaboratton: A Carnpllation (Various issues); EPW Research
Foundation. 1%.
Nattonal Accounts Statistics of India 195-51 to 1994-95.

W e can now take off from the observed importance of profitabiIity in the determination of
i n vestment trends in the developed countries (Lindbec k, 1983; Bruno, 1986; Marglin and
Bhaduri, 1990). modifying it, however, to incorporate the role of access to foreign technology
in influencing investment behavior. The latter is important because it has a very definite tole to
play in the formation of profit expectations - i t enables enterprises to i n t d u c e new productsc
and processes, and thereby to increase their profits, sales or market shares - and it is sought to

be captured in terms of two variables, namely the number of foreign coIlaboration agreements
entered jrlto (FCNU) and the\quantum index of import of capital goods (IMPM). Together
with the often used expianatoy variables such as GDP growth rate (GRGDP) and investment
in the public sector (PUBI), the equation for investment in the private corporate sector is set out
as,

PCSI = F (PROF, IMPM, FCNU, GRGDP, PUBI)

... ... ...

(1)

Three different regressions were run, first w ilhaut GRGDP, second without PUBI, and third
without IMPM. The regression resuits of Equation (I) are presented in Table 2. A11 the
equations are run in the log form, L denoting the log of the variable. As is evident from the

results, when the equation was run with all the variables, except GRGDP (001omn 2), it was
found that public investment (PUBI) and number of foreign collaborations (FCNU) were not
I
significant. Dropping PUB1 did not bring down R~ but brought down SER.Only IMPM and

PROF ( I ) - profitability

with a time lag of one - were significant. When IMPM was dropped

PUBI, GRGDP, and FCNU were significant.

Table 2: Determinants of Private Corporate Sector Investment

Nr>~c:
I values arc within brikcts
Sourcc: Sunic Tablc 1 ; Umn Dulh Roy Chaudhury (1992).

Out of the three regressions, the first and the third cannot be interpreted meaningfully as the
value of DW is low indicating serial correlation of residuals. Nomber of foreign collaboration
agreements (FCNU)is not significant in the presence of import of capital goods (IMPM). ''
Considering the equation with the lowest SER and DW close to two, it may be inferred that
import of capital goods and profitability play a crucial role in the determination of investment in
the private corporate sector.
Has the relationship between import of capital goods and fixed capital formation in the private

through the period of structural reforms1 stabilization? Paucity of
comparable data on some of the variables, such as profitability, quantum index of import of
capital goods, prevents us from carrying out a rigorous statistical test. However, a careful look
at the data (Table 3) suggests the following. Gmss capital formation (adjusted for errors and
omissions) which was increasing till 1990-91 showed a sharp drop in 1991-92 following the
corporate sector persisted

crisis of 1991. The decline continued till 1993-94, recovery was obsewable in 1994-95. Fixed

capital formation in the public sector which had begun declining i n 198'7-&8continued its
downward trend through the reform period. A mild recovery was observabie in 1994-95.
Fixed capital formation in the household sector has shown sharp fluctuations and the sharp fall
witnessed in 1991-92 has not been made good till now. Private corporate sector, hbwever, has

shown a trend of its own. Between 1987-88 and 1989-90, when the import of capital goods
was increasing, fixed capital formation did not maintain the momentum golined since the Iate
1970s (c.f. Table 1). The next four years- the crisis period when imports were in fact
restricted- did see a sharp increase in the fixed capital fomation in the pirate corporate sector,
the increase being a hefty three percentage points. But when imports of capital goods began to
grow in late 1993-94 and later in 1994-95 no significant increase in fixed capital formation
could be observed. Thus, the strong relationship that existed between import of capital goods
and fixed capital formatian in the private corporate sector ti11 the mid-l9&0s does not seem to
persist any longer. Private corporate sector seems to be responding to the changed incentive

framework of recent years differently,
3. Capita1 Good5 Import and Domestic Prodnction: Substitation
CompIementarit y ?

to

Import of capital goods, which is important for capital formation in the private awpomte sector,
must be adversely affecting the domestic capital goods sector owing to the substitution effect. .
Has it happened in India?
Table 3. Fixed capital Formation and Import of Capital Goads

l!&g PUB- public sector;PCSprivate corpo~atesector; MHS--hold

star.

OCFgross capital formation adjusted for errors and omisaim.
Import is in rniIlion US$.
Source: Reserve Bank of India Annual Rewrt (various issues)
EPW Research Foundation(l996) op.cit.

Since the Second Five Year Plan En lodia, much emphasis was placed on domestic production
of capital goods to enhance the future capacity to invest and to reduce import dependence.
Accordingly, the domestic infant capita1 goods industries were provided with ptotectjon from
foreign competition till the late seventies and imports of capital goods were restricted in a
significant way. The capital gods pduction was on a high growth path from the mid-fifties
to the mid-sixties. Bhagavan ( 1 9 , analyaing capital goods production for thi period 1960

to 1978, found that the sectoral production grew at the maximum rate during 1961 to 1%5.1
The rates declined thereafter, The same pattern of growth, from high to low rates, were
observed in the major subsectom, but with transport equipment declining at a sharper tare than
the machinery sub sector^.^ As a result, by 1!3'77, the capital goods sector consisted of
mechanical machinery accounting for 38 percent, electrical machinery far 27 percent and
transport equipment for 33 percent of total capita! goods production with all the three
subsectors keeping pace with each other (Bhggavan, 1985 417).
It can thus be said thal from mid- 1950s till

the mid-sixties was the period of building up of
domestic capital goods capacity. The studies by UNCFAD(1W) and Bhagavan(f985) show
that by early IWQ's,the industrial economy of India became self-sufficient not only in capital
goods production3, but a[so with respect to technical and managerial skills and standard
modern technology (Bhagavan, 1985 408). This obseivation becomes particularly relevant in
a regime with restricted capital goods imports. However, none of these studies (UNCTAD,
1983: Ramana, 1984 a and b: Bhagavan, 1985) explicitly highlighted the relationship between
capital goods imports and domestic production.
From the early eighties, the external sector was partially liberalised along with domestic
decontrol aiming at a more competitive economy. Quantitative controls were done away with

and increasing number of capital goods were placed on the open general licence subject to fiscal
control such as tariffs, which were kept low for capital goods during the later half of the
eighties. These low tariff rates were further lowered during the later phase of external sector
liberalisation of the nineties, which involved not only lowering the peak rate of tariff but alsosignificant de-escata tion of the average rate for capital goods and intermediates4. This resulted
ir: higher quantum of capital goods imports in the eighties (See Table 1 above) and domestic

1 ?'he growth path ofcapital goods production till mid-sixties was achieved through domestic
demand creation in terms of investment activity of the public sector (Ramana, 1%)
dong
with private corporate sector investment complementing the public sector ones. The relative
stagnation in capital goods production after the mid-sixties is the combined effect of the
declining trends in public and household investment accompanied by falling private corporate
sector ones rather than the latter offsetting the former (hrnana, 1W b ) .
2 The differential trends within the capital goads sector tended to reflect divergent market
conditions for individual sub-sectors (Karnana, 1Wa).
3 The declining import-consumption ratio of the capital g d s =Lor over the period stressed
high degree of import substitution achieved in the sector, though such ratios were found to be
higher for non-electrical machinery compared to other subsectors (UNCTAD, 1983).
The successive Central Gover .nment Budg- during the nineties resorted to lowering of .
import duties. IR I991 -92, the peak rate was seduced to 150 percent, which was further
brought down to a peak level of 100 percent in 1992-93 with the substantial lowering of duties
on seveml capital goods and project imports. The peak tariff rate has been further brought
down to 85 percent during 1!X3-94, to 65 percent in 199495 and then to 40perecdh in

1995/96.

production of capital g o d s growing at low mtes during the period1 This has been termed in

the literature (Singh and Ghosh, 1988 and Chandrasekhar, 1987) as substitution of domestic
prdluction by imports.
Chandrasekhar (1987) pointed to the adverse effects of higher imports of capital goods on
production, highlighting the increase in the share of imports in the net availability of capital
goods between 197W snd 19lBM. Singh and Ghosh (1988) noting that after 19'7677, there
was deceleration in the rate of growth of capital goods production while imports of capital
goods increased. They contend, therefore, that 'imports have hit domestic production and led
to a shrinking of the market for indigenous capital goods manufactuters.'(lbid,: 84). Their
study, by comparing the annual average growth in production and imports of capital goods,
substantiates the relationship of hbstitution in the capital goods sector. Singh and Ghosh
(1 988) further predicted that the 'incmsed irnpwts will involve a syndrome of lower mtes of
(domestic) capacity utilisation and lower levels of production, in which importie, by eating into
the domestic market, reduce domestic pduction, thereby increasing per unit wsts and thereby
rendering domestic industy less competitive, which therefore leads to more imports' (Ibid.:
86). These studies, thus, endorsed the scepticism raised by Chakravarty (1987).

With the gradual Ii bedisation imports of capital goods showsd a rising trend in the 19SDs. The
rising imports were adverse1y affecting the domestic capita1 goods sector aa is brought out by
the numerous studies referred to a b v e . The imports of capital gods have tended to rise
further in the 199Us, after the mversals of 1991-92 and 1992-93. Hes the domestic capital
goods sector continued to be affected by substitution?
The syndrome of low growth of domestic capital goods production of the eighties seems to
have continued ti11 1993194, as can be seen in Table 4. Note, however, that the growth rate

was negative at -128 in 1991-92 even when the import of capital goods showed a sharp fall.
The capital goods induslries came out of the negative growth in 1994495 notwithstanding the
rising imports during the year. Moreover in 1994-95, capital g o d s production grew at 25
percent, which is higher t h the rates achieved in consumer g d s and other industrid. The
hi gb growth rate in capital goals production oonhibuted around 50 percent to aggregate

1 The growth rate of production of capital goods during the eighties is low when compared to
the high annual average sate of 18-95percent achieved during the first half of the sixties.
2 Once investment levels recovered in 1994/95, the capital
sector became bu$yant
though imports were high (Ahluwalia, 1996: 6).
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Table 4 : Growth Rates in IndnstriaI Production: Manufacturing Industries

Source: Economic Survey, 1W5-%

Table 5 : Growth in Capita1 Goods Production : Subsectoral Level ( in % )
Year

1991192
1 992193
1 993194
1 994195

N one 1 e c t r i c Eaectrical Machinery
Machinery
12.4
- 1.9
2.0
-1.2

Transport Equipment

4.4
9.7

5,3
13.2

-

-4.9
32.4

-0.7
5.0

The broad subscctoml classification also includes consumer goods
Suurcc : Economic Survcy. I9W-95 and 195,596

:-l\l

manufacturing growth (RBIAR, 1994-95). The subsectors also followed the same pattern of
output growth as can be seen in Table 5, though the reviva1 in non-electrical machinery and
transport equiment subsectors began in 1993194. The electrical machinery subsector grew at
the highest rate during 1994195 and it is in this segment that the imports grew at the maximum.
There is, thus, a prima-facie case to argue for complementarity between capital goods imports
and prduction in recent times, as pointed out by Ranagamjan (1995)noted earlier.
However, it is worth examining the issue of complimentari ty at the disaggregated level. For
this purpose, some specific industries such as computer systems, machine tools, commercial
vehicles, electric motors and generators, sugar mill machinery, power transformer, tractors,
railway coaches and wagons, power driven pumps, diesel engines, earth moving machinery
and ship building are chosen. The data for imports are available from Monthly Statistics of the

Foreign Trade of India (MSFTI), Vol. 2, March issues, various years and data on production
are available from Economic Survey, 1995-96. The data on imports are in value while the data
5
on production are either in real units or in nominal value. Moreover, the classification on the

two accounts are only broadly comparable. The data on electric motors and generators are

but separate for production. Due to non-availability of relevant
price indices, growth rates are calculated on nominal values.
ct ubbed together for imp-,

Table 6: Growth of Capital Goods Imports** (in percent )

Sourcc :MSEt,Vol. 2, M m h issues, vadous years.

At the product gmup level, the imports of capital goods have grown since 1992./93, but
production continued to decline for most of the industries (Tables 6 and 7). The output across
industries started reviving from 1994195 onwards except for railway coaches and wagons,

whose ourput and imports declined through the nineties reflecting lack d demand for these
products.

The imports of computer systems, machine tools power transformers, power driven pumps,
diesel engines and ship building showed significant growth during 1992-93. Commercial
vehicles, electric motom and generators, sugar machinery, complete tractors and railway
coaches and wagons and earth moving machinery noted low growth in imports during 199293. The import of computer systems were noted to have high growth throughout along with
power driven pumps and power transfomen. For most of Ihe other industries imports revived
either from 1993194 or 1994195. However, for railway coaches and wagons and ship building
the decline in imports continued till 1 W 5 .
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Table 7 : Growth of+Capital Goods Production: Selected Industries (in %)

Sr)t~rcc: Economic Survcy, 1995-96 EUFd RBI R, 19514-95

Imports of commercial vehicles and earth moving machinery revived in 1993194 follewcd by a

decline in the following year.
For most industries, the revival in production has started from f 994J95 onwards: these
industries are power driven pumps, earth moving equipment, power transformers, ship
building, sugar machinery and complete tractors while electric motors and commmial vehicles
are on P revival note since 1993194. The low rates of production growth during 1992JP3 for
diesel engines turned into negative rates thereafter. Machine tools production showed "
fluctuating growth rates.
The product groups s ~ c has diesel engines, commercial vehicles, earth moving machinery and
ship building do not confirm the compIernenh~t
y hypothesis. The industries like cornp~ter

systems, power rarnsformers, power driven pumps, electric generators, complete tractors and
sugar machinery exhibit simultaneous growth in imports and production from 1994195 while
machine tools and electric motors are found to have complementarity between production and
imports from an earlier period. While most of the machinery product groups show high output
growth despite growing imports and thus, endorse complementarity in the machinery
subsector, the high imports of transport equipment9 continue to substitute output of the same.
OveraIt , the recent period does not show the association between import of capital goods and
the fixed capital formation in the private corporate sector witnessed over a long period.
Similar1y. the substitution of imported of capital goods for domestic production witnessed in
the 1980s is not to bc found for the recent period. Thus, import of capital g o d s am"ngtieading

to capital formation in the private corporate sector, or substitution of domestic pduction. Cm
we, then, dismiss this whole jump in capitaI formation of the recent past as a statistical artifact

arising from the faulty method of estimation of the aggregate capital formation- product flow
method which takes account of the total availability, consisting of imports and domestic
production, and ascribes the residual as capital formation by the household sector- and the large
import of consumer durables recorded as capital goods? Or, are there more substantive

processes taking place in the economy in the context of regime change?
4. Rising Capital Formation: A Statistical Artifact ?

The recent rise in the capital formation in the aggregate can be dismissed as a sstatistiai artifact
if, (i) the fixed capital formation-in the household sector as a proportion of aggregate fixed
capital formation has shown a jump; (ii) the share of plant and machinery in the fixed capital
formation in the household sector has shown a jump; and (iii) capital formation in plant and
machinery in the household sector as a proportion of total plant and machinery has shown a
jump. A careful analysis of the data on capital formation in constant 1980-81 prices showed
that gross domestic fixed capital formation (in absolute terms and not as a proportion of GDP)
which showed a negative growth in 1991-92,picked up from 1992-93 and showed a sharp
jump in 199495. The increases in capital formation are largely in terms of machinery and plant
and equipment- its share in gross fixed capital formation showing a definite upward trend in the
recent past, from about 60 percent in 1991-92 to over 66 percent in 1994-95. Such a g i g a t e
trend is not to be seen in private corporate sector, or public sector. As already shown, capital
formation in the private corporate sector did not suffer in 1991-92, continued to be high in
1992-93 and 1993-94, but slowed down considerably in 1594-95. Capital formation in the
public sector suffered in 1991-92 and 1992-93, recovered in 1993-94 and showed some
improvement in 1994-95. Household sector alone showed sharp reversals till 1993-94 and
recovering sharply thereafter. In terns of assets, in both private corporate sector and public
sector the relation between machinery and plant and equipment and construction is maintained.
But household sector shows no such relationship and the jump in capital formation of 1994-95
is largely in terms of machinery and equipment (67 percent). The sudden jump in capital
formation in the household sector, largely in terns of machinery and equipment, lends
credence to the view that this could have occurred due to the import of consumer duraMes as
capital goods. These consumer durables being largely new to India and as them are no
competing domestic industries there have been no adverse effects on the domestic capital gcds
sector.
This way of looking at the problem could, however, be misleading as the sudden jump in
capital formation in the househo1d sector in 1994-95 i s preceded by sharp declines of the

.

previous two to chree years. A more meaningful way of looking at the problem would be in
terms of the share of household sector in gross fixed capital formation, the share of rnachinery

and plant and equipment in fixed capital formation of the sector, and the share of capital

household sector in the form of machinery and plant and equipment in total
rnac1,inery and plant and equipment. As is evident from Table 8, the share of household sector
in gross fixed capital formation showed a sharp decline in 1991-92 and again in 1993-94.
Though there is evidence of a mild recovery in 199495, the share is stiIl well below the 199192 Icvel. The share of machinery and plant and equipment in the fixed capita1 formation of the
sector has also showed a sharp decline in 1991-92, and it has only fluctuated eves since. The
share of capital formation in the form of machinery and equipment by the household sector in
the total machinery and equipment by all sectors, again showed a sharp decline in 1991-92, and
despite the mild increase of 1994-95 has not reached the f 991-92 levd. On the whale, there is
nothing very unusual in the behaviour of the household sector in 1994-95. In particalur, the
data fails to corroborate the view that the large imports of 199495 are consumer durables in the
guise of capital goods. If this view were true, then the share of machinery and equipment in
fixed capital formation in the household sector and the share of capital formation by the
household sector in the form of machinery and equipmnet should hare shown a sharp increase
in 1994-95. There is no evidence of such a jump, and hence the imports could as well be of
capital goods flowing into the private corporate sector and the public sector for capital
formation by the

formation.

Table 8. Capital Formation in the Household Sector in the Post-reform Period
Share of (in
. - -

Mac trir~eryand
equipment in FCF of

1933-94

1994-95

23.57

26.34

55.35

35.98

36.95

32.11

39.70

1; 35.01

16-32

17.24

1 1x7

15.93

HHS
capital formation in
machinery and
equipment by HHS
in total machinery
and equipment

Sourcc: EPW Rcsearch Foundation ( 1996)

On the whole, the association between import of capital goods and capital formation in the
private corporate sector, which was observable till the mid-1980s,is not observable for the
recent period. Import of capital goods which adversely affected the domestic capital goods

sector through the 1980s is also not observabie. An explanation of these two trends in terms of

'

the import of consumer dhabtes in the guise of capital goods is not tenable for there is nothing

unusual in the behaviour of the household sector to substantiate it.

5. Conclusion

Within a regulated policy environment, while private corporate sectgr was responding to the
investment opportunities arising out of import of technology and capital goods, such imports
had an adverse impact on the domestic capita! g o d s sector. This scenario has changed as the
economy has moved away from the regulatory policy environment into a liberalised policy
environment through the eighties. Both public and private corporate sectors have begun
responding to a larger incentive framework,Unlike in the past, when a few concessions wete
offered for the import of technology and capital goods, the change of the eighties has been
marked by dereservation and delicensing. Sectors hitherto not open to the private corporate
sector have been opened to them. This would imply that expectations of profitability were not
confined to the introduction of new products and processes brought from the developed
markets but could as well be related to the foray into new sectors not open to them earlier. An
indication of this is the fair1y high rates of capital formation by the private corporate sector
much before the reforms of 1991-92 and the revival of import of capital goods of 1!W-95.
One definite component of reforms of the recent eriod is the liberalised exchange rate
mechanism which has meant a distinct difference to the incentive framework.Devaluation has
meant more expensive imports, despite the reduction in tariffs, and a much more realistic
assessment of costs of capital goods. Given the large domestic capital goods sector,..
responding to the new environment, this has meant picking and choosing capital goods from a
spectrum in which the domestic capital g d s have a definite place. That is, probably, why a
revival of the domestic capital g d s sector has been taking place along with the revival of

imports ofcapital goods. These are just some ideas. To clinch the argument calls for a detailed
and careful analysis.

[The authors wish to acknowledge the benefit of comments from Professor 1.S.Gulati and Dr
G.Ornkarnath.J
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