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BLOCK-1: ENVIRONMENT- AN INTRODUCTION |

Business of to-day or tomarrow is governed by external forces, In the changed scenario,

businesses may niake or mar depending upon their adaptation to new rules of the.same.. Philip .. -

Kotler cominents “today you have to run faster 1o stay in the same place”.

It is imperative that the changes in political-legal, technological, economic, socio-culturai
and natural environmental factors to a great extent affect business enterprises in terms of their
survival, growth, expansion etc. Hence. the firms must keep constant vigil on these forces,
which are complex in nature. In fact many companies fail to see change as opportunity. They .
ignore or resist changes until it1s too late. Their strategies, structures, systems, and organisational
culture grow increasingly obsolete and disfunctional. . Even the prestigious organisations ke
Tatas, Birlas, Reliance etc., also have passed through difficult times because they ignored macro-
environmental changes oo long. ' - '

In this context, in this block, an attempt has been made to introduce you the subject of -
Business Environment in great detail including ethics of business and governance of corporate
sectors too. First Unit highlights on Business Environment - An overview. Economic environment -
of business in India is discussed in the second unit. Political Environment, Social & Cultural
Environment are discussed in the Unit-3. 4 and 5 respectively. Business Ethics and.(ﬁd:‘porz:te
Governance is analysed in the Sixth Unit. ' g




UNIT-1:BUSINESS ENVIRONMENT-AN OVERVIEW

Objectives
After studying this unit you should be able to :

- Understand the meaning of the terms *Business™, *Environment’ and “Business

Environment™;

- Examine the scope of business, business goals, and contemporary business objectives:
and

- Know the benefits of environmental study, the process of environmental analysis and
its [imitations.

Structure
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112 Summary

bA3 Self - Assessment Test

.14 Further Readings

1.1 INTRODUCTION '

Business is the product of technological, political, legal, economic, socio-cultural, global
and natural factors amidst which it functions. There is symbiotic relationship between business
and its environment and among the environmental factors. Simply put. business is influenced by
its environment and in turn, to some extent it will influencé the external forces. Similarly,
political-legal environment influences economic environment and vice versa. The same is the
relationship between other environment factors too.

The environmental factors are dynamic. They keep on changing as years roll by so does
business. One should also know that a particular business firm, by itself, may not be in a position
to change its environment. But along with other firms, business will be in a position to mould the
environment in its favour. to a great deal. 1t is for the above reasons that an understanding of
business and its environment is worth an attempt.

S



1.2 WHAT IS BUSINESS ?

Business may be understood as the organised efforts of enterprises to supply consumers
with goods and services for a profit. Businesses vary in size, as measured by the number of
employees or by sales volume. Large organisations such as Steet Authority of India Limited
{SAIL) and Tata tron and Steel Company Limited (TISCO) count their employees in the hundred
thousands and their sales revenues in crores. But most business units in our country arc smalt
units independently owned and managed and employing fewer than twenty employees cach.

Whether a business usit has one or two people working at home, |0 operaling ina retail
store, 1000 employed in a factory, or 100,000 operating in multiple units spread across the
country, all businesses share the same purpose: to earn profits. :

The purpose of business goes beyond earning profit, It is an important institution in
sociely. Be it for the supply of goods and services; creation of job opportunities: offer of better
quality of life; or contributing to the economic growth of the country and putting it on the global
map; the rolc of business is crucial. Society canuot do without business. It needs no emphasis
that business needs society as much. '

1.3 SCOPE OF BUSINESS

The scope of business is indeed vast. Let us assume that W have decided to buy an
automabile. Behind your purchase, there is the supplier of raw matya - there is the manufacturer
whe converts these raw materials and other inputs into yé vehicles: there is the dealer who
makes the vehicles available at places convenient to cre is the transport agent who
assists in moving materials to the manufacturing _and vehicles from plant to the market:
there is the banker to finance various activities; thefghAs the advertising agency which tells you
about the vehicles, where and how they g ured: there is the insurance agent who
assumes risks on your behalf; and a hust oT¥her activitics. Not only an automobile, cven a
simple item such as a ball pen necessig fong chain of activities so as to make your purchase
possiblc. '

The multitudinous activities involved in bringing raw materials to the factory and the end
product from there to the market constitute a business. In other words. business includes ali
activities connected with production, trade, banking, insurance, finance, agency, advertising.
packaging and numerous other related activitics. Business also includes all efforts to comply
with legal restrictions and government requirements and discharging obligations to consumers,
employees, owners and to otfier interest groups which have stakes in business directly or indirectly.

What is important and what needs emphasis in the term “business’ is that all the above
activities are being organised and carried on with an important purpose, viz., earn profit by
supplying goods and services to consumers to satisfy their feft needs. Thus, People occupy a
central place around whom. by whom and for whom business is run. Busincss is people.

1.4 BUSINESS GOALS

Before we discuss business objectives, it is desirable to be clear about the meaning of
three concepts, viz., vision, mission and objectives. '

Vision

Vision refers to the goals that are broadest, most general, and all inclusive. A vision
describes aspirations for the future, without specifying the means necessary 10 achieve those
desired ends. The most effective visions are those that inspire, and this inspiration often takes 4
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the forni of asking for the best, the most or the greatest. It miay be the best service. the most
rugzed product, or the greatest sense of achievement, but it must be inspirational. The vision
statement of Birla 3M is: “TFo be the most innovative enterprise and the preferred suppliee”.
Mission

A vision becomes tangible as a mission statement. Writing such a statement specifics a
leader’s belief about an organisation and the direction in which it should move. It can also
rdentify what is unique about the character of the organisation. The mission statement of Forg
Motor Company is a typical illustration of the mission. Ford’s mission statement reads thus:

Ford Motor Company is a world Ieader in automotive and automotive-related products
and services as well as in newer indusiries, such as acrospace, communications, und financial
services. Gur mission is to improve continually our products and services to meet our custorners’
needs, allowing us to prosper as a business and to provide a reascnable return for our stockholders
fhe awners of our business.”

a

Many organisations develop both a vision statement as well as mission statement.
. [ . .
Whercas the vision statement answers the question “what do we want to become?”, the mission
staternent answers “what is our businesg?” '

L5 CONTEMPORARY BUSINESS OBJECTIVES

n statements, but are not to be faken as
JON statements more concrete, i other
[ more specific and objectives are attempts to
khey are compatible to each other. Objectives.
Foanisalion,

Mission starements are more specific than vih
conerete disections for action.  Objectives rendey

words, mission statements seck to make 2
make niission stalements more conerete. . fn§
therefore, represent the operational si

It may be siated that a typical bul
there are o Bways restrainis o
passage of time. Objectives ¢o

k. Profit:

ess.ut seeks 1o ackieve more than one objective and
utiiment of some objcctives, Obiectives vary with the
NON to moest conlemporary businesses are explained here,

Making profit 1s the primary goal of any business enterprise. Profit is the excess of
icome over expense. Profit is the main incentive, motivator, stronyg sustainer. judicious allocator
of resources, objective indicator of productivity and a solid basis for prowth, expansion and
strvival. Profit enables a businessman fo realise his other objectives teo,

Mot ail enterprises are interested in making profits. For cxample, hospitals, schools,
charitable institutions and government agencies are not basically concerned with the acquisition
of profits. The nou-profit enterprises customarity rely on gifis, endowments, reccipts from
money raising projects, subsidies or taxes for sustenance. The basic objective of these
establishments is the provision of a service which is socially desirable and useful. '

In profit-making enierprises, profit should not be the end in itself. Profit should be the
beginning - acting as seed money for more products, more plants, more dividends, morc tax
payiients, more jobs and more opportunities. Profits should promote the well-beingofall... the
rich atit the poor; privileged and less privileged: consumers and producers and investors and
non-investors. funoring this and overemphasizing profit may bring carly death to an entesrprise.

For tnstance, wrote George R. Terry, “promoting only products witl high-margins (to
earn profiis), ighoting research, and fail ing to provide working conditions satisfactory to employec:
may in the ultimate. bring about the demise of an entérprise.” '




2. Growth :

Growth is another primary ob]u,ll\«e nl buelne%s Gusmesa should grow n all directions
over a period of time. An enterpr ise w hu.h remains stagnant for long is p:csumcd to su Ffel hom
an organic defect, -

The strategies adopted to achieve growth are:

(a)  add more praducts/markets;

(b) diversify into new arcas;

(c) integration-lorward or backward:

{d) increase market share;

{e) expénd markets; or

(H cut dewn costs and irl;ﬁl‘easc productivity.
3. Power:

Business hovses have vast resources (in the form of money, materiads, men and know-
how) at their comniand. These resources confer enormous economic and political power an
owners and managers of business veritures. Next to the Prime Mirister and Chief Mimsicrs,
perhaps, it is the business peeple who enjoy considerable clout in cur country. Some businessmen
mince no words in expressing the desire that they want more power. e late Aditya Rirta used
to assert that he built his empire (o gel more power.

Several enlightencd businessmen have used ther |
such itustration in our country was J.N. Tata, who passed
industry, research. health cave, art, literature and in
and respect. [t is hard o imagine what would by
country if J.N. Tata had not been born in 18394 s of Parsi prizsts in Gujarat, “He was
above all a patriot”, wrote The Times of Indig 13,1912y "who made no public speeches.
To his mind, weahh and the indusicy yh lecNo wealih, were not eads in hemseives, but
vieans 1o an end, the stimulation of the: '
scele of nations.”

for the good of society. One

cr areas. Hlis name inspires awe
mened 10 the industrial map ot dur

4. Employvee Satisfaction and Development

“If you want fo plan for a year, plant corn. Ef youw want te plan for 30 years, plant
a tree. But if vou want 1o plan for 160 vears, plant men” so gocs a Clinese proverb.
Business is people. said we, in the beginning of this unit. Caring for employee satistaction and
providing for their development has béen one of the objectives of enlighitened business enterpriscs.

Concern {on f:n'mloyees coitinues 1o be an buportant aspect of management, contrary 10
the expeciation that human element will lose,its significance thanks to astomation. -infact,
quality of personnet is cumlducd 1o lm one of the. hallimarks of best managed and highly lespcuu..d
comparies.

The Tatas are a legend in pursuing this objective. Either in implementing labour welfare
measures, constituting safety and security measures, or in providing traming and development
facilities, the name of Tatas should be mentioned first,

5. Quality Products and Services :

Providing quality products and services is }ct another 0b1euwe of business. Those who
insisted on and persisted in quality survived compcmmn and stayed ahead of others in the market.
Persistent quality of products earns brand loyalty, a vital ingredient of success. Hindustan
Lever is flourishing mainly because of the quality of its products. Some of its products like Liril,

in 1904, e was a pioneer in



Vim, Lifebuoy, Surf, Rin, Sunlight, Close-up, Lux, Rexona, Pears and others have become
household names throughout the country. These products are accepted by buvers as safe. of
high quality and reasonably. priced. Behind its quality products, Hindustan Lever has an excellent
Research and Development (R&D) sct-up and a high degree of professional management.
The company is sitting pretty and is almost invincible.

Thete are other business people who believe in quick money. Quick money comes through

“short-cuts, These are the people who give us razor blades which fail to give us one smooth and

neat shave, bulbs that do not give at least 100 light hours of service, leaky taps and adulterated
goods. Such enterprises will not survive for long.

6. Market Leadership :

o camn market leadership is yet another objective of business. To earn a niche for
oneselfin the market, innovation is the key factor. [nnovation may be in product, adevertising,
distribution, finance or in any other field, Blow Plast retains its market leadership by introducing
soft luggage bags and totes. Hindustan Lever earned leadership in tooth paste by introducing
mouth-washer in its ‘Close-up’. Asian Paints adopted unconventional channels for the sale of
its paints, which has pushed them ahead of their competitors. Ambani of Reliance Textiles
witroduced convertible debentures whichi have become attractive, This and other financial wizards
enabled Reliance to receive unprecedented response from investing public to any of its issues of
securities. -

7. Challenging :

own and fatiure betrays their inability and
incompetence. The worth of an individigl is teSt€d more in business than in any other profession.

thus: “T have asked myseifthis g zn. I'don’thave monetary ownership in the company in
which 1 work and [ am not giveMo propagating the position  am in. [ ask myself why | am
doing this and I think it is s the chatlenge. If1had an ideological choice, I would probably
want to do something mo the upiift of the people of India. 1 have a strong desire not to
mzke money but to see happiness created in a place where there isn’t”.

8. Creation of New Products and Services :

[t 1s through business strategies new ideas and innovations are given a shape and arc
converted into usefui products and secvices for the benefit of customers.

Although it may be too difficult to list all the products and scrvices that business houses
have provided us till now, it is interesting to mention that in the coming two or three decades, the
following will receive considerable attention from researchers and business people:

- Readily available artificial human organs, except the brain.

- A means of transportation without an automobile, perhaps an individual flying machine.
- Drugs 1o cure or prevent .cancer and the common cold.

- A pocket sized personal/business computer- i.e. a laptop or palm computers.

- Clothing that can be cleaned by placing it in a ‘cleaning chamber’ for one minute.

- A synthetic mmaterial to replace wood. ' |

- A simple injection to.determine the sex of an unborn child, -

Wilt there be a greater joy to a businessman coming out with a drug which can cure
cancer? Its availability in the marker will be of benefit to those who need it. 6

3
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9. Service fo Society ¢
Business is a part of society and has several obligations towards it. Some of them are:
(i)  providing safe and quality goods at reasonablc prices;
(i) providing employment;
iy patronising cultural and religious activities;

{iv) supporting less privileged sections of people in society like Scheduted Castes and
Scheduled Tribes, the physically handicapped, women and children.

Services of sociely is the main objective of a non-profit-making enterprise. Profit-making
enterprises cannot afford (o have service as the primary objective. 1t will be a secondary
objective. '

10. Good Corpoerate Citizenship :

Good corporate cilizenship implies that the business unit complies with the rules of the
tand, pays taxes to the povernment regularly, discharges its obligations to society and cares for
its employees and customets. :

Bending rules of the land, evading tax payments by under-invoicing exports and dubious
tax planning; cornering licences at the cost of others; adulieration of quality products; and indulging
in other unethical practices may earn money. But such practicgg hardly speak highly of corporate
citizenship. The Tatas are a contrast to the general trend. UneWical practices are anathema to
the Tatas. The best way to substantiate this claim is to quot ). Tata. “This factor has aiso
worked against our growth. What would have happey our philosophy was like that of some
other companies which do not stop at any means to their ends. [ have often thought ol
that and | have come to the conclusion that ifgwg were like these other groups, we would be
iwice as big as we are today. What we have sagfiticed is a 100 percent growth.”

Activity-A
I Can you enumerate othegbiigess objectives?
2, Name the various changes that have taken place since independence in our country.

3. Name the authors of the book “In Search of Excellence”




1.6 WHAT IS ENVIRONMENT?

Environment refers to all external forces which have a bearing on the functioning of
business. “Environment factors or constraints”, wrote Barry M. Richman and Meivyn
Copen, “are largely if not totally, external and beyond the control of individual industrial
enterprises and their managements. These are essentially the ‘givers’ within which
firms and their managements must operate in a specific country and they vary, often
greatly, from country to country” :

The business environment poses threats to a firm or offers immense opplrtunities for
potential market exploitation. Stressing this aspect, William F. Glueck and Lawrénce R. Jauch
wrote thus: “The environment includes factors outside the firm which can lead to
opportunities for or threats to the firm. Alihough there are many factolrs, the most
important of the sectors are socio-economie, technological, supplier, competitors, and
government,”

As per the second definition, environment includes such factors as soc%o-economic,
technological, supplier, competitor and the government. While all these are hi ly relevant,
there are two more factors which are not included in the definition, and which exercise
considerable infivence on business. They are physical or natural environment and alobal
environment. Including these two, the total environment of business, for our purposes, wiil
include six factors, viz., political-legal, economic, social-cultural, technological, globél and natural.
As can be seen in the subsequent units, all these fac explained in great detaif. A brief
description of each, however, follows in the following raphs. !

Technological environment exercises cof @ ble influence on business. Tlechnology is
understood as the systematic application of scier) or other organised I(nowledgﬁa to practical
tasks. ltis through business that technol aches people. Technology changels fast and (o
keep pace with it. businessmen shguld b&ever alert to adopt changed technology in their
businesses. :

Economic environmet ers [¥all forces which have an economic impact on business.
Industrial production. agricu anning, basic economic philosophy, infrastructure, wationa
income, per capita income, moné supply. price level, population, savings, stages in the economic
development and trade cycles are major factors which make up the total economic epvircsment.
There is close relationship between business and its economic environment, Busipess oblains
all its needed inputs from the economic cnvironment and it absorbs the output of business units.

Politrcal environiment refers to the influence exerted by the three political institutions, viz..
tegistatire, executive and the judiciary in shaping, directing, developing zixd controliing business
activitics. The legislatire decides on pasticular course of action: the execuiive, alsb called the
government, implemients whatever was decided by the parliament arud tire judiciary functions as
the watch dog in order to ensure that both the legistature and the executive functidn in public
interest and within the boundaries of he Constitation. A stable and dynarmic political environment
i indispensable for business growth.

Notwithstanding spectacular advancements made in science nid technology, szn’s attempt
to conquer nature lias not met with total success. He has no answer, for exam[l)le, for the
flourishing affluence co-existing with stark poverty. severe droughts and devastating floods
nccurring in sickening regularity; and some other such pheomena. Man still fidds himself
helpiess before mighty nature. Buginess. an economic pursuit of man, continues to be dictated
by nature. To what extent business depends on natnre and what is the relationship between the
two constitutes an interesting study.




Vet another environmental factor which is fast emerging as the force to reckon with is

the giobal or international environment. ‘Thanks to {iberalisation, [ndian companies are forced to

view business issues from a global perspective. Business responses and managerial practices
must be fine-tuned 1o survive in the global environment, A manager must understand that safe
andl protected markets are no more there; that the world is becoming small in size thanks to
advanced means of transport and communication facilities; that learning of foreign languages is

a necessity; that acquiring familiarity with strange and changing currencies is a must; that facing, -

political and legal uncertainties is inevitable: and that adapting their products to different customier
needs and tastes would only help companies survive amidst intense competition. Tmplications of
the global environment are elaborated in onc of the subsequent sections. '

Social and culiural environment refers to the infiuence exercised by certain factors which
are beyond the company’s gate. Such faclors include people’s attitude to work and wealth; role
of family, marriage, religion and education; ethical issues and social responsiveness of business.
Social and cultural-environment s highly relevant for a business unit as the variety of goods it

produces, the type of employzes it gets and its obligation to socicty depend on the culioral mibien

in which the firm operates. _

Thus, business is the product of the technological, political-legal, economic, socrbcirdiural,
global and natural factors amidst which it functions. Three features are conimon © this web of
relationship between business and its environment. First, there is symbiotic relationship betwee;

business and its enviromment and among the environmental factors. In other words, business 1s -

it will influence the external
vironment and vice versa.

influenced by its environment and in turn, 1o a certain degrees
forces. Similarly, politicai-legal environnient influences econgmi
The same is the relationship between other environment faciol

The second feature is that these environments

brs are dynamic. Thay keep on
changing as vears rol! by, so does business. '

The third feature is that a particular busine§¢1irm, by itself, may not be in s position to

change its environment. But along with g irms, business will be in a posivon to mould the

environment in its favour, to a large exient.

1.7. KNOWING THE ENVIRONMENT

The envirenment, as described above, provides a mass of ambiguous information. What
should be done to make out the relevance of the information? What is i be accepted and what
rejected? Three related concepts seek 1o answer these questions. They are : (i) the cnacted
environment, (i} the domain and domain consensus, and (i) the task environment.

Enacted Eavironment : An organisation seeks to ercate its own environment out of the total
external environment. The environment which the organisation creates is called enactment.
Enactment implies that the organisation creates a relevant environment for itself by aggressively
scoping, narrowing and scanning the external environment. 1n effect, the organisation creates
the environment to which it reacts, It does not react to the entire environment.

Domain and Domain Conscusas : The domain is that part of the enacted environment which
the organisation carves out for itself. The firm delineates its own territory out o[ the envirenment.

The delineated territory comprises the range of products offered, population served and
services rendered. The organisation focuses its efforts on these three arcas while paying less
attention to other areas.

As is well known, an organisation has many stakeholders-owners, empioyees, custormers,
government, public, suppliers and lenders. Domain Consensus is formed when ail the stakeholders
agree upon the domain of the organisation. '

9




: |
When domain consensus is not reached, conflicts can arise regarding parts of the
environment which should be monitored. This conflict causes confusion and backbiting, when
the company is blindsided by an unexpected occurrence from a poorly monitored sector.

Task Environment : This specifies the range of products 1o be offered, the te¢hnology to be
employed and the productive strategies to be used to counter the global competition,
It is the task environment which needs constant surveillance, though elements outside arc not
ignored, but are paid less attention, i

|

1.8 OBJECTIVES AND USES OF ENVIRONMENTAL ATNALYSIS

Environmental analysis has three basic goals. First, the analysis should provide an
understanding of current and potential changes taking place in the task envitonment. It is
im'portant that one must be aware of the existing environment. At the same time, one must have
a long term perspective too. : |

Secondly, environmental analysis should provide inputs for strategic decision making.
{See [1g. 1.1}, Mere collection of data is not enough. The information ccrllected| must be used
in strategic decision making.

Figure 1.1 |

Linkage Betweer ironmental Scanning and Strategic Management
|
Thirdly, environmental afelysis should facilitate and foster strategic Jhinking in organizations-
typically arich source of ideas and understanding of the context within which a firm operates. It
should challenge the currcnt wisdom by bringing fresh viewpoints into the organisation.

To be specific, the benefits of environmental study are as follows: !

. : - |
I Development of broad strategies and long-term policies of the firm.

2. Development of action plans to deal with technological advancements, |

3. To foresee the impact of socio-economic changes at the national and intefnational
levels on the firm’s stability.

4, Analysis of competitors’ sirategies and formulation of e[';fective counter-r:neasures.

5. To keep oneself dynamic. |

William. F. Glueck and Lawrence R. Jauch have stressed the negative consequences of
failure to study the environment. They have written that, “In the years between 1918 and
1968, almost half of the 100 Iargest american firms went out of business 'or became
significantly less important to society. Often, a company becomes convinced that it is
almost invineible and does not have to examine what is happening in the market place.

When the company ceases to adjust the environment to its strategy or does not react

to the demands of the environment by changing its strategy, the result is lessened

achievement of corporate objectives.” !
|




They went on to stress that “Environmental analysis and diagnosis give strategists
time to anticipate opportunities and to plan to take optional responses to these
opportunities. It also heips strategists to develop an early warning system to prevent
threats or to develop strategies which can turn a threat fo the firm’s advantage”.

Without a systematic environmental search and diagnosis, the time pressure of the :
managerial job can lead to inadequately thoughtout responses to the environmental changes. It
is clew: Gl because of the dificulty to assessing the future, not all future events can be anticipated.
But some can and are. To the extent that some or most are anticipated by this analysis and
diagnosis, managerial decisions are likely to be better. And the process reduces the time pressures
on the few which are not anticipated. Thus, the managers can concentrate on these few instead
of having to deal with all the environment oppoﬂumtlcs and thrcats in the pressurc-cooker
environment,

“Firms which systematically analyses and diagnose the environment are more
effective than those which don’t™. ' '

In order to further substantiate the benefits of environmental analysis, it may be said that
the real value of the analysis inheres in the product of the analysis as well as the process of
engaging in il.

Al the product level, the outputs of environment analysis generally consist of
(1) descriptions of changes currently taking place, {2) harbiggers of potential changes in the
future, and (3) alternative deseriptions of future change, TogetMy, they provide descriptions of
alternative futures. Such descriptions provide organisations wi g time to identify, underastand
and adapt to external issues, to anticipate the conseqyé of the environmental trends, and to
develop well thought out positions and policies. Ina § lead lime enables an organisation to
convert emerging issues from threats to opportgaiti

Atthe level of process, cnvironmenjg
are necessarily pervious to the influenc
to the enhanced capacity and comigi
external changes on the part oft]
by inducing managers to think heym eir task or indushy enviromimenis, often forcing them to
reflect upon their cognitive biases. In short, at the process Icvel cnvironmental analysis offers
one basis for organisational learning.

1.9 THE PROCESS OF ENVIRONMENTAL ANALYSIS

Eavironmental analysis is a challenging, time consuming and expensive affair. The analysis
consists of four sequential steps : (i) scanning (ii) monitoring (iii) forecasting, and (iv)
assessment.

Scanning - Being the first step in the process of envirmmmental analysis, scanning involves
general survetllance of all environmental factors a::d their interactions in order to (a) identify
early signals of possible environmental change, and (b) detect environmental change already
under way.

Scanning is ill-structured and ambiguous environmental analysis activity. The potentially
relevant data for scanning are unlimited butare scaitered, vague, and imprecise. The fundamental
challenge for analysis in scanning 1s, therefore, to make sense out of vague, amblguous and
unconnected data.

Monitoring - Mohitoring involves tracking the environmental trends, sequences or events,
or streams of activities. It frequently involves following signals or indicators unearthed during

environmental scarining. The purpose of monitoring is to assemble sufficient data to discern



whether certain trends and patterns are cimerging. Thus, as monitoring progres'Fes, the data
turn froquently from Imprecise to precise. b '

Three outcomes emerge out of monitoring : (a) a specific description of environmental .
trends and patterns to be forecast; (b) the identification of trends for further monito‘ring, and (¢)
the identification of areas for further scanning, These outputs(particularly the first) become
inputs for forecasting, Thy will also cause for further scanning and monitoring,

Foreeasting - Scanning and monitoring provide a picture of what has already taken
place and what is happening. Strategic decision-making, however, requires a future orientation.
Naturally, forecasting is an essential element in enyironmental analysis. - ;

torecasting is concerned with developing plausible projections of the direcj_tion, scope,
and intensity of environmental change. Ittries layout the evolutionary path of anticipated change.
For example, how long Wil it take the new technology to reach the market place? |Are current
life-style trends likely to continue? These kinds of questions provide the grist for forecasting
efforis. :

Linlike scanning and monitoring, forecasting is well focussed and is much more deductive
and complex activity. This is so because the focus, scope and goas of forecasting are more
specitic than the earlier two stages of environmental analysis.

Assessiment - Scanning, monitoring and forecasting are not ends in themscl\:Les. Unless
their outputs are assessed to determine implicaticns f (e Qzanisation’s current and potential
strategies, scanning, monitoring and forecasting simpl} vide ‘nice-to-know’ information,
Assessment involves identifying and evaluati ngh r@« why current and projected en'fironmk:nt_al
changes affect or will affect strategic managemdgt off the organisation.

ayes from understanding the environneni - the
- to identrty what the understanding ml:ans forthe
0 answer questions such as what are the key issues
presented by the environment, agd whihare _th-é implications of such issues for the organisation?

[n assessment, the frame of referend
focus of scanning, monitoring and forgaastin
organisation, Assessment, iherefo

Linkages among Stages

Though conceptially scanring. menitoring, forecasting and assessment ar"e separate
activities, they are inextricably intertwined(Sec Fig. 1.2). -

Figure 1.2
Linkages ameong the Stages

For examiple, upon unearthing an erterging trend through scanning, one migkit quickly
Jump to potential implications for the organisation (assessinent) by implicitly forecasting the 12

e ———————— b




future path of the trend. If warranted by the potential impact, one may then continue scanning
and monitoring. Also, forecasting often proves difficult, if not impossible, because of insufficient
knowledge and data about the topic or trends being forecast, thus forcing a return % scanning
and monitoring efforts. Deriving implications (assessment) often allats the organisation to the
need to conduct furiher scanning, monitoring and forecasting. Thus, environmental analysis is
not as simple and as {inear as moving from scanning to monitoring to forecasting to assessment.

1.10 LIMITATIONS OF ENVIRONMENTAL ANALYSIS

Environmental analysis, as with any other analysis, has cerfain limitations. These limitations
are.

1. Environmental analysis does not foretel} the future, nor does it eliminate uncertainty

for any organisation. Thus, organisations that practice environmenta! analysis sometimes confront
unexpected events - events not anticipated during environmental analysis. Environmenial ana bysis,
however, should reduce the frequency and extent of surprises that may confront a company.

2. Envircnmental analysis on and off itself, is not a sufficent guarantor of organisational
effectiveness. Itis only one of the imputs in strategy development and testing.

3. The potential of environmenta! analysis is often not realised because of how it is
practised. It is sometimes used as a crutch for pest-hoc refloctiogs. At times managers place
uncritical faith in the data without thinking about the data’s vergiabMity or accuracy.

el

4. Too much reliance is often placed on the inform
scanning. When there is overloading of informaticn, one §
typical of *paralysis through analysis syndrome’,

ted through environmental

Take the case of Norton Company, an indostr 4¥abrasives manufacturer and a competitor
of 3M in the U.S. Norton laithfully studies nmat and followed all management models,
systems and procedurcs. Inspite of all NWhn'Y statc-of-the-art management systemns, its
performance remained disappointing, J®istently poor results lefi the company vulnerabic and,
in 1990, it was absorbed into tire Fren t, Compagnie de Saint-Gobain.

Meanwhile, 3M achieved success but following a different path. The company did not
get caught by the paralysis syndrome. Leaders here placed little emphasis on top-down planning
and control. Instead, they nurtured the innovative ideas of sales engincers and sales
representatives, thereby building an entrepreneurial engine that gencrated stream of profitable
new products and promising new techiologies. (ioing into post-war boon, 3M and Norton were

roughly the same size. By tlie mid-1980s, 3M was reporting sales cight times those of its old

competitor. lronically, just as Norton was swallowed up by Saint Gobain, 3M was named for the
fifth time in six years to Fortune’s list of the ten most admired corporations.

Success lies in adventure and strategic risk taking. It eludes those who hesitate to sien
forward. Environmental analysis often makes an individual too cautious in his approach and he
is likely to be overtaken by events. Se, this analysis should be strategically done.

1.11 ORGANISATION FOR ANALYSIS

Who does analysis in a typical organisation? This is a relevant question. The answer is
everybody who holds somz post in the organisation. To be specific, the top executive, marketing
manager, financial manager and purchasing manager are the people who could assuste the
respofisibility. The Freduction Mangater may not be able to contribute much because his job
demands that he should confine his time and energy to the shop Tioor. Soime organisations

10 get Jost and becoime inactive-
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maintain Management Information Systems (MIS) which can be utilised to handle the job ol

analysing environment. The best alternative is to have an exclusive department for the purpose

to be headed by a competent offical, This would entail additional expenditure but the additional

cost is worth considering the risk involved in not considering the changes taking place in the
~environment,

Whatever may be the organisational arrangement, one should understand that environmenta
analysis is an activity that requires people, resources, and time. Someone in the organisation
must spend the time to do the requisite analytical tasks involved in enviromneiiltal analysis.
Resources beyond people are aften required : money to fund data collection, to buy outside
analysis capability, or to support internal analysis cfforts. Much managerial time is often consumed
inorganising to carry out the analytical tasks inherent in environmental analysis: deciding who
should do what in coliecting, analysing, and interpreting data; and creating the organisational

processes such as task fores, adhoc teams, or working groups required to effect these tasks.

Activity - B
List the Companies/Firms/Corporations which are super performers in India,

Activity - C

Differenciate between the t €

Activity - D

Name the company corresponding to the products indicated below, ‘
Product Name of the company
I. Vicks
Matiz Car

b2

Liril/Rexona ' - ‘
Amrutanjan

Red Lable Tea

O

Thums-up ‘

gy

e ., ‘
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ctivity - E

Name the first top five vichest business people ist our c_ountry:' ',

N

Led

s.

1.12 SUMMARY

I this unit, the external forces which have bearing on the business is highlighted. The

minute details about business, its objectives, scope are dealt with. Further, the environmental:
analysis, process and limitations have been discussed.. Various examples are covered at
appropriate places in the entire Unit. 1n the subsequent unit each environmental factor is discussed
in great detail. o ' e "

1.13 SELF - ASSESSMENT TEST

N

B

4

'What is business? How does business of today differ fr_om__-thatw to five decades -

ago?' _ . : . .
“Firms which systematically analyse and diagnose the env ent are more effective

than those which don’t” - Elucidate. _ .
. #Enyironmental scanning should provide inpu_@at ric decision making” - Elaborate.

. “Prqt'lt_.jméi'cl_i'nig is the prlimm_'y_' goal of any bus ggs enterprise”. - Yes or No - Discuss.
1.14 FURTHER READINGS % o

I.
2.

Gita Piralﬁal, Business Maha.rajas, New [).elhi...'\’iki'lfg, 1996,

George A Stainer and John E- Steiner, “Business, Government and Society,
McGraWHiII, 2000, :

Fahey_ and Narayanan, Macro Environmental Analysis fon‘-Stri_itegié M;mage_ment, West
Publication Company, 1986. ' LA Nag _

~Glueck and Jauch, _Busiﬁess Polic_y and Strategic Man#_gmngnt; :
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UNIT-2: ECONOMIC ENVIRONMENT .

Objectives o

After reading this unit. you -_should be _ahle lo; .

- di ge:ii the econontic envirdsi_niental _fac_lots-

- understand the basic economic systems _
- know the eé:‘m‘mmi_c rgﬁirms and the reédv_e_ry L
- getthe claims and counter claims

- know the future cconomic scene

it

- havethe glimpse of the second generation reforms.
Structure | |
e _}nlroducli_ml' ' S o ' | . - -
2.2 _.E.#;:I{’;n,ﬁl__'l_!i_c_FB._l_:lO.I‘:S R ' '
2.3 Claims and Counter Claims
24 Agenda for Future
5 " New Economic Policy - -
254 'Backgiﬁiind to the New Polic™
252 The New Policy | "

i~
A

A3 Evaluation of th icy
26 The Second Generatjog Re rms

27 Summary

28 Self - Asses o st

2.9 Further Reading!

‘2.1 INTRODUCTION

Feonomic eavironment refers to all those ¢convmic factors which have a bearing on the
Functioning.of a business ywit.” ‘Business depends on the economic cli;imlimeﬁt for:all the
needed inputs. Italso depends on the cconomic environment to sell the finished goods. Naturaily,
the dependence ofbusiness on the economic enviromment is total and it is né)t surprising because,
as i is vightly said, business is one wnit of the total ccoromy. I '

The importance of economic environment is reinforced by the fact that more and more
economists (business economists to be precise) are finding place in-industrial establishments.
Pr. Pendse was the economic: adviser to the Tatas for a-long time. Richard Freeman is the
Chief Economist of 1C. an American company. These two are not isolated instances. There is
the Society of Business Economists in England, whose membership now is more than 600. All
these members are employed i different industries, ifnot as economists, but in planning, marketing
or finance areas. Thus, trained economists supplying 'mac_m-ecppmmic forecasts and research
are found in major companics in mannfacturing. commerce and finance departiment,

wsamg e




2.2 ECONOMIC FACTORS

t s hitTicult 1o be precise ahout the factors which constitute the cconomic cowvircine i
of a country, 1€ s equatly dificult o draw the lines of distinetion between the political covirorse s
and the economic environment aitd the technological envivonment. The type of moncry peliy
dear money policy or chicap money policy, that the goversment wants to pursue inay b i'-é"i‘ﬁi";-'
political and partly economic. Again. importing a particelar technology may be politival. cuonoies,
orboth. it was for this reason that in the previous unit itsetl 't‘uumun xd that a2l these onviome o !
[actors of business are closely interdependent.

Caoning to the geonomic envicormaent, we list the following lactors which fos oue pavg
constitute tie economic epvironment of busitiess. We are not confining ousseives 10 s ¢
principles such as the faw of demand and supply, marginal utility and the fike. We inelnds
macro-economic factors which have considerable influence on business. Such Facirr: e

«  Economic Systems

+«  Economic Planning

J Industey
s Agriculture

. Infrastructure

»  Financial and Fiscal Sectors

. Removal of Regional Imbalances

«  Price and Distribution Comtrois

«  Economic Reforms

. Human Resources, and

«  Per Capita and National Income.
Ali these have been explained below :
Basie Ecotomic Systems

An cconomic system ot a country refers to the form of economic organisation cousiituis |
~hy thie miode and method of producetion, kinds of economic entities and institutions. the objectives
and fupctions of the economy directed towards satisfying people’s wants. According {0 Prodesas
Halm tn all economic systems the basic problem is the allocation of scarce means anong the:
compeiing ends for the achievement of maximum results”. The furdamental problen: 1or e
economy is to provide answers to the following fundamental questions:

] What to Produce : What type of goods should be produced from the given limited
' resources and in what quantities?

i) How to Produce : How these derived goods shall be produced, t.e. who shall preduce
and what methods shail be adopted?

ity - For Whom to Producé : For whom to produce and how these goods shall be distribuiesf?

Just as there are two potitical philosophies, viz., democracy and totalitarianism., there e
ihree distant cconomic phitosophies, viz., Capitalism. Soeialism, and Communism. The sysicm
of capitalism stresses the philosophy of individualism believing in private ownership oF ull ageurs
of production. in private sharing of distribution processes that determine the functional rewands
of each participant. and in individual expression of consumer choice through a fsec nurki




‘place. fn its political manifestation, capitalism may fall in a range between extreme individualism

and no government {(anarchism) and the acceptance of somie State sanctions as menttoned bv '-'

f\dam Smith and the later ph:losophers of modern capltahsm

" Mention should be made of the Welfare State eoneept which has dweloped in recemt

)ears Thisisa modthcatlon of modern eapttallsm that provades for an increasing de‘L_ree of
- State regulation when certain deficiencics appear.in the. economy. These limitations placed on
ihe free market operations such as Workmen S Compensatlon Law; prevision for social security,

laws regulating | nidustrial relations, or direct Staté financial aid to housing and agriculture, to

name but a few, are accepted as & resultof the members of a democracy becommg dissatisfied
with' certain conditions that prcvatled or might prevatl without these measures. “The Welfare
State is short'of Staté socialism in that it does not sanction the public ownershtp of the activities
that are regulated. ‘Some, in fact, argue ‘that the acceptance of certain welfare State objectives

is necessary to provide ﬂexabthty for capitalism, otherwise it might become static and be destroyed -‘_'
because of certain faults. Welfare actions then become modifications within the framework _

'ﬁhat constitute the bas:c postuiates of eapttaltsm USAis the best exampie for eapltallsm

Under soemllsm the tools of produetton are to be organlsed managed and owned by the

government with the benefits accruing to the public, A strong public sector, agrarian reforms, -
control over’ prwate wealth and mvestment and nat:onal self-rellanee are the other pIaan of -

qouahsm

Soelallsm does not nwolve an equal dwasmn of exlstmg wealth. among the people but
advocates the egalltarlan principle, It believes in prov 'ng employmentito all and emphaalses
suitable.rewards to the efforts put in by every worker. '

s tollowed in our country.and other social datlc countrics n the world.

Communism goes further to abollsh
' The State would own and direct all inst
“would have no relattonslnp fo P
ealled Mamsm comlnuntsm '

5 ofproduetlon Sharing in the distributive process

'wed in Russm, Chma and East European eountrles

Table 2 1 draws a @ns N among the three economle systems

Table 2 1 Ca tallsm, Soeiahsm and Commumsm Compared

' Sm:inlhm

lied Fabian soelallsm tlns phllosophy

vate propeny and | pr operty ri ghts to income. -

te poperty since this right would not exist. Alternatwelv

Churacteristics- -.-'Cﬂpif{iﬁiﬂt_ - : . Cainfntcnh'm_

Eco'notn_'i'e_ Markets: Fteedom 10, eompele --'lened Competeuon Abseneeof eompetetlon o
R w1th theught to mvest ~ with State—owned _ '_ﬁ'wnh State-owed .
A - © industries o markets and mdustnes

Individual Incentives - Prof‘ lqand wages in - Profits recognised Profits not allowed.

Cap_it:a'l Sources .

‘relation 16 one's ablhty :

and willingness.to work

~ Capital invested by ..
. owners who may aiso

- borrow on credit. .

~ Labour

Capital.may be

reinvested from profits, -

Depreciation is legal

.Workers are free to
~selectan etnployer and

e '_ an oecupatlon

Wagés fairly in reation
toefforts. .. -

* Obiained from owners
-and from State-issued -
* bonds for State-owned ’

industries.

Depl eetallon pe'rmiﬂted

Workers aI!owed to.

seleet oceupanon State
_piannlnu encourages
: employmenl '

~ Workers urged towork
~ for the glory ofthe State.

State provides all resources
to start business owned by
the State; No depreciation

) The State determlnes
one’s employer and

employment. - - .:
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k]

. _' m,hl 1o own a busmess

% industries., Other

Characteristics - Capitalism . - f-fCammamm
Management - - Managers are selected __"_*Manauers in State- Key managers must be. ..
s __ onthe basis of ability.  “owned mduslrlesare “party members. Absence o
_'Mana-reishavetreedom - answerable to theSlate._.' of freedomto
to makedeclsmns -~ Norn-monetary rewards - makedecmlons
_ S - emphasised - - '
Busineéss Qwnership - Indmduals havethe E Staleownsthebasle Stateowns all produetwe

capacny mcludma

- and to comracl wath ' busmesses may exlst | communes. - -
T 'othels : o ' . :
Risk Assumption = . Losseés assumed by People assume rtsks of Economac producuon

~owners. May lransfer

 State-owned industries.

' bUSllleSSI'lSkSIO ather
L .busmesws throubh ‘
'm%urance R

Losses laken from taxes assumed by the State.

lwmg

~ owned by the State. Rlské_'

Losses reduce standald of : '

(Source Vel 1oen A Musselman and Eugene H Hughes, lntroduction to Modern Busmess-"

lsSues & Enwronment p:20)

- Each economic phslosophy has |ts own streng,th and weak 55. 8
encourages individual initiative, allowa the market forces to have free
spirit, and directs the scarce resources 10 most proﬁtabl
stems from the fact that it results in gross inequities of
because of the free play of market forces, exploitation
influence of vested interests-over the State. Capntalusn _
has devastating effect on environment. Fina ¥, peopl
‘consequently indulge in exeesswe and wastefu!: Kpe ndlture on eonsumer durables and quunes

prmnotes a competltwe

In cominon parlance, lhe terms s0

East European countries are often called: soch countries. though they follow Marxist |deologacs

pntalusm for example

“The' weakness of capitalism -

e, recurrence of trade eycles -
of the -poor. by the rich, and-corritpt -
suits in the wastage of resources. It -
in capitatist socjeties earn more and

i * 'and communism are used mterehangeably The :
st

The great October Revolutlon of 191 7 saw i‘or the first time, emergence of a state based

on Marxist: prmmples Yt was Lenin who' sel-up a; communist state in Russia and from, here, the.
ideology spread to Czechoslovakla, Poland Hungary, Rumania, Yugostavian and China. Firmly

entrenched in these countries, communism appeared to have answers for all the ills associated

with capitalism. But cracks develaped within the addifice built over.a period of more than six -

decades. The structure started crumbling all of a sudden We recently witnessed country after -
country going back on communism and almost embracing capitalism. Several reasons have .

contributed to the reversal of the Marxists economy These reasons mcadentally testlfy to the -

mherent weakness of commumsm

. The major weakness of Marxlsm is the demal of‘ mdwldual freedom. One of the esseutlal

requlrelnelats of human organism is freedom - to work, to ‘earn, to express, to choose and to
induige in the expendlture of ofie’s choice. This freedom is denied to peolple. The followersof

Marxist believed that the ideology would gaurantee individial freedom. This expectation was

belied as it became ¢lear in the.commanist countries. No’ mdmdual freedom exnsted in these '

countries, contrary to the theoretical claims made about it.

~ Secondly,’ communlsm assumes total commntment of people to work and to contrlbute to :
the country’s welfare, This’ has ndt been forthcoming from people in the commumst countries.
People worked more or fess as they work under eapntahsm, being driven by the twin forces.of ]
the carrot and the stick. Infact, there was more slackness and more pilfering on the part of the: -




|
Ry s probably more corruption on the part of the mandgumwt Ihdu in the capitalism
iil‘ |

N llilul‘r the communist ECeNOMICS fallcd to achlwe *;wmhcam ewnomlc Urowth Thc' .

vsiv ol growih of these economies has been markedly lower thaii that of the tqonomlcb leiymﬂ_

aucinarket forces. One of the most striking failures of state or collective ownership has been in
cwicniing where a super - power like Soviet Union, possessing one - sixth of the land surface
s vurils, fosendd itselt unable to feed its people even afier 70 years ofrevolun(Jm

Fourhly. equality which was the'main plank of Marxists, didno suceeed tn the communist -

seamtbeies, The basic principle that every organised society is subject to stratification very much -

coan i undscancietioz also . Yearsback, themfore, the communistn oo of*for each
ording o fhis ability to each according to his need™ was changed in 1F1e Sovuet Union

iruviles made a big dent into the communist theory by being given economic: rewards for
wink o he differentiation that has been subsequently introduced consists not so. much in
ilre sgoney wage but payments in Kind and in privilege to those whn occupy higher positions in
Hi ey this, sftramialed into moncy would show a vel v substamlal d|f|fcr:,nua

Fifilily, the rulers themselves did not set fine cmmp!es for the followers to unuiate

sy pulaces and owned a fleet of most expensive of the world’s cars. Latc Caucescu and
b e Rodiania lved i style and led a pompous

vt on the dead bodies of Caniceseu dnd his
(i in, pruiblis: v rath againsi the leaders who § Ninied equaln\e but did not pmntme it."

sinibile, communism has been. nbscsec Fith the: rlghts of \\*orkels Thiis obsession lms

widioni faifure and almost surreptitiously to “from cach aumdmg to his work”. The

<24, 1ill the end of his life, in ong room in Kremiin whereas Brezhnev fived in. theequivalent
life. Public anger against the couple was

s el that kagether they died being shot by | prageculgrs mercn!ess!\ ‘More than 300 bullets
W, The numbcl of buile'% bear tcslnmom .

bk o ik fendency to strike work, n unjustifiable’ grounds. Walk,in the sueets of )

et o Thivuvananthapuramesgou wili find red flags hoisted at gvery business or mduatrlai' ;

|0y and sq uandcu

|
; of Communtism seem to have several contradictions. One such

soatebaison sehich is oo cuous is the attitude towards religion. Seventy years of communist
sude Gk crsowhitle lJS'sR iid not help to cradacaic veligion. Same is true in JWs,st Bengal and

cetsddibiment, Public sector been taken as private properties (o.enj

” 4%

s vz hly, the foll

ity communism collapsed because of its inherent weakness - lack of ﬂe\nbillty and

A b of resilience, Capitalism survives because of its flexibility. 1t abandons the market
b survival of people is at stake. Look at the way the government mtn,r_venes in chosen
sveit i tee US economy. o

masiions seems to fall between capitalism and communism, paﬂakmgphc SLrong points
o B il phitosophies and avoiding their weaknesses at the same time. It js for this' reason
il il developing countries of Asia, Latin America and Africa have adopted sociatistic
_..'spll‘ |

ti thie experience of sever .1I counties, partu.ularl_\, the Afr:can blm,. belle“ the e:\pcctatlons'

paainad v socialism.. As the Economic Times of July 6, 1986 commented, the “Common error of |

A

S mnlees was bo stick with economic policies derived from the half-understood European
s ol 14504 and earlier. Governrirents, they seem to have thought, could create wealth by
- Paople’s untidy lives could be improved by government mdna't.unenf So they set up

s well as idle) o regulate every aspect of life. They paid for governmeént projects from
Hiind :_'!mi. ware meant 1o pay for crops, and held down food prices so that farmers subsidised
s - people. They passed laws saying that foreign currency could be exchanged only at a

“buncanoracies {which they could not aford to pay properly, and which, therefore, become:
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rate far below what the market said it was worth”,

We chose mixed economy, a mwdwav between c.apltahsm and communisin, as our economic -
philosophy. Closely resembling socmllsm, the concept of mixed economy admits the existence _
of private enterprises along with public owucrslup T hc economtc set-up nndcr lhls phllob()phv
is split up into three parts: - : - -

®  Sectors in which both production and dissrib'utiml are entircly m'anaged and controllect
by the Staic to the complete exclusion of private enterprise;

®  Sectors in which the State and private enterpnse _|omtly parucupate in prml uction as
well asin dlstrlbullon and : L :

e Seclm s in whlch the prwate mterpﬂhe has complele access snblu.t on !y tn the ;,cne: aE
control and regulation of theState. - ..

The lndustrial Poli n.y of 1956 has ckarly demarcdted the arcas. meant f or wch o! lhr. se
three sectors of the econonty. The concept of mixed economy has guided our cconomy for the
past three-and-a-half decades and probably would continue to do so in the years to come.

Looking back, “we have season 1o be satishi ed” ass«.rted Mr. K. Vcnkmaraman the then
Vice President of india, while delivering G.L. Mchta Memorial Lecture in 1080, “vith the
progress that has been achieved on this path (econumyi under very difficuls
circumstances - external and infermal. This is nol te deny, by any mdwgs, that we have
a long way te go in achieving our hasic ebjectives nl'euplm ment a rty evadication
or to underplay the difficulties and ‘MIS lﬁat uiglaﬁ beem- experienced in
the pursuit of mixed economy™, ° “ o |

The mixed economy has its share of cntmsms Ie for examiple, not enabled its
followers 10 become either Americans or Russisns. 'lltemlxec oftomy has been approximately
compared to the amber colour on a signal post wh“ ' dn\* er of a vehicle gaessing
about what his next move should be. ' B

Activity A @ - S
Does mlxcd economy realiy heip Indlans eumomlc gmwth" (nve reasons.
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- Economic Plannmg

- A mixed economy is necessarlly a planned economy It does not mean s:mply acontrolled
cconom) in which, the government interferes in economic matters through fiscal and monetary
policies, but-it is an economy in which the govermment has a clear and feﬁmte economig plan, .
The public sector will have to operate according to certain priorities and o realise specific social
and economic goals. Naturally, the public sector should have an econgmic plan. At the same
time, the government camnot leave the private sgetor to fi unction in-its own unorganised way.

The government has to prepare and implement a comprehensive economic plan integrating .
the private sector with the public sector, 1f is for these reasons that we have been having
gconomic planmnu since 1951 when the First Five Year Plan was launched.

We have had four décades of economic planmng ‘We have complcted elght fi ve-yeal ’

.plans All the fi ve-yeal plans were deslgned to achleve four lmportant !ong-term objectwes
\’IZ - .

- 'Increase pleducnon to thc mammum posssble extent S0 as S to dtheVC a htghei Ievel of
~ national and per cap:ta income;

- Aelucvc fult empily ment _
- Reduce: inequalitics of income: and wealth alld

- Setup asocialist society based on qualty andjust_ice and the absence of exploitation.

‘Massive investmerits were magesg all e five-year plans to realise these objectives.
Table 2.2 gives the d”OLﬁllGIIS of th .- o - ' _
I‘ablc 22 l’at?‘f Resource Allnc:ntmn in lndla s Plans

Heads o_i’{)c\*c}OpmemQ I o _I!l' Y v __ V] vii VI

Agriculre & _ : : SRR P
lirigation . 3700 209 205 0 233. 22t 2220 202 206

Power : 76 97 146 186 188 167 174 187
Industry - 49 241 229 197 243 265 237 . 188
Transport & S _ _ -
Communication 264 270 246 95 174 160 170 187
Social Sérvices 241 183 174 189 1174 186 |21.6 232
Total 100.0 100.0 1000 100.0. 1@0,0 100.0 00.0 :000

(Source Economlc Surve} and Plannmg, anmlfsmn Annual Report 1995-96)
Industry '

In the mid-1960s, India had a bettermdustnal base and possessed inore pre-requisites for
industrial growth than South Korea, Malaysia, Taiwan, Thailand and Indonesia. Since then, the
country has sticceeded in creating a virtually autarkic economy, where all outputs and factors
were subject to rigid price and guantity controls; where investment was strictly rationed; where
there were multiple bar riers to entry, investment, foreign trade, and competition, and where the
objective of the financial system was to supply subsidised development funds jrrespective of
returns. .Cornisequently, all the countries, mennoned above, have evertaken India and are far
ahead tn industrial growth. i
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The various administrative conirols (many of which owe their origil to the rationing era.” . '
of World War I1 and which are still in force) are industrial licensing, priduct reservation for
public sector, MRTP and asset classification of monopolies, product resevation for the small
scale secior, Foreign Exchange Regulation-Act, tariffs and quotas, the miyi-plant fetish, labor -'

market rigidities, development finance and indigenous availability and esentiatity. All these

have been explained in greater detail in subsequent sections.™ But; the iaith in mini-plants,
availability and essentiality have been highlighted here. ' e ' o

The Mini-Plant Fetish: In the 1970°s, the,government began to beljlz\,{e that mini-plants
constifuted appropriate 1echnology. not withstanding strong evidence tothe contrary. Such
~ plants were encouraged through fiscal concessions and subsidised developnent finance. There
was, consequently, a mushrooming of mini-cement, n__lin_i-pa'per, mini:sugar ad mini-steel plants.

" None of these were technically viable, fell short of economies of scales ind could only exist

under a regime of subsidies, liigh tariffs, severe quotas and purchase prefereites. The subsequent - R

losses of the plants hardly prevented (heir promoters trom reaping huge rens in the initial years. |
In the 1980s. as the financial situation worsened, and the cconomy gradually ipened up, incentives

and concessions disappeared. Today, almost all these mini-plants-are inwrably sick and-arc

awaiting liquidation. e -

~ Indigenous Availability and Essentiality : In the-late 1 96)s and 1950s, any’
manufacturer who wanted to import capital goods or components had to stisfy the Directoraic
General of Technical Development (DGTD) that the item Was essentialand was not locally
avialabe. Essentiality gave enormoiis. discretionary powgrs the officils of DGTD, while
indigenous availability means advertising in trade jo Ntf an Indianfiem could claim to- ‘
produce the item, this had to be examined by the ) Yhich conferred won domestic cap tal |
goods manufacturers the power 10 dg__!_a}{ imports. et Ic’:c\!l_wit_h.high tairffs and quotas, this |
allowed the Indian capital goods industry t machinery at inflatedyrices. - Increases in
project costs of users were justified by ﬂferice to the high' shiadow frice of doltars, and - -
rectified by subsidised development S | S
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The Reforms and the Recovgf) .~ = - . e
There is a general agreemengfhat the reforms have yielded positjie results, Statistics

speak for themselves. GDP rose impressively by 7.2% in 1994-95 and acelerated 1o 7.5% in
- 1996-97. but felt 1o 3% in 1997-98. For the first ti_me"Siﬁce the ]9505,z‘|lllld_ia has achieved a

growth rate of 7%, A significant contribution to this achievement has céme from industry as

revealed in Table 2.3. o - o . '

Table 2.3 : Composition of GDP.

|
ik

' I;;{F’efbcntage 'Sha.r_c).._

Sector 195152 198586 199394 . 199495 . 199-97  1997-98
195556 1989-90 R

Primary = 5606 . 3448 3120 ¢ 3126 © %90 22500

Secondary’ - 1563 - 2657 0 2750 - 2753 He0 3100 .

Tertiary - 2831 3895 - 4130 412l 220 - 44,000

10000 10000 10000 . 10000 100 10000 .

~ But a second look reveals that we have a long road to traverse 10 reach a comfortable

stage. India needs higher growth and greater exports. We need 7% oil sustained growth-in

GDP over the next five years coupled with 20% annual growth in exports. Fhese rates sustained
. : .- : P .
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over a long period wilthelp us service external debt, achieve si guificant growth in employment
and reduce 'absolute"pcivérty. o e o '

These targets nred means Some of them are external to firms, such as ;iood port
facilities, better roads, dfficient telecommunications, adequate power supply, proper mahagemcm' _

of fiscal deficit and, eﬁch-angc rates, and a stable macro-econonic regime,  While these are
undoubtedly importan: determinants of sustained growth, aii éxcessive pre-occuptation with
external factors resultl inn ignoring the role of the intérnal organisation of firms-namely. the
policies that need to b introduced to ensure healthier corporate governance, better monitoring
of a fm’s performame by banks and financial institutions, incentive enhancing reforms in
corporate laws.and capial imarkét regulations, flexibility in factor use, efficient debt renegbtiations,
faster restructuring of yiable companies, and the speedy exit of unviable ones. Unfortunately,

these have only been paipherally touched upon in the reform program until now. Majorchanges

in these areas still awai implementition. - _ o
National Income and Per Capita Income _ ) 3

Every sector of the econoimy employs natural, human and material resoufces and
contributes to the aggregate flow of goods and serv ices during a time period, usuatly gpecified
as one year. This aggregate flow of goods and services represents the total income earmed by

factors of production enployed during the year and is popitlarly called national income orfational

product, The rate of glowth of the national income in an-economy is an indication of the pace

at which the economy Sas been growing, A high growtl%«indicates that the economy isa °

| . . L.
developed one. Low. giowth rate signals that the economWs a eveloping or a poor ope.
| : .

Furtherniore, a ligh national income in_dicf;@t the economy is developed|and the -

overall environment is lavourable for business grov .
Table 2.4 gives details ibout national income?y capita income since 1980,
P

| | |
Table - 2.4 ; Ntltiunal--l'ncom A

 Capita Income at Current Prices|

- NationgMpcom® - “Per Capita Income .
o -}:":! .(Rs. ) _ {Rs.) |

1980-81 . i Li068S e

199091 4Isem o uess .|
192 L amerr. o se; | |
199293 545434 655 o |
199394 " 626957 . 7060 |
199596 | 856663 .. 94713 |
199697 - . 985162 - . 10708

|
Looking at the _.f;igures available in Table-2.4, it may be stated that our perforknance
compares favorably with that achieved by the currently high income countries when the,l/ were
in their transformation fhase. For example, our rational incosme geowth during 1950- 1994 has
been reported higher tha that of the UK, France and Germany during the mid- 19th to _mi:li-2ﬂth
centuries, and about:the:same as the performancé of the USA which was one of _'thé Mmost

developing nations at thit time.




However, it must be admitied that our growth rates have been. less than the plan tar gets
-(see Table 2.5) and below the requued growth’ mte of about IO% per almum «Reasons are
obvious, ' :

ic prlmary reason for Iow g;owth level in the natlona! ancome is the deﬂc:ency in oo
investment. This is followed by high capltal-output ratio, low agricultural and industrial growth- .
and population explosion. The last factor is mainly responsible for low per caplta mcome .
notwlth%ldndmﬂ satisfactory growth in the national incoine. R :

Table-2.5 : Targ,ctq and Actuflls in Natlonal Income e

(Annual Percentages} |

Targets. "Aétuals .
| Plan 21 | 36 |
HPlan 45 4o e
W Plan s 24
IV Plan _. o 5.7 '_ o 33 .
VPlan - 44 R 500 o
VIPaw  s2 | SAdal o
VIi Plan o 50 : ; 50 e LY

VIl Plan -~ - 56 7

Human Resource N _?| } E
~ Demographic factors and the extent of ysbgnisafjon.go a long way in.deciding economic *
growth which in turn determine the econoi wronment of the business. The density of
population. the extent of their standard gidjving\he leve! of their education, the nature of their
occupation etc., greatly influence th pf business the entrepreneurs could under take.
Infact, human resources constitute an impafiant constituent of the total ecoponncenvironment.- - - -
There are several reasons which bri ing out the crucial role of people in an economy. Inthe first -
place, people provide ready market for goods ploduced and services rendered by business. .
establishments. With more than 93 crore people, our country offérs a vast market. This explains
the reason why MNCs are keen in investing their funds in India. Secondly, people together
constitute one of the factors of production. It is not enough if a country has fand and capital, it.
needs labour (humar resource) to put the other factors to proper use. Our country is endowed .
with a vast pool of scientists, technicians, adininistrators, managers, software experts engmeers )
professors, doctors, civil servants, strategists, financial wizards and experts in marketing. All
these professionals will help run organizations successfully, Thirdly, the degree of economic
prosperity, for example. of a nation depends on the quahty of its people. Japan’s prosperity owes
it to its people. The country has been able to reach its present status thanks to the motivatedand* - *
hard working people. Lack of natural resources has not hindered the country’s-prosperity. -
Burma has all the ingredients to become rich-oil (first country in Asia to discover oil), foodgrains,
timber, precious rubies. tungsten-but has failed to become one, thanks-to its people who are -
generally not risk takers and majority of them are tribals. - Same is the story with 8ri Lanka. The'
country has rich potential 10 export natural rubber, tea, copra and precious stones.- THanks fo the ,"E
people who seem to believe more in violence and killings than in peace, Sri Lanka ¢onld not
prosper economically. Fourthly, our economy.has entered into a new and exiting phase thanks .-
10 the new economic policy measures initiated from the start of the 1990s. In order to sustain
the momentum of growth, we need people with competence and motivation. Finally, people 25




need '-ECb-llél'ﬂiC:%FOSVJ]Ij“.Si_a'S.'.'PYtos'I')éi"it-}’- demands the services of individuals. Whatever is
produced. should be.ysed by people.  It-is only-then that the economy will ‘have.v-‘served- its.
purpose. . .. .. L _ _ _

T

Our countty has‘inore number of people than the economy could a’f’for'dii Somie statistics
prove tlie point. Tn 1986. our population was around 760 million and 844 million (1990-91),
comprising 392 million males and 367 million females. 'In 1961, our population was 439 million, -
226 males and 213 million females. During the decade 1971-81, the growth rate has incredsed
10 2.5% per annwim, against 2.48% during 1961-71, and 2.1% during 195161, [However, there . -
has been a shift ifi the vital rates. During the decade 1971-81, the birth rate had declined to 15

- petr 1,000 population from 50.9 in 1971-81 and from 46.4 in 1961-71- 1-|1'§flle'careoffemales, it
rose from 44,7 to 50 during the same period. '

Table 2:6 shows the population trend in India. ' - ‘
There isanother dimension to the problem of overpopulation. It is said that out of 185
nations in the world, we rank not first. second or 10th but. 1 Tth in population growth, -

~ - Table 2.6 : Population Trend

“Year - -  Population - - Year B 'Pﬁpl:']ati._(f}l‘l. T
" 1901 2380 N 1951 - 3610
coen 2500 ) 1961 43.92

- 1921 25.10 Jmy 1971 54.‘-8L '

93 27.9<O C 199 © 846 |
1941 31.87 N
| (Sﬂqprc.c : _E__ighth Fi .Yéaiil_an, Vol, 1, and Cc_:‘nisus.of' India '1'9;)])

Itis also said that the populegfon s growing more slowly than the world’s two-thirds of the
nations. Comparisons of th#egype Mive purely academic interest. The fact is, as|we said earlier,
we have too many mouthNg fekd and this has been a drag on our development. S

~ Howevet, it goes to the credit of our country that it was the first in the ‘w_o’i’!d to adopt
family panning as a State policy. From the First Plan itself, the need to conitiol population was
recognised. ‘During the Second Plan, though both these Plans indicated an of]ﬁc:iﬁl-palicy to
control population, there was o effective. implementation, The results of the 1961 Census
confirmed the hatf hearted efforts at population controt and imparted a new urgency to the -
programme. Thi‘: _Th-—fr_cl Plan recognised, for the first time, family planning which tiHl then had .~
retied heavily on the traditional clinical referral approach. : ’D ' '

It introduced tlie tine and target approach.to family planning. The Fifth Plan continued to give
this priority status to family planning. la April 1976, the population policy in India recieved a
new impetus, when the government issued a statement in its %hational'p{:}pulation policy. The
statement contained several new measures and it reflected the government’s realisation that the
population explosion had reached a critical stage and was.proving to be a major sluin_bling block
in its efforts to raise the livitig standards of the masses. The programme underwent a cliange
during the emergency. when it incorporated com pulsory approach to family plgtlnin‘g. n1977,

The Fourth Phan described family planning as a programme deserving the .l'tighest priority. ~

the nomenclatire was changed to family we lare programme from family plan ning programme.
During 1977.79, the performance of the programme was extremely poor. The Sixth Plan listed _
fimited population growth as one of its main objectives. The Seventh and Eighth Plans too did

emphasise the need for limited population growth.




“All these efforts have not gone waste. The message of the red triangle has spread far
and wide.. It is gratifying to note that an illiterate wllagel now talks about the need for a small
family and they accept family planning techniques with appreciation. ' A-visit to government
hospital in a smalt wwn is a sight to be believed. The beds in the hospital are ever full with young " -
mothers underg,ouw tréatiment aftel they have lmcleroone tubectomies.. There is no need to talk
1b0ut the problem in cities. People afe aware of the need for and advantage of spacing ¢ child ..
bmhs and siopping after the first two. Seeds for better tomorrow are sown and the fruits will be

reaped in the years to come.

Actwlty C o
1. - leferenclate bet\teen budgetary detielt and t"seal def'c:t
2. Differenciate between Government-oriented economy and market - oriented economy.

3. Why human resource is considered as'an_econolo_r?_ .

2.3 CLMMS A’Nl)j C_(:)UN‘[E__' '_ CLAIMS

What has been the result of all these developmenlal et‘torts‘? Thene have been claims and
counter claims about the ‘outcome. Official agencies claim that huge investments produced
positive results: But these claims are not aeeeptable to the economiss, mtellectuals and politicians-
who do not sce eye to eve wtth the government agencies, What theSL clalms and counte: :
claims are? - : P : co

On the aehwvement s:cle the cl'nms made leiatc to mdustry, agncultllre, infrastructure,
foreign trade, growth rate of the economy, contré! of inflation and the standard of living of the
people. 1t is asserted that significant progress has been made in all these and many more durmg
the last four decades of economic planning. ' :

-The progress made by the Indian cconomy can be better appreuated by comparing -
economic performance during the Eighth plan penod and its predeeessor ‘The toIIowmg, are
worth noting:




& Overall econaniic growth has been faster;

@ The manvfacturing SLCtDI has g groun almost two per cent pomts fastor per year in fhe
~ Eighth Phn period; : :

®  Agriculture and allied sectors have grown at al)out 3.5 per cent pcr anpum m both
periods; - '

° Both exports and imports have grown significantly faster in the Eighth Plan period;

"~ ®  The balance of payments has strengthened considerably, with trade and current account

deficits declining as ratios of GDP, while exports and imports have grown rapldly both in
“value terms as well as in-proportion to GDP:

L4 The Central QZoi__ﬁernment’s_' fiscal deficit as proportion of Ci{? has declined siglii'ﬁcaml}-':

% The Average rate of gross domestic savings has risen substantially from 20.6% of GDP
in the Seventh Plan period to 23.9% in the first four years of the Eighth Plan;

L 4 With the exception of tele communications, the rate of' growth of net output{value added)
of infrastructure sectors has slowed down:

®  The average rate of inflation has risen somewhat, though remaining below double digits.

Counter-claims are equaily forceful. [t is aliea® that al! is not well with our industrial
sector. The secior is facing too many problems as v scribed later. Many industrial units
are facing the threat of closure. If the claims agggeal lWlie, why should the counirv be pushed
down from one among the top [ industrialisé wtries in the world 10 one in 20 down beléay,
ask the critics, About agriculture, it is allege!
foodgrains is only in rice and wheat. C
villagers havé not regisiered bpig
dependeni on monsoon. failure
Fhe talk about achievement;
poverty. ittiteracy and ignd

siive Merease in production. Besides. agricuituve is highly
ieh disrupts not only agriculiure but the entire cconomy.
docs Mgt mean anything to the common man who still reels vnder
Then there is the ever increasing fiscal deficit.

The country has a buge nmplowd population of 39 mitlion (1993). China has lmle over
five million. All other developing countries too have the problem of uncmployment but not as
mush as India has. : : :

Thus, the debate can go on. But what sh’ou.a!d not be lost sight of is the fact that Gur
economy has remarkable resilience. This is borne by the fact that it faced LW Wars, successive

droughts and floods, enormous expenditure on defenceand is sustaining more than 93 crore plus

people. Whatever the critics may say, the truth remains that, over the years, the life-style and
levels of living of the people have vastly improved. Population below the poverty line too has
declined as is evident from Table 2.7. The late Prime Minister Mrs. Indira Gandhi, was right

when she said that wherever she went. she found smiles on the faces of people and this was the

best indicator of economic prosperity that has taken place in our country,

Let us also forget fact that we have failed in one important dimension of economic
development, and it is the building of national characier. strong integrity, staunch patriotic fervour
and exquisite moral standards, especially among the youth as also in the rest of our countrymen,
it is sad that we hardly find young men or women who can proudly say that this is our land and
this is our country. It is equally sad that we hardly come across individuals who are inspired by
fanatical commitment 1o their work and to the country. We have managess who do not manage,
workers who do not work, teachels who do not teach and students who do not study.

ft the phenomenal increase i produciion of
ereals which are consumed by vast majoriiy of

28




Fable 2.7 : Popula._tio'n Below Poverty Line | K

-0,

[ .
108384 . 30p
1987-88 o285
199394 . 199

(Sourue Planmn"(ommlssmn Ncw Dellu)

2.4 AGLNDA FOR FUTURE

Table 2.8 contains series of ].')IC\MII!._, questions which need satlsfactorv answers. These
qtmt:oﬂs incidentally, constitute the d“(.'lldd for future. S

Table - 2 8 Key Qucslions

A, Macm-Ecmmmu Scene :
. Whatw illhe the likely LIOWth of the econcmy"’

- What can be done to boost exports?. . N T
. Can we dchleve hwher ﬂmwth rate arud su@' "
B Inﬂarwn wnd Exchange Rates -~ . R L
: 1. Whya:cmluest:ates ha;ﬁ_h inspitey f-;low__inﬂation'_?::;' L .
[ Poverty and Public Policy P ;'- S
\ 1. What is the iialriqaci"._'ufre_ ns on poverl}:*?”” -

‘What has happen@tipoverty measures?

D The Energ,_; Scene

[¥)

La)

i

—

Why is tlu.rc power shoriage‘? _
2. Cdll pmate power plants help mcet the shortage
L 3. ‘How can we brldge the g g,ap bctwcen demand and wpply‘? :
F Tlre Environment Scene _
'. 1. What are the preééing e||§fi|'o:iiné11ta! 'pro.bl.emé‘?’ |
2. How can we deal with air, water and noise pollutton” e

3. How do we manage our forest cow.r‘?

4. What is happening to the Ind;an hlodwerslty -
K Agwculmre and Rural Deve!opment
1. What |c101 ms a:e needed at the agr icultural front"

. _2 ‘What caiy bcdonewnthas.rlculturalsuhsrdnes" '

L

. What have we done for rural development?-




G, Industry

I. What can,we do to accelerate industrial growth?-

What c'ani‘ be done to improve effi ciency of PSEs?

!\J .

What can, be done to contam growmg snckness"

4, How aboﬁt corporate 5overnance‘?
H. Lr:bour Pohcy
. ‘What kmd of Iabour po!lcy reforms are needed‘?
§ A Securmes Mar&ets _ i
L. Whal have reforms doue to |mprovc markct eff’mency‘?

. What are the roles of primary and s_ecoudary markets?

Why has tlié stock imarket slumped?
. What fole do Flls play" S

i

J. Bankmg Sector _
_ 1. Havc refomis unproved the [JCI fon manca of pubhc sector banks?
| 2. How shqu!;l we improve the performar%ﬂl*le bankln_g sector?
K. Transport L _' O -
'.!_. ‘What are tl_j'e problems of-railwao-'

. How should we improve fa?g’ share of freight traffic?
a

2
3. What is the problem with roads and road transportation?
4. Has private entry ben civilaviation? .

5. How should ve performance in ports and shippihg?-

L. Telecmnmnnicalmn

. Why arc our lelecom semces 50 poor"

2. How should DOT be regulated’? What shou Id be our telecom pohcy‘?

M. Planning L _
Whjf'was planning undertaken in the first plade? '
2 Is delay on market mechanism justified? :

3 What should be the role of planning?

Describing the various components of economic envaronment and leaving it at that serves

no real purpose. What is. Important is 1o understand how the economic environment
individual business firm. A chief executive should answer maity questions as the

impacts an
following:

How witl my costs of operations change? Wage rates? Raw materials? Health and benefit

costs of my employces‘? lintérest rates on my borrowings?. What new competition-willl face in

the global market? How will the unification or Eurdpe affect my business? Witi my competitors

cut into my share of domestic market? How can | expand the demand for my products? How

much should | spend on R&D'? Answers to these and other related quesuons are available in

the economic enwronmem of business.




Activity - D
L. Name five Foreign Institutional Investors.

|3

LWE]

5.

{2

What is Portfolio Investment?

2.3 NEW ECONOMIC POLICY

Since July 1991, the government has initiated a series of gadicaNelfanges in its policies
relating to industry, trade, finance, forcign investments and fisg cts. The vartous changes,
also calied structural adjustments, when put together, constitute 2 onomic policy which marks
atotal departure trom the policy pursued earlier. This sec%devoted 1o a brief discussion of

the various aspects of the new policy.
2.5.1 BACKGROUND TO THE NEW PGLY
The new economic policy was necd by the worst economic crisis which was

never witnessed by the country afier Indepeiflgite.

The most visible sign of the country’s economic crisis was its extremely low foreign
exchange reserves of Rs. 2400 crore, which was reached in early 1991. The reserves were
Just enough to buy, from abroad, only threc weeks requirements. The situation became even
more precarious when iternational agencics lowered the country’s credit rating.

The second major aspect of the economic crisis was the rapidly increasing burden of
nattonal debt, which exceeded 60 per cent of GNP in 1991. The fiscal deficit of the previous
five years forced the government Lo borrow increasingly to meet shortfall in the revenue account.
Borrowing added to the already prevailing debt burden,

The third and the most damaging feature of the 1991 crisis was the high price level.
During 1985-90, the GDP grew at an average rate of 5.7 per cent but money supply increased
at 15.7 per cent per annum. This excess liquidity led to high price rise which touched 17 per
cenl. '

2.5.2 THE NEW POLICY

As part of the budget of 1991-92, through the latest one and also ouiside of the budgets,
the government announced a number of economic reform measures. (It does not mean that
attempts were not made earlier to reform the regulatory, trade and taxation regimes. It is just
that their pace and frequency were slow).




Tie main objectives of the policy Initiatives were:
1. Deregutation o!-‘ln-_:liam economic systeny;
Z - lncreasing the competitiveness of [ndian industries;
5.. Privatisation of Pubiic Sector Undertakings;
4. Development of indigenous technology; and

5. Linking the Indian economy to the global market so as to acquire the ability
to pay limports. and to make us fess dependent on aid.

Thus. the new econonic policy has four components, viz. (2) Liberalisation, (b) Privatisation,
(¢ Chobmlisation and (d) Stabilisation,

Together ealled the structural adjustment programme {SAP), the new policy envisages
the measares as shown in Table 2.9,

The SAP has been forced on the economy because of several reasons. They are: (i)
exeess of conswmption and expenditine over the revenue, resulting in heavy governmeni
horrowing. (i1} growing inefficiency in the use of resources; (iif) over protection: (iv)
mismianagement of the 1irins and the economy, (v} distortions such as poor technological
LL\ clopmoent and a shortage of Toreign exchange and (vi) imprudent borrowing from abroad and

s ting and I.hi\.,‘ilclld‘fa.ml..m of {oreign exchiange reserves.
2.5.3 EYALUATION OF THE POLICY.

Two questions are relevant in thgmeag
wolicy. They are (1) I8 the policy u
Bailecres of the potioy?

text of critical assessment of the new geonomic
ble? and (11} What are the achievements and

Wit regard o rhe first queMon, the answer is in affirmative considering the mire in

Ch O CCOonoULY Wk G duritty the late 19805 and the early 1990s. ‘A lasting solution to

the: Crisis was aol possible Wthout the restoration of fiscal balance, infusing dynamism and
competition and an 1§ i¢ in outward orientation.

Table W29 : Model of Econemic Management in India

Pro-Beforas Sérategies ' Economic Reform Strotegies
Closed Feonomy . Open Economy
Selfreliance ' fntegrate with warld markets

tta-tedcoonomic growth o+ Market determined economic growth

Bnpcert sl inn stravegies Export oriented strategics

Licenee daminated vegime Drelicensing, deregualtion,
debureaucratisation _

Frequent state infciventions _ Selective and effective state interventions.

Pu! tital cidﬁ'li"]:“]iu-..d p: es Market determined prices at large,

“Contain all kinds of deficits _
Deflationary monetary and fiscal policies.
Privaie investment as.growth engine

Dom. Hance oi ‘“\»i Jn. : Withdrawal from the area of
' privale interest.”
Phifosuphy of naiural monopoly Minimise gap between pubhc and private

SECTOV.

to FO and MNCs

]




Restrictions on currency movement [.iberabisation of restrictions

State controlled intersst rates S Uereguiation of interest rate
simle pontrolled credit _ Credit pohicy reforms
Underdeveloped capitalmarket  Reforuss in capital market
Huge nublic sector budgetary resomrees Minimise PSBR

(PSBR) liabilin on the govern !wnl ' _

High tax rates S Tax reforms

As to the second question, it may be assevted that the results have been quite ensourag:
ing. There has been a remarkable surge in the growth rate of the econcriy. Afler the crisis
induced low growth of 8.9 per cent in 1691-92, the economiy has responded smartly ic the
econemic reforms to record a growth of 6.8 per cent in 19%6- 9"’ Indusirial growth has regis-
tered around 8 per cent per antui.

Exporis have umwn comfortably and foreign investment inflow has been exceedingiy
good. Consequently, foretgn currency reserves {19.5 billion by mid 1 ehluar\, 1945 have stock
piled. Price level 100 hias been brought down to less than 8 per cent. And contrary to wihat the

critics might say, poverty has come down.

In general economy has become vibrant. Captains of mdusm are buoyani on Lf* S 3ol
deterred by the entry of MNCs. There ts an overall increase in pr oclmt:wtv, Huail 5
petitiveness of Indian goods and services, For an economy which was ungder tn-~ av .p »&.i 37
for nearly four decades. the new economic policy has not been a bigj
shocks of the structural adjustment with remarkable resilience and is : :
reforms. This has been ut,dlm.d by all political parties and hencg k about the wreveraibiisy,
of economic reforms. : G '

nic retorms, though fast dusing

m_ is obvious, Elactions 1o severnt

There are problems nevertheless: (1) The patx of
the first three years, slowed down from 1994 onwaryg
state assemblies were held in 1994, Two Rupees ¢ jce was the main promise in elections -
to the Andhra assembly. The promise was ggcepidy by the electorate and the party witicls
promised highly subsidesed rice won the la 2 majority. This opened the eyes of the reicrs
in the Central Government. Suddenly there wigdalk about subsidies and poverty and all atten-
tion was focussed on these issues. Economic reforms were ‘;lde‘mca and the trend continues il

to date.

{2) Though'econnmic_:rcforms are announced by the Central Government, their imiple-~
mentation is in the hands of state governiments. For example, industries have been freed from
investment and production restrictions. But basic infrastructure such as land, power and water
needs are to be provided by the state governments and except Haryana, Kerala, Orissa, Punjab,

Rajasthan, West Bengal and Maharashtra, other states have not responded favourably to the
economic reforms. Without active support from the state governments, it 15 difficuit to uarry out
the reforms successfully., '

(3) The Central Government’s fiscal deficit continues 1o be high and this is re ﬂuctcd i
continuing Il‘lﬂatl(}l‘ldl\ pressure. The borrowing requirements of a high fiscal deficit are a
source of pressure ol interest rates and adverssly affect the availability of resources for pro-
ductive investment, especially at a time when a strong mdustrm! recovery bas resuscitated
private sector demdnd for investible funds.

(4) Foreign etxchan"c frant may not continue to be comfortable for all the days to come.
Unless fiscal restraint is observed and reforms in tax and trade policies continved, the tecent
improvements in international competitiveness and export growth could falter and thus bring the
bafance of payments undcr renewed stress. Moreover, in today’s increasingly open and con-




petitive infernational enviromment, perceptions of weakness in macroeconomic policy of eco-
noftic relorms could adversely affect the Bow of foreign savings. |
(5) Weakness in reforms is already visible, Not only the pace has slowssd down, the

s old, Blasne ars need

process of reforms is not complete cven thongh reforms are four s
nolicy changes. For example, throwing insurance to the privats secior, pﬂ:asing; ot subsdies,
feducing the number of agencics which give ¢k onee for new projecis, aending the Compa-
ries Act, 1956 1o allow amalgamations and “sier-corporate investments, and the like await
waveimmernii’s clearance,

(63 The retorms have hit the labour hard : Emboldened by the new ebonomic policy, both
oubiic and private sector enterprises have resorted to veluntary retiremept schemes to get rid
otf surplus labeur. Surplus may be the labour force, but removal is not the ideal solution. Excess
Labour could be retrained and redeployed instead of being asked to go home for good.

The labour is hurt on the employment front too. As pointed cut by thle mid-term appraisal
docuraent of the Eighth Plan, “zithough employment growth was better in 1991-95 than during
1985-92, vehen the average rate of growth was only 1.78 per cent {equivalent to a net annual
sddition of about five mitlion per year), it has been substantially lower thajt the Plan’s target of
an average emplovment growth rate of 2.6 to 2.8 per cent.

“Consequenthy. the growth in employment opportunities of six militon in each of the three
yeays [992-25 have fallen short of the target envisaged in the Plan by abbut 2.5 million each
vear. It has also been smaller than the estimatedfgrowth of the labour forge during the period.
Therefore, the level of unemployment in the ec8gom§which was estimated at 17 mitlion in 1992,
is likely to have increased to 19 million igJ094 W@ hviously, economic reforms seems to have
failed in generating additional jabs. |

{7) The success of reforms ghighlyexaggerated. If one were to EOT)]( into the economy
closely, nothing seems (o have chaRg€M™rom pre-reform days. The share'of manufacturing in
GDP for example, was 275 cntd 1989-90. It was slightiy less at 27.3 percent in 1994.95,

The share of agriculture fe 3.7 percent in 1985-90 10 31.5 percent in 1994-95,

~ (8)Contraryt Lthe policy makers claim, poverty during the ninetics has worsened.
The progress achieved ng the eightics in poverty reduction got reversed or ground to a halt
during the nineties. ) |

Afl things considered, it may be stated that the reforms are inevitable. Our economy
cannot remain isolated from what is happening in the global business scenario. However, the
policy makers do well to realise the past mistakes and correct them or the way to further
reforms. : |

2.6 THE SECOND GENERATION REFORMS

What has been accomplished tilt now through SAP is significant. ‘rl'et much needs to be
done to reap the full benefits of what has so far been done. This calls for the implementation ol
the sccond generation reforms. The second gencration reforms should help our firms grow and
become strong MNCs, and offer greater opportunities to our vast pool of educated youth to
realise their potential and alleviate the sufferings of people still languishing below poverty linc.

In briet, the sccond generation reforms comprise the following: |

A. Exploiting the Knowledge-based Global Economy |

(i) Revolutionizing thadelecom sector 10 help intergrate India’s economy into world
SCOnOIYy. ) |




{1 Bun[d ing institutes for higher education to turnout competent youth to take advantage .
of newer opporiunities.

(1) A system of intellectual property rights to reward innovations adequately.

(iv) Venture capital and “private eqmty funds’ to finance risk projects of the knowledne
based economy, : : : ;

B. Growing Indian Transnational Corporations

(I} Indian firms to enjoy flexibility in entry and exit. Freedom to deversify and to
close down unsuccessful units helps Indian companies compeie successtully with .
MNCs. ' '

(i) Bring in more trade reforms so that resources could be put to more productive
uses.

(iii) Liberalise domestic trade, besides freeing international trade.
| (iv) Liberalise and move towards capital account convertibility.
C. High Growth of Agriculture

{iy Free farmers from all domestic restrictions on storage, transport and sale of
agricultural products, '

(i) State to ensure that adequate investments are made in irrigatiolgagricultural
research and infrastructure.

D. Empowering the Poor O

(i) integrate and consolidate anti-poverty measur

(1) Set up a system for old age income securi

E. Human Developnient

(i) Knowledge industries require ed@cople. Make primary education

compulsory.
(i) Tnvolve privale sector to provide better primary education.
F Clean Environment
(iy  Arrest damage to environment.

(i) Promote clean and healthy environment.

G. Improvements to Governance
(i)  Reform of public finance

(iiy Rationalise electricity prices

(i) Bring in legal reforms that ensure inexpensive and speedy justice and at the same
time facilitate economic growth.
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Activity - F _ . - o

£en economic process be menedﬂ Give reasons. o '

\4 ‘hat are the shoricomings of New Economic Policy? |

H -m_. FAE .. R: . \ . C . 'I

oy
vafull

LD ;‘siaf‘ninu po*icrcq had made |

The enunomis fictors such as ceonomidglaing, industyy, naturmm ng mne__w rate of-eco-
e growth, popalation bave considegpeiae beafing on the business. The oujeome of several
Jof the impact of new zconomic pblicy on the free
mal and consequent influence on In}dian businesses
second generation reforms arcas have bees dealt in,

2.8 STLF. AS%E&‘%_

.?.T “T - '.

oo What is econd aviromnent?. .How- is it important for business? ’:
2. Describethe eoonomis cnv.rs,mmntcwa- P f*\amieday 0 Our county. i|
3. Why is economic planning necessary? What has been out experience wilkh pianaing?
dring out the salicnt features of the basic econemic Sysiem ; I:
16 FURTHER. READINGS | - '=,
_ .
i Bimal Jalan, India’s Eeonomic Crisis - The Way Ahead = o .::
2. Wiy L. Kelkar and NS Bl*anou Rao, [ndian Dew.lt}pnﬂem ’)oilf‘v fmper atww \Iew
Delhi. TMH 1996 S
3. indise Development Rapoit 1999, 2000, - N g



UNIT-3: POLITICAL AND LEGAL ENVIROCNMENT

Objectives :

After going through this unit, you should be able to;

- Understand the influence of political-legal environment on business:

. Know the three isatitutions viz.. 1} Legislative; 2) Executive; and 3) Judiziary

- Get an idea of business responsibilities to Government and Vice-versa

- Learn about Judicial Activism

- Know briefly the Constitution of India

- Differentiate between the Fundamental Rights and Directive Principles of State Palicy

- Know the need for se-writing our Constitution,

Structure
I Introduction
3.2 Political Stability and Change

Three Institutions

Lai
#at

34 Judicial Activism

3.5 Cosstivution of ldia O
3.6 The Pregamble
. 3.7 TheFundamental Rights Q

3. Directive Principles of S1ate Policy

39 Time for Change @ S
3980 Surimary B

301 SellAssessment Test

3,12 Further Readings -

3.1 INTRODUCTION | o

The inflaence of political envirooment on business, is enormous. The political system
prevailing mn covntry decides, promotes, fosters, encourages, shelters, directs and controls the
husiness activities of that country, A political system which is stable, honest, efficent and
dynamic and whicl ensures poltical participation of the people, and assures personal security 1o
s the citizens, is a‘primary factor for ccononiic development. The rich conntries of today
wd tilcir suctess mainly to the political sysiems they richly enjoved. ‘There s today’
ents John Kenneth Galbraith, ‘no country with 2 stabie and honest Government
does not have or has not had a reasonably satisfactory state of econemic progress,’
urther argues that “In all these countries the early emphasis was not on capital
stinent but on political and then on cultural development. In the United States,
ern Eurone, and more recently in Japan, a secure political context was stressed
ion on cconomic development; it was considered the first
aress.’

L¥T]




Two basic political philosophies are in existence all over the world, viz., democracy and
totalitarianism, In its pure sense, democracy refersto a political arrangement in which supreme
power is vested in the people. Democracy may manifest itself in any of the two fundamental
manners. If cach individual is given the right to rute and vote on every mattFr, the result is pure
democracy which is not, however, workable in a complex society with a large constituency.
Hence, the republican form of organisation follows whereby the public, in a democratic manner,
elect their representatives who do the ruling. ' ‘

In totalitarianism, also called authoritarianism, individual freedom is 40mpletely subordi-
nated to the power of authority of the State and concentrated in the hands of one person or in a
small group which is not constitutionally accountable to the people. Societies ruled by a pres-
sure clique - political, economic or military - or by a dictator, plus most olig_Ln'chies and monar-
¢hies belong to this category. The doctrines of fascism and erstwhile Russi’an communism are
examples of otalitarianism. '

During the First and Second World Wars, authoritarian governments began to appear in
most mature economies, Even after the Second World War, the totalitarian system became
most common in newly independent nations. Administrative etficiency o{f the dictators was
cited as an advantage for coping with the problems of new-born States. %Ln‘prising]y, nearly
pwo-thirds of the nations are ruled by dictators or monarchies even today.

As between democracy and totalitarianismaghich political doctrine is ideal for business is
a relevant question. The choice is apparentlNdiffiqplt because there are countries that repre-
sent the two political philosophies and bagh dchieved tremendous eanomic prospetrity.
America is a super power and it has acl @ its position under dentocratic dispensation.

Stmilarly, former USSR att: its once supar-power status but nunder communism. Eco-
romic development demands if€al system which guarantees stability, dbnamism, plirpose-
fulness, security o citiz the involvement of people in develop'fmental activities.
Authoritarianism, no dgubt, Wgsures stability but may fail in other respects. Democracy, in
contrast, guaraniees s” participation. The right leader being elected, c&emoaracy also can
ensure stability, securitfvynamism and purposefuiness.

3.2 POLITICAL STABILITY AND CHANGE |

There is a close nexus between political stability and business growth. There is evidence
to state that business grows in a region which is politically stable. Political uncertainty is the
main reason for the fall of business investment and ultimately the cconemic g|rowth in Countries

like Afghanistan, Bangladesh, Hongkong, Kuwait, Nigena, the Philippines, Pgiand, South Africa,
United Arab Emirates etc. ﬂ

Even in our country political instability resulted decling in business investment from time
lo time. Again within the country business prospered wherever and whe|1ev|er there is political
stability. '

Political stability of a country is to be considered not only in terms of physical ever.”
happenings but also in terms of the stability of Government machinery and po‘] icies in 1'e]gy";hﬁt
business. Government formulates and executes a number of policics and programme:’ e
Government frequently changes its industrial policy, fiscal policy, monetary policy, or trade |+
and the like, it unnerves the business sector and thereby adversely affects b+SiI]CSS mvestimeng
and related activities; otherwise it faces a tremendous amount of what igcates: r "t"
and uncertainty. : P




Stable policies build up business conlidence and help corporate plabning. Further, whenever
a country becomes politically stable, there would be inflow of foreign capital making heavy
investments, Since 1991 many multinational companies have been in our Country and this is
mainly due to change in the ideology of the Government and political stability. On the other
hand, foreign enterprises in the recent past have started rethinking on the investment in India
due to political uncertainties and problems (Eg. Enron’s power project, KFC retail outlet etc., )

Activity - A
What is the nexus between political environment and business?

Activity - B
In your opinion “As Between democracy and totalitarianism which political philosophy
is ideal for business™?

Activity - C

Does the relationship betw@iticians and business will make the business or mar
the same? Please express youlN#ew points, : :

3.3 THREE INSTITUTIONS

The political system under democratic dispensation, like ours, comprises three vital
institutions, viz., legislature, executive or government and judiciary.
LEGISLATURE

Of the three, the Legislaturc is the most powerful political institution vested with such
powers as policy making, law-inaking, budget approving, exceutive contro! and acting as a
mirror ol public apinion.

The influence of the Legislature on business is considerable. ft decides such vital aspects
as the type of business activities the country should have, who should own therm, what should be
their size of operations, what shoold happen to their earnings and other related factors. 39




EXEC UTIVE OR GOVERNMENT

Also called the ‘state’, the term Government refers to “....... the centre of politieal
authority having the power to govern those it serves.” More or less a similar meaning is
given by E.V. Schieider when he described government as ‘that institution by which men

‘everywhere seek to order society, that is, to control the structure and ftr
society,’ oy : ' ' : '

The founders of our Constitution provided for a federal set-up, with powers

netioning of

being divided

“between the national and the state governiments. The powers and functions of khe cental and

state governments are _dgst__:rib__’ed in the Constitution. The emphasis threughout this section is on
the role of national or central government in sharing, directing and controlling the business

activitics.

"What are government’s responsibilities to business? What are responsibilities of business

houses 1o the government? Followin gparagraphs answer these questions.

Business Responsibilitios to Government :

Business firms have g nusnoer of responsibilities to the government. Business firms st

obey the laws of central, siate and local governments. Such laws and Fepielation
the entive gamut of 2 business enterprise. Business must go beyond obeying faws an
ftshould look ro the government for su pport, sustenance, encoura gement and guida
{eaders must fook up'qn government as a big brother wha |
and less impetuous element in business. Busingss 1
government to develop its functioning capabilitie fev
towards the government are explained befoy -

() Tax Payment : Taxes paid b
revenue 1o the government. Firms ihem
income and alse deduct, at sowrce
remit the collections to the governy

() Voluniary Progrg @
voluntary basis in-connection ¥

ness enterprises constitute a 1124
vEs pay regular taxes on their sale

: Business firms cooperate with government agencies
various programmes such as withholdings stated amounts

may pervade
d regulations,
ice. Business

1ser, more matured, more meliowed
50 play a vital role in helping the
mportant responsibiliries of business

or source of
5, inputs and

nwetaxes from salaries and wages of employees und

i 8

from wages-and salavies of eniplayees for the purchase of National Savings Caitificas

eF, 0oy

giving spRial assistance to focal governmental andts in connection with drought relief, educstion,

tree planting, sanftary works or recreational agiivities. In cooperation with the
business firms train the unemployed and support non-discriminative recru itment
and workmen. Business extends these facilities under the name of sogiz} TESPONg

Bovernmelit, -

of personnel.
ibility

(¢} Providing Information : Politicai leaders, either because of mexperitnee or over

entlusiasm, make ¢ertain decisions whirk may aot be in the overall hiterest of business. The

onus then Fes with businoss leaders to place before the decision-maliers the facts a

Bd problems,

individually or through forums, and argue for the modification or change of decisions. Busiuess
leaders possess the necessary knowledge and experience to place thair points of view before

the political leaders.

td} Governmsat Contraets ; Many business lirms hid for government contracts and, if

sticeessfud, carry out the resufi; g projeets with the required specificasions and standa

projects, oif pipelines, turnkey projects and others are executed by private businesk houses for'

the yovernment.

{e} Governmens Servie : Busiocey offers services of its leaders (o the government. It
&5 not unwsual for bsiness executives to lead or accompany delegations (o foreign countries for
exploring trade and industry prospects. Similarly, business leaders serve on various advisory

boards constituted by the soverninent,

rds. Housing
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(£) Political Activity : Potitical participation isa much debated subject today. Therc are -

arguments for and against participation of business in political activites. Justifying business-
politics nexus G.D. Birla once said, “As the Bhagavad Gita says, every man must do his
duty - which means if you are a wealthy man, you must do your duty by your wealth, and
his dharma is to provide for general welfare. If political action is involved in this, 1
don’t see why I should fight shy of it, Edwin M. [pstein also support corporate involvement
in politics. Involvement enhances the quality of pluralism and provides an additional safeguard
against the authoritarian potential of a mass society. g

“«{Opposition to business involvement in politics is equally strong. J.R.D. Tata once wrote:
“I have never regretted my decisicns to stay out of politics which I rationalised to
myself by conclading that T eoutd do more for ray country in busiticss and industry than
in polities for which all my instincts in any case teade me vadil”, More powerfud argument
came from Arnold Marcimont. Staied he : “I is my convietion that business cught, tog it
own goed, (s stay out o politics. [ favour the widest possible participating ia politivs
on ar individua! basis, for when it becomes the provinee of the chite fow, our sysiems
ave in dasges. 1t is when corporations begin running political classes, conducting
political schools, aad urging that their excentives endey the political arcen to exponund
the covporation’s viewpoint that § become deeply feariud of the conseinenees™,

Different viewpaints apart, business has been fovolved in poliical activivies sinve fong,
Comtrary 1o peotestations af LRLDL Tata, the Yatas did support po jtical activitics, Thay financad
a numther of organisations in Mumbai that are critical of whie
developmeni. They were also clasely contected with the est? flnient of Swart
the 19605, Birles do misch more. They tan newsm ace pobitic.s! candidides and pare
and even coulest eleviions ou their own.  letact,

antre Fark

putitivs, snd did so even before Independence,

LU

monetary contribuiions (o polities W5, pasiicuiarly at the tims of slc Lo porate

contributions tx poditical pariias hayd ‘ fro been tepa

ised in our conntry, marils and dements
notwithsianding, The other way of participation s for business leadaers to contedt elections x5

independents or onparty labels, The third way of wvolvement is trough obbying which refer

io hehaviour hier the elections and is concerned with securing legistation i the favour of

business,
Government Responsibilities (o Business :

Chovernment responsibiiities o business zre much greater than the ohiigﬁtimis of business
tor the government, Government has the power, witl and resources fa decide, shape, guide and
control business activites. Reing democratically elected and having accepted the mixed economy,
car governmmen is clear about the rele it has 1 play and the responsibilities it kas 1o discharge
towards business houses. As promoser and regulator of business activitics, the government fias
heen discharsing its obligations guile effectively, faiures potwithstanding. Specifically, the
governatent’s yespansibifities towards business are as fullows:

Fstablishment and Enforcement of Laws :

Government establishes and enforces faws and regulations under which ihe business
functions. Lawsand regufarions covering all aspects of business are #nacted by the government,
Government is respoasible for providing the ‘rules of the game’, which make the business
systems function smoothly and which help maintain competition, or il monopolies develop, w0
regulate them or suppiement them by government operations. It s the responsibility to governnient




to enforce the laws and to provide a system of courts for adjudicating differm}ces between
business firms, dividuals, or government agencies. ;

Maintenance of Grder :

Government has the responsibility of maintaining order and protecting persons and property.
It would be impossible to carry on business in the absence of a peaceful atmosphere.

This is borne out by the decline in the number of industrial licences issued to Punjab
during 1986. The total number of ficences issued during 1986 was 618, Of tﬁe'se, Punjab
accounted for only 37 as against 94 the state has bagged in 1984. “This is perhar‘»s” remarks
Economics Times of March 14, 1987, “due o the disturbed conditicns prevalent it the state™.

Money and Credit :

The government provides a system of money and credit by means of which lransactions

can be affected. Itis also the responsibility of the government to regulate money and credit and

protect the integrity of the rupee, that is, to guard against rapid falf in its value.
Orderly Growth :

Orderly growth implies balanced regional development, distributi ve justice, full dmployment
and protecting the economy against ‘booms and busts’. The Government has the re ources and

capabilities to ensure orderly growth,
Infrastructure : 0 J

Business needs for its effective functioning % rastructural facilities as trar sportation,
power, finance, trained personncl and civic amenitig isthe responsibility of the government

to provide these facilitics. :
Information ; '

Government agencies publish aM{ provide a large volume of information Wh[fh is used
extensively by business firms. i & led ar information services of the departments of commerce
and industry, agriculture, labourNfea) 1, education, banking, atomic energy and hosq of others.

These services carry on important a8tivities in providing business firms and private citlizens with
objective and impartial information about economic and business activity in general, specific
lines of business, scientific and technological developments and many other things of interest to
business leaders.

Many state and locaf governmeriis also provide information highly useful for business
leaders in conducting their activities.
‘Assistance to Small Industries :
Small-size business establishments have special role to play in our economy. Beling small

in size, these firms face problems relating to finance, marketing, know-how and dothow and

infrastructval facilities. It is again the responsibility of the government to provide the required
facilities and encourage the small-scale sectors to grow.

Transfer of Technology :

Government-owned research establishments transfer their discoveries to the private
industry in order to put them to commercial production. The Indian Space Research Organisation
(ISRO), a Central Government undertaking, has successfully spun off more than 130 products/
processes from its labs to the Indian industry in the last decade. Of these, 110 are in active
production. More striking suceess in the technology transfers is in the area of instruments for
processing remote sensing data.
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Government Competition :

_ Government often competes with private business firms for the purpose of regulating
competition, improving guality, or (o supplement private activities with government programmes.
in some cases, the government regulates the prices which may be charged for buyers.

Inspections ard Licences

Government agencies conduct inspection activities-foods and drugs, for example, assuring
quality products to consumers. Government issues licences to competent business establishments
to carry on different activities.

Tarriffs and Quotas :

Tariffs and quotas are used by the government to protect business from foreign competition.,
One of the problems faced by exporting countries all around, particularly Japan, is the protectionsist
policies adopted by developed countries. Similarly, incentives and subsidies are granted by the
government to encourage the development of home-industries,

For many, the above obligations of the government may look irrelevant because of reforms
introduced by the government in the recent past. While it is true that the reforms have resulted
in the diminished role of the government, the role per se has not been abolished. Thus, industrial
licensing continues though the list of industries subject to licensi;lg"l"las been pruned. Similarly,
tarifls and quotas do exist though on a less scale. '

JUDICIARY

The third political institution is the Judiciary. Judj
the work of'the Executive has been fulfilled. It sees o (Yhe exercise of executive authority
conforms Lo the general rules iaid down by the legis!®wwe! it may declare that the particular
orderistued is, in fact, ultra vires. It also settle clationship between private_ citizens, on
the one hand, and between citizens and the gayernfgent upon the other, where these giva rise to
problems which do not admit of solution vernment.

jary rmines the manner in which

The powers of the judiciaryg of the dual type:

(0 The authority of the s to settle legal disputes; and

(i) SJudicial review-the au'thorit)-‘ of the courts to rule on the constitutionality of
legislation.

As far as the second is concerned, the Judiciary gets activated when the legislature
passes laws which are repugnant to the Constitution and when executive implements the
enactment approved by the legislature in a manner opposed to the requirements of the legislation.

[n other words, the coutts of justice protect the citizens from unlawful acts passed by the
legislature and arbitrary acts done by the Executive.,

It is the power of the judiciary to settie legal disputes that effects business considerably.
Disputes between employer and employer; employer and employees, employee and employee,
employer and public and employer and the government are often referred to courts for seftlement
and their verdicts are sought.

The judicial pronouncements will have far-reaching consequences on business. The
consequences will become more intense and severe because (i) judicial errors do occur, though

infrequent; (ii) possibility of wrong assessment of penalty. Judges notoriously vary in the severity .

of punishment inflicted, (iii) judges are known for pronouncing conflicting verdicts on the same
or similar disputes and (iv) there is a lot of confusion in labour laws themselves.
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Particularly in the area of industrial sefations, the role of judiciary has been morT pronounced

and unfortunately regressive. During the last decade and a half. in the name of *[irective
Principles’, “Social fustice’, and “activist law making’, the Supreme Court, instead of having 4

balanced and reserved consideration of oppasing interests, has entirely vitiated the mdustriat
relations fabric by making wholesale dogmatic assertions in under mininy dise .w?r*m o brrrow
a stmile from G.K. Chesterton, while dealing with discipling cases, the Court lost 0k anly gl
path but also the map and the compass. It has gone to the extent io say wiat even i “ileg
strike is justified. By those whose horizons arc limited, trifles are easily confused with
technicalities. The result is that indiscipline in industry has spread like wildfire and sapped the
national production and productivity, The classic case is the textile mdustry which has been
wrecked by indiscipline. The conflagration is continuing to engulfv arions industries one by one.

The problem is more compounded because the judictary itse!{ has [anded in an uneviable
pass. “Today. litigative justice has come 1o a grinding halt”, wrote Justice V.R. Kris ihna lyer, the
Judiciary has caricatured itself inte a dinosaur and both the Benok and the Bar, alas, have
become a law unto themselves, Indian huymanity having come 1o discard the Tudick: ry as barred
by limitation of item except as a pantomime. Ifit is not to be regarded as a case of survival after
death, a new clan is needed now. The cult of the robed process has shott mileage! I all the
judges and lawyers of India pull down the shutiers of their law shops nationwide, injustice may
not any more escalate, [f at all, litigative waste of human and material resousces may be
obviated. What an obituary!

“Many superticial diagnosis, charlatan recipes andWgyopic prognosis have been cnfered
which are as potent therapeutically as painkillers forNerm#nal cancer. Esoteric Jurisis have
interpreted the decadent judicial disorder in vari govs. Uur statesmanty task is to sansform
this imbroglio into an opportunity Tor overhaul whi performanie, restoses order and nonfidence

not only in the lowly, the lost and the las ¥s manageatent must come o Coawt? T am
convinced that democracy will die soon if a pendonl, aledt and guick-to-act Judiciar-nog ;
unctioning anarchy-does not come € as

Activity - I

sentinel oo the grel vive™!

How effectively co-

ion can be maintained among the three institutions without
tinkening o crgan wi :

the other? '

Activity -~ IS

Write a brief note on contributions to ‘Foliiea! Fund’ by businessmen with examples.




Activity - I

In what way the Government. policies aftect the business houses 7 Explain briefTy.

Activity - {5 .
Hax judiciary really been playing the role of Wﬁtéh—dﬂg? (Give reasons.,

34 JUDICIAL ACTIVISM

Judicial activism 13 very much in the news in gure
the gentlemen wearing grey robes started moving out of t§
in areas which, it was thought, were not theirs,

iy thefe days. This is so because
Aoy toveers and began interfering

Counsider the following -

Judiciary punishes officials and demogffiig®s buteaucracy; pulls up and injects the Election
Commission; monritors the quantum of raimigll and irrigation waters; checks and regulates
admissions to professional colleges ing memeranda on capital deregulation; orders the
closure of fume-emitting factories and 13 es up poliution ievels; calls up data on deforestation;
decrees CBI enquiry into scandals, crimes and custodial deaths: enguires into temple
administrators; grants promotions as well as increments to officials; restrains and censures
human rights violations and so forth. Common man understands this activisi role as judicial
activism.

In its real sense, judicial activism refers to the review power vested with the courts and
its scope varies with the width of power conferred on courts. The scope is wider where the
power of judicial review extends not only over execulive action, as in the UK; but atso other
legisiative action, as in the US and even over constitutional amendiments as in India.

The term judicial activism was first used in the USAL It was in 1954 that the US Supreme
Court, in the historis Brown Vs Board of Education case, declared that separate, segregated
schools for biacks and whites were uncoustitutional. The Court did something which Congress
and the President feared to do because of the dangerous political fall-outs it wourid produce.

In our country, judicial activisim is just 18 years old, It represents a sustained effort on the
part of the highest judicisry fo provide access o fustice for the deprived sections of Indian
humanity. With a legal wreniiecture designed for a colonial adminisiration and a jurisprudence
structured around a free market economy, the Indian judiciary could not accomplish much in
fuifilling the constitutional aspirations of the vast masses of underpriviieged people during the
Tirst three decades of freadom. Zuring the last 18 vears, hewever, jJudicial activism has opencd
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up a dimension of the judiciary process, and this new dimension is a direct emulation from the
basic objectives and values underlying the Indian Constitution.

‘There are arguments for and against judicial activism. The proponents of judiciat activism
argue that it 1s an essential part of judicial process in a democracy like ours. Judi¢ial activism is
felt necessary to ensure distributive justice, to restore [aith in the people towards social and
political institutions and to check declining values in our society. '

JTudicial activism is opposed on several counts. Itis said that judicial activism gives rise to
much anxiety in the cxecutive and the icgislature, especially about the continuing prospect of cur
over-reaching judicial entry into the traditional areas of executive power. It is-also said that
Judicial activism leads to a government by judiciary which is not supported b?‘ any popular
mandate. Further, most of the judicial review cases cause enormous financial strain on the
Exchequer.

Inspite of the criticisms, it may be stated that the Indian judicial review today is an area of
great promise, The world of law acclaims that some of the recent steps of the apex court
certainly enhanced its status. i

Activity - H
“Judicial Activism is a necessary evil” - Comment _ J
3.5 CONSTITUTION ORAIRDIA
o~

The Constitution of the most significant document which is fundamental to the
governance of the State. It has &onomic significance of far-reaching implications. This unit is
devoted to a brief discussion of the economic provisions of the Constitution.

The Constitution of the Indian Republic is the product not of political revolution but of the
research and deliberations of a body of eminent representatives of the people \4]}0 sought to
improve upon the then existing system. : S

In order to understand and appreciate the philosophy underlying the Indian Constitution,
-one must Jook back into the resolution which was passcd at the Karachi session of the Indian
National Congress in 1931, The Resolution stated that “in order to end the exf)loi-tatinn of
the masses, political frecdom must include the real economic freedom of the starving
miflions™ The State was to safeguard “the interest of industrial workers,” gnsuring that
“suitable legislaion”should secure them a living wage, healthy conditions, limited hours of
labour, and protection from “the economic consequences of old age, sickncss and
unemployment,” The State was to “own or control key industries and services, mineral
resources, raitways, waterways, shipping and other means of public transport.” '

The historic Objectives Resolution which was moved by Pandit Jawahar]aLNehru on 9
December 1946 and which was subsequently adopted by the Constituent Assembly on 22 January
1947, inspired the shaping of the Constitution through all its subsequent stages.




The Constitution has three parts, viz., the Preamble, the Fundamental Rights, and the
Directive Principles of State Policy.

3.6 THE PREAMBLE

The Preambile is an introduction to the Constitugion and contains its basic philosophy. The
Preamble to the India Constitution states that “We the people of India having solemnly
resolved to constitute ourselves into a Sovereign, Socialist, Secular, Democratic Republic
and fo secare to all citizens:

’
“Justice: yocial, economic and political;
Liberty of thought, expression, belief, faith and worship;

Eguality of status and opportunity; and to prm_m}te amoing them all fraternity assiring
the dignity of the individual and the unity and integrity of the Nation,

“In our Constituent Assembly this 26th day of November 1949 Do Hereby Adopt,
Enact and give to Qurselves this Constitution”,

The words - “We _ the people of India....adopt, enact and give to ourselves this Censtitution:,
declare the ultimate sovereignty of the people of India and that the Constitution rests on their
authority.

Thus, the goa! envisaged by the Constitution is that of a “Weifare State” and the
cstablishment of a socialistic pattern of society.

The Preamble recognises the truth of the proposition ¢ffat Mglitical freedom is notan end
by 1tsell: it is a means to secure to all cititzens social, econo nd political justice. In other

the Constitution into a sociat and economic democracy

words. the Preamible comnits India to the ideal ofcmeohtical democracy established by
the rule of law.

Certain key words i1 the Preamble nged &

Sovereign

With the passing of the Indian Independence Act, 1947, India ceased to be a dependency
of the British Empire. From 15th August, 1947, to 26th January, 1950, her political status was '

that of a Dominion in the British Commonwcaith -of Nations. But with the writing of the
Constitution, India became a “Sovereign Republic® like the United States of America or the
Swiss Republic. However, India still remains a member of the Commonwealth of Nations.

This pecubar position is the result 01‘ an agreement reached at the Commonwealth Prime
Miuisters” Conference held in London in Aprii 1949.

Socialist
The Word *Socialist” was added to the Preamble by the 42nd Amendment of the Constitution
in 1976. Socialism implies State ownership and management of tools of production with the

benefits to insure to the public. Tt also advocates agrarian reforms, a strong public sector,
control aver private investment and wealth and national self-reliance.

Soctalism does not involve the equal division of existing wealth among the people but
advocates an egalitarian principle, 1t believes in providing employment to all employable people
and emphasizes suitable rewards to the efforils put in by every worker. -

The Government of [ndia has adopted socialism as the goal of its economic and social
policy which the country shall pursue. This concept is used by the ruling party in different ways

that too tn a democratic way, under -
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at ¢ifferent times. in the begiuning. ‘the socialist patiern of society” was emphasised. More

venenthy, “social justice with economic growth’ is referred to. There are several political parties

i 2he country wheih alse proclaim socialism as their goal, though the meaning attached to the
phrase by these parties is not clear. The word ‘socialism’, therefore, connotes different things
o different parties and different individuals, and this is often reflected in the pronouricemenis of
ladividual politicians as well as in the manifestoes of different politizal parties.

The concept of “socialism’ is vague, as no one has defined it in concrete terms.
MNationalisation of industries and other economic activites are adopted as the method to usher in
soctalism tour country. The result is that the urge to greater production has disappeared and
the availability of goods is not enough to remove poverty. 1t hias not been realised that the effort
to make the few rich poor, will not make the many poer, rich. The qu:lLstion is whether
nationalisation or “takecver” of existing units s not adopted in order to pbtain more power and
petrondge to the politicians. o : ‘
sk

fhe word “secular Tike the word “socialism’ was inserted in the Preamble by the 42nd
Amendment o the Constitution in 1976, The real spirit of secularism is to make religion purely
& private affair and to manage the affairs t the State free from any religious influence. In
practice, secularism is undetstood to mean according equal encouragement toall religions. Itis
fire thai the naticnal leaders seem to have erred on the wrong side, and it is because of this that
“fig minetities in our country feel unsafe and insect ' '

Dremoeratic

n a narrow political sense, itrefers only to the
ible system under which those who administer

The term “dermocratic” is comprehes

Hig affairs of the State are chosen g electorat: and accountable to them. But, in its
hevadest sense, it embraces, in addjgon tolitical democracy, also social and economic democracy.

T term “democratic’ is yse ense in the Preamble.

epabiic

The terim ‘republic lies an elected Head of State. A democratic state may have an
clected or hereditary head. Britain is the best example of the latter type, where the monarch,
tw hereditary head, is not an hindrance to the democratic government as the real power of the
State is in the hands of the clected representatives. tnder the republican form of government,
on the other hand, the head of State is always clected for a fixed term. Ourb is a republican
Fform and for every five-year period, we elect our President who is the head of State.

The Preamble proceeds further to define the objective of the Indian Republic. These
oojectives are four innumber : justice, liberty, equal ity, and fraternity. Justice implies a harmonious
reconcilement of individuat conduct with the general welfare of soctety. The essence of justice
i5 the attainment of the coramon good. It embraces, as the Preamble proclaims, the entire
sontal, economic and plitical spheres of human activity.

Liberty

The term “liberty” signifies the absence of any arbitrary restraint on|the freedom of
mdividual action and the creation of conditions conducive to the fullest dev lopment of the
personality of the individual. Since society is composed of individuals, social progress depends
on the development ofhie individual. Hence, it is in the interest of society to ensure the maximum
fiberty of thought and action of the individual, commensurate with the social conditions and

circumstance,
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Liberty end equality are complementary. Equality does not mean that all humas beings
are equal, mentally and physicallv. Nosignifies equatity ofsmtus the status of free individuals, -
arid by of opportunily. Laialiy of sppoitumty ump.iu, the. a\»alhbl!m of r)ppoﬁl'mt\ m-.: )

arervone o develop his or horne acuu&l capacities,
Fratermdy

The term “fraternity ™ implics the spirit of brotherhood. In a country like India wiik many
disruptive social forces. communal and caste, sectional and denominational, local and regionan,
linguistic and cultural. the unity of the nation can be preserved only through a spiritof brother hood!
that pervudes the entire country, amony all its citizens, mc%peuwe of their differences. - Pheough -
the establishment of a new nation based upon justice, liberty and equaiity, ali must feel that hl.\ -
are the children of the same soil, of the same motheriand and membcm of the same frates mtv

‘The key words and the ¢ h;u,lnes mentioned in the Pn‘ambk have great ecs NOMic
significance. They ndicate the seed and scope of State intervention in economic activitics.

The Preamble does not have any legal value, et in cases of doubt, the Supreme Court
often refers io the Preamble to elucidate some of the vague provisions of the Constitution. The
real value of tire Preamble lies in its psychological appeal to the citizens through words swrcharged -
with emotion-justice, liberty, equality and fraternity. As justice Hidayatualla has rightyiy said,

“The Preamble is more than a mere declaration. It is the soul of our cConstitntion and lnys
down the pattern of our political society. It contains a solemn resolve which nothing but
revolution can alter.” ' o '

Activiiy - 1 - _ o
Whether ‘Right to Work’ be made as a fundamental 1"i' ot? Express your feelings,

3.7 THE FUNDAMENTAL RIGHTS

The Constitution has eight Fundamental Rights as mentioned below:

. Right to equality
2. Rightto six freedoms, viz.,

(a) Freedom of speech and expression;

(b) Freedom to assemblc peacefully and \_\'ithouf arms:

(¢) Freedom to form associations or unibng

(d) Freedom to move freely throughout the territory of India:

(e} Freedom to reside and settle in ¢ any part of the territory of’ Indm and

(f)  Freedom to practise any profession or to carry on any occupation, trade ot business.

3. Right to life and personal property;
4, Right to freedom of religion;
3. Right to cultural and educational freedom; _ : - 49




6. Right against exploitation;
7. Right to private propriety; and
&, Right ic Constitutional remedius,

The right o property has beers repealed with effect from June 2¢.1 f-,i“"??

Some of the Fundamental Rights have economic significance. The right to equality. for
swample, prohibts discrimination against any citizen on grounds of're]ig,loni ace, caste, sex or
place ol birth. Tmplicd in the right to equality is the concept of protective dis i iminaticn wheih

assares protection (o Scheduled Casies who have suffered discrimination for centuries. Special

arts are 10 be nade fov the development of the socially and economically backward sections
4 zociety.

o freedon 1s an importanl and the most vatuable fundamental right guarantead by
wticn. As Nawi Paikhivala has said, “The Constinution is a part of the great heritage
s every dndine. s founding fuathors waited to ensure that even whild India remained
gove i per capite income, I should be rich in individual freedom.”

_ Particilarly, the right (o practise any profession or to carry on any octupation, trade or
Fusiness has great economic significance. The Constitution grarantees to citizens the fundamental
right of freedom o take up aiy job or carry on any trade or business. The freedom of prafession
is however, exeoptional in three cases, viz.. (a) public interest, {b)requirmg technical or professional
quaiifications, and (¢} when a Staie itself decidesgo engage in any trade or occupation. the
maividual freedom is resticted.

Ti*re'fm"lciamenta[ right against exploitagion prowirs the exploitation of the weaker sections
rticle 23 prohibits traftic in lhuman beings and
'u.:d |db0\]l‘. Article 23 reads thus: *Tra¥igAn human beings and other similar forms of
foreed labour are prolibited and JMWegntravention of this provision sh;ll be an offense
punishable in accordance withghe Tv.” Article 24 provides special protection to children.
It reads thus : “No child be 5 age of fourteen years shall be emplTyed to work in

any factory. mine or engagedNn any other hazardous employment.”

Thus, the Tundan rights enshrined in the Constitution guarantee several economic
rights o the citizens. At th&ame time, the State is impowered to impose reasonable restrictions
on such economic rights in public interest, It is this power that has enabled the government to
impose a serics of statutory controls over business. ,
3.8 DIRECTIVE PRINCIPLES OF STATE POLICY ‘

The Dircctive Principles of State Policy are a umque feature of our Constitution. Speaking
on the Directive Principles, Dr. Ambedkar observed : “The Directive Principles are like the
mstruments of instructions which were issued 1o the Governor-General and the Governors of
colonies, and to those of [ndia by the British Government under the 1935 Government of India
Act. What is called *Directive Principles’ is merely another name for the instruments of
instructions. The only difference is that they are instructions to the legislature and the executive.
Whoever captures power will not be free to do what he likes with it. ln the excricise of it, he will
have to respect these Instruments of Instructions which are calied Directiv% Principles. He
cannat ignore them.”

The Directive Principles are the directives 1o the various governments land government
agencies and are fundamental in the governance of the country. As Pvlec.’tobsm 'ved, “The
Directive Principles enshrine the fundameuntals for the realisation of which the State in india
stands. They guide the path which will lead the people of India to achieve the njble ideals which
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the Preamble of the Constitution proclaims : Justice-social, economic and political, liberty, equality

and fraternity.”

The Directive Principles may be classified, for convenience; under four heads as shown
below:

[l Provisions dealing with Welfare (Art. 38, 42.45,47)

2. Provisions dealing with Social Justice (Art. 39. 41,43, 46)
3. Provisions promoting Democracy (Art. 40, 44, 45).
4, Miscellaneous Provisions (Art. 48, 30, 31}

The first two categories of provisions have economic significance.

Article 38(1) lays down that the State shall promote the welfare of the people by sceuting -
a social order in which justice - social, cconomic and political - shall inform all the institutions of
national lile. Justice and welfare are the twin ebjectives of our Constitution.

Article 38(2) lays down that the State shall strive to minimise the inequalities in income,
and eliminate inequalities in status, facilities, and opportunities, not only among individuals but
also among groups of people.

Article 39 emphasises that the State shalil direct its policy towargs securing : {a) adequate
means of livelihood to all citizens; (b) a proper distribution of tle m¥grial resources of the
community to the common good; (¢} the prevention of concentratiogf¥ealth 1o the common
detriment; (d) equal pay for equal work for both men and @#oMgn: (e) the protection of the
strength and health of workers and avoiding circumstances wh_ie citizens to enter avocations
unsuited 1o their age or sirength; and (1) the protection of ghildhood and youth agaisnt exploitation
or moral and material abandonment. ' '

Article 41 lays down that the State shal!;
development, make provision for securing thgright¥g work, to education and to public assistance
n cascs of unemployment, old age, sickn disablement.

he limits of its economic capacity and

Article 42 lays down that the State sh

I make provision for sceuring just and humane -
conditions of work and for maternity relief. B

Article 43 emphasises the necessity of an adchate or living wage in all sectors of econoinic " _
activity. The Article enjoins that healthy conditions of work should be provided and a decent
standard ol living should be guaranteed. It also stresses the right to leisure for ali working
people. The cottage industries in rural arcas should be promoted either through individual or
cooperative efforts.

Article 43(A) states that the State shall take steps to secure the participation of workers

in the management of undertakings, establishments or other organisations engaged in any industry.

The State shall promote, with special care, the educational and economic interest of the '
weaker sections of the people, and in particular, of the Sceduled Castes, Scheduied Tribes and
shall protect them from social injustice and all forms of exploitation (Article 46).

The State shall endeavour to protect and improve the environment and to safeguard the
forests and wildlife of the country {Article 48(A)).

Thus, the Directive Principles of State Policy enjoin upon the State varied responsibilities
and provide vast scope for State intervention in the economy.




Actn |t) J

"'Hi)]IL of Constitutionat and Supreme Court’s embar 80 on child tabour, day b} clay the
iz1iux wn children o the labour force is accelerating. Suggest measures to curtail the

SN,

39 TIME FOR CHANGE =~ ‘

-~ For mere than four decades, the Constitution has been guiding the dcs%iny of our country,
it is said that the Coustitution has put several roadblocks which chieck the pace of the country’s
economic development, roadblocks manifesting through sporadic communal clashes, moral
disin sgegration, gmwm;.icmonaiand parochial tendencies, corrupt bureaucracy, umptea.regu[amty
legislations and their implementing agencies, and Mp])lll“ all, the helplessness of the govermment

in di{dd{m?; the roots of the menacing problems.

inst which the Constitution was drafied

Partiy, the probkm lies wnth the backgroWgd a
' wrn, “that we should remember how the

and adopted. "It is of importance”, wrof ;
C(m«ii;ucnt Azssembly was composed. ctorate was confined to a fraction of the total
adult popu fation, the qualifications for the ¥ being property, education and the payment of tax.
“Ihe mass of the people. the g great ha , were totaily unrepresented on the body that framed
~ the system which still governs yg ViNually, all the members of the Constituent Assembly were
“men of reasonable affluence ation. They were primarity concerned not with economic
problems oriunger of the pcopMput with the absence of civil liberties. particularly those liberties
such as freedom of sp of association, which had been lacking in British India and whose
absence they had keentySghl This is the explaration for the great stress in the Constitution on
the Fundamental Rights of the individuals as pumﬂscd in Western democralic society and the

zlaborate safeguards for their preservation.

“Further more. the Constituent Assembly was dominaed by lawyes, trained solely in the
British tradition and in the British system of law, who constituted a substantial proportion of
micrabership of the Assembly. Their knowledge of constitutional law way largely confined
wittin the horizon of the British constitution. That, tike alf British institutidns and all British
customs, no matter how unsuitable for our country, had been held up to us as a perfect model to
be emulated by subject societies,

~We should rec ogmse that the Indian Constitution... is not helping the country to

'f.'a‘mm h’w goaly it was meant to aclieve. It is not use saping that the Constitution is perfect

o "but it is the men who have failed.”

< Further, the founding fathers failed to visualise the society and polity that would emerge in
the decades to follow, The freedonmovement was fought in a different milieu. The objective
before the masses was clear and divisive factors like caste and religion were not a constraint.
iPeople from all walks of life forgot their differences and fought shoulder-to-shoulder with one
-aim-in mintl-freedom at any cost.

But their behaviour, pamcuid. ly of the leaders s, once freedom was acqllurcd could not be
predicted. - The resumption that people will continue to be notivated by the|same f're proved
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wrong. The dream of a prosperous and free society did not come true, The consequence : The
couniry 1n 1996 is entirely diferent from what it was in 1947, Natueally, the Constitution of the
carly years cannot be relevant for 1990s, ' '

The founding fathers gave greater role 1o State with an objective of ushering socialism in
the country. But socialism bas not been realised. On the other hand, it is capitalisns which has
been promoted.

The various reform measures which the State took in the following years strengihoned
capitalism, and not socialism. The impact of planned cconomic development of the COUnivy
resulted in the emergence of capitalism in agriculture in sclected areas, while it has also accelerated
the growih of the manufacturing sector in the industry and the national market in India. Beside.
a few more facts may be mentioned to nnderstand the role of the Staic in butlding capitalism in
india. ' ' ’

(a) The State is the chief mobilizer of resources and saving in the country for investment,
Public-contralled institutions like the development banks znd the naiionalisce
commereial banks, have centralised resources in the hands of the State to be invesied
in the State cagitalist sector and the private corporate secior,

{b} The State has actively supported science and technology and Research and
Development etforts for building capitalism.

(¢) The State has the respensibility to develop infrastructire I power, fransport and

nrigation for the developinent of capitalism. ' '

(d) During the last forty years, the State has consciogffy¥gveloped and is rying o
strengthers private property by encetraging smali- nd medium industrics, and at
the apex. it has hansowised the interests of jwbusingss, political fcaders and publn:
bureaucracy, who hiave common stakes in cap#8118m as investors and profit-seahors,

Thus, desptte socialistic preventions, th
the philosophy of “welfarism’ either i economy

gnd the political partics. never accepied
in polity.

India has come a long way since | n the centralised planning system was adoptes
for economic development. For a full fortyWears. the entire life. economic and political, was
conditioned by a system in which everything was controlled by the government, which in real ity
meant, the politician.  With the passage of time, the gsovernment became personified in an
mdividual, The functiening of the government became such that development beeame sluggish
and the country was out of alignment with global trends. Even when the Soviet system and the
eastern European block was crumbling and was changing to the new world order, the Tndiar
system remained rigid. Whatever little changes were made were either not implemented or
implemented half-hearredly.

Fromn 1991 omwards. there has been a restructuring of the economy {rom the conumand 1o
amarket vriented onc. Now the changes in the economic system have to be mcorporated in the
political system also, it'a new order is to be established in the country. This necessitates a
change in the Indian Constitution.

Required Changes :

A relevant question here is : What should the Constitution look like? Infact, a Constitution
should give clear directions to the polity and the economy. The US Constitution directs the State
to form a society based on freedom, liberty and general welfare. The social, political and
economic development during the last two centuries has brought a system based on free market
economy. :

(]
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The Brititsh Constitution which, over the last few centuries, developed aldng with British
thinking, is based on the rule of law. The entire edifice of the British polity and economy is
based on this concept. The Indian Cosntitution has no direction in the beginrjing. But the rulers
wanted to establish a socialist society. Since we have decided to say goodbye to it, the Constitution
should be modified keeping in view the requirements of the changed economy.

The first necd is to change the Preamble. The Preamble, as was pointed out earlier,
determines the general purpose behind a Constitution and is never regarded as a source of
power. Since the Preamble is meant to explain certain facts which are necessary to be explained
before the cnacments contained in the Act can be understood, it should not have too may such
concepts. The original Preamble did not have too many confusing concepts, The original
Preamble did not contain the words *socialist, secular’. Moreover, the condition of the economy

and the refationship between various religious communities have deteriorated since these two’

words were inserted by the Constitution(42nd) Amendment Act of 1976 by aiParliamenl whose
credibility was doubtful. Juxtaposing it with the recent metamorphosis in the government policy.
it 1s time to restore the original position of 1950 and declare India as only ‘Sov}ereign Democratic
Repuiblic’. '

The sccond change needed is to remove the Directive Principles. ijrective Principles
are not legally enforccable in the courts and the State cannot be held r sponsible for not
formulating public policies in conformity with the Directive Principles.

Almostallthe Directive Principles, like equg) righgo an adequate means of living, distribution
to subserve the common good, checking concentgph of economic power, equal pay for equal

work and stopping entry to hazardous vocgf are vague and confused. However, most of the
developed countries have adopted these p ples in their system by enacting iegislations and

strictly enforcing them, L
The third need is to restgug the §ight to property which was guaranteet by Article 31 of

the Constitution. The 44th nent Act of 1978 again by a superannuated Parliament,
omiited Article 31. Now, the legWlature is free to take away a person ’s-pmpertjlr without payment

of any compensation. grson has no remedy before a court of law and the courts cannot
challenge the validity o %€h a law. The need of the changing times is to restore Article 31.
Whether or not these and other related issues will be taken up by the recently constituted panel
to review Constitution, 1s to be seen.

Business Laws in India :

hus the legal environment is an important off-shoot of political environtment but it reflects
long-term objectives of the public and the political leadership cliosen by it. THus, influenced by
its own tdeology and popular pressure the Government may enact laws to regulate and control
business activities and any violation of these laws may invite severe penaltie% and punishment
for the offenders. Important among the laws within the framwork of which a busincss is
required to operate in India are:

1. Contract Act, 1873

2. Cémpanies Act., 1956

3. Factories Act, 1948

4, Industrial Disputes Act, 1947

5. Workmen Compensation Act, 1928
6. Essential Commodities Act, 1948

7. Industries {Development and Regulétion) Act, 1951
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8. MRIP Act, 1971
9. FEMA, 1999

10. Consumer Protection Act, 1986

11. Income Tax Act, 1961, and various other tax laws relating to direct and indirect
faxes.

Activity - K
How many articles and schedules are there in our Constitution as on date?

Activity - L

1) Visit some of the leading lawyers in your area and discuss wih them the role of
Jjudiciary in

a). The businesses _ 0

b) Activating the legislature and executive '
2)  Visit some of the Judges of District and High and Interact with them about

(i) Tax matters (ii) Child-Labour abo]iti@Constitution Revision.
Activity - M _
The constitution of Constitution Revity Committee had evoked hue and cry across the

nation. Do you think, it shou @ aviewed and re-written in the present context? Give
VOUr reasots. -

3.10 SUMMARY

In this unit, an attempt has been made to indentify the linkages of potitical environment
with business enterprisc. The three vital institutions, namely legislature, executive or government
and judiciary influence on business has been discussed widely. The responsibilities of business
to government and vive-versa were also hightighted. Further the gist of judicial activism in our
country, Constitution of India and important concepts were studied. The difference between
the Fundamental Rights and Directive Principies of State Policy has been clearly analysed. it
has also been noted that the time was ripe to review the Constitution.




3.11 SELF - ASSESSMENT TEST

L.
2.

Bring out the points for and against continued State intervention in Business,

“As on today there is no country in the world where overnment of the land does
not interfere in ifs economic activities™, Do you agree? Discuss

Constitution has put several road blocks which have checked the pace of the
country’s economic devetopment” - Elucidate

Discuss the impact of (a) Legislative {b) Executive and (¢) Judic'iargy on business.
|

3.12FURTHER READINGS

2
.

John Kenneth Galbriath, Essays from the Poor to the Ricli |

P.N. Bhagavati, Judiciai Activism and Public fnterest Litigation, Dhgrwad, Jagiut |
Bharat, 1983. |

Nani Palkhivata, We the Peaple |

SS Khera, Governiment in Business

World Development Report, 2000. 0 : |
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UNIT-4: TECHNOLOGICAL ENVIRONMENT

Objectives
After studying this unit, ydu should be ableto ;-

- Understand the meaning of the terms “Technology”, “Science”, ‘Gray plague’, TQM,
BPRE, and FMS '

- Know the impact of Technology under three heads
(a} Technology and Social Changs;
(b) Economic effects of technology; and
{(c) Technology and piant level changes.
Structure
4,1  Introduction
4.2 lmpactof Technology

4.2.1 Technology and Society

4.2 2 Technology and Economy

4.2 3Plant Level lmplications 0
4.3 Summary O
4.4 Self-Assessment Test
4.3 Purther Readings ?\

4.1 INTRODUCTION

Amonyg all the segments of ma vironment, technological environment exerts con-
siderable influence on business. This seclion is devoted to a detailed discussicn of the interface
between business and technology. '

J.K. Galbraith define technology as a “systematic application of ssisntific or other organised
knowledge to practical tasks™. During the last 150 years, techanclogy hies developed subatan-
tially, Science and techuology enabicd man to conquer distances; control birth rate; save lives:
generate, preserve and distribute energy; discover new materials and substitutes io existing
ones; introduce machines to do the work of human beings; substituis mental work with comput-
ers; probe deep into the seas and space in search of new treasures; provide himsel{ with lot of
leisure and comfort ad infinitum.

As vears roll by, new discoveries have becn added, 1983 was particulariy considered by
scientists as the year of scientific success. In this year, scientists put a billion dollar technology
into space; produced the world’s first test-tube triplets and obtained evidence of another solar
system. In the field of medicine, Japan marketed the much-awaited artificial blood system. A
major breakthrough was achieved in the field of genetic engineering to cure dwarfism. The US
physicists stripped off all the electrons from the uranium atom thus exposing the bare nucleus.
It was also the year when the doctors were confronted with a baffling disease, viz., AIDS
(Acquired Immune Deficiency Syndrome) also named ‘Gray Plague” that has taken a heavy
toll of human lives.




Technology is the most dramatic force shaping the destiny of people all pver the worid.
Some of'the technological inventions the man feels, are wonders, some others are horrors, and
yet others have mixed blessings. Automobiliés and television, for example, havq evoked mixed
reactions. Hydrogen bomb, nerve gas and sub-marine guns have proved to be hql‘rors. Penicil-
lin, open heart surgery and birth control pills are wonders,

Whether one is enthralled or appalled by a technological invention deplends on one’s
attitude towards it. ' ' ' |
Activity A |
1, List the changes in the life style of people in our county owing to technoldgical
advancement.. . ... I
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42 IMPACT OF TECHNOLOGY |

We propose to discuss the impact of technology under three heads (a) tecfmology and
social change, (b) economic effects of technology, and (c) technology and plant lebel changes.




4.2.1 TECHNOLO:Y AND SOCIETY

Perhans the mosi striking influence of technology is found on society. Practically every
area of social 1ife and the life of every individual lns been in some sense or the other changed
Ul.i‘l.Pr'r" elopments in technology. '

i, Technolopy 2eaches People Through Business

Rusiness is an institution through which man expects new discoveries to be converted
into goods and services. Managers of business organisations pool the necessary resources and
work on the new doscoverics to converl them into useful products. New discoveries would
remain mere ideas in mind, sketches on papet or mock models in laboratories but for the busi- -
ness institutions.

Printing, housing, education and television are all dependent on business activities to make
them work productively. Society depends on business to benefit from new discoveries flowing
into usefut goods and services for all mankind. Developing countries have iearnt that scientific
discoveries mean very little to them unless they have competent business units to produce for
people what science has discovered. Developed countries have learnt that their progress stops
unless they operate a business system which contributes to discovery and uses discovery to
produce [or their people.

That technology reaches people through business is only part of the story. The economic
prosperity of a nation (of which business is a part) depends on technology. '50% of cconomic
growth of USA, UK, Germany, France, and Japan has come frqm t& hnical progress achieved
in these countries.

2. High Expectations of Consumers

Technology has contributed to the emergengagf affluent socictics. Affluent citizens
want more of many things than more of same thing? w varieties of products, superior in
quality, free from pollution, more safe and m mfottable, are to be produced and supplied to
the affluent sections. This calls for substantl nvestments in R & D. One important compul-
sian for investing in technological advg an is its customer s high expectations régard-
ing design sophistication, quality, delive bedules and prices. Industry owners in Japan swear
by the dictum-the customer is a god who ialways right. High expectations of sonsumers pose
a challenge and an opportunity to the owners of business institutions. '

3. System Complexity

Technology has resulted in complexity. Modern machmes work betler and faster;
doubt. But if they fail, they need services of experts to repair. They fail often becausc of theu
complexity. A machine or a’system is composed of several hundred components. All parts
must work in tandem to accomplish a desired task. Rehiable perfol mance of each part, there-
fore, assumes greater significance.

4. Social Change

The role of technology on social change is enormous. There is the change in social life
which results from a change in a technological process. Thus, an invention may destroy the
economic basis of a city; displace thousands of workers; yet the same invention may result in
the creation of a new cily somewhere else and create even more jobs than it eriginally de-
stroved. Technological changes of this sort create a ‘constant turmoil in society, with socially
uprooted, mobile populations drifting about in search of new centres of employment. Some-
times, this drifting may result in a new geographical distribution of population; an example 13
provided by the constant drift of population centres of electronic or aerospace industries.
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3. Technological Phase and the Social Systems they Create

Commencing from the later part of the 17th century till the end of '20[2";! ceniury, five
stages of technological development can be traced. Each stage leaves o 'dﬁs%;ﬁs:-::'% mflirence on
work and on ihe social system.: In history, nations have tended to move sequeniatly throwsh
each phase, beginning with the lowest technology and moving higher with each s, s that the
five stages of technology tends to dominate a nation’s activities at a particutor tireg, diher phiases -
often will be practised at the same time. ' ' oy

- Of particular interest is the knowledge level of technology, At this !c‘:w%l, technology
creates a distinct type of social sysiem, viz., knowledge society, [n knowlege society, usc and
transfer of knowledge and information, rather than manual skill, deminates worl and employs

the large portion of labour force.

In the knowledge society, the relationship between the knowledge worker and the
organisation will be strange and amorphous, redefining itself ai} the time. The knowledge-
worker have to show why he should be retained, what benefit he can offer to the organisation,
and how he can add value to whatever the organisation does. He will have to create new jobs
in consultation with his employer. A job will then become a joint venture. When this happens,
the worker can forget pension plans.

4.2.2 TECHNOLOGY AND ECONOMY

1. Increased Productivity

roductivity i tecmns of both Guativy
yy atall Jevels is adopted. In ¢ fwenitaiihe
g with clectornic monitoring douipnent re-
& quantitative in terms of more POk

The most ﬁ.mdamental effect of technology is g7

, and quantity. This iz the main reason why tech®s

| : objective may be qualitative, such as maintaini§

‘ gardless of costs, In a factory, the objectiye may
less cost.

- Asaresult of productivity i xements, real wages of employees tend to rise and prices
of seme products. decline, which spr¥ds the beneficial economic effects of techne }}ng tiirough-
‘ out the whale social systerd | he result is that employees and cititzens are motivated to want
more technological advanceni® 0 nereby placing on husiness major reSpolmibilitief:; to introduce
it with due concern for its social and environmental effocts. -

|
2. Need to Spenden R& D '. _ _ - !

Research and Developinent (R&E) assumes considerable relevarnce in ﬂbrganisationh as
technology advances. In this context, firms are i‘«:-:qr.f.irf:d to consider, decide and ta\'ke action on
atleast seven issugs. First, is the allocation of resources to R&D. A omp2nY must make the
required resources available for effective R&D. A company’s R & D intensity (its|spending on
R & D as a-percentage of sales revenue) is a principal mesais of gaining market shiare is giobai
compeztition. Besides, consistenics i resowrce allogaiion o R&D across tios of business im-
proves corporate performance by enabling the firm to better develop synerpies among product
lines and business units. ' o

Secondly, technology transfer, the process of taking new technology from the laboratory
to the market place is equally important. This transfer takes larger time as organidations grow
in size. The US based chemical giant Du Pont has long been known for its excellence in basic
corporate research. In the early 1990°s, for zxample, it led US chemical companies in patents
applied for and granted. The company spent mote than $13 billion on chemical|and related
research during the 1980s but the managementi admitted that the company failed to develop
much in the way of major innovations,
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Thirdly, time factoe is. important in. R & D. The time between: innovation and
commercialisation is getting considerably reduced.

Fourthly, as new technology comes in, the ofd technology needs to be abandoned. The
process of old replaced by new is calied technoiogical discontinuity. Such discontinuity
occwrs when a new technology cannot be used simply to enhance the current technology but
actnally substitutes for that technology to yield better performance The R&D manager must
determine when to abandon present technology and when to develop.or adapt new technology.

Fifthiy, the firm must also decide on its own R & I or to outsource technology. The
make or buy decision can be important to a company’s R & D. Although in-house R & D has
been traditionally an imporiant source of technical knowledge for companies, firms can also tap
the R & D capabilities of competitors, suppliers and other organisations through contractual
agreements such as licensing, R & D agreements and joint ventures.

Finally, in the days to come, ougamsanons will be reqmred to spend vast swos of money .
on Research and Development in the arca of bio-technology. Japanese are ahiead of other
countries in this emerging area. In simple terms bio-technology has been understood as the
application of scientific and engineering principles to the processing v of materials by biological
agents to provide goods and services.

3. Jobs Tend to Become Maove Intellectual

- With the adveat of technology, jobs tend to become more intellectual or upgraded. A job
hithertss handled by an illiterate and unskitied worker now requiged tigservices of an educated
and competent werker. A clerical post in an office now demand?

computers. = S ' O
4, Problem otTechnostructure _ P

Not only jobs become more inteliectual, ever
~ professional and knowledgeable. An orgasi @ s whith has adopied the latest technology is
flush with scientists, engiacers, college oraduateNnd highly skilled workers on its payroll. Though
such an crganisation can boast of a progg - and modern outlook of its personue! complement,

" the problems such an enterprise has to fac8Quhis accountare serious, to say the least. Motivation
of such employees, for instance, is a dificult task. Such mundane incentives as attractive.
remuneration, job security and just treatment, hardly inspire the enlightened employees tc work
more. They are instead motivated by opportunities which offer challenges or growth ad
achievement. Secondly, retaining such employees for long is a difficult job. Being cosmopolitan
in their outlook these professional employees are known for organisational rootlessness and
job-hoping. Flighting and not sticking 1o one company is their culture. The company has to
make several exceptions to discoruage rootlessness of its professionalised employees. Regular

attenndance and punctuality have to be refaxed; dual promotion ladders have to be established so
that distinguishied technical people can rise in rank; profit-sharing to be provided to give creative
persons a financial stake in the ideas they create; attendance at professtonal get-togethers has
to be sponsored; writing profeaswnal articies has to be encouraged ; and special assignments
and part-time teaching may be allowes}, Thirdly, scientific and professional workers constitute,
what Galbeaith calls, the technostracture of 3 modern crganisation. The technostructure tries to
control the organisation through influencing management’s decision- making. While there may
be nothing wrong in making decisions prompted by the technostructure, the problem lies in the
social effect that is invelved. People constituting technostructure arg experts, no doubt. But
they are more action-oriented and are yet to learn social problems of business decigions.
Management is, therefine, ina tight position to balance the ruffled feeimg» 0ftt=chnmrats and
the social consequence nf business decisions.
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5. Need for Bioprofessional and Multiprofessional Managcers

Technocrats, who assume reins of administration, need to be qualified iy management
education in addition to the proficiency they have acquired in the chosen fields of spccialisation.
Today’s business needs bioprofessional and multiprofessional managers. To fi]l up a factory
manager’s post, for instance, the desired qualification stipulated is a degree in enginecring and
MBA from a recognised institution. The need for managers well-versed in different fields of
knowledge is greatly felt now than ever before.. Technological advance11]ent|11as made the
business more complex and its management more demanding.

Business and government must, therefore, spend more and more on spreading knowledge
on know-how (technology) and do-how (management). Scuh atask is expensive but technology’s
greater productivity eases the burden of costly education and the training it requires.

6. Increased Regulation and Stiff Oppestition :

A by-product of technological advancement is the ever-increasing regulatign imposed on
business by the government of the land and stiff oppostition from the public. The Government
has the powers to investigate and ban products that are directly harmful or hurt the sentiments
of a section of socicty. Import of animal tallow has been banned by the Governjment of India
because the alleged mixture of tallow with vanaspati oil hurt the feelings of Hindus. Continuous
struggle faunched by the FMRALI (Federation of Mecdical Representatives of indlia) produced
gainful results like banning the sale of harmful drugs and baming of sales pfomotion and
advertisement of infant fomula through the mass medi
7. Insatiable Demand for Capital 0 :
Today’s technology necessitates massivment of money on acquiring gr discovering
of new ideas and their adoption; educating, triNai#e and maintaining of the managers and the
manged and on several other related are fact, today’s technology is characfterised by its
insatiable demand for capital. Businggg org&nisations should not only raise huge fuq’ds, exploiting
all ways and means but the mobild s must be judiciously employed for gainful purposes.
This calls for honest and effigj ncial management. Qualified and competent people must
be appointed to assume res ity for financial management and should be givep due place in
the hierarchy of an organisati

8. Rise and Decline of Products and Organisations | i

Change of technology, therefore, is a norm and not an exception. This [|roses another
problem to business. A new technology may spawn a major industry but it may also destroy an
existing onc. Transistors, for example, hurt the vacsum-tube industry and xerography hurt the
carbon-paper business. Television affected the business of radio broadcasting cémpanies and
movics and synthetic fibres reduced the demand for cotton fabrics, Itis for th#’s reason that
Schumpeter saw technology as a force for ‘ereative destruction.” And it is prerciscly for the
same reason that the saying, “Today’s growth product is tomorrow’s earthen pot’, becomes
relevant, Products, like mortals, have life-cycles. A typical product, today, is subject to a cycle:
introduction, growth, maturity, decline and abandonment.

An organisation that is associated with a particular technology is influenced by it and will
have the same life pattern as of the technology. Such an organisation will gojin sequence

through the introductory, growth, maturity and decline phases. The life of such an organisation |

may be composed of the following stages : (1) birth, {ii) growth, (iii) policy, (iv) pr’ocedure, (v)
theory, (vi) religion, (vii} ritual, and {viii) lastrites. In this eight-step sequence, an O{gmlisa‘[ion is
born and then has its growth. Policies are developed to guide decisions, and these are carried
out through procedures. These procedures are refined and made more efficient Yvilh theories
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about efficiency. In time, the organisation may develop characteristics of a religion, it may
worship the way it does things. Performance is by ritual; things are done by habit without
questioning. The death and last rites of the organisation will ordinarily follows.

9. Business Boundaries Redefined

* Technological changes is a potent force in the reconfiguring of industry boundaries, it
may broaden or narrow generatly accepted industry boundaries.

* As a consequence of its impact on whole industries, technological change can have a
significant impact on the prevailing business definition of individval companies. Companies
may find themselves in a different business due to technological changes that they or
others have effected. '

* Technological change is one of the important factors giving rise to product substitution
and product differentiation.

* Technologica! change in the form of process (as opposed to product) and materials
innovations may contribute to many of the impacts noted above.

* Finally, for multi-product companies (preceding discussion applies to single-business

units}, technological change may have multiple impacts. For example, technotogical change
can create new synergies across businesses or obsolete existing ones. Advances in
telecommunications and computer technologies have made new synergies possible across
business dealing with computers, television sets and communicaligns.

Activity - B

t)y  What do you know aboul e-commerce?

2y lIsitpossible to climinate afl middlemen in the channel of distribution on account of
ONLINE business transactions 7 Suggest your view points. '

4.2.3 PLANT LEVEL IMPLICATIONS
1. Technology and Orgahisation Structure

Technology has considerable influence on organisation structure, length of the line of
command, and span of control of the chief executive. Where companies use technology which
is fast changing, mattix structures are more common. Some companics use a matrix even
though the rate of technological change is not fast. Besides technology, other factors which
have their influcnce on organisation structure are history and background of a company and the
personalities of the people who founded the firm and managed it subsequently but the impact of
technology is considerable.
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2. Fear of Risk B . ‘

There is abwiys the fear of risk. Take the case of DuPont’s Corfam, 4n intended substi-
it for the forecasted shortage of shoe feather. Alter an invesiment of $300.million, the com-
gany abandoned the project in 1971 because of quality and cost problems. Even a research-
orinted company like DuPont, which was resgonsisle for adding totally ne'wl d_imensions o the
textile industry with s introduction of synthetic fibres begtnning m 1939, was unable to manage
technology without great risks and some subsequent failures. '

3. Resistanee to Change |

The manager ot a given business unit shall face resistance to change. New technology
poses new probiems wheih may not be o the tiking of the organisational meni The resistance to
change is purely psychological.

A typical businessmun himself s opposed 1o new techinology. He dl:ucs 1ot encourage
new tecinology. Reasens are not purely psychological. Adopting new technology is expensive
and risky. When he is making enough money with obsolete technology wf1y must he worry
abowt ew technojogy? ' !

Specifically, resistance to change stems from the fodlowing reasons : |

i Psychological and social commitments to existing products, processes and organisation,
£ bizable capital investments in long-lite singlesgse-facilities, |

Low profiys and reduced rate of growih,
4, Small size or fragmested activities, |

Complacent top management,

#, Indusiry rormis and assosialiomdr artels which perpetuate iudustl‘y«l:jound thinking,

[.ach of successful ent =urial models 1o emulate, and |

% Powerfui Jabour pesstanc®to changes in methods.
4, Total Quality Mandggmient (TOM)

Total Quakity Managemeni refers to deep eomumitment of an organisation jo quality. Quality
of product and service is an obsession and every siep in the company’s pmcLsses is subjected
10 intense and regular scrutiny for ways to improve it. Almost every issue is subject to explora-
tion. and the process is a continuing one of long duration. Employers are provided with exten-
stve training in problem solving, group decision making and statistical methodk.

TQOM has been introduced by almost all organisations. It has several implications for
employees and organisations. Managers are required continuously to search For improved poli-
cies and activities. Employees can no longer rest on their past achievemedts. They too are
reqiticed to search for newer and better ways of doing things. Some of them may experience
stress from a work chimnale that no longer accepts complacency with the statusiquo. Empioyees
will be taore and more involved in process improvement. Management will ‘look atthem as a
sauree of improvement of ideas. ‘

&, Business Process Re-engineering (BPRE)

Business Process Re-engineering essentially involves considering how! things would be
done if the organisation were to start atl over from scratch, Michael I-Iammj:r is the father of
the process re-engingering.
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2y in m-: means *h{“ "“‘Ow to reach the g mi TE M :-,eci’s 0 ;arplswe cskenti“l!\
i ot what 38 irrelevant and starting afresh. Another feature
swssentially a bottc)m—up appt oach, whereas BPRE is dr wc‘:*

Ali‘ui’ﬁ‘ Ju‘ e b i b
by fop sualiagement,

BPRE is being considered us »wnimi i the modermn competitwe world. An org’umatmn . |
can survive the competition if it can cutdown its costs, eliminate waste and improve its produtt -
quatity, Re-cogineering m.Ipq the vrganisation achieve all these,

BPRE has certain implications for employees. Many of them may lose jobs bcca-.he
reengineering efforts. Middle managers and cler ical staff will be most vuinerable in this respcu '
Others who reiain their jobs fi find that they are not the same any Ionger The new jobs wili
cequire a wider range of skills, include muore interaction with customers and suppliers, offer -
greater challenge, Contain increased IL::*?G!I‘s:hl]ItleS and provide hlgher pay. '

6. Flexible Manufacturing System (FMS)

F !exuble manufacturing System (FMS) is another by product of technology. Under FMS
machines are designed to produce batches of different products. Gone are the days of one
machine producing multiple units of one component. It cannow make dozens or even hund:eds
of different parts in any order management desires. '

The unigue characteristic of FMS is that by integrating computel aided deSJgn englneermg
and manufacturing, they can produce low-volume products for custagers\gt a cost comparable
to what had been previnusly possible through mass production. In effSuidF MS is rewriting the -
laws of econoiuies of scate. Management no longer has tg ce on a massive scale to
achieve low unit-cost of production. With flexible manufactur vhen management wants io
produce a new part, it does not change machines-it needs{Os) ange the computer programming.

Under FWMS, workers need more traising an her kilis. Besides, employees'in flexible
plants are typicaily organised intc teams and gi siderable decisyon making discretion.
Organisational structure needs to be so desigmgd so 3  to facilitate decentralisation of authority
g0 the hands of operating teams, ' ' '

Activity -C

1) Give an account ofhow the modern soplustlcated technology have left Indlan Industrles. -
in furch. o

2)  What is the future of [T sectors in the years to come 7 Say after (i) 10 years_.a'ind (i) 15
years. { ' : : .




4.3 SUMMARY

Low society, economy and industries are affected by the constani iv

Techaological envivonment implications on business has b

d throughlv om

' e
HOYAEITROS GNG HTAE0hONS.

The arrival of new products and vanishment of existing goods and zervides have alse been

studied in the context of change in technology,

4.4

SELF - ASSESSMENT TEST

What is technology? What are its features?
2. Bring out the economic imptications of technology.
3. Bring out the salient features of our technological policy.
4.5 FURTHER READINGS ,
|
1. T.S. Mann, Transfer of Technology, Bombay, Himalaya Publishing Hkuse.
2, William C. Frederick et. al, Business and Society, New York, McG:‘a\y Hill, 1997,
3.

Hicks and Gullett, The Management of Organisations.
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UNIT -5:50C10-C ULTURAL ENVIRONMENT

Objectives :

After studying this unit, you should be able to :

- understand the nature of culture;

- know the impact of culture on business;

- realise the business participation in cultura] affaiz.'s;.

- comprehend the meaning of social responsibility of business - Arguements for and
against it; o '

- know the barriers to social responsibility: and

- understand social responsibility implementation and limits of social responsibility.

Structure

5.1 Introduction

5.2 Nature of Culturc
5.3 Impact of Cuiture on Business

54  Business Participation in Culturat Affairs ' O _ _
5.5  Social Responsibility of Business ' ' _
5.5.Y Arguments for Social Responsibility Q ' "“‘g

5.5.2 Arguments Against Social Responsibf
- 5.5.3Barriers to Social Responsibili
5.6  Social Responsibility [mplementatio%
3.7 Limits of Secial Responsibility
5.8  Summary

5.9  Self-Assessment Test
5.16  Furtier Readings

5.1 INTRODPUCTION

Business being an intergral part of society should react to the changing social and culturai
environment. Managers of business can very well understand and also take effective decisions
if they have thorough knowledge of the society in which they carry business.

Social and cultural environment refers to the influence exercised by certain sccial factors
which are beyond the company’s gate! Such factors include among others, attitude of people to
work, attitude of wealth, family, marriage, religion, education, ethics, which are discussed below
in this unit besides social responsibilities of business. '




5.2 NATURE OF CULTURE

In its narrow sense, culture is understood to refer to such activities as dance, drama,
music and festivals. In its true sense, culture is understood as that complex whole which includes
knowledge, belief, art, morals, law, customs and other capabilities and habits acquired by an
individual as a member of a society. “Culture consists of’, writes Elbert W. Steward and
James A. Gylnn, “the thought and behavioural patterns that members of a society learn
through language and other forms of symbolic interaction-their eustoms, habits, beliefs,
and values, the common viewpoints which bind them together as a social entity, Cultuyes
change gradually, picking up new ideas and dropping old ones, but many of the cultures
of the past have been so persistent and self-contained that the iiupact of any sudden
change tears them apart, uprooting their people psychologically.”

~ Thus, culture has two phenomena : shared values and passage of time. Culture of a
society is shared by its members. Sécondly, cuitural ethos passed on from generation to generation.
Cultme is not confined to one particular perlod of time.

5.3 lMPACT OF CULTURE ON BUbINESS

th mterﬁu,e bmwem bu:,mes«; 'md culture i 1s brought out in the foil()wuu: paragraphs.

1. Slgmﬁcance of Culéure

_ The coneept of cutture is of greal sjgagi 1o business because it is the culture which
genera]!y determines the ethos of the pe @ i trains people along particefar fines, iending to
put a personallty starnp upon them, Thubwe have Indians, Japanese, Americans, Germans,
Britishersand s0 on. Itis not that all are alike in a particular culture. There are subcultures
within a culture. - People hayegheir®wn idiosyncrasies and are a blend of heredity, cultural
experience, subcultural expf family experience, and 'uniq'u'g persconal experience.’

- When people wifNiffercht cuitural background promote, own and manage organisations,
organisations themsel d to acquire distinct cultures.. Thus, the cubture of the Tata group of
r.ompames is different fr0m that of the enterprises owned by thc Buhs

2. Cuiture and Globahsatmn

As business units go inter natlona] the need for understandn&, and appl eciating cultueal
dlffelemes across various countries is essential. Work motivation, profit motivation, business
uoals negoliating styles; attitudes towards the development of business refationships, gift-giving
custonts, greetings, singificance ofbody gestures, meaning ofcolouzs and numbers, and the like
vary from Lountry to country.

When people from different (,ultures colwerge ma workplace managemens will bes reqmz ed
t6 manage diversity. Work force diversity has i important implications for management practice.
Managers-will be required to shift their philosophy from treating everyone alike to recognising
differences and responding to those differerices in way that will ensure employee retention and
greater productlwty while, at the same time, not discriminating. Diversity; if posmt\ ely managed,
can increase creativity and innovation in organisations as well as improve decision making by
pfowdmg different perspectives on problems. Where not managed properly. diversity is likely to
result in increased turnover, reduced communication and heightened inter-personal conflict.

Any move from one country to another will create a certaix amount of confusion,
disorientation and emotional upheaval. This is called culture shock. An executive transferred
from India to Germany, for example, would require lot of adjustment to make. Language differs,
climate varies, food habits are different and the socialisation pattern will be totally new. Culture 68




shock will be severe when the new environment is fotally different front the old one, Organisations,
particularly MNCs, must be prepared to cope with the culture shock.

3. Culture Determines Goods and Services

Culture broadly determines the type of goods and services a business should produce.
The type of food people cat, the clothes they wear, the beverages they drink and the building
materials they use 1o consturct dwelling houszs vary from culture to culture and from tme to
tinte within the same culture. Business shouid realisz thesc cultural differences and bring out
producis accordingly.

The fact that culture determines the types of goods and services is sot as important as is
varied manifestations. Culture expresses itsel{ hrough people’s viows of themselves, others,
organisations, society, nature and cosmos.

4. People’s Attitude to Business

Attitude of peonie towards business is largely deteriined by their culture. Busmiess
systems are a product of beliets, mores and customs of ihs society in which they exist. Indeed.
their very existence depends upon social philosophies which conduct ard support various kinds

of business actions. Businessmen {whether they realise it or not) must have some basic set of

philosophies to guide their actions. Beliefs and value systems concerning whatss right and what
is wrong are basic to all business activities and serve as a jushiliation for doing or not doing
something in a particufar value system by which actions of businessidgu and other groups are
udged. Usually, these actions are judged by how well they sont b the net secial wetl-
boing througout the whele svstem,

5, Atiitude to Work
How a worker looks at his work in & faciory dep 1 his cuiture. Motivation, morale

and other related aspects of human resource manggemenf are based on the worker’s attitude o

their work. Attitudes to leisure vary from cot to country. Higher incomes may produce

more work or more spare time. The work ethic nlgns, in effect, that preoccupation with work

is considered a virtue in some parts of the.

of appeal, reward and penalty are effective

¥y

§. Collectivism and Individualisin

The spirit of collectivism and individualism is related to such personnel aspects as employes
morale, multiplicity of trade unions and hter and intra-union rivalries. Itis said that cur cn Jbuys

stresses individual salvation and negation of the world. Behind a small charity or a good deed,

it is pointed out. there is the motive of self, rather than society’s welfare. This is the main reason
for the low morale of our workers, multiple unions and the rivalries among them.

7. Ambitious oy Cormaplacent

An individual’s ambition o grow or remain complacent depends on his cultural ethos. An
ambitions individual is highly motivated, is wealth acquisitive, has a strong urge to excel, is
prepared to change organisations and even take risks. Economy becomes vibrant if a large
proportion of the population comprises ambitious people. '

Majority of our people are known to be complacent. An average citizen will be happy to
get into a government job (Jower the order, the better) as it assures safety of tenure and demands
no initiative, no skills and no hard work. He is not prepared to join the private sector as the job
here demands hard work and high productivity. Complacency of citizens is attributed to be one
of the reasons for the backwardness of our economy. '
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8. Education

The close interface of business and higher education is a new de\*elqpment, Centuries
ago, each had a somewhat hands-off attitude towards the other. A relatively small section of
the intellectual elite maintained their seclusion i vniversity halls, educating a fep\«' selected students
to become iniellectual and social leaders of their nation. Education was not for the masses who
laboured in factories, fields and stores. University education had little interest in business and
businessmen had littie interest in education. Each lived in a different world, Many educators
showed an elitist disdain for busincssinen who were perceived as Jess nobly motivated than

¢ducators. Most businessmen admitted that the disdain was mutual since| men in the ivory
tower had little that was practical to offer to business,

Things changed over the passage of time. Economy gradually shed itsjprimitiveness and
almost turned into an industrialied one, demanding technical education at ajl levels and of all
castes. Educattonal institutions sprang up in atl corners of the country and it is estimated that we
have more number of primary schools than the USSR and USA put together. Vast sums have
been spent on education in successive plans and a staggering sum of more thap Rs. 29,000 crore
had been allocated to education in the Seventh Plan alone. |

Education benefits business. Business in turn has responded and started supporting
education. This support is manifested in the starting and maintaining of educational institutions,
sponsoring employees for continuing education and bearing the cost of the education of employees®
children.
|
|

Basic to all type of social organisati @ he family, the institution which concerns itself
with-love, sexual relationship, marrigee, repheuction, socialisation of the chilld and the various
levels of status and roles involved : hip organisation. Little wonder that the family is
reffered to as a remarkable ingpmgtion |

The family 1s important % a varicty of other reasons, such as those relating to protection,
inheriance, property t%no ality, care of the sick and the aged, and thJ|: transmission of

9. Family

cultural values.

Nuclear families have now become common in our society replacing the traditional
extended family system. Women now enjoy equal status with men and most ofJ|them supplement
farmily income by their own earnings. People have money and are prepared to spend on children's
cducation, household appliances and on vacations. Children have become spFnders tnstead of
earnets- a position they held in joint families. With big families being broken up, family businesses
are slowly turning into limited companies. All these developments are signiﬂfl:,ant to business.

i The View of Scitentific Method

It is said that, unltke Western society, our society is sieeped in fatalism |r3ud the theory of
Karma. The followers of our religion do not appreciate the logic of things-logic of wealth,
tainfall, demand, supply, mechanisation and related phenomena. It is also said that they believe
tn preserving traditional mores and are not adaptive to things modern. :

Contrary to popular belief, our views did not conflict with science. A study of the
Upanishads will show that Vedanta postulates that the universe is the result of a gradual unfolding
of the creative power inherent in the primordial substance, Infact, it may |be said that the
philosophy of our religion anticipated the basic theories of biology and physics. The very approach
to things in the Upanishads, the insistence on adherence to truth and on tireless investigation is
remarkable in the nature of an anticipation of the metheds of science. |
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11. Ethics in Business

Ethics refers to the code of conduct that guides an individual in dealing with others, A
formal definition of ethics is that it deals with personal conduct and moral duty and concerns
human relations with respect to right and wrong. Ethics concerns morals and philosophy. It
deals with the behaviour of individuals and the standards governing the interrelationship between
individuals.

Is it enough if the manager, as an individual, is ethical in his behaviour and dealings?
Many people believe so. This is, however, erroneous. Every individual has a responsibility of
not only himself being ethical; he must make his group so. Ethical people domng nothing 1s the
best way for moral decay to take over.

12. Religion

Religion refers to a specific and institutionalised set of belicfs and practices generally
agreed upon by a number of persons or sccts. The major religions across the world are Hinduism,
Christianity, Islam and Buddhism. Each has its own distinct characteristics and followers.

Religion plays an importantrole in one’s life. 1t makes an individual lead disciplined and
orderly life. Religious practices relieve a person from tension. However tensed up an individual
is, visit to a place of worship will make him/her feel psychologically relaxed and reassured.

The nature ol business one runs also depends on religion. Birlgs, being Jains, shun smoking
and drinking. Hence, they have not entered into catering, hotgli
Islam prohibits money lending and the consumption of alcohol.

The economy of a nation may be affccted by relig
has remained economically backward is its religion. Accord
Burma must undergo monkhood for one year. Itiss Burmese have become lazy because
of this practice. In Tibet and Sri Lanka too, lymgdred§of people take to monkhood and stay in
mionasteries. The services of these people ¢  been used for morc productive purposes.

In a country like ours where peo {sevaral religious beliels live, harmony among them
is vital for business to flourish. Confl veen religions will destroy business prospects as
was demunsrrated when communal clashes broke out alter the Ayodhya incident.

13. Marriage

Traditionally marriage had three objectives : the promotion of religion by the performance
of household sacrifices progeny whereby the father and his ancestors were assured of a happy
afterlife and the line w. s continued and rati or sexual pleasure.

While the three objectives are relevant cven today, what needs to be stressed is that the
marriage is a social instituion which results in the multiplication of people, settled life and
systematised and organised activities. All these have economic significance.

Marriage also means scveral things to several people. A single marriage may spark off
protest from women and approval from men. Whai is more, marriage may even revive a

recession hit economy.

14. Time Dimension

Time dimension is another cultural aspect that wili influence business. Time dimension
refers 1o peoples’ orientation-past. present or tuture. In some societies, people are oriented
towards past. In others, they tend to be more tocussed on the present. Still others are futuristic
in their orientation. Business people in societies that focus on the present care more for the
current well-being of companies they float. Employees are hired and inaintained as long as they

are vsefil Lo the organisations and are dispensed with once they cease 10 be so. Employee 7)




|
training, job security and loyalty of service are unusual with such industrial $ocieties. The
American society is an example of this type. Japan is an example of futuristic society. The
Japanese have very long-term future oviented time hotizons. When Japanese firms hire emplovees
they often retain them for a long time, even for life. The firms will spend a greatdeal of money
to train them, and there is a strong, mutual commitment on both sides. Societies which are
oriented towards the past tend to preserve past heritage. Concepts and actions offyore continue
to guide current plans and strategies. Our society is a striking example for the gast and future
orientation. - |

Activity - A

. |
An American businessman is interested to know about ‘Indian Society’ writh particular
reference to Indian Business community. List the points of observation you would like to
share with him, _ |

Activity - B _ |
The food habits, clothing, ethos, taboos of Sm@ is different from North India. Can

- you identify those factors and list bc!owO | :
|

_ . ) - i
Particutors Sontl India Nerilr fndia

(i) Feod Rice/ldly Roti / Paaw Bhiaji

({} s e [ : ________
() I S S—

{iv} mrmmmmmee e —
(V) _____________________ e i s m e m_-.,..--..-.-___|_ _______

(vi) ______________________ e e

1) R —— et SRS
5.4 BUSINESS PARTICIPATION IN CULTURAL AFFA]?RS

Till now we described the varicus culiural factors which influence business generally.
Specially, business does two things in the name of culture: (2) support to cultural aclivities; and
(b) beauty in building design. : |

|



Support to cultural activities include such activities as employing artists and musicians,
organising exhibitions of contemporary paintings, sponsoring cultural programmes through TV,
instituting awards for excellence, sponsoring Sangeet Sammelans and maintaining Sangeet
Rescarch Academy as is done by the Indian Tobacco Compary (ITC) in Calcuda.

Earlier beauty in the building was not considered in designing and constructing. Generally, '
factories and business buildings focussed mainly on utilitarian functions. The result was not just
an absence of beauty, but distasteful; ugliness, sometimes called the ‘nineteenth century ugly
schooi of factory design.” Things ate different now. Factory buildings are now constructed
keeping in mind aesthetic values. Many factory sites are now industrial parks, more beautiful
than the surrounding residential houses.

Why should business participate ir the cultural affairs ? Business justifies its involvemnaent
because of the better quality of life in the community, i turn, this quality of life improves
recruiting and the retention of employees. 1t aiso improves satisfaction of the employees with
their commiunity, provides a better place for their children to grow up. and encourages each
cmployee’s own cultural growth, The effects continue in many directions in the same way that
4 stone cast (o the water extends its ripples to the Iimits of the lake. If, for example, the firm
sells its products locaily, 2 community with 2 better cultuaral life should have improved chances
of growth, thus providing more custormers. Further, culture should attract beiter quality of
citizens thus improving the quality of the labour posl from whicl the firm recruits. Cultural
opporlunitics also may challonge youth mibe community to raise their achievement, drives and
provide favourable outlets for their energies, thereby reducing ten reies towards delinquency.
In turn, less crime and delinquency may reduce the tax burdem\Wien a systeri’s view as this
is taken, it can be argued that an instrument in commur@tures tends to improve the entire

social system.

T

55 SOCIAL RESPONSIBILITY BUSINESS

W Bbligation of decision-makers to take actions
f solicty us a whole aloag with their own interest,
Every decision the businessman takesW{d ghery action he contemplates have social implications.
Be it deciding on diversification, exparfsion, opening of a aew branch, closure of an existing
pranch or replacement of men by machines, the socisty is affected in one way or the other.
Even routine matters iike overtime and night shifts, subcontracting, and laying off employees
due to lond-shiedding have a social impact. W hether the issue iz significant or not, the businessman '
should keep his social obligation in mind before contemplating any action.

Activity - C

Social responsibility is undersiood
which protect and improve the wel

Y,

List the social responsibility messures undertaken by the firms in your FRgion.

5.5.1 ARGUMENTS FOR SOCIAL RESPO;NSIBELETY

‘There are many arguments in support of socially responsive actions. More important of
them are explained below:




- 1. Changed Public Expectations of Business : One of the most poient arguments
for social responsibility is that public expectations from business have changed. ‘It is reasoned
that the institution of business exists only because it satisfies the valuable needs of society.
Society gave business its charter to exit, and the charter can be amended or revok ed at any time
that the business fails to live up to society’s expectations,  Therefore, if business wishes to
remain viable in the long run, it must respond to society’s needs and give the society what it
wants. '

2. Better Environment for Business : Another argument favouring social responsibility
is that is creates a better environment for business. This concept I'ationalisejthat a better
society produces environmental conditions more favourable for business operatians. The firm

which is most responsive to the improvement of community quality of life wiil as a result have 2
better community in which to'conduct its business. Labour recruiting will be easigr, and labour

will be of a higher quality. Turnover and absenteeism wiil be reduced.

As a result of social improvements, crime will decrease with the consequence that less
maoney will be spent to protect property, and less taxes have to be paid to support police forces.
The arguments can be extended in all dircctions to show that a better society produces a better
environment for business.

3. Public Image : Another argument in favour of social respensibility is that it improves
public image. Each individual firm seeks an enhanced pWlic image so that it mdy gain more
customers, better employees, more responsive money | s and other benefits. A firm which

seeks better public image should support socia
4. Avoidance of Government Regula¥esf: Govenment is 2 massive instilution with

long arms. it seeks to regulaie business in blic interest. Government regulation is costly
and deities the much needed freedogmiy decksion making. Before the government stretches its
long arms, business should dischar igation to society.

3. Balance of Resp ity with Power : Another argument for social responsibil-
ity is that business’s responsi - should be more related to its power. it is relasoned that
businessmen have vast amounts of social power. They do affect the economy, milJ;orities, and
other social problems. In turn, an equal amount of social responsibility is required to match their
social power. Ifeach institution is to perform its social role inan orderly relationshi b with other
institutions, then responsibility must be accepted whenever there is power. Any otll

ment invites irresponsible behaviour.

er arrange-

6. Business has the Resources : Another argument for social responsibitity is that
business has a vast pool of resources in terms of men, taients, functional expertise and money.
Probably, business is without peers in respect of the resources it possesses. With these re-
sources at its command, business is in a better position to work for social goals. “

7. Let Business Try : One interesting argument for business social responsibitity is g
sort of back-handed one. It is that many other institutions have failed in handling sEcial prob-
lens, so why not turn to business. Many people are frustrated with the failures ofotﬁ]er institu-
tions, and in their frustration, they are turning to business.

8. Prevention is Better Than Cure : Another point is that prevention is better than
cure, Ifbusiness delays dealing with social problems now, it may find itself constant! occupied
with putting out social fires so that it has no time to accomplish its goal of producing|goods and

services. Since these social problems must be dealt with at some time, it is actyally more
74
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economical o deal with them before they develop into serious social breakdowns that consume’
most of the management’s time.

9. Mors! Responsibility : it is said that the acceptance of corporate social responsibility
is the mowally correct position. This notion suggests that our modern industrial society faces
masr Levious soctal problems brought on, 1o a large extent, by large corporations. The corporations
ther efm & .. g = moeal responsibility 1o help solve or ameliorate these problems. A corollary to
this notion (s that Gecause business firms control so many of the resources in our economy, théy
sheuld devote some of these resources to the overall betterment of society.

10 Citizenship Argument : Corporations arc institutional members of society. If
individual members of the society have an obligation to improve society-to leave the world
. better than they found it-corporationg also have this responsibility. After all, corporations unlike
citizens, are created by society. Corporations are citizens, and citizens have civic duties and -
responsibilities.

11. Duty of Gratitude : Business units benefit from society. On the basis of the
comtmonly accepted principle that one owes debts of gratitutde towads those who bcnef't us, the
corporation has certain debts that it owes to the society.

5.5.2 ARGUMENTS AGAINST SOCIAL RESPONSIBILITY

Arguments against social responsive actions arc cqually stgong. Some arguments are as
follows:

1. Profit Maximisation : The first and the most feregfu! aPgument disfavouring social

responsibility i3 that buziness has profit maximisation as @ objective. Infact, the busincss
is ingst secially responsible when it attends to its igterest™ffd leaves other activities to other

institutions. Since business operates in a world of p and hunger, the economic efficiency
cf business is a matter of top priority and sh be¥he sole mission of business. Business’s
function is economic, not social and econom should be the only criteria used to measure

success, In this kind of system, mangegrs ar® the agents of the stockholders, and all their
decisions are controlled by their desiré % ximise profits for the stockholders while reasonably

complying with law and social custom,

2. Soeiety has to Pay the Cest :  Another argument is that the costs of social
responsibility will be passed on the the society and it is the socu,ry which must bear them, Can
the society afiord these additional costs? -

3. Lack of Social Skills : Business managers are best at managing matters relating to
business. They are not equally good at solving social problems. Their outlook is primarily
economic and that their skills are the same. They really do not feel at home in social matters. If
society is going to depend on someone to work with social probleins, why choose a group which
1s so poorly qualified? Doeseociety really want econosvac aund technical people meedling in
social affairs? Will they broaden their outlook and will their skills transfer? Can business really
do the job? Is it better equipped than the government and other institutions?

This problem is, however, sought to be overcome to a considerable extent. We have a
number of fairly high calibre institutions, like the Xavier Institute of Social Sciences and Institute
of Rural Management, Anand (IRMA), which train students specifically for social work.
Corporates like the Lalbhais, Malatalals and Shroffs have already attempied to bring in
fnanagement professionals into the social responsibility area.

4. Business has Enough Power : Another argument is that business already has

enough social power, therefore, society should not take any steps which give it more power.
According to this line of reasoning, bub]‘lebs is one ofthe two or three most powerful institutions 75
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in society at the present time. Business influence is felt throughout society. It is felt i aducation,
in government, in the home and in the market-place. it moulds many social vatues, The process
2 would give

of combining social activities with the established economic activities of busina:
business an excessive concentration of power. Business is an institution whicl i pous:dered
be not so good and giving more power fo it is not advisable. :

5. Social Overhead Cost : Cost on social responsibility is considirzd je b sosial
cost which will not immediately benefit the business. Why spend money o an object, the
bencfits of which will be realised only in the future? It is the heavy social overbedd cost which
is one of the reasons for the dismal performance of some of our governmeni undertakings,

6. Lack of Accountability : Another point of view is that the businessimen have no
dirsct accountability to the people, therefore, it is unwise to give businessmen responsibil ity for
areas where they are not accountable. Accountability should always go with resporsibility, and
it is poor social control to aliow any other kind of arrangement. UIatil the societyl can develop
miechanisms which establish direct lines of social accountabiity from business to the public,
business must stand clear of social activities and pursue only its goal efprof't where it is direcl ly
accountable through the market system

7. Lack of Broad Support ;- Another point is that business invoivement in social goals
lack support from all groups in society. [fbusiness does become socially involved, it will ereate
so much friction among dissident parties that business gannoi perform its social assignment.
Although many persons desire business to become por® ﬁc'i:i}ly involved, othe:'[' oppose the

idea. There is lack of agreement amotig the general pub! ong intellectuals, inth
and even among businessman themselves,

2 .v’{..rl"'r‘lt..hi

py the

8. Friedman and Levit’s Views : Thwfist cogent criticism haq Uen alu' 2ty
econcmisi Milton Friedman. Friedman b3 s arguments on two principal comenticns. one
economic and one legal. From the pagnomic perspective, he asserted that if managers spernd
corporate funds on projects not te maximiye profits, the efficiency of the market
mechanism will be underminggdand Myources will be misaliocated within the econbmy, On the
legal side, Friedman conte at becanse managers aie legal agents of the stockhoiders,
their sole duty 1s io maximiseWE financial return o the stockholders. Hence, if they spend
corporate funds for sucial pusposes, they are essentially stealing from the stockholders, Moreover,
Friedman suggested that if the stockholders want money spent on soeial causes, they e free 1o
do so individuaily with their dividends.

Theodore Levitt argued against corporate secis! responsibility fearing that budiness values
might come to dominate society. He posited that business, as an institution, would become the
twentieth-century equivalent of the medieval c.h:ml "hcnali embracing itstitution n* society. He
suggested that this would not be healihy for society

Nearer at home, we have Dt hal Ambadi, of Reliance farae, who is onposed to corporate
social responsibility. “As am indusérialist wy job is7, declared he, “in produce goods to
satisfy the demand. Let us he very clear about it. Everyone has te do his job. My
coirmitment is to produce at the cheapest price and the best guality. If you dabble in
everything then you make mess of things. If we cannot take care of our si%larehalders
and employees and start worrying abont the world, them that is kypocrisy”.

Business and Soctety : Indian Situation

Whatever may be arguments for and against sociat responsibility of business, itlis gratnfymg
to note that in India, several leading companies have exhibited greater social responsibilities.
The corporate sector in India has been responsible and instrumental it seiting many public
istitutions like schools, hospitals, technological institutes, iibraries, cultural institutions, and
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charitable mstitutions. On the other hand, business enterprises are alsoresponsible for degradation
of ecological environment. The probtem of environment poilution caused by several industrial
enterprises in India, has become very serious and sometimes threatening the existence of life
ard prospertity in some parts of the country. Several public sector institations in the Country
also functioned in such a way that they benefited few managers, employees, suppliers, bureaucrat’s,
and politicians af the cost of ordinary man in the society. Contituous hiuge loses, inefficiency
and mismanagement of these undertakings resulted in more harm to the society than the petiy
help the society received from these enterprises.

5.5.3 BARRIERS TO SOCIAL RESPONSIBILITY

Efforts to achieve greater social responsibility encounter practical problems at every
tevel of the crganisation. Awareness of the problems is helpful to take steps to overcome them,

The Individual Manager : The individual manager is the person who is ultimately
responsible for the social action programmes of any organisation. The manager can initiate,
advocate, and put programmes into effect. The manager can also balk, hinder, and prevent
programmes from being planned or implemented. Almost all employees in business are employers,
Their careers may be in jeopardy if they consistently advocate actions of which their superiours
disapprove or if they make unprofitable trade-offs. For this reason, most managers are cautious
about proposing significant changes in their organisation’s behaviour.

The Organisation : At the organisation’s level, the grefest barrier is the focus on
profits. Social action projects must always be evaluated in tern nef cost. Sharcholders
want profits distributed in dividends or invested to expand pggdu . Employees want higher
salaries and better working conditions. Against these ¢4 Mg claims, soctal programmes
may have little chance.

The Industry : There inay ot be support *

fil competitors i the same industry for
social action programimies, ' ' '

The Division : Like the organisgtjon ofNvhich it is part, a division mast try to maintain
itseltas a profit centre. Any social res ity decision that reduces the level of profit might
threaten the diviston’s viability. Thus, mdef divisions ure slow to initiate socially responsible
programimes until they receive clear iastructions to do so from the top management.

5.6 SOCIAL RESPONSIBILITY IMPLEMENTATION

Social responsibility has two facets : first, to whom the business is accountable and the
second, business’s responsibility to society. The first relates to accountability of business t its
owners, employees, government and consumers. This-accountability is popularly called corporase
accountability in the literature available on the subject. Corporate accountability is discussed in
this section.

Irrespecive of the facet of social responsibility, two processes are essential in developing

organisation’s social responsiveness. First, it is necessary 1o establish methods of menitoring
social demands and expectations i the exten al environmnet. Secondly, it is important to develop
snternal soctal response machanisms, '
Momntitoring Social Denvends and Expeciations

Important means of 3%\655!3’1}5 social needs and expectations relating to orgamsattons
include social forgcasting, opinton surveys, issues management, social scanning and social audit.
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Social Forecasting : This is the systematic process of identifying social trehds, evaluating
the organisational importance of those trends and integrating these assessments in the
organisation’s forecasting programme. One approach to social forecasting is the use of futurists,
individuals who track significant trends in the environment and attempt to predict their impact on
the organisation, usually 10 or more years. Hence, some organisations use consultants and
research institutes that specialise in social forecasting. |

Opinion Surveys : Associations and major business publicaions often c&nduct surveys
of public opinion on various issues of social concern. These surveys often provide feedback to
companies regading the perceptions of social responsibility among various grouqs.

Issues Management : This is the process of identifying a relatively small number of
emerging social issues of particular relevance to the organisation, analysing their potential impact
and preparing an effective response. Typically, 10 to 15 issues are identified, but the number
can vary depending on organisational circumstances. [ssues management altempts to minimise
‘surprises’ resulting from environmental forces and to facilitate at proactive s&ance towards
environmental change. Issues management helps identity a definable social negd, a potential
somrce of serious siockholder concern, or the likelihood of government action. Once identified,
firms will try to resolve the issue before it reaches a critical stage.

Social Scapning : Social scanning is the general surveillance of various Alements m the
environment to detect the evidence of impending changes that will affect the|oganisation’s
social responsibilities. Unlike issues management, sogial Sganning is usually done on an informal
and unsystematic basis. Executives frequently draw heir own experienceslof factors that
are likely to have important organisational im@ns. They may also rely on data from more

,_.
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systematic assessments.

Social Audit : This is a systematic
It includes an assessment of the sogj

and evaluation of social actions of an organisation.
impagt of a firm’s activities, an evaluation of programmes
specifically aimed at achieving so 3, and a determination of areas in need of organisational
action. Social audits are diffigult tOarry out because disagreements can arise regarding what
should be included, results ifficult to measure, and interpretations of whatlis adequate or
good social performance are likelf 1o vary. Nevertheless, companies are increasingbq' implementing
social audits 10 assess their social action programiners.

Internal Social Response Machanisms

The most common internal response mechanisms used by firms include executives,
temporary task forces, departments or combinations of these.

In refatively small firms, individual executives are required to handle social issues, as and
when they occur. In some companies, temporary task forces are constituted to deal with a
critical issue, When the issue is resolved, the task force is disabanded. Many companies will
have permanent departments that coordinate various ongoing social respbnsibilitiek;, tdentifyand
recommend policies for new social issues. Popularly called the Public Affairs Department,
such a department may be responsible for coordinating government agencies, community relations
and other external activities. In practice, organisations may use a combination of mechanisms
to enhance social perforimance. ‘ '

Coming to the facets of social responsibility, business’s responsibility is mailL]y towards (i)
employees, (ii) consumers, (iif) government and (iv) owners,

Corporate Accountability

(A) Towards Employees : Responsibility towards employees is in thé form of just
selection, training, promotion, faiv wages, levelling out variations in employmenﬁ‘, comfortable 7g
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working conditions, safety and health, social measures, scope for initiation and advancement,

participative management, workers” education and the like.

It is heartening to note that most business establishments are fully aware of their
responsibility towards their employees and are doing a lot for their improvement. The first name
1o be mentioned is the Tatas who have no peers in the pursuit of labour welfare. It was the
Tatas who first introduced many welfare measures for the benefit of their employees aud several
years later, the government made them compuisory for other business houses to follow.

No wonder an individual takes it as a pride and deems it a privilege to join the 150,000
members of the Tata family employed in more than 32 companies, dotting all over the country.
Similarly, Godrej & Boyee, Shriram Industries and TVS group are good empioyers.

(B) Towards Consumers : Responsibility towards consumers includes such aspects
as producing and supplying quality goods at reasonable prices, aveiding creation of artificial
scarcities, revealing truth in advertising and labels, keeping up the delivery scheduies, providing
prompt after-sales services, preventing formation of monopolies with the intention of exploiting
customers and guaranteeing the buyers about the lifetime performance of the products.

Tn respect of responsibility towards consumers, the performance of our businessmen is
far from satisfactory, honourable exceptions not withstanding. The consumer is not the king in
our country but a vehicle conveniently used by businessmen for driving towards to goal of profit

maximisation. Government is interfering in a big way to protect the interests of consumer and

consumers themselves are forming into a movement, popularly called ®gusumerism to protect
their interests against business malpractices (consumerism is discigged In detail in the next
unit).

{C) Towards Government : Business responsibilit rds the government covers
such areas as complying with all legal requirements, payin s honestly, executing governiment

contracts. making services of executives available for thgovernment, deducting income tax
and amounts to be invested in national savings cen from wages and salarics of employees
and acting as a willing partner with the govegimen W pursuit of public welfare.

In respect of responsibility to the g ent, our businessmen have come under dark
clouds. The seties of raids conducted on bust€ss houses and the reasons made known for the
raids demoustrate clearly that businessmen have failed to discharge their responsibility towards
the government. - '

(1) Towards Owners : Corporate accountability towards owners covers such areas as
managing the business profitably, ensuring fair and regular return on capital employed,
guaraniceing capital appreciation and consolidating the financial position of the business so that
it can withstand fluctuating fortunes so common in business. :

5.7 LIMITS OF SOCIAL RESPONSIBILITY

The social responsibility actions of businesses are limited by cost, efficiency, relevance
and scope. As a result of these constraints, actions fali short of public expectations,

Cost

Social responsibility costs money. Whether a company desires to adopt a village, donate
t0 a college or school, build a hospital, maintain parks or undertake refief operations in times of
calamily, it costs moaey. '
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Elliciency

social responsibility affects efficiency adversely. Being obliged to the employees, say a
wompaiy vins its plant, even if it is incurring losses every year, Its efficiency éﬁes down and its

whitity Lo compote i lost, ‘
Relovance

Avcording to several eritics, business has no obligation to society. The only obligation is
to ron the business successfully. Social sesponsibility is irrelevant. According to Friedman, for
wxamnle, “There is one and ouly one social responsibility of business : to use its
respurces and energy in activities designed to increase its profits so long as it stays

i whifiin the sules of the game...(and) engages in open and free competition, without
feception and tend..”. Friedman contends that corporaie officials are i no position to
dainvrnine the refative urgeney of social srobleras or the amount of organisational resources that
sbwtiid be cammitted to a given problem. He also insists that managers who devote corporate

FISINRCES o pursue personal, and perbaps misguided notions of the social ggod, unfairly tax

their own shareholdars, employees and customers. In short, business shouid produce goods and
services efficiently and leave the solution of social problems to the concerned individuals and
asvernment agencics, . : ' ;

Seme and Comaplexity

Society’s problems are too massive, 100 com

LT LN sLAGCLALNY CONSCIEnNTIGUSs AN i Ol
LI T i 1I CONS t LES O Ipa ‘!}'

v all companies acting together.

The problems such as environmentaj ge
sy fovests; health problems-AIDS, drug
seiirmination; ethnic and religious anig

g might be,

ion-azid rain, ozone depletion, destruction of
ind 1cbacco use; racial discrimination; sex
d the like defy solutions however conscientions

Business bas its own liy
tevela, I cannot and should not

ous.” Stif business can help society at macro and micro
:ape from this important responsibility.

53 SUMMARY

- Inthis unit an attempt has been to know how far cultural factors-family, marriage, religion,
tha values ete., influence the business firm regarding what to produce and J!‘:en? Business |
participation in cultural affairs are also discussed, Lastly, the social responsibility of business in
fe0 heen dealt with. :

3.9 SELF-ASSESSMENT TEST

L. Deline culture. How doas culturs influence business?

2. Discuss why business should participate in cultural affairs?

% Whyis social responsibility important for business?

5.0l FURTHER READINGS -
Lo William M. Kaphart, The Family, Society and The Individual.

2. Aileen D. Ross. The Hindu Family in its Urban Setting, _

3. Keith Davis and Robert Blomstrom, Business and Society - Environment and

Responsihilities.
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UNIT-6: BUSINESS ETHICS AND CORPORATE
- . GOVERNANCE

5:'3‘;’.&".13@@;3.’&‘@::3
After sudying this unit you should be abie to _
- kinow the meaning of the term ‘cl_h.ics’, bsiniess ethics, sources of busi:iess ethics;
know why is cthics importanz‘? _ : ' -
- digess ethical difemmas and kow to manage ethics?
- Kuow the techinigues of ethical decision making; _
get an idea about nature of corporate governance and factors influencing CG; and
- know the mechanisms of Corporate Governance |
Structure
6.1 Introduction
52  Nature of Ethics
63 Sources of Business Fthics

6.4 Why is Ethics Imporiant

6.5  Eihical Diismimas o o O
56 Managing Ethics : _ g o

6.7 Improving Ethical Decision Making

6.8  Nawure of Corporate Govarsance

8.8  Why Corporate Governance?

610 TFactors Influencing Corporate Govern
6.11  Machanisms of CorporateGo»‘cmanbe '
A.12  Summary '

6.1% Self-Assessment Test

6.14  Further Readings

&1 INTRODUCTION

Jusiness ethics is the study of good and evil, right and wrong and just and unjust actions
of businessmen, The business actions should be judged by the general ethical standards of
society. It is the moral responsibility of the business houses to tender good quality of goods and
services, avoid adulteration, use of faulty weighing machines, hoarding, creating artificial demand
for the essential commodities. Avoiding or evading taxes to the government, causing environment
pollution, and law breaking are common in business. It is the chief executive officer who should
take initiative in ensuring ethical standards in his organisation by following code of ethics.

Corporate Governance is concerned with the formulation of long-term objectives and
plans and the proper management structure (organisations, sysiems and people) to achieve
them. The structure to ensure corporate governance includes the board of directors, top
management, shareholders, creditors and others. '




|
by our country, Corporaie Goversance is gaining momentum of late. The Confederation
of tndian industries (CI1) is actively engaged in tis respect by bringing ont Corpamate Governanee
Cade wisdar the Chairmanship of Rahy Bajal. The code was artiznlared and implemsied
ny of the corporate houses. _ |

e e
6.2 NMATURE OF ETHICS

|
Fihics refers to a svstem of moral principles- a sense of right and wrbng and goodness
e badness of actions and their motives and consequences. Business ethics refers to the
application of cthics to business. 1o be more specific, business ethics is the study of good and
awil, right and wrong and just and unjust actions of businessmen, |

[

Rusiness ethics does not differ from generally accepted norms of good ofbad. If dishonesty
is considered to be unethical and immoral in society, then any businessman who is dishonzst with
gmployees, customers, shareholders or competitors is acting unethically dnd immorally. If
wrotecting others from any harm is considered to be ethical, then a comp‘any that recalls a
defective and harmful product from the market is acting ethically. To be considered ethical,
businessmen must draw their ideas about what is desirable behaviour from the same sources as
anvbody clsc. Businessmen should not try to evolve their own principles to jbstify what is right
and wrong. Employees and employers may be lempted to apply special or weaker ethical rules

* to business situations, But society docs not condone or permit such an exception. People who.

are in business are bound by the same ethical 'princ;:Ees that apply to others.

Tw o theories are pertinent when one talks the pature of ethics.

‘The theory of moral unity essentia@vcates the principle that busingess actions should
e judged by the general ethical standard ociety, There exists only one ethical standard

which applies to business and to non%ss situations.
Opposed to the theory ST ¥norat unity is the theory of amorality, which argues that

business can be amorai, and Ctions of businessmen need not be guided by general ethical
standards. Managers mg#Mgct selfishly because the market mechanism distills their actions into
benefits to shareholder ciety at targe. Adam Smith argued that the ‘invisible hand® of the

market assures that by “Narsuing his own interest (a merchant) freqiiently promotes
that of the society more effectively than when he really intends fo promote it.” In this
way, capitalism provides moral justification for the pursuit through behaviour which is not
purposefully ethical. - |

However, the theory of amorality is not acceptable to anybody. Eve.| yone agrees that

business actions should be subject to the same ethical standards as the one applicable to the
society in general. l

6.3 SOURCES OF BUSINESS ETHICS |

Managers in every society are influenced by three repositories of ethical values: religion,
culture and law.

Religion ' |
One of the oldest sources of ethical inspiration is religion. More than 100,000 different
religions exist across the globe, But despite doctrinal differences, the major religions converge
on the belief that ethics is an expression of divine will that reveals the nature of right and wrong
in business and other areas of life, The world’s great religions are also in agreement on
fundamental principles which are similar to the building blocks of secular ethical doctrine. The
principle of reciprocity towards one’s fellow human beings is found in all major religions such as

|

|
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Hinduism, Buddhism, Christianity, lslam, Judaism and Confucianism. The great religions preach
the necessity for an orderly social system and emphasise social responsibility in such a way so
as to contribute to the general welfare. Built upon such verities are many other rufes of conduct.

Cultural Experience

Culture refers to a set of values, rutes and standards transmitied among generations and
acted upon to produce behaviours that fall within acceptable limits. These rules and standards
always play an important part in determining values, because, individuals anchor their conduct in
the culture of the group. -

The Legal System

Laws are rules of conduct, approved by legisiatures, that guide human behaviour in any
society. They codify ehtical expectations and keep changing as new cvils emerge. But laws
cannot cover all ethical expectations of society. Law is reactive; new statutes and enforcement
always lag behind the opportunity for corporate expediency.

Whatever ethics that law codifies, it is binding on business, Society expects business (o
abide by law and obeying law is presumed to be ethical behaviour.

Althougl society expects business {o be law. abiding, seldom does the business adhere to
the rules. Law breaking in business is common, Taxes are evaded, hundreds of employezs die
because of occupational diseases, many die because of industrial accigents and million others
receive disabling injuries on the job. The blame for these deaths agd infgries can be shared by
careless employees and by employvers who fait to adhere to occupatio alth and safety laws.

wcts supplied by bsinessmen.
ironment and disregarding

Consumers suffer because of poor guality and high price @
And business causes misery to the society by damaging th&e

environment protection laws.
Activity - A

Is it possible to eliminate all unethicghgract®es in business. Substantiate your answer,

6.4 WHY IS ETHICS IMPORTANT

Ethics is important to business for several reasons as stated below:

1)  Ethics corresponds to basic human needs : It is a human trait that man desires to

~ beethical, not only in his private life but also in his business affairs where, being a manager,

he knows his decisions may affect the lives of thousands of employees. Moreover, most

people want to be part of an organisation which they can respect and be publicly proud of,

because they perceive its purpose and activities to be honest and beneficial to the society.

Most top managers would like to respond to this need of their employees; and they

{managers) themselves feel an equal need to be genuinely proud of the company they are
directing, These basic ethical needs compel the organisations to be ethicaliy oriented.




ii)  Values create credibility with the public: A company perceited by the public to
be ehically and socially responsive will be honoured and respected even by those who
have no intimate knowledge of its actual working. There wili be an instinetive prejudice
in favour of its products, since people bélieve that the company oifers value for money. ‘

Its public issues will attract an immediate response.

it} Values give management eredibility with employees : Values are supposed to be ‘
a common language to bring leadership and its people together. Crganisational ethics, |
when percetved by employees as genuine, create common goals, ra]ues and language. |
The management has credibility with its employees precisely because it has credibility
with the public. Neither sourd business strategy, nor a generous conipensation policy and
fringe benefits can win employee credibility; and perceived morat and sociai uprightness
- call. ' : : :

iv)  Values help better decnsmn making : Another point of great ijportance is that an
~ ethical attitude helps the management make better decisions, i.e., décisions wheil are in
the interest of the public, their employees and the company’s own long term good, even
though decision making is sfower. This is 'so becawse respact for ethics will force a
management to take various aspects-cconomic, social, and ethical-in making desisions.
vy Ethics and Profit : Ethics and profit go together. A company which is inspired by

ethica! condusct is also profitable one. Valye driven companies are sure to be successful
in the tong ruy, though in the short rund ay lose money,

Bacani o Ethics is imporiant becguse the government,
law and lawyers cannot do every g to protect society. Technology develops faster
than the government can rggglate. People in an industry often know the dangers in a
particular technology bettefghaiPthe regulatory agencies. Further, government cannot
aiways regulate all jties Which are harmtul to society. Where law $ails, etitics can
succeed. An ethical management takes measures o prevent poilution and profect
worker’s healthpyen b®ore being mandated by law.

vij Law cannot protect society, ¢jf

6.5 ETHICAL DWEMMAS

Several ethical dilemmas confront a manager. The ethical dilememas stem from thres
sources, face-to-face ethics, corporatc policy ethics and funciional-avea ethics.

business transactions. For example, a purchasing agent may develop persoral relationship with
the sales representative who sells supplies to a company; they frequently kinow one another on
a first-name basis, have hunch together and talk often on the phone. A company’ s best customers
may be well known to people in the productlon dupartment il helps to ensu:T that the compnay’s

| . .
Face-to-Face Ethics : These arise mainly because there 15 a hunrn elemernt in maost

products fit the customer needs. .

Because business is composed of these human transactions, it should not be surprising
that face-to-face ethical dilemmas arise often.

It is likely that the quality assurance man winks at minor defects jand approves z lot
delivered by a supplier because of the personal relationship the two enjoy between them. It is
alsa not unfikely that the supervisor over-rates the performance of an emp!hyc\, because of the
similar relationship that exists between the two. '

Corporate Policy Ethics : Companies are often faced with ethical dilemmas that
affect their operations across all departments and divisions. Following conflicting situations are

typical : R4




(a)  Your R & D departinent has modernised one of vour products. It is not really ‘new and
improved’ but you know printing this statement on the package and using it in the
advertisement will increase sales. What wouid you do?

(b)  Youare interviewing a former product manager who just fet a competitor’s company.
You are thinking of hiring him. He wouid be more than happy to tell you ali the competnu; §
ptans for the coming vears. What wouid do vou?

{¢)  You have a chance to win a big account that will mean a lot to you and cur company.
The purchasing agent hinted that he would be influenced by a gift. Your assistan
recommends sending a fine celour television set to his home. What wonld you do?

(d)  You produce an anti-dandruff shampoo thai is effective with one apptication. Your
assistant says that the prodoct would tura over faster if the instrustions un she labie
recommended two applications. What would vou do?

(e)  Youwork for a cigarette company and up 10 now have not been convinced thai cigareties
cause cancer. A recent seport has come across your desk that clearly establishes the
connection betweon oigarette smoking and cancer. What would you do?

Functional Area Ethies : Functional areas of business ars likely to confront eihical
issues, Accounting is a ciitival funciion of any business, Avcounting statemenis reveal 1o {he
managers and owners about the financia! soundness of a oo npaty. Manragers, investors,
regulating agencies, tax collectors and trade unions refy on acconuting S to make key decistons.
Honesty, integrity and accuracy are absoiute requirements of ccouniing  funciion,
Professional accounting organisations have evolved gencrgagcepted accounting standar:ls
whose purpose is to establish unilorm standards for report Q@ uiing data. When they are
foilowed, these standards ensure a high level of hoggst and™®thical accounting discloswivs,
Rarely are they followed in praciice.

6.6 MANAGING ETHICS

In the past, it was assumed in m ipanies that ethics was a matter of individual
conscience.  But the scenario lias changed Today, many companies are using managerial
techniques that are designed to encourage ethical behaviours. Some of the wmanagerial
interventions to ensure ethical conduct are explained below:

Top Management

it is the chief executive officer who should take initiative in ensuring ethical standards in
his organisation. The words of J.R.D. Tata are worth recoliecting in this context, *....has
also worked against ony growth. What would have happeved if our philosophy was
like that of some other companies which do not stop at any means fo attain their cude.
I have often thought of that and 1 have come to the conclusion that il we were lis
these other groups, we would be twice as big as we are today What we have sacrificed
is a 140 percent growth.” : :

[ addition, management must avoid adopting business strategies, schedules and rewaid

systems that place unreasonable pressure on employees.

Code of Ethics

Code of ethics have become popular. Codes vary from book-length formulations to
succinct statements which in one or two pages, express a general philosophy for managing
conflicts, Nearly 95 per cent of Fortune 500 companies have codes and the trend is visibie in

ouwr corporate sector also.




Ethics Committees
Many companies have ethics committees to advise on ethical issues.

Such a committee can be a high-level one comprising the board of directors, chaired by

the CEO of the company.

The committees ficld questions from employees, help the company 1o estabiish policy in
new or uncertain areas, advise the board of directors on ethical issues and overlsee the enforcement

of the code of ethics.

Ethics Hot Lines

In some companies, when employees are troubled about some ethical issue but may be
reluctant to raise it with their immediate supervisor, they can place a call on the company’s
“ethics hot line”. A member of the cihics committee receives the confidential call and then
quickly investigates the situation. Elaborate steps are taken to protect the identity of the caller,
s0 as e encourage more employees o report any deviant behaviour. | This technique is
advantageous in as much as ethics hotlines encourage internal whistle-blowiing, which is better
for a company than to have disgruntled employees take their ethical complaints to the media.

Ethics Training Programmes

Nearly all companies which take ethics seriously provide training in ethics for their ranagers
and employees. Such training programmes acquaintdgmpany personnel with the official company
policy on ethical issues, and they show how thoYpolcies can be transiated into the specifics of
every day decision making, Often, simujateq cases bascd on actual events in the company are
used to illustrate how to apply ethical prif b to on-the-job problems,

jng is most cfiective whea it is conducted by company
ftbstract phiiosophical discussions to focus on specifics
¢ dttending, ‘

Generally speaking, ethics t
managers, and is steered away frot
from the work environment @

Fitldes and Law

Law and cthics a one thing-definitg proper and improper behaviour. But the two are
not quite the same. Laws are a sociefv’s attempt to formalise-that is; to reduse to written rules-
ideas about what is right and what is wrong in various walks of lifc. However, it is rarcly
possibie for written rules to capture all the subtle shadings that people give to ethics. Ethical

concepls are more complex than written rules. Ethics deals with human di!enl+las that frequently
2o beyond the formal language of Jaw and the meanings given to legal rules!

Similarities and differences apart, legal rules help promote ethital behaviours in
organisations. Some of the Acts which seek to ensure fair business practices in our country are
the tollowing:

Tie Foreign Exchange Regulation Act, 1973 now replaced by FEMP{
The Comanies Act, 1956

The Monopolies and Restrictive Trade Practices Act, 1969

The Consumer Protection Act, 1986

The Environment Protection Act, 1986 ‘

The Essential Commodities Act, 1955
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Activity - B

1. Name the companies which are following Code of Ethics
2. Name the companies which are having Ethical Committees in our country.
3. List the companies specialised in *Ethics Hot Lines’.

6.7 IMPROVING ETHICAL : ON MAKING

Lihical decisions are difficult . They cannot be programmed like production and
inveniory decisions. But decisions nee ¢ made in business. This section contains practical

difficubises in decision making and guidelines which help a manager in making a choice.
Difficulities in Decision Making

There are number of reasons why decision making becomes difficult.

First, managers face dilemmas in deciding on a course of action.

Second, manageis confront a distinction between facts and values when making ethical
decisions. :

Third, good and evil exist simultaneously, in tandem and interlocked.

Fourth, knowledge about the consequences of an action is limited. One of the principles
of decision making is utilitarian. This implies that if an act results in the greatest good of greatest
numbers, it is taken as motally acceptable. This principle assumes that the consequences of the
act are knowable. But in an uncertain business enviroument, consequences cannot be eastly
predicted.

Fifth, some ethical standards vary with the passage of time. Donations to political parties
were forbidden earlier but it is allowed now. in additien, bribes and payments are accepted
practices in Asian, African and Latin American countries but are not regarded as ethical in the
US. Doing business with ciose friends and family is a standard practice in the Arab world but
is treated as nepotism in Western Europe.
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Sixth, the ethical behaviour is moulded from the cray of human imperfe
practices abound everywhere. An honest manager finds himse!f {ike a babe i
able to do anything, surrounded as he is, by dishonesty anywhere.

Seventh, the carly 21st century presents managers with new and emerging

ction.
h the woods, not

Unethical

ethical problems

that are not solved easily with traditional ethical g guidelines. For example, modern ethical theory
has tot yet developed an adequate principle for weighing human life against economic factors in

a decision. Cancer studies may predict that workers exposed to chemicals w
smatl numbers far in the future. How shouid this information be balanced
vegulation, capital investment or job lass?

Finally, the growth of large scale organisations in the 2 1st century gives
to ethical problems such as cominittee décision making that masks individua
society. These are ethical problems pecuiiar to large organisations.

Practical Suggestions for Making Ethical Decisions

ill become ill in
against costs of

ew significance

1 responsibility,
organisational loyalty to the public inierest and preferential hiring of disadvanthged sections of

Individuals in business can take a number of steps to resolve ethical problems.

First, consider some decision tactics that illuminate moral choices. One &

uch device isto

engage in imaginary conversations with a hypothetical opponent as an antidate for certitude.

- Have a conversation or debate with an intelligent person who takes 2 different
a more experienced, ethically sensitive person in the ordhgisation to be your advise
write an essay in favour of a stand and than a secOg, opposed 1o it Write a o
third person about your situation. Try to app cal principles in answers to ¢
by the case, '

- Second, write down pros and
approach helps decision making by pre

Third, sost out ethical p

ghternatives when one is ngL undohsiress.

Fousth, one should Nt
arens of ethical conflict andYhake clear his opposition to padding expense ac
supplies fiom the company, price fixing or damaging ecology. Once the stand iy
employees will be less tempted to approach with cors upt intentions,

Filth, one sitould set a good personal example for cmployee&

Finalty, ethical peifection is illusory. We live in a morally complex civilisat;
rutes, norms, obligations and duties existing like road signs thai generally po

direction, but sometimes do not. Ne ‘method of decision making ends conflic
penetrates unerringly 1o the good, no :11anancr achieves an ethical idsal,

Reslisation of the fact that there can be no éthical perfectivn belps a manag
So far we discussed, in detail, busiuess
central theme of ali this discussion is that & busitess unit shondd operate in an ethi
responsive way. Whe are the people to ensure such a behavicur from a co
mechanism does exist 1o ensure

ity the form of a blance sheet. The
ting information in an organised way,

that the people involved tn rurming a business

view. Seek out
r. Alternatively,

ase study in the
juesiions raised

balance sheeat

before problems arise. Prioritisation shall help consider

@‘ oneself publicty on ethical issues. He shouid identify porontial

=ounis, ..aﬂdlmg
thiade slnes, oo

on with profuse

s, 5o principle

xr considerably,

ethics and corporate social responsibility. The

val and socially
mpany? What
operate in the

way that is expected of thewn 7 This unit seeks to answer ihese and other related issues.

Models of Business Cqmﬂum

Thus, there #s no need to emphisize that al! business undertakings must need certain

ethics. But we cannot expect uniform business codes of conduct as each busin

image, Prof. €

255 ot its own

Clarence C. Waiion has explained the following modais of business conduct.

it i the same
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1. Austre Mode : Inthis type the business gives exclusive emphasis.on ownership interest
and profit objective. Thistype of business will always be cost conscious in every activity.
This firm will be conservative in outlook. : :

2. Houscheld Mode : Inthis type of model, the firm gives extension of the benefit to the
-employces with a condescension of paternalism This type of business is analogousto a
family or heusehold consisting of shareholders, management and employees whose benefit

will be looked after,

3. Vendor Model : 1n this type of business, consumers interests, tastes and rights would
be given prierity and consumer satisfaction would be dominating the organisation.

4. Investment Model : The focus of this model is on the organisation as an entity and
thus on long-termt profits and survival. It gives recognition to social investments atong
with ecopomic investments. T

5. Civil Medel : Under this model, the business accepts the social responsibility ang .
makes a positive commitment to social needs. Its slogan is ‘corporate citizenship’.

6.  Artistic Model : In this model the organisation becomes a creative instrurnent serving
the cause of an advanced civilisation with a better quality of life.

Activity - C

Witut are your sugpestions for making ethical decisi

6.8 NATURE OF CORP 'E GOVERNANCE

Cotporate governance is the overall control of activities in 2 corporation. 1t is concerned
with the formulation of long-term objectives and plans and the proger management structurs
(organisation, systeins and people) to achieve them. At the same time, it entails making sure
that the steecture fanctions to maintain the corporations’ integrity and responsibiiity fo its various
constiiuencics. '

The structure to ensure corporate governance, for our purpose, includes the board of
directors, 1op managewment, shareholders, creditors and others. Role of each of these siake-
holders is crucial in guaranteeing responsible corporate performance. Before examining the
role of each of these groups, it is useful to understand the relevance of corporate governance in
the present cofitext, -

69 WHY CORPORATE GOVERNANCE?

Corporate governance has been an active subject of academic and policy debate for
quite a long time in many of the advanced contries, particularty the US, UK, Germany, and
Japan. The international competitiveness and successful functioning of companies in these
couniries has of late, alerted company owners and mangers in the developing and transition
ceonomies to the fact that effective corporate governance is crucial for competitiveness and
success in the long run. Infact, the importance of corporate govenance has been highlighted by




international agencies like the OECD and the World Bank. In particular, the World Bank has
been in the process of formulating a drafi code on corporate governance for develdping countries
that would review the principles of effective governance, built on international ghidelines, asses
govenance practices in emerging markets, and distil the best practices from these|and developed
countries.

Inour country, while several mechanisms of governance have formatly been in place for
much a longer time than in most of the developing countries, the issues of proger governance
has assumed pertinence only recently. In fact, the lack of adequate governance of Indian
companies has been highlighted in academic circics and other forums as one pf the primary
reasons for under performance of industrial establishments.

At least three reasons have triggered off concern in corporate governance fin our country.

First, since 1991, the country has moved into [iberalised economy and one of the victims
of the market-based economy is transparent fair business practices. In the survival of the fittest
scenarin, norms and principles are thrown to the winds. Infact, a number of company failures
have been reported in the recent past. Several instances of mismanagement have been alleged
with some well-known and senjor executives being hauled up for non-performande and / or non-
compliance with legal requirements. Some norms of behaviour to ensure responsive behaviour
are of great help. ' ' '

Second, both domestic as well as foreign investors are becoming more demanding in their
approach towards the companies in which they have inv8gted their funds. They scek imformation
and want to influence decision. Increasing inté idn with global markets calls for a
correspondingly improving compliance with glghg

@ nd those of smal! investors afre increasingly

le, Have sought to set up 100 per cent subsidiaries
1 Tdian joint-venture partners) to them. In many
tatlon with non-promoter shareholders whose interest

Third, interest of non-promoter shareho
being undermined. Several MNCs, for
and transfer their business (carried thr
cases, there was no thought of
would be affected.

Again, well known companies, in recent years, raised funds in the|GDR markets
abroad 2nd in India for sp objectives. But these funds were diverted to investments
elsewhere, without consulting the shareholders, Obviously, the sufferers ard the minority
shareholders.

6.10 FACTORS INFLUENCING CORPORATE GOVERNANCE

Four factors influence corporate governance, namely, (i) the ownership
corporation, (i} its financial structure, (iii) the structure and functioning of the co

structure of a
mpany boards

and (iv) the legal, political and regulatory environment within which the company operates.

The Ownership Structare

The structure of ownership of a company determines, to a considerable
corporation is managed and controlled. The ownership structure can be either dis

extent, how a
persed among

individual and institutiona} shareholders as in the US and UK or can be concehtrated in the
hands of a few large shareholders as in Germany and Japan. But the pattern of shareholding is
not as simple as the above statement seeks to convey. The pattern varies acrgss the globe.
According to a study on corporate ownership conducted in 1998, 36 per cent oftlte firms in the

world are widely held, 30 per cent are family controlled, 18 per cent are state cont

remaining 15 per cent are in miscetlaneous categories.

olled and the
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Our corporate sector is characterised by the co-existence of state owned, private and
multinational enterprises. The shares of these enterprises (except those belonging to the public
ractor) are held & institutional as well as small investots. Specifically, shares are held by (i) the
ierm-lending institugions (i) institutional investors, comprising govemment owned mutual funds,
Unit Trastof india ond the government owned insurance corporations (iii) corporate bodies (iv)
dizsctors o e iy ielatives and (v) foreign investors. Apart from these block-holdings, there is
asizeable equity holding by small investors.

Which pattern of shareholding, dispersed or concentrated, 1s ideal for good corporate
performance? Large sharehelders tend to be active in corporate governance -either through
their representatives on company boards or through their active participation in annual general
body meetings. This has been demonstrated by Reliance Industries Ltd. which has the highest
number of equity shareholders spread across the country. Block-holding too has not proved o
be a failure cither. Dominant shareholders are better informed than the dispersed shareholders.
Under the concentrated ownership structure, as has been demonstrated through the Bajaj Group,
corporate performance tends to be better.

The Financiai Structure

Along with the notion that the structure of ownership matters in corporate governance is
the notion that the financial structure of the company, i.e. proportion between debt and equity,
has implications for the quality of governance. Contrary to the Modigliani-Milter hypothesis that
the financia! structure of the firm has no relationship to the value firm, recent research has
shown that the financial structure does matter. It is no sceret thafVe leBders exercise significant
influence an the way a company is managed and controllgadeBanR¥as creditors, for example,
can perform the important function of screening and mox @ companies as they (banks) are
betier imfermed than other investors. Further, banks can dintwagh short-term biases in managerial
decisiun making by favoeuring investinents that wou rate higher benefits in the long run.
Also, banks, because of the close financial relapapshifs they foster with the companies to which
they lend, and in some cases because of thef wees on company boards, are considered to
play a more favourable role than other jigestomin reducing the costs of financial distress.

The Structure of Company Boards

Along witli the structure of ownership, the structure of company boards has considerable
influence on the way the companies are managed and controlled. The board of directors is
responsible for establishing corporate objectives, developing board policies and selecting top-
levei exectitives ig cariy out those objectives and policies. The board also reviews management’s
performance to ensure that the company is run wetl and shareholders’ interests are protected.

Company boards are permitted to vary in size, composition and structure so as to best
serve the interests of the corporation and the shareholders. Board membership may include
both inside directors and outside directors. Again, boards cun ©2 single-tiered or two-tiered.

With regard to the size of board, opinions and practices vary. Some argue that the adequate
size is to range from nine to fifteen. Some others put the figure at ten and yet others recommend
aminimum of five and maximum of ten. Company boards in the UK have, on an average, seven
directors on their boards. Japanese companies have larger boards, the figure going upto sixty. A
quick survey of the thirty companies actively traded on the Bombay Stock Exchange, and which
form the basis for Sensex Index, reveals that as of 31st March, 1997, the median number of
directors in these companies was 13.5, with 20 and five at the extremes. The corresponding.
numbers as of 3 1st March, 1994 were median 12, high 21, and low five. It should be noted that
it is the quality of the directors, the interests they take, and the roles tha‘t they assure whlch are
more important than mere numbers or composition. '




The Institutional Environment

s detenmines
ahanisms
: “lmpa firg:

The fczal, regulatory, and political environment within which a company opeate
in large measure the quality of corporate governa_hce. Infact, corporate governaigs
are economic and legal institutions and often the outcome of political decisions. ¥
extent to which shareholders can controf the management depends ni ifisir v
defined in company law, the extent to which ereditors will be able to exercises -

a bankrupt unit will depend on bankruptey laws and procedures; and the extent 1Jw ovinch the

market for corporate control efficiency opcrates to discipline underperforming 1uanagement Wi il
depend on take-over regulations.

6.11 MECHANISMS OF CORPORATE GOVERF{%ANCE

The fundamental institutions of corporate governance in our cousirv have besa|in existence
for a long time. Compared to many developing countries, mechanisms of corporate |governance
in india are much more institutionalised. However, inspite of such institutions corporate governance
has not been a major issue wnlil the announcement of the new gconomic policy in 1691 Since
then, corporate governance has assumed great relevance for reasons stated carfier,

In our country, there are six mechanisms to ensure corporate governance: (i) The
Companies-Act, 1956; (11) The Securities and Exchange Board of lindia{SEBI} Act, [99%; (iidya
miarket for corporate control, (iv) participation of block shareholders m the gavernance ot
companies; (v) statutory andit; and (iv) Code ofConduct '

Companies in our country are regulated @
date. The Companies Act is ane of the biggest legisd
Through the consolidation of many succe:
rules and regulations, the Act aims ay gt on

Companies Agt

ompanies Act, 1956, as amonded 5
100ns with 658 sections and 14 L v-*il‘:“ﬁ.

mendments., and a large number

ensuring thai tne hiterests of alt w’["lkt‘?‘maﬂf e

HEET T

adequately protected but purports t nd. The Act, 1o some extent. seeks to ransiate into
action Articles 38 and 39 in PaglV o Constitution, by wiich the State was diracted that the
ownership and control of tl rial resources of the comunusity are 2o distribuied a5

sabserve the common geod andN#e operation of the economic system doss not desult in the
concentration of weaith and means of production to i.he: otmon detriment.

The anus of the Act are quite jong and touch every aspect of company s exiatence. But
to ensure corporte governance, the Act confers Segal righis to shareholders to (a) vidie on every
resolution placed before an annual general meeting; (b} to elect directors who ars fesponsibie
for specifying objectives and laying down policies; (=} determine remmuneration of directors and
the CEQO; (d) removal of directors and () take active part in the annual general meetings.

The Compantes Biil, 1997 and the receatly promuigated Ordinance on Companies
{Amendment) Bill, 1997, have amunded several provisions of the Act ard niroduced rew
provisions incorporating some internationaliy aceepted corporate governance practices aimed
at strengthening corporate democracy, protecting il interests of minority shareholders and

providing maximum flexibility to the companies in respending o the market needs, Among

these, the amendments that have made headlings are permitting cor‘upamm to buy back shares
and the liberalisation of inter-corporate investments.

Securities Law

The primary securities law in our country is the SEB] Act. Since its inception Inr 1992, the
Board has taken a number of initiatives towards investor protection. '




One such initiative is to mandate information disclosure both inprospectus and in annual
accounts. While the Companies Act itself mandates certain standards of information disclosure;
SEBI Act has added substantially to these requirements in an attempt to make these documents
more meaningful. One of the most valuabie is the infomation relating to.the performance of
othar companies in the same group, particularly those companizs which have recessed the
capital mavket in the recent past. ' ' '

Another aspeet of the SEBI regulations is that in most public issucs, the promoters (typicatly
the dominant shareholders) are sequired to take a minimum stake of about 29 per cent in the
capitafl of the company and to retain these shares for 2 minimum fock-in period of three years,

Yetanother area in which SEBT has laid down guidclines, relates to prohibiting preferential
allotmenis to dominant sharcholders at a price lower than the average market price during the
preceding six moaths.

Finally, the Board constituted a Committec under the chairmanship of Kumaramangalam
Birla 10 suggsst ways to promote and rajse the standards of corporate governance in fisted
coimpanies. The Board, in its meeting held on January 25, 2000, considered the reconumendations
of the Commitize and decided to make amendmenis to the bisting agreements by adding » new
clause, namely clause 49, to the listing sgreemant.

Discipline of the Capiial Market

Captal market itself has considerable iimpact on corporaie ggvernance. Herein les the
role the minority shareholders can play effectively. They can refyse tNgubscribe to the sapital
of a company in the primary market and in the secondary market, th¥ggfin scll their shares, thus
depressing the share prices. A depressed share price ma ¢ company an attractive take-
over target. '

A debt-holder too has a rele to play in dizciplin gm
sharehiclder who is a residual claimant, the credijig niractual rights te reclaim his interest
and principal; and this enable him to monitor 1l = of the management, Most debt contracts
mvolve covenants that make it less easyfor titydominant shareholders to indulge in gross
abuses. The ability of debt holders tom he company-is quite high because typicaily, they
are large institutions with high stakes, : B

mpany’s masagement, Unfike the

Ina well functoning capital market, there 1s a strong incentive for corporate managements
themselves to voluntarily adopt transparent processes and subject themselves to external monitoring
to reassure potential investors. An vatesied management group is filely to find that the market
places a ‘management discount’ on them that reflects what the market has come to expect of
management groups tn general, The management then kag every incentive to take steps that
will reduce this by making governance abuses more: difficult. In the last few years, we have
seen Indian companies voluatarily accopting international accounting siandards though they are
not legally binding. They have voluntarily goue for greater disclosures and more transparest
governance practices than are mandated by !y, They have sought to cultivate an image of
being lonest with their investors and of being concerned about shareholder value maximisation,

What makes capital market discipline so much more attractive than regulatory intervention
is that unlike the regulator, the market is very good at'micro level judgements and decisions.
Infact, the market is taking micro-decisions all the thme, It Is its success in doing so that makes
it such 2n efficient allozaior of capital. Unlike the regulator, the market is not bound by broad
rifes and can exercise business judgareent. Jr thercfore makes sease for the regulator to pass
on as much of the busden of ensuring corporate governance to the markets as possibie. The
regulator can then concenirate ou making the markets more efficient at performing this function.
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Nominees on Company Boards |

Development banks hold targe blocks of shares in companies. They are equally big debt
holders too. Being equity holders, these investors have their nominees in the boards of companies.
These nominees can effectively block resolutions which may be detrimental to their interests.
Unfortunately, the role of nominec directors has becn passive, as has been pointed put by several
committees including the Bhagavati Committee on Takeovers and the Omkar Goswami
Committce on Corporate Governance.

Statutory Audit |

Statutory audit is yet another mechanism directed to ensure good corpcxrat% governance.
Auditors ate the conscience-keepers of shareholders, lenders and others who h|ave financial
stakes in companies.

Auditing enhances the credibility of financial reports prepared by an enterprise. The
auditing process ensure that financial statements are accurate and complete, tl1ere|by enhancing
their reliability and usefulness for making investment decisions. Credible financjal statements
are essential for business enterprises to raise capital and for society to have trhst in limited
companies. Obviously, good corporate governance depends, in part, on good anditing.

Codes of Conduct |

The mechanisms discussed till now are regulatory in approach. They are|mandated by
faw and violation of any provision invites penal action. BM¥glegal rules alone cannot ensure good
corporate governance. What is needed is self reguldon @n the part of directors, besides of

course, the mandatory provisions. ‘ _
The Confederation of [ndian Industry ( ved a draft code of ‘Desirable Corporate
Governance’ for the Indian industry in A 7, in response possibly to the Finance Ministry’s
veiled threats that soften the self-regulatory¥egime, greater the likelihood of h{-ll‘S]]él‘ govermuernt
regulations.

The CII Code, leaningdagaviidon the British model, is based on the explicjt assumption
that “good governance maximise shareholder value, which wili‘ necessarily
maximise corporate value am, thereby, satisfy the claims of creditors, en?ployees and
the State.” Whether the code will stimulate a change in corporate governance, only time wiil
tell.

Activity - D _ ‘

Please visit the nearest Confederation of Indian. Industries office and ;!;et a copy of
‘Carporate Governance Code’. After going through it, suggest measures to improvise the
same,

6.12 SUMMARY | |

In this unit the nature of ethics, business ethics, its sources, importance, dilemmas, managing
ethics have been discussed, Apart from that the meaning and definition O'FCOrpora‘A, Governance,
its significance, and factors affecting the same are also analysed. ‘ o4




Fi .

6.13 SELF-ASSESSMENT TEST

l. What do you understand by ethics? Why is ethics important for business?
2. How is ethics managed in a business unit?
3. Define Corporate Governance, Why is it assuming greater relevance now a days?

4. State and explain the mechanisms of Corporate Governance.

6.14 FURTHER READINGS
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BLOCK-1} : STRUCTURE OF THE

After studying Block-1, you might have got familiarity about different ?imensions within .

which the business and service organisations have to function. In this block, |we are explaining
you how cur economy was structurized. Unit-7 of this block explains the Five Year Plans of our
souniry, their objectives, their priorities, ete. Unit-8 deals with the important changes that have

INDIAN ECONOMY

laken place in different arcas like savings, investment, price level, monetary factors, populaation, -

deographic factors, so on and so forth, Various components of India’s industrial seclor, growth
of our industrial secior and other related aspects were discussed in Unit-9.

Afier the introduction of New Ecoromic Policy, the Government oil. India is showing
interest in privatizing both government and public sector organisations. Unit-1 explains various
issues refating to privatisation like the meaning of the term privatisation, its advantages and
disadvantages, ete. Last unit in this block is devoted to discuss smail busin §8, Tts increasing

HNportance in our ecoliomy, elc.

O !
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‘i__i-fm{l’i}?_g ECONOMIC PLANNING ININDIA
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- E xp!am lhc origin of na tiomi econom:u plam*mq and 1tu;-: 50C10-e¢0oNomic objectives
. ofthe ll‘dlal‘l five years pianb ' '
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7.5 'Pl lorities and Outlays of_Successwe F we-\_’ear Plans .
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79 ‘smnmary ' )
'7"10 'Sclf Asst.ssment Test | o _. -

'? 11 \'I—urlhel Readmﬂs

'7 l lN TRODUCTION

In thc earlier units _\,ou are introduced to different dlmensmns of the environment within
whlch commercial, industr ial and other busmess enterprises have to function. These dimensions
you have studied include economic environment, political, legal and technological environment
and Socio-cultural environmient. You have also learnt from unit 6 the meaning of and need for
business ethics, Enterprises i their activities should show necessary concern for the society
and social good. This applies to both non-cor porate and corporate enterprises, After making
yourselflho:ough with the business environment surroundmg different enterprises supplying
goods and services, you need to understand. as many details as necessary about planning in
India. Because India has economic planning right from early 1950s. Geonomic planning in india
has played an important part in not only directing the development process but also in-creating
institutions, regulatory framework with a view to ensure achieving of socio-economic objectives
through cconomic development. “These in turn have influenced the environnient ‘within which
business ‘enterprises have to carry out their activities. hconomlc planning for development has
become an integer part of governmental efforts fo: overall economlc development In thl’i unit
you icaln about pnl nmm, in lndla

87




’*2 .FACTORS CONTRIBUTING TO THE ADOPTION

- OF PLANNING ¥OR DEVELOPMENRT

© Asabasic idea. which governs behaviour of individusls, fow sinlde
pravning is as old a5 the beginning of the cruanised human evisteuce, 4 head
{with some division ot Jabour between wife and husband), an entrepreneur, thy

.

bady in a corporte enterprise, all in practice are accustorned to plan their dagg'

ard formulate their plans for future, As in casce of goverment, households anc

apderiake various Kinds of investments in the present period with the expe
reasonable rate of return in tuture, as you know, will resort to capital budgeting
nesd planning to ensure for themselves all requirements such as houses and d
Cgeeds, Thus, inmodern times, planning of some kind has become as integral
Vasnan beings. While this is so, several factors have inspired national economig)

anid sume other countries in the 20th century. Now we turn to these factors.

When India achieved tndependence in 1947, the CCONOMY was i a st

L e G L,

anf et

o the by
decision mak
to day activities
enterprises have

wizdgeis to properly plan their expenditures in consonance with their incomes. Enterprises which
ctation of getting

{ouseholds also
urabis consumer
part of the tife of
planning in India

agnant state with

widespread poverty and very little by way of industrial development. Povcnylr illiteracy, social
and economic inequalities, severe regional imbalances, and many othet socio~-economic problems

vt
eyl

ling at that time made the first vencration political lcaders of the post- independent [ndia to

realise-the Herculcan task before them, the task of achieving overall dcx-feiﬁpment of India,

ensuring progressive rise iis levels of living of the peNe along with social and ¢
tir tack ling the myriad economic and other probleMg, thd first Prime Minister H
Nehieu opted for domestically systematic ngjegal econonmic platining and in
now famtiiar, non-alignment policy. In resp Planning, Nehru was inspired
the Soviet Union with central economi 1¢. This-is an important facto
planning in India. This is the reason ate . Rajagopal Chary, a famol
prolific writer, made the followj ent about the Indian planning ;

“Indian plannig is a ian Child, brought up in India and fed
America”, It is a Russa
Unien, As planning prov be a success in the Soviet Union, Nehru adop
India. Because Nehru implemented planning in India, planning has become an
ﬁna:icitig our economic plan we relied to some extent on American cconomic
milk of America). National economic planning implies active state interventid

role for government in country’s economic activities, The two world w

CONOMIC justice.
andit Jawaharlal
ternationally, by
by the suceess of
- for introducing
s statesman and

by the mitk of

i)d, because central economic planning originaved in the Soviet

ted planning for
sdopted child. [n
aid (Fed by the
s and important
Ars necessitated

reconstruction and rapid development of western economies. Some of these economies opted
for somekind of economic planning. 1n this con nection you have to remember the large-scale
foretgn economic aid programmes of the United States to help war damaged dountries in their
rapid cconomic recovery, the prominent example being Japan.

Another tactor to be noted in this connection is the so called *“Keynesi
it has clearly brought out the short coming of capitalist system and the need for statc intervention
in economic activity. Historically unregulated capitalism in the western world was marked by

. economic fluctuations (frequent ups and downs), 1930°s great depression dramiatically brought
out this evil associated with capitalism, ;The largely capitalistic western world
influenced by the keynesian revolution to formulate and inplement macroecgnomic policics.
among others, to ensure cconomic stabil ity Fiscal policy for economic stability ass(u_ned significant
importance in the eastern capitalist economies. Market failures associated with the capitalist
system further strengthened the need for state intervention. For example, n\arket failure in
ensuring production of optimal quantities of output in the presence of cxternalities, external
economies and external diseconomies. An industry experiencing external diseconomies will
produce more output than socially optimal output. This is the consequence of market failure in

n Revoluiion”.

at the time, was -
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the presence of externalities and market fallLlreJLlstmcs state inter vent:on Thanks to the Keynesian
revolution and other research results in the field of ecoriomics, now we have nowhere the vir gin
purc capitalism in the world. The capitalism as it exisis today in the Western and other countries
is controlled or regulated capitalism. o

. India required targe-scale investments. for infrastructure and basic and heavy industrial -
development. Further, India at the time of independence, was predominately an agricultural
country. Agriculature was characterized by traditional and outdated methods of prodution resulting
in low productivily. Farming was Jargely on subsistence basis with a little commercialisation and. :
production for the market. More than 80 percent of land was dependent on monsoon, Agriculture
was in need of irrigation facilitics. Land ownership pattern and other insitutional conditions .
warranted radical reforms. There was nced for major, medium and minor itrigation projects. Al
these required systematic planning o assess the resource requirements, resource mobilisation’
and resource deployment to achieve balanced development of different sectors of the economy.
Central cconomic planning was found to be the best means for achieving rapid economic
development. The soviet experience with central economic planning provided the necessary
assurance for the political leadership to initiate and go ahead with economic planning. Thus
several factors were behind the introduction of plauning in India from early 1950°s, '

Activity - A

. Review your understanding of factors which led to the introdutign of national economic
planning in India.. '

2

3. Market failures in a capitalist economy warrant state invention in econorniic mattc:s -
Explain with suitable 1lluql|at10ns
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7.3 MEANING AND NEED FOR PLANNING IN
INDIA-SUCCESSIVE FIVE YEAR AND ANNUAL PLANs

Economic planning may be described as a delib'erate govermnemal_ajtcmpt ta coordi_nate e

cconomic decision-making over the longrun and to influence, direct and control the level and the

growth of a country’s important economic variables such as income, consumpption, employment, ..

investment. savings, exports and imports to achieve a pre-determined setlof SOCIO-£CONOMIC

objectives. An cconomic plan is simply a spemﬂu set of quantitative cconomic largets tobe’

reached in a given period of time through mobilisation of necessary resources and proper allocation”
of resources among sectors and sub-sectors. The period of time chosen by planners is 5 years.
This is the reason why Indian plans are named as five - year plans (no- doubtim various rcasens

there were plan holidays and consequently only annual plans during some oﬂhe years in plarming

era in india). Right from the beginning India has gone in.for comprehensive plannmu A

comprehensive plan sets its targets to cover all major aspects of the Jlldtlonal economy.

Comprehensive economic planiing |m0]vef; several steps. In the lndian case the fnllowmg are

lhebe major steps:

|
L Starting from the pollllcal views and the gosls of gover nment plannupf_ *ut(,mpt

define pelicy objectives, especially as related to the futu_te development. ofrhe_eﬂ._o_nomy.

2. A development plan sets out a strategy by means of which it intends|to achicve lhes‘,
objectives, which are normally transiated intSgpecific targets. i _
3. Theplan attempts to |Jres_cm a centrally co-ON ated, internaily consistént set of principles -
and policies chosen as the optimg 15 of implemeiiting the strateg oy and achieving
“targets and intended to be used as a wark to guide subsequent day to day decisions., -
4, it covers whole economy.
5. Tosecure optimality nsistency, the comprehensive plan employsa more or léss

formalised economic it
the economy (
planning model,
for second five year plan).

roplanning model to project the intended future perfomance of

‘aldttmﬂ with a pre-determinate economic Waowth target: (ndf ional i mc[ome 1,10\\1!1 rate)

ihe required aggregate saving investment rate is determined. This can be illustrated in the following
way. If political leadership in sonsultation with country”s ptanners fixes the grlowth rate target to

‘be 7 per cent {Annual average National lucome growth rate) then the tollu»lwng basic growth

rate ¢ uation is use din dt.tumnmw the lcqllllcd tnvestmentrate. - - . . b
Rate aof hwestmem o '_, g

Target Growth Rate = .
T ' o [nuememuf Capr.’af - ()u{pm Rm%o

On the basis of the past data and e\pccted ﬂ,ltuie changes planners have to '1s'4Ume' a

suitale Incremental Capital-Output Ratio (ICOR). If planners think ICOR dur ihg the plan per 10d

i starling with second five year plan, for eacli plan there was a
ample Mahalanobis Four- Qcctor planning modvl formed the basis .

is given 1o be 4. then the above equation is used to determine the required rate of investment.

For the numerical values we have assumed above, the growth eauat:on enables the determmatlon
~oithe !I’:(;LIIILd rate of investment. The above equation can be writtern as: I

Rate of lnvealmun (required). = Target Growth Rate X TCOR N :

—?% X 4—”8%
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Thus, in order to achicve 7% growth target given the ICOR, country needs to invest 28%
of national income or must achicve 28% investment rate (investment-national income ratio}. I
country’s saving rate falls short of required invesiment rate, the country must seek foreign
savings (in the form of aid of different categories}. India has been depending to some extent on
foreign capital-concessional foreign aid, foreign commercial loans, foreign direct and portfolio
investments. Once the growth target and required investment are taken care of, the two fmportant
remaining steps are: :
1. Mobilisation of financial and physical resources required to achieve secforal, sub-
sectoral and economy wide plan targets.
2. The allocation of resources among sectors and sub-sectors commensurate with the
relevant targets.
Thus planning is a detailed empirical exercise underlying which we have plan strategy.
= p - = et

resource mobilisation and allocation of resources.

=

India has already gone through the following five year and annual plans. Tenth plan is an

ongoing one.
First Ptan (1931-56)
Second Plan - (1956-61)
Third Plan (1991-46)
Three Annual Plansg {1966-69}
Fourth Plan {1669-74)

Fifth Plan
Annual Plan

Sixth Plan

Seventh Plan

Two Annual Plans (199G-92)
Eighth Plan (1992-97)
Ninth Five Year Plan {1997-20602)
Tenth Five Year Plan (2{}02-"00?)

As for the adminisirative machinery for the planning, the Planning Commission ol India
was established in 1950. National Development Council was formed in 1952 through exccutive
orders. Both are nou-statutory bodies, and hence their altocations and recommendations are
non-mandatory. This is the reason why the plans prepared by the Planning Commission asd

; approved by the National Developmental Councit must be presented to the Parliament and only
after Parliament’s approval the plans are implemented. :

Activity - B
1. - Explain the terms plan and planning.




2. If growth target is 6.5 percent and the ICOR is 6, find out the requirdd investments rate
. . : . . | L g
to-achieve the growth target. Assuming the domestic saving rate to t|ae 23 per cent, find
out the foreign capital requirement.

7.4 SOCIO - ECONOMIC OBJECTIVES OF PLANNIPlﬂG- IN INDIA

The long-term objectives of economic p% in [ndia have been spelt out in various
plan documents, We briefly state and explain cactNa#the main objectives below:

1, Eeconomic Growth |

-Economic growth or growth in{Mignal income is a must for overall econlomic developiment
and improvement in levels of living. INa is a country with large and growing population, which
needs rapid economic growth @ Bicve significant improvements in levels of living. The enormity
of the problem becoimes clear ifNyg compare growth in national income with grawth in population.
We later present the gy ates achieved during different Plan periods. Here it is enough to
note that per capita incol wth rate is equal to national growth rate minus ;'oopulatibn growih
rate. Given the national growth rate, the higher is population growth rate, the lower is the per
capita income growth rate. So through planning we should try not only to aﬁ:celerate national

income growth rate but also to reduce population growth rate. Accelerating peonomic growth

rate is thus a very prominent objective of economic planning in India.
: |
|
India is a country with large work force. Unemployment has been a thronic problem.
Unemployment problem has not only adverse economic consequences but; also undesirable
sockal and political consequences. It is necessary to ensure through planning a:iiequate growth in
employment opportunities commensurate with growth in jabour force.

2. Removal of Unemployment

At the time of independence Indian economy and society were characterised by extreme
tnequalities, These inegualities in economic and social realm needed proper'tackiing through
planning and public policies. There were islands of affluence in an ocean 0f|pove11y, Glaring
inequalities are productive of social and cconomic conflicts. To achieve sacial and economic
harmony in the country, it is necessary 1o reduce progressively economic inequalities and social
injustice. Right from the beginning of the planning, growth objective recciveld more attention
than justice objective. But growth with equity objective received greater attention from the 5th
Plan onwards until the introduction of New Economic Policy in 1991, |

3. Reduction in Economic Inequalities
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4. Elimination of Poverty

It is correctly said that poverty anywhere is-inimical to plenty everywhere. Progressive

reduction of levels of poverty has been an important objective of economic planning, In early .

1950°s more than 60 per cent of Indian population were living below.the poverty line (poverty
line 1s a cut of { point defined in terms of either minimum monthly on annual income or minimum
calories required, the number of people below the poverty line constitute the poor). Both
cmployment generation programmes and anti-poverty programmes have become an integral
part of Indian economic planning since the beginning of the 1970°s.

5. Modernisation Including Technological U peradation

At the time of the beginning of the planning cra, Indian economy was characterised by
traditional agriculture (largely subsistence agriculture with outdated methods, practices and
institutions) and technological dualism. The economy was in need of modernisation. Moderisation
ofagriculture, technologicat upgraduation in respect of industry and other sectors, inculcation of
attitudes and behaviour paiterns more conducive to longrun economic development were needed.
The scientific outlook must replace superstition and fataiist beliefs, The planning should pay
adequate attention to development of science and technology. In order to achieve higher and
higher productivity levels in different sectors, modernisation is required in respect of methods of
production, organissation, attitudes and behaviour patterns. '

6. Self - Reliance

Dependence always results in exploitation, with the bittet iperfences during the colonical
rule and with the strong faith that political independence without dsdhomic strength amounts to
nothing inspired the political leadership to pursug the obj 8 self-reliance through economic
planning. Continued dependence on rich countries pro be harmful to the interests of
developing countries in general and India in partic W1 example, during the early years of
planning [ndia has been depending on other (Particularly USAY} for food grains and
other food products. Over a period of time, ;of planned development we could achicve
self-sufficiency in food grains production is the case with the many manufactured products,
Here it 1s necessary to nole a distineti freliance is ditferent from self - sufficiency. Self-
sulficicncy implics isolation from other Syyftries. In order to take full advantage of international
division of labcur and good political and economical international relations itis necessary to have
strong mternational trading sector and other economic relations with other countrics. Self-reliance
helps in swengthening our bargaining power in international economic and political relations.

Activity - C
1. Briefly explain economic growth objective.

2. Distinguish self - reliance from seif - sufficiency.




3. Large unemployment has not only adverse economic consequence but also undersirable
potitical consequences - Explain. |

7.5 PRIORITIES AND OUTLAYS OF SUCCESSIVE FIVE-

YEAR PLANS - |

At the time of the first Five Year Plan ('1951 -56) India was faced with three immediate
problems - Influx of refugees, severe food shortages and mounting inflation. India at that time

had also to correct the disequlibrium in the economy caused by the Ii Worll War and the -

partition of the country. Accordingly the first plan emphasised as its immediate objectives the
rehabilitation of refugees, rapid agricultural development so as to achieve food seif sufficiency
in the shortest possible time and control of inflation. Simultaneously the plan atteripted a process
of all-round balanced development whick could ensure a rising national incomle and a steady
improvement i the ltving standards over a period of titge. The appendix Table-1 gives oulays in
public sector during the plan periods. During the | jeulture and irrigation had the largest
share (31%) followed by transport and commugjc
{13%) and industry (6%). 1t is clear from the g
communications and social services received

The Second Plan {1956-61) was ved in an atmosphere of relative J:tabi!ity of the
economy. The basic philosophy Mcrlaing the Second Plan was to give a big push to the
gconomy through heavy industry 58 formulated by P.C. Mahalanobis. The InHustrial Policy
Resolution, 1956, elaborat e re®vant policy aspects. The achievement of soclalistic patiein
of society was clearly spelf e Plan aimed at rapid industrialisation with partitular eviphasis
on the development of basic aMl heavy industry. The appendix Table-1 gives the sectora! sutlays.
Industrial sector received 24% allocation. As in.the first plan, transport and céamiunication
received the highest allocatien (28%) followed by Industry (24%), Agriculture|(20%), social

hat agriculture and irrigation, transport and
ty in the First Plan.

services (18%) and power (10%). In a developing economy right from the early stages of

development there is a need for significant and sustained infrastructural developmients. The first

two-five year plans recognised this and invested susbstaintial amourts on ddveiopment of

infrastructural sectors such as transport and communication and power.

The tirst two plans helped the economy to enter the Rostowian take - off siage. So Third
Plan (1961-66) set as'its goal the cstabishinent of a self - reliant and self - generaiing eCononty.
Performance during the second plan showed that agriculture is 2 constraining seclor (remember
here that agriculture provides the basic wage, good food and raw materials for the industry). So
the third plan gave top priority fo agriculture, while laying significant emphasis on basic industries.

The appendix table gives public sector outiay during the third pian. As in the eatlier plans the

infrastructural sectors-transport and communication and power received the highest aifocation
(39.2%) foltowed by Industry (23%). Agriculture and irrigation {21%%) and social sdrvices (17%).
The third plan proved a thosough failure. Several exogenous and endogenous| factors have
contributed to this failure. Chinese agaression in 1962 and war with Pakistan in 963, enormously
increased defence needs dislocaled the developinent offorts. Fatlure of monsdon except in
1964-65 was an important endogenous factor. Severe famine during 1965-66 (a bad weather
year} also contributed to the poor performance during the pian period. While the Third Plan

7%), Social Services|(22%), Power.
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farget annual growth rate was 6%, actual growth rate fell short of this being only 2.3%.The
planners became 50 disillusioned that government declared “Plan Holiday™ for the next three .
vears. During the three-annual plans following Third Plan, the cconomy again faced severe
crises. Economy was in the grip of recession during 1966-68. 1966-67 was another year of
severe drought. The unfavourable external situation forced the government to devalue rupee in
1966 (by devaluation we mean, in a regirhe of fixed exchange rates increase in the rupee-price
of doltar: That is, more rupees per dollar). The process of recovery started during 1967-68 and
continued during the year 1968-69. During the three year per iod NNP registered annual compound
growth rate of 3.7%. The increase in National [ncome resulting from good harvest was pastly
the outcome of the New agricultural strategy and partly the bencficial affect ef good monsoon
vear. The improvement in supply position with regard to food grains resulted in a decline.n
prices. The evidence of improvement could be found in a return to stability in prices and striking
improvements in the balance of payments position. The Indian economy on the eve of Fourth .
Plan was 111us ina pha‘;e of relative economic stability. .

Duringthe I ourth Plan (1969-74) the principai objectives were growth witl stability a and
pzorrlesswe achievement of self-reliance, It was also contemplated during the plan period to
ensure justice for weaker sections. “Garibi Hatao™ was the prominent solgan duri ing the period.”
As for the allocation of public sector outlays, agriculture and irrigation reccive ihe lighest amount
(24%) followed by Industry (23%). transport and L0111|11L111|cat[on (20%), social services (18%)
and the plan envisaged 2 growth rate of 5.5% per annum and per capita income growth raic of
about 3 per cent per annunt. The record of the progress during W fourth plan however was
disappointing. The rares of growth of income and per capita indgune feit short of the targets {the
actual growth rates of only 3.3% and 0.9%}. Huge influx phgefug®irom Bangladesh and indo-
Pakistan conflict in 1971, successive failures on the i @s front due to power shartages,
transport bottlenecks, and frequent strikes and lockouts Wes€'some of the major fuctors behind
the economic sctback during the Fourth Plan peri ¢ price situation was alarming and the
rapid rise in the prices from the middle of 19 @&completely upset the calcuiations of the Fourth
Plan projects. '

The fifth Plan {1974~ "9) was ipfBduced%it the time when the countiy was suffering from
a sevcrc cconomic-crisis arising out h rate of inflation fueld by hike in oil prices since
Septembﬂ 1973. The Fifth Plan proposed”to achieve the two main objectives-removal of poverty
and attairimet of self-reliance through promotion of higher rate of growth, better distribution of
income and a very significant step-up in the domestic rate of saving. As for the allocations off
public sector cutlay, industry had the highest share (26%) followed by A griculture and irrigation
(2"%) power- (]9%) Trasport and communication (18%), and sucial service (1 3%)

_ The ’wmial plan (1979-80) was a dlsapponmnenl The growth rates in NN and pét‘
Cdpli’i T\\IP WELE neﬂatw

[hele were two s.n\th plans. The janata Sixth Plan (1978- 83] was discontmued and the -
new ﬂ:xlh Plan (1980-85) was introduced by the Congress-I government. The planners rejected
the Jand'd approach and brought back Nehru model of the growth by aiming at a direct attack
on the pIOble of poverty by cr. eating conditions of an expanding economy. The Sixth Plan was .
launched at a time when the Indian economy was passing through a very difficult period, the
hlgh rate of mﬂat:on almost on the same pattern as the runaway inflation of 1974 and a sharp
deterioration in the terms of trade directly due to the sharp increase in the price of imporied oil
and otl products. At that time, the stability of the Indian economy itself was in doubt, leave alone
the pOSblblhty of sustained growth. Under the circumstances it is indeed satistying that the
country was able to implement the Sixth Plan successfully. The Sixth Plan was successful in
achieving target g growth rate. This rate could be achieved mainly because ol good aurlcultuml




performance and a rapid rate of growth in the service sector. The industrial settor performed
poorly during the Sixth Plan period and the actual rate of growth in this sector was about half of
'what was originally targeted. The Sixth Plan had estimated the backlog of unemployment at
around 12 millions in March 1980 and anticipated net addition to the labour force of the order of
34 millions during 1980-85. Thus the Sixth Plan had to generate employment of the order of 46
million persons. Attempts were made to generate additional employment through various
employment-oriented, beneficiary-oriented programmes such as IRDP, NREP, RLEGP, the
Trzining Scheme for Rural Youth for Self- Employment (TRYSEM) and the schemes for providing
self-employment-to educated unemployed youth. '

However, the lower rate of growth in manufacturing sector during the Sixzh Plan and the
poot-agricultural erops in the final years of the plan were responsible for signiﬂc‘%nt shortfallin
respect of employment target. The backlog of unemployment at the end of the Sixth Plan was
estimated at 9.2 million persons, the close of the year 1984-85 (the last year of the sixth plan).
Economy however was in a reasonably strong position.

As for the public sector outlay, agriculture had the highest outlay (25%) followed by
industry (24%), power {20%), transport and communication (16%) and social services (15%).

With the successtul completion of the Sixth Plan, it was possible in the Seventh Plan
(1985-90) to move faster towards the objective of seif-sustained growih with social justice. The
Seventh Plan started to emphasise policies which would accelerate the growth in-food grain
production, increase cmployment opportunities and raise p uctivity, At this stage of development,
these three important immediate objectives were ceMgal g the achievement of the goals of the
seventh Plan. Thus the focus of the Seventhmas on food, work and productivity.

As for the break-up of the public secto
energy sector (28.6%) followed by soci
(13.6%), Industry and niinerals (13.6%),
(3.9%). Science & Technology a
general services (0.8%). Seventh

stient, the highest allocatiop went for the
yices (15.8%), Agriculture and rural development
rigation and flood control (7.5%), Communication
iroiment (1.4%), general economic services (1.3%)and
an agdin was a significant success. National Income and
per capila income at cons 980-81) prices grew at an annual growth rates of 5.5% and
3.5% respectively. Index of trial production recorded an annual compound growth rate of
8.6%. The index of agricuitural production recorded an annual compound growth rate of 3.9%.
Food grain production increased from 145.5 million tonnes in 1984-85 to 171 million toanes in
1989-90.

The Eighth Plan (1992-97) (for plan resource allocation see lable-1) was formulated
when the country was passing through difficult circumstances during the preceding two years.
The growing fiscal gap and the sudden depletion of foreign exchange reserves created a situation
which put severe stress on the economic system leading to drastic curbs on imports, high rate of
inflation and recession in industry. Asa consequence growth rate slumped to a fow level of
2.5% in 1991-92, a year previous to the beginning of the Eighth Plan. The government initiated
the process of fiscal reforms as well as economic reforms with a view to provide new dynamism
to the economy. The plan was to re-orient some of the development paradigms to achieve its
objective of higher growth and to achieve its importa'nt goals given below :

1. Improvement in the levels of living -

2. Health and education of the people

[N

Full employment

4. Elimination of poverty and

LN

Planned growth of population




As for the break up of public sector outlay, energy sector has the highest share (26. 6%)
followed by social services (18.2), transport(12.9), Industry and minerals { 10.8), rural development

(7.9) Ierigation & flood control (7.5), science and technology & environment (5.8), agricultural '

aned allied activities (£.2) special arca programme (1.6) and general economic services (1.4).

The Flansing Commission, with Prof. Madhu Dandavate. as its Deputy Chairman
fesmuiated ard Yrought out the Ninth-Five Year Plan (1 997-2002) document. Ninth five-Year
Plan focases on bettering the position of the poor. This will require not only higher rates of
growth of output and employment, but an all-round human development with stress on social

ectors and a thrust on eradication of poverty, mlnu’nmnu econoimic disparitics and corr ecting
regmnal imbalances,

In this perspective, the approach paper to the Ninth Five Year Plan, adopted by the .

National Development Council had accorded prierity to agriculture and rural development with
a view to generating adequate productive employment and eradication of poverty, accelerating
the growth rate of the econaruy with stable prices, ensuring food and nutritional security for ail,

particularly the vulnerable scetions of the society, providing the basic minimum services of safe
drinking water, primary health care faciiities, universal primary education, shelter to all in a time
bound manuer, containing the growth rate of population, ensuring environmental sustainability of
the development process through social mobilization and participation of people at all levels,
empowerment of women and socially disadvantaged groups such as scheduled caste, ST, other
BCs and minorities as agents of socio-economic change dﬂd development, promoting and
developing people’s participatory bodies like Panchayati Rajinstituidggs, cooperatives and self
help groups and strengthening efforts to build self-reliance. Thes riorities constitute the
objectives of the Sth Plan.

While ihe government will have to play a major lOIt 1 oting such development, there
will have to be an increasing reliance on people’s initi through institutionalised structures at
the grass - root level on the basis of co-operative fel§€ralism. Because of the constraints of
inadequacy of capital, large unemployment an tectinological gaps in certain sectors, Indian
economy will have to harmorize the roles of S¥te, market and cooperatives. The investment
patterns will inevitably have to be a bler blic and private investments, Foreign investment
will be welcome, particularly in the sect th large technological gaps.

The Eighth Plan had identified human development as its main focus. There can be no
two opinions about this being the uitimate goal of all public actien including ; planning and
development sirategy. The emphasis and nuances, however, will need to vary fron"I time to time
depending upon the objective conditions of the economy and the perceptions of the people. The
explicit recognition of the integral link between rapid growth and i improvement in the quality of

the life characterises the approach to the Ninth Plan. It is also based on the collateral recognition
of the need to pursue policies which are pro-poor and are aimed towards correction of historical
inequities. Thus the focus of the Ninth Plan can be described as Growth with Social Justice and
Equity. The specific obiectives of the Ninth plan arising froia the greater reliance on market
forces and ihe imperative for public policy and action discussed above are as follows

i) Priority to agriculture and rural development with a view to generating adequate
productive employmeunt and eradication of poverty.

W) Accelerating the growth rate of the economy with stable prices.
i) Ensuring food and nutritional security for all, particularly the vulnerable sections of society.

v} Providing the basic minimum services of safc drinking water, primary health care facilities,
universal primary cducation, and shelter to all in a time bound manner. -

v)  Controlling the growth rate of population.
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vi)  Ensuring environmental sustainability of the development processthrough social
mobilisation and participation of people at ail levels. : ' .

. I
vity  Empowerment of women and socially disadvantaged groups such as “ci‘.euq.aed castes,
scheduled tribes and otherbackward classes and minorities as agernits of bOs?[lO—““’OTJF e
change and development. o s o I

viii)  Promoting and developing people’s participatory i mqutmlons like Pam.hay 2t Im, )
institutions, cooperatives and self-help groups. - R

) %nengthemngeﬂoﬂstobunidselfrehancc L S .|1

The pattern of public sector outlays is given in the appendix Tab]e 2. To facal:tate
comparison we have given the percentage relating to the $th Five Year Plan in the last cotumn.
It can be seen from the table that 25.4 peér cent of total public sector outlay is f(])l‘ the energy
sector, Social services received significant priority with 20,7% outlay under'this head.. Ak,rtcultut‘e
and allied activities, irrigation and flood control and rural develoymet including special programmes
received 19.8 per cent allocation. Under industry and minerals head the public sector outlay
was 18.2 per cent. The public sector outlay on transport and communication was 19.8 per cent.
The outlay under science, technology and environment head was 3%.: General econom:c and
other services recewed 3.2 per Lem of total public sector outl.ay B

An tmportant aspect of economic planning is mobilisation of resources for ﬁnancmﬂ ihe
plan outlays. The most difficult part of planning in-any eguntry is the I"I"IObl]lSa[iOIP of financial
resources. It is relatively casy to plan and fix targets dgious secters of the ecpnomy, but.it
is difficult to find sufficient finance to implement the propesed projects. The Goveyrment raises
resources, by levying taxes, by floating loan wi m country, and thr mwh TeCOHTsE ¥0 'f,wf‘iﬂn
saving. 'If all these sources together are foun dequate, the government resopis o definit
financing. The sources of finance availab = government may broadly be divided treeriree
categories. They are 1. domestic budgetarvources; 2. foreign borrowings and other assistance
and; 3. deficit financing. The don lgetary resources age the funds raised b}q_gw:;é‘_nmcm
within the couniry and they cogsist ORjhe following:  ~ - R e o

1. Surplus from current'¥g @ i other revenues, i.e., excess of current revenues over.: .
current expetsituie, S o ] '

2. Contribution ofpubhc enter [‘)i‘l 58 (amp]uses genaraied i the public ente'rpnj-i'ses’é

3. Mobilisation of internat pn\»aic savings, thlough market hormwms_s sma” am .n 1

provident funds etc. - o : |

4, -‘Additional resource mobilisation i m ti‘-e form of aud;ticrnal taxes dnd Jddmodal rwenue
from public enterprises. ' :

External assistance consists of loans and grants from foreign countries, Ioam *Lrom internal
financial institutions such as the Into i ationg! Monetary Fund, the World Bank, the lntemdnona}
Development Association and the Asian Development Barik. If the domestic b drmmry resouices
and the external assistance are found inadequate to finarce the pldn projects, the gap i exp\,ndltwn.,
over available resources is filled by deficit ﬁnancmg This deficit is financad throu%h oorrowmo _
from Reserve Bank of India and by using Gover nmcnt accumuﬁdt.,d cabh balances. '

In the above account we have given sources off'nance o the public Sertor ﬂrOJeCtS For
the private sector the following are the sources of f“nance I | o

1.  Thesavings of the individuals (household‘;) and ofthe compames These are’ avallable '
to the prwate sectm either directly or ‘rhrauvh the banking set.tor N '

2. The private sector gets funds from public sector financial msmutlons such as !lhe lndusml :
Finance Corporation of India and Industrial Dev t-ir)pment Bank of [ndla 108




3. The private sector may raise funds from the market through floatation of shares and
debentures., :

4. Private sector may get funds in the form of equity capital, foreign collaboration, subscription

toequities from non-resident Indians, loans from the World Bank, borrowing from forcign
banks and so on. Appendix Table-3 gives sources of finance for different plans.

it can be seen from the table that domestic budgetary resources accounted for the majer
part of sources of plan finance followed by external assistance and deficit financing,

Activity - D

1. Explain the priorities during the first six five year plans,

2. On the basis of public sector plan outlays, indicate the sector wmch received prlomv
attention during different plans.

3 Explain the sources of finance for pubINgCT® and the private sector.

7.6 ECONOMIC GROWTH RECORD DURING
PLANNING ERA

Table-7.] gives growth record (NNP and per capita NNP growth rates) during thé planaing

era. It can be seen from the table that during the first two plan periods the growth rate of

National Income and per capita income were satisfactoy. But growth rates decelerated during
the third plan period. The National income in real terms grew only at the rate of 2.3 per cent,
the per capita income growth rate being only 0.1 per cent. During the subsequent three annual
plans growth rates picked up and stood at 3.7 per cent and 1.4 per cent. Again there was
deceleration in growth rates uring the fourth plan, the growth rates being 3.3 per cent and 9.9
per cent. The growth ratzs accelerated during the fifth plan and stood at 4.9 per cent and 2.6
per cent, The subsequent annual plan (1979-80) was a miscrable failure, the growth rates
turned negative (-) 6.0 per cent and (-) 8.2 per cent. During the sixth plan and seventh pian, the
growth rates were substantially high, the highest recorded unul then, There was again
deceieration in growth rates during the two annual sdans (1990-92), the growth rates in rational
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income and per capita income were only 2.5 per cent and 0.4 per cent respdctively. The
subsequent Eighth Plan performance was substantial improvement over the previous two years.
The growth rates were 6.8 per cent and 4.9 per cent, |

It is clear from the above account that the planned development received per%odic setbacks
and growth was not a smooth phenomenon. From the mid 1960s until 1980s deceleration in
growth rates occured. The deceleration of growth thesis demonstr ated by Brahmananda and
others can be seen from the lower.growth rates of NNP and per capita NNP after 1961 compared
with the period prior to 1961. Butthe growth rates picked up significantly dur |ng|lhe decade of

1980’s. |
TABLE-7.1 |

ANNUAL COMPOUND GROWTH RATE
(of NNP at factor cost at constant 1980-81 prices upto (1992-93) and from 199;J 93 onwards
at constant (1993-94) prices)

NNP at Constant Prices Per Capita Net Natitnal

Product at Constant Price
First Plan (1951-56) 3.6 17 |
Second Plan (1956-61) _ 3.9 1.9 :
Third Plan (1961-66) 2.3 0 0.1
Three Annuaf Plans (1966-69) 3.7 O 1.4 :
Fourth Plan (1969-74) 33 09

F'ifth Plan (1974-79) 4.?“ 26 |
Annua! Plan (1979-80) Q@ | ()82 |
Sixth Plan (1980-85) 5.4 3.2 B
Seventh Plan (1985-90) @ 5.8 36 :

Two Annual Plans {1990-92) 2.5 : 0.4
Eighth Plan (1992-97) 6.8 49 I

7.7 FACTORS RESPONSIBLE FOR PERIODIC SETBACKS
' DURING THE PLANNING ERA |

Several factors explain these fluctuations in respect of growth experiende during the
period covered by Table-7.1. Fluctuating weather conditions (alternating droughts and floods
and periodic unfavourabie monsoons), unfavourable increase in capitai - output ratjo, balance of
payments problems and the consequent foreign exchange crises, war with China and Pakistan
dislocating the development efforts, international transmission of inflation through foreign trade,
particularly oil price hikes during early 1970’s and later, gulf crisis, coltapse of the Soviet Union
and structural imbalances which have developed in the economy as development proceeded
were some of the major factors to be noted in this connection, |

11Q




Activity - E

I Explain the factors responsible for thorough failure of the Third Plan.
2 1980°s decade was a high growth period —.Explain. .
3 Explain the factors responsible for periodic set backs in-India’s growth experience

PLANNING IN INDIA

7.8 NEW ECONOMIC POLICY E!?%QAND THE FUTURE OF

The new government which ass@ﬁce in June 1991 faced a serious economic
crisis. The balance of payments situation w. verely adverse, with foreign exchange reserves
barely enough for two wecks of imports. International confidence reached such a low point that
access to commmercial lending was almost closed and NRI deposits were being withdrawn at a
rapid pace. Industriat growth had turned negative because of severe import compression and
inflation was accelerating. Between 1989-90 and 1990-91 inflation rate went up from 7.4 per
cent to 10.3 per cent. Behind the crisis were a few major changes witnessed during the 1980%s.
The changes in the patterns of financing investment is one major change. There was an increasing
reliance on foreign capital in 1980°s. [n the 1970s domestic investment was financed largely by
domestic saving. The trend was reversed in the 1980°s and by 1989-90 net capital inflow accounted
for as much as 10 percent of domestic investment. Besides the change in magnitude, the
composition of foreign borrowing also changed during the 1980s. [n the 1970s India’s foreign
borrowing consisted of mainly long-term institutional loans provided by foreign ggovernments
and international financial agencies such as International Monetary Fund and the World Bank at
concessional interest rates. In the 1980%s the share of both long-term institutional finance and
concessional loans declined and that of short term commercial borrowing increased. The share
of commercial borrowing in total external debt rose from 19 percent in 1985-86 to 26 per cent in
1990-91.

The second major change occurred in the financing of the public sector investment. [n
1976-77 public saving financed 49 per cent of gross public investment. In 1981-82, the ratio
came dowa to 43 per cent and in 1989-90 the ratio stood at 16 per cent. More than four-fifths of
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public investment, thus, was financed by borrowing from domestic private ang! external sectors.
In addition, government was borrowing to finance current expenditure.

Anotier change that occurred in 19807s was in respect of inflation. Irr the earlier years
weasonal factors were prayving an important part, Toflation rate varied between good and bad
agriculiural vears. Typically in s good agricultural year inflation rate either stabilized or fell and
i a bad agricultural year it increased. Butthis pattern disappeared in the 1980°s. This irreversibility
of general price level has setin a positive price expectations, which was generally subdued in
carlier years.

Before the implementarion of the new policy package, economic liberlisation being its
sighificant feature, there was a very serions danger that the positive price expectations might
5300 urn mio hyper inflation expectations through the combined effect to fiscal and balance of
HEYIENTS Crisi, '

Faced with this geim situation the newly installed government at the cetre in June 1991
b wirinounced its decision to make a structural adjustiaent in the overall economic policy pursued
thiing the post-Independence period. Besides macro-econoinic stailization and fiscal adjustment,
ihe government intended to increase the efficient and international competitiveness of industrial
production by encouraging foreign investment and foreign technology. Simultaneously, the
government has decided to remove barries to entry and timits on growth in the size of firms in
the: domnestic economy. Competition and private enterprise would be encouraged i the domestic
waarket so that there are adequate incentives for rajging productivity, improving resource use
and efficiency and reducing costs. The new policy pachage alsc has sought, dlang with doimestic
sompetition, to remove barviers to foreign trade an tal flows. The role of public sector will
e confined o Infrastructure and high tech L sectors.

With the decision to reduce the scope & tent of public sector and economic liberalization

~ith emphasis on giving greater scop ee enterprise to flourish in the ecanomy, the nature
s plauning as well as the devglgpmell strategy will have to change. The economic reform

ot wp shape with the announcement of new policy package in
§ves a detailed account of these. We note these changes from

The Planning CommW¥Ssion believes that the principal task of planning inla federal system
i 10 evolve a shared vision of and a shared commitment to the national o jjectives and the
development strategy not only in the government at all levels but alse among all other economic
agents. No development strategy can be successful unless each component |of the economy
works towards a conimon purpose with the fuller realization of the role that has to be played
within an overall structure of responsibilities. The principal function of the approach to the Ninth
Plan is not only to articulate such a shared vision bt also to cnsure shared commitments,

Based on such a shared vision the principal task during the Ninth Plan is to build on the
success of the eight plans, while tackling the problems that have emerged, particularly in areas
such as capital formation in agriculture, fiving standards of the poor, infrastruciure, social sector,
regional disparity and fiscal deficits. Despite the considerable progress that has been made by
the Indian economy in both economic and social spheres, the development task is far from
complete and resources continue to be limited. Moreover, as has been mdicated, the Indian
seonomy is still vuinerable and the operation of a more open economic system has to be tempered
ary Judicious pulbic interventions to ensure that these vulnerabilities are gradualiy overcome,

Recognising the federal nature of the Indian system, the planning process has to devlopa
comman policy stance which would be adopted both by the Centre and the States. The role of
planring would therefore involve considerable degree of policy coordination between the Centre
arad thie States, between the States and the Sub-State level tiers of 2overnmen:,




In jight of the emergi: ) :.=fuat10n ‘sectoril a!ncvtmeqt piannmg contmues to form an
fm;lt component of the g;m!snmg prox.t.ss indmduals and entreprencurs are frequently
: the areas pf upporianitics and o anticipate likely probiems. Investment planning
gy to bridgs this gap. Tiie planning process also needs to take stock of the resources
for develugsmeni and o indicate methads by which. these resources can be augmented in a
«!sstamed manner, Since planning is done for the entire. nation, the strategies for resources
dugmcntr-tmn need to caver not only the UO\fernment atall levels but also those wh.ch wua!d ba
vatlable to other sections of people. -

The other principal task of planning, p;.rlltuiariy ina market oriented economy is to indentity
the areas of emerging vulucrabilities and to suggest measures to address them. Although the
specific policies would need ¢ be worked out by the concerned ministries or the states. the
broad directions would have to be provided by the planning system. Unless such problem areas
are placed within the wider macro - economic con text short-run firc f'ghtm_s;, measures can lead
lhe economy in undersirable directions. :

With the reduction in the instr uments av ailah]e 1o guvg.rnment in controfling econonic
matter and the greater degree of uncertaintics that are present. in any market based system, the
methodology of planning will have to change if it is to retain its relevance. The Eighth five year
plan had explicitly indicated a shift from directive to largely indicative plan. There is considerable
variance in-the interpretation of this term. The 9th Pian is based on a more specific modality of
planning which invoives working out of a consistent and desirable development path. the

identification of emerging trends and deriving policy measures to bring abdyg a confluence between .
the two. The planning process today, therefore, focuses on planning ol so that the signals |
that are sent to the economic system induce the various econorpiaggentsio behave in a mansiey

whir,h is consistent with the national objectives.

The plan document also explains the uhange:». inddgvelopment strat_egies'. The gradual
shift R development strategy (hat has oc-.,urred since the "1680°s in India is now at a stage

dotainant, not Unly as a significant investo @
birt also as an arbiter of the actions of the pri
in the forseeabte future, since the economy is stilf not at a-stafe where the most presqmg needq
of public goods and services have been met in adequate measure. Nor for that matter are the
private sector and the people’s orgamzations ata stage where they can shoulder the I‘eSponS]biIIUE’R
of meeting lhese needs. In so far as the latter’s role is concerned it too will have to continue, but
its manner and content will need to change In the development strategy of edrlier years,
government intervention was over!}, focu= ! on guidance through preventlon Asa consequenc:;,
there was insufficient room for market sngnals to determine the course of private behaviour.
Greater reliance on market forces and people 5 mitiaitives nnphes that the focus of govemment
action will have to shift towards evolving transparent and unambiguous policies with limited
scope for discretionary actton greater decentrahzataon and |mpr0ved momto; in g and enforcement
systemis. '

Thus, with the reduc:,d role of state in economlc matters arid market ﬁ iendly pohues
over a period of time, planning becomes more and more indicative. ‘Government policy will seek
10 create conducive environment for private economic agencies to operate in such away that
the efﬁuency goal as well as Social Justice goal are achleved




Activity - F

L. Explain the major components of New Beronomic Polizy.
2 Explain changed nature of economic planning in India

7.9 SEJMMARY

]n titis umit II‘IC meaning of planning is explained. The factors which influenced introduction
of planaing in India received attention. Ditferent aspgets of Five Year Plans are explained with
statistica! data. The economic growth record durig th planning era, the factors responsible for
periodic setbacks during the economic gr rocess and the future of planning in India are
axplained in the unit, ' U

7.10 SELF - ASSFSSME@?EST

I Exp!dm the objectives inth Plan.

2. Explain the achiglelpgpts and fallules of economic planning in Indla

7.11 FURTHER READINGS .

L. Ruddar Dutt and KPM Sundaram, Indian Economy, New Delhi,S. Chand & Co., 1999,

_Govel nment of India Economic Survey, for different years,

eI

Government of India, Planmno Commlssmn Nmth Flve YearPlan | 99] -2002.

' V. Lakshmana Rao, Essays on Indian Economy, New Delhi : Ashish Pablishing House.
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APPENDIXTABLES

TOTAL

1960 (100%) 4600 W00

 TABLE-T o
. ' (Rs.in:Crores) -
Plan Outlay Plan Qutlay . Plan Outlay. . = .
I. TOTAL QUTLAY - 3870 7900 1600
a) Private Sector Qutlay 1800 3!00 41.00
b) Public Sector Outlay 2070 4800 7500
11, Actuat Public Sector Outlay 1960 467'.2. 8577
Breakup of Public Sector - -
Agriculture and [rrigation 600 (31%) S950 (20%) 1750 (21%)
Power 260 (12%) 440 (10%) 1250 (14%)
tndustry 120 (06%) 1080 (24%) 1970 (23%)
- Transport and Communication. 520 (27%) 1300 (28%) 2120 (25%)
Social Services | 460 (22%) 830 (%) 1490 (1?%)

8580 (100%)

Bra

V]

Plan Outlay - \Plan Outlay -PlanO_ut_'Iay '
I. TOTAL QUTLAY 24880 53410 158710
a) Private Sector Outlay @é 16160 612-1f)
b) Public Sector Outlay 15590 ' 37250 ' 9?500 _
Il Actual Public Sector Outlay 15779 39426 110967
Breakup of Public Sector I _ o _ :
Agriculture and Irrigation 3810 (24%) 8650 (19%) 24700 (25%) -
Power 2450 (I’S%)' 7360 (19%) 19370 (20%)
Industry 3630 (23%) 10290 (26%) 23050 (24_%)
Transport and Communication 3240 (20%) 6920 (13%) 15540 ('.] 6% |
Social Services - 2770 (i8%) 6100 (15%) 14840 (15%_}

TOTAL

15900 (100%) 39320

(100%) 97500 (100%) -




|
| (Rs.in Crores)
vl _ . _ |
|  Plan outlay | o !
. TOTAL OUTLAY : 322366 | o
a) Private Sector Outlay - 154218 (47.8%) |
“bh) Public Sector Outlay -~ 168148 (52.2%) | |
. Actual Public Sector Outlay 222160~ .|
Breakup of Public Sector ' L |
f\gl‘icull'ul‘g and h‘rigatiqn _ - : N o "
.- Agricoltureand Rural - -~ - ¢ 30317 (13.6%) - ¢ |
Development SR : ' |
2 Er.rigat‘ioh and Flood C()i:‘lt’!_;()]- ._ _I _16?19 (75%} ' )
3. Energy . .. 6_361'5'(2&6%) - : }
4. industry - Mincrals S 30052 (13.5%) R
5 '_T'ra!ispor'gzh - N ' 3 30140 _.'(13..6"/}0_) | - | :
#.  Communication o
7. __S(:ié_.nce.--'l‘ec!molr.agy ' _ | I
8. Gc_nsfal Economlu Services . .. @ | L I. : '
9. SocialServices o 0 \PWBS037 (15.8%) - .. .
1. General Services : | ?ﬁlé??_ .(0.8%) |

TOTAL . %2 CI2169 (100%)
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~ (Rs. i Crorzs)

Vill Plan - “Aniual Plan Annual Plan
1992-97 - 199798 1998-99{B.E)
(R.E) '
I.  TOTAL OUTLAY 7980410 e
a) Private Scctor Outlay 361000 (452 - -
by Public Sector Outlay 437000 (54.8) m-- =
II.  Actual Public Sector Outlay 434000 . - -
. Agriculture and Allied Activines 22467 (5.8) 62215 3864 1 |
2. Rural Development 34425 (7.9)  10i621.5 S8BT
3. Special Area Programimes 6.?50 (1.6) 8400 0.0
4. Irrigation & Fleod Control 32525 (1.3) H0637.5 Je
5. Eneray 115561 (26.6) 325685 300819
6. Industry and Minerals 46972 (10.8) 115509
7. Transpoit 55926 (12.9) 161859
g Communication 25110 (5.8} 14877.8 |
0 Science, Technology & -~ 9847 (2.1 2756,
Environment

10, Social Services 70012 {18? 30938.6 F8310.4
1. General Economic Services 636@4_ 1972.9 0109
TOTAL @ (Qoo0) 1396759 5387




Proposed Public Sector Qutiay by Major Heads of Develo[';lment

TABLE-2
~ NINTH FIVE YEAR PLAN 1997-2002

Sector Centre Percent  States Percent Total | 9th &th
plan  plan
1. Agriculture & Allied 13017 2.6 ?.364] 64 36658 | 42 12.7
2. lrrigation and Flood 2546 0.5 55189 149 57735 : 6.6 --
Coutrol :
3. RuraiDevelopment - 46077 9.1 28865 78 74942 | 86 79
4. Special Programme 3790 1.0 3790 | 0.4 b5
5. Energy 150746 298 71227 19.3 221973 1254 266
6. Industry & Minerals 57677 14 14007 38 71684 |82 108
7. Transport 85149 169 39039 106 124188 (142 129
2. Conummication 48759 9.7 32 00 48791 |56 5.8
0. Science, Technology & 23217 4.6 31 0.8 26343 |3.0 2.1
Eovironment |
10. General Lconomic 6946 823 23 15569 |18 15
Services
11. General Services** - 862'?».2 1534 300 12396 114
12. Social Service Q“ 139 110766 299 180931 |20.?' 182
]b0.0 100.0

100.0 875000

TOTAL Qjﬁ:m 1000 369839
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o TABLE-3
SOURCES OF FINANCE FOR FIVE YEAR PLANS

Plans Domestic External Deficit financing  TOTAL

Budgetary Assistance

Resource

Amouni %  Amount %  Amount % Amount %

(Rs. crores) {Rs. Crores) (Rs. Crores) (Rs. Crores)
First Plan - 1440 [ 190 10 330 17 1960 100
Second Plan 2560 56 1090 . 24 - 950 20 4600 100
Third Plan 509G 59 2390 28 1150 13 8630 100
Fourth Plan 12010 74 2090 13 2060 13 16160 100
Fifth Plan 32120 82 5830 15 5830 3 39300 100
Sixth Plan 86610 78 8530 . 8§ 15680 ‘14 110820 100
Seventh Plan® 134190 75 16124 9 28256 16 178870 100
Eighth Plan** 385400 9 28700 7.

20000° 04 434100 100

* Estimates '
** Projections _ o O




UMIT-8:  STRUCTURAL DIMENSIONS OF INDIAN

ECONOMY

Objectives o _ )
After reading this unit, you will be able to :

b Understand the importance of economlc growlh and economic deve]opn 1ent;

~®  Examine and analyze in detail India’s economic growlh experience; -
®  [dentify and explam structural, changes that have been takmg place in the
@ Analyse the cu1 rent economlc Sltuation in Indla

Structure ' N

| 8.1, . Introduction

82 Econom fc Growth and Development -

8.3 India’s E‘cdnomié Growtliand'DeveIopmeut Expe_fiencq

8.4 ‘lmportant Struclural Changes in the Economy

85 Trends and Components in Indla s Savmg ar@étment‘. '
8.6 l"lends in Monetary Factors and Price Level o
8.7 Other Relevant Stiuctural Dnnensuon

3.8 Popu]atnon and Othu Dennonrapv&ends and Structure

8.9 _Summary ' o
3.10 Self-Assessment Test Q~ |

811 'meth_er Readings

economy, and

8.1 'INTR_O_:DUCTION B

 The pu pose of gathermg and analysing data (mamly from official sources
clear understandmg of major economic trénds and structural changes in the &

conomy. This

understanding enables us to make a quant:tatlve assessment of the economic epvironment of

business enterprises.

- A thorough empir ncal mow]edge ofeconomtc trends and structa\al changes helps a firm
to’ p]an out a business strategy and policy to cope with the short-rus and long - changes of
business environment. This unit attempts to give the details about the relevant economic trends

and to discuss structura! changes, it then examines the implications of growth
changes that have occurred. In also analyses the current economic trends, and
impact of economic eiwnomnent on business Mmanagement.

While studying this unit you may have to refer to additional statistical mate

and structural
discusses the

ials again and

again. Of course you are not expecied to get by heart the details of aiso such data. You should

‘only take note of these trends which are useful to the analysis of the environmer
your own busmess or busmcsa you are micreated in.

t surrcainding

}is to obiain a
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8.2 E_CONOMI‘C GROWTH.AND DEVELOPMENT

s pDSSlble and necessary to make a distinction between economic growth and economic
development. Though in common parlance as well as in economic literature the two terms are
some times used as synonyms, they have different connotations or meanings.

Economic growth means growth in output of different goods and services, while economic
devclopment connotes both more output and changes in the technical and institutional

arrangements by which it is produced and dlstr:buted ancl d]SD social changes wh:ch accompany

ﬁrowm

Economic growth invelves not only more output derived from the use of large amount of
mputs but also from improved efficiency, that is an increase in productivity. Increase in productivity
means increase in output per unit of input; The economic history of the Western econonies
revealed that productivity improvements played an important part in the growth of those economies.

Ecooomic development goes beyond this to encompass several dimensions of kiiman

resource development and social changes conducive for rapid economic growth. The attitudinal -
and behavioral changes among people also play a'sigmificant role m this connection. For example,

Jan Tiibergen suggests five human qualities which ate conducive to economic development. They
are {1 }an interest in inaterial well being, (2) an interest in techniques-and in infovation, {2} an
ability to look ahead and willingness to take risks. (4) perseverance {(5) an ability to collaboraie
with other people and to observe certain rules, ' '

‘Devolopment econommics tells us that the levet ang of economic growth depend on

naturaf resnurces, physical capital accumulation, human rdgource development and technological -

progress provided the socio-cultural environmentis i

ourad€to growth, Thus the socio-cultural
environment within which economic activity is or \

Lewis discusses at length the role of social an noiic institutions in the process of economic -
arowth. In Rostow’s view, the behaviour pa people relevani for economic development

pro brisity to dcve]dp fundamental science, tc apply
finnovation, to seek material advance, to CONSUmE
fse propensities represent aspects of social bs.,hdwou:

can be suramed up in stx propensitics,
science to economic ends, accept pow \
and'to have children™. According to him ¢

which determine, 'given-produvtwe resources, the level and fate of growth of cutput. Some

econoimists abstract from the socio-cultural factors by treating them as exogenously given,
while others argue that it is' necessary to supplement pure economic analysis of development
problem with the study of socio-cultural factors. For example, Hagen makes out a strong case
for making the analysis of psycholtogical propensities and social structure an integral part of any
study of ecenomic development. Simon Kuznets highlights the role of human resources in economic
development when he says, “the major-capital stock of an industrially advanced nation is not its
physical equipment, it is the body of knowledge amassed from tested findings and discoveries of

empirical science and the capacity, and training of its population to use the knowledge effectively”. .

“As in the case of human beings, to stress on growth involves focus on height or weighi
(national income), while emphasis on development draws attention te changes in attitudes and
functional capacities - responding to chal]enges of Ieammg capacity (abillty of the ecoriomy to

adapt).
Cnnceptual 'md Measurement Background

- Now let us learn mose about econamic growth Economic growth may be deﬁned as a
significant and sustained rise in per capita real income. One must distinguish the “level” from
the “rate” ofeconomlc growth, although these two concepts are obviously related. The level of
economic glowth of a country is measured by the size of national (or per capita) real income.

d assumes an important roie. Arthur
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The percentage change in this level over a year is the annual rate of growth. "
denote the levels of real income in two consecutive years by y, and y, and g as the rate of
growth (expressed in percentage terms), then |
|
¥o7 ),
g= "L x100
. ¥ |
Per capita real income is supposed to be a satisfactory measure of Iwé] of econcmic
growth of a country. It takes into account changes in national income, population (land price level.
I this connection the following refationships arc very useful : |
* Real National Income= ' ' |
(National Income at Current Price/ General Price Index)x 100

In symbols . |

y=(y/p)x 100

: Real National Income
* Per Capita Real Income = - |
: Population

In symbols |

y,=y/N : |

* Real Income Growth Rate = _ |
Growth Rate of National [ncome@rent Prices - Inflation Rate

insymbols y=v¥-p
Bar over a symbol sigfTfs rafe of growth of that variable. :
* Per Capita Real Income will Rate =

Real tncome G Rale - Population Growth Rate |-

tn symbols yp =y

Inter-temporal (over a period of time) and international and inter-regional (over space)
comparisons of economic growth can be made. For the first (for example a country’s economic
growth expericnce over a period of time), we use time series data. For the second, we use
cross-section data relating to different countries or different regions within a country.

When you are interested in comparisons of levels of living, the per capita COF‘ISLII“I"[ptiOI] of
essential goods and services, per capita production and avalldblhty of certain items, (for ex
eiectncny comsmnptlon per capita), availability of civic amenities and so on.

growth process. Labour productivity is a familiar “partial” productivity concept. |It is a partial
concept because it relates output measure to a single factor input namely labout input. Total
factor productivity, however, is a relationship between output and weighted combination of factor
inputs. Thus while partial productivity ratios are ratios between net output and individual factor
input, total productivity is a ratio between net output and a weighted combinatioh of relevant
factor inputs(usually labour and capital). The simple nature of labour productivity concept and
corresponding measures have come to be widely used by economists. Labour productivity {net
output per worker, or per man-hour) improvements can be interpreted (with the necessary
qualifications and with the understanding of its limitations) as an indicator of economic efficiency.
Further more, improvemenits in tabour productivity also signify improvement in living standards
of people. | 122




If we denote reai national income by y, population by N, working lorec b)? W, then we can
rewrite the formula for real per capita income yin the following way:

The above formula suggests that the level of per capita real income (y ) is the product of
tabour participation rate [W/N] and real income per worker [y/W]. From the above equation it
is clear that given the labour force participation rate [W/N], the change in labour produtivity [v/ -
W] reflects the growth trend in per capita income. An increase in labour productivity indicates -
economic growth, a decrease in the labour productivity suggests economic detenoratlon and
constancy of labour productivity signifies stagnation of the economy.

The labour productivity micasure of economic growth is of crucial éigniﬁcance for
management in developing economies. In capital-scare developing economies there is undoubtebly
aneed for optimum utilisation of plant and machinery. The preceding argument suggests amare
urgent need for cfficient and optimum utilisation of labour in a developing country with abindant
tabor. The task of management in this context is to maintain an industrial relations cltmate such
that labour productivity can register rapid improvements. Thus “productivity movement” or
“productivity revelution” is a key to improve economic environment of developing countries,

Economic Development

As noted before, cconomic development is a broader conc n economic growth. As
economies grow interms of national and per capita real in vels, certain structural changes
accompany the process of growth . Broadly speaking, thé th in income and the structural
wpether constitute economic developmel he structural changes which are quite
fundamental in character are inherent in the process © onomic growth. '

The upward trend in per capitareal in at is, economic gr owth) 1mpl|es. given the
labour force participation rate, a rise in ggfput P& worker or labour productivity. An increase in
labour productivity cannot result with ital accumulation and fundamental changes in the
production function {functional relationsMigiletween flows of inputs and corresponding flows of
output of the economy). A progressive shift in the production function is the direct outcome of

+ technological advancement and science is the base of modern technology.

As science and technology advance, innovations (new products, new production processes
and methods, new markets etc.} take piaze. Such process of growth (scientific progress,
inventions and innovations) cannot be econosmically sustained for long unless it increases the
productivity of labour. ' ' o

+ The increase in the flow of material goods and service mi'st also be abs‘orbed otherwise
the process of growth sets obstrucied by market limitztion. in other words, the changes in
production structure must be synchronised and balanced with the changes in the consumption
structure. The structure of society’s wants and preference (in short, structure of demand) must
change in such a way as to induce or assist changes in production and productivity and thereby
to accommodate the change in science and technology. Similarly, the progressive development
through science and technology cannot come about unless the society manages to generate
capital formation (through savings and investments) and finance research and development of
science. (The present day developing countries can supplément their scientific research efforts
with science and technology transfered from more developed countries). Thus we find that
during the process of cconomic growth, an economy experiences manifold changes in its structure;
social, political and economie. For an understanding of the changing economic environment in




developing country, we may examine spemf"ca!lv the nature of some of the st
which are economic in character.

Structure of National Output

Studies of economic dcvelopment of many present day “more dwc’egr:" {

phrase suggested by Evert E. Hagen) like the U.S.A., the United Kingdom, and

,tma[ changes

that a change in the structure of national output is a concomitant featuie of ccomonind o
and on the olhu :

As an economy grows, on the one hand, the level of national income increasss,

composition of national income changes. The perceéntage contribution of agr ICLItme to gross

domestic product declines and the percentage contributions of industry and ser

vices 10 gross

domestic product increase. This reflects positive income elasticity of demand for non-agricultural

output. This means that a given percentage increase inthe income will resuit in hig
increases in demand for non-agricultural.output. As the ratio of non-agricuitural
output increases during the period of economic growth, labour praductivity inc

1o percentage
to agriculturat
redses in both

agricultural and non agricultural sectors. The rate of growth of non-agricuitural cutput is observed

to be faster than that of non-agricultural employment and therefore, the labour
(cutput.per worker), in mining manuiabmrmg and services rt_glsters :mpmvem
process of economic growili. o -

StruLture of lnvestment and Capltal Formatlon :

A change i in the sttucture of mve%tment and capital formation i is '—11101‘]161
dur:ng the process ofeconomlu growth and deve[opmen NWith md_us“u lahmuan a
arbanisation the structure ofmdustms changes Cap :
importace, and consumer goods mdustl ies declj
(particularly those with plannm }in the initial
shifted from consumption goods to cap
investment in human capital (educatioﬁ
transport, etc) increases very rap gy
of development is laid strongly. ¢
foreign capital {(aid, loans an
that the ratio of gross (and
formation is affected. This p
nature and tempo of econotic growth.

Ith} and social overhead s.ap:m] (tik

> in the eari}« stag, aOdeVB!OpH’I‘.LHt, ﬂ"lw’.

T pr udllctwllv

dcve!opnz:ent
nd consequent

' S_tries grow:ii

ring ohuniies

are celiborately
. Thus the investinent strcture|z

linfrastrucitre

ependince on
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While on the subject of capital formation, we may refer to an important deierminant of

the rate of economic growth. This determinant is the capital-output ratio. We distis

guish average

capital - output ratio from marginal or incrementai capital output ratic, in{:rmlnenta!_ capital

output ratio (ICOR) is the additional capital required to increase output by one n

following is the basic economic growth rate (g) eauation.
Rate of l.rwestméi‘ft'

1ICOK

g:

ore unit, The

In the above equation g is growth rate and ICOR is iner emental capltal 0 pui la*m _,Iil
macro-econormic planning progess as well as micro- [evcl management de{:IS!Oi]b, this ratio provm
very useful. Consider, for example, the macro-econonic planning process. Ifa plcnnmg agency
wants to achieve an annval growth rate of 5% (growth rate of nationaf mcomlle) and if the

incremental t_aplta] output ratio is 4, then what should be the annua] rate of inve
above equation helps us in answering the question. '

Rate of Invés'tme.nt .
ICOR-

....g:

stjmént?- The
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In our example, g = 5% and ICOR = 4

Rate of Investment _ . Rate of Investment’

0/ — =
2% ICOR | 4

Rearranging the terms we get
Rate of Investment = 5% x 4 = 20% '

- Changes in the capital output ratio is a diimension of economic growth and development
process. o

Structure of Consumption

The upward trend in per capita income {economic growih in short) which initiates and
accelerates changes in production, employment, factor proportions, skitl and capital formation
directly brings about a change in the structure of consumption . As income changes, the pattern
of income distribution (between regions, between sectors and between persons) also changes.
This is backed up by changes in relative price structure of the economy, the domestic terms of
trade between agricultural and non-agricuitural sectors change. 1t is through the interaction of

alt these factors that the siructure of consinnption and the standard of living undergoes a -

fundamental change reflecting changes in social values, beheé‘s and consumer prefe:ences

Finally with changes in the str uctuzcof{mplovmem produ.(_tlon mcome distribution and
consumption, there comes naturally, a change in the structure of fgreign trade. In the initial
stages of development, an economy may have to unport metals andmachjncry for modernisation
and industrialization. Butas the industriatization proceeds with ecodggiflc growth, the pattern of
exports and imports change. Structure of foreigi trade, iny changes (a seperate block in
this course is devoted to the external sector) as cconomy ._.es from primary commodity
exporting to export of manufactures. '

an economic growth e\pel ience. The
sions of India’s economic deveiopment

In the next section. we give an outhine of e In
remaining sections deal with major structur.
experience.
Actvity - A
1. Hnational income at current prices in*1992-93 is Rs 546023 crores, and wholesale price

index for the year was 228.7, find out national income at constanl(]%ﬂ -81) prices or real
national income. '




3. Il target growth rate is 9% and ICOR is 4, find out the required rate of irwestment ?

Activity - B

With the help of the latest Economic Survey of the Government of India formulate tables
about 1. Employment in the organised sector, 2. Index numbers of agriculthral productien
for the years 1990-91 to 1997-98 and 3. Index numbers of yield of food %rrains crops for
the pericd 1990-91 to 1997-98.

8.3 INDIA’S ECONOMIC GROWTH AND DEVELOPMENT
EXPERIENCE ‘

In this section we explain Indian growth experience. The interest is fo ‘map the broad
contours of the Indian growth experience. Over the period 1950-51 to 1995-96, the NNP at
factor cost at constant (1980-8 1) prices recorded an aveMage annual growth rate of 3.97 percent.
while per capita NNP in real terms grew at an ann®gl gdte of 1.87 per cent. ’ﬁ_hus during the

period 1950-31 t0 1995-96, the population r ! roughly a growth rate of 2.‘1 per cent. The

per capita NNP at constant (1980-81) prices gsed from Rs. 1126 in 1950-51 t0'Rs. 2573.2
in 1995-96. Thus during the 46 year perigd the inCrease in per capita income was approximately
2.28 times. Going by the overall annuai rate in per capita income, one can say that while

the Indian growth experience o he peried was significant, the growth recorded was not
sufficient to solve the three bastc edgflom¥e problems namely poverty, l.memploymcﬂt and economic

inequalities. It is appropri ere t@ note growth rates for recent years. During the year 1996-
97 the growth rates ofnat%come and per capita income at constant (1993-94) prices were
8.2 per cent and 6.3 per cent ré8pectively during the year 1997-98, quick estimatgs indicate that
real national income and per capita income growth rates were 4.8 per cent and 3% respectively.
Thus there took place deceleration in growth rates.

Both income and per capita income fluctuated significantly. National incoane n real terms
recorded negative growth rates in five years. These were 1957-58, 1965-66, 1972-73, 1979-80
and 1991-92. If we use three per cent growth rate as the cut-off point, the country experienced
below 3 per cent real growth rate in 12 years. Leaving aside the five years lwhen national
income in real terms registered negative growth rates, the country experienced r}‘nore than 3 per
cent grewth rate in 29 out of 41 years of positive national income growth rate.

Per capila income in real terms recorded negative growth rate in 11 out of 46 years.
Population growth rate thus was an important factor behind poor performance'; of the Indian
economy in terms of per capita income growth in real terms. i

The above account shows that both income and per capita income fluctuated significantly.
Several factors explain fluctuations in respect of growth experience during the period 1950-51
10 1995-96. I'luctuations in weather conditions (alternating droughts and fioods and periodic
failure of monsoon), unfavourable increases in the aggregate capital output ratio, balance of
payments problems and the consequent foreign exchanges. Crises, wars with China and Pakistan
dislocating the development efforts, international transmission of inflation through foreign trade,
-exogenous shocks such as oil price hikes engineered by OPEC during early part of 1970°s and 126




later, the structural imbalances which have developed in the economy as development proceeded
and the political instability during some years were some of the factors to be noted in this
connection. ' ' '

Economic Development - India in the World Context

We are living in a world of extreme inequalities. World Bank in its World Development
Report (an annual publication) classified the economies into 3 categories {based on GNP per
capita). Countries with GNP per capita lower than $765 are the low-income economies (LILs),
those with $766 - 9385 are the middle income economies (MIEs) and countries with more than
$9385 are the High [ncome Economies (HIEs). In 1995, the low income economies were

supporting 56.1 per cent of world population with only 4.9 per cent of world income. India, one

of the low-income countries, was supporting 16.4 per cent of world population with only 1.2pet

cent of the world income. The middle income econcmies were supporting 28.0 per cent of world

population with 14.5 per cent of world income. The rich countries (HIEs) were enjoying in 1993,

80.7 per cent of world income supporting 15.9 per cent of world population.

India is one of the low-income economies. With tand area of 3288 thousands of square
kilometers, India in mid - 1995 was supporting 929.4 million population. The density of population
(population per square kilometeer) in 1995 in India was 283, significantly higher than the average
for HIEs (28), the world average being 42. High population pressure has been a major demographic
problem of India. ' ' '

In 1995, the latest year for which comparable data are availablg the per capita GNP of
India was $340, the average for the L1Es being $430. While the p@ta GNP growth rate

during 1985-95 for the LIEs was 3.8 per cent where as it was 3.2 per in the case of India.
As for the GDP growth rate of India during the period 1980-9 ; 5.8 per cent slightly lower
than the average for the LIEs (6.0%). During the subseque -85 period the growth of

Thus although India experienced significant ccongpic giwih during the period 1980-95. the
Indian economic performance as reflected in ti rowth rates, felt short of the average
for the L1Es.

Indian GDP decreased to 4.6 per cent, while the averag?ﬁe LIEs increased to 6.8 per cent.

What was the experience of [ndi%pect of inflation which has become globall

phenomenon since 1970s? During the periodN970-80, the inflation rate experienced by India
was 8.4 per cent, which was slightly higher than the average inflation rate experienced by the

LIEs (8.2 per cent). During the same period, as noted before, the GDP growth rate experienced -

by India was 3.4 per cent . During the subsequent 1980-91 period inflation rate registered a
slight decrease, while the GDP growth rate increased from 3.4 per cent to 5.3 per cent. In
respect of LIEs, while inflation rate increased from 8.2 per cent during 1970-80 to 12.6 per cent
during 1980-91, GDP growth rate increased from 4.5 per cent to 6 per cent. The Indian as well
as LIEs experience during the period 1970-91 suggests that inflation rates and economic growth
rates do not show any definite relationship. It is to be roted here that international country cross
section statistical studies also did not reveal any firm relationship between inflation rates and
cconomic growth performance of countrics. '

Usually low life expectancy is associated with low income levels of countries. Although
in India life expectancy at birth has been increasing gradually it is still lower than the average for
the LIEs. In 1995, the life expectancy at birth in India was 62 years, while average for the LIEs
and HIEs were 63 years and 77 years respectively. Anothet important demographic indicator of
~ economic development is infant mortality rate {deaths per thousand of live births). The mfant

mortality rate in India has been declining during the recent decades. It declined from 137 in 1970

to 68 in 1995, The average for the LIEs in 1995 was 69. Relatively low life expectancy and
significant infant mortality rate thus constitute another dimension of the [ndian economic and

demographic experience.




Activity -
i, Explain the basic features of the Indian econo_my;

What are the factors responsible for periodic setba
india 7

2. cks in the growth ¢

ECONOMY
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diminsiied a7 a rate of less than 0.4 per cent a year till 1860, at about 0.9 per cent from 1860 to
1959, but at 4 per cent fram 19350 to 1970, The changes in redistribution of the active population
in western developed couneries have thus hoen more important in the last twenty yeats .

Tnw anove historical gxpsrience tells us that ihe sectorial redisteibution of the active

population is time-taking provess, Unlike structural change based on income criterion, structural

chdnge based on enmluymmt is a siow process, This is demonstrated by the Indian experience
also

Let us look at the trends in occupational structure of active population {(work forcel.
work force engaged in primary sector (agriculture, livestock, forestry, fishing, hunting plantatinns
etc.) decreased from 71.7 percent in 1901 to 68.8 per cent in 1981, This perceatags further
declined t0 66.75 per cent by 1991, If we take agriculiure alone in the primary sector, the de« line
hetwesn 1901 and 1981 was from 66.6 per cent 10 66.50. By 1991 this percentage was 64.85,
That is, if we go by emplovment criterion, siructurat change in the Indian economy tras not hown
signiticant. The share of secondary sector increased from 12.6 per centin 1901 ko 13.5 per cent
in 1981. The percentage was 12.75 by 1991. The share of tertiary sector (irade and commerce,
transport, storage and communications and allied services) increased from 15.7 per ceat in 1907
to 17.7 per cent in 1981. The percentage was 20.50 by 1991

Two structural features of the indian econonly emerge clearly from the above acconnt

. cenk ofnanonal income originates it the agricultural sector

2. There is only slight structural change in the economy if we go byWge eiployment ¢ TGO
Agricuiture still accounted for more than 65 per cent of ywegg forCT in earfy 1990s.

vident when we compare
{ a more developed country fike
et cent of total work force. The

the employment structure of the Indiar SCONONTY withi t
U.S.A. Agriculture in USA in 1986 accounted for only

industrial sector and tertiary seciors accounted f er dent and 57 per cent respoctively.
Tn the remaining two sections of this unijaye withgonsider some more structural dimmensions

of the Indian economy. Structure of and in foreign trade sector are separately dealt

with in the block dealing with external sector. '

Activity - P

1. Explain basic structural changes experienced by the Indian Economy :

2. Explain major reasons for the slow growth of non-agricultural employment in the [ndian
economy. ' B ' -




8.5 TRENDS AND COMPONENTS IN INDIA’S SAVINGS AND
INVESTMENT : _

(siven the supply of labour force and its annual rate of growth, ecoronmid growth {s primarily
a matter of capital accumulation and technological progress (which results in higher resource
productivity). Capital accumulation in different sectors of the economy takes place through
mvestments in those sectors. To finance investments, it is necessary to dave out of current
income. Thus saving rate (saving income ratio) is an important determinant of achievable
sconomic growth rate. Further, a well - developed financial system is necessary for mobilising
savings from net surplus units in order to fend. to the net deficit units largely to finance their
investment activity. Financial intermediation between the net surplus units and the net deficit
units is the core function of the financial system. In India both bank and non-bank financial
iiermediates play an important part in this respect.

Trends in Saving Rates

In our couniry, the savings rate (net domestic saving as percentage lof NNP at-currcat
prices) was a mere 6.2 per cent in 1950-51, In the same year, the household sector accounted
for Rs. 441.3 corers of the total net domestic saving of Rs. 572.2 crores or in percentage
termis77.1 per cent of the total net domestic saving. Of the total household saving of Rs. 4413
crores, about 96 per cent was held in the form of physical assets and about only 4 per cent was
beld in the form of financial assets. This is ong aggregative indicator of economic under-
development, on the one hand, and financial under- velopment on the olhtT, of the country at
that tima. ' :

But during the last four decades ar years the country has expetienced significant
economic and financial development. saving rate has been recording significant
improvements. From 6.2 per cent it -51, it rose to 9.3 per cent by 1960161. By 1980-81 it
further rose to 13.5 per cent, B 19%11 rose to 18.1 per cent.

Households, private ¢ sector (including co-operatives) and public sector are three
sources of saving. Whaghias bden the trend in respect of the relative contributons to national
savings of these sourc @¢ 960-61, household sector accounted for 74.4 per cent of the total
net domestic saving. NexNgAimportance was the private corporate sector ( inc]ugin g co-operatives)
which accounted for 13.5 per cent of the net domestic saving. By 1989-90 the picture has
changed significantly. Household sector acccounted for 122.3 per cent of the net domestic

saving. The saving rate of the corporate sector felf significantly and was at theLlevel ofabout 2.9

per cent. Public sector saving turned negative and stood at (-3 25.2 per cent of the net domestic
saving. By 1996-97, the latest year for which data were available the aggregate saving rate
reached the level of 18.1 per cent. While the saving rate of household sector and private corporate
sector were 19.1 per cent and 1.5 per cent respectively, the saving rate of the jpublic sector was
(-) 2.5 per cent. Thus the household sector (which includes apart from individuals, all non-
government, non=corporate enterprises) accounts for most of the saving in the economy. The
dissaving of public sector was increasing from year to year during the last 20 years.

Household saving takes broad!y two forms. One is the form of physical assets. Savings in
the form of physical assets comprise additions to construction machines anti equipment and
imventories. Savings in the form of financial assets comprises of currency, debosits with banks
and with corporate enterprises, provident / pension funds, claims on government, insurarce and
compulsory deposits. In 1960-61 financial assets accounted for 33.5 per cent of[the gross savings
of the household sector. The remaining 66.5 per cent saving were in the form jfphysical assets.
By 1989-90 the saving in the form of financial assets substantially rose and accounted for 51.3
per cent, the remaining 48.7 per cent being accounted for by saving in the form of physical

assets. As financial development proceeds, the composition of households saving inthe form of 134
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financial assets also changes. By 1996-97 the saving in the form of financial assets rose to 52.89
per cent, the remaining 47.11 per cent being accounted for by saving in the form of physical
assets. Thus there ook place significant financial development during the last 36 vears.”

Composition of Household Saving in the Form of Financial Assets

Let us now look at changes in the financiat assets structure of the household sector. The
significant changes in the composition of assets of the household sector indicate rapid strides
made by the financial system of the country. The currency component decreased in retative
importance as its share in the total gross saving decreased from 31.8 percentin 1960-61t0 17.8
per cent in 1987-88. By 1997-98 the currency component accounted for only 6.93 per cent of
the total household saving in financial assets, while bank deposits accounted for 45.5 per cent.
The phenomenol growth of banking fucilities and development of non-bank financial intermediaries -
and spread of banking habit among households become evident from this. There is still an
untapped potential in respect of government securities, investment in Unit Trust of India and life
nsurance business. Through evolving an appropriate structure of interest rates and through LIC
rationalising its premium structure which helps in boosting its business, the potential can be
realised. ' '

Investment and Capital F ormation
Saving, wien invested , results in capital formation.Gross Domgstic Capital Formation
(GDCF) is classified into two components - A, Gross Fixed Capigal Mymation (GFCF), B,

Changes in the Stocks or Inventories. The share of former improve about 84.0 per Cent

i 1950-51 to 92% in 1990-91. It stood at 92.77 per cent by 6. This was healthy trend
“because it indicates thaf inventory a'ccun'lu_!ation was low, .

Gross domestic capital formation as percentage ss domestic preduct increased
from about 18 per centin 1960-61 to about 23,0 perggat in $990-91. It further increased to about
23.2 per cent by 1996-97. This shows a significar ement in investment effort. As for the
division of GDCF between pubiic sector and privafsector, in 1960-61 while GDCF in public
sector was 39.9 per cent, that in private se 6.11 per cent, By 1990-91 these percentages
were 37.5 and 62.5. By 1996-97, public sect are in GDCF declined to 28.74 per cent whiie
that in private sector increased to 71.26 per cent. :

The economic growth rate has not been commensurate with the rate of investment,
Among many reasons for this (such as under-utilisation fo productive capacity, inefficiency of
resource use, ete. ), rising capital output ratio has been one important factor.

Activity E . ,
1. Define saving rate and identify the most important economic agent which has been
responsible for making major part of domestic savings.

2. Whatare the financial assets household sector holds in its portfolio.




e

3.  Indicate the differences among financial assets from hqu]dity, risk and return points of

view.

8.6 TRENDS IN MONETARY FACTORS AND PRI&?E LEVEL

A serious concern for the Indian economy since the middle of the Second Plan period has
been the upward trend in the general price level. The price trends are related to, among others,
the rends tn moncy supply and government budget deticits. The imbalance between demand for
and supply of wage goods, particularly food, triggered the price rise in ear;E 1960s and severai

- ether factors have made inflation a persistent feature of the Indian economy.

Money supply has increased rapidiy and regularly. The money supp vaJ ith public (currency
plus demand deposits, plus othier deposit with RBI, referred to as M, in RBI Lublications) during
the 21 year period 1970-71 10 1991-92 increasedq@t the annual average rate of 17.7 per cent. In
ouly one year (1977-78) it registered a fali f@ 15609 crores to Rs. 14388 crores. In al
other years, M, registered posiiive growth rates) interesting fact is that while the average
antiual growth rate of M_ during the [YSed\period 1976-71 to 1987-88 was 13.12 per cent,
during the subsequent four year period ¥gop/1988-89 to 1991-92 it was IL&S per cent. Thus,
prior to the severe economic crisiwl} M, was growing ata signi.ﬁcaﬂriy high rate, higher
than the average for the period 19M-71 to 1987-88. If we take the recent period 1993-94 to
1997-98, the average grow, e of M, was 15.59 per cent.

experience, The thre ipal factors responsible for the expansion of money supply are : (a)
Bank credit to commerciglsector, (b) Bank credit to government and, (¢) Net forcwn exchange
assets of the banking sector.

Money supphy Q wih%ate has been an important factor behind tLe indian inflation

~ Inflation rate based on Wholesale Price Index (WP} averaged 9 per cent during the
period 1970-71 to 1991-92. It reached high levels during the two years 19? -74 (20.2 per cent)
and 1974-73 (23.2 per cent), '

fuflation rate based on Consumer Price Index (CPI) numbers (firhan non-manual
eiployees) averaged about 9 per cent reaching the highest level 22.2 per cent in 1974-75.
Resides the governiment deficits and the consequent money supply growth rate, several structural
andinstitutional factors have been at the root of inflationary rise in prices in lndia beginning from
mid-1959s at a slow rate, accelerating from mid-1960s and recording congiderable high rates
during the first half’of 1970s. The following factors have been responsibie for inflation:

t. The very plan strategy (heavy industry strategy) for accelerating development and the
consequent frends in the composition of domestic output and foreign trade with adverse
consequences for the domestic price level.

[

Closely related to the above is the forced pace of structural change v{ith little regard for
sectoral balance and price stability.

Ll

Rale of expectations emanating from inflationary psychology. ‘
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Plethora of controls inspired by ideological fixation with no firn1 economic basis and
ineffectiveness in operating them leading tc the growth of parallel economy making
monetary and fiscal measures almost ineffective.

Ineffective institutional measures for redistribution of wealth and income,

Inflationary nature of the role of distributive trade prompted by the seiler’s market
conditions.

Exogenous shocks such as wars and oil price hikes.
International transmission of inflationary pressures.

What has been the inflation record during the post-reform period? From a high of 13.7

per cent during 1991-92 the inflation rate based on the WP came down to 10.1 per cent during
. the year 1992-93. If fell further to 8.4 per cent during 1993-94, After registering an increase in
1994-95 (10.9 per cent) it declined to 7.7 per cent in 1995-96. If further fell to 6.4% during the
vear 1996-97. The inflation rate reached the lowest level daring the period 1997-98 {4.8%). The
average inflation rate for the period 1892-93 to 1997-98 works out to about 8% lower than the-
average inflation rate during the period 19703-71 to 199192 (9 per cent).

8.7 OTHER RELEVANT STRUCTURAL DIMENSIONS

2

4,

Some of the other structural dimensions of the Indian econgmy Mge:

As for the tax structure, heavy rehance on indirect taxegand deefining importance of
direct taxes such ag income tax, have been resulting rse consequences so Far 4s
the objectives such as price stability and reduction TiNegihlities in incomes aund wealth

distribution are concerned. ? : _
Growth in non-deveiopment governsirent ivdiflrz has been a sigaificard factor i

several economic ills facing, the econom:® v

Heavy reliance on debt financing wrnment expenditure has been another feature
of the Indian fiscal system.

Rapid population growth largely because of fast decline in death rate and very slow
decline in birth rate is another feature of the country with adverse consequences.

The econotnic reﬁ)lms initiated since 1991-92 included tax and other fiscal refornw The
governmient has made several changes in the tax structure with a view 1o make it more
equitable, conducive to growth and simple. The personal income tax rates were reduced.
with the highest marginal tax rate brought down to 30 per cent. The corporate tax raies
were also reduced. bn the field of indirect taxation, the rates of customs duties were
brought dows to reduce costs and make our exports competitive in the infernational
markets. The ambit of MODVAT was extended while excise duties on several commoditics
were reducéd. The number of rates of excise duties was brought down and many specific
duties were converted into ad valorem duties. Tax on services was introduced, All these
changes had their impaci on the revenues from these taxes. Remember, from the stand
point of analysis of business cnvironment itis important for you to gain mastery over the
structural dimensions we have examined in this unit. '




Activity - F

{.  Defining price inflation, explain major causes of inflation.
2 Explain the components of M .
3 Explain the usefuiness of consumer price index numbers.

8.8 POPULATION
AND STR URE

OTHER DEMOGRAPHIC TRENDS

The main problem in India is the high tevel of birth rates accompany
rates. The rate of growth of population which was about 1.3 per cent per annu

ing falling death
during 194(-50

rose to 2.1 per cent during the period 1981-91. The chief cause of the rapid growth of population

was the steep fall in death rate from 49 per thousand during 1911-20 to about 1

the end of 1980°s while the birth rate declined from about 49 per thousand during 1911-20 to

about 31 per thousand by the end of 1980s.

1 per thousand by

The fast rate of growth of population, given the rate of growth of GNP, implies lower per

capita GNP growth rate. For example, if GNP growth rate is 5 per cent per annt
growth rate is 2 per cent, then per capita GNP growth rate is 3 per cent per an
arapidly growing population, the requirements of food, clothing, shelter, medic
facilities and so on will be rising, Therefore a rapidly rising population imposes
burdens, and consequently, the society has to make greater efforts to acceler:
economic growth. Moreover rapidly rising population implies larger additions ts
higher dependency ratio. In 1990, for example 36.9 per cent belonged to 0-14
58.7 percent be]'onged to age group of 15-64 in India’s population. The rapid

m and population
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[ and cducational
greater economic
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b labour force and
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force crates a higher supply of labour than demand for it leading to the problem of chromic

unemployvment,

One heancniﬁg feature is that over the last three decades there has bee
in population growih rates. During 1965-80, the average annual population gr

per cent. In subsequent 1980-90 period, it declined to 2%. With the governi

1 declining trend
pwth rate was 2.3

ment policies for 134



population control and family welfare it is expected that by the end of this century population
growth rate will come down to 1.7 per cent. But right now heavy population pressure is causing
severe hardships, particularly for the Jow income households.

As for the sex composition of population, the séx ratio { females per 1000 males) declined
from 972 in 1901 t0 929 in 1991. The explanation for dec]mmg sex ratio lies in the poverty of the
Indian people. In a country where even after more than 40 years of p]anned economic development
nearly 35 per cent (the poverty estimates differ widely) of the population live below the poverty
line, we have high infant mortality rate, extremely poor or non-existent medical facilities, extremely
unhygienic conditions of living and absence of prenatal and pos't natal care, high death rate
among women - are all manifestations of an object low level of living of the people. Preference
for male children and attempts to avoid female children is rather a recent pheromenon which
contributes to keeping the sex ratio at lower_ level which is an 1mp__ortant demegraphic dimension.
As noted before, ratid population growth impiies high dependency ratic 0-14 and 60 and above
age groups constitute dependent population, tn 1911, 0-14 age group constituted 38.8 per cent of
population. [n the same year, 60 and above age group constitute 1.0 per cent of population.
Together they constituted 39.8 per cent. By 1981, the first age group constitute 39.5 per cent of
population and the atter age group constituted 6.4 per cent. Thus the per centage of dependent
population increased from 39.8 per cent in 1911 to 45.9 per cent in 1981. A high proportion of
children (0-14 age group) only reflects a large proportion of unproductive consumers. To reduce
the percentage of non-productive consumers, it is essential to bring down birth rate.

Rural urban composition of population is an important denfagraphic dimension, particularly
from the point of view of economic development. Along withgecondfiic development in general
and industrialisation in particular the rural-urban com:posiopu[atidn has been changing in
India. In 1901, 89 per cent of Indian population wag ruraf™rcmaining 11 per cent being the
urban population. By 1991 the percent of populati lined to 74.3 per cent, while that of
* urban population increased to 25.7 per cent.

The quality of population can be judge¥gforntiife expectancy, the level of literacy and the
level of technical training attained by 0 ple 3f a country. The literacy rate has gone up from
18.2 percentin 1951 to 52.2 per centl. Life expectancy at birth has gone up from 41.2
per cent i 1951 to 60.8 per cent in the eafly 1990s. Education levels also have improved. But
in respect of all these, the country is to go a long way for achieving higher standards of living,

Activity - G

1. For India population growth is a problem, why?

2.




3. - Commenton India’s literacy rate, longiv-_ity and infant mortality rate.

8.9 SUMMARY R

In this umt we have dealt with several structural dimensions of the India economy. Wwe
have examined in detai] lidia’s growth and development experience. We have a(Tequate account
of siructural changes that have been takmg place in the Indian economy during the post
111dependence perlod T ' ' '

8.10 SELF -ASSESSMENT TEST

List and explain sev:era'l structural dime_nsions' ofthe lndiaij'ec:_ct)ll(jiny." '

8.11 FURTHER REA_DINGS T — ]
E;Ege

1. . Government of India Economic Survey,

_ ars, for useful data and information
about the Indian economy. - '

information relating to the Indian my.

3. Ruddar Dutt and K.PM. § , Indian Economy,'l999. . . o
4. V. Lakshmana Rao omie D.e_ve]'opment of lndia, Allahabad Chugh Pr.lblication,
1987,pp3-101. : _ :

5. V.Lakshman Rao; Essays an Indlan Economy. New Delhi, Asish Pubhshmw House,
© 1994, (relevant essays about trends in money supply and price Ievel and !lldl411 development
~and growth expenence) o S . ‘ :

2. Reserve Bank of India Report o%mcy and Finance for different years for data and |
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UNIT9: SECTORIAL DIMENSIONS OF INDIAN

-+ INDUSTRY

Objectives o TS

_ Afte_rreaéﬁng_this unit,you'ﬁfi_l._l_b:eablé_té:_: o
¢ U_ndérstaﬁd _lndlia’_s industrial Sec_tol-r_and" é;iniﬁ_b_héﬁts-of it;
. Obtain an ovc;ﬁifie\f\i of ]nld'i'a’s'i:ndt;str_i_a'l.:gfoivt_h ex.pcrien._'cc; _
* Exam i_n_e‘.Qaﬁoﬁs dime_nsiqns of thf;. stru’étu}é' _O'If . _ind_ian _iﬁdust:ry;
. ~ Identify ar'ilc_i,'__'éxp._lafn st'rudtufz'll__. changes in thcmdustnai sector; and
. Obtain a Ipict\l_iré of the ownelrShip. pattefﬁ' of the industrial sector in india.
Structure’ : L

9.1 hjtroduction_'_'_ S B
92 AnOverview of India’s Industrial Growth Experience.

9.3 S.'_t'rucmrél:'Changes in the indian IndustnaISector .

94 'OWﬁership [_'.atterh of the Indu'étrial_ Sector R K B
9.6 Self.'.As'se_i_ss.‘.'mcll"nt Test " -

9.7 Furfhef"Rqédings |

9.1 INTRODUCTION

* Before the rise of the modéﬁ@r_ial system:in the world economy, Indian producers
(largely artisan classes) had a world-Wide. market. Indian muslin-and calicos were in great
demand world over. Indian industries not only supptied all local needs but aiso enable India to
export its finished products. indian exports consisted chiefly of manufactures like cotton and sitk
fabrics, calicos, artistic ware, silk and woolen clothing. N -

The impact of the British rule and the industrial revolution that took place in Britain led to
the decay of the Indian handicrafis. :in_stead:,_.machi_ne-made goods staried coming to India. The
gap created by the decay of Indian handicrafts was not fitled by the rise of modern industry in
India because of the British policy of encouraging the imports of manufactured products into
~ and export of raw materials from India. - - ' o '

_ The British Government in India provided discriminatory protection to some selected
 industries since 1923. This protection was accompanied by the “most favoured nation” clause
for British goods. Despite this factor, because of the “Pioneering zeal” and “fostering care”
_ (Prof. Lokanathan’s Phrases) of the. éarly Indian entrepreneurs, some industries such as cotton
textiles, sugar, paper, matches and to some extent, iron-and steel did develop in the country. But
capital goods industries were not fostered during the British period. The industrial pattern of
tndia on the eve of planning (1951) was marked by low capital intensity, predominance of smal
enterprises, limited development of factory sector and imbalance between consumer goods and
capital goods industries, This lop-sided pattern of industry with the predominance of consumer
goods industries had to be corrected through planning in the post-independence period.




9.2 AN OVERVIEW OF INDIA’S INDUSTRIAL GROWTH
EXPERIENCE ' |

The progress of industrialisation process during the four decades and more since the
beginning of the planning era (1951 - 56 was the first plan period and presently the Tenth plan in
progress) has been a significant feature of the Indian economic growth and development
experience. The process of industrialisation initiated as conscious and deliberate policy under

~ Industrial Policy Resolutions of 1948 and 1956 involved heavy investments in basic and heavy

industries besides thosc in consumer goods industries. As a result of efforts for rapid
industrialisation, a firm industrial base has been created. Industrial production gr&aw by about 3
times and India now is the tenth most industrial country in the world. India now has a well
diversified industrial sector covering the entire range of consumer, interimediate and capital
goods industries. The progress the country has made in respect of industrial sector is clearly
reflected in the commodity composition of India’s foreign trade. The share of imports of
manufactured goods in foreign trade has steadily declined, while industrial produci, particularly
engineering goods have become a growing component of India’s exports, Fur{her the rapid
progress in industrialisation has been accompanied by a corresponding growth in fechnological
and mianagerial know-how for efficient operation of the most modern and sophisticéted industries
and also for planning, designing and constfuct_ion of such industries.

The diversification of India’s industrial capabiligy al3§ is evident. India coulj achieve self-
sufficiency in consumer goods. Growth of basic and capitaoods industries has been particularly
impressive. India can now sustain the future g 4 of key sectors of the econcl_my primarily
through domestic production, with only margithgfports. Futher, the infrastructure including

research and development capability, ¢ ncy and design engineering seryices, project
organisation services and innovativg capaf{ibity to improve and adapt techno!ogTes to suit the
domestic factor endowment hav as impressive record of progress, Noiw we turn to

industrial growth rates.

During the third pla; , but for the concluding year of the plan period, the annual
growth exceeded 8 per cent (%€ Table 9-1). During the subsequent three annhal plans the

growth rates fel! significantly, except during 1968-69 when growth rate was 6.7 per cent. The
period was marked by low growth rates, the average growth for the period being 2.83%.

The industrial growth recovered significantly during the fourth plan period bl‘]t the average
growth rate during the period (4.4per cent) was significantly lower than that during the third plan
period (8.2%). The industrial growth performance during the V plan was a significant [improvemlent
over the preceding years after the third plan period. The average growth rate recorded during
the fifth plan period was 6.24 per cent, During the period the highest growth rate Tvas recorded
during the year 1976-77 (9.5 per cent). Subsequent to the fifth plan, the growth rate recorded
during the annual plan 1979-80 was negative (-1.6 per cent). During the sixth plan period the
industrial sector not only recovered but registered an annual growth rate of 5.92%. During the
subsequent seventh plan (1985-90) the industrial growth proceeded ata substantiaﬁ rate and the
average annual growth rate during the period was 8.5 per cent, the highest growth ﬂate achieved
since the end of the third plan. During the two annual plans 1990-91 and 1991-92, the growth
rates were respectively 8.3 per cerit and 0.6 per cent. It is to be remembered here that 1991-92
was a severe crisis yeatr, the crisis inducing the initiation of New Economic Polic} package by
P.Y. Narasimha Rao Government. Thanks to the ecconomic liberalisation policy, industrial growth
recovered during 1992-93 (2.3 per cent) and registered further increase during 1998-94 (6.0%).
During the subsequent year (1994-95) growth rate further increased to 8.4 per cent| The growth
rate recorded during subsequent year 1995-96 was the highest during the planning era (12.82
per cent). The subsequent two years were marked by economic and industrial recession. The

138




growth rate fell to 5.56% during 1996-97. It registered a slight increase during 1997-98 (6.58 per
cent). On the whole the industrial performance during the eighth plan was satisfactory.

Puring the 1990s, the Indian irdustrial sector has been through periods of robust growth
and severe slow-down, The variations in performance took place with a backdrop of substantial
policy changes during the same period. While the policy changes were in most cases across the
hoard, in severs! cases, the policies impacted specific industries. As a result, the industrial
performacnve of the 1990s provides a fertile ground to investigate the performance of the various
industries during the period. Here, we can distinguish three phases :

B First, the period immediately preceding the initiation of reforms - 1989-90 to 1992-93.
This inctudes the *Crisis” period of 1990-91.

2. 1893-94 to0 1995-96. This was the period of rapid growth.
3. 1996-97 to 1997-98. This was the period of the stowdown, .

The industrial production has three components in it, mining, manufacturing, and electricity.
The index of production in mining increased from 45.5 in 1960 (base year 1980-81= 100) to
245.8 10 1994-93, an increascd by about 6.4 times {Table 9.2). With the base 1993-94=100 the
mining index increased from 107.6 in 1994-95 to [22.4 in 1997-98 (Provisional). The index of
manufacturing during the period 1960 to 1994-95 increased from 38.2 to 243.6, an increase by
about 6.4 times. With 1993-94 as base year, the index of manufacturing production increased
from 108.5 in 199-95 to 140.5 in 1997-98 an increase of about 1.3 times. The index of electricity
generation increased from [4.6 in 1960 to 314.6 in 1994-95, an inggease by about 21.5 timest.
As for the recent period the index of electricity generation incre@m 108.5 (base 1993-94)
to 130.0 in 1997-98. Thus the industrial growth during the tecent®efod did receive a set back
as a result of industrial recession, :

segment of the industrial sector. The weight of manu mg in the general index of industrial

Now let us look at the manufacturing sectoggrowtM™ecord. Manufacturing is major
production is 77.11 (the weights for mining %{%ity were 11.46 and i1.43 respectively). )

As [or the growth of the manufacturing sect ok at the overall manufacturing sector as
well as its components, factory and nongactory Segments. We measure manufacturing growth
rate by growth in gross value added b@acturing. During the period 1960-61 to 1970-71
the manufacturing sector as a whole recoMled growth rate of (growth of gross value added at
constant (1980-81) prices) 5.2 per cent, whiie factory and non-factory sectors recorded 6.4 per
cent and 3.8 percent growth rates respectively, During the subsequent 1970-71 te 1980-81
period, growth rates fell. The growth rates recorded by manufacturing sector as a whole was
4.0 per cent, the growth rates recorded by the factory and non-factory sectors being 3.7 per
cent and 4.4 per cent respectively. During the subsequent 1980-81 to 1990-91 period, the
manufacturing sector as a whole recorded a growth rate of 6.0 per cent. During the period the
factory scctor recorded a higher growth rate (8.5 per cent) than non-factory sector (6.3 per
cent). The 1990-91 to 1993-94 period was marked by verv taw growth rates. The growth rate
of the manufacturing as a whole was 1.1 per cent whiie that of the factory and non-factory
segment were 1,2 per cent and 1.6 per cent respectively. '

The share of the factory sector in gross value added in manufacturing sector increased
from 52.0% in 1060-61 to 62% in 1993-94, while that of the non-factory sector declined from
48.0% to 37.9%. Thus over the period 1960-61 to 1993-94, factory sector recorded higher
growth than the non-factory sector (Gross value added in manufactuing is the value of output of
manufacturing sector minus the value of intermediate inputs. Gross value added is gross of
depreciation).

Industrial concentration in a few regions continues to be significant feature of the industrial
economy of India. If we look at the state-wise distribution of net value added in manufacturing 139




sector during 1992-93, regional inequalities in respect of industrial development become very
clear. in 1992-93, i manufacturing net value added, Maharashtra topped the list net value
added of Rs, 14019 crores followed by Gujarat(Rs. 7029 crores) Tamil Nadu (Rs. fi_éﬂi? CLores),
and Uttar Pradesh (Rs. 4961 crores). These four states. together accountad for shiout 55% of
the net value added in manufacturing sector in India during the year 1992-93 .

+ Activity - A
1. Explai_n the components of the iﬁdustri_a_l _se_é_to_r. -

------------------------------------------------------------------------------------------
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Shifting the base to 1992 93, calculate the average ‘industrial g owth rate during the
8th plan period. :
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9.3 STRUCTURAL CHANGFS IN THE NDIAN ENB‘U%TR?AL
SECTOR

Ty

In this section we will examine several dimensions of the structare of ]ndnan mdustry and
changes in these structural dimensions. As industrial development proceeds in n-economy,
several structural changes take place in the industria! sector. Historically, industrial ¢ evelopme nt
has proceeded in three stages. In the first stage. industry was concerned with the. processing of
primary products, milling grain, exiracting oil, tanning leather, spinning vegetable fibefes, preparmg

. timber and smelting ores. The second stage in the evolution of secondary industry gomprises the
transformation of materials making bread and confectionery, foot waar, metal goods, cloth,
furniture and paper. The third stage consists of the manufacture-of machines and other capital
equipment to be used not for the direct satisfaction of any immediate want but in order to
facilitate the processes of prodution. ‘W.G. Hoffman (The Growth of Industrial Economies,
Oxford, 1958) gives operational criteria of the degree of industial development. He classified
various stages in terms of the ratio of consumer goods output to that of capital goﬂds output. In
the first stage the consumer goods industries ate of overwhelming importance, their net output
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being on the average five times as large as'that of capital goods industries. The ratiois 25:1in
the second stage and falls to 1 : 1 in the third stage and:still lower in the fourth ‘stage. This -

classification émphasises the increasing role of the capital and producer goods mdustrles in the P

economy as industrial deve]opmcnt progress over a period. of time.

In the post-independence per iod economic. plannmg for cvera]l development succeeded -
in laying firm foundations for future economic.development. The heavy industry strategy ., -
formulated and implemented from the beclnmng of the Second Five Year Plan helped in creating
a strong industrial base. Capac1t1es in subst'mtual quantit:es have been created in basnc kcy and
heavy 111dustrles t

It is possnble for us to infer changes in the composmon of the outpul by Iooklng at )
weights assigned to major industry groups in index of industial production (2) percentage changss
in the indices of industrial production based on use based classification of industries and (3)
annual compound growth rates of industrial production in respect.of different categories of
production. The change in weights given to different categories of output (output of basic goods,
capitai goods etc.) indicate the changing structure of industriat output. The weight given to basic
and capital goods industries in 1956 was about 28 per cent. By 1993-94 this weight increased to' -
45 percent. On the other hand weight attached to cossumer goods industries declined from 48%
in 1956 to-about 28% in 1993-94. Thus during the period the relative importance of basic and
capital goods industries increased and that of consumer goods industries decreased signifying
structural change in the industrial sector. Indian experience supports the thesis of Haffman that
as industrialisation proceeds composition of industrial output change 1d the relative importance -
of basic and capital goods industries increases, while that of consul ' St reas

The siructural change in the mdustr_lal sector can al WY,
rates of different categories of industries. If we take the como
production, we find differences in respect of grow! X, ¥ different categories of output
signifying changes in the structure of industrial outp ustrial output is classified into (i}
output of basic industries such as finished su@: ut of capital goods industries such as

dorowth of indices of industrial

machinery (iii) output of consumer goods indu h as sugar and (iv) output of intermediate
goods industries. During the period 19 i 90-91, while the compound growth rate of
output of basic¢ and capital goods indus s about 19% ‘that of consumer goods industries

was only about 7%. Within the consumer g¥0ds industry the output of consumer durables grew
at substantially higher rate (14%) than consumer non-durables (5%).

Activity - B

1.  Refer to RBI, Report on Currency and i‘mance and gwe the composition of each of
the following categorles of mdustnes L. Bas:c goods, 2. Capltal goods 3 Consumer
goods. : :




Table-9.3 gives the changing pattern of weights given to different catcgoriells of industries.
The change in weight given to an industry group signifies the change in relativelimportance of
that group. '

As noted before changes in weights assigned to different categories of inqustries signify
changes in relative importance of these categories in total industriat output. |

. Table 9.3 : Base Years |

Industry Group 1956 1960 1970 1980-81  1993-04
] - ’ 3 4 5 : 6
Basic Industries* 23.33 25.11 3228 3941 | 3551
Capital Goods Industries* 471 1176 15.25 1643 | 969
Intermediate Goods* 24.59 25.88 2095 - 2051 | 26.44
Consumer Goods Industries* 4837 37.25 31.52 23.65 | 28.36
Total Weight 10000  100.00 100.00 100.00 | 100.00

* See RBI, Report on Currency and Finance for details about the composition ofF:ach category.
Source : RBI, Report on Currency and Finance, diff'erétyears. |

Activity-C

1.  What was the percentage of consumer output in 1956. ] '

________________________________________________________________________ i_....-..-—.-__.-___
—-- / __-_--___‘ ....................................................... o
3. What is the trend in the share of intermediate goods in total industrial cutgut during the
period 1956-81. '
|
e
________________________________________________________________________ L
——————————————————————————————————————————————————————————————————————— l - —— -
- L -
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~ Size of Producing Units - Another Structural Dimension

The size of an industrial unit can be measured vsing different criteria. Output, total
assets, fixed capital and employment are some of the major criteria to measure size of the
industrial units. Changes in the average size of the industrial units represent an important structural
change of the industrial sector in an economy. We turn to this structural dimension in this
section.

As future managers you must know about this important dimension of the structure of
industry. We may list the circumstances under which a large firm or a small one would be more
efficient. Such analyses provide guidance for making the proper choice of the optimum size for
the firm. A large firm would be-more efficient in situations where :

a)  The product is standardized and can be produced on mass scale with longer production
runs suchas iron and steel, Su&al 1ndustrlal chemlcals and fertifizers.

b) . The productand/ar mach;nes used in lts productlon are large in size such as automobiles,
- ships and electriciiy g generauon

¢)  The economics .Ioflml\cd processes are significant as in the case of pulp and paper
i1]1dustry and steel among others.

d)  The market for the product are concentrated and/or transport cost are considerable low
in comparison to the price of the product.

¢}  Thereare occassional indivisibilities in different units or operatigs of the plant which are
to be balanced and

f Research activities are essential to compete in the markgigucl ®in chemical industries

In the similar way a small firm would be more efficiey tuations where :

a)  The product is to be made to an individual speci on or where varieties or product
differentiation are required in the market for ex§tence i.e. standardization and mass
production are not ecofiomical. Exampleg naments and fabrics;

by  The raw materials and markets for rodets arc geographically dispersed and
transport costs are quite significan cad and brick making;

¢)  The demand cenditions change frequently as a result of which quick ad) ustments are
needed to adapt to such changes e.g. garment making;

d)  The nature of work done changes frequently due to technical condition e.g. agriculture
and allied industries; and

e)  The suppliers of the raw materials are a few and potential market for the produet is
smail. '

Complete seperation of situations for large scale and small scale units is not possible.
There are many industrics where small scale and large scale production is carried on side by
side. Examples are engineering industries, cloth making, shoe making and several consumer
products. In fact, if we go through the industrial structure of a country, we will find such
situations in most of the industries. Small units in an industry exist along with larger ones mainly
because (i) they may be relatively new and it is normal to grow large from small beginnings in
due course of time {ii) they may be supplying finished products to the larger units under some
‘type of sub-contracting; and (iii) they may be producing a highly specific variety of products in
a differentiated product industry. All such smafl units may be equally efficient as the bigger
units.

With this background about the size of industrial units, let us examine the size dimension

of the Indian industry. If we look at the size of units in the factory sector, using employmentas 143



|
the criterion ofthe size, in 1973-74, 0 to 49 employees size class (lowest sizL:) accountcd for77
pet ceni of the factories. but only for 8.7 per cent of valué added by the 'factory sector (see
Tabie-9.4). In the same year the large-sized units (employing more tha:t 1000 emplovees)

accounted for only 1.4 per cent of the number of factories, but accounted for 51.2 per cent of

net value added in the factory sector. By 1992-93 the least sized units (é 1049 employees)

accounted for 76.1 per cent of the nuimber of factories and 8.2 per cent of net value added in the

factor sector. In 1992-93 the relatively larger units (employing more tham 1000 cmployees)

account for (.8 per cent of the number of factories and for 43.8 per cent of the total net value
added in the factory sector. If we look at the size-wise distribution of the factory sector industrial

units, using employment as size criterion, we find gradual increase in the sizd of industrial units.

Thus as industrial development procecded, the average size of industrial units has increased. So,
structural change in lndian industrial sector is observable in respect of one distension of structure

of the sector, namely size of industrial units measured by employment. Similar trend is observable

in respect of size measured by capiial (gross vaiue of plan and machinery). | (See Table-9.5)
Astivity - D _
1. Lisl some criteria by which the size of industrial unit could be measused.

5 Referto Table-9.4. Reoroam%\me distribufion with 0-199, 200- d99 and 1000 and

above, as size classes.: d otit the shares of these classes in u*nplog/mcnt output and
value added. :

[P

Refer to Table-9.5, Reéorganise the size distribution with 0-50, 50-1 OOB and 1600 and

. : . |
above, as size classes and find out the shares of these classes in employment, fixed

capital and value added.
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G4 W NFRSH]P PATTFRN OF THE H\’BUSTR[AL SECTOR

s v L

."tfr aw‘pfeaJ'm u&u'f‘uj=our*‘opipianmw for economic development, We have
gone mla nine Five Year Plans, We are now going through the Tenth plan period (you have
tearst about Indiar econoimic planning in Unit 7 earlier). 'We opted for a mixed economy with
both private and public sectors, complementing each otber rather than competing. The scope of
each sector was well defined in the industrial policies announced from time to time by the
Government. Industrial Policy Resolution of 1938 was tie nujor policy announcement before
- the announcement of the New Industrial Policy in 1991. The hallmark of this new policy is
economtic liberalization. We will learn about these policies in detail in later Units 12 and 13,
Here our interest is to describe the structure of the Indian industrial sector on the basis of
nwnership pattern. '

Tabie-9.6 gives structure of ownership of industrial factory sector in 1992-93, the latest
year for which data are available from the publication of the Centre for Monitoring Indian
Economy (CMIE, India’s Industrial Secior). The public sector accounted for 6.1 per cent of
total nuinber of factories, 28% of employees, 55 per cent of net fixed capital and 32.1 per cenr
of net value added by the industrial factory sector. Pubiic sector includes enterprises of the
Cemrai Government, State and Local Governmcnts

The private sector including cooperative sector aucounted f‘or 92.3 per cent of total nusmber
of factories, 69.1% of workers, 67.2% of employees, 39.4 per cent ofpet fixed capital and 1.5
per cent of value added. This sector has four components (i) corporage enMyprises (ii} partnerships
(i) individual proprietorship and {iv) cooperative enterprises. . '

Joint sector (enterprises owned jointly by private 3 Iic or government intergst)
» o . " » M y f“f R

accounted for 1.5 per cent of total factories, 4.4 per cent o Crs, 4.7 per cent of employees,
5.6 per cont of net fixed capital and 6.4 per cent of v ed.

_ Regional inequalities in the distribution dustrial activity and significant industria)
concentralion are two more dimensions of the cture of India’s industrial sector. Table-9.7

gives the relevant inter-state data.
Activity - E

Refer to Tabie-9.6 and attempt the following.

i. List a few observations about the structure of public sector.

2. Comment on the size of (i) cooperative sector and (ii) joint sector.




3. Explainthe organizational forms in the private sector.

Activity - F

1. Gothrough Table-9.7 given at end of the unit and write a note on Inter-state disparities

in manufacturing sector development.

‘We explained the pattern of ownership of industrial factory sector abo
learn more about the public sector and private scctor.

Public Sector

In India’s mixed economy, public sector occup
expected to make significant countribution to
empioyment opportunities, 3. reduction in inga
of foreign exchange and 5. generation of §
period of time, in the post-independegce pertwd
and the number of public enterprise
significant progress. Public scptgr w
economy and it did so over of forty years. However, the quantitati
. public sector was not matghed byNualitative performance. Many public sector
incurring losses. The p ice of public sector in general was so discourag
New Economic Policy ani
public sector was sought to be reduced drastically. An understanding and anal
environment of business in India is not complete without an understandii
assessment of our public enterprises. Any activity owned, controlled and
government (central, state and local) comes under public sector. After 1l
independence and the advent of planning, there has been a rapid expansion o
public sector. The passage of Industrial Policy Resolution of 1 956 and the adopti
pattern of society as our national goal further led to deliberate enlargement of
sector, o

a pivotal position, Pub

cropvth in national incom
disparities among regions and
$es for financing developme
. the size of the public sector h
ell as the areas of their operatig
expected to achieve “Commanding

The objectives of the public sector can be briefly stated as foliows :

necessary infrastructure for development;
to promote fair distribution of income and wealth, inter-personal as well
Lo promote balanced regional development; |

to promote the growth of strategic defence oriented industries;

to assistthe development of small and ancillary industries;

I

to create employme_nt opportunities;

e, Now vou will

lic enterprises are
e, 2. creation of
groups, 4. earning
it efforts. Over a
as grown rapidiy,

Heights™ in the
ve growth of the
enterprises were
ing that as part of

nced by the Indian Government in 1991 the scope and role of the

ysis of ecconomic
1g and objective
managed by the
e aftainment of
“the scope of the
on of the socialist
the role of public

to accelerate economic growth and industrialisation of the country by creating the

15 inter-regional;

n have recorded
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7. toachieve socialist pattern of society;
8. toavoid and circumvent the limitations and abuses of the private sector; and

9. to generate forces of economic and technological self-reliance.

Broadly speaking, the capital - intensity (capital per unit of output) of production in publ ic

sector is significantly higher than that of private sector. This is largely due to the differences in
nature of investments in the two sectors, The important differences are listed below :

1. A good part of the investment in the public sector goes into economic overhead such as
roads, buildings and communications which are essential for economic development but
do not contribute to output in the normal sense of the term.

2. The public sector has played a significant role in developing the key industries of the
cconomy and these industries such as iron and steel and power by their very nature are
areas of high capital intensity.

3 Many projects in the public sector have longer gestation periods. Capital oulays are large
and take time to yield results.

4, Areas of higher output capital ratios fall mainly in the private sector. Examples are
consumer goods industries, small-scale and cottage enterprises.

Despite many criticisms against the public sector enterprises, there is no denying the fact

that rapid industrialisation of the Indian economy in the post-indegend¥gce period was mainly
due to the growth of the public sector, Strong and well - diversified 1 ial base has been laid

and in many respects India has achicved self-reliance.
Public sector whicl was expected to achieve “Comma Height™ of the economy did

grow very rapidly during the planning era. But ineffici&®eg,of various kinds have become the
hallmark of the public sector. Debt financing of pialic in¥estment became quite common during
1980s decade. Public enterprises have shown ve te of return on the huge capital invested.
'This has reduced their ability to regenerate themselVg in terms of new investments and technology
development. The result is that many o blic enterprises have become a burden rather
than being an assct to the government. In rational economic scenario resulting from the
economic reforms of 1991, the scope of public sector is reduced and is confined only to
infrastructure and strategic industries. The priority areas for growth of publrc enterprises in
future will be the tfollowing :

I Esscntial infrastructure goods and services.

2. Exploration and Exploitation of oil and mineral resources.
3. Techuology development and building of manufactuting capability in areas which are

crucial in the longrun development of the cconomy where private sector investment is
inadequate,

4. Manufacture of products where strategic considerations predominate, for example defenc

equipment. The disinvestment in the public sector units has been taking place as part of

cconomic reforms.
Performance of Public Enterprises

Working of private enterprises is largely governed by the profit motive. All mangerial
decisions in the working of private enterprises, thus are geared to earn as much profit as possible.
These decisions are, of course, constrained by the environment within which an enterprise is to
operate. The behaviour of an enterprise working in a competitive environment differs from that
operating in (say) oligopolistic environment. But the prime motive in the case of the prlvate
enterprise is maximization of profits.
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In" the case of public enterprises social good is the main goal and working of public
enterprises is governed by this goal. Higher utilization of capacity (to produce as much output as
possible given the capacity constraint), efficiency in running the enterprise, being accountable to
public and following proper pricmg pol:cnes are some of the norms public enterprises need to
satisfy i i their working.

For the reasons mentioned eatfier the pe1 formdnce of public enterprises caanot be |udﬁed
solely on the basis of profit criteria. Some of the pubhc enterprises were running on profit while
many others were running on losses. The over-all picture reveals that between 1960-61 and
1977-78 percentage of profit after tax to total paid-up capital and reserves has ranged between
0.2 to 4.6 per cent. Thus by the criterion of “profit after tax” the performance of the public
sector has been poor.

Table - 9.8 throws tight on the financial performance of central public enterprises. As
noted before, it 1s not appropriate to treat profit as the sole criterion of efficiency of the public
sector. The gains to employees and welfare expenditures on employees in public enterprises are
to be noted in this connection. The real emoluments per employee in the public sector went up
from Rs. 11210 in 1978-79 to Rs. [7339 in 1991-92. By 1996~ 9‘? pel capita emoluments ofpubllc
sector employees stood at: Rs 113003.

By mnp]oyment criterion also the performance Gf the public sector is praise-worthy.
Public sector employment increased from 154.84 lajghs persons in 1981 (as on 3 {st March) to
195.59 lakh persons in 1997, During the same perigd t employment i private sector increased
from 73.95 lakhs persous to 86.86 lakh persons. J . '

~ The public sector by assuming'respty of rehabilitation of sick units {Examples,
textife mills in private sector) had to bear a corbidefable burden in orderto save 1.6 iakh employees

from the spectre of unemployment. T wal responsibility explains to some extent the lower
orofitability of public sector. - '

, By the criterion of capa tMzation also, the public sector performarce is found to be
better (relative to the privamg secto¥) by some studies. The fo:elgn exchange earnings of public
enterprises also constitu@formancc mdlc‘!tm For instance the value of exports of central
public sector enterprises in ased from Rs 502 crores in 19?2 73 to Rs. 6366 crores in 1989-
50. '

Private Sectof

In a mixed economy both private sector and pub] ic sector coexml The respective %ph eres
of private and public sectors are well defined and the two sectors function in a manner that is
conducive 1o the achievement of overall deveiopment of the national economy. The private
sector is subject to various regulations and laws so that it subserves the social and economic
objectives of economic planning for development. The unregulated capitalism in the Western
Countrics during the 19th century and the first quarter of the twentieth century was found to be
suffering from several limitations and evils. The Keynesian Revolution clearly brouglt out the
role of government in ensuring stability in a capitalist economy. The 19th century Police State {in
the sense that its main function was limited to maintenance of law and order) has given way to
20th century Welfare State wherein the state plays an important regulatory and promotioned
vole i the econmic realm. The Keynesian revolution has put the last nail into the coffin of virgin-
pure capitalism. The regulated or controlled capitalism is an observable fact now.

“The private sector refers to all types of individual and corporate eaterprises, domestic
and foreign, in any field of productive activity with the intention of making a profit. The
characteristic of the private sector enterprises is that their ownership and management lies in
privatehands. The “enlightened self-interest” guides the running of private enterprises. Enterprise,
initiative and strong profit motive are the most distinguishing features of private enterprise.
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Private enterprise with the above characteristics 1s an integral part or the capitalist economic
system in general and a mixed economy in particular.

Agiculture and allied activities which accounted for nearly 40% of the domestic GNP and
nearly 65% of employment in early 1990s arc completely in the private secior. Smal! scale and
cottage industries, trading, consumer goods industries, construction eic., are some of the other
areas in which the private sector has been playing a major part. As nola,d before, the public
sector in contrast to the private sector predominates in basic, heavy and ifrastructure industries.
One important structural dimension of the private sector is the perO!ﬂlHd!h,L of the mformal or
unorganised sector within the private sector.

J.S. Papola [“Informal Sector. Concept and Policy™; The Giri Institute of Development
Studies, Lucknow, December 1979 (memeo)] listed some prominznt characteristics of the informai

sector units after explaining how difficulit it is to pricisely define informal scctor, Small size of
operations, informal structure and family ownership, use of non-modern technology, lack of

aceess to government favours (subsidies etc. ), competitive and unprotected product and labour
markets are the prominent characteristics of the mfm mal sector dentified and elaborated by
Papola.

A study of the informal sector in India has come up with the following conclusions:

o Informal sector both in terms of employment and incoms Bas been a predominant sector
of the ladian economy. In 1981 the sector accounted for 91, 1% i national employment

AR 960-61 to 198182,

12.57 per cent, the
Tha ¢conomy as a wholc
Slight declining trend of the

while the organised secior grew at an average ann
uporganised sector recorded a growth rate of 9.37 pel
recorded a higher growth rate of 11.36 per cent {di
unorganised sector.

™ While in the aggregate the above trend is ¢ je urban informal sactor bas been
growing during the period. The share of theWghan informal sector in the total income of
“the unorganised sector increased [r 15% to 43.56% during the period 1960-61 to
1981-82. '

@ While the share of wage/salary income in the case of organised sector was more than
two thirds, in the case of the unorganised sector it was less than a quarter,

form the above, it is clear that within the private sector the unorganised sector was
predominant both by income and employment criteria.
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Table-9.9 gives growth of the corporate sector.
TABLE- 99

Growth of the Corporate Sector in India

March {957 March 1996

No. of Companies 29,357 4,09.148

a) Government 74 1,210

b) Non-Government 20,283 407,938
Paid-up capital (Rs. Crores)

All Companies 1078 1,48,046

(100.0) (100.0)

Government Companies 73 72,878

(6.8) (48.7)

Non - Government Companies 1605 75,878

(93.2 _ (51.3)
Note : Figures in brackets are percentages tal pAtd-up capital
Source : Ruddar Dutt and Sundaram, Indi 1oh1y.

9.5 SUMMARY

In this unit we acquaingwwilh several dimensions of India’s industrial sector. You
have learnt about [ndia’g#MYusirial growth experience. We examined several dimensions of the
structure of the Indian ind a@’, sector: composition of output and changes in it, size of industrial
units and ownership pattern of the industrial sector.

9.6 SELF-ASSESSMENT TEST

1. Listand explain the major structural characteristics of India’s industrial sector.

2. As Industrilisation procecds in a country, the relative importance of consumer goods
industrics declines and that of capital goods industries increases. Justify this proposition
by using relevant industrial data. '

3. Conument on the structure of private sector.
4, Comment on the performance of the public sector.
5. Explain the characteristics of the informal sector.
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Table 9.1 -
INDUSTRIAL GROWTH RATE DURING VARIOUS PLAN PERIODS

Year [ndex Growth Rate Average Annual Growth
Rate During Plan Period

l 2 3 4 3

(Base : 1970 = 100) .
Third Plan 1960-61 35.8 ' -- --

1961-62 7~ 604 3.2 --
1962-03 66.1 - 9.5 --
1963-64 723 93 8§22
1964-65 78.6 8.8 --
1963-66 82.8 5.3 --

Amual Plan 1966-67 83.5 0.6 -
1967-68 843 1.2 0 2.83
1968-69 89.9 0.7

Fourth Plan 1969-70 96.8 ?.O --
1970-71  100.7 --
1971-72 1064 % 4.40
1972-73 1106 Qs 3.9 '
197374 111 g 0.8
Fifth Plan 197475 ] 15.% 32 -

1975-76 1228 6.7 --
1976-77 1344 _ 9.5 6.24
1977-78  140.0 42 -
1978-79  150.7 7.6 ' --
"~ Annoal Plan 1979-80  148.2 {-)1.6 --
Sixth Plan 1980-81 154.1 4.0 --
1981-82 1673 20 --
1982-83 1743 4.] 592
1983-84 1849 6.1 --
1084-85 1974 6.8 --




Year Index Growth Rate Average Anfiual Growth

Rate Puring Plan Pericd

I 2 3 g 5

(Base : 1980-81 = 100) |

Seventh Pian - 1985-86  142.1 8.7 -
1986-87 155.1 9.1 --
[987-88 166.4 7.3 8.5
1988-89 1809 87 - |
198990 1964 8.6 -

Annweal Plan - 1990-91 2126 83 4,15
199162 2i3.9 0.6 - ‘
1962.93 2189 2.3 e
1993-94 2320 6.0 - |

(Base : 1993-94 = 100) |

199495  108.4 g B X7
199596 1723 - 82 ' -

199697  129.1 5.56 |
{99798 1376 6.58 - '

?ﬁ’e 9.2 |

iNDEX OF INDUEQ’E‘ PRODUCTION 1960 TO 1997-98

[ndex 19&0- 00 % Change over the Previou Year
Mining Manu-  Eicetricity General Mining  Manu-  Electricity z?eneral

facturing facturing
Weight (HLA6%) (77.01%)  {11.43%) . {100.00) |
! 2 3 4 5 6 7 8 g
1960 455 382 146  36.0 - - |-
1961 479 416 16.9 393 3 8.9 15.8 ‘ 9.2
1662 524 456 19.0 43.1 04 9.6 2.4 9.7
1963 566 493 22.0 46.6 6.9 A 15.8 8.1
1964 543 S39 253 506 3.0 3 150 s
1965 599 587 278 55.3 10.3 §.9 9.9 | ‘ 9.3
1966 619 579 303 551 313 -14 90 04
1967 61.8 566 336 Sd .4 (1.2 2.2 10.9 -1.3
1968 656 594 388 7.9 6.1 53 is.5 | 6.4
1969 67.1 633 43.9 62.0 23 - 7.0 13.1 |?.i
1970 67.8  66.7 48.6 65.0 1.0 4.5 10.7 4.8




Index 1980-81 =100 : % Change over the Previous Year
Mining Manu- Electricity General Mining  Manu-  Electricity General
facturing -  facturing - '
Weight (11.46%8) (77 11%)  (11.43%)  (100.00)

] 2 3 4 5 6 7 8 9

1971 68.5  69.7 52.1 67.9 1.0 45 72 4.5
1972 712 734 56.8 719 3.9 5.3 9.0 59
1973 725 742 55.8 722 .8 1.1 1.8 0.4
1974 767 746 604 T35 5.8 0.5 8.2 1.8
1975 8.7 774 674 775 13.0 38 1.6 5.4
1976 927 869 78.0 86.9 6.9 12.3 15.7 2.1
1977 948  90.1 80.5 89.9 3 3. 32 15
1978 963 963 §9.3 96.] 1.6 6.9 10.9 6.9
1979 1007 965 439 97.2 1.6 02 5.2 1.1
1980 977 973 96.0 98.0 30 10 2.2 0.3
198081 100.0  100.0 1000 1005

1981-82 117.7 1079 102 1093 17.7 _?Om.z 9.3
1982-83 1323 1094 1165 1128 124 4 5.7 32
1983-84 147.8 1156 1254 1204 1.7 7 7.6 6.7
1084-85 1609 1248 1404 1307 8.0 12.6 3.6
1985-86 167.5 1369 1524 1421 ?‘ 9.7 5.5 87
1986-87 1779 1497 168 :.155.1Q—6.;2 93 16.2 o
1987-88 184.6 161.5 1810 4 3878 7.7 7.3
1988-89 1991 1756 1982 75 8 9.5 8.7
198090 2116 1907 2197 1964 63 2.6 10.2 5.0
1990-91 2212 20783 2368 2026 4.5 9.0 7.8 8.2
199192 2215 2062 2570 2139 061 -G £.9 0.6
199293 2237 2107 2689 2189 Lo 2.3 5.0 2.3
1993-04 2315 2235 2900 2320 A5 &) 7.4 6.0

(Base : 1993-94 = 180)

[094-95 107.6 1085 1085 1084 - - - -

1995-96 1179 1235 1173 1223 46 138 8.1 12.8
199697 1156 131.8 122, 1290 (1.9 6.7 4.0 56
1997-98% 1224 1405 130.0 1376 59 6.6 6.6 6.6

* Provisional
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TABLE-Y.4

Structure of Industrial Factory Sector : By Size ofEmployan‘t

Employment " Factories  Fmployees Gross Net value % Share

Range {Numbers . {Numberd Quiput Added Factories  Emplo- | Gross Net

{Nuinber) _ {Ks.Crore) (12s.Crore) yees | Qutpur Valge
o . Added

0-49 1073-74 49355 837340 2913 402 770 144 149 87

1979-80 74,956 [,187.660 7,485 962 78.8 155 | (43 89
1984-85 76,072 1,164.763 13417 1,752 785 148 127 84
1989-90 82,646 1,426,238 31,905 3,867 705 175 ‘ 138 89
1992-93 90,954  1,509.635 49463 5813 76.1 173 134 82

5099 197374 6911 477.460 1,563 . 229 108 82 8.0 49
11979-80  9.800° 678,207 4,001 5§7-.. 103 88 7.7 5.4
1984-85 10,480 726,578 7.481 1,113 08 92 | 71 53

198990 13,221 921688 18734 2,626 22 113 | 81 61

1992-93 14,625 1,002,616 30,985 4,208 122 115 84 60

100-199  1973-74 3,595 547,328 1,728 341 56 94 &8 7.4
1979-80 4,997  691.118 4,487 1 53 9.0 | 8.6 7.0

[984-85 4939 686,011 1,430 51 87|77 68
198090 6192 851577 2N 3,386 57 105 | 9.6 83
199293  7.172 9952 113 6,574 60 114 106 9.2

200-469  1973.74 2,388 0% 2863 621 3.7 130 (146 13.4
1979-80 2,989 5492 7.815 1378 3.0 118 hise 127

1984-85 3,1%97@,331 14,103 2.842 32 123 134 136

1989-90  3.67ANAL196.612 34708 6,532 34 147 150 151

1992-93 4234 1,279,387 56336 10.799 3.5 147 153 152

500-999 197374 963 673344 2,690 669 1.5 116 ‘13.7 14.4
1979-80 1,152 802,122 6,763 1,500 12 104 h2o 133

1984-85 1265 883348 15222 3,065 13 112 144 147

1989-90 1310 1,091,825 37,158  6.962 12 134 161 16

1992:93 1,554 1,085,527 SB465 12,545 {3 125 '159 176
1000-1999 1973-74 524 744,826 3,070 783 0.8 128 |15.7‘ 16.9
1970-80 741 1,021,032 8,034 1,769 08 133 hs54 163

1984-85 60O 843,881 15424 2,803 0.6 107 146 134

1989-90 611 979,856 38,884  7.901 0.6  12.0 169 182

1992-93 598 811,181 46,544 9426 0.5 93 2.6 132
2000-4999 (973-74 322 973485 2831 892 0.5 167 145 193
1979-80 . 399  1,179.866 7.329 1,961 0.4 154 140 180

1984-85 333 990,632 14,758 2,968 0.3 126 [40 142

198996 284 811731 26,740 6,501 0.3 100 116 150

1992-93 286 796291 41438 8800 0.2 91 112 12¢
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Employment Factories Employees Grass  Net Value % Share
range {Mumber) {Number) Ouiput Added Factories Emplo-  Gross  Nel
(Mumber) (Rs. Crore) (Rs.Crore) - 0 yegs Qutpol Value
' . Added
IS Abrve 1973-74 75 803,319 1,910 - 695 0.1 138 9.8 130
1979-80 92 1,212,814 6,344 1,947 0.1 158 121 179
1984-85 103 1,604,808 17,061 4914 0. 204 162 235
1989-90 34 863,023 20307 5398 0.1 106 88 124
1692-93 71 1,225,041 46,270 12,992 a1 141 126 182
Totai 1973-74 64,133 5820011 19.568 4.633 100.0 100.0 100.0 160.0

1979-80 95,126 7.678.271 32258 10,865 100.0 160.0 100.0 106.0
1984-85 96947 7,871,812 105,566 20,887 100.0 100.0 100.0- 100.0
1989-90 107,992 8,142,550 130,659 43,573 100,0 1000 1000 100.0
1992-93 119,494 8,705,047 368,614 71,248 100.0 100.0 100.0 100.0

TABLE 9.5
Structure of Industrial Factory Sector : By Sizg of Capital

apttal Range Facleries Empl- BEG iross MetValue ceitage Distribution
Capiial Rang Facl Empl | { & Netwat tnge Distribut

hclo- Empl- Fixed Gross Net

{Ciross Valus {(Numiber}  oyvees  Cautal Output )
: 1es ovees Capi Out- ~ Value

ol Plawal andd {nom (Rs. {Rs.

Mackinery) Crore) Croeed tal  put Added
Uplo 2.3 [GRO-00 47,332 1,212 685 440 149 06 43 - 4
1992-93 46406 1171 812 AR 135 04 30 31
A 50 FQRO-90 13168 4414 [4.0 A0 Do 29 |
1992.93 17133 408 4.4 4.7 04 235 - 1A
S0O- 100 1989-90 12188 421 840 8960 1,253 - 103 32 08 3% L‘
1992-93 4,308 431 [.076 11022 1.533 12.0 30 06 3.0 22
ing-200 198G-90 $.982 438 [.132 9 B0R 1.300 83 4011 43 3.0
1992-93  11.463 473 [.63) 14,082 1,787 9.6 54 09 3R 23
N0 - 300 1989-90 23138 RI* ) 2.381 16,911 2,448 7.7 7.3 2.2 7.3 3.6
199293 10.974 6300 3514 24,874 3294 92 75 1.8 67 4.6
S00-100.0  1989-90 3.ESG 374 2,001 12,010 1.940 2.§ 4.6 1.9 3512 4.4
1992-63 4 660 433 3307 09,386 2,880 3y 52 b7 53 4.0
1000 - 2000 [984-90 2176 433 2,496 12,630 }_.4.59 20 53 23 755 3h
1932.93 EN(RD 480 4,789 19218 3.171 2.0 58 33 3512 4.3
200.0 - 5000 1989-90 2,053 835 3,535 22,9635 4375 1. 103 32 100 100
1992.93 2865 31,988 5735 2.4 65 30 8 8.0
3000 - i[jOD.U [989-90) [, 014 64 3500 19 384 3,890 0.9 8§82 52 &5 8.9
1992-93 [.503 745 10,464 32178 6,306 1.3 86 54 87 89
100G.0-2000.0  1989-9) i62 SR8 6319 19A90 4,387 ) 7.2 59 8.3 0.0
1992-93 591 649 1i032 32857 6,516 0.7 75 37 89 g.1
2000.0-5000.0 198990 a1y 474 9631 23,052 4.677 0.3 580 9.0 100
1952.93 367 371 L4830 36,20 7,642 0.5 6.6 7.7 9.
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Capital Range Factories Cmpi- Fixed (iross NeiValine Percentage Disiribution
{Gross Value {Nember)  ovees  Capital  Ouiput Added  VFacto- Empi- I:i}if?a]-; (o Mt
of Plant and (0O (Ks. {Rs. {Rs.  ries ovees CUapi Dot~ Value
Machinery) Crored Crorey  (rorgy (b pot AdGed
SO00.0-10000.0 - 1589.00 133 286 7839 15413 3138 N 3.5 "l u.? 1z
19042-93 244 12 11691 24,6806 5,646 0.2 LR o{ .7 7
Above HOBOO.0 1989-80 ild 11eE 61,622 30,335 10,317 0.1 146 376 2080 240
1992-53 230 1.327 118,924 98445 22,893 {. Ii,?.l al.7 267 3L
Unspecificd 198990 5079 224 104 2,752 66 3.7 ThHO0F 1.2 14
1992-93 4095 307 243 2922 482 4.2 24000 0.7 0.7
Total 1089-90 1077992 8,143 106,928 230,659 43373 100G 109.0 100.0 104.6 1600
1992-93 119404 £703 {92,871 368.614 71248  16O0 D00 100.0 1060 1000
TABLE 9.6
Strusiure of Ownership of Indusirial Factory Sector : 1992-93
Vactories Fmploviment Wies Net  Produe- Emplo- Gross Net
{Mos.) Work- Emplo- per Fixed tive yments Value of Yatue
eI vees  Worker o Capital  Capilal (Rs. Ouipur  Added
{000 persons) {Rs.) s Cry (Rs Cr) Crove) (s Cry (Rs G
Public Sector T30 LT7o0 2.4 117 128,058 10431 06,333 22471
Centra! Govi 039 T 097 6R3TO 0 5261 AR.AID 1).aEs
State or Locai Govl, ) 3T dus 0. A2365 0 SR04 47340 B5i95 0 i1t
Central & Statef _
{ocal Govt Jointly [ ERREa L 2036 1874 434 4880 5074
Private Seclor 10337 4 2T TE R LILI92 15,274 M4 335 45802

Corporate 36,827 323963 102966 11.75) LE4.251 34371
Partmership 11.234 34T 3473 1961 38357 4.389
Individual Proprictosshin 9.5623 474 876 16 7635 1,106
Co-operative 24 5370 3777 3077 L0722 13,863 [ FERT
Joint Sector F 8340 247 407 30.880 i 839 06,308 1335 i FOFE 4,560
Central Gove. & ’2
Private Enterprises 888 172 236 32091 6,868 10844 935 17.09%  2.874
State andfor Local Govi. & i
Privale Enterprises Yz 119 fof 29423 3971 5,187 398 )f},STO 1,686
Unspecified 13 | ] 17.986 6 i 3 76 33
Total L19.494  g.ad8 BTFOS 25056 [92.871 255361 27.726 358.614 71,248
Percentage Shave in Total
Pubiic Sector 6.1 26.% 281 550 561 383 | 262 321
Central Govt. ' L& 115 120 26.% 268 193 ‘ 59 164
State or Local Govi. 3301350 147 27.2 222 174 0 90 14,2
Central and Siate/ :
Local Governimant JTointly L4 i4 [ 1.3 1.1 1.4 ‘ 1.3 1.3
Private Scclor 923 491 67,2 39.4 435 501 066.3 61.5
Corporate 368 414 L 3301 40.5 431 300 51.0
Partnership 397 174 la.t 1.8 P4 TE 105 6.2
individual Proprietorship 19.7 t.0 3.1 0.5 .4 b8 2.1 l.6




Co-operative 21 41 42 ' © 2.0 I3 3.9 3.8 2.7
Joint Sector 15 44 47 5.6 6.3 5.6 7.5 6.4

Central Gowvt, &

Private Eulerpriscs 0.7 2.6 2.7 3.6 4.2 34 1.6 4.0

Stale andfor Local _

Govt. and Private Enterprises 0.8 1.8 1.9 21 2.0 2.2 2.9 24
Unspecilied 0.0 B 0.0 0.0 0.0 G 0.4 S0 B
TOTAL 100,40 1000 1000 100.0 1660 1000 100.0 100.6G

TABLE 9.7
Sates-wise Net Value Added in Manunfacturing Sector : 1992-93
- (Rs. Crore at Current Prices)
Manufae-  Electie- Gas & Storage Water Al % to
turing iry Steam and Works Tndustries All
Warc and India
housing Supply
Andhra Pradesh 3.427 863 (.32 3 4.293 6.0
Assam &07 17 7 01l 830 1.2
Bihar 2632 777 1 3,434 4.8
Delhi 1,166 i 1,206 1.7
Goa Daman & Diu 233 233 4.0
Gujarat 7.027 934 30 8.038 1.3
Haryana 1.623 -7 7 Lelg 23
Himachai Pradesh 2(9 222 442 0.6
Jammu & Kashimir Ot 9 0.1
Katrnataka 3190 91 19 4,122 3.8
Kerala 1.497 202 23 1.Ri4 2.3
Madhya Pradesh 2918 983 2 2 4 3,907 5.5
Mahatasta 14.019 2126 2 29 34 16,210 228
Manipur -3 S -3 neg,
Meghalava 11 20 : 31 neg.
MNagaland __ 7 _ : 7 neg,
Orissa I.104 306 | 1471 2.0
Punjab 1.802 1.122 3 0.47 -0.17 2,927 4
Rajastan 1.639 667 0.10 -1.31 2326 3.3
Tamilanadu 6.600 702 _ 1 7,303 16.2
Tripura . i3 6 1 22 ney.
Uttarpradesh 1,951 LAY z 13 14 6.491
West Bengal 3.44] 692 .23 24 17 4,174 5.9
Andaman & Nicobar 2 -1 ol 11 neg.
Chandigarh 6 _ 3 g1 0.1
Dadra & Nagar Haveli 39 59 {1
Pondichery 144 444 0.2
All-India 38.796 12149 6! 78 M3 71,248 100.0 i 57
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UNIT -10 : PRIVATISATION

Objectives

After reading the unit, you should be able to :

- understand the meaning ol’pfivatisation ;

- analyze need for privatisation ;

- understand objectives of privatisation ;

- know different methods ofﬁl'i»'atisal'ioll ;
- getan idea of privatisation in India.

| Structure

10.1 Introd uction

10.2 Privatisation - Meaning

10.3 . Need for Privatisation

104 Objectives of Privatisation

10.5 Benefits of Privatisation _

10.6 Methods of Privatisation ' 0
10.7 Privatisation in India O

10.8 Disinvestment Commission ' :

10.9 Summary Q

10.10 Self-Assessment Test
10.11  Further Readings _ @
10.1 INTRODUCTION

The reasons for the current spurt in privatisation world-wide have been many. To outling
a few, in the aftermath of the external debt criscs of the eatly 1980s and the ensuring years of
macroeconontic stability and economic adjusiment, many developing countries found it difficult
to absorb the fiscal burden of state enterprises. The astounding economic performance of the
East Asian countries (with their heavy reliance on outward oriented policies and the private
sector) mesmerised many. There was also the major collapse of alternative models of economic

development, such as central planning in East Europe, Vietnam and China and other import
* substitution models of much of Latin America.

In addition, the rapid development of information technologies such as telecommunication,
computers, microelectronics, robotics, fibre cptics, and advanced and composite materials
intensified the competition in global markets. In this world of rapidly evolving technology, the
public enterprises failed to keep pace, as their decisions were often politicised and their response
to changing markets and technology were sluggish. Also, in many economies public enterprises
were overstaffed and depended largely on subsidies and unilateral budget transfers for financial
support. As thesc enterprises were ofien important suppliers of goods and services to the private
sector, their poor performance in turn affected the performance of private firms, particularly in
protected markets,

159




10.2 PRIVATISATION-MEANING - ]

!

Privaiisation is a new word that is rapidly coming into popuiar usage. The term *privatisation’
has been variously defined. In a limited sense privatisation refers to the transfer of public units
to the hands of private sector. But in actual practice, the expression is used in a broader context
to embrance a range of aiternatives by which state sector is exposed to market forces. The
Hiberalisation polices currently being pursued by countries around the world are interpreted as
the task of privatisation. David Herald of the University of Glasgow feels that the lerm privatisation
cludes a wide variety of measures; which are considered to roll back the ﬁublic sector. He
identified the following activities as reflective of the policy of privatisation: |

i substitution of market system of allocation for non-market systems:
it privatisation of production with or without privatising financing; and |
i denatinnalisation aad load sheddling,

DR Pendse, a noted Indian economist, refers to privatisation as any ;JI‘OCQLS which reduces
the involvement of the state or the public sector in the nations’s economic aclivites. Thus the
coneept of privatisation is understood in a broad sense to include the following:

f.  Liberalisation : Privatisation may be used in the sense ofliberaiisatil)n having fewer
controls and regulation by the state, in economic activities. This also means slov ‘ing or stopping

. . . . . . L r ! .
ol new controls and regulation and also dismantl Qe existing controls and regulation.

4. Increase in the Share of Private Sect
crifargement of the share of the private se

ceconumy. This means faster expansion of ghagé
and siowing down of preduction of go

Privatisation may relate to relative
the production of goods anj services in the
and services produced by the private sector
d services of the public sector.

3. Transfer of Ownershi rivatisation can also be used in the sense of sale of all the
snares (o the private parties so pUblic euterprises are converted into private enterprises.

There is some con @ elating to the use of terms ke ‘privatisation” ang “liberalisation’
while the tormer refers to ac ol ownership, the latter is often used to suggest change of
market structure. In practice, however, the term privatisation is issued in a much wider sense to
cover several distinct relationships between the government and the private se«l:tor such as de-
nationalisation (sale of public assets), deregulation (introduction of competition into regulated
swetors), and contracting out (franchising to private firms of state financed g{xodg and services).

In terms of policy initiative privatisation is generally conceptualised in three broad ways,

viz., greenlield privatisation; cold privatistion and divestiture. |

1. Grreenficld Privatisation |
This mode of privatisation includes the following :

i Removing barriers of entry into the private sector in any economic actividy hitherto
reserved for public sector, |

it Not allowing any new investment or new activitics on the part of the pub‘lic sector
agencics ;

i Preferential treatment being given to the private sector for increasing the|leve1 of its
activities; and

tv.  Inenterprises wheere private and public sectors have been functioning side by side,
such as the joint secior, the relative share of the private sector may he inT:reasecl.
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2. Cold Privatisation _
fn this ivpe, privatisation is achisved through the following ways:
£riie

s ks ¢

it .%HC]"L! apinnoy

10 seek financial assistance directly froma the bank/capital

i, Giving autonomy to make investinent deCisions; '
. Entering inte 2 Memorandum OF Unclerstandmor (MOU) for providing freedom to fix
" prices, output etc., _
tv.  Making subsidies expiicl'and' exhibiting an arms - length relationship; and
2 Taking recourse to corporatisation, i.e., conveiting a department enterprise into a
corporate entity to ensure dlblancmg R

3. Disinvestment or Div @Stlﬂll'!‘

Disinvistment or divestiture effected by sale or transfer of shares held by the government
directly or through its agencies In enterprises to the private sector. When a loss-making enterprise
is turned over to the private sector because the government can no ionge,l support and sustain it,
this can be mmcd ‘distressed perdtISatIOH

10.3NEED FOR PRIVATISATION

\

Privatisation is necessary and it is s not simply to unpl Ove Llu. @ame of pubhic sector
enterprises - though the evidence is striking that it can apehgdoes™Mmprove performance,
Privatisation’s essential contributions are to “lock in the ga ghicved earlier in reforming
pulilic ownership or in preparing a firm foi sale, to distgnce thifm from the political process,
and to inoculate it against the recurrence of the cominen eadly ailment of public enterprises:
interference by owners who have more than profj thefyminds. in practice, however, prwate
ownership tends to produce superior efficienc e of five reasons.

1. Higher Quality Management i%.ownershlp establishes a market for managers.

lcading to higher quality manageme

2. Private Enterprises are subjected to Scrutmy and Discipline : Capital markets
subject privately owned firms o greater scrutlny and dlSClpI]Ile than they do in the case of
public enterprises. Because of explicit or II‘Ilp]lCt guarantees from the state, public
enterprises can borrow capital at less than market interest rates. And they often enjoy
outright subsidies and other concessions from the state (meaning that they don’t pay their
taxes, their utility bills, their accouints payab]e to other publlc enterprises, customs duties,
or the tike). : : :

3. Fear of Closure of Inefficient Enterprises : Priﬁat_é ﬁrms are svbject to exit much
more often than public enterprises. Private firms are mare subject to bankruptey, liquidation,
hostile takeover, and closuré than public corporations. When exit is a real possibility, there
is a grater likelihood that owners and managers will take active and efficiency enhancing.
measures to avoid it : '

4,  Less Political Interference : Politicians interfere less in the affairs of private than
public ficms, Political interference is a major causé of efficiency reducing conditions in
public enterprises; it manifests itself in overstaffing, under capitalisation, inappropriate
plant location, wrong use of inputs, and many other costly acts.




. Self-Intcrested Owners : Private firms are supervised by self-interepted board
-+~ members and shareholders, rather than by disinterested bureaucrats, atfd are thus more .
 likely than public firms to use capital efficiently and to maintain it.

19.4 OBJECTIVES OF PRIVATISATION

‘The plea for privatisation of f public enterprises should not be seen as an mdependent and _
lfsolate decision by itself. It falls in the overali frame work of reduced public interventions, direct *
and indirect, in order to direct and influcnce the structure and working of the econ my. Withdrawal-
ofdue-;:t government involvement in the economy imlies a shift towards a philo sophy and belief -
that pattern of new investments and deployment of national productive resources can be left to
be determined by the market forces of demand and supply intead of the distortions which follow.
state interventions. The privatisation policy has to be accompanied by withdrawal of administrative
gpn:trots licensing and other policies which restrict free interplay of market economies.

L7 The policy towards reduced role of the State does also suggest that instead of adopting
wationial plan exercises and undertaking lar ge public outlays, the state should basically confine’
iself to its limited role of maintaining law and order, supplemented by appropriate fiscal and
tornietary policies to protect vulnerable sections or achieve well defined specific objectives.

* Therefore, while the developed countries undertook privatisation to prom| te competition,
whuch would lcad to an increase in efficiency, lower the cost, and raise the qualtty of goods and .
services, the developing countries had other major ofgjectives. First, they tried to generate new
souirces of cash flow and finance for enterprese i omestic and foreign nttrkcts. Second;
ihey tried to reduce governments’ fiscal deficit by u rivatisation revenues to retire external

and domestic debt, reducing fiscal transf ate enterprises and increasing tax revenues
through higher profits generated by privatisc¥ rprises. The following are the main objectives

of privatisation:

L. ;" To agument the governmgpmyresolrces for other developmental needs and reduce the

.+ ‘budget gap.
2, Tominimise the rg ment of funds from the budget for the inevitable capital
.+ requirements of pu hterprises. L
3. To enable an accelerated growth and diversification of the enterprise under a new

~ environment, which is not constrained by the restrictions normally imposed by public
. management and accountability.

4. ¢ To provide a more efficient management of the organisation, especially in the area of
: marketing,
5 - Torcduce the nnllldncy and tndiscipline Oft! ade unions that have some thi]CH] support

|0.5 BENEFITS OF PRIVATISATION : ‘

© According to a research study conducted by the World Bank on * Welfare Conscquences
ofS(.Ilmg Public Enterprises’, in Chile, Malaysia, Mexico, and the United Kingdbm, divestiture
enhidnced domestic and world welfare in 11 of the 12 firms analysed, mostly in utilities- the .
exception was Mexican airtines. The magnitudes of the gains were substantial : 'they averaged
26 percent of the company’s predivestiture annual sales. The following are the benefits of
pl"l\’allSdtIOH

ﬂ * Higher Investment : Privatisation results in higher investment especially where public
emlerpl ises had Joft demand unmet because of tight budgets. A striking exarple is Chile, where - -
lhe lelephonc company (CTC) doubled its capacity in the four years after divestiture. 162




2. Higher Productivity : Privatisation may also resull in higher productivity as it resulls in
improved labour-management relations and better incentives, tmproved productivity may also’
come from output diversifying in activitiles previousty unexplored, because public enterprisc
mianagers either had no incentive to pursue them, or were blocked by bureaucratic rcstra‘ii_it's: !
fror doing so. .

3, . Higher Output Prices : Another benefit of privatisation is that it results in higher Outpul'.'.‘_
prices. In case of some products manufactured by public enterprises the prices may be kept -
artificially low m relation to the scarcity valuc of resources. The priv.ate enterprises may Chargé
the prices on the base of market conditions and hence it inay result in higher output prices. ©

.Who Were the Winners and Losers?

Workers : The privatisation may result in lose to workers since some of the workers ™
maybe retrenched. On the other hand, workers also may gain sometimes because of etficient
management of the organisation. Workers as participants in the equity of divested finms made -
substantial gams in the United Kingdom’s National Freight, Mexico’s Telmex, and Chile’ s....'_:.f-
Electricity Distribution Company, Enersis.

Consumers : Consumers may get more benefit, but may not be so all the times. In the. .
mzijority of cases, consumers were better off alter divestiture-thanks to competition and effective o
regulation. In certain cases, however. consumers as a group ended ugworse off. For example, .-
consumers of telecommunication services in Mexico now pay fjehelprices because tariffs

“were previously 0o low to cover costs and allow for expansion. ENYREIS of Chile is a special _
casc After divestiture, the company reduced theft of clectriity $grificantly, which hurt those ™ .
who got free power, but allowed lower prices to paying con

_ Multinational Organisations : MultinationA,8®anisations may do well and in the 3
same way national Ot"Q:dl‘.IISElllUI'IS also may get ben ut oBprivatisation. Multinational companics,
according to the survey of the World Bank, pro m divestiture in al! but onc of the cases N
where they were involved (Mexicana aj 1e exception), But they were not the only. -
winners- national economics gained as v cause these investors brought in much-needed -
fresh capital to meet excess demand and gro¥Wth. This is true, for example, in Mexico’s Telmex
and Chile’s CTC

5 0%

. Investors : Privatisation may also result in higher returns to the investors and also the .
m,liels i.e., Governments. For examplc, investors, including may small shareholders in the United -
Kingdom and participants in pension funds in Chile, came out ahead in every case exccpt; '
Mexicana Airlines. But so did goveritiments in the majority of cases-meaning that the Treasury
received more after divestiture in sale proceeds and the discounted stream of taxes than'it.
would have received in dividends and taxes. had public ownership continued. Only in few cases™ " -

did governments lose and there also only by small amounts.

Actlvm A

Do you feel privatisation 1s the answer for the failure of public enterprises?




Activity B :
State the winners and Josers of privatisation,

10.6 METHODS OF PRIVATISATION

As we can notice from the for egoing dtscu=;5|0n even a smlple atterapt
towards liberslisation of the State’s regulation and control i is interpreted as privat

the following methods are used for the jpr ivatisation of public enferprises :
i.  Liquidation. | S ' o

i, Transfer of ownership or dwcshtu! e,
i,  Leasingor umplo»ee buy out.

Transfer of management to private sector. -

v

V. Contracting out NS
vi.. Fragmentation. o o '
vii.  Other methods. o |

i. Liguidation : § .
Liguidation is simple
Technicaily speaking, it
private hands, As such,
However, this is discussed
financial and social consequences, governments are reluctant to let big firms c!
being considered by the governments only when there is no other way and thi¢
the fiscal drain, administrative demands and waste ofpotenttally pr odu( tive

2. Transfer of Ownership :

In fact, privatisation is ullderstood many a time, in this manner. It {
diversiiture. This involves the denationalisation and transfer of owner ship to ti
Both developed and developmg countries during their carly programmes resor

rivatisation. As early as in 1990s Japanese Governinent seets to have sold
including 52 factories, 10 mines and 3 shipyards to tiie private sector. By 1987, the
- had raised nearly 21 billion through privatisation of public enterprises. Of thi
cent was due to the salc of eight enterprises. Among the developing nations, b
1980, Chilean Government sold some 130 state enterprises, with a value o

miilion. Besides, more than 250 enterprises (nationalised between 1971 and 197

to their former owners. Similariy, Pakistan denationalised some 2000 rice, flour

whilc Bangladesh returned 35 Jute and 23 Textile mills to the private sector _
sir 3,975 public

survey in 1987 of privatisation programme in 28 LDCs showed that of th
enterprises, 35 were liguidated, 102 were closed and 85 were sold {fully or
were leased or their management contracted out. Thus ownershlp transfer se
the most favoured means of privatisation:

pithe government
isation. Generally,

reducing the burden of non-viable public enterprieses.
not ifvolve any transfer of the undertaking or mapagement into the -
ation as ene of the forms of privatisation may be misieading.
one of the alternatives of privatisation. In practi¢

e, because of the
ose. This is, thus,
'y want to reduce
SSOUICES.

s also known as
¢ private parties.
ed to this form of
many state firms
UK Government
s amount, 80 per
etween 1974 and
F more than 500
3} were returned
and cotton milis,

According to a

partially) and 45
2ms to be one of
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The form which ownership transfer can take has profound unplications for the methods
and procedures which will be appropriate. Usually ownership transfer might take one of the
following forms

i. Sale of the existing public enterprise as a single unit ;
ii. Salc of existing public enterprise, having first dismantled it into component parts;
. Sale of shares to the public.

In case of the transfer of ownership, the government in question is required to undergo a
hazardeous process by way of securing the legislative consent, preparing the public enterprise
for disposal and decide about the objectives of the overall privatisation and the mechanics of
disposal,

It is not just erough, if the government decides to transfer the ownership. There must be
people to acquire the control. Many of the privatisation proposals of the less developed countries
are facing rough weather because of the absence of a strong capital market. Public companies
are often large and domestic investors may not able to raise enough resources to buy them. Or
the other hand, selting targe public units to those feel.oligop(‘r]is’[‘s or monopelists who are operating
in the market, may sirengthen their hands in the market and reduce competition. This may
adversely affect the well being of the consumers.

3. Leasing or Employee Buyout :

Another way of privatisation of the public units is to lease Prise on certain terms
and conditions, The governmerit can charge some lease fee agdbe fréfrom the risk of running
the enterprise. Through this methed, the goverament can temlp y be relieved from the burden
and gain time in finding a long tetm selation to the problel Cthe enterprise. This form of
privatisation is generally preferred where privatisatios nership is net appropriaie.

¢ of¥hie controlling terest in the enlerprises
is another form of transferring public interest toWg€ prvas e hands. in countries like India, where
the employces resist the transfer of ownerglyfrom Bublic to private sector, this can be considered
a viable proposition. The management rkers may be encouraged to be owners of the
enterprise, so that their commitment may imp¥fove in the long run, In fact, leveraged management
or employee buyouts (LMBOs) are becoming common in advanced countries. The purchases
are being financed by the private and public financial institutions. More so, this alternative may
be the only choice when the public enterprise is not saleable otherwise.

Acquisition by the management and or wog

4. Transfer of Management to Private Sector or Management Contracts :

Still one mave method of privatising the pubtic umits is through the transfer of managemen:
to the private sector without transferring ownership. For providing management support, the
private sector may be compensated suitably. In India, though the eatire burden of running the
unit is not shifted to the private sector, there were practices of appointing private industrialists as
ithe chairmen and managing directors and also as Board of Directors.

A variation of this practice is to enter into manageinent contract. As the contract is an
agreement, both the government and the private sector can specify the rights and obligations of
each party, something like memorandum of understanding (MOU) and carry out the job, Depending
on the terms of the contract, the management will have full operational control over the enterprise.
This can be preferred by the Government when it has not taken a final decision over the selling
of the enterprise or it wants to wait and see the reaction of the different interested groups.
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5. Contracting Out :

Contracting out is the offering of certain activities, which were supposed to be taken up
by the government, to the private parties. Contracting is common in public works, defence and
many specialised services. In fact, in the US, the growth of privatisation has been predominantly
in the area of contracting out of public services. Urban services such as garbage collection,
sewage lreatment, solid waste disposal, public transportdtion and fire protection have been
contracted out. In India, contracting is common in respect of public works like laying of roads,
construction of dams, bridges, linking of canals etc. While most privatisation activities in the US
has so far been concerncd with routine housckeeping and infrastructure s¢rvices, the latest
trend is to privatise more sensitive areas such as health and human services and public safety.
But the contracting out of these kinds of services is conspicuous by its absence as far as
developing economies are concerned.

6. Fragmentation :

This refers to the proceeds of separating the parent entity into several units and each will
be privatised separately. For example, a holding company may be reorganised and the subsidiarics
may be made independent entities and negotiations may be held for the privatisation of each of
the subsidiaries separately. This can be considered as a choice of privatisation under the following

conditions;
i when there is no one purchaser found for selling the enterprise as a composite unit;
t when the objective is to privatise only cersgin cymponents of the unit; and
fil. when the concerned public enterprisgasg molopoly and the government thinks thart the
break up will improve competition.
7. Other Methods :

The chotee of mechanics
enterprise involved. The mett
case of smali enterpriscgemgquit

isp@sal will depend upon the nature and size of the asset or
Wi considered refate to relatively large dnterprises. In the
can be sold ihrough a placing with financtal institutions.
Alternatively. the entes 0 §r asset might be put up for auction, with the successful bidder
being the one meeting any Secificd conditions which offers the highest price. It is likely to be
peripheral asscts or subsidiaries which are divested in this way, on the basis that they would not
look sufTiciently attractive for any other method. In such cases, restructruring would be envisaged
for assets which have been neglected. Alternatively, the attraction might be the possibilities for
wtegration with the acquirer’s existing business. The possible effects upon competition would
have to be monitored carefully, selling a public enterprise to a private competitor would be
ownership transfer but might seriously reduce competition.

Activity C

Which method of privatisation you feel is preferable? Why?
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16.7 PRIVATISATION IN INDIA

There was no avowed policy of privatising public units owned either by the Central
Government or by the diverse State Government. In India, the successive Industrial Policy
Resolutions of 1948 and 1956 and later statements of 1977 and 1980 did only specify the co-
existence of public and private sectors which would work within the framework of socio-economic
policy of the state and subjected the public enterprises to learn from the dynamism of the private
sector and the private sector would be urged to embrance the social consience of the public
sector. In that process when the government found that the operation of the private sector
entities was leading to the concentration and when it wanted to acquire control over the means

of development, it used the stick of nationalisation. But there is nothing said so far as to what is

to be donc with the erring public sector viits.

New Economic Policy : Keeping in view the unprecedented economic crisis and socio-
political instability, the Government of India announced New Economic Policy on 24th July,
1991. This policy secks to drastically alter the economic scenario in our country. The industrial
policy statement emphasised the need for the regulation of the Indian public sector. The
Government through this policy reduced the number of industries reserved for the public sector
from 17 to 6. Even in these six areas private participation will be allowed selectively.

Dilemma in Privatisation : Having invested crores of rupggs, the Government is now
in a delimma of whether to close down the units or to privatise tl question of whether or
not to privatise the public units, is not a simple one to be angjyer ight. One has to consider
the problem of employees, their resistance to change, cr from political parties and the
social objectives for which the enterprises are set up. '

e Government afford to bear every

it cannot hold any longer the luxury of
running public enterprises with their massiv . The government is finding it difficult to
raise resources for meeting various w ¢ pro®rammes. True, there would be a problem of
shift in the pursued economic and mdiB olicics of the government. But such relaxations
would be necessary from the operational Point of view and one must consider the cases very
objectively. Tliere is no meaning in running these enterprisess just for the sake of employees. In
the present day context, privatisation of public units seems to be a viable operation for the states
to easen their financial and adiministrative burden.

The moot point here is what type of units should be privatised. Whether all the units that -

were incurring losses continuously for 5 to 10 years or those units whose net worth became
negative. Furthermore, should the losses be the fone criterion for privatisation? Privatisation,
cannot be a blanket measure. 1t should be necessarily selective and the government can privatise
its commercial undertakings that were incurring losses continuously. But the transfer of
promotional and development corporations cannot be thought off, even though they were incurring
losses: for the simple reason that they are established with different objectives and not for profit

alone. Similarly, the service corporations like road transport, power and water supply should not.

be transferred to the private people, since in these cases the service to society being the primary
mative. Thus, it would be better, if the policy of privatisation is applied selectively to commercial
undertakings, leaving apart the infrastructutal, developmental and service-oriented enterprises.
As in the case of nationalisation, which is a threat 1o the private sector, privatisation can be used
as a weapon to increase the efficiency of the managements and employees.
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Modalities of Privatisation

[nthe privatisation of public units the government is required to finalise certain modalities,

The following are the modalities of privatisation, p
i It would be better to identify the scope of privatisation in terms of specific units,
i. Even in identifying units for privatisation, it is better to treat privatisation as the mears to

broader objectives of social, economic and financial significance:

il.  Even when objectives are determined or predetermined and privatisation is considered
as a means, it is better to kecp privatic ation of ownership as one of the options and not the
only option, to safegurad the bargaining strength of government with the private corporate
-sector; '

iv.  In prioritising various units, it inay be better to initially identify units that are least
complicated in terms of being a natural monopoly or core sector, uniess there are broader
and more important techno-economic criteria;

V. The preparatory action should involve a clear enunciation of the objectives, provide
sufficient ﬂexibility to the comrnittee or officials to consider various packages, and ensurc
that the concerns of various stakeholders are completely assessed in determining the
implementation procedures; '

vi.  Even with regard to identifying the party to whigh the controlling interest is be translerred,
' synergy must be considered as an order to i

simply return coniro! to the exchequer:

vii.  Continuing the same legal entity has,
under the Companies Act;

vili.  The ownership transfer can take\lace by a variety of methods and over a period of
time. The payment term Iso Be varied. Flexibility is needed in determining the time
of transfer, the mode of iNisfer and amounts; ' :

ix. Indeveloping coud
house which is likel

A public issuc straight away might be difficult. Hence the business
have the controlling interst should be identified first;

o

X. The transactional arrangement would necessarily involve transfer of control but not
necessarily immediately transfer of ownership, provided some financial stake were
established through making deposits etc; and

xi.  The arrangements should invariably have penal/contingent provision lest any of the
contracting parties fails to discharge their given obligations.

Framework for Privatisation :

~ The public enterprises in India do not form a homogenous group of similar enterprises.
Their performance, market position and public purpose vary widely. These enterprises may be
classified into the following : -

i. . Public purpose served,
2. Extent of resources mobilsation
3. Financial profitabifity

Based on these three major factory, a ihree dimensional matrix is developed by the Institute
of Pubiic Enterprises, Hyderabad showing high and ow for the three components separately,
where high means obtaining a positive score in regaid to that element by an enterprise and vice-

Versa.
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The three-dimensional matrix for the pu'pnsc of arriving at the portfolio for retention is
presented in Figure -1,

Figure 1

Three Dimehtionai Matrix

Factors ' Hi gh- - Low
L. Public Purpose . I L,
2. Mobilisation of Resource of _ '
Financial Institutions H, .
3.-  Profitability H, .

It is obvious that if a state enterprise has *High” score on all the three dimenstions (H,,
H,, H,) it is a fit condidate tor being in state sector. While a state enterprise which has “Low’
score on ali three dimensions (L, L, L)) will qualify for drastic action such as closure or
privatisation. But all the enterprises do not fall into such convenient categories.

Enterprises which lall under this category are those characterised with high public purpose
and low profitability. Many enterpriscs under this category have been sei up cspecially in the
non-industrial sector like promational, trading, welare without e%n the basic procedures of
accounting or marketing and personinel management. Thery wot
they have to become commercial and not be considerad ag

Obstacles of Privatisation :

One of the greatest obstacles, the Governm
resistance from employees and political partiegeg the
many years may nol be prepared to lose theirn i
or retrenchment, since the private entrepg

e i the process of tiansfer, is the
behalf. The employees after serving for
e status. Some fear about the displacement
vy try to prune the size of the undertaking and
labour force on econoimic greunds. OF , the fears of the employees are genaline and their

point of view also require consideration. BiN#e pertinent questions here are: Should the enterprises
be run purely for the sake of employees? Are there no alternatives Lo absorb the emplovees of
a transfereed unit in other projects or other departments ? The Government can persuade the
employees and political partics the necessity for transferring the losing concerns. It can assure
the employees that they would be asborded in enterprises or in the government departments.

But there 1s no point in waiting simply for the cause of employecs and spending crores of rupees

for no benefit to the society.

Ancther point which should be considered in the process of privatisation is the objectives
for which they are established. in fact, pubiic enterprises have been set up with multiple social
objeciives and not for profit alone. Pubiic enterprises have been cxpected to act as model
employers, mitigate unemployment, achieve balanced regional development and check
concentration of economic power. In case of promotional institutions and service corporations,
the provision of social benefits can over ride the profit objectives. But a commercial estzblishment
promoted by the government, in addition to the social objectives, should earn adequate rate of
return. If a commercial enterprise incurs losses continuously and becomes a burden to the
society, there is no meaning in its continuance under the guise of the social objectives. Instead of
wasting public resources in the running of these non-per fm wers, they may be closed or i]dlhr(.,[‘] gl
to the private sector. ' :
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' The Disinvestment Commission was set up by Central Government ivi 1996 under the
Chairmanship of distinguished civil servant Sri Ramakrishna, The main objectives of setfing up
the Commission were to piepare an overall lorig-term disinvestiment programme for public séctor -
undertakings (PSUs) refeired 1o the Commission, determine the extent of disinvestmen, select
financial advisors to facilitate the disinvestment process; arid advise the: government on possible

capital restructuring to ensiire maximum realisation through disinvestment. =~ - o
_lnit’ia_l,lj{,___th_d govermment referred 40 PSUs to the Commission. Subsequently, some PSUs

have been added while some have been withdrawn. So far, the Commission has made
recommendations for 53 PSUs. Out of these, the government is yet to take a decision in 30
caSes. Of the 33 cases of strategic sale recommended by the Commission, a decisiot is awaited
in 23 cases. Wheré decisions have been taken, implementation has been very.slow. Recently,

the Governmient took 4 decision of disinvesting 74 per cent of equity in Modéin Foods i favour

of Hindustati Lever Limited in addition to thé décision of disinvesting upto 51 per cent in‘case of

ndian Air Lities and National Fertiliser Limited.
Activity-D. .
< "EXP_f:aiil"!'he'ﬁ_'arile work for privatisation of public efiterprises, - -

. . Privatisationis ong of e “buzz words’ today. This unit is devoted is discuss the meaning

- of the term “Privatization’ and also the need for privatization. What are the objectives with

~ which privatization was initiated, its merits and obstacles to privatization wete discussed i this

unit. Privatization may be in the form of liquidation, transfer of ownership, léasing or employee

buyout, transfer of management to private sector, contracing out or frogmenaion - which are
ketown as different nicthods of privatization. These methods were also explained in this unit,

16.10 SELF-ASSESSMENT TEST

_st. Define Privatisation. How do you differentiate between liberalisation and privatisation?
2. - Explainthe objectives and the néed for privatisation of Public Enterprises with paiticular
reference to india. L o T e
3., Whatare the measures of privatisation? Which method is preferable for lifi_ifai_iéatibﬁ""'
~ of public enterprises in India? Why? o : SR
4, . Statethe mddalities of privatisation.

5. - How doyou overcome the obstacles of privatisation in India? -

"_1?0 :
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UNIT-11 : SMALL BUSINESS |

OhjeC'tii’es ' |
This vait will help you to study: ' o ' : |
- the characteristics of small business enterprises; |
- definitional aspects of small business enterprises i India;
- policy developments pertaining to small business since independence; ‘
- organisational infrastructure evolved over a period of time, te promote ﬁ'mail wdustry;
- protective policies and incentives currently applicable to smail industry;
- growth and problems of small business; and ‘

-recent policy initiatives taken by the Government.

Stracture

111 Introduction

12 Smalt Business : Definition ' ‘
113 Policy Relating to Smali Scale Sector : |
4 Organisational Infrastructure for Small IndSgrgPromaetion - ' ‘
115 Protective Policies and Incentive *@ for Small Tadustry

i1.6 Small Scale industey @ Growtlpde Perf®fmance ' |
117 Conatraints and Prohiems of St 1dustry ‘
1i.8 Suwmmary

11.8 Sedf - Assessmey

1110 Further Keadings

11.1 INTRODUCTION

Small business plays a significant role in industviatised as well as indl.ista'ial.lsing countries,
In industrialised countries it includes small scale manufaciuring as well as business l¢s‘.‘ablishments.
In industnahising countries ltke India, small business is indentified with, wha is coipmonly knowi
s, smail scale industry, |

Small business atiracts the zitenlion of Policy Makers for exclusive promotion all over
the world, particularly in industrialising countries because it bestows on #i ccpnomy several
benefits, A smalil business entorprise |

- is retatively labour intensive and this hus implications for equity

-igflexible

- has short-gestation period |

- absorbs skilled as well as unskilled labour |
-~ requires less capital to start a unit |

- factlitates decentralised industrialisation |

- promotes entrepreneurship |

~¥
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- enables technological experiments and innovations.

These features of small business have prompted both industrialised and industrialising
countries to formulate exclusive programmes for small industry promotion. In general, the
promotional thrust on small business comprises the following :

1. Exclusive laws to define and promote small business

2. Separate apex administrative machinery with regional and sub-regicnal cenires
3. Indusirial ex{ensi.on and advisory services

4, Technical services and inputs

3. lFinancial institutions

6. Fiscal incentives

7. Entrepreneurship development institutes

8. Marketing networks

9. Industrial estates, etc,

Though these form the broad contents of smal! business development strategy across the
world, the relative emphasis varies from one country to another While industrialised countries
encourage competitive growth ol smal! business, in developing countries emphasis is laid on its
quantitative growth in a protective environment. Ameng the develomgig countries, India has a
unique place in small business promotion because of'its long standing and§omprehensive policies
and programmes to protect and promote smali busincss.

11.2 SMALL BUSINESS : DEFINITION

Lanka and Nepal define small industry ns of onby investment. Japan and Bangladesh
define small industry in terms of both em nient and investment. In Mexico, it is defined in
terms of employment and sales, Malaysia, South Korea and United Staies define a siall enterprise
in terms of only employment. '

in India, small business sector is nothing but SSI Sector and a untt is defined in terms of
investment in plant and machinery. The SSI sector, as of now, covers a wide range of enterprises
with diverse characteristics :

1. Small Scale Tndustrial Undertakings
2. Ancillary Industrial Undertakings
3. Tiny Enterprises

in addition, they also cover Small Scale Service/Business Enterprises (SSSBEs) and
Women Enterprises.

Initially, a small industry unit and an ancillary unit were def'ned both in terms of employiment
and gross fixed capital (Table-11.1). in 1960, the employment criterion was dropped on the
ground that it acts as a disincentive for small industry to generate employment and discriminates
against labour-intensive industries. Since then, definition of small industry has been confined to
investment alone. fn 19460, the criterion was also changed from gross fixed capital to investment
in plant and machinery. However, the iavestinent limit on plant and machinery has been increased,
from time to time, on two counis: { | + To compensate for the rise in the prices of capital eqmpments 173
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ducto inflation, and (2) To facilitate modernisation.

In 1977, the concept of tiny unit was introduced and was defined in term
(in plant and machinery} up to Rs. 1.00 lakh. The investment iimit was ¢cnhan
lakh in 1980, Rs. 5.00 lakh in 1990 and Rs. 25.00 lakh in 1997, The investment li
to a Small Scale Service/Business Enterprise (SSSBE).

A small industry unit is currently defined in terms of investment in plant

5 of investiment
ced to Rs. 2.00
mit also applies

and machinery

not exceeding Rs. 3.00 crore. An ancillary unit is defined as one which caters not more than 50

percent of its production or services to one or morc other industrial undertaki
tnvestment in plant and machinery does not exceed Rs. 3.00 crore..

If in any of the small scale/ancillary/tiny/SSSBE unit, one or more womel
have more than 51 percent financial holding, it will be known as a women entet

Table-11.1
Small-Scale Industry : Definitional Changes

ngs and whose

) entrepreneurs

prise,

Period S8l Ancillary Emgployment Criterion
1955 [nvestment in fixed Investment in fixed Upto 50 worj:ers if
capital upto Rs. 0.5 capital upto Rs. 0.5 using power and upto
million million 100 workers if not using
power
1960 [nvestmentin plantand  Invesgygent iM#intand  Employment criterion
machinery upto Rs. 0.5 macupto Rs. 0.5  dropped
million (original value) milliohd@figinal value)
1966 Rs. 0.75 million %0 LI 17e E———
1975 Rs. 1.00 million '%RS. 1.50million oo
1980 Rs. 2.00millio Rs. 250 million  cemmeeme
1985 Rs.3.50 millio@ Rs.4.50 million ~  —ecrmmeeeeee
1990 Rs. 6.00 million Rs. 7.50 million ~ —=scmemes
1997 Rs.300million - Rs.30.0million  —ccecmmeeee

Rs. 30.0 million Rs, 30.0 million

Source : Bala Subrahmanya, M.H: “Shifts in India’s Small Industry Policy”, Sr
~ Development, London, Vol 9, 1, March 1998, p-37

1a}l Enterprise

11.3 POLICY RELATING TO SMALL SCALE SECTOR

Smalt scale industry (SSI) has been given due recognition by the Policy N
in all successive industrial policies since independence. The Industrial Policy Re
1948 underlined the role that small industry can play in generating employment ¢
growing population with scarce capital resources and under developed infrastrug

“only utilise local resources and absorb local unskilled labour but more importar
sufficiency in respect of essential consumer geods like food, clothing and agricultus

At the time of India’s independence (1947), small scale sector was large
cottage and village industries. It is to promote different segments of small scale seq
as well as modern, that Government of India established six exclusive boards i
the first five year plan: All India Khadi and Viltage industries Board, All India Ha
All India Handicrafts Board, Sericulture Board, Coir Board and Small Scale In

L

ustries Board ].74

dakers in India

solution (IPR}

o the large and

ture. Theynot
tly enable self
al equipments.

ly confined to
tor, traditional
the course of
dloom Board,



(SSIB). The role of Small Scale Industries Board is to promote modern small industry whereas
the rest are for promoting traditiona! industries.

The main requirements of small scale industries during this period, were transformation
from traditiona! methods of production to modern techstiques, use of better equipment, machinery
and processes, guidance on economic prospects of new and old-product lines, requisite technical
know-how, provision of adequate credit at reasonable interest, suitable factory space at reasonable
rents and lastly, protection from large scale sector till such time the small scale industries have
grown into a viable dynamic and modern sctor of industry in the country. In the first phase of
small industry development, the accent was, therefore, faid on providing a favourable climate
conducive for setting up of new units as well as for modernisation of existing small industry
units. Besides. during the first five year plan, the programme of small industry development was
conceived mainly to protect the sector [rom the competition of large scale sector, by providing
subsidies and preferential excise duties (o small scale sector and imposing restriction on large
scale units. ‘

Towards these objectives, the Government set up the Village and Small Industries (VS1)
Committee under the chairmanship ol D.G. Karve to prepare a scheme, industry-wise and state
wise, for the development of village and small industries. The objectives of the scheme were :
{I'ybulk ofthe increased production in consumer goods should be provided by VSI; (2) employment
provided by these industries should progressively increase; and (3) production and marketing of
these industries should be organised on co-operative lines. The Commitice suggesed, among
others: (1) a scheme of concessions and benefits, and (2) reservation of produlg for manufacturing
in the small industry sector. These recommendations led to the impleMgnigtion of a series of
protective measures for small industry growth in the second and thyrthgve year plans: rescrvation
of items {or exclusive manufacturing in SSI, reservation of excli urchasing by the public
sector. price preferences, excise duty concessions, concesgi nce ete.

During this period, Government of India also invjted a ¥am of Ford Foundation Experts to
submit a report for small industry development. Ba he Ford Foundation Team’s report, a
new policy orientation was given to the small scale seclgr and a positive programme of assisiance
to small scale industries was formulated 1o ¢ @ hem to stand on their own and teo strive for
continuous improvement in productivity and magg€ement. This shift in the emphasis called for
an effective countrywide “industrial extension scrvice”. It was towards this end that all India
Small Scale Industries Board was consituted as an advisory body at the national level to indicate
policies for the development of small scale industries. Further, the office of the Development
Commissioner (Small Scale Industrics) (also known as SIDO) was established in 1954 to
coordinate and execute the policies of the Government of India. Under this organisation, fous
regional institutes calied Small Industries Service Institute (SISI) were set up to provide consultancy
and extension services to small industry units.

In the course of time, 28 SISIs, 30 branches, 38 extension centres, workshops and
laboratories were established across the country.

The National Small [ndustries Corporation (NSIC) was set up in, 1955 to supply machinery
and equipment on hire purchase basis so as to facilitate modernisation of plant zind equipment in
small industry units. The NSIC was also charged with the responsibility of rendering marketing
assistance and procurement of Govermnent orders for smail scaie industries,

The period also saw the Jaunching of Industrial Estates Programme in 1933, The Industrial
Estates Programme had two objectives : (1) Promotion of modern smal industry through provision
of infrastructural facilitics and economic incentives, and (2) Dispersal of industries away from
metropolitan cities through suitable location of industrial estates in rural and semi-urban centres.
An industrial estate is defined as a group of factorics constructed on an economic scale in
suitable sites with facilities of water, transport, electricity, steam, bank, post office, canteen, |75
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watch and ward and first aid and provided with special arrangements for technical guidance and
coimgmon service facilitics. The programme gained momentuim in the second and third five year
plans. ' ’

Flus, in the first five year plan, strong foundation was laid down for the subsequent
development of country wide institutional network for the overall promotion of small industry.

The beginning of the second five year plan coincided with the anmouncement of the
Industrial Policy Resolution {IPR) in April 1956. The Iidustriat Policy Resolution, 1956 once
again emphasised the need for promoting small scale industries, (which remained unaltered in
the four successive five year plans) with the following objectives :

(i} o provide employment opportunity for labour, technical skitls, as wel] as local enterprises
atrelativety small capital cost, '

(i} tomobilise un-tapped resources of capital and skill that may otherwisrz remain unutilised,

(it} tomeet the substantial part of increased denvand for consurmer goodsand simple product
goods, and '

{iv}  toensure more equitable distribution of national income through diffiision of productive
industrial activities in large number of hands and counteract tendency topvards concentration
ol economic power by widening opportunities for new and smalt entants.

s sector outside the
\Jiportance of modernisgtion and technology

The Industrial Policy Resolution. 1956 kept the entire small industr;
purview of indusirial licensing. it also underiined th
upgradation for small industry development,

g laid exclusive thrust on the ¢ffective promotion
¢d in rural areas and small towns. “Ttis the policy
roduced by small and cottage industrics must only be
xclusively reserved for small industry was significantly
thah 300 items. .

The Industrial Policy Statement o
of cottage and small industries widely dishgrs
of the government ihat whatever cs
so produced”. The st of industries
expanded from 130 items ¢

To take away the focalBgint of develoopment of smail and cottage industries from big
e district head quarters, the policy recormmended the setting up of
Geal with the all round requirements of smalt and village indursties.
s agency is called District Industries Centre (D.1.C). The D.I.C, programme was launched
in 1978, '

The Industrial Policy Statement of 1980 laid guidelines for strengthening the existing
facilities for credit,technology upgradation and supply of critical raw materials.

inJuly 1991, the Government of India announced the New Industrial Pe licy which marked
the beginnig of cconomic reforms in India, The policy almost ebolished industrial licensing,
removed restrictions on size and eased the inflow of foreign capital and technolojgy. Simudlaneously.
taritl and son-tariff barriets on imports of raw materials, intermediates and | apital goods were
drastically scaled down. This was soon followed by the anncuncement of an (fxc]usive industrial -
policy for small industy. Tili then, industrial policy for small Industry was a part and parcel of the
General Industrial Policy of the country. The Small industry Policy 1991 contained several
significant features which indicated that the priority of the Government hereafter, will be to
promote competitiveness rather than protect smalf industry. ;
& The primary objective of the Small Scaie Industrial Policy during the | 0s would be to

impert more vitality and growth impetus.

® The small scale sector (excluding tiny units} would be entitled to OIICTime benefits
(such as preference in land allocation/power connection, access to varip_us facilities, etc.)
I
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& Fmpnabas to shift hom subb:d;sedkhmp eiedlt 10 adegquaie cr edit.

® 10 enable aceess to capital market and encourage m "tdt,l'l‘iSdthl‘. and technology
o8, equily part iu,;almn upm 24 pueem itvan $STunit by a large domestic/foreign
entprise is *iio\&u? :

®  Toovercome the problem of detayed payments by large enierprises; “factoriug scrvice™
10 be introduced through Small [nd’ustrie% Developn'lent Bank of india (STDB1.

® - A Technology Dev elopmenl Cell (TDC‘ 1o be sel up to prt‘)\r:d&, technology inputs to
improve productivity and LOIII})L[II]VLHE‘SS

® Marketing Ofm'iS'a cons umpt:on items tthl.i"h LOITIIHUII brand names by National Small

_|nduatr.!es Corporation (N")I( ).

@ [ndustry associations to be en«,ouaag_,ed to set up sub eontl dctmg exr:h'mﬂc 5, SOMUNoN
restm::, facility centres, and technology information eentrcs

. Premier institutes like lTs will be involved to serve as technology infor matmn design
“and development eenrles in their leepeelwe aleas '

Thus, smal industry h'lb incr easmoly attracted the auel tion of pol icy makers of the country
since independence. Altthe industriai policies. have recognised the role and importance of srati
industry in Indian economic development. However, the Smali indu
departure from the past because it lays more thrust on promoting sn

‘rather than protecting small industry growth, in the period of egggomi

11.4 ORGANISATIONAL INFRASTRUC FOR SMALL
~ INDUSTRY PROMOTION

iad network for the p[‘OIT!DtIOll of small
s fr oI national to regional/state and sub-
tive is to cater to the diversified needs of smali
, marketing and purchase, rescarch and training,

¥

india has developed a comprehensive org
industry, over a period of time. The newtyyonk
regtonat/district/cluster levels (Box 1). T
industry such as technical inputs and technol
entreprencurship and management, finance, etc. .

1. Policy Formulation & lmplementation :

The Government of lnd:a has reeently formed a qepalate Ministry for Small Seale Industries
headed by a Union Minister of State. Within the mm:stry there is the Development Commission
for Small Scale [ndustl_‘, \DL-SSI) or Small Industries Development Organisation (SIDO).

SIDO is the premier Gover, nn"lenlmbamsanon for Formuhlmg, co-ordinating and monitoring
the policics and programmes for the promotion and dévelopment of small industries in the country.
SIDO has close contacts with all the Central Ministries, Planning Commission, State Government,
Financial Institutions, Voluntary Organisations and other agencies related 1o small scale industries.

At the state level, Directorate of Industries is the: apex body for formu!atmq, eoordmdtlm
and implementing various programmes for small. industry development. At the district level. the
District Industries Centr es (DICs) co-ordinate and implement policies and programmes of the
Government. They are also meant for providing different services and support to small scale
entrepreneurs under a single roof. As of now. about 430 D.1.Cs are in existence -across the
country. DiCs ai‘ejointiy_spensm‘ecl by the Central and S_té}_tf_: Government.

v Policy 1991 mavks a




BOX-1
Organisational Network and Services for Small Industq‘* o

sl Activity Natigual Level State Level Districi/Claster

RER ' Level

] Policy Formulation/  Development Directorate of = - District Industries
Co-ordination/ Commission for SSI  Industries Centre
[mplementation {DCSSI also Known :

as Small Industries
Development
Organisation(S1D0O) |

2 Technical lnputs,  SIDO - Small Industries SIS} Branches and
fnformation and -Laghu Udyog -~ - Services Institutes ~ Extension Centres
Services Samachar (SISI) and Its

branches _
- State Small Indu-
stries Develpment
Corporations(SIDCs)

3. Ttechnology Upgra-  Technology Deve- - SISIs and branches - SISIs, Extension
dation and lopment Cell (TDC) - State Centres for  Cenltres
Modeenisation of SIDO inology upgrad- - State Bank of

i0 lndit

4, Information on Technology Buped, Siate Centres for -

Foreign Technology  for Small Eme Technology upgrad-
and Facilitating (TBSE) ation

Technology Trans- v

fer

5. Commercialisation N@éﬂcseamh ----------
of Indigenous R&D evelpment Cor-

%aﬁon (NRDC) _

6. Marketing Machi- ational Small - SISIs - SI81s, Extension
nery on Hire purc-  Industries Corp- - State Small Indu-  Cengres
hase, Imported Raw  oration (NSIC) stries Marketing
Materials etc. Corporations

7. Finance

3. Entrepreneurship

9. Training

Small Industries

Development Bank
India {SIDBI}

National Institute of
Entrepreneurship &
Small Business
Development
(NIESBUD)

National Institute of
Small Industries
Extension Training
(NISIET)

- SIBBI Branches
- State Financial
Corporations(SFCs)

- SIDBI Branches
in $SI clusters
- Bank branches in

" Districts

State Entrepreneur-
ship Development
Institutes

SSIFonncentraired

- SFC Branches

Source ; From Official Sources

R
L e e ——

178



2. Techinical Inputs & Services :

SIDO has a network of institutions to provide a comprehensive range of facilities and
services including consultancy in techno-economic managerial aspects, common testing centres,

technical inputs, ete. This is mainly done through Small [ndustries Service Institutes, their branches

and extension centres, [leld testing centres, ete. SIDO also publishes a journal - Laghu Lidyog
Samachar - to disseminate information on various aspects and policies related to small industry.

SIDO has 28 Small Industries Service [nstitutes (SISIs), 530 branch institutes, 37 extension

centres, 19 field testing centres, four regional testing centres and two footwear traiaing centres.
SISls, branches and extension centres provide the following services :

@ technical and managerial consultancy to existing and potential small entrepreneurs
training programmes on technical and managerial issues

echno-economic .surveys to identify new industrial opportunities

entrepreneurship development programmes to motivate new entrepreneurs

e © -+ @

common facility services and vocational 1ram|ng, in workshops and through mobile
demonstration vans

¢ preparation of reports for moderaisation of SSI units in select industries, etc,

3. Techirology Upgradation & Modermsatlon :

Technology upgradation and modernisation of smallj
in the 1950’s, it assumed greater significance since the 8§
economic reforms in 1991, SIDBQO has launched and iy
specific and cluster specific modernisation progranu
exclusive Small industry Policy in 1991, a Te evelopment Cell was set up in SIDO.
At the state level, states like Karnataka and adu have set up Centre for Technology
Upgradation in small industry. At'the clugeeg leve®State Bank of India in addition to SISI, work
for technology upgradation in SSI. -

try hias been emphasised as far
ecially after the launching of
(B through SISt network - industry
he 80s. But with the introdution of

4. Information on Foreign Technology and Technology Transfer :

Technelogy Bureau for Small Entelprlses (TBSE) - jointly promoted by the United
Nations Asian Pacific Centre for Transfer of Technology (APCTT) and Small Industries
Development Bank India (SIDBY) is an endeavour to bridge the technology gap. The problems
faced by small enterprises particularly in accessing technology and enhancing competitivensess
have been considereble, Lack of familiarity with new options and inability in accessing them
hecessitated a form where small enterprises can tap opportunities at the global ievel for acquisition
of technology. TBSE provides such a platform, among others. The Bureau provides information
on technology options available from ditferent countries and means of accessing them.

At the state level, State Centre of Technology Upgradahon also performs the same
function.

5. Commercialisation of Indigenous Technologies :

The Council of Scientific & Industrial Research (CSIR) through its network of Taboratories
carries out research activities. Those research outputs which are suitable for small scale
production are commercialised by the National Research Development Corporation (NRDC).
NRDC publicises these commercialised technologies among smalt entrepreneurs through seminars
and exhititions, through SISIs and other government agencies, in addition to their own publications.
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6. Marketing : o B o ‘

National Small Industries Corporation (NSIC) supplies machinery (both indigenous and
imported) on hire purchase basis and assists small industry units in getting 1& greater share of
Government purchase. More recently, it has taken initiative to help small entrepreneurs to exhibit
their products in international exhibitions as well as to mmkel small industry products in the
domestic market under common brand nares.

Atihe state level, several state gove1 iments have establlshed smail industries marketing
“corperations. In addition, NSIC caters to the requirements of imported raw|materials of SSI
through SI'S! branches and L\[LHMOH cenlres.

7. Finance :

Smatl Industries Development Bank of India (SIDBI) is the premier financial institution
meant for smal] industry. SIDBI provides ditect as well as indirect financial assistance to small
industry units. SIDBI renders direct assistance for specialised marketing agencies, industrial
estates, acquisition of machinery, equity capital through soft loan schermes, modernisation scheme,
factoring service, etc. SIDBI provides indircct assistance throngh state financial corporations
and commercial banks.

SIDBL has its own network of branches in mosi states. Recently, it has Ltartecl setling up
branches in SSI clusters as well,

The concept of specialised SSEhank branches g been introduced in the fﬁll‘)s The objective
1s to provide focuseed attention and increased I8y of ¥redit 1o SSI Commercial banks have
operationalised about 400 specialised SSI brgmefics, M8stly in SSI concentrated centres/districts.

Al the state/district/cluser levels, Q ancial croporations and their branches also
assist small industries through variougigancial schemes.

¥, Entrepreneurship :

Mational [nstitute for EM€prencurship and Small Business Developnlient {NIESBUD)
co~ordinates entrepren ip development programmes organised by Ttreprencurship
development institutes o rent states i the country. The Institute organmes and conducts
iraining programimes for motivators, trainers and entrepreneurs and co-ordinates trai ning activities
of various instifutions, agencies, prepares model training syllabus for various organisations 1 gaged
i Wwaining activities, etc. :

At the state level, many State Governments has set up Entreprenetrship Development
Industries (EDIs) to train and promote first generation entreprencurs for the growth of 85!
Sector. These institutes conduct entreprencurship de‘velopment ptourammes in ditferent parts

of the respective states periodically.

9. Training :

National Institute of Small Industry Extension Training (NISIET) conducts training
progeammes in the areas of development, promotion and management of small industies including
preparation of feasibility reports, project reports, project management, training methods, etc.
The Institute’s services are used for consultancy by Central and State Government Departments,
Owpanisations, financial and other related institutions in their programmes for small industry.

Thus, India has developed an elaborate network of institutions and services to nurture,
serve and promote small scale industrial units across the country.
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11.5 PROTECTIVE POLICIES AND INCENTIVES SCHEMES
FOR SMALL INDUSTRY

In addition to the organisational network, Government of lndia have evolved a nembcer of
beneflts and concessions, over a period of time, exclusively for small industry (Box 2). These
have emerged prior to the launching of economic reforms in 1991, and have been either forzen
or relatively diluted in the 90s. However, they still provide some amount of favourable treatment
to smali industry and thereby imply some degree of protection.

Box 2

Protective Policies and Incesntives for 881

Sk No. Policy Measure Imphication
1. Demarcation through Definition Eligibility to avail all concessions, benefits and

incentives meait for 88§

2. Priority Sector Leading Ensures the flow of a cerain percentage of baik
credit to 551

3. Fiseal ncentives Wide ranging iax benefitg As a resull, low or

negligible tax paymentg

nulacturers of

4. Reservation of Hemss for Exclusive Assured market {gaSS1
Government Purchases reserved items

5. Price Preference H gquality igggmparable, 581 products are
preferred t indusiry products {even f
pric the ¥ormer are higher than that of the
taildNG 110 extent of 13 percent) for Government

oy rtine s
6. Reservation of Items for ually prevents any kind of competition from

exclusive manufacivring in 851 large scale industry since large units have to
export 50 percent of the output if obtained licence
to manufacture a reserved item

Source:  Dxtracted from Bala Subrahmanya, M.H, : “India’s Small Industry Development
Strategy in the 90s : A Review”, Sri Lankan Journal of Management, Celombo,
VolumeZ, Number 2, April - June 1997, p-151.

1. Befining Small Industry :

Small industry (as described in section 11.2) is defined and demarcated from the rest of
industry. Only units which come under the category of small scale industry, as per the Governmient
definition, arc eligible for ofticial assistance, incentives and concessions, Thus, the definition of
SS1 is fundamenta! for the protection and promotion of small industry in India.

2. Priority Sector Lending :

$S1 is inciuded under priority sector and credit provided by banks to SSI segment is
considered priotity sector lending of banks. Commercial banks arc required io lend 40 percent
of their nel bank credit Lo priority sector including SS). Further, in order to ensurc that banks do
not ignore the credit needs for smaller units among SSI, it has been stipulated that banks should
lend at Seast 40 percent of their advances to $S1 sector, to those units whose investment in plant




and machinery is upto Rs. 5 lakh, 20 percent to those units whose investment in plant and
machinery is between Rs. § lakh and Rs. 25 lakh and the remaining 40 percent to those whose

investment in plant and machinery is over Rs. 25 fakh.
3. Fiseal Concessions :

Small industry is eligible for various excinptions/concessions (n dentra[ Excise Duties,
Customs Duties, Sales Tax, etc. Many of these concessions/exemptions|are product specific.
However, under the General Excise Exemption Scheme, a large number of SSI products get full
or partial excmption on the basis of quantum of production. |

The units having turnover of less than Rs. 3 crote in the previous year are eligible for
exemption on ceucessional rate of duty in the current year on different [Lroduction slabs. Full
exemption upto Rs, 50 lakh and 5 percent advalorem on the clearances between Rs, 50 - 100
t
takh,

4. Reservation of Ltems for Government Purchase :

The scheme was introduced in 1956 with 16 items but was expanci}:d steadily from time

to time to inciude 409 items in 1984-85. Since then till December 1997 the scheme of reserving

. items of Government purchasc only from small scale industry units by Directorate General of

Supplies & Disposals (INGS&D)) covered 409 items. The scheme has been rationalised since
then and now contains only 358 items. |

ices [ products are higher than the ones offered
by medium and large scale enterprises | ntext of items reserved for (Qkovernment purchase,
price preference to the extent of 15 percBaivill be given to the products of SST over and above
the ones offered by the other b se-. The ievel of price preference is decided by the
Directorate General of Suppligs an&Disposals (DGS & D) and it dcpendsJ on the quality of 551
goods, among others. : |

6. Reservation 01'%1’01 Exclusive Mnhufacturing in SSI :

Inorder to prote®§gall industry from the competition of large enterprises, 381 units have
been given exciusive right to manufacture specific products reserved for them. The reservation
policy was inttiated in 1967 with 47 items but the list was steadily expanded titl the late 80: to
cover about 836 items. The policy acquired statutory backing under Industries Development &
Regulation (IDR} Act in 1984. Non-SSI units can produce a reserved item by obtaining an
industrial license, provided they export at least 50 percent of their producllion, However, large
enterprise can participate in marketing the reserved SSI products, wilhouﬁ any restrictions.

5. Price Preference :

As per this scheme, wherever the

In 1997, the Government of India have dereserved 15 reserved itﬁms and therefore, at
present 821 items are reserved for exclusive production in the SS1 sector. Of course, product
reservation has lost much of its significance, because import of many of thesc iters are now
permissible due to trade liberalisation. "

On the whole, as of now, though Government policy seems to emphasise the pramotion of
small industry competitiveness, the element of protection still persists.

11.6 SMALL SCALE INDUSTRY : GROWTH AND

PERFORMANCE - |
|

|
Small Scale Industry sector has emerged into a major sector of Indian economy since
independence. The growth and performance of the sector can be measured in terms of units,
employment. production, relative contribution to total industrial production, exports, etc. The S8 182




sector has registered phenomenal growth in terms of all these parameters. The figures for the
last four decades make it explicit (Table -11.2). ' ' '

Table-11.2 |
SSI Growth : Important Féétures

Period  No. of Units Production Employment Export
(in.lakh) (Rs. Crore) (Lakh No.) {Rs. Crore)
' {Current Prices) S

1966-67 2.50 NA. 18 68

1976-77 5.92 - 12400 - 50 C766

1986-87 14.62 ' 72250 108 3643

1996-97 28.57 412636 160 39249

Source : DCSSI

The performance of small scale industy in the 90s is appreciable, particularly relative to
that of large scale industry (Bar Chart : A). When large scale industry in India experienced ups
and downs in its growth in the 90s, due to competitive environment emerging from economic

liberalisation particularly in the early 90s and economic recessiogpervading world economy in
the late 90s, small industry registered consistent growth, beNg in @rms of units, employment,
output or exports (Table - 11.3)

- BARCHART N/ |
Growth Comparison of SSI Sector :%dustrial Sector (in percent)
12 ' -
- s8I @ .
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Table - 11.3 ‘
S8 Growth in the 90s

Year No. of Units At Current At Constant Employment E1L;p0rts
(Lakh Nos.) Prices Prices _ Lakh Nos. (Rs. Crore)
(Registered & (1990-91) {at Current
Unregistered) ' _ Prices)

1990-91 19.48 1,55.340 1,55,340 12530 9,664

(6.86) (9.46) 477 (26.74)

199192 20.82 1,78.699 1,60,156 129.80 13,883

' (6.88) 3.10) (3.59 (43.65)

1992-93 22.46 2,09,300 1,69,125 134.06 17.785
: (7.88) (5.60) (3.28} (28.11)

199394  23.81 2.41.648 1,81,133 139.38 25,307
{6.01) . (7.10) (397 (’42.29)
y T

1994-95 25.71 2,93,990 1,99,42 146.56 29,068
(7.98) (10. (5.15) . {14.86)

199396 2724 356213 62 ; 152,61 36,470
(5.95) 40) (4.13) (25.50)

1996-97(P) 2857 | 4, 6 K 247211 160.00 39,249

{(4.88) (11.3) (4.84) (r.ﬁl)

1997-98(P)  30.14 %ns,m 268,159 167.20 43,946
(5.5) (8.43) @5) U|t 197}

Nete : Figures in brackets indicate growth rates with reference (o the previous vear,
Saurce : DCSS]

~ Small Industry contributes abourt 40 percent of the tota industriai production of the country.
The sector has maintained a consistent growth in production both at current prices and constant
prices {at 1990-91 prices). Further, the sector has been identified as a major econommic instrument
for employment generation. Today, it is the second largest employment penerator, after agriculture
and its employment is despersed alf over the country, comprising skilled as well as unskilled
labour force.

Another significant feature of SSI performance is export conteibution. The sector has
displayed its vast capabilities consistently, even in periods of adverse circumnstdnees, in the
+ field of exports. Despite constraints such as resource crunch, technology backwardaess, growing
competition, recurring recession, £6c., the sector has increased its share in country’s total exports
from about 3 percent in 1991.92 to about 35 percent in 1997-9% (Table --11.4).
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Tahle - [1.4

Share of SSI Sctor in Ali India Exports : 1991-1998

Share of SSI-

Year SSHExports Allindia Exports

(Rs. Crore) (Rs. Crore) (")
1991-92 13,383 44,04 31.52
1992.93 7,785 53.688 31303
1993-94 25.307 69,751 36.28
1994-95 29.068 82,674 35.16
1995-96 36470 106455 14,26
1996-97 39.428 117,524 33.40
1997-08 43,946 .26.286 34.80

Source : DUSSI

Some of the export items where SS) has a signiticant share are sports goods, readymads
garments, wollen garments and knitwear, processed foods, chemical pfagucts and pharmacauticals,
teather products, marine products, plastic products, engineerin®g , ete., which comprise
non-traclitional goods and cashew kernel and casiww nut shg

liquitac, spices, ele. coveritig
Aot exporis, S8I perorimance is

guite impressive,-

Thus today, S5 seclor in India is kuown in
generation, industial production and export

1vof its coniribution to employment
forts of the country.

EMS OF SMALL INDUSTRY

11.7 CONSTRAINTS AND B
SECTOR

Though small industry sector bas grown remarkably over a period of time, the sector is
not bereft of problems and constraints. These problems and constrainis broadly, fall under
technology, finance, marketing, bureaucratic, infrasiructural, ste.

Despite the vast network of Smati Industies Sarvice lusivitures, ndustry specific product
development centres, ctc. the goods produced by small industry are, in general, said o be of
poor quality and design. Survey bassd studies of Entrepreneurship Development Institute of
india, Ahmedabad and National Council or Applied Economic Research {NCAER), New Delhi
have brought cut that S5 products lack quality and the technology in use is obsolete. This conld
be becavse, many of the technology develepment initiatives in the form of setting up the Technology
Development Cell in SIDO, Technology Bureau for Small Enterprises (TBSE), Technology
Information Centres at the state level, ete. are taken by the Government are only in the 90s. [t
may be too early to’ judgc the impact of these policies and institutions. Further, the technological
transformation of the vast small industry sector is a gigantic task. [t will require considerable
time, enorimous eftotts and resottrees on the part of the Ceatral and State Governments as well
as small industry associations.

Non-availability of adequate finance is a perennial prorlem contronting small industry,
Credit demand of smali industry can be divided into two: (1) Working capital demand, and (2)

Investment demand, The working capital requirements of small indusiry have been growing |§5




. prmcnpal and there are pg

considelabl'y due to its consistent growth. The investment demand of small industry has several _
dimensions: (1).replacement of obsolete machinery or technology upgradation and modernisation,

(2) quality improvement, (3)envir onment related investments, (4) expansion a

nd diversification,

etc. Investment demand is likely to assume greater significance, due to economic liberalisation

and the resulting competitive environment. The expanding network and respor

sibifities of Small

Industries Deve]opment Bank of India, setting up of exclusive SSI branches by.commercial
banks, etc. are recent but heartenmg developments towards meeting the ever growing credit

needs of the sector.

A small industrial unit is subject to visits by officials of various Govern
such as excise, labour, factory, poliution control, electricity, etc. round the y

ment departments
car, The apparent

objectives of these visits are to ensure that SSI entrepreneurs follow the ruids and regulations
applicable to them. But small scale entrepreneurs in the process, are subject to harassment and

disturbance. The visit of various inspectors to SSI units for law enforcement is ¢
as ‘Il15pector Rd_] and i isa major problem affectmo small industry functionis

ommonly kiown
g.

- The SSI sector also faces mfrastructula[ constraints such as shortage of power, poor

' commumcatlon network ctc. even at mdustrlal areas excluswely developed fi
lndustrlal estates " : :

AL ora combmatlon ofthese sectors have resulted in sickness in small

or them including

mdustry A small

scale mdustial unit is. conqudered sick, according to Reserve Bank of India, when:

L any of its borrowal accounts has become “dOWptful” advance, Le., pri
in respect of any of its borrowal acgounts Tas remgingfl overdue for a periad

years: and @ ' _
"accumulated cash losses to

_ 2. there is erosion in the network
percent or imore of its peak net worrh g the preceding two accounting ye
. In the case ofa tiny umt it mdy be considered sick if it satisfies the

But insuch cases, if it is diffech 51 financial particulars, a unit may be co
defauilts contmuously fo "

Slckness in small industry is growmg in terms of units as well as any
(Table1 I 3). However sick SStunitsasa percentagc of total SSI units has in

periol of one year; in the payment of interest ¢
@ t 1rregular1t1es in the operatlon of its credit fimi

nicipal or interest

wsidered sick if it
of instalments of
it with the bank.

bunt outstanding
fact, declined in

~ the 903
' Table . '1_1.5_ : Siek'n_ess in SSI ; 1991'-1-998
" Year - No.-. of Sick SSI - Bank Credit Outst:anding'-. Sick Units as % of
o .. Units (Rs. Crore) - “Total SS{ Units

1991 21472 29208 1136
'1-'99_2[__;_;-'-:- o 245575 ©3100.67 1179

1993 238176 344297 10.60

1994 256452 - 368037 10.77
1995 " 268815 3_54?.1‘5 10.45
1996 260376 319 963
1997 0 msn 360920 822

1998 220594 384344

7.25

the extent of 50"
EAT'S. o

exceeding 2 1/2 ..

above definition.
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Source:  Hasija, M.M. : “Impact of Economic Reforms on Sickness in Smali Scale -

ndustries™, Laghu Udyog Samachar, Vol. XXIII, No. 3 to 5, Oct-Dec. 1998.

Scveral measures have been taken by the Government from time to-time for detecting

stekness at the incipient stage and towards rehabilitation. To deal with the problems of co-
ordwation foxr rehabilithion of sick small scale units, State Level Inter-Institutional Committees
(SLICCs) have heen set up in all states, 1t provides a useful forum for adequate interfacing
between the State Government officials and state level institutions on the one side and the term
lending institutions and banks on the other. It closely monitors timely sanction of working capital
to units which have been provided term toans by SFCs, |111p1ementat1on of schemes for the
rehabilitation of sick units, efc. :

In addition, in recent years, the Government has initiated several new measures to

overcome the problems relating to technology, marketing and finance :

SIDBI launched Technology Development and Modernisation Fund Scheme, and Vendor
Development Schemes (to encourage SSI vendors/sub-contractors to acquire capital
equipment/technology to build up export capabilities/import subsututlon)

Towards facilitating Industry Associations and NGOs in the programme of technology
upgradation and transfer in SSI, Technology Trust Funds have been created in states with
the volvement of State Governments and Industry Associations. The contribution to
such funds is in the ratio of 50:40:10 by Centre/State and Indusgy Associations.

Testing centres by Industry Associations : The scheme of setgaip of testing centre by
Industry Association was approved during 1994-95 wj apital outlay of Rs. 1.5 crore
with aims to offer improvement, for obtaining 1SI m their products, to promote

standardisation, to provide necessary informatiggon material specification to assist in
acereditation for 1SO-9000. v“

ags of manufacturing in the SSi clusters
creating cleaner work environment, energy

A scheme to upgrade the technology and
has-been formulated. The scheme alsgy
conservation and waste minimisati

Enhancement of the limit of composite'loan : The limit of Rs. 50,000 for composite loan
has been increased to Rs. 2 lakh from September 1997, This limit has further been 1ncreascd
to Rs. 5 lakh in August 1998,

Working Capital fimit enhanced : SSL units requiring aggregate fund based working
capital limits upto Rs. 4 crore (raised rom eatlier limit of Rs. 2 crore) from the banking
system wilt be provided working capital computed on the basis of simplified procedure
and on the basis of simplified procedure and on the basis of minimum 20 percent of their
projected annual turn over.

Low interest rate to SSI units with good track recoud : With a view to moderating the
cost of credit to SST units, banks have been suggested to provide SSI units with a good
track record the benefit of lower spreads over the prime lending rate.

Export Promotion : Various schemes have been formulated to help SS1s in exporting
their products. Products of SSI exporters are displayed in international exhibitions.
Expenditure on account of space rent, handling and clearing charges, insurance and
shipment charges are met by the Government. The trade enquiries generated are widely
circulated. To acquaint exporters of the latest packaging standards, training programmes
on packaging for exports are organised in various parts of the country.

Thus, in the 90s Government of India have been mz_lking conceited efforts to tackle the
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problems and improve the competitiveness and dwmmrsm of small industry sector acress the
country. ‘

11.8 SUMMARY

Swall Scale fndustry has several features which have endeared the seztor E(& Falic
Makers in developing as well as developed countries. India has accorded a place o sivategi
significance to small industry in the industrialisation proccss of the country. Elabprate insitutions
and comprehensive policies have been formed to promote small industry, Due to its own intrinsic
strengthes and Government polizies and programmes. small industry has emerged into a major
sector over a pericd of time. Its contribution to industrial employment, production and exports
has been considerably significant. However, the sector has its own sef of constraints and problems.
In the 80, due to the competitive environment, these constraints and problems deserved special
aftention. Accordingly, Government of India has been devising schemes and programmes to
overcome these problems and enhance the competitiveness of sniali mdustry. An effective
implementation of these prograrmes will have a long lasting impact on small industry performance
i1 the future.

Y
<

i
1.9 SELF-ASSESSMENT TEST |

L. Analyse the need for premoting small businessg a country like [ndia, i the context of

its characteristics.

2, Trace the origin and evolution of indus olicy for small industry in India singe
independence.
3. Dhiscuss the organisational framdQeegk and tis functinns developed over the pariod, for

small industry promotion in

4, Examine ike dimansions

tion extended to small industry and its relevanes in the
context of economic Jigeral:? C

3. Describe the structt!
employment and expos
large industry,

growth of smail industry in the 90s with special reference to
5. Discuss the growth of sinall industry output refative to that of

6. Analyse the implications of the recent policy initiatives underiaken oy the Government
of India to facilitate the enhancement of small industry competitiveness.
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BLOCK - III : ECONOMIC POLICIES

This block discusses and takes a critical look at important econonic policies of the
Government of lndia announced from time to time during 1950s to 1990s. li covers policies and
legislations which spell regulasory and develepment roles of the government in the industrial,
banking and financial sectors. It also cncompasses certain aspects of fiscal policy traciudm;_
budgets of the union government.

The block comprises five units numbered as units 12 to 16, The 1st 2 units (12 8213) are
concerned with industrial policies and their impact on industrial structure and growth of induostries
as well as overall growth of the Indian economy. In the next 2 units (14 & 15), an attemp!t has
been made to explain monetary and fiscal pelicies which respectively deal with the RBI and
finances of the government. In discussing the industrial, monetary and fiscal policies, the focus
is on the recent policies and their implications. The last unit of the Block (unit 16) is related to
depiction of banking and financial structure of India and explaining featurcs of recent financial
sector reforms.




UNIT - 12 : INDUSTRIAL POLICIES

Objectives:
On reading this unit, you are enabled :
®  Tounderstand the need and scope of industrial policies;

4 To assimilate and appreciate the features and imperatives of important Industrial Policies
beginning from 1948;

®  Toexamineg important legislations related to industrial Policies; and

o To assess the impact of the policies on the industrial structure and growth of India.

Structure

12.1 Introduction - Source and Relevance of Industrial Policies ‘
12.2  Implicit Industrial Policy during British Raj

123 The Ist Industrial Policy Resclution of 1948 ‘
12.4  The2nd Industrial Policy of 1956

12.5 Changes in Industrial Policies - Post 1956 PerimO

12.6  Industrial Regu[atidn - Important Acts

12.7  An Assessment of the Impact of the lndu@Policies and Acts ‘
12.8  Summary ?‘

12.9 Self- Assessment Test Qs

12.10 Further Readings ‘

12.1 INTRODUCTIO% SCOPE AND RELEVANCE OF
INDUSTRIAL POLICIES

Industrial Policy in its broad sense refers to the philosophy and principles of industrial
development framework visualised by the government. It shapes industrial structure of the
country and covers procedures, rules and regulations governing location, size, ownership and
management of different types of industries. It also contains roles of public and private sector
including foreign capital and relevant aspects of fiscal, monetary and tabour policies. In brief,
industrial policy reflects concrete decisions of the government as to the way in which it proposes
and plans to regulate and develop industries, The relevance of clearly stated industtial policy is
selfevident. Without a policy, industrial structure and growth will be topsided and randpm walking,
The policy enables present and prospective industrialists {o plan their investments. As India has
been following planned development through Five Year Plans, industrial policies form components
ot the overall development plan of the country.

Before we examine important Industrial Policies, let us note their objectives. As India has
been following planned development under Five Year Plans frame, industrial policies were tailored
to achieve goals of pianning. Therefore, the main objectives of industrial policies are achieving
rapid growth, social justice and seif reliance through industrialisation.
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12.2 IMPLICIT INDUSTRIAL POLICY DURING BRITISH RAJ

You are aware that Britishers ruled India indirectly (through East India Company) and
directly for 2 centurics - 1750s to 1950s. During their rule, virtuatly there was no industrial policy
excepl laissez [aire policy. The British Government made India a colony to sub-serve the interests
of Brilain through procuring cheap raw materials from India and dumping of machine made
cheap products in the Indian markets. They killed flourishing cotlage, rural, handicrafts and
smali scale industries. It is worth to remember that before the present European countries got
industrialised, India was already industrialised. Its industrial products were in great demand and
India was farous for her exports. With the entry of Britishers, a process of de-industrialisation
began. After killing the flourishing cottage and small industries, they did not take interest in
setting up modern industries. Their aim was to export raw materials from India and facilitate
import of British manufactures. [t was only under great pressure, the British government was
frrced to permit establishiment of some consumer goods industries and mining from 1850s. India
i hus, acentury behind in re-industrialisation or modern industrialisation. Naotice that England
v 3the first country to get indusirialised among the world countries in the 1750s. Further even
t ugh in India some large industries were set up from the 1850s, none of them belonged to
b ic and core industry group, barring TISCO. This was the main reason for the slow growth
¢ :of 1.2% of GDP and 2% growth rate of industry during 1900-47. .

£ tivity - A

Explain scope and relevance of industrial policy. 0

tivity - B
What did the British Government do with'regard to industrial development of India ?

;2.3 THE FIRST INDUSTRIAL POLICY RESOLUTION, 1948

On the eve of Independence, [ndian economy remained backward, crippled, cxploited,
dependent and stagnant economy. The newly formed national government faced many problems
and many tasks were ahead. There was confusion and uncertainty among industrialists as to the
intentions of Government regarding structure and ownership of industries. To remove ambiguity,
the Government of India announced the First Industrial Policy in April 1948 which is also called
Industrial Policy Reselution. Let us note its main features.

. India adopted mixed economy setting through this policy. It means that instead of pure
socialism or capitalism, a via media or golden mean was adopted. In the mixed economy,
public and private sectors co-exist with dominance of the former.
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|
_ Industries were classified under 4 categories. In the first category 3 industries, in the

second 6 and in the third 18 industries were included. The remaining (pther than 3+6+18)
industries were included in the fourth category. While the first category industries were
reserved fully to central public sector, in the second catcgory all the new units would be
set up by the public sector. The existing units under second and thir | categories may be
nationalised. The third and fourth categories though were left to|private sector, the
government would supervise and regulate them. It was stated that in the next 10 years
irdustries would not be nationalised. After 10 years, if need arises, so’lme of the industries .
may be nationalised with due compensation.

[

I'he policy recognised the need for foreign capital in industrialising India. However,
majority interest in ownership and management in foreign collaborations should vest with

Indians. . :

12.4 THE SECOND INDUSTRIAL POLICY RESOILUTION, 1956
. : |

ok

The second industrial policy was announced in 1956 to avoid the threht of nationalisation
and L incorporate changes which occurred after 1948. The Constrtution of india was adopted in
1930 and the resolution of the ruling Congress Party *“socialistic pattern of society” was
approved by the Pachament in 1955, The Constitution stipulated directions to the statc in the
management and ownership of resources. Further, in 1951 the Industries i/-\ct was passed and
the Fiest Five Year Plan was launched setting broad goals. These chianges necessitated
announcement of Indusirial Policy in more congrete

One important feature of 1956 policyg divi®¥n of industries into3 groups or Schedules

anid defining the respective roles of pz‘i public sectors. In Scheduie ‘A’ 17 industies
weree included and in Schedule B 12, Othefthan these 17 and 12, the 1'%3maining industries
were left to the private sector includil erative sector. In the new classification of industries,
approximately schedule A’ ingugtriesncluded the former first and second :categories,, schedule
‘B the former 3rd category dufe C the former 4th category of industrics. Scheduie A
wdustries shall be exclusiye mondgoly of public sector. Schedule ‘B’ industries will be progressively
state owned. It means ¢ jle the units already established in this category would continue to
be owned by the private Segfor, all the new units would be established by the state. This is wiy
schedule ‘B is called mixed sector or public-cum-private sector. Schedule*C” industrics come
under private sector and the govermment will regulate and develop them as per the 1951 Industries

Act, _ : | :

The policy recognised the importance of private sector and!foreign capital in
industrialisation. However, participation of foreign capital would be limited and their share-
holding would be limited to maximim 40%. Further, the state took the responsibility to rapidly
industrialising [ndia. In case private sector does not come forward or not cainab]e of establishing
necessary industries, the same will be made good by the public sector. In bli‘ief, the 1956 policy
accorded supreme role to public sector viz. control over commanding heights of the Indian

SLOnomy.

: _ |
Aetivity - C |
|

Sum up the main features of 1956 Policy and intentions of the Govt|}rnment




1Z2.8 CWA'\T&FS IN ENDU%TRE’AE POLEFIE’Q POE&T 1956
O OBERIOD o . : : : '

) ofpt 5t 10‘3 dl’ld u'ﬁn 1990 June, halfa dozen tirbes industrial
pohicies were modified to suit the changing conm"'mx as well as philosophies of rulliig politioat
parties, Notwithstanding the changes, natil 1997 June, for rnaﬂmal purposes virtually the (a0
Policy continued as base. Therefore, the moduf“t,ahons and cimn[:,cs in the industrial policies will
be evpl':.wcd only briefly. '

Twirig the intervesing pes

Industrial Licensing Pollcy, 1970

The 1951 Industri ies Act e l‘!pm\ ered the union m»ernmcnt with vast powerb to regulate
industries including compulsory licensing of industries, During the course of operation of the
ticensing policy and working of lndustries Acf, many trregularities and loopholes in the Act were
noticed. They were hotly debatéd. Noting the criticism and allegations, Government appoinged
Menopaly Enquiry Commission under the chairmanship of NC Das Gupta i 1964, Lir 124
Hajari Conuniitee in 19635 (known as Industrial P!annum s and Licensing Policy Coramittas) and
Duit Committee in 1967

The latter commiitee under the »hanmanslup of Dr Subimal Dutt, which is officialiy
known as Industriaf Licensing Policy Enquiry Committee, submitted its Report in 1944 Juky.
Based on its recommendations, a new liadustrial Licensing Pnlny $ anpounsed in 970
February. An important feature of this Policy is division of industries i
Middle and Unlicensed Sectors, Basic and defense-oriented 9 grg
in the core sector. Investment of large industrial houses arf
limited to this Core sector, provided the industries do net be
sector mentioned in Schedule A of 1956 policy. Indu§{Mes
inchmm:wt i‘ormcd the Hmv 'Inwstmeut r'*zhr Tl

i rhc wnccpt of Inmt Sector rccommende withe Dutt Committee. It is argued thdt asa ﬂroud .
part of the finances of pr ivate sector flows. from  public financial institutons, the policy suggesis
that public financial institutions can convert their loans into equity. Therefore, a convertibility
clause is to be included while sanctioning financial assistance.

Industrial Licensing Palicy, 1973 :

After gap of 3 years, the 1970 Policy was amended in 1973 February. A major change in
the definition and also a major concession to MRTP companies are two important features of
this Policy. The asset requirement 16 call an industry as large house or MRTP coinpany was N
raised from Rs. 20 crores to Rs. 35 crores. The scope of Core Sector was expanded from 9 to
19 industries. A list of 19 industries, comprising Core or those which have direct nkage witi
Core industries and those having long term export poteuml was prepared. As the List was put in
Appendix I to the Policy, the industrics are known as Appendix 1 list. The MRTP and FERA
companies were aflowed to invest in these industries. The appendix tist also included low priotity
industries stich as man-madg fibres and synthetic detergents.

Janata Industrial Policy, 1977

After nearly 2 1/2 decades rule by the congress party, people gave mandate to Janata
Party inthe 1977 (March) elections. The party experimented with Rolling Plan and announced
Industrial Policy known as Janata Policy in 1977 December. As the Janata party was dominaged
by Gandhians, a distinctive feature of the new Policy is emphasis on growth of small sector. 1ts 193




—l_—*
thrust was on the development of cottage and rural industries in small towns end villages. The
policy states “whatever can be produced by small and cottage industries, must only so produced”.
To promote and develop small industries. many measures were announced. The Smiall Scale
industry (SST) sector was divided into 3 categories, of which onz is Tiiy Sector with an invesiment
in fixed capital (butlding, equipment and machinery) upto Rs. 1 lakh. Reservad list of isins to
&35 was expanded from 180 to 807 items. It was decided to set up District Industries Centies 10
provide all services and support needed by the SSI sector under single roof. It created a scparate
dspartment under IDBI to provide financial assistance. It proposed to strengthen and cnlarge
operations of KVIC, Under the policy, large scale industries are to be limited to basic industries,
wapital goods industries and high technology industries. With regard to large industrial houses, it
was stated that they should rely on their internal resources to take up new projects or expand
existing ones. The role of public sector was expanded from the production of important strategic
goods to the supply of essential consumer goods to serve as a stabilising force. As to foreign
collaborations, the policy stated that in the sectors where technological kngw-how was not
seeded, present foreign collaborations would not be rerewed. Except in the case of export
sviented and sophisticated technology areas, as a rule Indianisation would be followed i.e. majority
interest in ownership and effective control should be vested with the Indian partics.

Activity - D
Briefly sum up Janata Industrial Policy.

The Industrial Policy of 198 ; ' | |

The janata rule ended in 30ponths and o ¢ Congress Government with Inghira Gandhi as
its leader returned to poy 980. After virtually scrapping Janata policy, its own Industrial
Policy was announced in 980. lts essence was reiteration of the [PR 1956. The Policy
permiited automatic expansion to more number of industries at 5% p.a., regularisation of excess
capacity for all the industrics in Appendix I of 1973 policy and also to other |5 industries. It
stated that 100% export oriented units would be promoted. As a follow up of the 1980 Policy, in
the succeeding years (1982-87) changes were introduced by removing further controls and
testictions. The core list was further expanded permitting MRTP and FERA companies. Slowly
a sott of privatisation and liberalisation polices ushered in. These changes may ie referrcd 1o as
prelude to the New Industrial Policy of 1991 (which is discussed i Unit 13) or the first phase of
liberatisation.

12.6 INDUSTRIAL REGULATION - IMPORTANT ACTS

From the preceding review of Industrial Policies, we learnt the attitude of the governent
towards development of industries and their regulation, respective roles of public and private
sectors, promotion of certain basic industrial and SSI sector, industries opened to large industrial
houses and foreign companies, To achieve the objectives contained in the poligies, to develop
and regulate industries, from time to time the Parliament of India enacted laws. I what tollows,
some of the important acts dealing with the regulation of industries are outlined.
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Industries Act 1951 ;

‘Among the various acts governing industries, the most important piece of legislation is the
industries (Development and Regulation) Act which was passed ih October, 1951. The Act

came into operation from May 1952 In the very name of the act, the government clearly

informed that the aim ol the Act was both development and regulation and not primarily control
of industries. Notwithstanding the pious intention, it practice it was biased heavily on the regulation
and control aspects, in particular on the private sector industries. Other complementary aims of
the Act are regulation of industrial investments and production in accordance with the targets
and priorities of the Five Year Plans, protection of SSI sector, reduction in concentration of
ownership, contorl of monopolies and balanced regicnal development. ‘Yo accomplish the tasks,
the act empowercd the union government with the powerful instrument of licensing.

a)  ‘There are two parts in the Act. Whilc part one is concerned with development aspects,
part two deals with regulatory aspects through the Central Advisory Council and
Development Councils for group of industries, development of industries is sought to be
implemented. Also goverament will offer special facilities for the developmet of the
scheduled industries. '

by  The Actapplies to alt the industries included in the 1st Sciedule of the Act (initially 37
and subsequently raised to 70).

¢)  Allexisting units are to be registered within a specified perioignd new units require a '
licence before they make investment.

d) Licence is nceded not only for a new manufacturing ugft ¥ also for substantial expansion
(more than10% of the licensed capacity and since 19§6 mpre than 25% of the capacity).
Also license is needed for changing the _locatin%dto manufacture a new product.

e)  After submitting application for licence, fiagt a L§tter of Intent is issued indicating the

conditions and details to be furnished s reign collaborations, import intensity of
investment and capital issve. If the gondifWgns are fuifilled, Leiter of Intent is converted
into licence. The licensed unit i established within two years from the date of

receiving the licence.

fy  The license contains details of the indusstrial unit to be set up such as location, specific
goads to be produced, capacity of plant and machinery, and other conditions.

g)  Before 1964, licence was required when the proposed investment in fixed cennial

exceeded Rs. 10 lakhs. Subsequently tive limits were enhanced to Rs. 0.25, 1 7 Sand Rs.

15 croves (in the years 1964, 1970, 1978, 1983 and 1988 respectively).

h}  The Act empowers the government to exempt any industry from the scope: »f the Act.
The basis of exemption is size of investment, nature of the industry and forei; n cxchange
requirements. '

i) The government has power to conduct investigation, take over management if the
performance is not up to the mark, provide retief or control supply and distribution of the
products of certain industries. Investigation is ordered if therc has been substantial decline
in production levels, deterioration in quality, steep rise in the price of the preduct or in the
case of bad management detrimenta! to public interest. In extreme cases, registration and

licerce arc cancelled,

B Since the 1980s, apart from raising the exemption unit for licensing, many relaxations
and cxemptions'wer'e effected to accelerate growth and efficiency under competitive
conditions. These include broad banding, regularisation of excess capacity, automactic
permissions for expansidn cte. In spite of these relaxations, the licensing system stood as
a barrier to entry and growth,
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MRTP Ace, 196%: - o ‘
One of the goals enshrined in the Constitution (Directive Principles of State Policy) and
stated in the Five Year Plans is reduction of concentration of economic power in the hands of a
few and, prevention and control of monopely. The Constitution directs the state that ownership
and control of material resources are to be organised io serve the common goal. Further, operation
of the economic system should not fead to concentration of wealth including means of producticn.
To realise the objective, the Monopolies Enquiry Committee (Hazari Committee) was appointed
by the Government in 1964, [t examined the extent and effect of concentration of economic
power, prevalence of monopolistic and réstrictive trade practices. It submitted first and final
Reports in 1966 and 1967, Based on the recommendations as well as to score and edge over the
dissidents-in the ruling congress party, Indira Gandhi, the then Prime Ministar, got enacted the
MRTP bill in 1969 which became operative from 1970, its two main aims réflected in the title
are : a) reducing concentration of economic power, and b) prevention of restrictive trade practices
with a view to protect consumers from cheating and cxploitation. The Act is implemented by a
permanent body called the MRTP be'nmi_ssion. MRTP companies, otherwise known as Large
Industrial Houses, are subject to the Act. The Act defines an MRTP company as an enterprise
- or thier connected firms whose asscts are at least Rs. 20 crores or with a dominant market
share of 33%. Later in 1984 this proportion was reduced to 25%. The Act was amended half a
dozen times and the asset limit was also modified in the subsequent years. In 1985 March, the
threshold limit of an MRTP company was raised ig Rs, 100 crores. Under the New Industrial
Policy of 1991, the thireshold fimit of Rs, 100 ¢ s deleted, which means full freedom to
MRTP companics like any other company (we re o this in Unit 13). o

FERA, 1973 : _

It was noted from 1948 and ! Policies that although the government recognised and
assigned due role to foreign investmell in industrialising Indian economy, majority interest in
ownership and management @ fforeign equity should be with Indians. It should be noted here
that foreign exchange control W India was first introduced in 1939 through|Defence of India
Rales, Latter in 1947 F, Exchange Reguiation Act (FERA) was passed as the basic law of
exchange controt and re ng the operations of foreign controlied companices in India. it was
amended in 1957 and 1965, In 1968 Foreign Investment Board was set up| to scrutinise and
approve foreign collaborations. Banned and favoured lists of tndustries were prepared. Royalty
rates and fees were prescribed. A major change was effected through an amendment whick
hare after will be called FERA 1973, which came into force from 1974 January. The term
“EFERA company” means any unit with: foreign equity subject to the FERA. It put a general
ceiling on foreign equity participation with certain exceptions. As per the Act, foreign equity is
Jimited to maximum 40%. Ifa FERA company does not oblige, it should guit from the country all
ogether. The ohjective of the cei!i_ng was to lithit foreign exchange drain in the ﬂlmn of repatriation
ot dividends. The Act served as a very important piece of legislation to control the activities of
MNCs, flow of foreign capital, technology and managerial enterprise ad well as foreign
colfeborations and joint ventures. In the subsequent years of 1973, many concessions have been
sivento ~ FERA companies, In Unit 13, we return to FERA companies and the proposed bill
entitied “Foreign Exchange Management”. - S o

Activity - 1 _
Fxamine the features of Industries and MRTP Acts.




12.7 AN ASSESSMENT OF THE IMPACT OF INDUSTRIAL
POLICIES & ACTS )

So far goals, intentions and features of industrial policies and acts beginning from 1948-

1990 were discussed. [t is now proposed to assess the implementation of the policies, acts and
their impact. The ultimate aim of any policy or development - be it industrial or agricuitural - is
to raise production and employment and thereby improving living standards of people. Further,
the policies also aimed at balanced regional development and scif reliance. To what extesit these
goals are accomplished and what distortions crept into these system? These are answercd
below briefly. ' :

Through the policies, public sector was assigned the strategic role of “cantrol over
commanding heights of the Indian economy” and it was given the task of establishing required
industries where private sctor did not volunteer to promote them. The goverament in its anxiety
to industrialise the cconomy, over-controlled, over-admiristered and over-regulated the industries.
Both the public and private sector industries were highly potected under ihe system of licensing
and controls. The licensing system was abused. Large industrial houses were over-whelmingly
granted licences liberally, Government did not ensure whether the issued licences were
implemented. Members of Parliament and public at large debated and critisised the governnen
for not controlling monopolies and not forcing the licencees 6 implement the sanctioned capacitics.
Cominitiee after committee were appointed to probe in to the issses andpaladies. Some of the
important committees are knowar with the names of Mahalanobis, D% ta, Hazart and Dutt,
These Comnittees collected wealth of data and unambiguosuly e increase in inegualities,
prevention of potential competitors by various methods, bias in Bg licences to large industrial
houses, non-implementation of licenses and uncentrol of industries in a few states
and areas. Due to lack of competition and transparency. iencies crept into the indnstries,
new technology was not introduced, costs and py

Deceleration :

The Indian economy and industrial seemed to have performed fairly well during
the Nehruvian period of 1950 to the mid 60s. Wtter this period, for about one and half decades
{mid 1960s to late 70s) deccleration was observed in the Indian economy in general and industries
in particular. Various hypotheses were forwarded to explain the deceleration. Two important
faciors for the decline deserve attention. Public sector investment declined and consequently
private sector investment {which moves in tandem with public sector investment) too decreased.
This resulied in increased under-utilisation of capacities, in particular capital goods industry. The
reasons for decline in the public sector investment were inability of the government to mobilise
adequate resources, growtls in non-development expenditure and reduction in foreign aid. Also
after the mid 1960s, which is called post-Nehuruvian period, there was a shift in the State-
Society relations. Instead of accent on institutions building and policy; patronage, subsidies and
adhocism came into prominence. All these factors led to deceleration in nearly one half of the
manufacturing industries, These were heavy, basic and capital goods industries. In contrast,
consumer durable goods industry witnessed the fastest growth and after the mid 1960s (and
upto the late 70s), it did not exhibit any deceleration signal. Slowed growth of investment and
lopsided investment pattern led to skewed income distribution which in turn jacked up durable
buxury goods production, '

Table 12.1 gives an account of growth of industrial output during 1950-91. Dividing the
tirst 3 decades of planned development into two sub-periods (1950-51 to 1965-66 to 1979-80),
one notices deceleration in the industry in particular and economy in general. Average annual
growth of industrial cutput slipped from 6.7% to 4.2% However, from 1980 growth picked up
and the average annval growth rate of industrial output rose to 6.8% during 1980-91.
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Table- 12.1 '

Average Annual Growth of Industrial OQutput and GDP (%)
|
Period industry Economly
1 2 :
1950-531 to 1965-66 6.71 344 |
1965-66to 1979-80 421 340 |
1980-31 to 1990-91 6.78 5.81 :
|
Average (1950-91) 5.86 4.33

Source : Calculated from Economic Survey 1998-99 |

[t was stated earlier that during the deceleration period the worst affected industries
were basic and capital goods. This may be verified by comparing the glowth rates of major
groups of industries presented in Table 12.2. Interestingly, in the 4th decade of planning (1980-
91), growth picked up tellingly across industries. It may be added that gmong all groups of
indusines, relatively faster growth rate was registered by durable consusier goods. Whilé the
average growth of all consumer goods as a wholeagas 6.6% (col. 4. last Row), durable consumer
goods grew by 13.7% and non-durables by S@gainst the aggregate industrial growth of
6.8%. '

Anocther positive impact ofindu]icif:s and pro-active role Of:govemment was on
the basic and capital goods industrjes. An'#Count of the changing composition of the industries
in favour of core industries is g%% Table 12.3. The relative Share:of basic industries
cortinuously moved up frog % 18 1956 to, close 10 40% in 1980-81. Similarly the share of
capital goods industrics so@hfu 4.7% to 16.4% during the same period. It is useful to note
that for rapid industrighsgtion Ind self reliance. sound base of basic and capital goods industries
is essential. Judged %ﬂs angle, the industrial policies and the strateéic role assigned to
public sector fairly succ®€ded. Broad based rapid industrialisation was achieved. India stood as
the lone country with the achievement of near self-reliance among 115 low income countries.
Also after overcoming the obsession of the so called Hindu Rate of Growth of 3.5%, ludia
achteved not less than 5% average annual growth during the 5th, 6th and|7th Five Year Plan
pericds. These are not mean achievements and deserve commendation, ndtwithstanding mis-
use of Hicensing policy, over regulation and failure in curbing monopolistic i‘renclis and concentration
of economic power. |
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_ Table 12.2
Trends in Growth of Industrial Qutput - Use Based Classification

Period Basic Capital Intermediate - Consumer
Goods Goods "~ Goods Goods
1 2 3 ' 4
1960-65 10.4 19.6 6.9 49
1965-70 6.2 (-4 2.6 4.1
1970-76 6.3 6.0 3.3 29
1976-80 5.7 4.6 3.5 4.7
1980-91 7.9 113 5.9 6.6

(13.7 Durable and 5.3 Non Durable)

Surce : CMIE, India’s Industrial Sector, 1996
Table 12.3

Trends in the Relative Share of Industries - UseBase§ Classification (%)

Industry | 1956 1960 1980-81
Group ase )
1 2 3 4

1. Basic Goods 233 €25.'I ' 322 394

2. Capital Goods ' ' 11.8 153 16.4

3. Intermediate Goods 24.6 25.8 21.0 20.5

4, Consumer Goods 474 373 315 23.7

Total (Weights) 100 100 100 100
Source @  Reports on Currency and Finance, RBI
Note < In 1980-81, in 23.7% weight of all Consumer Goods,

the weight of durables 2.6% points and non-durables 21 1% points

12.8 SUMMARY

_ Beginning with scope and relevance of industrial policies, first we traced implicit industrial
policy of the British government which ruled India for 2 centuries indirectly and directly. Jt was
noted that under the British Raj, flourishing cottage and small industries were destroyed and it
was only after a century beginning from 1850s re-industrialisation or modern industrialisation
began. Even then on the eve of independence, barring TISCO, India was not endowed with any
basic and heavy industry. After announcing the First Industrial Policy in 1948, it was concretised
in 1956 through the Second Industrial Policy. Even after undergoing amendments half a dozen
times, up to 1991 June, the 1956 policy served as the base. We reviewed in detail the 1956 policy
and others cursorily. Also we discussed a few Important acts related to industries such as the 199




1951 Industries Act, the 1969 MRTP Act and FERA of 1973. Further, an assessment of the
industrial policies and acts as well as their impact were studied. It was conclude-::l that contrary

to the pious intentions and statements, the Indian industry was over regutated and protected.

Inefficiencies increased which led to deceleration after the mid 1960s. From the early 1980s

some corrective steps were taken and slowly conirols were relaxed and licensing policy was

liberalised. Industrial growth picked up. By 1990, notwithstanding distortions and, over regulation

and protection, rapid industrialisation was achieved with near self-sufficiency. :

12.9 SELF-ASSESSMENT TEST |

i

1. Whatare industrial policies ? What is the impact of the Policies on the indubtrial structure
and growth during 1950-19907 |

|
2. Write a note on Industrial Licensing Policy pursued by the government upto 1990,
|
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UNIT- 13: NEW INDUSTRIAL POLICY, 1991

Gbjectives
After reading this unit, you wili be ablc to:

b Comprehend circumstances under which the New Industrial Policy was announced
together with complementary other liberalisation policies; '

g Understand the salient features of the Policy and subsequent changes; and.
@  Assess the impact of the Policy on rate and pattern of industrial growth in particuiar and
the economy in general.

Structure

(3.1 atreduction - Crisis of 1991 and Conditions Under %hich the New Industriai Policy
was Announced ' '

13.2 Exchange Rate and Trade Liberalisation Policy

13.3  Salicat Features of the New industrial Policy of July 1991 and Subsequent Chanyes

13.4  An Assessment of the Pelicy and Impact
13.5 Summagy

13.6 Self-Assessment Test O

13.7 Further Readings

13.1 INTRODUCT!GN : CRIS 13 E991 AND CONDITIONS
UNDER WHICH THE NE DUSTRIAL POLICY WAS
- ANNOUNCED .

You are aware that the Congress party was returned 1o power at ihe contre in the General
Elections of 1991 June with PV Narasimha Rao as its leader. On assuming the rcigns of the
government, the Rao government felt that India was tinder 2 desp erisis. The crsis did notocewr
over might. it was the cumulative impact of misdeeds, mis-planning arid squandering of resources
beginning from Indira Gandhi and her successors. The bureancrazy was equally responsible Tor
mis-guiding the people and non-transparency. The crisis faced i 1991 was un-precedens. A
host of factors contributed to it. [t was basically an outcome of structural matadies of the indan
economy. The Gulf War of 1991 further aggravated the problem. It was centered in balance of
payments and government finances and not so much in agriculture or industry. India was unable
1o honour her external obligations and she lost credibility before the forcigners. Even the NRIs,
losing faith in India’s creditworthiness, started withdrawing their deposits abruptly. Forex reserves
dwindled to the lowest - just equal to the value of two weeks of imports. Imports exceeded
exports by about Rs. 10,000 crores and current account deficit shot up to about 3.5% of GDP.
Fiscal deficit, a measure of government cucrent indebtedness, rose to 8.4% of GDP. Inflation by
August 1991 soared to 15%. All these are symptoms of bad finance of the goverament and
weak balance of payments status of India. To overcome the crisis and set right the Indian
economy, the government thought that the only option was to seek assistance from international
financial institutions. The important institutions are IMF and IBRD (the latter is polularly known
as World Bank). When approached, the institutions promised immediate and medium term help.
However, they pointed out that due to over-spending and over regulation, the Indian economy
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has been plagued by chironic malady. Therefore, unless the chronic disease is cyred, any amount

of external financial assistance would not solve the problem. While giving assistance, the Fund

- Bank twins suggested a remedy or gave suggestions or imposed conditions. The suggestions
ot conditions may be represented by 4 “Ds” viz. Devaluation, Deflation (through reduced
spending of the government including on subsidies), Denationalisation (Privatisation), and

Deregulation/Delicensing. |

Taking the advice into account and taking into consideration the prevailinlg situation, India
went on effecting a number of sweeping radical changes in its policy. These changes are known
with different names. Some of them are : Stabilisation and Structural Adjustment Programme
(SAP), New Economic Policy (NEP), Recent Economic Reforms and New Industrial Policy
(NIP). The essence of all the these policies is Liberaltsation with the complementa of Privatisation,
Marketisation and Globalisation. As this Unit ts concerned with NIP, we will Ionly touch upon

other complementary policics and concentrate on the ingredients of the NIP.
|

13.2 EXCHANGE RATEADJUSTMENT AND TRADE
LIBERALISATION POLICY : |

As a prelude to the New Industrial Policy, first the exchange rate was adjusted downwards
(on the assumption that Rupee was over-valued) to have competitive rate of ekchange. On st
and 3rd July 1991, Rupec was devalued by 17% to §@%. To be sure, before devaluaiton Rs.
21=%1 and after devaluation the rate became Rs. ZQMS was the third timejfor independent
India to devatue (the first two devaluations wege ef din 1949 & 1966). 1t id to be noted that
itis only when certain conditions are fulﬁllluation encourages exports Fmd discourages
imports in the short run. . | _

International trade, in stages be?kg from July 1991, was Iiberalised.I India’s foreign
trade has becn extremely regul witfbthe instruments of permits, licenses, gontrols, orders

and quantitative restrictions. Ut pelicy, most of them were cither abolishéd or drasticality
reduced. To tacilitate fo@an actions, in stages, Rupee was made convertible on current

account by 1994, It me? t for exports and imports, travel, interest and dividend etc.
transactions, Indians can fr€ely convert Rupee into foreign currencies and vice versa with
minimum regulations. With this introduction, we now proceed to undemtmd' and appreuate
salient features of the NIP.

13.3SALIENT FEATURES OF THE NEW INDUSTRIAiL POLICY
OF JULY 1991 AND SUBSEQUENT CHANGES

The New Indusiraial Policy was announced on 24th July, 1991. This p'|olicy and other
liberalisation policies are premised on the assumption that Indian economy andjmore so Indian
industry were highly protected and over regulated. Due to lack of competition| internally and
externally, Indian industry became inefficient and high cost. The public sector and the privale
industries were described as “Caged Tigers™. The purpose of NIP was to liberate the so called
tigers and make them to compete both within (India) and outside (abroad). It is assumed that
when industries operate under competitive conditions, for survival and growth, industries strive
for efficient production by improving technology, minimising wastage, reducing gosts and prices

“as well as improving quality. Therefore, the new governitent under PV Narasimha Rao, announced
a number of sweeping changes in the industrial policy. We now study each ohe of the main
features individually at some length. |




1. Public Sector - Reduced Scope and Role :

[n Unit 12, vour noted that 17 industries mentioned in Schedule ‘A’ were reserved to
public sectar, Under the New Policy, first the number of industries reserved to public sector was
caduced to 8 and Iaier w 6. [t means that 11 industries which were hitherto monopoly of public
sector were thrown open to the private sector. The 6 industries are : Arms and Ammunition

idefence industrizs), Railways, Coal, Mineral Oils, Atomic Energy and Minerals needed for ~

atomic enerey (wranium, plutonium ete). Not only its scope was sized down, its role was also

‘reduced. Today public sector is no more given the role of “control over commanding heights of
the Indian economy™. Its role is not so much resource allocation but mainly to serve as Facilitator,
Enabler, Coordinator and help industries by providing adequate infrastructure with necessary
institutionat arrangement. Further, wherever the economic activity is not viable or where losses
are oceurring, public sector should quit. Role of public sector in this context is to be interpreted
to include role of government as well as Planning Commission.

in the recent two vears, even coal industry, which was reserved to public sector, is partly
de-reserved by way of allowing private sector to take up new mines. In the budget of the BJP
government for 1999-2000, it was announced that both general and life insurance would be
partly de-nationalised. With the implementation of this proposal, new private organizations already
cntered into Indian Insurance market.

2. MRTP and FERA Companies :

It was noted earlier (Unit 12) that with a view 1o arrest monofaglies and censerve forex
reserves, MRTP Act and FERA were passed. Even though beginnifig frofp the 1980s relaxations
were announced giving freedom to MRTP and FERA compgiaigs, st#¥many restrictions were
existing. Under the NIF, these companies are liberated by dilufg bst of the provisions contained
in the 1969 MRTP Act and 1973 FERA. They are now fre ake up a variety of economic
activiiies st industries ke other undeitakings. The thr imit of Rs, 100 crores was removed
by amending the 1969 MRTP Act. Asthe 1973 BERA $as amended drastically to give more
freedom to FERA companies (MNCs etc.), th gament of India decided to replace FERA
by a new bill called Foreign Exchange Mggagen

Foreion Exchange Vanagement Ac

In view of the fact that beginning from 1991 as number of concessions were given 1o
FERA companies, they are now almoston par with Indian companies. Therefore, the government
decided to replace FERA by a new act called FEMA. In the union budget 1998-99, government
advocated replacement of FERA by FEMA. Accordingly in August, 1998 Foreign Exchange
Management Bill was introduced. As the name suggest, the emphasis on management rather
than regulation of foreign cxchange and foreign companies. The Bill aims at consolidating and
amending the law relating to foreign exchange to facilitate external trade, payments and promotion
of orderly development of foreign exchange markets in India. It contains details about the way
in which current capital account transactions will be egulated, repatriation of foreign
exchange,penalties, adjudication and appeals. Subsequent to the introduction of the bill, many
criticisms were Jevelled. The Bili was referred 1o Parliamentary Standing Committee in December
1998. FEMA has come into operation from st June 2000.

3. De-Licensing :

You noted earlicr that the 1951 Industries Act bestowed the Union Government with vast
powers to regulate and license industries. Licensing is an instrument to regulate location of
industries, size and nature of industries to be established. Without licence. no important industry
can be established. The svstem was a barrier on entry and fair competition. Therefore, under
the New Industrial Policy, in stages de-licensing was implemented. The number of industries

requiring licence was initially limited to 18 which subsequently was further slashed. With effect 203




from 1998-99, only 5 industries need licences. These are hazardous, poiluting, and defence
refated industries. At present industrialists have freedom to choose any location dther than cities
with 10 lakh population. Even in such citics non polluting industries such as scfiware and

electronics can be set up. Also in the existing industrial estates, even poliuting industrics canalse
bhe established.

4. High Prlomy Industries - Foreign Eqguity Particmatnmﬂ :

. The governmcnt prepared a fist ol industries which inivially incluced S‘IL industries. In >
these industries, foreign direct investment is approved automatically through RBI route up to
51%. The industries included under high priority need huge investment and modern technology.
For the industries other than the listed 35, foreign direct investment is considered case by case,
Also if the foreign equity is beyond 5%, permission of the government is needed. In the recent
years, o further liberalise foreign direct investment, the number of industries raised to 60 wherein
foteigners can invest upto 51% without taking prior permission. in Decembor 1 9%6, governsnent
permitted autematic approval of foreign direct investment unte: 74% for © types of industries.
Also upto 50% automatic permission is given to 3 more industries in mining. Foreign Direct -
tnvestment (FDI) approvais have sectorial caps - 20% in banking (for NRIs 40%), 51% for
no'l-bahkingo y companies; 49% in telecommunication, 40% in domestic airlines (1 00% fur NRIs),
51% in drugs, 50% in ‘mining except in gold. silver, diamonds and precious stones; 100% in
power, roads, bridges, ports and harbours, tourism, petroleum and venture capnal unds. In bricf.

' FIM can now [reely flow into many economic activitigs of India.

S. E*E__S-Envéstment or Partial Privatisation :

ptor were pruned o 6, in most'of e exisling
ghrnment started divesting a pary of its shape

Netonly the areas of operations of pub
public sector industries and undertakings the
holding. Through divestiture oi shares 4
ntto joint sector units. Off Ioading of e
produciag industries and service

v has beett taken up i stages both in comuday
Matter include nationalised banks. The beoad principie
i dis-investinent is that the gover TShouid gradualiy hand over ownership angl mmanagemen
of alarge number of indusig privaie sector. It ts decided that generally the goivernment will
officad (sell away) 49% o 9 wares i core indusiries and 75% in non-core units. In other
words, ownership of the goveriment witl be limited t= 51% and 24% respectively It is assumed
that partiak entry of private sector into public sector transforms the units to joint sector which
will improve management and efficiency. Atthe same time, the resources obtained through dis-
mvestiment would be more profitably used by the government in other essential aroas. Beginning
from 1991 to 1998-99, close to Rs. 18,300 crores d s-bvastinent was undertaken and the 1999-
2000 budget set Rs. 10,000 crores as dis-investment targat,

Other Methods of Privatisation :

.

[n the recent decade of fibei=lisation, government has been adopting other methods of
privatisation viz. BOO, BOT, BOLUT, BOST. Under BOO (Build, Own and Uperdte), new units
hitherto undertaken by the public sector are given to private sector. Under Build Own and
Transfer, private sector invests, operates for sometiie andl {ater transfers to government after
paying due amount. In the case of Build Own Lease snd Transfer, the orivale Stctrr invests and

leases to government as in the case of constiuction of railway line i certain| areas. After
sometime, the private sector transfers to government the ownership aflsr receiving compensation,
BOST means Build, Own, Share and Transfer. In this private sector invests, owns, shares with
the government for sometime and subscquently transfers unit to government after receiving the
cost.




6. SS1 Sector

To strengthen Small Scale Industries (S81), the United Front Government in 1997 increased
the ceiling of S5 fixed investment {in machinery, equipment and building} was raised to Rs. 3
crores from Rs. 60 lakhs. At the same time for tiny sector the limit was raised from Rs. § lakhs
10 Rs. 25 lakhs. The number of items reserved to SSI sector was reduced from 836 to 812 in
1998-99. In December 1999, the BIP government reduced the enhanced ceiling from Rs, 3
crores to Rs. 1 crore. It is argued that as most of the SSI units have an investment of fess than
Rs. 1 crore, the concessions which are given to the SSI sector necd not be given to relatively
higher investments SSI units. This is why SSI units are now defined as those industrics whose
investment is not more than Rs, | crore. To'enable the S81 sector to acquire modern technology,
the NIP permits investment upto 24% by any type of person including miliionaires of India or
foreigners. '

7. Undertheold poiicy, foreign collaborators were required to follow Phased Manufacturin g

Programme (PMFP). Under the NIP, PMT is abolished which means indigenisation in

manufacturing will not be insisted upon. Further, prior to the NIP, banks and financial institutions
while lending to private sector were permitted 1o include convertibility clause in the agreement.
The clause enables the financier to convert part of the loan into equity, Despite the clause, in
practice generally it was not implemented. Under the NIF, the financial institutions will not
impose the mandatory convertibility clause. To improve profitability of industries, corporation
tax was reduced to 35% on domestic companies and to 48% on foreign companies.

8. Toregulate sale and purchase of shares, and minimise the congrol of the government in
the stock markets, Securitics Exchange Board of India (SEB!) established in 1988 as a
non-statutory body. It was conferred statuiory power by j 231 Act of 1902, Controls over
price and premium on shares were removed. Export Procggsigg Zones (EPZs) and Free Trade

Zone (F1Zs) are being encouraged. With effect fro?tl\y,

EPZs into FTZs on lines of those existing world ove
Activity A :

1. Recotlect and write down the ¢ tandes whichled to the New industrial / New
Ecortomic Policies.

Activity B :

2. Write a brief note on the salient features of New Industrial Policy of 1991 and the
subsequent changes.

Y99 it was decided to convert all -




' Table13.1 |
- Trend in Growth Rates of Indian Ecbn_omy
Pré & Post - Li'beralisation.l’.eriod's
@ 1980-81 Constant Plﬁ'_ic_e_s', % p.a)

Vear - Agriculture |  Industry | S_;:ll'vices'_ - GDP-
TR 3 4
Pre-Liberalisation _
1985-86 0445 74 Al
1986-87 e 69 T6 43
198788 05 66 61 43
198889 63 87 13 106
198990 20 105 90 69
199091 42 70 s4 0 54
.1985-91.Average | 39 74 ~ 7.1 59

Post-Liberalisation

1991-92 20 '_(~)1.O s .08
1992-93 58 edd 55 53
1993-94 S35 % 74 60
1994-95 48 Qs 9.5 76 12
1995-96 () " one 90 76
199697 z% s6 74 7.8

199798 6.0 66 9.1 58
199899 - 12 a4 58 68
199199 Average 2.5 T 6.0 74 538

Source :  Reports on Currency & Finance, RBI

Note -+ Industry includes Manufacturing, Electricity, Gas, Water Supply and
Construction. : :



Table 13.2

Trend in Rates of Inflation - Pre & Post Liberalisation Periods (%)

Vear WPI Consumer Price Index
Industrial Workers UNME Agl. Labour
] 2 3 4
Pre-Liberalisation .
1985-86 5.7 6.5 6.8 5.9
1986-87 5.3 8.7 79 3.1
1987-88 82 8.8 9.6 10.0
1988-89 75 9.4 79 126
1989-90 7.4 6.1 6.6 34
1960-91 10.3 11.6 11.0 7.6
1985-91 Average 7.4 8.5 8.3 7.4
Post-Liberalisation v
1991-92 13.7 13.5 l@ 19.3
1962-93 10.1 9.6 04 - 12.3
1993-94 84 7.5 ?‘6.9 12.5
1994-95 10.9 10.3Qs 95 122
1995-96 7.8 @ _ 9.5 10.7
1996-97 6.4 R/ 9.3 9.0
1997-98 4.8 6.8 6.9 3.4
1998-99 6.9 8.3 7.2 3.8
1991-99 Average 8.6 9.4 9.2 10.4
Source  : Reports on Currency & Finance, RBL.
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Table 13.3

Relative Shares of Public & Corporate Private Sect

Ir Total Employment of Organised Sector (%)

]y

Year Public Sector Private Sector Tota}
{end Dec) | ' 2 3
198283 694 ' 30.6 100(24.1)
RCE 70 29.9 100(24.6)
i981-85 70.3 29.7 100¢25.0)
! 985—36 70.6 294 100(2i5. 1)
1936-37 72 ‘ 28.8 100(25.6)
1957-38 713 28.7 100(2;5.9)
1GH8-59 71.3 28.7 100(26.0)
|
1989-90 .3 2387 100(25.4)
1982-90 Average 70.7 \39.3 100(25.3)
195G-9 71.3 287 100026.7)
1991.92 71.0 O 29.90 100(27.1)
59797 71 v. 289 | 00(2'!(.2)
1993-94 | ' 29.0 100(27.4)
1694-95 ' '?IQ~ 29.3 160(27.5)
1995.96 @S 305 100027.9)
109697 69%.2 30.8 100(28.2)
1967-08 63.7 313 100(28.4)
19490-98 Average 703 297 100(27.4)
Source : Reports on Currency & Finance, RBI
Nt : Figures in Parenthesis are persons employed in millions.
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Tabie 13.4
Tremeds in Emploviacat Growth

b the Organised Secior {%%
= !

Growth of Employment - Growth

Public Sector  Private Sector Total

of Unemployment

! 2 3 4
1983-84 - 24 30.5 1.8 73
1954-83 3.4 L0 1.8 1.6
1985-86 6.5 (-)0.7 0.2 4.7
1986-87 A 0.2 2.3 0.4
1987-88 1.4 09 1.2 0.8
1988-89 0.1 C)Neg 0.1 75
1989.90 1.4 1.7 13 5.7
1083-96 Average ' i.8 6.0 1.3 \> 6.9
Post-i.iberalisation : T
1990-91 - 1.5 1.2 O 48
199192 | 0.8 2.2 ?ﬁ.z 1.3
199293 0.6 Q‘ 0.5 {313
1993-94 0.6 LN 0 13
1994-95 0.1 @:6 0.6 19
1995-96 (-)0.2 5.6 1.5 a6
1996.97 0.7 20 1l 23
1990-97 Average | 06 ' 20 1.0 22

Source : Reports on Cfm"rency & Finance, RBI _




_ Table 13.5 ' ' "
Growth Rates of Employment in Mapufacturing sod fudustries (% p.a)

“ear ' Manufacturing industry

‘ead Dec.)

€ 1d. ac . ;. | _ 5

1983-84 ' (-)0.3 1.1
- 1984-85 _ S 1.6 1.4

1985-86 (-)0.5 0.2
198687 (-)0.} (0.

1987-88 ' : (-)0.4 12

1588-29 . - 02 (-)1.3

1989-50 1.5 : {-)8.2

1983-90 Average - 0.3 (-)0.8

1990-91 - (-).Neg (L1

199192 15 N I O

1992.93 _ (-)0.5 (-)0.2 i

1993-04 0.3 | 04
1994-95 0. (-)1.6
1995-96 ?@, . 5.4
1996-97 ' ' Q~ 7 0.7
1990-97 Average 3 '_ 24
Source : Reports 01&1@ and Finance, RBI
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Table 13 6 :
Growth of Employment in the Indian Manufacturmg
(Orgamsed Unorgamsed & SSI Sector) (% p.a.)

Period - . Orgamsed Unorgamsed _ SSI : Total
: Manufacturing. Manufagturmg_ : -_':-_S_e_ctor' :
- P 2.3 4
1973-78 49 627 8.0 58
1978-83 19 37 79 32
1983-88 ()05 40 6.3 3.0
1988-94 23 L 4.5 13

Source: B.Goldar, “Employment in Industry” Institﬁt&; of Economic Growth, Delhi; 199%

(mimeo).

Table 13 7

Proportmn of People Below Poverty Llne

'Totai '

* Thin Sample Data. Estimates for 1998 are for 6 months.

Having understood the aims and main features of NIP and related hberal;sat[on measures,
it is now reievant to. assess 1ts performance and 1mpact

Year Rural - U_rban .' !
Pre-Liberalisat.ibn-' 5 O\. -
1983 @ 457 408 o N 415(323)
1987-88@ o0 382 ?‘ . 3890307)
1988-90 (b) 37 g 34307
1990-91 (b) 350 @35 R 35.1(291)
Post-l_,ibéralisation | _ - : S
1992 (b) a7 378 407(348)
1993-04 @ 373 324 36.0(321)
1994-95 (b) 38.0 M2 37.0(330)
1995-96(b) 383 340 - 361(328)
199697(b) 385 0. 372049)
. 1997-98 (b) 452 | _346 L 43.0(406)
Source NSSO Estlmates and Piannmg Commlsmon oflnclla
: Note _ @ Estimates are based on Large Sample Data, (b) estimates are based on
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3.4 AN ASSESSMENT OF THE POLICY AND IMP’ACT

There cannot be two opinions regarding the relevance and need for! the liberalisation
poticies including the NIP. They were overdue. Criticism is levelled against the bunching, intensity,
sequence and timing of the policies and associated meansures. It is difficult to assess and
quantify the impact of only NIP in insolation. Along with the NIP, other sectors of the economy
have been freed to face national and international competition. Therefore, the assessment and
impact quantification being undertaken now are with regard to the reforms asfa whole in general
and the industrial sector in particular. '

Undoubtedly, the policies suceeeded in solving the crisis of 1991 and restored quickly
credibility of India. Current account deficit has been contained to 1% ta 1.5% GDP and adequate
forex reserves were built up (in Jan 2000 over $32 billions). India is able io attract FDI and
portfolio investments from abroad in various industrial activites including power generation.
Fiscal deficit was brought down to around 5% of GDP. There are winners and losers in the
aftermath of the liberalisation policies. Qualitative and structural changes occurred. Not all
industries or sectors gained. The policies are not unmixed biessings. With this caution, let us now
quantify the impact in terms of select variables. For comparison, we divide the period between
1982 or 1985 to 1998 into two sub-periods with the cut-off vear of 1990-91, for the MIP was
announced in July 1991, The Ist sub-period is called Pre-Liberaliation m’vd the 2nd period

{beginning from 1991-92) Post-Liberalisation.

1. Performance of the Economy

The policies do not appear to have ; pificant impact on sectoral or overall growth of
ihe economy. This is evident from Table | N he average annual growth rate of the ECononiy
i the post-liberalisation period is virtqgvegual 1o pre-liberalisation period, vide col, 4 (5.9% and
5.8% inthe 7 periods). Similar giegure &n be gléaned as to the sectoral .,ompaqamt,pelformam,e
A faet, with regard to indust r, on which most of the reforms centred, the performance
is not satisfactory in the gost-1i lisation period. The observed average annual growth rate is
£.0% (col ,2Y which is ™points less comparcd to pre-liberalisation perijd, With regard to
agriculture, it is still worso]. 1.

o

1. Rate of Inflation 3

The polices aimed at stabilisation internally and externally. Time serids data do riot aive
cvidence 1o its positive impact. Table 13.2 contains 4 sets of inflation rates. All the 4 types of
average annual rates of inflation informi that in the post-iiberalisation period, prices rose faster
by about 1.5% p.a Needless to emphasise that inflation hits hard the poor and unemp]oyed
#2 returi to this shortly.

3. Public & Private Sectors’ Shares in Employment : a ‘

‘the NIF with focus on more freedom and initiative to the private sector is supposed to
hoost employment through additional investment on the existing industries as we Il as new industries.

Lensequently, the relative shares alter in favour of the private sector in the otal employment

apportunities, To verify it, first we consider employment in the organised sector which is cormposed
of the whole of public sector and corporate private sector. Table 13.3 presents sector-wise
employment shares. The relative shares of public-and private sectors are almost constant around
A% and 30% (cos | & 2 average figures). Only marginal yearly changes occurred in the
relative shares. Constancy of shares does not necessarily mean that abso
rernained constant. Growth in employment is examined below.

ute empioyment




4. Growth of Employment & Unemployment :

What is the impact of the policies on employment in the organised sector? Tablc 13.4 give
an account of growth in employment during 1983-97. These is mild slow down in the growth of
employment at the aggregate (last row, 1.3% to 1.0%). However, when it is decomposed,
private corporate sector exhibits enhancement in growth of employment from 0.6% in the pre-
liberalistion period to 2.0% in the post-liberalisation period, (col 2). Further, when private scotor
is decomposed into large (employing 25 or more employees) and small (employing 10-20
employees), one interesting feature is observed. The observed growth in employment in the
corporate private sector was contrituted by both the small and large vnits. In the pre-liberalisation
period, the growth rates of large and small were respectively 0.3% and §,9%. The corresponidi
values in the post-liberalisation period arc 2.0% and 1 7% per annum. Regarding public sectors
contribuiion to growth in employment, there has been a perceptible decrease in the employinent
generated in the public sector. [t may be concluded that the NP has positive impact or employment
in the private sector and negative impact in public scetor,

e

sl

Even though the organised sector, especially the private corporéte sector, could second
growth in emplovment, the rate of growth was not adeguate to wipe out unempioyment. Apars
from backlog of unemploviment, each year new tabour force seek crmployment which is growing
annvally at about 2% whicii is less than over all growth rate of employment in India. Due (o this,
unemploynient too has been growing. Col. 4 figures inform that unemployment growth siowed
down from 6.9% to 2.2% in the 2 sub periods of analysis. These fizures are based on the data
suppiied by Employment Exchanges. To be sure, the umemploymept 13 the persons who aie
on the live registers of Employment Bxchanges.

3. Manufacturing Sub-Sector & Industry - Employme wth :

Manufacturing is the mator compenent of industrgalgector. The latter includes electricily,
gas, water supply, construction and mining, apart from sm‘.m.u g, Whilis i the pre-liberaiiation
period both manufacturing and industry asa who negative growth in employment, in
the post - liberalisation period growth picked up -~ W6%0. 2. 4% in the manufacturing and industry
respectively, vide Table 13.5. The data th%est hositive impact of NIP on emplovment.

&, Organised, Unorganised & S51 Sec :

So far we concentrated on employment in the organised sector only. We now focus

attention on industry only both organised and unorganised. Abridged data are presented in Table

13.6. tn all the sub-periods shown in the Table, employment growth in the unorganised seeior
and SSi sector are much higher than in the organised sector. Further, compared to the perinds
up to 1988, in the recent sub-period of 1988-94, the average growth rate of employment is
slower. ' '

7. Impact on Poverty : :

Tt should be remembered here that in India poverty is more severe and widespread than
open unemployment, It is vseful to know the impact of the policies on the poverty scenario,
Table 13,7 gives proportion of people below the poverty line during select years of pre-and post-
liberalisation periods. A close look at the Table informs that in the recent years poverty worsened.
The proportions as well as absolute numbers of poor increased.

8. Impact on Structure of Industries :

One important impact of the NiP deserves special noting. In Unit 12, we examined
changes in the relative weights of 4 major groups of industies during 1956-81. We now compare
the weights of the industrics with the basc years of 1980-81 (pre-liberalisation) and 1993-94
(post-liberalisation). Necessary data are presented in Table 13.8.

LAl




Table 13.8

Relative Weights of Industries - Use Based Classification
' |

Industry Group Rase Years |
1980-81 1993-94 |

1. Basic Goods 394 _ 35.5 |
2. Capita! Goods 16.4 9.7 |
3. Intermediate Goods 20.5 : 26.4 |
4. Consumer Goods 237 284
a) Consumer Durables .(2.6) _ 5.1 |

b) Consumer Non Durables 21.1) (23.3) |
Total Weights 100 1o |

Source : Economic Surveys. !

A major disturbing impact of NIP is on capital goods industries an | to some extent on
basic goods industries. Their respective weights move down t0 9.7% from 16.4% and to 35.5%
from 39.4%. Remember here that industrial isa@ seif retiance crucially depends on capital
and basic goods industries. The worsening impact®sfie decline is further prollaed shortly. Another
impact is ont nature of consumer goods i @ ies. The share of durable consumer goods in the
total consumer goods industries increas 11% to 18% and those of non-durable declined

ftom 89% to 82%. As most of the ?@ are luxuries, it indicaies skewed 1|1come distribution
] . o

in favour of the middle and rig claspeople.

A study conducted Dyg siar et al imforms that trade liberalisagion shrank India’s
rranufacturing base bogp tern® of vatue-added and employment. Capital gogds and intermediate
- goods suffered the m@r classification is three-fold viz. capital, intermediate and consumer

goods). Import intensityNdt domestic manufacturing has increased. Manufacturing is shifting
from high skilied and capital intensive to low skilled and labour intensive produgtion. They conclude

" that trade is the root cause for crippling down Indian industry. Share of mapufacturing in total

non agricultural employment decreased to 24% by 1995-96 from 29% w1 1970,

in brief, the impact of NIP is partially mixed. Apart from benevolent effects, the most
disturbing impact is erosion of capital goods industry and its consequentialinegative impact on
self reliance which independent India siruggle fo attain during 1950-90. :

|
13.5 SUMMARY |
_

This Unit and the preceding Unit 12 dealt with industrial policies. Afier explaining
circumstances which rather forced India to liberalise the economy and effect{the New Industrial
Policy of 1991, we took up explanation of main features of the NIP. The policy is premised on
the asswnption that due to lack of competition and over regualtion, Indian indusiry became
inefficient-and high cost. Therefore, the NIP aimed at removing restrictipns and improving
efficiency through internal and exiernal competition. The main features of the policy are :
reducing the role and scope of public sector, de-licensing the industries, dis-investment of public
sector share liolding and privatisation through other methods, automatic enfry to foreigners in
high priosity sector, reforms in SSI sector and liberalising MRTP as well asFERA comparnies.

After explaining the features, an assessment of the policy and its impact werg examined. Impact 214




on overall and sectoral growth rates, on employment and unemployment growth, structure of
industries and containing inflation were examined.

13.6 SELF - ASSESSMENT TEST

What are the salient features of the New Industrial Po_]icy‘? What is its impact onj-_

employment, growth and structure of industries?

13.7 SUGGESTED READINGS

1. Government of India, Economic Sur\;eys, Ministry of Finance, New Delhi (receﬁt 3
years) o - o _

2. RBI, Reports on Currency and' Finance, Mumbai (recent 3 years)

3. RG NAMBIAR, “Is lmport Liberalisation Hurting Domestic Industries and
Employment” Economic & Political Weekly. 34(7) 1999.
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UNIT - 14 : MONETARY POLICY ) |

Objectives

On reading this unit, you will be able to :
|

. understand meaning, relevance, scope and _aim's of RBI’s monetary policly;
o know important instruments of monetary policy and how they operate ; and
|

®  analyserecent changes in monetary policy in the context of liberalisation policies.
' |

|
Structure |
14.1 Introduction _ |

4.2 Structure of Indian Banking :

143 An QOverview of Functions of RBI |

144 Principal Instruments of Monetary-Credit Policy of the RBI |
14.5 Recent Changes Aiming at improving Efficiency, Competition and Effectlive Regulation

[46 Sammary

148 Suggested Readings

: : |
14,7 Self-Assessment Test 0 |

14. 1 INTRODUCTION ?:‘"'
|

policies. These policies enable th&overmment to do or promote certain activities or discourage
other activities. Macro ¢ ic policy has three arms viz., Fiscal, ]'v!onetzarylandfer Dirzet
Measures. in Unit 15, you explained fiscal policy which is the policy of the governmest
related o pattern of revenue raising and spending, Monetary policy, which s anlarm of macro
economic policy, is the policy of Central Bank. It is rclated to regulation of monlfsy supply and
credit and hence monetary policy is inclusive of credit policy. Regulation means merease or
decrease of money supply and quantity and quality of credit supplied to the economic agents in
the country. !

]
trrespective of degree of pi: all the countries governiments adopt macro economic

Today in each one of the 200 and odd countries of the globe, there s a Cenélal Bank. The
Ceniral Bank of India is known as Reserve Bank of India (RBI). In the UK, it is dailed Bank of
England, in Pakistan-State Bank of Pakistan, in Australia - Commonweatth Bank and so on.
The RBI was established m 1934 by the RBI Act as a share holders bank and wask ]]El't]()lld]l:ed

in 1949 and is fully owned by the Governnient of [ndia. |

Multiple aims are pursued by the RBI in its monetary policy. The principal anln of monetary
policy in India is to achigve stability (internal and external} and ensure adeguate cledit suply for
productive activities. I the mixed economy setting of India, monetary policy has theresponsibility
of ensuring adequate credit supply 1o the public secior and productive credit needslof the private
sector. Among the aims, price stability or controlling inflation is ofien given priority. The relevance
of sound monetary policy needs no exaggeration. Without sound yonetary policyy neither price
stability is possible, growth can be accelerated nor efficient banking and financial systemw can be

gstablished. :
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Activity A
Explain the meaning of monetary policy and its aims in India.

14.2 STRUCTURE OF (NDRIAN BANKING

The RBU is apex of Indian banking and financial system. Non-Banking Financial
Intermediartes {(NBFIs) and banks constituie the substance of Indian financial system. The
fatter dominate over the fonmer. Banks are also finaincial intermediaries and perform useful
functions, Thev coordinate the surplus units with deficit spenders. They accept deposits and
tend or mvest the deposits. In the process of tinking the depositors and Inanees, the banking
system as a whole acquire vast power to manufacture “money”, credit or bank deposits. Banks
affect both volume and pattern of invesiment. Heye lies the erucial role of banks.

Banks in India are classified into Scheduled and Non-Scheduled categortes, A Schednled
bank is one whose name is entered in the 2nd Schiedule of the R ct of 1934, Af present,
there is onty one Non-Scheduled Bank. All the other comnerciaNgagds are Scheduled Banks.
It atl, there are 344 Scheduled Banks of which 28 are ng mercial banks. All Scheduled
Commercial Banks are 208 in 1927-98. The Scheduled Nou hiercial Banks (28 in nomberiare
the State Cooperative Banks, Among the Sciwduled Baaks, 881 and its 7 subsidiaries are called
SBI Group, 19 Nationalised Banks and 196 Regicdgl/i®rai Banks (RRBs). Among all the
part from the State Cooperative Banks
werative Hrban Banks, of which 32 aitained
the bahks, SBE s the giant with over 6000 branches
spread over India and quite 2 few for untries. It is some times known as Lender of
Second Resort (while the RBI iy the L¥der of Last Resori). The Public Sector Banks
(1+7+19+196) dominate the bank:ng system of India. Their share in the aggregate deposits and
loan of all the banks in India is about §5%. The aforesaid banks apart, a recent addition to the
systeim is Local Area Banks (LABs). Qut of 8 LABs for which the REBI gave permission, one
alrcady started functioning from December, 1999,

Activity - B
Sketch the outiines of Indian banking structure.
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14.3 AN OVERVIEW OF FUNCTIONS OF RBI

As a prefude to understand monetary policy properly, let us note the fu

nctions of RBI.

Like any other Central Bank, the RBI too performs general, regulatory and'superyismy functions.

These apart, it has the responsibility 10 assist in the development of the Indian

The general functions performed by the RBI are :

i, Printing of currency or regulation of money; :
2. Banker to governments; f
3 Banker to all banks in the country;

4. Bank of Central Clearance, Transfer and Settlement; !
5. Lender of Last Resort; :
6. Controlier of Forex Reserves of the country,
7. Controller of Credit Supply; |

As this Unit is concerned with monetary policy, we concentrate on the|

functions.
i

CCoOnomy.

1st and ths last

14.4PRINCIPAL INSTRUMENTS
POLICY OF THE RBI

MONETARY-C

REDIT

1. Printing of Currency : As nwnrrency supply and credit su
related, monetary policy includes credit policyNawPheory or High Powered Money
neatly explains the links between m 1d credit. In brief, the theory say
Money (whicl: is approximately gqual 8§ currency in circulation) is the main
volume of credit. How is mon y regulated in India? As per the 1934

Fraygn 1956, currency is printed on the basis of M

monopolist of currency printing.
Systenn. It sfipulates that
foreign securities, of whicMg6ld shall be not less than Rs. 115 crores. The

shall always hold not less than Rs. 200 crores
foreign securities can be dispensed with after securing permission from the goy

pply are closely
' Supply Theory
s that Reserve
determinant of
Act, RBI is the

dnimum Reserve

worth gold and
requirement of
ernment, Thus,

practically the RBI can print any amount of money by holding just Rs. 115 org

res worth gold.

Fore.g. inFeb. 2000, the currency in circulation in India crossed Rs. 1.9 lakh crares, Inthe RBI,

there are 2 Departinents - Issue & Banking. The Issue Department s guided by
equality of asscts and liabilities. For every Rupee printed, equal asset is (o be p

:I:he principle of
issessed, While

all denominations of currency notes are printed by the Issue Department of the RBI, all coins

(including higher denominations of Rs. 2, 5 etc.) are minted by the Goverament of

it is only the RBI (Banking Department ) which can circulate coins and curren

withdraw from the public. The RBI prints currency as per the needs of growin

India. However,
¢y to public or
economy and

o
=1

the Government. I is useful to note that a decision of the RBI to print one more unit of currency
involves simultaneous decision to lend it to some one. Finally, as in th
currency is called inconvertible paper currency.

e rest of'the world, our

-
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Activity C:
How is money printed in India? Is currency printing based on holding of gold reserves?

________________________________________________________________________________________

2. Credit Controi:

Among the functions of RBI, one important function is regulation of volume, pattern
(quality) and cost of credit. The need for control of credit arises from the fact that comunercial
banks in their lending operations are guided by profit motive. If they anticipate high profits, they
over lend and if expectations are dark, they reduce credit supply. They are not interested very
much in the general and economic welfare of the economy. Therefore, the RBI through various
instruments regulates the volume, quality and cost of credit. It employs both quantitative and
qualitative (Selective) credit toots to regulate credit. Bank Rate, Open Market Operations and
Cash Reserve Ratio (CRR) are called quantitative tools. Credit rationing, consumer credit
regulation, moral suasion, penalties and Statutory Liquidity Ratio (8LR) are the instruments of
Sclective controls. We discuss the quantitative credit controls agd tig tools of SLR at some
length.

~ a) Bank Rate Policy : O

aik Rate (BR) is the official minimum lendidgegdiscounting rate of the RBL [t serves
as barometer of interest rates in the economy. Tirough it, the RBI sends signals as to cost of
funds, 0t is used to regulate interest rates of bill) discount rates as well as to arrest
capital flight (outflow of funds from india). Bd8gd on the BR, banks fix their Prime Lending
Rates (PLRs) and also deposit rates. P ¢ rate of interest charged by banks to first class
customers. A rise in BR implies dear mot olicy and fall in it indicates cheap money policy.
At present, the RBI is following cheap money policy by stabilising the BR at 8%.

b) Open Market Operatiens :

Open Market Operations (OMOs) are conducted to facilitate Government borrowings
and stabilise security prices. Sale and purchase of securities/bonds by a Central Bank are called
OMOs. In India, the RBI restricts OMOs to sale and purchase of first class securities only.
These include gilt-edged securities of the Governments and Gavernment guaranteed bonds.
The main participants in the sale and purchase operations are commercial banks. When the RBI
sells bonds, money flows into the RBI from banks and the.ehy the cash balances of the banks
are reduced. When cash balances shrink, bank credis gets reduced by certain times. Opposite
happens when the RBI purchases securities i.e. purchase operations release funds and banks
are enabled to lend more. RBI is using the instrument mainly to facilitate government borrowings,
repayments, stabilise bond prices and regulate short funds and thereby liquidity of the banks.

¢) Cash Reserve Ratio :

The 1934 RBI Act siipulates that all banks are required to keep 3% to 15% of their
demand and time iiabilites with the RBI. By varying the Cash Reserve Ratio (CRR), quantity of
creditrigen by the banks is regualted. Among all the credit control instruments of the RBf, CRR
is the most powerful weapon to decrease/increase totai volume of bank credit. However, itis a
delicate too! and therefore Central Banks restrain themselves is using the instrument. By a
stroke of pen or mere announcement by the RBIL, overnight bank credit can be effectively 719




reduced or increased. For e.g. at present as increase of 1% inthe CRR reduced cash balances
of the Banks by about Rs. 7000 crores and thereby credit will be squeezed by certain times of
the amount, say twice (Rs. 14000 crores). At present the CRR is 4,75%. _

Accarding to the Banking Regulatior Act ol 1949, the RBI is authorised \10 s Slahutory
Liquidity Ratic {SLR) of banks between 25% and 40%. By varying the ratio, the Ri3E srvapis
1o regulate bank credit deployment between public and private sectors. Also, it influences quaniity
of bank credit. SLR is both Quantitative and Selective tool of eredit control. SLR is the ratio of
liquid balances to total liabilities. As nearly 90% of the liabilities of the banks arg deposits, SLR

is the ratio of liquid assets to total deposits. It may be defined as

d) Statuiory Liquidity Ratio

Cash in Fland & With Oiher Banks + investments in Approved Securities

SLR =
Total Lighilities (Deposits) |

A risz in the SLR shifts bank credit in favour of public sector and a fall in ilt enables banks
1o lend relasively lavger amount to the private seetor. Thus, SLR may be empioyed to redisiridute
bank credii between public and private sectors. At present SLR is 25%. |

14.5RECENT CHANGES AIMING AE IMPROVING |
EFFICIENCY, COMPETITIO §D EFFECTIVE
REGULATION : (-\ '

in the preceding Unit {13), you h
industry. Similar measures were itiate
The prexiat policies shift the enypfMsis

G sl‘Mvafi(;us itheralisation pc}lici#s pertainiag ic

beruiise bavking systam and promote efficiany.
i micro regulations t© macro U'egl.lhlitimaf;. Enterest
s are given freedem to announce thelr own iates of
i freedom to charge different interest rates o different
customers and amous. F Yer, they are required to pusiicise their Prime lending Rates.
The system of PLR providesMivection to the movement of interest rates in me‘ credit market,
The PLRs of banks move in tandem with chages ia Bank Rate of the RBL. As the RBI reduced
its Bank Rate. commercial banks suitably decreased their PLRs. Banks fix the PLRs at % (o
5% higher than the Bank Rate. Recently the PLRs were slashed to 13% o 13.5% from 16% o
20%, However, although the PLEs were slashed, the weighied averege interest rate did not
decline muczh. Bank Rate, wiich was rather inactive cartier, has heen a.ctivis&d both to deal
with external shocks and internal situations. To improve profitability, both CRRjand SLR were
reduced by the RBI to 4.75% and 25% (which were respectively at the peak level of 15% and
38.5% befuore liberalisation). Thwss measures pumpead into the banking system additional liguidity
and enabled the banks to improve proditability, |

Competition was introduced into the banking system by relaxing entry and exit norms,
and permitting public sector banks to raise additional capital fiom the market up 1 certain fimits.
New private sector banks including Local Area Banks and foreign banks were given permission.
Prudential regulation and supervision are corspunents of fraancial sector reforms. International
nrudntial norms and practices with regard (o apital adequacy, incoms recognition, provisioning
and supervision, All the banks are required to achicve Capital to Risk Weighicd A’dcquacy Ratio
or in brief Capital Adeguacy Ratio (CRAR or CAR) of 9%, With regard to Scheduled Primary
Urban Cooperative Banks, initially they shouid aitain 8% hy Z001 and by 2803 10%. In the case
of Non Scheduled Primary Cooperative Urban 3anks the corresponding ratios a[e 6% and 8%.
CRAR is also insisted upon for Non-Banking Financial Jntermediaries (NBF3). At present,
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there are 40000 NBFTs, of which hardly 7000 are sound. Under the reforms, they were also
brought under the regulation of the RBI. They were asked to register with the RBl and each of
the NBFI should have not owned funds worth Rs. 2 crores.

The level of Non-Performing Assets (NPAs) of the banks showed inprovement due to
transparency, provisioning and other prudential norms. Despite the recent improvement, they
are still too high. To enable banks to raise their assets in line with real growth in the econcmy, -
they were allowed to have access with capital markets. Partial disinvestment of government
share holding in the public sector banks is being implemented, facilitating private scctor
participation. To sum up, changes in monetary policy and financial sector reforms pursued since
1992 led to substantial dereguiation of the banking sector, growth of various segments of the
financial markets and increased importance of monetary policy in influencing credit flows m the
economy.

14.6 SUMMARY

In this Unit, after mentioning that monetary policy is an arm of macroeconomic
policy,formally we defined ii and understood its relevance. As a prelude and to appreciate
' monetary policy, first the structure of [ndian Banking System was explained. As monetary

policy includes credit policy, first we listed the general functions of the RBI which is the apex of

Indian banking and financial systemi. The principle of Minimum Resrve System followed in

printing currency was explained. This was followed by an explarigon of various monetary-

credit policy instruments like Bank Rate, Open Market Opca‘a@ash Reserve Ratio and

Statutory Liquidity Ratio. Recent changes in the context ofJikerait®lion policies and reforms

introduced since 1992 were also briefly explained. 6 '

14.7 SELE - ASSESSMENT TEST

v
What is monetay policy? How is cmc@!ﬁated by the RBI?

14.8 SUGGESTED READI

1. S.B. Gupta, Monretary Economics, S Chand, New Delhi, 1982.
2. Bimal Jain, Finance & Developmest, RBI Bultetin, Jan 2000,

3. Economic Intelligence Cell, “Monetary & Credit Policy 1999-2000”, PNB Monthly
! Review, April-June, [999. ' ' :
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UNIT -15: FISCAL POLICY |

o - _ !

Objectives _
After reading this Unit, you will be ableto:

. ®  Define Fiscal Policy; ' o ‘

o Know the Scope and Aims of Fiscal Policy;

® Appreciate Fiscal Reforms; ' . ‘
® Understand Tax System and Expenditure Pattern; and

o Analyse Structure of the Budgets

Structure

15.1 Introduction . .' ' ' ‘
152  Meaning, Scope & Aims of Fiscal Pol.icy
15.3 Recent Fiscal Reforms _ ‘

15.4 Tax Structure of Government of India 0
15.5 Pattern of Expenditure

156 Concepts of Deficits : O '

157  Analysis of Budgets v

158 Sdmmar_y

159 Key Words Q~

15,10  Self-Assessment
15.11  Further Readings

15.1 INTRODUCTION

You may recall that in the introduction to Block H1, it was noted that there are threee
arms to Macro Hconomic Policies. World over, irrespective of economic system or level of
development, today every country has a Macro Economic Policy. Through it, the government of
the country, guided by national goals, encourages or discourages different sgcio-economic
- activities. One of the main components of Macro Economic Policies is Fiscal Pj]icy. _

15.2 MEANING, SCOPE & AIMS OF FISCAL POLICY

The word “Fiscal’ refers to government.(or public revenue) and the caltlendar of the

government for revenue and expenditure is called fiscal year or financial year (April-March). -

Fiscal Policy in brief means the policy of the government. To be more specific, it is the policy of
_the government refated to pattern of revenue raising and revenue spending. In ifs broad sense,
it includes public debt policy and budgetary policy. Aims of Fiscal Policy are the|same as those
of national objectives which are explicitly stated in the plan documents (Five Year Plans). Among
others, its main aims are : assisting in acceleration of growth of the economy, encouraging
exports, reducing inequalities among people and regions, and conferring social jystice.
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15.3 RECENT FISCAL REFORMS

As Fiscal Policy deals with public revenue, expenditure and debt, fiscal reforms are
related to these three areas. Put defferently, tax reforms, expenditure compression and debt
reduction constitute the essence of fiscal reforms. After initiating structural adjustment programme
ander liberalisation milieu in 1991 July, Government of India constituted a Tax Reforms Committee,
popularly known as Chellaiah Committee (it was chaired by Prof. Raja Chellaiah). The Committee
submitted its Report in three parts - Interim Report in February 1992, Finaf Repert Part !
August 1992 and Part J1 in January 1993. it made a detailed study on the structure of direct and
indirect taxes and recommended tax rcforms. They aimed at making the tax system more
elastic and broad based, simplification of tax laws and regulations with a view to facilitate

effective enforcement and compliance. The tax reforms covered two direct taxes (Corporation

tax and Income Tax) and two indirect taxes (Excise and Customs Duties).
Tax Reforms :

Based on the recommendations of the Chellaiah Committee, Government of India
implemented most of the suggested reforms in stages, beginning from 1992-93 Union Budget.
Regarding Corporation Tax, it suggested that difference between the rates on domestic companies
and foreign companies (incorporated abroad and operating in [ndia) should not exceed 10%
points and preferably the difference is to be around 7.5% points. Government accepted the
recommendations. Corporation Tax on Domestic conpanies was reduc from 51,75% to 35%
and on foreign companies 1o 45%. There is also surcharge. The bud fog001-02 reduced the
surcharge from 17% to 2%. Similarly Income Tax Rates wercal y teduced. Today there

are 3 slabs viz. 10% (on incomes Rs. 0.5 - 0.6 lakh), 20% (o .6 - 1.5 lakh) and 30% (on
Rs. 1.5 + Jakh income earners) Eftective from 2001 - 024Qq incoffie tax surcharge of 2% will be
levied on incomes exceeding Rs. 0.6 lakh. Along with re% in the income tax rates, tax base
is widened, At present, persons falling under 1/ mul® (individuals having telephone, car.

residential house (100 sft), foreign travel, crediNgard™ind club membership) are required to

submit self - assessment income tax retur he s\stem is extended to all the cities from the
present indentified (134) citics. '

Customs duties werc drastically slashed from more than 300% to 35% (the 2000-01
budget reduced to 35% from the existing rate of 40%). The 2001-02 budget abolished 15%
surcharge on custom duty. Union Excise Duties are simplified and reduced to 3 slabs. From
2000-01 a uniform CENVAT at 6% iwas levied (for details on VAT, MODVAT etc. sec 15.4
below). k is proposed to transform all Union Excise Duties into CENVAT. Further, the staic
governments also agreed to convert Sales Tax into MODVAT, té be called State VAT from
2001-02. However, due to difficulties, in the meeting held with the Finance Minister, almost all
the states accepted adoption of VAT from 2002 April. Government of India agreed to compensaie
loss if any incurred by a state from moving to VAT from Sales Tax. The 2001-02 budget kept
constant CENVAT at 6% (and special Excise Duty at 16%). to improve profitability of banks.
existing Interest Tax (2%) was abolished (effective from 2000-01).

‘ .
Other measures to widen tax base and raise revepues include MAT (7.5%) on zero profit
companies and Service Tax on brokers, transport operators, real estate dealers, telephone services
etc. {5%). : ’

Expenditure Compression :

With regard to expenditure, through zero based budget reduction in public expenditure is
being attempted. It is recorded in the Budget Speech (2000-01 BE) that the principle of zero -

based budget was applied in the case of 8 departments. Fiscal deficit is sought to be reduced

both through revenue rising and expenditure cuts. Excess staff estimated at 30% will be sized 5

o)
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over years. Subsidies are reduced on fertilisers, exports and food grains supplied through Public
Distribution System. | B ' : o o .
Reforms in Fiseal and Budgetary Deficit: | . L N _
With a view to manage fiscal deficit in the medium term, Fiscal Responsibility & Budget

Management Bill was introduced in the Parliament in 2000. When this beci:‘ied Act, revenne
 deficit should be reducexl to zero and that of Fiscal Deficit to 2% in five years. Another reform

intraduced in 1996 deserves mention. In the past, Government of [ndia was availing unlimited

facility from the RBI (Reserve Bank on India) through the system of issuance of Ad Hoc
Treasury Bills (in brief ad hocs). The amount obtained against them is popularly known as
deficit financing. With a view to disciplining government finances, two his?orical agreements
were reached between the Central Government and RBI. Based on them, the Government
phased out issuance of 4 decade old ad hocs with effect from April 1997.

When ad hocs were issved in the past', there was no compulsion on the government to roll

back them. As they were issued year after year (without retiring the previctus ad hocs), they

become a permanent source of overdraft over the RBI. Based on the agreement, the government
converted the outstanding ad hocs as on 31-3-1997 into Special Security: without any specific
smaturity, but the government is required to pay interest at 4.6% on that amount. Fiscal pandits
view it as an important reform to downsize aggregate deficit of the government. In the lieu of
the assistance under ad hocs, Ways & Means are given by the RBI with certa n upper limits for

busy and slack seasons. Bevond the ceilings agree n, excess finances is provided at higher

anferest rate. . o _ : . ‘

!)efolutio_n of Tax_ Revenue Reform

Finally, mention may be madg of d&vefution of tax revenue of the states. The Tenth

Finance Commission (headed by KC ccommended that 29% of all the union government

tax revenue is to be transferred peythe stgte government. Under the 29% formula, almost al) the
ez:

central taxes are included in visible pool (excluding stamp duty, excise duty on medicinal/
toilet preparations, centrglsal , consignment tax and surcharge). The I&nmpsum-share of
29% 1o the states is i| the existing share in income tax, basic/special excise duties,
additional excise duty in [Rafof sales tax on tobacco, cotton and sugar, and grants in liev of tax
on raitway passenger fares. The recommendation was accepted and to implement it, Constitution
Amendment Act was passed (89th Amendiment) in Aprit 2000. This 29% devolution will be in
force for 5 years (1996 April to 2000 March). The 11th Finance Commiésion% headed by Prof,
AM Khusro recommended devolution of 29.5% of the total net tax coliected by the Union

Government to the states. Out of 29.5%, 1.5% points devolution is towards gdditional Excise
Duties in lieu of Sales Tax. ' ' o '

The percent share of vertical devolution (share in the central tax rever4u'e to states) will.

be reviewed every 5 years by successive Finance Commissions. This is an important reform in.
the Centre - State financial devolution. For 2000-01, the devolution of states’ share in cental

taxes is based on the provisional formula recommended by the 11th Finance Commission (its’

Chairman AM Khusro) in its Interim Report, Under this, states’ share of the‘ net proceeds of
divisible income tax is 80% and in the Basic/Special Excise duties 52%. :

15.4 TAX STRUCTURE OF GOVERNMENT OF INDIA

In the Constitution of India, Union and State Government’s respective arcas of
administration and taxation are spelt out. One broad demarcation between the two types of
governments is that on other than agriculture the union’ government can lety taxes and on
agriculture related the States can levy. Broadly on 4 types of taxes, the union government
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makes legislation. They are {a) Taxes leviedand fully retained by the Union(e.g. Corporation
Tax); (b} Taxes levied and collected by the wnion but are shared (e.g. Personal fncomie Tax); (¢}
‘Faxeslevied and coflected by the Union but fully assigned to the states; and (d) Union goverusient,
only levies taxes but collected and enjoyed by the states. Example of the latter two categorizs
are Central Sales Tax, Starap Duty: Excise Duty on Medicinal-and Toilet Prepaiations. '

 Theunion governiment fevies both direct and indirect taxes, of which some are progressive.
proportional, regressive, ad valorem and specific. Any iax whosc initial (incidence) and final
(impact) burdéns are on the same person/institution, is a Direct Tax. If the two burdens are on
different persons, it is Indirect Tax. Most of ihe personal taxes are Direct and most of the
commodity taxes are Indirect, If the tax rate rises, as income/wealth/expenditure rises, s a
Progressive Tax (e.g. personal income tax). If the tax puts relatively more burden on the poor,
it is Regressive Tax (e.g. taxes onl -:;;_seh_tials' consumed by the common people). If the tax rate
is constant, it is Proportional Tax (eg. Sales Tax). Tax based bn-.vaiue of the goeds is called ad
valorem. Most of the taxes-are valorem in India. Specific Tax is based on weight, arealsize (2.8,
tax-per 1000 units of cigareites of certain length or Tax per square meter of cloth).

The important taxes levied by the union government are : Non-Agricultural Iacome Tax
(in brief Income Tax), Corporation Tax (levied on the incomes of Registered Companies/
corporations. Note : income of a company means its profits. Hence Corporation Tax istax on

profits), Union Excise Duities (Excise Duty:is tax on production) on other than Liguors and

Narcotics (on the latter states. levy Excise Duties), Custom Duties {mport and Export taxes),
Wealth Tax, Expenditure Tax {on expenditure incurred in Star Hogels) Wividend Tax {at ¥ on
" the profits distributed and it is paid by the companies), Capital Gain (Tax on the differaanial
income of sate and purchase prices of assets {such as sharef}, WRAT (Minimums Alternative Tax
at 7.5% on the Zero Tax or Zero Profit Companies, ServidgTpK (at 5%) etc. The governmen?
also levies Surcharges which is a tax on tax amount V surcharge of 10% to 15% on Income
Tax amount, It is interesting to note that while aboyt 80%¢0f the Income Tax revenue is distributed
! ﬁa‘ 21 by the Unien). "

to the states, surchargs colfections are retainag
Meaning of VAT and MODVAT : &y % -« 0 |

' There is MODVAT (Modified Va { \ded Tax) in leu of Union Excise. From 206001,
Muodvat is renamed as CENVAT. Replacement of Excise/Sales Tax is regarded as tax reform.
It was France which introduced VAT first time in 1954, Later the UK and USA introduced in

1972 and 1973 respectively. Value added means created or added value within a firi/production .

unit. {t is equal to sales value less intermediate inputs and equals to the total of wages and
surpius. Ifa tax is levied on the added value of the production unit, it is calied VAT. Beginning

from 198586, in India, Modvat (Modified VAT‘) was levied on selected industrial pr_gjducrs._- _

Gradually it is being extended to other industries and the 2000-01 budget envisaged to cover ail
the industries by abolishing existing Union Excises. Under Modvat, first the tax is levied on the

sales value and rebate is later given for taxes paid in the earlier stages of production, sabject {o -
the production of vouchers. It is to be noted that the sum of the value added at each successive -

stage is equal to the final price of products and the sum of taxes paid at each successive stage

will be the same as the tax which would be payable, if it were charged on the full value of the

final product. It is the intension of the government to move to true VAT over the years underthé

name: of CENVAT. - S

Among all the taxes; the '11ighest net revenue is yielded by Customs Duties {and withes ' .

Customs, close to 98% is fiom Import Duties), fof lowed by Union Excises and Corporafion Tax.
Remembir here that gross Union Excise Duties Collections are the highest but out of the total

tax collected, states get close to one-half of the amount. Hence, innet terms, the highest fncotne

yielding tax is Customs Duty.




18.5 PATTERN OF EXPENDITURE

Expenditire/Payments of the government are classified vader Revienne and Capital
Expenditure. Expenditure incurred in discharging normal functions ofthe goyvernment is called
Revenue Expenditure, Put differently, expenditure needed for providing the present level of
services to the citizens is called Revenue Expenditure. In contrast, Capital Expenditure is on
providing new facilities or creating additional assets which are of long term nature. Loans given
to states are part of capital expenditure. As per 2001-02 BE (Budget Estimutes), the ratio of
Revenue to Capital Expenditures is 83:17.

Alternatively, expenditure is classified as Plan and Non-Plan Expenditure. As per 2001-
01 BE, while Plan Expenditure is 27%, Non-Plan Expenditure is 73%. Among the Non-Plan
Expenditures the three top expenditure items are Interest Payment (about Rs. 1.12 lakh crores),
Defence (about Rs. 62,000 crores) and Subsidies {more than Rs. 30,000 crores). Within subsidies,
the major ones are Fertitisers (about Rs. 10,000 crores), Food (about Rs. 14, 000 crores) and
Exports (more than Rs. 600 crores) subsidies. Some times expenditure is divided under two
heads viz. Development and Non-Development. The two are in the ratio of around 45:55.

15.6 CONCEPTS OF DEFICITS

In fiscal analysis, 4 concepts of Deficits are often used. They are Revenue, Fiscal, Primary
and Monetised Deficits.Revenue deficit is the excdds of revenie éxpenditPre OVEr revenue
receipfs. As per 2001-02 BE, revenue deficit as pr 101 of GDP is 3.2%. Fiscal deficit is the
excess of total expenditure of the govern&Mover its revenue. This is equal to all types of
botrowings of the government during the & is estimated at 4.7%, Primary deficit is the
excess of Viscal Deficit over !nterest?ﬁems (Rs. 1.16 lakh crores less Rs. 1:12 lakh crores)

and during 2001-02 the estimated prijgéry“deficit is around Rs. 4000 croves.|As proportion to
GDP, jt works out to 0.2%. B on tike Chakravarty Committee (1985) recommendation the
concept of Monetised DeficitNgas Mtroduced. It catches the impact of fisda! operations on
money supply. Net incrga® in the RBI credit to the government represents Monetised Deficit
which is around 0.7%. %rior to 1980, critiques focussed attention on sizing Revenue and
Budgetary Deficits (the latt¥ represented deficit finance obtained through the issue of ad hocs).
i the recent decades fiscal discipline is'in terms of controlling Fiscal Deficit,

15.7 AN ANALYSIS OF UNION BUDGET 2001-02

As noted earlier, fiscal policy of the government is reflected in th budget and is
implemented through various measures of revenue rising efforts and pattern offallocation of the
resources. The budget for 2001-02 was presented to the Parliament on February 28, 2001 by
the Finance Minister Yashwanth Sinha. This is his 4th budget. A budget is an annual statement
of the estimated revenues, expenditure and their coordination. A budget is not m'erely a statement
of the anticipated revenues and expenditures but something more. It serves as ]Etool to the MPs
to have control over the government finances and to give direction to the econd imty. There are 3
sets of figures in the budgets viz, BE, RE and Actual or accounts. When presenting the Budget
in February of 2001, the BE (Budget Estimates ) are the estimated figures for the next year
(say. 2001-02). RE (Revised Estimates) are for the current year (say, 2000-01) and Acztuals
pertain to the previous year (say, I9:99-2{)(_}0). Each Budget is classified under Revenue and
Capital Accounts. In both the accounts, receipts and payments are shown. Revenue receipts
are broadly of 2 types- Tax and Non-Tax revenue (c.g. of the latter are fees, penalties, dividend
received by the government etc.). While Tax Revenue constitutes 70%, noi-tax revenue is
30%. In the tax revenue, at present the shares of Direct and Indirect Taxes ark 38% and 62%




respectively. Itis happy to record that in the recent 20 years, the proportion of direct tax revenue
has been rising. In the total reccipts of the government (about Rs. 2.8 lakh crores), Revenue
Receipts account for 62% and Capital Receipts (mostly borrowings) 38%. We already noted
that in the total cxpendlture bu]k s o Revcnue E *{pendtture at 83%.

Obscrvations on the 2001-02 Budget : °

This budget, like the budgets of the previous years, m an incremental exercise and does -

not contain hard decisions, as ¢laimed car ber by the Finance Minister, to set ¢ ight the economy.
[t is true that the budget included certain measures 1o prune the Fiscal Deficit which stood at
5.1% in 2000-01 to 4.7% in 2001-02. Union Excise Duties are further ravionalised and from
2001-02 a single uniform rate of 16% CENVAT will be levied (along with 16% Special Excise
Duty). To reduce tax burden, surcharge on income tax is slashed to 2% (from 175 o) and this
2% will be levied only when taxabic i income exceeds Rs. 0.6 lakh. Dividend tax, which was
enhanced from 10% to 20% in the BE 2000-01 . is reduced to 1056 in the current budget (2001 -
02). To discourage import of second hand cars, the budget proposesto tevy 180%. The average
import duty is around 35% which is compdrabie with global countries. On most of the LT,

(Information Technology) products, import duties were reduced to encourage spread of modern
communication knowledge. Aftempt was made to reduce the burden of fertiliser and food subsidies
by raising the prices of fortilisers and issue price of food grains distributed through Public
Distribution System. The budget announced a. few social welfare schemes and touched
agricultural sector. The budget strengthens agricultural bank finance. isurance of farmers and
enhaace micro credit factlities. It aims at linking one more lakh Self HeGroups (SHGs) with
the help of NABARD and SIDBI for credil delivery to the munben LI Gs. Not only every
farmer will be issued Kisan Card, they-will be insured at¢os Wiks which issucd the cards.

With effect from 13-01-2001, 82 takh old age pensioners | jeen provided 10 kg rice or

wheat frec of cost. Shiksha Shayog Yojana was-annour
Line) families children will gereducation allowance of R
Also Khethihar Mazdur Bima Youyma was anng
provided a pension of Rs. 100 p.m. after attainingNg
‘to faciiitate foreign investment by Flls (Fo Eidplnstitutional investors), the ceiling of 40% was
raised to 49%. The Finance Minister in his @ speech commented that liberalisation polictes
unplemented during the decades of the 1990s Tir by succeded in ensur ing free entry. Free entry
13 one of the two important elements of competitive conditions. The other element is free exit.
Under the second generation or second phase of reforms, free exit policy is announced. Free
exit means that freedom to close the business/industry and to retrench/lay off workers. It is
informed that il now industries with 100 + employment are required to obtain permission from
government for lay off. lockup, retrenchment and closure. Now the employment Hmit is 000 +.
Industries employing less than this number need not approach the government for retrenchment
or lay off. However, the budget provided certain safeguards. The retrenched labour is given
separation compensation equal to 45 day of pay for every completed year of service. Also
Ashray Bima Yojana applies to them.Compensation upto 30% of last pay drawn will be paid by
the industry for one year. The budget aiso indicated that contract fabour will be soon legitimised.
The 2001-02 budget announced that as against the present limit of 1000 workers, it is proposed
to recruit civilians to the extent of 1% of total staff against annual retirement of 3%. This
measute aims to compressing the work force which is in excess of needs. The budget also
announced raising of rent on government bmidmb;; by 15% 10 50% and all existing schemus wiil
be subject to Zero Based Budg,t.lmg. Although the professed goal of the budget is “to impart
indian Economy sustained equitabie and job creating growth path of 7% to 8% which could
banish poverty and unemployment™, it is doubt{ul tliatlhe goal would be achieved. The allocations
and policies are not consistent with goal. It appears that the budget was domlmlcd more by
market rather than by the c.omp'isqionate state.’ '

under which BPL (Below Poverty

OU p.m. to study 9th to 12th classes.
. Unbler this agricultural labourers wil be
years. it will be implemented by the LIC.




15.8 SUMMARY R |

~in this unit, attum}t was made to explain essentials of fiscal policy, f'scal reforms and the
Budget of 2001-2002. After dehnm‘g fiscal policy. explaining its scope and «?ms various fiscal

reforms introduced from the 1990s were dlsuiz,scd It was noted that the reforms concentrated -

on fiscal discipline, abolition of the system of'ad hocs, tax reforms which included tax rationafisation,
administration, widening tax base and reduction of a numher of taxes inciuding import duties.
Based on the recommendation of the 10th Fmanc; comlmssmn vertical distribution share at
29% has been legalised 1Imugh an amendment (o the C unstltutlon. The government alsoaccepted
29.5% devolution of total tax revenue recommended by the 1 1th Finance Commission. A recent
reform is the decision to control revenue and fiseal deficits through an cnacrment called Fiscal
Responsibility and Budget Management Bill. Different types of taxes and main revenue yielding
taxes were explained. Aliernative classification of expenditure and main expdnditure items were
noted. After defining 4 types of deficits, a few observations were made on ;éw 2001-02 budﬂet
:m]udmg new schemes and exit pohuy

15.9 KEY WORDS

1. Budget : an Annual statement of estimated revenue and expenditure, and their _
coordination. It reflects fiscal policy and is expected to give direction "lo the economy.,

Z.  CENVAT : Central VAT is the New name JModvat (Modified Vaiuc Added Tax).
Over years, CENVAT is expected to be rmed into frue VAT, Under VAT, tax is
levied at every stage of production/pelg on M2 created or added vs!ue\: of that particular

“company. Under Modvat, first the: @ evied-on the total sales \ea!ue!and later rebate is
given for the taxes paid by it jp prociffg inputs, provided tax vouchers are produced.

Fiseal Deficit : Excess of tot
a types of borrowing

Lt

fovernment expenditure over its income, It is equal to
e government during a year. '

4.  Fiscal Policy : Policy o

1€ government related to pattern of revenue raising and
spending. - : '

3. MAT : Minimum AMernative Tax is ievied on zero profit companies w hlch actually ean
profits but they shiow book profits as zero after deducting legally permy itted atlowances.

6. Monetised Deficit : Net increase in RBI's credit 1o government duri
catches impact of fiscal operations on money qupp!y

ng a period. It

7. Primary Deficit : Fiscal deficit less i mterestpaymenta

8. Revenue Deficit : 1t is the excess revenue expenditure of the govemmem over revenug
receipts. Put differently, excess of nor mal expcnditure over normal income of the
government, .

15.10 ‘SFI F AQSESSMENT TEST

| Define the term fiscal poticy.and distinghish it from monetary policy.

[

Explain the concepts of fiscal deficit and revenue deficit.

What are VAT, MODVAT. C‘LNVAT and State VAT"

3

4, What are the direct and lnduu:t laxes of the union g,overnmcnt and which taxes are .
mote revenue yielding ?

|
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5. Explain briefly fiscal rcfonns introduced by the Government of India under ilberahsatton
environ ment '

6. Analvse thc recent year’s bud"et

15.11 FURTHER READINGS :

B.PTyagi : PublicFinance
RBI D Currency and Flancc Mumbai 1999-2001.

Recent Issues. of Economic & Political Weekl;

229




—.__—

UNIT - 16 : FINANCIAL SECTOR REFORMS

Objectives

After studying this unit. you should be able 1o :
* Understand the need for reforms in financial sector in India;
o Explain the main recommendations of the Narasimhamam Cominittce;

@  Specify the action taken by the Government and the RBI for reformis ¢ the financial
"~ sector in India; and '

®  Asses the impact of reforms on Indian Economy; - ‘
Structure

l6.1 Introduction

16.2 Weed for Reforms in Financial Sector

16.3 Narasimham Committee un Financial Reforms

6.4 Major Recommedations of Narasimham Committee
IE-.,S Fiancial Sector Reforms 0

166 Towards Sound Financial Sector

16.7 Summary O |

16.8 Sell - Assessment Test _

6.9 Futher Readings v

16.1 INTRODUCRON

.. A country’s financiWsystem is a facilitative set-up like infrastructurd. [t caters to the
neads af both the lenders and the borrowers. It is comprised of financial institution like commercial
banks, development banks, co-operative credit soeieties. insurance agencies etc. It also includes
i'l"x'a'ancial markets viz.. money market and capital market. A sound financial system contributes
enormously to the expansion and diversification of an economy and also 10 its'rgrowt!y

- The essence of a financial system ties in its role as an mtermediary between those who
have surpluses to lend and those who want to borrow, According to Prof. C. Rangarajan, the
former Governor of the Reserve Bank of India, the central economic function of the financial
-sector is financial intermediation, that is mobilisation of financial resources andithe allocation of™
theése financial resources. Further, efficient financial intermediation also involves minimising the
transaction cost of ransferring funds from original savers to final investors.

16.2 NEED FOR REFORMS IN FINANCIAL SECTO?

The Indian Financial Sector today comprises an impressive net work of Banks,
Development Financial Institutions (DFls), Insurance, Finance, Leasing, Venture Capital and
Mutuat Fund Companies, and a wide range of financial instruments. There has been a considerabie
widening and deepening of the Indian Financial System, particularly in the last two decades.
Despite the overall progress made by the financial system in India, its operatipnal system has
been unsatisfactory up to 1991. In July. 1991 the Central Government anm]:lunced its New

1




Economic Policy (NEP). Liberalisation, deregulation, delicencing, reforming and restructuring
Y 2 g

of the economy through NEP madc the Government to bring. reforms in financial sector -

immediately.

Let us now discuss the need for undertaking reforms in financial sector with particular
reference to banks and developmental financial institutions, Financial sector reforms were initiated
as part of the overall structural reforms aimed at improving the productivity and efficiency of
the economy. The financial sector reforms recognise the fact that the Indian Banking System
had, over the years, grown and that the geographical and functional coverage of the banking
system have been truly impresive. However, questions have been raised from time to time on
the viability of the banking institutions. Concerns have also been expressed about the deterioration
in the quality of services provided by banks. It is with a view to finding solutions to these
problems that financial sector reforms were initiated. The broad objective of 1he reform has
thus been 1o create a banking system that is both viable and efficient.

Commercial Banking in India ;

Nationalisation of 14 commercial banks on 19th July, 1969 was a radical measure in the
history of Indian banking. Several changes took place in the sphere of banking sector after
nationalisation. These changes are quite apparent in branch expansion, deposit lllobI[ISdlIOI'l
credit deployment cte.

Despite the overall progress made by the banking system in India, its operational efficiency
has been unsatisfactory - characterised by low profitability, high an
assets and relatively low capital base. On the eve of the reforms, profits of public sector
banks (excluding RRBs) affer provisions and contingenciegawege not more than 0.18 per cent of
working funds in 1990-91. The spread between interest d andl paid as a proportion of
working funds was 2.95 per cent. "T'he proportion of, INTEYEst expenditure to working funds
in the same year was 2.65 per cent. With the declin quality of loan assets, the need for
provisioning had become more urgent. Serv s were in fact not in a position to make
adequate provisions for doubtful debts. Th basc i.e., the ratio of paid-up capital and
reserves to deposits, of public sector baphs at si¥htly over 2. 85 per cent in 1990-91 was much
lower by international standards and ir as gone down over time.

iz major factors responsible for these are : (2) directed investments; and (b) directed
credit programmes. In both these cases, rates of interest that were available to banks were less
than the market related rates or what they could have secured from alternate deployment of
funds. There has been a Jeterioration in the quality of the loan portfolio which in turn has come
in the way of banks” income generation and enhancement of their capital funds, The accounting
and disclosure practices also do not atways reflect the true state of affairs of banks and financial
institutions. The erosion of profitability of banks has also emanated from the side of expenditure
as a result of fast and massive expansion of branches, many of which are unremunerative
especially in the rural areas, a considerable degree of overmanning particularly in the urban and
metropolitan centres and inadequate progress in updating work technology. Both management

rowing non-performing -

weaknesses and trade union pressures have contributed to this. There have also been weaknesses

in the internal organisational structure of the banks, lack of sufficient delegation of authority and
1nadequate internal controls and deterioration in what is termed ‘housekeeping’ such as balancing
of books and reconcillation of inter-branch and inter-bank entries.

The maost serious damage to the banking system and the one which contributed most to
the dechine of portfolio quality has been political and administrative interference in credit decision-
making, Populism and political and administrative influence bordering on interference should
have no place in the lexicon of banking and finance, but unfortunately, over the years, competitive
populism has affected banking and credit operations. As a result of the political and administrative

[
fad
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interferences the public sector banks in india have suffered so badty : lower income, inadequate
provisioning for bad debt, locking of credit from more productive uses and erosion of profitability. -
The deterioration in the financial health of the system has reached a point where unless remedial
measures are taken soon. it could further erode the real value of and return bn the savings
entrusted to them and even have an adverse impact o'n': depositor and ilwe'stor confidence:.

Before the onset off"nancml scctor reforms in 1991, every concetvable banking activity’
of indian banks was regulated by RBI/Goverriment of India €.8., rates of interests on deposits/
' advances, credit dlspensatlon system, branch expansion policy and entry of private/foreign banks
etc. There was no ‘transparency of balance sheet of banks and bdnks could increase their
liabitities in hlghly dlspmporuonate ratio to their capital funds. Fherc was no uniform sy stemof
identifying bad advances and provldmg against these. Al these were affecting the intrinsic
strength of public sector banks.. As there was no stress on profi tability, these banks never got
motivated to increase their efﬁcnenc.ya’prof tability. L

Development Financial Institutions (DFIs) :

A!ongmde the quantitative expans:on and functional diversification of the banking system,
the last few decades have witnessed a significant expansion of the activities of term lending or
development fi naiicial institutions (DFis). With commercial banks conﬁnms_ thernselves to their
traditional provisioning of working capital requirements of trade and industry, the role of specialised
financial institutions was seen as meeting the requirements of medium and long-t¢rm finance for
industry. The network of financial institutions comprisjng the three-all-India dev lopment hmks .

- (IDBL{CIC}, and IFC1) and 18 State Financia! Cor
have thus brought about a countrywide coverage of

The DFls hhv‘c also been suffering fror ce of portfol io contantinatiof. This is more
pronounced in the case of the State Financial G ratlons (SFCs). Being Smaller institutions

the internai organisational pi oblems o '1s have been less acute than those of the banks.
However, both banks and the DFigbave¥uffered from excessive administrative and poitiical
interference in individual credit making and internal management. The deterioration i in
the financial health of the svstembas reached a point where tinless remedial measures are -~
taken soon, it conld furth the real value of and return on the savings entrusted to them
and even have an adverse inWg€t on dcposrtm and investor conf' dence

Actmty A

Assuining yourself as-an officer of a Nanonallsed Bank, list out the

istrengths and

wenknesses of banking sector in India before the implemensation of the teforms by the

“Government and RBI on the recommendations of Narasimham Committe
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16.3 NARASIMH‘AM COMMITTEE ON FINANCIAL RE’FORMS-

_ The Governiment ot India had set up a High L. wel Committee in August ﬁ99] with Mr.
M. Narasimham, the former Governon of the Resere Bank of India as its Chairman to examine
all aspects relating to the structure, organisation, functions and procedures of
system in India. . :

the f'nant_,l_al' .
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16.4 MAJOR RECOMMENDATIONS OF .
NARA‘SIMHAM COM‘VIITTEE

Narastimham Cominittee was primarily interested in improving the financial health of .

public sector banks and development financial institutions, so as to make them wab]e and efticient
and meet fuilly the emerging needs ofthe real economy. The basic assumption and approach of

the Committee is that greater market orientation would strengthen the financial system and thus

improve its efficiency. [n this connection the Committee stated “The solvency, health and

cfficiency of the institutions should be central to cffective financial reform™. The major

recommendations of thie Narasimbam Committeee centre round the banking system, the

development finance institutions, the money and capital markets.

Recommendaﬁons'Relating to Banking System ;-

The Narasimham Committee’s recommendations are based on the fundamental assumption -

that the reresources of the banks ceme from the general public and heid by the banks i trust

and that (hey have to be deployed for maxitmum benefit of their owners, viz., the depos:tnrs This

assumption automatically implies that even the Government has no business 1o endang{:l the

solvency, health and cfficiency of the nationalised banks under the pretext ()fh.*.-GUE'CC% for
economic planmng souai banking, poverty eradication, etc.

The Narasimham Committce recommendations aim at :

i) ens_;u mga dégree of operational flexibility: - _ _ _ )
i) intc_emal autonomy’ for the puﬁlic sector banks in thej ision making process; and
iy  greater degree ofprofessionaliﬁn in banking opcram S

i. Difcct_ed lnv'cstrh_ents_amd Credit :

- The Committee rcclommenc!ed for re Statutory Liquidity Ratio {SLR) and Cash-

Reserve Ratio (CRR) progressively over the yoags. As regards direcied lending, the Committee.

proposed for the re-defimition of the pri v gegctor to include only the small and marginal farmers,”

the tiny sector of the industry, small busind Q d transport operators, village and cottage industries, . .
rural artisan and other weaker sections. The Committee recommended 1o fix the dggreﬂate ;

credit of 10 per cent to the redefined priority sector.
2. Deregulation of Interest Rates : '

Narasimham Committee felt that the present structure of administered interest rates-are
highly complex and regid and hesce proposed for the deregulation of nierest rates so as to
reflect emerging market conditions. :

3. Prudential Norms and Regulations :

Prudential norms and regulations mcan the norms and regulations relating to income
recognition, provisioning for bad and doubtful debts and capital adequacy. With regard to income
recognition the Committee recommended that in respect of banks and financial institutions which

follow the accrual system of accounting; no income should be recognised in the accounts in-- -
respect of non-performing assets. An asset would be considered non-performing if interest on_ -

such asset remains due for a period exceeding 180 days at the balance sheet date.

For the purpose of provisioning, the Commiittéc recommended that using y the health code

classification which is already in vogue in banks and financial institutions, the assets should be
classified into four categories namely, Standard, Sub-standard, Doubtful and Loss Assets. In
regard to Sub Standard Assets,a gene:al provision should be created equal to 10 per cent of the




S

total outstanding under this category. In respect of doubtful debis, provision should be created to
the extent of 100 per cent of the security shortfall. In respect of the secured portion of some
doubtful debts, further provision should be created, ranging from 20 per cent|to 50 per cent,
depending on the period for which such assets remain in the doubtful category. Loss Assets
should either be fully written off or porvision.be created to the extent of 100 per cent.

The Committee stated that the balance sheets of banks and financial institutions should
be made transparent and full disclosures made in the balance sheets as recommended by the
International Accounting Standards Commiittee.

While coming to the capitat adequacy of the banking system the Commiittee suggested
that the banks and financial institutions should achieve a minimum 4 per cent ca pital adequacy
ratio in refation to risk weighted asset by March 1993, of which Tier 1 capital should be not less
than 2 per cent. The Bank of [nternational Settlements, (BIS) standards of 8 per|cent should be
achieved over the period of the following 3 years, that is, by March 1996. For those banks with
an international presence it would be necessary to reach these figures even earlier. The Committec
opined that in respect of those banks whose operations have been profitable and which enjoy a
good reputation in the markets, they could straight away approach the capital market for
enhancement of their capital.

4. Recovery of Loans :

Banks, at present, are experiencing considerable difficulties in recoverids of loans and
enforcement of security charged to them. The delays Mat characterise our legal system have
resulted in the blocking ofa significant portion of (Mfundls of banks and DFIs in unproductive
assets, the value of which deteriorate with pass “time. The Committee, therefore, considered
that there is urgent need to work out a suitabi anism through which the dues to the credit
institutions could be realised without delay and S8 ngly recommended that Special Tribunals on

the pattern recommended by the Tiwar ittee on the subject be set up tp speed up the

process of recovery. '

5. Other Suggesﬁons P

The other major recomme s of the Committee include the following:

I. The Committee recommended for the substantial reduction in the number of public sector
banks through mergers and acquisitions. The Committee favoured 3 to 4 |a rge banks with
international in-character; 8 to 10 national banks with net work throughont the country;

~ local banks with regional operation and rural banks including RRBs for rural areas.

2. The Committee while endorsing the views of Rangarajan Committee on Computerisation
‘recommended for greater use of computerisation systems in banks. '

3. The Committee recommended for ending the present dual control of banKing system by
RBI and Ministry of Finance and recommended for RBI's soul supervision.

4. The Committee also recommended for a radical charge in work technology and culture
for each bank. It also favoured for the appointment of chief executive ofla bank not on
principle consideration but on professionalism and integrity to be selected by an indepenclent
panel of experts. R ' ' -

Reforms Relai:i_ng to DFIs

The following are the major recommendations of the Narasimham Committee relating to
Development Financial Institutions (DFIs), ' '

) The ownership pattern of DFIs should be broad-based, like that of ICICI.
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i) The Government should work out an action plan to be implemented in the next three
vears which would usher m a measure of autonomy of the DFIs in matters of internal
adwmingsiration. :

i)  The appointment of chief executives of DFIs should be from amongst men of proven
professional competence and should be selected on the recommendations of panei of
eininent persons. -

iv)  The Boards of DF!s should include representatives from the industrial sector.

v}  The DFIs should raise their funds from the capital market at market-related rates. They
should aiso mobiiise the savings of the household sector through some schemes which do
not conflict with the commercial banks.

vi}  Asregards loan sanctions, each DFI should have the sole responsibility in loan sanctions,
1t should be guided by professional appraisal of the technical and economic aspects of the -
project evaluation ol the promoters, competence and integrity. The DFls should supervise
their own loan implementation.

vii)  Inthe maiter of corporate take-overs, DF1s should lend support to existing managements
with proven record beneficial to all concerned, except in those cases where the new
management can do better. In all cases, the DFIs should exercise their individual
professional judgement free of any extraneous pressures.

C‘ipxtal Market Reforms : N ' :

The Committee favoured substantial and speedy liberalisati e capital market, Prior
approval by any agency - either Government or SEBI - fgf aiyissue in the market should be
dispensed with. The issuer should be free to decide on the nagurgf the instrument, its terms and

its pricing. The SEBI shouid formulate a sct of pru
interests of investor. In the Commiittee’s view, SEBI s
substituting the Controller of Capital [ssues (C
to see that the market is operated on the basis o

ial guidelines designed to protect the
uld not become a controlling authority
uld function more as a market regulator

capital market should be gradually open o foreign portfolio investment and simultaneously
efforts should be initiated to improve th 1 of the market by facilitating issue of new types

of equities and innovative debt instruments. Towards facilitating securitisation of debt, which
could increase the flow of instruments, appropriate amendments will need 1o be carried out in
the Stamp Act

The Committee recommended that the supervision of merchant banks, mutual funds,
feasing companies, venture capital companies etc., which form an integral part of he financial
system should come within the purview of the new agency to be set up for this purpose under
the aegis of the RBI. The control of these institutions should be principally confined to off-site
supervision with the on-site supervision being resorted to cases which call for active intervention.
The SEBI which is charged with the responsibility of ensuring orderly functioning of the market
should have jurisdiction over these tustitutions to the cxeent their activities impinge on market
operations. In regard to mutual funds there is a good case for enacting new legislation on the
lines obtaining in several countries with a view to providing an appropriate legal framework for
their constitution and furictioning. The present guidelines with regard to venture capital companies
are unduly restrictive, and affecting the growth of this business and need to be reviewed and
amended.,

Second Phase of Recommendations - Narasimham Committee - I1

Afthough substantial progress has already been made as a result of implementation of
several recommendations made by the first Narasimham Commitiee, it becomes necessary

now 1o go for further reforms in the banking sector. The second report of Narasimham C ommittee 5
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(]998) provided the basis for further strengthening of the banking system for dmng 50 in this

direction.

The major recmmm.ndallons of the Narasimham Committee ma,lude, measures 0

strengthen the banking system, systems and methods in banks and strut.lum! issues, which are
enumerated briefly below

Measures to %trengthcn the Banking Svstem

1
T

g

Enhancemun of Carnta[ Adequam 1cqmremunts of Banks'to 10 per u..nf:‘ in phased
manner. oo -

Government guaranteed advances which otherwise ‘.&ould have bcen clas sn"ed as Non-
Performing Assets (NPAs) should either be treated as NPA or shown’ se] arately i1 the
balance sheet as a move towards greater transparency in banks” operations.

Average level of net NPAs for all banks should be reduced to below 5 p&r cent by the
year 2000 and 3 per cent by 2002. For banks with international presence, the objective

should be to reduce net NPAs 1o 3 per cent by the year 2000 and nil per cent by 2002.

Financial restructuring with the objective of having off the NPA portfolio from the
books of the bank through Securitisation or Asset Reconstructlon Companv must 20 hand
in hand with operat:onal re-structuring. :

Froedom to banks in deciding lending rates and Mo beneficiaries under governiment
sponscred shemes within the priority secter ayanges. o

To bring in. alignment with the in_ternaraclices, 90 days norm in regard to income -

recognition to be introduced in phascd\

her and general provision ofl | -per cent for
standlard assets. '

Adoption of international dj
mandatory to reveal the

fthe group.

Systems and Methods § ks: : L e
I.  Reconstitution of Mandment Commitice with only full tlme functlonane on thc panem

L

Structural Issnes :
1

of Central Office Credit Commitice in SBL.
Whole time directors on the board of banks. = ) o ‘
RBI should allow banks to select their statutory auditors.

Freedom to bauks to decided their remuneration package mcludmo that Gfthell' (,h;ef
Executwes

Separate vigilance manual which captures the special features of banking should be -
prepared for exercising effective supervision over-banks. - h

Mergers. between banks and beiween banks and DFIs/NBFCs neecﬂ to'be based lo.n

synergies and locational and business specific ¢ ompicmental ies 0[ the concerned i mqtltutlons
and must make sound commerciaf sense.

Constitution ofRestruclunm Connmssmn for Weak Banks. I

Minimum Share holding by government/RBI in the equity of natlonahsed banks and SBi
should be brought down to 33 per cent. Appointment of Chairman and Managing Director
should be left to individual Boards and Boargs themselves should be- elected by share-
holders.

smi‘l practices and CJHSOEIddt{:‘d balance sheet t0 bc nmde '
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4. Minimum net worth for NBFCs and Urbon co-ep, banks should be ralstd n phased
nmber. - : : : :

s. Forex market, Money market and the Securities market should be allowed: to mlcgrate
and the forward premia should reflect the interest rate differentials.

6.  Banks should be required to publish half yearly disclosure requirements in two parts, -
"The first should be general disclosure, providing a summary of performance over 3 years ..
and second disclosure, which would be a bl‘lt,f stmmary aumecl at credlt(:rs, mvcstors and
rating agenclcs to get a true picture,

7. The Board for Financial Regulation and Super\rlsuon (BFRS) should he given statutory
.powers and be reconstituted with profess:onais

8. Legal Framework to be amended to keep pace wuth chargm;_. commerual pracnccs and
with the financial sector reforms.

Varma Committee :

The Reserve Bank of [ndia constituted a working g },l'oilp under Mr. M.S. Verma, its honorary
| adviser and former chairman of State Bank of India, wukh the following terms of reference

®. Toestablish the criteria for identifying the weak banks

®  To study and examine the problems of such weak banks. 4 _ .

e To exantine them case by case and identify the pote'ntialljf ivable among them and

®  Tosuggest a strategic plan of fi nancual organlsanoperatioﬁal re"s-tructu-ring of
such banks. ' - e T

Criteria to Spot Weak banks : S _ .
The-working group identificd seven pa«@ with which to evaluate banks. These are

i. Capitai Adequacy Ratio; @

i. Coverage Ratio;

ii.  Return on Assets;

iv.  Net Interest Ma gm

V. Ratio ofOperatmﬂ Profit to Average Workm;, Funds

vi.  Ratio of Cost to Inome; and

vii.  Ratio of Staff Costs to Net Interest Income pIu_f; all Other Incomes. e .

Banks that did not achieve the required level under these parameters were considered
weak. ' C :

The Committee while indentifving three weak public sector banks. (viz., Indian Bank,
UCO Bank and United Bank of India) recommended many measures including setting up of an
Asset Reconstruction Fund, cutting the work force 25 per cent and strategic alliance wnth other .
hanks (]ncludmg non-bankmg financial IIWIItlltIOlIS (NB{‘CS) '
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 Activity - B

Explain the major reco_mmendations of Narasimham Committee relating to banking sector.

--------------------------------------------------------------------------------------

--------------------------------------------------------------------------------------

---------------------------------------------------------------------------------------

e Bt o R T e i = R SR S

Activity-C _ _ |
“The suggestions made by the Narasimham Comimittee relating to DFIs, if implemented, will
bring about far reaching changes in the working of these institutions.” If so, state the
reasons. o

o e e o L T Ly MR
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'16.5 FINANCIAL SECTOR RI

The Government of India, while acceptitestic report of Narasimham Comimittee took the
following measures to streamline the %\ial sector in India. The RBI also |started issuing
guidelines to the bank and financiajmgtitutipns basing on the recommendations of t ¢ Narasimham
Committee. The Government OQNI(]. RBI took the following measures for reforming the

- financial sector. . :
" 1. Changes in SLR am@ s
Statutory Liquidity Ratio (SLR)on incremental net domestic demand and time liabilities
(NDTL) has been reduced from 38.5 per ceat in 1991-92 to 15 per cent. SLR on outstanding
domestic NDTL has been reduced form 38.5 per cent'in 1991-92 to 31.50 per cer‘t. Itis expected .

to be brought down to 29.5 per cent by March 1995.

Incremental Cash Reserve Ratio (CRR) of 10 per cent has been removed and one-third
of the impounded cash balances under incremental CRR have been released, implying a reduction
in CRR by 0.6 per cent. In November, 1995 the RBI reduced CRR from 15% to 14% in order
to control the variations in the money market. CRR was further reduced from 10.5 per cent to
9 per cent with effect from November 20, 1999. At present, the CRR is '4.75"/1».

2. Deregulation of Interest Rates :

. The RBL, in September, 1995, allowed scheduled commercial banks to fix interest rates -

on deposits and loans on their own. The purpose of the deregulation of interest rates of banks is

" to stimulate healthy competition among the banks and encourage their operational efficiency.
The Reserve Bank of India issued guideliness for interest rate swaps ang forward rate
agreements, '
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3. Prudential Norms ;

Prudential norms have been laid down by RBI as part of the reformative process. The

purpose of prudential system of recognition of income, classification of assets and provisionising

. of bad debts is to ensure that the books of the commercial banks reflect their financial postition

more accurately and in accordance with internationally accepted accounting practices. There

will help in more effective 51.1pervi5i0n of banks. Now, prudential norms require banks to make
100 per cent provision for all loss assets or non-performing assets (NPAs).

4. Capital Adequacy Norms :

The RBI in April, 1992 fixed capital adequacy norms for banks. The banks have to
~ comply with the norms over a three year period. Banks were expected to reach 4 per cent of
capital to risk assets ratio (CRAR) by March, 1993. This should be raiscd to 8 per cent by
March, 1996 for by all sheduted commercial banks. Foreign banks operating in India and Indian
banks with international presence were, however, required to attain 8 per cent by March, 1993
and 1994 respectively. ' .

A new capital framework has been introduced for Indian scheduled commercial banks
based on the Basu Committee recommendations presentating two tiers of capital for the banks.

The Government of India has amended the. Banking Companies Act to enable the
naticnalised banks to access the market for capital funds through public issues, subject to the
provision that the holding of the Central Government will not fall belovad 1 per cent of the paid-
up capital. .

5. Freedom of Operation : _

Scheduled commercial banks have now been given fre to open new branches and
upgrade extension counters, alter fulfilling capital adeq rins and prudential accounting
standards, They are also permitted to close non-vialle brafches other than in rural areas. Bank
fending norms have been liberalised and banks en given freedom to decide fevels of

holdirg of individual items of inventories andgeceivagles.

6. Permission for New Banks :

Government of India and RBI have accepted 12 proposals to set up new private sector
banks and six banks have already started [unctioning. These banks have been allowed to raise
capital contribution from foreign institutional investors upto 20 per cent and Non-Resident indians
up to 40 per cent.

7. Supervision over Commercial Banks :

the supervisory system of banks and financial institutions. A separate Department of Supervision

‘ A Board of Financial Supervision has been set up with an Advisory Council to strengthen
was also established in RBT in December 1993 for assisting the Board.

8. Recovery of Debts :

‘ “Recovery of Debts due to Banks and Financial Institutions Act 1993" was passed to set
up Special Recovery Tribunals to facilitate quicker recoveries of lokn arrears. Iive tribunals
started functioning at Calculatta, Delhi, Jaipur Ahmadabad and Bangalore and an Appéllate

Tribunal has been set up at Mumbai. .

9, Other Measurcs ;

The Government of [ndia took the following other measures also to reform and strengthen
the financial sector in India, ,

.
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a)  Banking Regulation act, 1949 was amended to enable a banking conpany to have a
non-executive Chairman and vpto three Directors from among the Directors promoting,
institutions, and to raise the ceiling for the exercise of voting rights for|a shareholder upto
10 per cent, and to raise the penalties for contravention of the Act.

by Agreement was reached with Unions in October 1993 and it paved way for faster

' computerisation in banks.

¢)  Bank fending norms have been liberalised and banks were given freedom to decide
' levels of holding of individual items of inventories and receivables.

dy  Scope of mandatory consortium arrangement was narrowed to 76 large borrowal
' accounts in place of 934 accounts.
e} Quidelines were issued to banks to ensure qualitative improvement in banks’ customer

service as a follow-up on the recommendations of the conunittee on customer service in
banks.

£ With effect from the year ending March 31, 2000, banks advised to classify a minimum
of 75% of their securities as current investments.

g} in line with the recommendation Narasimham Committee (II) to provie RBI support to
market through liquidity adjustment facility involving periodic/daily resetting of Repo and
Reverse Repo Rates, RBI introduced Interim Liquidity Adjustment Facility (ILAF) with

effect from April, 21, 1999 in place of the Gjperal Refinance facility,
1. Reforms Relating to DFIs

The DFis have taken steps to wideesource base and maobilise founds on domestic

as well as international markets.

Prudential Norms : The DR@hfve recognised the importance of prudential norms as
ameans to maintain financial h and have also been following norms for eredit concentration,
asset classification, income re®@entiion and provision for bad debts. In March, 1994, RB1 issued

guidelines on prudenti ms 19 be followed by DFls in India. These norms are similar to the
norms issued to the cor ial banks.

Diversification of Operations : In tune with the changing enwronmem the DFIs haw,
been diversifying their operations and reorienting their business strategies.

Rationalisatien of Interest Rates : Interest regime has become more liberalised.
DFls have also amended the norms regarding promaoter’s contribution and debt-equity to increase
promoter’s stake in projects. Convertibility clause is no longer obligatory for assistance sanctioned
by term lending institutions. :

Impact of Reforims :

One has begun to see the impact of financial sector reforms, both on the financiai results
a5 well as in the services provided. Operating profits have gone up from Rs. 7,568 crore in
1995-96 to Rs. 13,992 crore in 1998-99 and net profit from loss of Rs, 371 crore to a net profit
Rs. 4,660 crore. Al banks except two have met the minimum capital adequacy ratio. As on
march 31st, 1999 CRAR of public sector banks as a whole was 11.2 per cent. However, all
public sector banks except one achicved CRAR of 9 per cent as on March 3 Ist 1999 a number
ot banks have entered the capital market to satisfy the capital adequacy norjn.

Reduction in NPAs has acquired more focussed attention. The level off NPAs is no doubt
high but the percentages are showing a decreasing trend. The percentages vary sharply among
panks. Percentage of gross NPAs have come down from 23 per cent in 1992-93 to 14.6 per
cent in 1998-99. Net NPAs of Schedule commercial banks declined marginally from 3 per cent 240




of their totaf assets as on March 3 1st, 1998 to 2.9 per cent as on 31st March, 1999, In the case
nf oreign banks net NPAs declined from one percent. of their total assets as on 31st Marsiy,
13 10 0.8 per cent as on 3tst March, 1699, As the tuilt-up of NPAs has been a major factor
ity the grosion of profitabiluy of puoi:c sector banks in India, the Narasimham Committec (I
anderscored the nced (o reduce the average level of net NPAs for alt banks to 3 per cent bv
2002, The prionty sector advances accounted for 47 percent of the total NPAs and non-priority
sector for the balance.

Activity - D

Assuining that you are a Manager of a bank state whether the measures taken by tic
-Government and RBI for reforming the financial sector ate appropriate. What sugeestions
would you like 0 give for further reforming the financial sector in India ?

16.6 TOWARDS SOUND FINANCIAL SECTGR'\

The financial sector reforms in India arc an integraf pan-nweraii progrannne ol

economic reforms aimed at improving productivity and efficje

of financiai insti'tut.mns., I
fact, the efficicncy of the reforms in the ccoromy would hay '

reforms in the financial system and hence Government wagrequite to take them simultansousty,

The Government of India and the RBI already starte
money and capital markets even though the Gover
For refoms to be efféci:iv_e, honest and since effo
Raforms cannot be half-hearted nor piecet
and the Institutions have to work with cony

ming the banking sector, D is,

ecessary, not just facade of doing sc..

nd commitment.

The recent financial crisis in South-East Asia and Japan amply demonstrated how a
weak and fragile domestic financial sector could lead to serious problems for the real economy.
These economies bear testimony to the fact that a persistent and unexpected downturn in the
real economy creates difficult problems for the financial sector. A fragile financial sector or
banking system can deepen further the real economic crisis in imposing hieavy social costs in
terms of unemployment, retardation in output growth, higher inflation ete. It is, therefore,
imperative to strengthen the banking system through prudential norms, such as capital adequacy,
income recognition and provisioning norms for banks, particularly to move towards full diqc!osure
and transparency in banking operations in line with international best practices.

16.7 SUMMARY

This unit was devoted to discuss the need for bringing out certain reforms in the Indian
financial sector, which lead to the constitution of Narasimham Committee. The imporiant
recommandations of Narasimham Committee, both first and second phases, were explained.
Various steps inifiated by the Government to implement the recommmendations of Narasimbams
Commitiee like changing the SLR & CRR developing prudmt[a] norms, capifal adequacy norms
etc., were also explained in del’ul

nding it difficult to enforce changes..

anno accepted change, the Governmeni..



16.8 SELF-ASSESSMENT TEST |

{. Critically evaluate the reforms undertaken in India for seforming the financial sector.

2. Explain the need for the jmplementation of second phase of reforms. ‘

16.9 FURTHER READINGS
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2. Fconomic Survey, 1999-2000, G'ox_!t of India Publications.

L]

3. Report of the Narasimham Committee, Nabhi Publication, New Delhi, 1993.
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BLOCK -1V : EXTERNAL SECTOR

Foreign exchange plays a crucial role in the economic development of any country. To
eary more and more foreign exchange, the country should encourage its exporters and discourage
importers. In addition to foreign exchange, foreign capital also is equally essential for developmerit
of any economy. - : T - -

tn this backdrop, all the 4 units in this block are devoted to explain the importance of
foreign exchange and foreign capitai. Unit-17 explains you about India’s foreign trade and also
the EXIM policy of our country. Unit-18 is devoted to discuss the Balance of Payments position
in India, the problems involved in it, the recent trends in it, ete. '

What is foreign capital ? How to collabrate with foreign countries? What is our country’s

foreign investment policy ? - All these aspects are éxpl'ained in unit-19.
Unit-20 deals with ’MNCS;'.shiaté_gi'és'MN_CS, proccés of internationalisation of a MNC
etc. : ‘ . _ c _




UNIT-17: INDIA’S FOREIGN TRADE AND

EXIMPOLICY

O.h'jc'cl'i.\-'es

This unit facilitates you to learn :

@ dimensions of foreign trade and tradé policy;

3 _ : trends, structure and dil‘ec:tion.oflndia’s foreign tl;acle'

B major features of tndia’s restrictive import regime and export promotion measures;
& India’s trade liberalisation In the 90s; and

& the ilﬂpilcalloﬂb and dimcnsmns of India’s umwmg h:}l eign trade and intensifying trade

reforms

Sirgciure :

7. Introduction _
V7.2 India’s Foreign Trade : Trends, Compositign and Direction
173 India’s Exim Policy : Background

174 Indin Dxim Policy (1950-90) : Hj

Strategy
175 dndm’sTxim Policy inthe € ajor Developments
176, Indw’s Exim Policy R¥eent¥Changes
17.7 Summary

7.8 Self~Assessn 51

179 Further Readings

its of Import Regime and Exgort Promotion

17.1 INTRODUCTION

Foreign trade refers (o trading of goods between countries : exporting
counteies and importing some other goods from other countries. Thuss for eign it
known as infernational trade, is an extension of inter- |c=<v|onal trade, that is trade

t.UiOI"l \’HTJHII g counir Y.

Interuational trade confers on an economy several benefits. Firstly, it bel
ceonpomy by enabling a country to specialise in the production of those goods
suiled, constdering its natural resources, labour skills and capital assets. [

of goods to other
-ade which isalso
between different

for which it is best
can export these

comeoditics in exchange for what other countries can produce at a lower cost. 'l‘hus, international

rage provides maximum scope for the optimum expioitation and allocatior
FESOUICCS,

For example, the unprecedented prosperity enjoyed by the OPEC

of world’s scare

Petroleum Exporting Couniries) nations would have been impossible but for the ready world
demand for their petro and petroleum based products made possible by inter
for international trade. their vast petrol reserves would have remained unex
countries would have remained as world’s poorest countries.

ational trade. But
ploited and these

nefits the national

(Organisation of



Secondly, international trade changes the quality of labour through the transmission of
new ideas, import of technical know-how, managerial talents and entrepreneurship. [t also changes
the quality of life of people, teaches them tp consume new things and use old things in new
ways.

Further, foreign trade lacilitates the dissemination of technical know I(,dfre which is largely
the result of specialisation. w huch trade has made possible. '

But, there are some arguments which are advanced against {nternational trade :

L A country which depends on imports is in a vulnerable position during war.

L International trade 1 Is 2 source ofecononuc insi ab:hfy and nnelfcwq witl national economic

plansing.

* International trade inflicts Imse‘; on those homc lI'IdLIbll"le W hose pl oducts are displaced
by imports.

Nonetheless, it is admitied that one single economy cannot produce every commodity it

wants by itsell. This could be'due to differences in the availability ol natural resources, skitls of

" people, ete. That 15 why, today, almost every country in the world is engaged in forcign or
inlernational trade. :

it is to use Tonelon trade to maximize the economic benefits for the home country that

every country has its own trade policy or exim policy. Trade Policy ¢
Policy refers 1o policies of the Government of a country adopted w

[CNCE 1D CXPOTs and

imports. Trade Policy may be free trade policy or protective/rgstiictive trade policy. Free trade -

poiicy dogs not impose any restriction on the exchange of gof
impose any taritf, quota, taxcs, or subsidics on producti

Trade policy may be outward lookd irivward IOoking. Outward looking trade policy

encourages free trade, free movement of capl

gxport-tmport (EXIM}

fentecprise, students and labowr, whereas inward
jooking trade policy restricts the movemtnts of goods, services and people between counlries.

An inward looking trade policy aims to promote the development of indigenous technologies and

economic self - reliance.

Trade policy will have a strong influence on the direction, composition, and growth trends

of foreign trade of a country. This. in turn, will affect its cconomic development process,
particularly if foreign trade forms a larger component of its overall economic activity.

17.2 INDIA’S FOREIGN TRADE : TRENDS,
COMPOSITION AND DIRECTION

Trends :

Foreign trade forms an important component of Indian economy. At the time of
independence, India being primarily backward agricultural economy, exported agricultural raw
materials and imported industrial machinery and ether manufactured goods. However, since
then, the value, volume, composition and direction of India’s exports as well as imports have
undergone remarkable changes. '

India’s forcign trade has increased impressively in absolute value terms since 1949-50
(Table-17.1). The values of exports as well as imports have increased by morc than 250 times




over the period of last five decades: 1949/50-1998/99. The value of exports, which was Rs. 485
crore in 1949-50, increased to reach Rs. 141604 crore in 1998-99. The valuc of imports, during
the same period rose from Rs. 617 crore to Rs. 176099 crore.

An important feature of India’s foreign trade in the post - independence era is that [ndia
has always had deficit trade balance: that is, the value of imports has alwayg been higher than
the value of exports. The exceptions were 1972-73 and 1976-77, in which the value of exports
cxceeded the value of imports.

Another feature of India’s international trade is the fluctuating growth rates of both exports
and imports, The growth rate varied from 42.9 percent in 1966-67 to - 19.3 percent in 1952-33
for exports and from 58.3 percent in 1973-74 10 -21. ] percent in 1952-53,

In the 90s, however, there was a more stable arowth of both exJorts and impoits,
particularly till 1996-97. The values of both exports and imports incrcased by more than Tour
times during 1990/91-1998/99. But this increase could be partly attributed to the devaluation and

depreciation of Indian rupee in the foreign exchange market.
Table-17.1

Exports, Imports and Trade Balance

(Rs. Crore)

Year Exports {including 0 Rates of Chiange(Per cent)
re-exports) tmportsTrade Balance "~ Export Import

194950 485 . 132
1950-51 : 606 {?@8 2 240 -1.5
195152 716 890 174 182 46.4
1952-53 378 % 702 -124 19.3 211

1953-54 @ 610 79 8. 13

1954-55 593 700 107 11.7 14.8
1955-56 609 774 -165 2.7 10.6
1056-57 605 841 236 0.7 8.7
1937.58 561 1035 474 7.3 23.1
1958-59 581 906 325 3.6 -12.5
1959-60 640 " 961 321 10.2 6.1
1960-61 642 1122 480 0.3 16.8
1961-62 660 1090 -430 2.8 2.9
1962-63 685 1131 -446 3.8 38
1963-64 793 1223 430 15.8 8.1
1964-65 | 816 1349 533 2.9 103
1963-66 810 1409 -599 0.7 44
1966-67 157 2078 921 428 475




Year Exports (including Rates of Change(Per cent)
re-exports) TmportsTrade Balance Export Import
1967-68 1199 2008 309 36 3.4
1968-69 1358 1909 551 133 4.9
1969-70 1413 1582 169 4 -17.
197071 1533 1634 99 86 . 33
197172 1608 1825 217 48 1.7
1972-73 1971 1867 104 22.6 2.3
1973-74 2523 2955 432 28.0 583
1974-75 3329 4519 1190 316 52.9
1975-76 4036 5265 1229 212 16.5
1976-77 5142 5074 68 27.4 3.6
1977-78 5408 6020 612 5 18.6
1978-79 5726 6811 1085 5.9 13.1
1979-80 6418 9143 - 2725 2.1 34.2
1980-81 6711 12549 5§38 4.6 373
1981-82 7806 13608 530 16.3 8.4
198283 8803 14293 i 5490 12.8 5.0
1983-84 9771 ISSS% 6060 1.0 10.8
1984-83 11744 @ 5390 20.3 8.2
1985-86 10895 19858 8763 92 147
1986-87 12452 20096 7644 14.3 22
1987-88 15674 22244 6570 25.9 10.7
1988-89 20232 28035 8003 29.1 26.9
1989-90 27658 35328 7670 36.7 25.1
1990-91 32353 43198 - -10645 17.7 22.9
1991-92 44041 47851 3810 35.3 10.8
1992-93 53688 63375 9687 219 324
1993-94 69751 7300 3350 29.9 15.3
199495 82674 89971 7297 18.5 23.1
1995.96 106353 122678 116325 28.6 36.4
199697 118817 138920 20103 1.7 3.2
1997-98 130101 154176 24076 9.5 11.0




Year Exports (including Rates of Change(Per cenl)

re-exports) ImportsTrade Balance Export Emport
1998-99 139853 178332 -38580 7.4 15.7
19992004 162925 204583 41658 . 16.6 14.7
Source : 1. Economic Survey, 1998-99
-2, Economic & Political Weekly, Vol. 34 Nos. 42 and 43. October 16/22-23/
29, 1999

Another positive development on the trade front in the 90s, is the marginal increase in the
relative share of India’s exports in total world experts (Table-17.2). India’s share in world exports,
despite remarkable growth of exports over the period, has been negligible. India’s relative share
was a meagre 0.6 percent in 1970 and it declined to 0.4 percent in 1980. By 1990, it increased
again to 0.5 percent. in 1996, the share went up further to 0.7 percent but declined 1o 0.6
percent in 1998,

Table-17.2 : India’s Exports Vs World Exports ‘ '

Exports in US § Miliion

Year World India 0 . India’s Sfmre in
World ][Fx_ports

1970 313804 : 2030 oq

1975 © 876094 % 0.9

1980 1997686 : 8486 0.4
1985 1930849 @ 8004 | 0.5 -
1990 3mses ¥ 18143 0.5
1994 4139600 26330 0.6
1996 5082220 33470 0.7
1998 5075047 32039 0.6

Source : Economic Survey, 1998-99

India’s minor share in world exports is due o lack of compeiitiveness in terms of price
and quality of Indian goods in the international market. The fact that there is a marginal increase
tn the relative share in the 90s may be an indication that there has been a minor improvement in
India’s competitivencss vis-a-vis international market. ‘

Compesition

Trade composition refers 1o the variety commodities exporied and imported by acountsy.
The compasition of foreign trade is important because it reveals the state of economic development
of a particular economy. A backward agricishural econiomy’s exporis might comprise only
agricultural raw materials and commoditics whereas imports will include manufactured soods,
particularly machinery, ransport eguipments ete,
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A relatively more developed cconomy might export light manufactured items such as
processed foods, textiles and garments, leather products, handicrafts, etc. and import heavy
manulactured goods liké capital equipments, eomponents of consumer durables, computers,
ete. An industrialised/developed economy’s exports will consist of heavy manufactured goods
and impart agn_*icul(u:"al and related commodities, light manufactured items, ete. Thus, in the
process of economic development and industrialisation, the composition of exports as well as-
imports is likely to undergo transformation. ' ' .

India’s composition of imports as well as exports has undergone structural changes during
1960/61 - 1997/98 (Tables-17.3 and 17.4). India’s imports broadly comprise (i} food items, (i1}
raw materials and intermediate manufactures, and (iii} capital goods. [n 1960-61, food items
accounted for about one-fifth of the value of imports. But since then, the value of food items as
a precentage of total imports has declined. Today, (ood imports account for hardly 5 percent of
India’s import bill. This reflects the self - sufficiency achieved by India in food grains, over the
period of time.

The most valuable component of India’s imports is raw materials and intermediate
manufactures. This, in turn, includes (1) Petroleum, OQil and Lubricants (P.O.L.){2) Fertilizers
and Chemicals, (3) Pearls, Precious and Semi- Precious Stones, (4) Iron & Steel, and {5) Non-
Ferrous Metals. Whilc the relative share of raw materials and intermediate inanufscturers has
registered an increasc since the 60s, the relative significance of the five sub-components inentioned
above has varied over time. :

Tahle-17.3

(‘fonjposition of India’s Imports : LY6RG1 - T997/98
(% Shareinvalue

Major Items 1960/61 197047 VQSU;’S} 1990/91 1667/98
I. Food and Related ltems 19.07 @L _ 3.03 N.A. . 4.1
1. Raw Materials and - ' @ o . _ . o 3
Intermediate Manufacturers; 47.82 54.41 ?7,?.8I : IN,A. : N.A.
-Petroleam, Oii'an'd _ o I
Lubricants (P.O.LY 6.15 832 41.95 25.04 20.15
-Fertilizers and Chemical _ '
Products 7.84 328 i1.87 N.A. N.A.
-Peal*}_s_;_ f’recious and Semi -
Precious Stones 0.10 [.53 3.32 8.65 7.71
Jdron & Steel CIL00 9.00 6.79 4.89 3.69
-Noin-Ferrous Metals 4.20 7.28 3.80 2.55 2.23
11i. Capital Good_s 31.73 24.72 | - 1522 2422 17.51
V. Other ltems(Unclassitied) 223 - 6.00 3.98 N.AL N.A.
Total . ) 100.00 100.00 1100.00 100.00 162.00

Source ; Economic_.Survcy, [098-1099
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Table-17.4 .

India’s Export Compﬁsition :1960/61 - 1997/98 ‘

- (" Share in Value)
Major Ttems 1960/61 1970/71 1980/81 199G/91 1997/98
I. Agriculture & Allied Products 44.24 373 3065 19.41 18.76
IL. Ores and Minerals 8.10 10.68 6.17 4.60 2.39
. Manufactured Goods 4533 50.29 55.83 72.9] 76.65
~Textiles and Fabrics 1137 9.44 13.90 21.00 23.76
Readymade Garments . 0.16 1.90 8.20 1232 1L
-Jute Manuféctures - 21.03 12.38 492 0.92 0.29
‘Leather Products - 436 5.21 5.1 8.00 432
-Handicrafts 170 47 14.19 18.94 N.A,
-Machiniery, ete. 3.43 12,90 12.3|2 11.89 14.53
IVv. Mincral Fuels & Lubricants . 1._09 .85 0.42 291 1.14
Y. Others : 125 asﬁ 6.94 017 028
Total - | 100.00 @ 100.00 146.00 100.00

The most important of all these in'® M Due to an increase in the international oil prices
and also due to steady increase in daunes demand, the P.O.L. share of imports went up from
about six percent in 1960:61 to QQZI percent in 1980-81. Since then, though the relative
share has comc down, it flugtuatesNrom year to year, largely depending on thfs international
prices. Today P.O.L. impo unts for about one-fifth to one-fourth of the vaLue of imports.
P.O.L. imports will conti'm@a major component of India’s imports in the fut
until India achieves a major break through in its oil exploration and production.

re, unless and

Another item which has, more or |ess, consistently increased its share in thr: import bill is
pearis and precious stones. These are vsed mainly by the gems and jewellery industry and are
exported, after value addition (through cutting and polishing).

The import of iren and steel and non-ferrous metals has steadily declined since the 60s
whereas the import of fertilizers and chemicals has increased.

Another important item of imports is capital goods. The fact that India does not have a
sound indigenous technology_base, compels domestic industry to resort to import of capital
goods of various kinds from year to year. Like P.O.L,, capital goods will continue to account for
a significant share of the value of imports in the future as well.

On the whole, the change in the composition of India’s irriports (1960/61'- 1997/98) is
characterised by a steady decline of food items and a steady increase of manufacturing
tntermediates and raw materials.

The composition of India’s exports broadiy falts under (i) agriculture and allied products,
(ii) ores and minerals, (iii) manufactured goods and (iv) mineral fuels and lubricants. Of these
agricultural items and manufactured goods are signiflcant. In the beginning of the 60s, both
agricultural items and manufactured goods accounted for almost an equal share of exports.

However, since then the export of agricultural items declined steadily whereas ’lhe export of 250




manufacturcd goods, particularly (1) textiles and fabrics, (2) ready made garments, (3) handicrafts
which includes gems and jewellery, and importantly (4) machinery, increased considerably. As
a result, manufactured goods, which had a share of about 45 percent of the value of exports in
1960-61, ascounted for as much as 77 percent of the value of exports in 1997-98. Among the
manufactured items, Jute manufacturing exports has rapidly dechined from about 21 percent in
196061 1o a meagre 0.29 percent 1997-98, reflecting the deteriorating status of the industry.

Thus, India’s export growth has been characterised by the relative decline of traditional
agricultural items and faster growth of non-traditional manufacturing items, including machinery.

Direction

India has trading relations with almost all the countries around the world. However, to
understand the sources of India’s imports and destination of India’s exports, countries of the
world are classified under five broad groups:

1. Countries which form the Organisation for Economic Co-operation and Development
{OECD) and which represent the developed world:

- European commun i'ty whicli includes, among others, Belgium, Germany and United
Kingdom.

- North America which includes Canada and U. S, A.
- Australia and Japan.

2. Organistion of Petrolemn Exporting Countries (OPEC) cqusistigg of Tran, lrag, Kuwait
and Saudi Arabia. :

L)

Eastern Europe covering Romania, etc.
4, Developing countries of Aftrica, Asia, and LagigAmerica.
5. Gther countries. _

Majority of India’s imports originate fr > countries (Table-17.5). In 1960-61, as
much as 78 percent of the import origingsey fromMOECD countries, particularly USA, UK and
Germany. However, over the period the .@ cance of OECD as a trading partner has declined
relatively. In 1997-98, approximately 50 p&cent of India’s imports were sourced from OECD."
The importance of USA, UK and Germany, as the source of imports has declined in the lasi
four decades. Whereas Belgium and Australia have become relatively more important sources
of imports.




. ~ Table-17.5
Sources of India’s Imports : 1960/61 - 1997/98
3 (Percentage Share) _

Countrics 08061 1970771 1980781 199071 1%’?*@
I.OECD: 78.00 63.80 45.70 5400 | 490
AEC 3700 1960 - 21.00 29401 2300
‘Belgiom 140 0.70 240 630 600
Germany . 1090 660 5.56 800 - 610
SUKS 1940 780 . S8 . 670 | . 570

B. North America 31.00 34.90 1470 1340 ‘ 10,00

- USA. 2920 2710 296 1200 890

C. Other OECD Countries B 1 7.40 740 - 1120 ‘ 910

- Australia 160 220 140 340 3.70

- Japan - 5.40 510 "~ 6.00 750 3'520
. OPEC ' Tae0 770 27.80 1630 2319
i1, Bastorn Europe 3490 13.5[9 10.30 T80 i 710
IV. Developing Countries : 11.80 15.70 1840 | !1_3.',-3{3
L Asia 5.70%3.30 1140 1400 ‘ A
V. Others @‘ 0.50 056 350 o0
Total .~ = 1000 - 10000 100.00 100.00. - 100.00

So_urce : F'conomi.c Qurvuy%‘)!?

On the other hand, uuporéq from OPEC and developing countries have mcreascd
remarkably, In 1960-61, these two groups accounted for about 15 percent of Tndi% imports but

in 1990/91 and ]99"’!98 imports from these countries went up to about 35 per cent and about
45 percent respectively. What is significant is that, India’s imports from Astan ountl ies hdvc
more than doubled in the (ast four decades.

The direction of [ndia’s exports over the period present more or ]ess,_a' stinilar scenario
(Table-17.6). In 1960/61, OECD) camntries were the major destination for India’s exports, absorbing
more than 66 per cent of the totai ¢xports, Thelr refative importance deciined since then tili
1980/81. But in the 90s, their share in Indix’s exports, has again showed an npward trend,
particularly that ofthe U.5.A. : S

Eastern Europe including Russia was an important market for India’s ex ! orts from the
70s till the beginning of the 90s. However, with the distintegration of the USTS.R., and the
decline of controlled economies in Eastern Europe in the early 90s, its importance s a destination
for India’s exports has considerably reduced. The export to developing cm.nmel‘ pamcuiar!y
Asian countries has increased remarkably.during the last four decades : [

All these bring out that since independence :

®  [ndiahas strengthened its trade relations WIth its Asian nughbouls much more than with
the rest of the world.
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~®  India’s trade re]atlonshlp with South Amencan and Afr:can countrles is 11egl|g|ble

| ® .Though the significance of OECD countries as tradmg partner has declined since the
© 60s, among the OCED cuuntrles U.S.A.is emergmg as-a major market for India’s expotts.

® - OPEC has a special role in \ndia’s forelgn trade as they s‘upply the mdlspensable
: Petm]eum Oil and Lubrlcants (P.O.L). - Lo A

Table 176
Sources of India’s Imports 1960/61 1997!98
(Percentage Share) _
oo TogoleT 197071 1980581 19901 1997798
LOECD: 6610 5010 4660 5350 5570
A.EC 3620 1840 2160 . 2750 25.20
- Belgium 0.0 130 2.2 390 - 3.50
. Germany a0 210 570 780 550
SUK. 2690 10 %0 650 600
 B.North America 18.70 1530 . 1200 . 15607 - 2070 -
| “USA. o 1600 + 1350 110 470 19.50..
| C. Other OECD Countnes 10.1_0_. ) _.15:.20_' TG0 1040 690 '
- Australia 350 160 o__ 100 . < 130
- Japan 550 1._3,30?5 890 . 930 5500
T OPEC | 410 Q«; "I 566 1000
Iil. Eastern Fuope .. . _?.0% 2 00 ) 22.10 1'?.90 . 3.1.0- .‘ -
IV. Developing Countries: 1480 ¥ 1980 1920 1680 =~ 2820 ~
- Asia 690 1080 - 1340 1430 2130
Tome s 3@ w6 300
Tom o000 10000 10000 10000 . 10000

“Source : Economic Survey, 1998-99

17.3 INDIA’S EXIM POLICY : BACKGROUND

India’s Trade Polacy ot Exim Policy was largely mfluenced by the objective of economic -

self-reliance, since independence till the 90s. Further, the straiegy towards trade policy was
" determined by the necessity to conserve scarce foreign exchange reserves and to ensure its use
only for essential purposes for acceleratmg economic development o e

Towards this, import substlfutlon and protcctlon to domestic mdustrlallzatlm through a

system of tariff and non-tariff controls were pursued in India’s Exim Poilcy for most of the - -

period during 1930/51 to 190(};91
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- Since 1990/9], however, India’s trade policy has been undergoing liberatization in the
form of dismantling import restrictions, and consistent reduction in tariff rates. To achieve
economic self-reliance, the strategy of import substitution has given way to “paying for imports
trom the earnings of exports™. Thus, India’s trade policy has undergone a radical shift in the 90s

as compared to the earlier period : from controls and regulations to liberalization.

Further, India’s Exim Policy was announced annually till 1985. In April 1985,
departure, the Government announced new Export-Import Policy for a period
with the objective of removing uncertainty and bringing stability to the policy. In M
duration of the policy was increased from three to five years. However, in rea ity th

in a significant

of three years

arch 1992, the
e Government

did not restrain itself from announcing changes in the exim policy from time to time.

17.4 INDIA’S EXIM POLICY (1950-90) : HIGHLIGHTS OF

IMPORT REGIME AND EXPORT PROMOTIO!

STRATEGY

.

Import Regime

India’s import regime had two major dimensions : {i) non-tariff controls ar

Non-tariff controls were aimed at regulating imports and protecting local i
non-tariff controls comprised (1) Import licensing, (2) Canalization, (3) Actual us

d (ii) tariffs.
hdustries. The
er policy, and

(4) Phased Manufacturing Programme (PMP). .
' For the purpose of import licensing, imports \@séiﬁcd under : (1) consumer goads,

in time of shortfall of domestic production, i
medicines were allowed to be imported.

(2) capital goods, and (3) intermediates. [mpormu er goods was generally

Capital good were divided into “1'6%(1 category” and “Open General L

banned. Only

uch as food grains, edible oil, drugs and

cense (OGL)

items not listed in the “OGL” categh. OtIL items could be imported without a license, provided

category”™. Import license was req v to infport any item listed in the “restricted category™ and
Ry
I

the importer is the actual us the Mported machinery.
Intermediate goods im s were classified into banned, restricted, limite

d permissible

and OGL categories. Ttems which were not in the banned/restricted/limited permissible lists or

in the list of canaltsed items, could be imported without a license.

There were some imports which were allowed on ly through Government owhed agencies,

as listed in the Exim Policy. These agencies are called canalising agencies and t

imports through these agencies is called canalisation (Table-17.7).

Table-17.7 : Canalising Agencies and Imports

he process of

Agency - Impoijt Items
1. Indian Oil Corporation (1.0.C.) Petroleum, Oil and Lublicants (P.O.L.)
2. Mineral and Metals Trading'Corporation Iron & Steel, Fertiliscrs and Non Ferrous
(MM.T.C) Metals
State Trading Corporation (S.T.C.) Edible Oil, Sugar, Cement, Naws print ete.
4. Food Corporation of India (F.C.1.) Cercals
Metal Scrap Trading Corporation - Scrap metal
(M.S.T.C)

6. Cotton Corporation of India (C.C.1.) Cotton
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According to the actual user policy, import of certain goods were allowed through import
licenses only for the actual user of that capital or intermediate product.

Finally, the phased manufactruring programme (PMP) made it obligatory for a
manufacturing unit to gradually and steadily replace imported materials, parts and components
by materials, parts and components produced in-house or produced by other Indian firms. PMPs
were applicable to industries which involve assembling of parts and components such as vehicles,
electronics and machinery industries.

Tariff restrictions refer largely to customs duties. The level and structure of customs
duties varied from commodity to commodity. However, prior to 1990s, India was one of the very
few countries which had a very high level of import duties, absclutely as well as relative to the
rest of the world, particularly developing countries. Whether intermediates, capital goods, or
consumer goods or manufactured goods as a whole, the average level of import duty in India
was rather one of the highest in the world in the mid eighties (Table-17.8).

Table-17.8
Level of Import Duty in India vis-a-vis Other Countries :

Nominal Tariff Rates, 1985

Country Capital Goods Censumer Goods Intermedjates Manufactured
' Goods

Hungary 15.0 22.6 ' 209
Argentina 207 20.0 | Qo 19.0
Morocco 18.1 43.0 ?“ 216 273
Philippines 245 OQ~ _ . 21.8 28.0
Thatland 248 % 27.8 336

Pakistan 73.R 1273 75.0 89.8
China 62.5 130.7 78.9 91.2
India 10673 140.9 146.4 © 1377

Source : “India Survey”. The Economist, May 4-16, 1991, p-9
Export Promotion Strategy

India’s export promotion strategy primarily aimed at enhancing the competitiveness of
India’s exports through :

1. Schemes for providing imported inputs and capital equipments at a reduced rate, and
subsidising domestic raw materials,

II.  Product specific Export Promotion Councils.
[II.  Export Trading Houses.
IV. Institutions to promote trade, to ensure the availability of credit, credit insurance, etc.

V.  Free Trade Zones (FTZs) and Export Oriented Units (EOUs).
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Imported Raw Materials and Capital Goods

To ensure the availability of raw materials at competitive prices, expor
spectal import licenses. This enabled them to import certain restricted
components, upto specitfied percentage of ex:xorts. The import licenses were
of export contracts or past export performance and the imported material
used in the reduction of itcins for exports,

ters were provided

aw materials and

issued on the basis
5 must be actually

The exporters while importing the raw materials through special import licenses, pay the
normal customs duty and claim refunds through what was known as “duty drawback scheme™.

The duty draw back scheme allowed the refund of excise. sales and othe
addition to customs duties, included in the cost of domestically purchased raw

indirect taxes, in
meterials, Further,

cxporters were provided cash compensatory support (CCS), which compensated the exporter

for domesiic taxes such as excise duties and sales taxes included in the cosi

of electricity.

in the laie 80s. Government introduced Import-Export Pass Book Scltme 1o streamline

the import procedures for exporters by providing them duty free access to im
scheme was applicable to only registered manufactured exporters.

In addition to raw matertals, Government had liberalized the import of
reduced the associated tariffs in the mid 70s. The objective was to make avs
-art imported machinery at competitive rates for export oriented industries.

Furthet, schemes were introduced to subsidiadomestic raw material
par with the prices of international market.

The overall objective of providing

' erall objective \ .— ed/duty free domestic/imported raw materials
and capital goods was to ensure that exporggs pfoduce internationally competitive products, in -

terms of price as well as quality.

\g

Developing exclusive ins{utional network for the promotion of export o
categories was another g ion of India’s export promotion strategy. Over ¢
Governiuent had promot8 0 tndustry specific Export Promotion Councils. E
Framotion Council (AEPC)to promiote garment exports, Engineering Export F
(EEPC) to promete the export of engineering goods, Agriculture and Proces
Dweiopmcm Authority (APEDA), etc

Export Promotion Council

Fxport/Trading Houses

orted inputs, The

ilable state-of-the.

5 to bring them on

fdifferent product
he period of time,
Eg. Apparel Export
romotion Council
sed Foods Export

To facilitaie marketing of goods of small and medium and even large enterprises, in the

.,m.rnatlonal market, Government introduced the concept of export houses),

which could be

promoted by private sector. In early 80s, Government encouraged the coming of larger irading

houses, i.c. companies who export goods of a minimum value on a consisten

Institutions to Promote Trade/Finance/Insurance

Institutions weie created to promote trade, availability of finance and i
protection (Table-17.9)

basis.

rovide insurance

capital goods and

—
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Table - 17.9 : Export Promotion Related Institutions

fargiEnstion ' Fungtion

Trade Faiv Authority {T.D ALY ' - Te probe trade opportunities, mainiain trade
statistics, provide trade information efe,

Trade Fair Authority of India (TFAL)* To conduct exhibitions in tndia and abroad -
to exhibit and promote exports of Indian
products, promote trade coutracts, ete.

Export lmport of Bank of India (LX1M Bank) Credit supply to exporiers and importers
~ threugh its state level b_ra;nches across the
country and abroad, conducts trade relevant
training programmes, ¢ic:

;
Faport Credit & Guarantee Corporation Provides cxport credit-gnarantee to banks
{_'f_ZCGC) ~ - and credit insyrance for exporters.

*n 1994, T.D.A. and T.FA. E were merged together to form iudmn Trade }‘mmonon
f)rr!dmsatlon (1.T.P.O). '

Fnc Trade Zones and EQUs _

"Free Trade Zones or Export Processing Zones (EPZs) are e
and developed with all the basic infrastructure for manufactuypmeunits for export production.
‘the'rational behind the promotion of EPZs is that export pré bo can be initiated without
adjusting or transfor ming the regime of protection mean acturing units producing dor
thee domestic market. EPZs are treated as operating outs domestic tariff arca, and hence
have the right to import all their requirements, in ing dppital goods, parts and compenents, -
intermediates and raw materials free of import i requirements and customs duties.

Among the developing countries, | s the first to set up'an EPZ in 1965 in Kandla.
tn 1974, the Santacruz Electronic Export P ing Zong (SEEPZ) was set up near Mumbai.
in lhe 80s, four more EPZs were c1eated one each in Chennai, Kochi, Nodia in Uttar Pradesh
and Falta in West Bengal.

“The objective of an EPZ is to. premote a free trade environment for manufacturing units
which are engaged in the task of production for exports. An EPZ is free from bureavcracy and
administrative controls. It allows the entry offorelgn enterpl ises without restrictions f01 setting
up prort unlts ' o '

Unlike a Free Trade Zone an E\port Oriented Unit (EOU) can come up anywhere in the
cu'.}nt_ry The EOU scheme was introduced in 1981, According to the scheme, single point
clearance is provided with regard to industrial licensing and foreign collaborations and duty free
access Lo impotts 15 granted, provided the EOU abliges the following : '

Entire output (100 per cent) should be exported, and
At least 2¢ per cent of the export value must be accounted by domustu, value addition.

However, despite the restrictive import regirne and institutions- ulm-mcentwes based export
promoticn strategy, India could not prevent the deteriorating trade deficit. India counld not achieve
the objective of economic self-sufficiency through import substitution nor its industry could
hecome iternationally competitive. Prolonged protection from external competition made industry
complacent with in turn resulted in technological obsolescence, cost escalation and deterioration

of quality.

usge areas demarcaied - -
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17.5 INDIA’S EXIM POLICY IN THE 90S : MAJOiR
DEVELQPMENTS

The external crisis of deferiorating balance of payments position atd internal crists of
WOrsening fiscal deficit forced the government of India to adopt an altogether different strategy
for economic development in 1991, This led to the initiation of economik reforms, with the
introduction of radical industrial and trade liberalisation measures.

During JuIy-A;ugust 1991, Government announced far-reaching chaJngcs in tracle policy.
The changes comprised substantial liberaliation of controls and licenses, decanalisation of many
items, reduction in peak tariffrates, etc. Actual user policy for imports and pHaSed manufacturing
programmes were abolished. Foreign equity participation upto 51 per cent in trading houses
was permitted. The process of liberalisting, decanalisation and reducing import duties was
progressively i1‘1tensif§|"18d in the subsequent years. |

In addition, in 1992-93, Government introduced a new systemi of exchange rate
management @ Liberalised Exchange Rate Management System (LERMS). According to this
system, 40 per cent of the proceeds of exports and inward remiitances WCI’C to be surrendered
to the Reserve Bani of India at the official exchange ratc and the rest could be converted at the
market exchange rate. LERMS was introduced as a prelude to the subsequent full rupee
convertibility on tradé account. LERMS facilitateurther import liberalisatibn for exporters.

In 1993, _transsfctions on frade account Were Jreed completely f‘ron{ exchange control.
The determinatitn of;the exchange rate gfregee was lefi to the market. As a result, since then,
unlike in the past, importers and export hot approach the Reserve Bank of India for their
foreign exchange requirements. Th uy the required foreign CLII‘I‘GI’IC}’ from the market
for their trade transactions. ' '

The major objectivesg e EXim Policy in the 90s were to (1) phase out quantitative
restrictions in the form of licoWging and other discretionary controls, and (2) continuously scale

down the tariff bafri%se objective have been met to a large extent : ‘

® - 1n 1991, import ofMems was allowed by a positive list of freely impo}rtablc iteirs. Since
1992, import was regulated by a limited negative list which was pru?ed consistently. In
July 1991, about 4000 out of 5021 tariff items were subject to import licensing. By 1995,
more than 300{}: items were brought out of the purview of import licensing requirements.

o Customs duty rates were brought down substantially across the boaid. The peak rate,
which was 300!I per cent in 1990, was reduced to 40 per cent by 1999 This was further
brought down to 35 per cent and the total number of sfabs in custéms duty rates was
rationalized from five to four (i.e. 35,25, 15 and 5 percent) in 2000. '

|

® Duty on various items (mostly consumer goods and agriculture prodtrcts) on wtich
quantitative restrictions have been lifted have been placed at peak rate to accord adeguate
. | . ’
tariff protection to these items.

b Phasing out ofi:export concessions under Income Tax over a period of {ive year (2000-
2005). ' |

L4 Gradual removal of quantitative restrictions (QRs) on imports, By 1999, the number of
tariff lines on which QRs exist came down to 1429 at the eight digit fevel. In 2000, QRs
on another 714 tariff lines were removed, which included 58 reserve!d items for the SSI
sector, |
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® Setting up of Special Economic Zonces (SEZs) to encourage cxport productlon with
fewer rules and regulations governing imports and exports. The units opel ating in SEZs
are deemed 1o be outside the country’s customs territory and have' full flexibility of

operations. They can import capital goods and raw materials duty free and can access .

the same from Domestic Tariff Area (DTA} without payment of excise duty. No permission
is needed for inter unit sales or transfer of goods. The movement ofgood% between SEZs
and ports are unrestricted. The units in SEZs have to be net foreign cxchdnwe €arners.

® The duty payable under the Export Promotlon Capital goods (EPCG)' SLI]E:I"l.b was -
reduced from |5 percent to 10 percent, '

4 EOUS/EPZ units in the agro-sector were allowed to sell 50 per cent Df[helt‘ output in
the domestic tariff area (DTA) without stipulation of any leue dddlllOI]

All these |mply that India has been making concerted efforts towads gtobalising the
economy by progressively {reeing unponem and exporters from controls and regulations and
consistently reducing the tariff leve! to make it. comparable Lo international slanclards Thus, in
the 90s, Indian economy, particularly the producers have been exposed to mtel national competition
gradually and steadily, : ;

17.6 INDIA’S EXIM POLICY : RECENT CHANGES |

0) created an exporf
port performance.
vith thrust on export

Trade Policy reforms implemented over the last decade (1991 -
friendly environment with simplified procedures conducive to enhafg;
The focus of these reforms have been liberalization and gfob igatiomn
promotion, moving away from quantitative restr ictions.

xim Pelicy (1997-2002) which was
}.’
h in the current policy.

The current exim policy which is in operation is th
announced on 3 st March 1997. Since then, the exim p
exim policy announced on 31st March 2001 is the evi

The most zmportanl feature of the Exim Policy®00 T 2002 is the total Ilftmg of quantltatm,
restricting {QRs) on imports. QRs refer t iwes other than tariffs or duties (eg. quotas,
licenses, canalisation) taken (o restrict imporQ exports). Although multilateral trade rules in
general prohibit QRs on import (or expoit) of goods, the GATT provided exceptloms to this rule
on the ground of Balance of Payments difficulties and aljowed imposition of (QRs on imports.
India thus maintained QRs on imports on B.O.P. grounds but due to improvement on the B.O.P.
front, committed to phase out QRs by 2003. Bui the U.S.A. filed a case in the World Trade
Organtzation (W.T.0) Dispute Settlement Body (DSB}) against these QRs in 1997, The DSB
ruled in favour of the U.S. and found India’s QRs on imports unjustified on B:O.P. ground, It
recommended that India should bring its imports on confor mily with its obhgat:ons under the
W.T.0. Accordingly, India has phased out QRs on imports with effect from lsl-Apn] 2001.

as been reviséd annually. The -

Export Houses, Trading Houses, Star Trading Houses and Super Star Trading

Houses: The objective of the scheme is to recognize established exporters as Expart House,

Trading House, Star Trading House and Super Star Trading House for expert promotion. Such
houses should operate as highly professional and dynamic institutions and act as mstruments of
export growth. Merchant as well as manufacturer exporters, service providers, F‘(pOI‘t Oriented
Units, Units located in Export Processing Zones/Special Economic Zones;’l:lectromlc Hardwere
Technology Parks/Software Technology Parks are eligible for such recognition. !

The eligibility criterion for such recognitionis based on the F.O.B./Net l"oreign Exchange
(NFE) value of export of goods and services, including direct software exports as. 'well as based
on the services provided during the preceding three years or the preceding IIu,nsmg years, at
the option of the exporters (Table-17.10). '
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Table-17.10

- Export Obligation for Export/Trading Houses

Category

A_\fei'age FOB
value during the

[FOB value during

the preceding

Average NFE
earning during

NFE earned in
the preceding

preceding three licensing year, in the preceding | licensing year,
licensing years, Rupees three years, . in Rupees
in Rupees it Rupees |

Export House 15 Crore 22 Crore 12 Crore | 18 Crore

Trading Housc 75 Crore 112 Crore 62 Crore | 90 Crore

Star Trading 375 Crore 560 Crore 213 Crore- 450 Crore

House o |

Super Star 1680 Crore 937 Crore | 1350 Crore

Trading House

125 Crore

Source : Exim Policy, 2001-2002

The policy proposed (o recognize service cxporters as granting recpgnition similar to
manufacturer exporters {Table-17.11). Services in

in free foreign exchange.

- Export Oblig

1de all the 161 tradab
| v - | . . -
under the Genera! Adreement on Trade in Servichg wiere payment for such services is received

-1_7,11

1 for Service Export Houses

{_e services covered

X

Category Average T “¥ee Foreign Average NFE | NFE earned -
; Toreign exc@e‘exéhange earning  earned during duringthe
earnigg®™uring the iuthe preceding preceding three ‘ preceding
precegi }11‘ee licensing years licensing licensing year
licensindyears years |
Service Export Rs, 4 Crore "Rs. 5 Crore

House

Rs. 6 Crore

Rs. 3 Crore

International
Aervice Export
House

Rs. 20 Crore

s, 30 Crore

" Rs. 15 Crore

Rs. 25 Crore

international
Star Service
Export House

Rs. 100 Crore

Rs. 150 Crore

Rs. 75 Crore

Rs. 125 Crore

International
Super Star

Rs 300 Crore

Service Export -

House

| Rs. 430 Crore

Rs. 225 Crore

Rs. 375 Crore

Source : Bxim Po'!i'cy, 2001-2002




The policy also proposed to promote Agriculture Export Zones, The objective is to provide
remunerative returns to the farming community in a sustained manner by providing access to
the products of agriculture and allied sectors in the international market. The responsibility of
identifying product specific Agri Export Zone has been entrusted to state government. The units
set up in the agrt export zones are eligible for all concessions and benefits which a normal
exporter is entitied to. The agri exporter is eligible for recognition at Export House/Trading
House/Star Trading House/ Super Star Trading House based on export performance.

Another feature of the new exim poiicy policy is its objective to promote quality and
national brands, The government, along with state governments will launch nationwide programmes
on quality awareness and promote the concept of total quality management. A commitlee will
be constituted to identify and promote branded products.

Bar coding has been mandatory for all finished and packaged items of exports. This is to
comply with the prevalent best international practices. On the whole, the new Exim Policy while
lifting remaining QRs on imports, proposed various measures to fundamentally promote India’s
export growth on a consistent basis.

Activity-A:
Go through the latest EXIM policy of our country and analyse it critically

17.7 SUMMARY _
How far India’s exim policy has contrihute to%te shaping up of foreign trade, is » debatabls

guestion. India pursued a restrictive trade il 1991 and in the process suffered in terms of
competitiveness. The economic crisis of 1 resulted in the adoption of a new strategy for
exim policy and foreign trade. Consistent and steady liberalisation in the form of dismantling’
tariff and non-tariff barriers has become the hall mark of [ndia’s exim policy in the 90s. However,
so far it has not succeeded either in bringing about any favourable structural change in India’s
exports or in accelerating the growth of e\;ports to exceed imports and pay fully for the import
bill,

- The World Trade Organization (W.T.0) and its membership obligation has made India to
eomplete]y lift the quantitative restrictions on imports with effect fromlst April 2001, This is
anticipated to give a new direction to India’s foreign trade in the new decade. Qualitatively
superior but cheaper imports are likely to pour into Indian markets. Indian exports have to step
up their quality and cost competitiveness to penetrate the interanational market successfully.
Only quality and price will determine the rate of growth of Indian exports here after. Accordingiy,
the new Exim Policy has introduced various measures laying thrust on quality and brand promotion,
development of infrastructure for export growth, and incentives for consistent export performers.

17.8 SELF-ASSESSMENT TEST

i. Analyse the merits and de-merits of foreign trade for a developing couniry. Examine
whether it will be possible for an economy to grow by keeping itself aloof from the rest of
the world in the current era ? : 261
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Lad

: |
Describe the growth trends of ndia’s exports and imports since 1950-51, Comment
on India’s trade balance position in the five decades of post-independdnce era.

Examinc the implication of the changing composition of India’s exports and imports in
the 90s as compared to the earlier decades.

|
Comment on India’s direction of trade during 1949/50 - 1998/99. Do ypu favour
India’s current trend of growing tradc relationship with the Asian couniries as cornpared
to OECD countries ? Why ? |

What role trade policy can play in the promotion of foreign trade of a ountry? What
are the different kinds of trade policies ? Analyse their merits and de-tnerits ?

Examine the major features of India’s Exim Policy during 1947-99. Wllmt was its impact
on Indian foreign trade and economy ?

“India’s Trade Policy reforms adopted in the 90s are radical by any standards”. Do vou
agree ? Why ? _ |

Evaluate India’s trade liberalisation in the context of India’s trade 'perﬂarrriance in the
90s. Why trade liberalisation has not enabled India to achieve favourable balance of trade
so far ? |

“W.T.0 and removal of quantitative restrictions will totally transform ﬁhe trade scenario

of India”, Will you agree ? Discuss.
S
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UNIT - 18: INDIA’S BALANCE OF PAYMENTS

Objectives
After going through this unit, you will be able to:

L Understand the basic concepts relating to balance of payments of a country ;

o Learn about major factors responsible for periodic foreign exchange crises experienced
by India;

* Understand recent trends in trade and current account balance in !ndm g balance of
' payments; and

b Learn about the {actors behind trends in respect of balance of payments position,

Structure

18.1 Introduction

18.2  Balance of Payments-Basic Concepts

I8.3  Factors Behind Recurring Foreign Exchange Crises in India

184 Rccent Trends in India’s BGP Position

18.5 Summary ' ' ' 0
186 Seif-Assessment Test
18.7 Further Readings O

18.1 INTRODUCTION Q

Inthe earlier unit, i.e. unit 17, yowhave le¥gt about India’s foreign trade and the country’s
export and import policies. Becavse In economic relations with other countries, Indian
ceonomy is referred to as an open econ Although the degree of openness of the Indian

economy 1s relatively small compared to some other countries, India as a developing country
needs foreign trade and capital inflows for her economic development. The degree of openness
is measured by country’s export and import magnitudes. Exports as percentage of Gross National
Product at factor cost at current prices in India worked out to 9.3 per cent in 1996 97. In the
same year the imports as a percentage of GNP worked out to 10.9 percent.
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Table-18.1

INDIA’S OVERALL BALANCE OF PAYMENTS
Rs. in Crores_

169798 -

Credit Debit Net
A, Current Account _ . _
1. Merchandise _ 1,29575.9 1,90,266.5 60,7509
IL.Invisibles _ 85,5179 49,3212 36,1959
Total Current Account (1+]11} S 2,15,033.0 2,39.558.0 -24.555.0
B. Capital Account ' |
- 1. Foreign Investment (net) 33,0452 o 14,6124 18,432.8
2. Loans (net) 64,1107 46,6885 17,422.2
3. Banking Capital 33,0536 36,2434 -3,189..8
4. Rupee Debt Service . - 2,?83.5 -2,783.5
5. Other Capital Account Items 23,8219 9,170.8 | 14,651.1
Total Capital Account (1+5) 1,54,034,4 1,00,498.6 44,532.8
C. Errors and Omissions | R 2T 3324.0
D. Overall Balance (A+B+C) 3.4 3524106 16,653.8
E. Monetary movements (i+ii) ?\5,9{)0.5 I. 22,5543 -16,654.3
. IMF 2,286.2 22862
2. Foreign Exchange RcseQs 5,900.5 _ 20,268.1 -14367.6

(increase(-), Decrea

* Invisibles include services, transfers and investment income.
Source : RBI, Report on Currency and Finance, 1997-98 -

The corresponding figures for the low income ecdnomiés(LIES) were 2213 per cent and
22.1 per cent respectively (the World Bank in its World Development Report 1999/2000 classified
the economies in the world into three categories namely, low income economics (L1Es), Middle-
income economies (MIEs), and High-income economies (HIEs) on the basis of GNP per capita,
The GNP per capita cutoff levels are as follows. (Low income $760 or less in 1998, middle
income - § 761 to $ 9,360 and high income - $9.361 and above). India is one of the Low-income
couniries. Broadly speaking thus India depends to a lesser extent on foreign trade than the
LIEs. This is not to belittle the role of and the need for foreign trade in the Incfian economic
development, In this unit we learn different aspects relating to India’s balance oif payments.

18.2 BALANCE OF PAYMENTS - BASIC CONCEPTS |

_ The balance of payments is the annual record of transactions of the residents of a country
with the rest of the world. There are two main accounts (see Table 18.1} in the balance of
payments. One is the current account and the other is the capital account. The cirrent account
consists of trade in goods (merchandise exports and imports), trade in invisibles rvhich include 564
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will be willing to buy and sell their currencies at a fixed

services such as travel, transportation and insurance, transfer payments and investment income.
From Table 18.1 we note that in 1997-98, India’s merchandise or commodity trade balance was
Rs. (-) 60750.9 crores (deficit in trade account). The balance under invisibles was Rs. 361959
Crores. Total current account balance was thus Rs. (-} 24555.00 crores. Trade deficit was
pal't]v offset by balance in invisibles, The current account balance in 1997-98 was negative
indicating that our receipts under current account fell short of our payments_under current
account. In’other words there was deficit in our current account.

The capital account records transactions involving investments and lending and borrowisg

Iniernatmnally F:om Table 18.1 you can see that the capital account in 1997-98 was in surplus.
Thus there was net capital inflow into the country. The capital account surplus was more than
the deficit in current account. The overall balance, taking into account current account balance,
capital aceount balance and errors and omissions was positive amounting to Rs. 16653.8 crores
The surplus or deficit in overall balance is taken care of by monetary movements shown in
Table 18.1. The overalll balance of Rs, 16653.8 crores is exactly offset by the monetary
movements. As can be seen from Table 18.1 in 1997-98 country could increase its foreign
exchange resefves by Rs. 14367.6 crores. In general a country meets its deficit in BOP by
running down its foreign exchange or official reserves. When a country runs balance of payments
surplus, the. country’s foreign exchange reserves would increase. 1f you go through the Table
18.1 carefully and read the above explanation of the table you will get a thorough understanding
of the BOP concepts. We turn to the factors responsible for persistent balance of payments
problems India has been facing in the post - independence period after noting some more concepts.

tionai trade and finanee.
m foreign central banks

We need to understand some more basic concepts of inte
One is the fixed exchange rate regime. In a fixed exchange ra

Brettonwoods system of fixed exchange rates countries wd
rates.

‘Central Banks hold reserves - inventories of¥0reign currencies and gold - in order to
inlervene in foreign exchange market to magfitadh fix&d exchange rate. Intervention in foreign
exchange markets is buying or selling of for exchange by the central bank as the situation
needs. Here we may note the distincti een “hard” and “soft” currencies. Hard currencies
are those which are generally widely acd f across countries in the settiement of transactions.
Such cutrencics are usuatly referred to as reserve currencies because countries prefer to hold
these currencies in their official foreign exchange reserves. Broadly speaking currencies like
US Dollar, British Pound and German Mark are examples of hard currencies. Currencies of all
the developing countries in Asia, Africa and Latin America are examples of soft currencies
which are not generally accepted in international transactions. Under fixed exchange rate regime;

we in ferms of rapees. Under this
ing 1o stick to the fixed exchange

central banks with the help of foreign exchange reserves were trying to maintain fixed exchange. .

rates through market intervention. As long as a central bank has the necessary reserves, it can
continue to intervene in the foreign exchange markets to keep the exchange rates constant.

" However, if deficits in balance of payments persist, the central bank may run out of resesves.of

foreign currencies and will be unable to continue its intervention. Before this crisis point is
reached the central bank is likely to decide to devalue the currency as it can no longer maintain
the exchange rate. For example, during the fixed cxchange rate regime which prevailed till

* 1973, India had to devaluc rupee twice, once in 1949 and for the second time in 1966. Persistent

cl'cﬁcits in BOP warranted these devaluations of rupee. We noted above that devaluation of
rupee took place twice, once in 1949 and later in'1966. Historically the two stand for two major
epochs in international monetary arrangements in a manner of speaking. The first devaiuation
took place when the British pound sterling was the most important reserve currency and the
second when the American dollar was ruling the roost.
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|
In contrasi to fixed exchange rate regime, under flexible or floating exchange ratc regime.

the central banks allow exchange rate to adjust to equate the supply of and demand for foreign
currency. In a system of clean floating, central banks stand aside completely and ajlow exchange
rates 1o be freety determined in the foreign exchange market. What is the implication of this?
Since the central banks do not intervene in the foreign exchange markets in a clean floating
regime, foreign exchange or official reserve transactions are zero. This implies the BOP is zero
in a clean floating regime, the exchange rate adjusting to make the current account and capital

account balances sum to zero, |
|
[ actual practice, however, the flexible exchange rate regime in force sincé 1973 has not

been one of clean floating. The existing regime is called managed or dirty ﬂoatilng. Under the

-regime of managed floating, central banks intervene in forcign cxchange market to influence

exchange rates.

Under fixed exchange rates when the price ol dollar in terms of rupecs wa|$ increased, it
means rapee was devalued. If the price of doltar in terms of rupees decreases the rupee is said
the have cxperienced revaluation. The depreciation and appreciation terms are used under
floating exchange rate regime. if the price of dollar increascs in terms of rupee, th(!: rupec is said

.to have depreciated. 1f the price of dollar decreases in terms of rupees, tupee experiences

appreciation. Although the terms devaluation and revaluation are used under fixed exchange

rate regime and the terms depreciation and appreciation are used under floating (‘J')(Chdnge rate

regime, there is no economic difference. These terms indicate the direction in whicl an exchange
rate moves. ' |

Activity A - |

1. What is trade balance 7 What is its si
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18.3 FACTORS BEHIND RECURRING FOREIGN EXCHANGE
CRISES IN INDIA .

India has been facing recurring foreign exchange crises in the post-independence period.
Prior to recent devaluation, the Indian rupee has gone through two major devaluations, which
were mentioned above. Right now anyhow the world is on “managed” or “dirty” float of major
currencies or a regime of flexible exchange rates. The exchange rate of the Indian rupec is
vader managed floating linked to a weighted composite of currencies of the main trading partners.
What have been the factors behind the recurring foreign exchange crises in [ndia?

The two factors which stand out as the most prominent causes of the foreign exchange
crises in the past in India are

. - Heavy industry strategy adopted by planners; and

2. Mother Nature upsctting the planner’s arithmetic about the food and the primary
commodity supples.

So far as the first factor is concerned it is the result of our own economic strategy. We
have deliberately and consciously accepted the trade-off involved. Perhaps our great grand
children will appreciate the sensible heavy industry strategy we adopted in the long run economic
interests of the country. So far as the second factor is concernedqge cannot throw the entire
blame on voice-less nature. We miserably failed in harnesing ablpdant water resources in
order to make our agriculture different from what it has begpall a - a gamble in monsoons.
Never is too late and the sooner we can formulate and i @ nt an integrated national river
water policy - as the most senior and well meaning engindegsdiave been suggesting untiringly
and with unflinching optimism, the better for the f t the country. The recent economic
history of the erstwhile Soviet Union has demogggratedbeyond any reascnable doubt the dangers:
involved in neglecting the food production lepending on other countrics to augment food
supplies. Let us not leave to chance and Providgpce things which human ingenuity can help.

Another factor assumed great nce in the early 1970°s was the spectacular oil
price hike engineered by the OPEC (dictatdd by self interest of the cxporting countries, accepting
the free enterprise and laissez faire logic with a vengeance to the chagrin of the oil-importing
countries particularly oil-importing developed countries). If we take a brief look at the trends in
the oil import bill, we witl realise the importance of this third factor. In 1970-71 the oil-import bill
amounted to a mere Rs. 136 crores. Thanks to the oil - price hikes, it shotup to Rs. 1157.1 erore
and in early 1980°s the figure hovered round Rs. 6,000 crores. Energy being an important input
{there is virtually no activity which does not reguire some source of energy), the entire cost-
structure of an economy is adversely affected by rise in energy prices. The oif - bill constituted
about 50 per cent of our total import in the year 1980-8]. This percentage was hardly 9 in the .
year 1970-71.

The fourth factor which has assumed considerable significance since the mid-707s is the
adverse movements in terms of trade. Given the guantum of irade, adverse trends in terms
create the payments problem. In this connection the close relationship between the above factor
(oil price hikes) and the terms of trade movements should not be lost sight of. With 1968-69 as
the base vear the net terms of trade index recorded a steep fall between the early 1970’s and
early 1980°s. The index fe!l from 106 in 1970-71 to 66 in the year 1979-80.

The fifth factor to be noted in this connection is the deteriorating world trade and credit
situation in generat in recent years, The immediate cause of the loss of reserves beginning in
September 1990 was a sharp rise in the imports of oil and refined products (POL). From an
average of Rs. 499 crores per month in June - August 1990, POL imports rose sharply to Rs.

1221 crores per month in the following six months. There was a sharp rise in world oil prices on 267
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the annexation of Kuwait, and spot purchases made to prevent the emergence of shortages n
the domestic market were very costly, The effect of the rise in oil prices was aggravated by the
events that followed. Indian workers employed in Kuwait had to be air lifted back to India, and
their remittance ceased to flow. Further, the consequent UN trade embargo on fran led to the
cessation of exports 10 [ran and Kuwait, The loss of exports to West Asia is estirnated to have
been about Rs. 500 crores. This dcterioratton in the trade account was accomjpaniad bw the
other advese developments on the capital account reflecting the loss of confidence n the
government’s ability to manage the situation. Short term credits began to dry up imposing a
severe strain on the BOP position. We take up recent trends in BOP in the next section.

Activity B

i. State and explain two major factors responsible for recurring forsign exchange crises
in India. ' '

_' 2. E)_(plain. how.petroleum price h.i.ke's éngine@ OPEC had adverse ef‘féct on_'in_.dia’s
BOP. | - .

'18.4 RECENT TRENDS IN INDIA’S BOP POSITION

During the pre-reform period from 1973-74 through 1989-90 the current adcount balance
in India’s BOP was negative except during the few years. The current account defficits however,
were not as bad as trade deficits during the period because of better showing in respect of
invisibles. The current account deficit reached the all time high during the year 1990-91 (Rupees
17368.5 crores). The following tabie gives the current account halance for the post-reform
peried including data for two earlier years., '




Table - 18.2

Recent Trends in Current Account Balance

Current Account Balance

Year ' Rs. in Crores US § Million:
1990-91 (-)17.368.5 (~) 9680
199192 (-32,2373 (-)1178
1992-93 (-}12,763.5 - (-)3526
199394 {~)3.635.8 (-} 1158
1994-95 (-} 10.582.6 (-} 3369
199596 (-3 19.606.7 (-} 5899
1996-97 (-} 115.839.1 (-} 4494
1997-98 (-)24,555.0 (-} 6473

Source : RBI, Report on Currency and Finance, diffcrent years.
Except during 1991-92 and 1993-94, the current account @substantial dificit. The
45

deficit fluctuated during the post-reform period reaching 2 i crores during the year
1997-98.

overcome by the concerted policy reforms initiated by vernment in July 1991, As aresult

The unprecedented payments crisis which emggeed M™fhie first quarter of 1991-92 was
of this policy reforms and successful mobiiizQ;eE eptional financing, there was marked
3

improvement in the external payments situatio vas reflected in the building up of foreign
exchange reserves by an additional amoufUS 57 billion during 1991-92. Table 18.3 gives
- the data relating to actual and required ,@ s during the period 1990-91 to 1997-98.

‘The increase in reserves compound with stabilization and structival reforms restored

* international confidence and also provided the basis for further liberalization of trade traffics,

export, crudity and forcign investment policies during 1992-93, As a result of a package of
liberalization measures, foreign currency assets which have plumimeted to US dollar 1.1 billion
in June 1991 gradually rose as can be seen from Table 18.3




Table-18.3 |
Foreign Exchange Reserves

:(Rs. in Crores)

Actual Rescrves |

Year inMillion .~ Rs.in Imports Rccl]uired
US$ Crores Resierves
1990-91 2236 4388.1 43198 10799.5
1991-92 5631 14578.0 47851 - 119620
1992-93 - 6434 20140.5 63375 15843.8
1993-94 15068 47287.3 73101 I SZF’S.S
1994-95 20809 665.6 89971 22492.8
1995-96 _ 17044 584459 122678 306F9.5
1996-97 22367 80367.5 138920 34730.0
199798 25975 102506.7 151553 37888.8

months import bill.

Note : Required reserves are equal to minimum foreigp exchange reserve lc\relI equal to three-
i

Source : RBI, Report on Cutrency an®ncc. different years, i

The year 1993-94 saw aremarkable tur wd in India’s external sector. Foreign currency
assets of the RBI more than doubled dut he year, increasing from US dollar 6.4 billion at the
end of March 1993 to US dollar 15.1 % to the end of March 1994. The lgrge buildup of
reserves was due to a markedgfpglovethent in the current account and incrdase in private
capital flows on the capital accolg. Exports responded to reforms in trade and BOP policies in
1993-94 taking export g ip to 20 per cent in dollar terms. The surplus op the invisibles
account doubled. The cur ccount deficit came down from Rs. 12763 .3 crores during the
1992-93 to Rs. 3635.8 crores during 1993-94. The capital account was boldtered by sharp
increases in direct foreign investment and portfolio investment which rose from: less than ¥ 600
million in 1992-93 to over 4 billion in 1993-64,

The balance of payment position has been further consolidated in 19944)!5‘ The build up
in foreign currency reserves continued and reached a level of $ 20.9 billion during 1994-95. This
build up was despite a sharp pick up in non-oil import growth and was a result, predominately, of
continuing strong inflows of non-debt creating capital. The outstanding external debt declined
marainally from $ 90.7 billion at the end of March 1994 to $ 90.4 bitlion at the end of September
1994. The continued strength in the balance of payments underpin the country’s successful
transition to current account convertibility. |

The trade and payments position remained rcasconably comfortable duriny 1995-96. For
the third year in succession, export growth was robust, supported by a congenial domestic policy
environment. Import growth was also high, reflecting the continued good performance of the '
industrial sector, '

The developments in India’s trade and payments over the period 1991492 to 1995-96
mark a noticeable structural change towards a more stable and sustainable balandle of payments.
During the post - liberalization period, there has been a sharp improvement in the coverage of
import payments throngh export earnings. The coverage ratio averaged to about 88 percent

since 1992-93 compared with only 52.4 per cent at the beginning of the 1990’5 and about 70 174
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percent at the end of 1980°s. There has also been a marked improvement in the flow of invisible
receipts. Together these changes brought about a sharp reduction in the ratio of the current
account deficit to GDP, from an unsustainable level of 3.2 per cent in 1990-91 to 1.6 percent in
1997-98. There has been a structural change in the capital account in terms of a sharp reduction
in debt creating flows and an increase in non-debt creating foreign investment lows. For exampic,
debt creating flows as percentage of total capital inflows. in the balance of payments average to
97 per cent during the period [985-86 to 1989-90. But the ratio declined very sharply to less than
18 per cent in 1994-95. This favourable shift away from recourse to debt creating flows for
financing the current account deficit, has obvious implications for moderating and reducing
further debt service liabilities,

The trends in current account deficits got themselves reflected in growing external debt
serving burden. During the pre-reform period the current account deficit reached a high of Rs.
17368.5 crores (Table 18.2). India’s external debt outstanding increased from Rs. [3479.3 crores
in 1980-81 to staggering amount of Rs. 100425 crores in 1990-91. Tuble-18.4 gives recent
trends in India’s external debt. It rose from Rs. 232268 crores in 1991-92 to Rs. 351245 crores
in 1997-98. Thanks to improvement in trade performance and better showing n respect of
invisibles there has been a steady decline in debt service payments as per cent of current
reccipts. The percentage during the reform period declined from 27.5% in 1992-93 to 19.5 per
centin 1997-98.

Table 18.4

INDIA’S EXTERNAL DEBT 0
{Rs. in Crores)

Year (end of March) Debt bt Bervice Payment as

\ v&:rcem of Current Receipts
32268 ' 302

1991-92 2

199293 260942 | 27.5

1993-94 279043 @ 25.6

1994-95 298237 26.2

1995.96 304091 243
1996-97 311674 212

1997-98 351245 : 19.5

Source : RBL Report on Currency and Finance, different years.

Global Financial markets have come under unprecedented tensions as a fall out of the
erisis that erupted in East Asia in July 1997, India’s balance of payments withstood fairly well
the turbulence in the international economic and financial markets. In fact, the balance of payments
in 1997-98 remained comfortable with substantial reserve accumulation supported by strong
private capital flows. As noted before, export growth slowed down sharply over the last three
years becaunse of both international and domestic factors. The economy is yet to recover {rem
recent recessionary trends. The recent (1999) political instability is a cause for concern so far
as performance of the economy in the coming years in conceracd.

Export performance is an important determinant of a country’s BOP position. [f' we begin
the story of export performance with 1970's export growth rate in real terms {nominal growth
rate corrected for changes in the index of unit value of exports) averaged to an annual rate of
8.4 per cent during the period 1971-72 10 1991-92.

[
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Export Sector performed extremety well in the four - year period from |l986 8710 1989-
90 when exports grew at an average annual rate of more than 21 per cent in nolmmal terms. The
momentum however was lost in 1990-91 when export growth decelerated to 17.7 per cent.

Conditions worsened further in 1991-92 as the full effect of import compressidn began to be feli
in industrial sector. The grawth tate of exports in US doilar terms turned negdtive and stood at
{-} 1.5 percent. This deceleration was caused by a number of factors such as slow down in the
expansion of world trade, recession in the major industrials economies, loss of markets in the
~ middle East consequent to the gulf crisis and a virtual collapse of exports to r.,rstwhlle Soviet
Union. Exports began to recover during 1992-93. During the year exports m| US dollar terims
registered modest growth rate of 3.8 per cent. In the foilowing three years export growth rate
accelerated. As part of the process of increasing global integration, India’s exports in doilat
lerms, afier trr(:-wuw by 20 per cent and 18.4 per cent in the two previous vdus (1993-94 and
1994-65) grew by a further 20.8 per cent in 1995-96. During the subsequent two years export
growih decelerated. Growth rate declined o 5.3 per cent in 1996-97. During the subsequent
vear 1997-98 growth rate wirned negative and stood at (-) 0.8 per cent. :

The slow down in export growth since 1996-97 must be viewed in the baclkdrop of external
developments and slow down of domestic industrial activity. The rate of growth of world exports
{in US dollars), decelerated in 1996 to 3.7 per cent following two years of high gmw‘[h (19.8 per
cent in 1995 and 13.7 per cent in 1994). |

Slowdown of economic growth in USA and dgpan (two largest L\porﬁ destinations) is
also a factor to be noted in this connection. The ate of imports of advdnced economies
declined from 13.4 percentin 1994 and 18.2 pare
LiSA and Japan, our two largest export de @

|

respectively in 1995 and 1996,
In 1994 the rupee’s a}ﬁpreciati%al terms, against the currenctes ol'icountry’s major
trading partaers and the faiurg/O%

recovery in export growth, Th
countries in South East e

ns grew only by 8.6 per centjand 4.0 per cent

edented depreciation of the currencies of our competitor
JikeMhe Philippines, Indonesia and Thailand, was an additional
factor in the sccond ha 997-98. Infrastructure constraints, high transdction costs and
qua ntiratwe ceiling on agriiltural exports remain problematic though powe1 supply growth
recovered after a marked slowdown.

Some commodity specific factors also contributed to the decline 1wy expllprt growth. They
|

{1} Environmental concerns regarding leather etfiuents and prawn tar m1ng|

{2}  Non-availability of good quahty rough gem stones, breaking of single chrmnel supplies,
growing competition and consequent uncertainty in hon-cut diamond pr ices

(3) A shifi in the pattern of Western consumer demand for textiles and leauher accessories
and ' !

. . |
L.abor issues related to production of carpets. |

_‘.\
£
L

As economic development of a country proceeds, structural changes in exports sector
take place. Change take place in the composition of merchandise exports Indian exports are
broadly clasified into four categories, !

Theyare: ' !
(1)  Agriculture and allted products |
(2)  Ores and minerals |

(3} Manufactured goods and |

1995 to 3.6 per cent in 1996, Imports of

the World import growth to recover contri:buted to lack of




{4y Pewroleum and cride products.

4

Teaditivnal exports depesdest on agriculturat and mineral weaith act-.:c:mtcé for 42 ?per
gert of ] ol exponts 1 12 BT Thelr 5! come down to 22 per cent by 1997-98. The share
oz In folal 2xports was SO 3 percentin 1970-71.This share went upto 74.8
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per cent i 19927-98. The share of setroleum and crude products went up from 0.8 per cent in -

197071 to Lk parcent in 199798, Ui:\*lousij, the structure of Indian exports has been changing

in favour of manufactured goods and petroleum products whose combined share wept up from

Sitpercentin 1970-71 {o 75.8% in 199798,
Activity

I, Explain the recent sethack i respeet of export growth

185 SUMMARY

Is1 this unit, you are acquainted with the Wasic concepts relating to balance of payments of -

a country. You are also introduced to major factors responsible for periodic foreign exchange
crisis faced by the Indian economy during the post-independence period. Finally we have given
a detailed account of recent trends in India’s balance of payments.

18.6 SELF - ASSESSMENT TEST

1. Explain the current and capital accounts of the balance of payments,

2. List and explain the major factors responsible for balance of payments probleras in
India. '

18.7 FURTHER READINGS

I. Ruddar Dutt and K.P.M Sundaram, lndian Economy, latest edition

2 V. Lakshmana Rao, Essavs on Indian Economy, New Delhi; Ashish Publishing House,
1994, :ssay 9 '

3. Reserve Bank of India, Report on Currency and [inance, different years.

4, Government of India, Economic Survey, recent years.
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UNIT-19: FOREIGN CAPITAL AND

COLLABORATIONS

Objectives

&

This unit enables you to understand:;

What is foreign investment?
What is a technical collaboration?

Merits and demerits of promoting foreign investmentand collaborations in a developing

country?

& @ @ @& @

19.1
19.2
19.3
19.4

19.5

19.6
19.7
19.8

19.9
19.10 Further Readings

An overview of changing phases of India’s foreign investment policy. ‘
Major features of India’s restrictive foreign investment policy (1 948-905
Trends in foreign investment and collaborations in India during 1948-90

india’s current foreign investment policy '

Dimensions of growing foreign investment and collaborations in India in the 90s.

Structure 0 ' ‘

Introduction _ _
Foreign Capital ; Arguments For and st ’ ‘

India’s Foreign Investment Poli ackdrop
India’s Foreign lnvcstm@y 1948-903: Origin and Growth

Foreign Capital & CgliaboMgtions in India (1948-90): A Review of Trends and Its
Impact '
India’s Foreign lnvesthent Policy in the 90s
Foreign Capital & Collaborations : 1991-99

Summary

Self-Assessment Test

19.1 INTRODUCTION

Foreign capital or foreign investment refers to investment capital that may come into a

country form foreign govenments, foreign private companies, foreign individual investors, non-
 resident Indians (NRIs), or international financial institutions. Forei gn capital or forfFi gn investment

may flow in for joint ventures with a domestic enterprise/s or for wholly owned
industry, infrastructure or, service sectot. ' : :

ubsidiaries, in

Foreign cotlaborations refers 1o foreign technological collaborations enterd b domestic
Z g g Y

enterprise/s with foreign enterprise/s for the purpose of acquiring superior technology. Foreign
collaborations will be largely confined to industry and infrastructure sectors.
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Both foreign capital and foreign technical collaborations are controlled through Government
Industrial Policies, particularly in developing countries. Though foreign capital and collaborations

are advocated as a means of accelerating economic development, their efficacy varies from -

country to country,

19.2 FOREIGN GAPITAL : ARGUMENTS FOR AND
AGAINST -

Foreign capital is advocated for developing countries for the following reasons. The first

and the most often cited argument in favour of foreign capital is that it fills the resource zap
between targeted or desired investment and locally mobilized savings.

Secondly. it contributes to filling the gap between targeted foreign exchange requirements
and those derived from net export earnings plus net public foreign aid, i.e. the so catled foreign
exchange gap.

Thirdly foreign capital enables the Government to raise tax revenues and thus bridge the
gap between targeted govenmental tax revenues and locally raised taxes, By taxing the profits
of foreign enterprises operating in the countty, the Government will be able to mobilise more
financial resources for development projects. ' :

developing countries. The inflow of foreign capital and gperati reign enterprises will
contribute to the development of all these, over a period of time, throug transfer of knowledge,
managetial and labour skiils and technology.

_ Finally, there is a shortage of management, entrepreneurshipfechnology, and skills in
)
v

capital is presumed to contribute to the resource gap, itm rdomestic savings and investment

However, there are some arguments advanced %:ains reign capital. Though foreign

rates by stifling their profits, preventing the expapeten offocal enterprises who might otherwise
supply them with intermediate products, by thei of importing these goods from overseas
affiliates, etc. ‘

Further, in reality, foreign capital r t contribute to the foreign exchage gap in the

medium to long run, due to their imports of raw materials and intermediates and repatriation of
profits to their home country.

The management, entrepreneurial skills, technology and overseas marketing network of
foreigh enterprises may have little impact on developing countries and may, in fact, prevent the
growth of indigenous entrepreneurship as a tesult of its dominance and control over domestic
markets,

Some times, foreign capital inflow may result in the production of inappropriate products,
stimulate inappropriate consumption patterns through advertising, and promote inappropriate
capital intensive, production technologies. Finally, foreign capital may use its economic powerto
influence government policies in directions favourable to them but unfavourable economic
development of the country in which it operates. '

However, despite all short comings, developing countries in general, look for foreign capital/
investment as a means of augmenting investment, generating more employment, acquirting superior
technology and penetrating the international market. To use foreign capital and collaborations to
its own advantage, almost every developing country including India, has evolved its own foreign
investment policy. ' '

2
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19.3 INDIA’S FOREIGN INVESTMENT POLICY J A
BACKDROP

India’s attitude towards foreign investment was largely influenced t}y its colomal past. ‘

India adopted a restictive approach fowards foreign investment, after indépendence. Though
India welcomed the participation of foreign capiia! (through [ndustrial Policy Resolution in 1948),
in the industrialisation process of the country, the deteriorating balance of payments position in
the early 60s prompted the ocuntry to adopt a stringent approach for foreign investment. The
enactment of Foreign Exchange Regulation Act in 1973 resulted in the emergence of a further
barricade for foreign capital and collaborations. The 70s turned out to be ':[he most restrictive
period for foreign capital in India. '

In the 80s, the process of liberalisation was begun, with the objective of attracting state
of-the-art foreign technology, particularly in core industries. However, it wﬁs with the onzet of
gconomic reforms in 1991 that foreign investrment policy was liberalised substantially. The entry
conditions and equity restrictions were given almost 2 go by, performance requirements have
been confined to a fow consumer industries and exit has been made easier.

Today, India’s foreign investment policy can be compared favourably with any other
fiberal foreign investment policy in the developing world. Different states of the country compete
with one another to attract more foreign capital through the assurance of quick state {evel
clearance, infrastructural support, incentives and coNgessions, ete. Thus, the perception, atiitude
and approach of India’s Policy Makers towards {Wigglcapital and collaboratipns have undergone
aremarkable change in the 90s. The dissugtig restrictions due i apprehensToi‘;s of exploitation
have given way to affirmed invitation &ue tg renewed optimism of gainful contributions to
technology, infrasiructure and overgl competitiveness of the economy.

19.4 INDIA'S FO
ORIGIN AN

NINVESTMENT POLEICY (1948-90):
owTH '

tndia’s foreign in ﬁ 1ent policy forms an integral part of its industrial poticy. Therefore,
the origin of foreign investment policy can be traced to the Indusirial Peiicy Resolution (JPR) of
1948, The IPR, 1948 recognisad the contribution that foreign investment could make, particularly
it terms of technology to India’s industriatisation but emphasised that the ovwnership and control
of enterprises involving foreign equity must lay in Indian hands. This represented the first broad
framework towards foreign investment. ) :

soon thereafier, the then Prime Minister of Indiz made a statement in the Constituent
Assemibly (in April 1949) on foreign Investment which gave further direction o India’s emerping
foreign investment policy. The statement brought out three significant issues : (i) No discrimination
betwaen India and foreign enterprises, (i) Foreign imvestors would be allowed fo remit profits,and
repatriate capital if foreign exchange position permits, and (iii) Fair cornp%nsa.tion would be
provided in the event of nationalisation.

This statement ensured the safety of foreign investors and it became the base of India’s
foreign investment policy subsequently, for almost two decades. Government gngouraged foreign
collaborations in those industries ; (1) which were considered essential for the country’s
development, (2) which required huge capital outlay and complex technology, and (3) which
heiped to produce import substituting and export oriented products. During this period, foreign
collaboration with equity participation was encouraged with the anticipation that it would facilitate
superior technology inflow and ease foreign exchange constraint. (in the whole, during this
period Government pursued a selective but favourable approach towaJtls foreign direct

investment, 276
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Entry conditions and equity restictions formed the corner stones of India’s foreign
investment policy : (1) Entry was encouraged mainly in high tech industies and (2) Equity up to
49 percent only was atlowed. The objective was to ensure that foreign enterpsises contribute to
India’s industrial development, without any negative impact. o

In 1966, the Government formed the Mudaliar Committee to probe the extent to which
foreign technology could be dispensed with and to frame guidelines for processing application
for foreign collaborations, The Committee among others, recommended (1967) a liberal approach
in casc of export oriented industries and favoured joint ventures in industries where foreign
collaboration is allowed, which involved import of capital goods. This marked the begianing oi'a
restrictive regime for foreign investment.

In December 1968. the Foreign Investment Board was set up. The Board was empowered
to deal with all matters relating to privaie foreign investment and collaborations where foreign
investment did not exced: (i) Rs. 2 million of equity capital and (if) 40 percent of issued capital.
[n cases exceeding these limits, the clearance of the Cabinet Committee was required.

fn January 1969, the Government divided ihe industrial sector inte threc groups for purposes
of foreign investment: (1) The industries where foreign investment would be permitted, (2) The
industries where only foreign technical coliaborations were allowed but not foreign invesiment,
{3) The industries where ne foreign collaboration, financial or technical, was aliowed. in the firs
two categories, the permissible limit of vovalty for different items was fixed at 5 percent. 'i"!a:;;
duration limit for foreign collaborations was reduced from F0 to S yeugs and their renewals were
restricted.

Foreign collaboration in industries, which were not ig
mentioned above, was considered on merit. The ists were rg @ ¢
g

investment was permitted has come down io 19,

The Industrial Policy Statement of 1973 11 _
i was Tollowed by the enaciment of the
M A became the corner stone of the regulatory
framework for foreign investment in (ha cquent years, FERA covered all non-banking
branches and companies incorporated undesWie indian Companiss Act, 1956 with more than 46
percent foreign equity participation. Afl such companies were required to obtain permission
form ibe Reserve Bank of india (R.B.1} to continue business.

The permission was subject to the Indianisation or dilution of Toreign equity down to 40
percent. Companies operating in the core sector. tea plantations and those engaged in
manufacturing activities based on sophisticated technology o predominantly producing for expoits
were, however, permitied 1o retain up fo 51 percent/ 74 percent equity.

FERA forced foreipn enterprises either to curtail thier equity pariicipation to 40 pereent
or less or leave the countrv, FERA emerged as & hindrance or discouraging factor for the entry
of new foreign enterprises. The restrictive regime for foreign investment was in full force titi the
tate 70s. '

By the end of 1970s, India realised that the competitiveness of Indian goods in the
international market had suffered due to technological obsolescence, inlerior product quality
and high cost. This was attributed among others, to protectiou given to Indian producers from
internal as well as external competition. To improve the competitiveness of [ndian indusiry, the
role of foreign investment and technology was recognised as crucial. As a first step, the Industrial
Policy Statements of 1980 and 1982 liberalised licensing rules, and em.mpled 100% Export
Oriented Units(EOUs) from foreign equity restrictions under FERA. Thereafter, attitude towards
foreign investment started becoming favourable. Foreign equity evenin existing Indian Companies 277
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was permitted, provided that involved inflow of superior technology. Direct application by a
foreign investor even before choosing an Indian partner was made possible! A fast channel for
speedy clearance was set up to attract increasing foreign investiments from industrialised countries
such as Japan, U.S.A, U.K. and France. Tax rates on royalties were reduced, and procedures
for outward remittances of royalties, technical fees, and dividends were streamlijned. Thus,
India’s foreign investment policy, which took a definite but restrictive shape in the carly 70s
turned relatively liberal in the 80s. This, among others has an influence on the trends and growth
of foreign investment in India prior to the 90s. r

19.5 FOREIGN CAPITAL & COLLABORATIONS"IN INDIA
(1948-90) : A REVIEW OF TRENDS AND ITS IMPACT

At the time of independence, India looked at foreign capital as a source of supetior
technology for industrialisation and economic development. With that objective, foreign capital
was encouraged mainly in high-tech industries/industries which produce iinport substituting/
exportoriented products. Thus. foreign capital was considered a means ofaghieving economic
self-reliance. In order to ensure that enterprises involving foreign invcslpwnt serve Indian
cconomic interests, foreign equity participation was allowed only up to 49 pdreent i.e. to ensure
that ownereship and control remain with Indian hands. But no major efforf was made to alter
the already existing composition of foreign investment. At this stage, India’s '}oreign investment

policy was ciearly at its infancy. :
Till the mid-350s, the number of foreign col ions approved was not ail that significant.

But in the subsequent decade, there was a8 in foreign collaboration approvals (Table-19, | ).
This could be due to among others, heavy ries’ based industrialisation strategy adopted by
pursued in the third plan. :

the country in the second five year plan and
%lb!e -19.1
F‘orc@ﬂa horation Approvals (1948-90)
Period @ Total No. of Coliaboration
Approvalsg

[948-55 ' 284

195661 1199
1962-67 1624
1968-73 1215
1974-79 : - 1748
1980-85 . 3956 |
1986.90 | 4007 ‘

Source : Govenment of India: Foreign Collaborations, 1995, Department of Scientific and
Industrial Research, Ministry of Science and Technoltogy, New Delhi.

A scctoral composition of foreign nvestment stock reveals that bulk of it was concentrated
in plantations and petroleum (44%) whereas mining, manufacturing and scrvicles accounied for
the rest (Table-19.2). This could be explained in different ways. Prior to indépendence, India
was mainly used as a source of raw materials for British Companies. The underdeveloped
industry and infrastructure and the availability of vast natural resources cmtnuraged foreign
enterprises to exploit the latter, This is evident if we add the stock of foreign investment in agro 278




based indt'i_striés (food and beverages, textile products) with that of petroleem and plantations :
they together accounted for almost two-thi rds of the stock of foreign investment in 1964.

" Table-19.2 |
Sectoral l)_istribt_u_ibn of the Stock of FDLin India, 1964-1990
o e _ N (RS-M““O‘.‘)
ndustry Group | March 1664 - March 197  March 1980  March 1990

Vale. . % Value % Value = %  Value %

LPlantations 1059 187 1072 U7 385 41 2560 05
I1. Mining @ 09 4 08 0B 08 0 03
ILPetoleum W3 253 3@ M7 368 39 %0 ol
IV.Manufacturing  ~ 2203 405 8236 684 8116 869 20980 849
1. Food and Béverages 302 132.  S31 . 83 I a8 1620 70
2. TextileProducts 166 72 3% 57 320 39 90 40
3 Machinery& - - | ) o

Machien Tools 157 68 4l 67 710 88 350 154
4, Transport Equipment (50 65 2 51 5l 63 280 . 1223
5. Metal & Allied o 0

Products . B . 144 . 87 139 _UsTWP1a6 1410 - 6l
6. Electrical Goods 182~ 79 - 681 109 120 2950 128
7.Chemical & Allied . e | -

Products - 61 - 22 2037 %‘ 018 372 %0 334
a Chemicals ~ . 163 . 71 _7Q42._ 1306 161 NA NA

b. Medicines & | o N ' S |

Pharmaceuticals REYA 109 @7_. - 1LY 1657 13.0 NA NA
c. Others 06 89 Mgt 93 655 81 NA NA

8.Miscellaneous . 404.. 176 . 1050 167 - 1000 123 2030 88
v. Services L8B3 M6 398, 44 385 41 1400 52
TOTAL s 1000 _9169 100 R 1000 20501000

Source : Kumar, N: Muitmallonal Enterprlses and Industrial Orgamsatlon The Case of
India, 1994, p-41 : :

A comparative picture for India-and the rest of the world revealed that the stock of
foreign capital in' India-accounted for hardly 11 percent of the stock in Asia, less than 3% of the
stock in the developing world and hardly 1% of the stock in the entire world in 1967 (Table -
19.3). And empirical studies based on the data up to 1965-66 have brought out that costs due to
private foreign investment in India exceeded the economic benefits flowed from their opertions,
implying that foreign capitat did not play any conducive role in the- m]tla] stage of India’s
development.




- Table-19.3
~ Stock of Foreign Direct [nvestment - India, Asia, Developing Countries
and the World
Country / Region 1967 1973 1980 1990
I. India* 0.9 1.2 1.2 1.6
II. Asia 8.3 153 349 121
1. Developing Countries 323 54.7 110.3 203
IV. World - 1055 208.1 513.7 1442
as % of Il 10.84 7.8 3.4 1.3
1 as % of UI 2.79 2.2 1.1 0.6
[ as % of IV 0.8 06 0.2 0.1
* Converted into 11.S. dollars at the official exchangé rate of the particular year.
Sourges: 1. Dunning, I.H. Multinational Enterprises and the Global Eeconomy, 1992.

2. World Investment Report, 1992

3. 'R.B.L Bulletins.

in India’s foreign investment policy. Bt §

based on the assessment of overall

as hardly any evidence to show that it was

It was the Mudaliar Committee { I96h' marked the beginning of a restrictive phase

ce of foreign enterprises. Rather it was the

rforn
difficult Balance of Payments (B .O.P%on in the late 60s and the need to conserve foreign
i i heXiovermment to go for a restrictive regime for foreign

in outflow of feeign exchange on accou

proportion of the foreigt nge reserves of the country led the Govemmenf'

1t of remittances

to adopt a more

exchange reserves which prom tl
capital & collaborations. The s
of profits and dividends, roQties, hnical fees and interest payments, which formed a significant

restrtctlve attivode.

Subsequmt to the Mudaliar Committee’s lecommenddilons the numk

yee 0F midusicies

where foreign capital investment permitted was continnously pruned. The general ceiling of

40% for foreign cquity participation followed by FERA, 1973 fusther restric
foreign capital. The number of foreign collaborations approved declined (ses

ted ilie entry of
Table-19.1). It

was during this period that a-change in the sectoral composition of foreign investment stock

beg,an {see Table-19.2). Though foreign investment stock increased consideraby
large confined to the manufacturing sector, as a result of which the refative sh
went up from 40 percent in 1964 to 68 percent in 1974,

- But despite policy becoming restrictive, the outflow. of foreign exe

remittances increased in the early 70s as compared to 60s. This could be bec:

ly, it was by and
are of the sector

hange through
wse, apart from

narrowing down the area and scope for foreign investment, no specific polic
introduced during 1967-73 in terms of operational/performance requirement

y measure was
Pr imcentives to

obtain net positive contribution from foreign enterprises. And despite an increase in foreign

investinent stock, India’s share in the foreign investment stock of Asia/devel
world declined considerably (Tahle-19.3),

opmg countries/

But the real transformation in the sectoral composition of foreign investment stock in
India took place after FERA came into being in 1974, Foreign enterprises not willing to reduce

the foreign equity to 40 percent were forced to quit such enterprises were nat

ionalised. This
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was largely confined to petroleum and plantations, But, foretgn collaborations in the manufacturing
sector continued to grow (Table-19.1). As a result, though foreign investment stock increased
only marginally (1974-80), the rclative share of manufacturing sector, particularly, chemicals,
electrical goods, machinery & machine tools and metal products increased substantially
accounting for almost three-fourths of the foreign investment stock by 1980 (see Table- 19.2),

It was this FERA cra in the 70s that virtually placed India out of the global investmeént
scenario. India’s foreign investment stock accounted for hardly 4 percent of that of Asia, about
I percent of that of the developing world and a more 0.2 percent of the total global foncqpn
investment stock (Table-19.3).

It the early 80s it was realised that foreign investment and technology have a crucial role
to play in enhancing India’s industrial competitivencss in the international market. Towards that
end, foreign investment and technology inflow had to be facilitated rather than restricted.
Accordingly, Export Oriented Units (EQUs) were exempted from FERA, foreign equity in
existing companies permitted, if it involved inflow of superior technology, fast track channels for
FDI from industralised countries set up, outward remittance of royalties, technical fees, and
dividends made easier, etc.

There was a sharp increase in the number of foreign collaborations approved in the 80s
(Table-19.1). There was almost a three-fold increase in the rupee value of India’ s foreign
imvestment stock during 1980-90 (Table-19.2). Butthis was not in proportion to the increase in
giobal trends (in dotlar terms). As a result, India’s relative position declined further (Tabic-
19.3). The reasons are not far to seck. While restrictive conditioMcould effectively shut the -
door to foreign investments and collaboration, liberalisation maWgoghlways be followed by an
instantaneous upsurge of foreipn enterprises’ interest in’z loping countrv. This will be so,
paticularly when liberalisation is selective. 6 '

On the whole, during 1948-90, India’s foreigfmgestment policy was evolved mainby with
the objective of enabling inflow of superior techpolog¥for industrial development. Butto ensure
that foreign capital inflow does not strain try’s foreign exchange reserves, the policy
consistently reduced the scope for foreign inv¥8§tment in terms of equity and activities, since the
|ate 60s. Though India resorted to sel iberalisation in the 80s to provide a greater role for
foreign investment and technology der to promote exports and improve industry
competitiveness, it hardly succeeded in preventing the deteriorating position of India as the
investment destination for foreign enterprises.

The liberalisation implemented in the 80s conld not alter/bring down substantially the
general barricade erected in the form of entry and equity restictions for foreign capital through
FERA. Consequently, India was further marginalised globally in terms of foreign capital inflows.
In brief, India’s foreign investment policy during 1948-90 achieved little in terms of its primary
objectives: infusion of technological dynamism into industry and augmenting India’s investible
resources.

19.6 INDIA’S FOREIGN INVESTMENT POLICY IN THE 90S

‘India’s economic crisis of 1991 forced the country to go for a programme of
macroeconomic stabilisation and structural reforms. The structural reforms were initiated with

the introduction of a néw Industrial Policy inJuly 1991. Industrial delicensirig, curtailing the role

of public sector, removal of threshoutd limits on the asset size of large firms, provision of scope’
for merger and acquisition of firms, among others, formed the halimarks of India’s industrial
policy reforms. The objective being the promotion of a more efficient and competitive industrial
economy, along with industrial policy reforms, steps were also taken to facilitate the inflow of

foreign capital.




Accordingly, to provide a larger role for foreign investment, FERA, 1973 was liberalised

substantialy and Foreign Exchange Regulation (Amendment) Act, 1993 was b*ought into force.
A Foreign investment Promotion Board (FIPB) was established to expedite the clearance of
foreign investment proposals. India became a member of Multilateral Investment Guarantee
Agency (MIGA) and thereby ensured protection to foreign investments. Since then India’s
foreign investment policy has undergone remarkable transformation. |

India’s present foreign investment policy can be briefly described as follows ;|

1
1.

. (RBI).

Foreign investment is allowed virtually in every sector of the economy except those of
strategic concern such as defence and atomic energy. |

Foreign investment need not be accompanied by foreign technology. i

Foreign enterprises can use their own trademarks and brand names. |

Foreign investors can set up fully owned subsidiaries. Even'if the equit)%' investment is
less than 100 percent, foreign investors need not have a local partner. The protion of

equity not held by a foreign investor can be offered to the Indian public for subscription.
A three-tier structure has been formed for the approval of foreign inves{ment proposals.

* Automatic approval is granted in high priority industries by the Reserye Bank of [ndia

Up to 74 percent in nine industry groups : |
|
Up to 51 percent in thirteen groups of igdusti |

|
* Approval for foreign investn posals in the remaining industries is granted by
the Secretariat of Industizgl As§istance (SIA), Department of Industrial Policy and
Promotion, Ministry of Government of India. |

Foreign %nvestme%ma industrial unit is permissible up to 24 perc:f::nt of'equity.

Upto 50 percent in three industries i

* Foreign Investm omotion Board (FIPB) : A specially created body to accelerate
the inflow of FDI, It will consider any foreign investment proposal trrespective of industries
and size of investments, | '

Special packages are offered to key sectors where 100 percent equity ownership is
possibie: power, petroleum, roads and highways (under Build, Operate and Transfer basis),

- tourism, Export Processing Zones (EPZs), Export Oriented Units. |

|

[

In 22 groups of consumer goods industries, foreign investors have to adhere to dividend
balancing for a period of seven years from the date of commencement, of commercial
production, Dividend batancing refers to the process of equating outflow of foreign
exchange due to dividend repatriation by inflow of foreign exchange due to lk_sxport earrnings
(see Annexure). : ' -

Existing foreign enterprises can raise foreign equity béyond 40 perceﬁt.

Thus, in the 90s India’s foreign investment policy has been liberalised redical[lly, particu]érly

in terms of entry conditions and equity restrictions. (For major highlights of India’s foreign
investment policy in different periods of time, refer Box). As a result, foreign capital like domestic
) |

private investment can flow into.any sector.
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Box-19.1
India’s Foreign Investment Policy (1948-99) : At A Gla.n_ce

‘ Period [ u I v v
Entry Conditions Fquity Restrictions Performance Incentives Exit Conditions
Requirements '
1948-67 | Encouraged mainly Equity participation upto | Nothing in Ajlowed to remit Fair )
High tech industrivs | 49% allowed clear terms, profils & compensation, in
Anticipated to rapatriatcd the event of
bring superior capilal, if foreign| nalionalisation
technology exchange posit-
ion permits
1968-73 | Three groups of 4044 general ceiling —— -do- Fair
induslries compensation, in
1. Foreign invesument the event of
permitted natignalisation
2. Foreign Technical
collaboralion peri-|
tted but not foreign
investment
3EC. not allowed
1974-79 | FERA formed the 40% general limit. Foreign invest- Nuothing Unis not willing
guiding factor or inve- | High-tech and export ment to he acco- Significant to reduce cquity
stment policy, FI* oriented industries mpanied by Fore- 10 40% were foiced
allowed only in 1% exempled ign Technology. 10 quit.  Repatriation
industries Remittance of of capital requires
dividends require RBI perrmission.
Foreign Investment RBI permiission
cieared by RBI under FERA /‘"‘\
1980-90 1 FERA continued 10 Remained the same — Wrd remittance Repatriation of
remain the bage of But steps were taken 1o Ividends, techni4  capital with RBI
Foreign invesbmend augment Fl from deve- cal fees, royaltics permission
policy. I allowed luped counines through inade casy
in 23 industry groups 1 fast clearance channels
and in ethers only in
“backward arcas™.
Entey procedures sim-
plified. Direct appli-
cation is allowed cven
Lelore choosing the
Indian partner
1951-99 | FERA diluted dra- 1. Upto 24% in 8851 Gividend balancingl 1. Use of brand Disinvestment is
sticaily, Eniny allowed { 2. Upte 30% in mining in 22 groups of name/irade mark  permilted as per the
in all but Annexure-! 3. Upto 51% in 13 indu- | Consumer Goods allowed terms of letter of
{comprising 5} indu- stries Indusiries 2. No need for local approval granted
stries through FIPR/ 14, Upte 74% in 9 indo- partner
RBI stries 3. Repatriation of
5, Uipte 100% in Key capital, profits
sectors, LEYs/EOUs and dividend
. allowed
Fully owned subsidiaries 4. Abowve all, non
allowed in any industry discrimination
on a case to case basis, and national
by FIFB treatment, sighat-
ory of MIGA

* FI = Foreign Investment

Source : Various Official Sources
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19.7 FOREIGN CAPITAL & COLLABORATIONS : 1991-9¢

India’s liberalisation of foreign investment policy in the 90s has been atiractiig the atiention
of foreign investors all around the world. India’s image as an investment destination for ioreign
capital has taken a positive upturn in the process. There has been a dramatic incresss in ihe
aumber of foreign collaborations approved through different channels during|1991-99. The
specially created FIPB has been the most preferred channel for foréign investors io get approval
for their proposals (Table 19.4). :

Table-19.4 ‘
FOREIGN COLLABORATION APPROVALS IN THE 908

Channel 1991 1992 1993 1994 1995 1996 1997 | 1998 . 1999%
SIA 760 585 307 382 593 410 .1'67 193 52
RBI 188 736 676 702 799 719 SGI 432 307
FIPB 2 199 493 710 945‘ 1174 1357 1161 608
Total 950 1520 1476 1854 230303 2325 1786 967

* Upto 30th lune 1999

Source : SIA Newsletter, July 1999, O

As a result, there has been a d;% increase in the amount of fereii;n investment
approved in the 90s. The foreign ptment approval was Rs. 5.3 billion in 1991, But it wenitup
steadily to Rs, 548.9 hiliion in %bie 19.5). Of course, there was a sharpjdecline in the
amount of foreign investmgfaoproved in 1998 but this could be due to the world|recession and
particularly the South East A 4@ bcotomic crisis. In 1999, however, foreign investment approval
seems to be again on the rising path. o

The channels of foreign investment shows. that FIPB has beer instrumental in the rapid
increase of foreign investment approved in the 90s (Table 19.5). During 1991-90, more than 90
percent of the total foreign investment has been approved by FIPB.

Table-19.5
FOREIGN INVESTMENT APPROVED : 1991-90

. Year SIA " RBI FIPB Total

1991 3.6 1.4 0.3 5.3
1992 4.2 7.8 269 38.9
1993 1.6 6.6 80.4 88.6
1994 3.2 5.3 133.4 141.9
1995 30 sS4 3123 3207
1996 11.8. 12.5 3372 361.5
1997 3.2 92.7 4530 548.9
1998 7.2 1.9 299.0 308.1

- 1999% 0.0 5.8 156.6 162.4
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*Upto 30th June 1999

one billion= 100 crore,

Source : Newsletter, July 1999,

The composition of foreign collaborations approved during 1991-99, reveals that technica)
collaborations accounted for a considerable majority in the initial two years {Table 19.6}. But the
number of financial collaborations increased consisiently from year to year till 1997, {As a
result, the ratio of financial to technical collaboration changed from 70:30 in 1991 t0 28:72 in
1997). Though the number of financial collaborations declined in 1998, the ratio of financial to
technical collaborations remained more or less the same. In 1999, the number of financial
collaborations is again on the upswing, absolutely as well as relative to technical collaborations.

Table-19.6 _
Foreign Invesiment & Technical Collaboration Approvals : 1991-99

Year ‘Technical Cellaboration Financial Coliaboration Ratio of TC to F.C.

1991 | 661 289 70:30
1992 828 692 55:45
1993 601 785 | 0 47:53
1994 792 1062 O 4T

1995 | 982 - 1355?~ 0258

1996 a4 59 32:68
1997 660 % 1665 2872
1998 595 1491 33:67
1999+ 215 752 22:78

* Upto 30th June 1999,
Source : SIA Newsletter, July 1999.

The sector wise distribution of foreign investment approvals shows that, foreign investment

is likely to flow into diversified sectors of Indian economy (Table 19.7). As it appears, it is the .

much needed infrastructure sectors such as power, oif and telecommunication which have
attracted bulk of the foreign investment approved during 1991-99: fuels and telecommunications
together accounted almost 50 percent of the foreign investment approved. The other important
sectors which account for a significant share of approved investments are transportation indusiry
consisting of passenger cars, automobile industry and auto ancillaries, service sector comprising
banking and non banking financial services, hospitals, etc., metallurgical industries, chemicals,
electrical equipment and food processing industries. The foreign technical collaborations are
also as diversified between sectors as that of foreign financial collaborations.

The foreign investment progosals are flowing into the country from different parts of the
world - developed as well as developing. Unlike in the pee-Tiberalisation period, foreign investment
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proposals emerge not only from OECD countries but also. from NIEs (South Kore a, Singapore,

Hongkong aud Taiwan), prominent South East Asian countries such as Malaysia

nd Thalland

etc. (Table-19.8). During 1991-99, India has approved. foreign investment from as many as 90
countries, This is the testimony for the fact that India’s liberal foreign mvestmént policy has
been attractin g foreign investors from all around the world. :

~ Table-19.7
Foreign Investment and Technical Coliaborations Approved (1991-99)

Sector Wlse Dlstrlblltmn

Source : Newsletter, July'1999.

SI. | Sector Technical | Financial | Total } Amountof | % oftotal
No. : ' B E
1. | Fuels (power, oil, 170 411 581 ..618.48 31.31
refinery, etc.) ' o
2. Telecoinmunications S 406 517 35830 18.14 -
3. Transporiation 465 528 993 141.97 7.19
Industry ' ' ' :
4. | Service Sector 39 631 670 12_0.31 6,09
(Financial, banking, - '
" non-banking finan-
ciz_li, hospital etc.) ;
5. Metallurgical 302 @ 561 118.96 6.02
Industries (ferrous, 1
non-ferrous, special -
attoys, mining etc.) | % .
6. | Chemicals (other 8 | 705 1423 114.77 5.81
than fertilisers) @ : _
7. Electrical Equipment 1016 1 - 1648 | 2664 | - 109.21 - 5.53
Industries '
8. | Food Processing 138 584 722 | 84.23 4.26
: Industries - B ' .
9. Others 2980 4091 7071 |- 309.12 - 15.65
'fotal 5939 9263 15202 1.975..3'5 - 100.00
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Table-19.8
Origin of Foreign Capital : 1991-99

(Rs. Billioa)

Home Cguntry 1891-99 Y% to Total
U.S.A. 433.35 22.44
Mauritius 208.96 B 10.58
U.xX. | 141.72- 7.7
South Korea 9164 - 4.64
Japan | 8552 - 433
Germany o 76.55 3.88
Australia | 5925 3.00
Malaysia 34.55 2.76
France ' 48.22 244
lsréel 42.27 2.14

Other Conntries (79 Countries) 72332 36.6©
Total 1975.35 @

Source : Newsletter, July 1999 o '
However, what is important is not the an t f@reign investment approved but the

10RO
actual inflow of foreign investment. A foreign inveQ'n-proposa! indicates only the intention of
foreign investor to invest in India. Even if thgagropo®! is approved, it need not be followed by
actual investment. At times, burcaucratic pr@s, red tapism and infrastructural bottienecks,
eic. may discourage an investor to carry out hitfivestment plans. Therefore, the actual flow of
toreign capital in the 90s is a more appropriate indicator of foreign investors’ response to India’s
liberalisation.

The actual inflow of foreign investment bas also increased significantly in the 90s ( Table-
19.9). Till 1997, the increase was steady and consistent. In 1998, the flow declined some what,
which could be due to the recession in the world market and more importantly, the South East

Asian economic crisis.

b

Sl
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Tahle-19.9
ACTUAL INFLOW OF FOREIGN CAPITAL ; 199199

Year Amount ‘
1991 © 351
1992 6.75 ‘
1993 17.87
1994 32.89
1995 68.20
1996 103.89
1997 164.26
1998 ' 133.40
1999 66.05
Total 596.82

Scurce : Newsletter, July 1999,

An important objective of foreign investment policy to enable foreign capital to supplement
domestic capital formation, it would be appropriaf®§o know to what extent foreign investment
supplernents domestic investment. Foreign investiygenthccounted for a negligible share of India’s
gross capital formation or investment in [ 98692 (Tatble 19.10). However, since then, the share
of foreign investment in total capital forhas increased continuously. In 1997-98, actual
forcign investment inflow formed rgore th¥hree percent of India’s gross kapital formation.
However, it is too insignificant to m%' impact on the economy. T

% Table-19.10 |
FDJand DPemestic Capital Formation : 1991-97 ‘
(Rs. Crore)

Year FDI Gross Capital FDI as % of
(actual) Formation (GCF) - G.CF
1991-92 351 144628 \ 0.24
1992-93 675 169041 040
1993-94 1786 | 196379 ‘ 0.91
199495 3009 263415 1.14
1995-96 6720 314340 2.14
199667 - 8431 361687 233

199798 12085 ) 387377 ‘ 3.2

Sources : Economic Survey, 1998-99

An international comparison projects India as a peripherat investmer'lt destination for
foreign investors (Table 19.11). However, since 1991 there has been a gradual and steady,
though marginal, increase in India’s share of foreign capital as a percentage of foreign investment
in Asia, developing countries and the world. ‘ 288
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Table-19.11

FDI Inflows - India, Asia, Developing Countries And the Weorld
' (U.S. $ Million)

K

Country/Region | 1989 | 1990 199] 1992 1993 11994 | 1995 | 1996

. India 232 236 155 233 - 574 1314 1929 2587

II. Asia 16021 23083 23129 29632 30924 | 57507 | 65249 | 84283

M. Developing 28622 | 34689 41696 49625 73045 | 90462 j 96330 | 128741

Couniries
V. World 200612 [ 211425 | 158936 | 173761 | 218094 | 238738 | 316504 349077
las % of I1 157 102 | os7 0.79 LI3 {228 (296 | 307

las % of [I1 .88 068 .37 047 0.79 145 2.00 20

las % of IV 0.13 011 0.10 ] 013 026 0.55 0.61 0.74
Sources : World Investment Report, 1997, :
All these imply that though the rapid rise in foreign investment 1 in the 90s indicates

growing attraction of India as an investrent destination internati€fiNe , its relative share in India’s
capital formation as well as global FD! inflow has been oniy ﬁ m so far. India should take
some urgent steps to augment the flow of foreign capitat the country. One major factor that
hinders the flow of foreign capital is the procedural biftlenecks in the process of project
implementation. The process of realsation of forgfh¥inveStment approvals into actual inflow
may be quickened if the pace at which the GovernMent grants approvals 1o foreign investmenti

proposals is extended to project implemen%hase as well.

Policy transparency is another impo issue. Though the overall policy has clearly
demarcated the economic activities accord ing to the scope provided for foreign capital, some of
the sector specific policies have been either vague (eg : telecommunications) or have not been
adhered 1o by the Government (eg : foreign private sector entry into civil aviation).

Finally, infrastructural bottlenecks have been cited as another reason discouraging foreign
investors to come to India. The standard of wansportation and telecommunication network is far
from satisfactory as compared to even the Newly Industrialising countries.

Therefore, to attract foreign capital in a significant quantity, India must (1) remove
procedural bottienecks, (ii) formulate and implement transparent policies in minute detail, and
(i) develop infrastructure to make it comparable, at least, to the standard of Asian Tigers.

Activity-A :
Comment on the Iate_st FIP of Government of India.




19.8 SUMMARY :

]

The major objectives of foreign investment policy in India have 'been to (1) acquire
technology, and (2) increase domestic investment. But to ensure Lhat forcig%l capital did not hust
domestic economic intercsts, India went for a restrivtive approach for foreign capital and
collaborations during 1948-90. As aresult, foreign capital inflow decreased and foreign technical
collaborations did not help Indian industry in any significant manncr, to improvk its competitiveness.

But the process of economic reforms since 1991, comprising among ci:thers, the liberalised
forcign investment pelicy has been successfully transforming the image of lndia as a destination
for foreign capital. Indix has been consistently attracting more and more foreign capital &
technical collaborations from year o year, with the exception of 1998. The foreign capital has
teen flowing into the diverse sectors of Indian economy, particutarly, infrastructure, from all
around the world to different regions of the couniry. More transparency 'into sector specific
poticies, measures to facilitate quick project implementation and infrastruciure development as
a priority will help India to attract foreign capital and state-of-the-at 'teci1noif;|1gy ina considerablc
matmer in the coming years,

19.9 SELF-ASSESSMENT TEST |

K - - o . . ! + .
1. Analvse the merits and de-merits of promofigg foreign capital and cillaborations ina
X |

developing country. T |
|

3. “Foreign financial collaborations g€ Wkely to worsen the balance ofipayments ofa
- developing country much more 1 dreign technical collaborations:. Do you agree?
Why 7 !

S0 I
ives®f India’s foreign investment policy? Given the ohjectives,
of the foreign investment policy? !

3. What are the major obj
what are the differe

4, What were the r features of india’s foreign investment pelicy dyring 1948-907
- What kind of i t had on Indian econony ? |

5 How India’s foreign investment policy has been liberalised in the 9087 What are its
: |

implications and impact? i

. . . - . - o . . . 0 [ - . .

6. “Liberalisation of entry conditions and equity restrictions are the hightights of fndia’s
foreign investment policy in the 90s”. Is it truc? Examine. i

Despite radical reforms and consistent increase in the inflow of foreign capital, fndia’s
relative position’in Asia or the world has not altered significantly. Whnat more easures

would you suggest to make India a major fuvestment destination for foreign investors?
| :
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UNIT -20: MULTINATIONAL CORPORATIONS

Objectives
This unit will help you to understand: |
impertance of Multinational Corporations |

definition and kinds of MNCs ' |

motives for foreign investments of MNCs |

the process of evolution of a MNC firm |

o

]

&

® theories which explains MNC activities
o

o the Tunctional strategies of MNCs

o

the scenario of MNCs in the mid-90s. |
Structure
20.1  Introduction |
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20.3  Main Types of Foreign Production 0 : |
204  Determinants of MNC Activity |
20.5  The Process of Internationalisation o@n |
20.6  Functional Strategics of MNCs ?\ |
20.7  MNCs Structure & Fea‘Qs | |
208 Summary |
209  Self- Assessment@ : :

20.10 Further Readings

20.1 INTRODUCTION :

Multinational Corporations (MNCs) or Transnational Corporations (TNCs) are an
ouistanding feature of modern day industrialisation. MNCs own, control and Have access to
vast resources of capital, technology, marketing expertise, and sophisticated|management
techniques. Therefore, they have been looked at as a means of supplementing capital, acquiring

technology, for facilitating the transfer of skills and penetrating international markets by countries -

across the globle, particularly developing countries.

At the same time, MNCs have also been accused of many things in the paslt; spectally in
the 60s and 70s; they represent the unacceptable tace of capitalism, they are huge, ruthiess and
stateless, and these firms would exploit the poor, manipulate governments and flout popular
opinion. However, since the 80s, opinion and perception about MNCs have been changing
Governments have been lowering trade barriers and resirictions foreign in‘lﬁestment are
consistently diminishing. Governments everywhere, particulary in the developing world, regard
multinationals not as predators to be avoided but as sources of investment, technology and

above all jobs. |




As a result, internationalisation of business and emergence and growth of MNCs have
become the major trends of industrialisation in the 80s and 90s. In fact, cross border business
has been driven forward by three main things (1) falling regulatory barriers to overseas investment,
(2) tumbling telecommunication and transport costs, and (3) frec domestic and international
capital markets in which companies cari be bought, and currency and other risks can be controlled.
All these have made it easier for companies to invest where they choose to do so more cheaply
and with wss risk, resulting in rapid growth ol multinational investments and production.

20.2 MINGs : DEFINITION AND CHARACTERISTICS

A multinational or transnational enterprise is an enterprise that engages it foreign direct
investment (FDI) and owns or controls vaiue-adding activities in more than one country. This is
the threshold definition of a multinational enterprise and one that is widely accepted by agencies
such as the Organisation for Economic Co-operation and Development (OECD), the United
Nations Centre on Transnational Corporations (UNCTC) and by most national governments.
However, different authors have defined MNC in different ways. According to Prof. Vernon,
"MNC is a cluster of corporations of diverse nationality joined together by a common management
strategy". -

Professor Jack Behrman, on the other hand, emphasises that the essential characteristic
of multinationat enterprises is the attempt to treat various national markets as one, to the cxtent
that this 1s permitted by governments, Professor Kolde defines a myltinational enterprise as a
"number of affiliated business establishments which function simuligueoMly in different countries™.
All these definitions exphasise the internationalisation of business enterprise,

These are several criteria for assessing the d @ of an enterprise's multi or
transnationality. These include: '

l. the number and size of foreign subsidiaries or Mociate companies it owns or controls

2. the number of countries in which it en wpvalue-adding activites such as mines,
' plantations, [actories, selling outietg, bani&offices and hotels
3 the proportion of its global asset$ uc, income ot employment accounted for by its
forcign aflfiliates
4. the degree to which its management or stock ownership internationalised
3. the extent fo which its higher vaiue activities, for eg. R&D, arc internationalised; this

measurc is intended to capture the quality or depth of foreign production

6. the extent and paftern of the systematic advantages arisisng from its governance of, and
influence over a network of economic activities located in different countries,

Each of thesc criteria helps to delineate different types of international production. This
15 because the multi or transnationality of an enterprise is best considered as a multidimentsional
rather than a uni-dimensional concept. :

A MNC has two distinctive features. First, it organises and coordinates muitiple value
adding activities across national boundaries and second, it internalises the cross-border markets
for the intermediate products arising from these activites. No cther institution engages in both
cross-border pr oductlon and transactions.

A MNC may be privately or publicly (i.e. state) owned and manageed. It may originate
trom an industrialised or a developing country. [t may be a large diversified global corporation
owning or managing a network or coalition of activities in many countries or a small, single-
product firm that operates oniy one foreign marketing venture. Its assels may be owned and
controlled by citizens or institutions of a single countty. (eg: Virgin Atlantic, Mars) nationally




controlied but internationally managed and owned: {eg: Ford, Sony, etc.) or internationally owned
and controlled (eg: Agfa-Gevaert, Royal Dutch Shell, etc.). In practice, most MNCglare nationally
controlled but internationally owned, although the extent and form of their cross-border equity
and non-equity participation may vary greatly between industries and firms, and even within the

same firm over time.

20.3 MAIN TYPES OF FOREIGN PRODUCTION

Broadly, there are four types of MNC activity: (1) Natural résource seekers, (2) Market
seekers, (3) Efficiency seekers, and (4) Strategic asset or capability seekers.

The objective of foreign production engaged by MNC may vary from induslry to tndustry
and from time to time. In the 90s, many of the larger MNCs are pursuing multiple objectives,
and most engage in foreign direct investment that combines the characteristics pf each of the
above categories. Further, each type of foreign production of a MNC may be aggressive i the
sense that the investing company is seeking to take pro-active action to advance its strategic
objectives, or defensive in the sense that its behavior is in reaction to actions taken by its
competitors or by foreign governments which force it to proptect its market position.

Natural Resource Seekers :

These include those MNCs which are promoted to invest abroad to acquire particular
and specific resources at a lower real cost than could biNgbtained in their home country. The
© objective is to make the investing enierprise more piafita¥fe and competitive injthe market it
services than it would otherwise be. In the case gfsygch enterprises, mostly located jin developing
countries, they export most or atl of their outpud @ ustrialised countries,

ers. Iirstly, there are those which seck physina
nd'manufaciuring enterprises from both developed
resotrces such as mwines and minerals, agricultural and
- (e utilisation of which requires capabilities possessed
by the MNC firms. Some fo &51 investment of MMCs in service activities also intend fo exploit
location-bound resources, edQoykism, oil drilling, etc. Mawy MNCS in the food-processing
industry, oil drilling & exploration, mining, plantations, ete, fall in this category,

There are three types of resource
resources. They include primary producer
and developing conntries. They s
plantation products, raw materials,

“The second group of resource seeking MNCs include those which seek potential supplies
of cheap and ‘well motivated unskilled or skilled fabour. This kind of forei gn production is generaily
undertaken by manufacturing and service MNCs from countries with high labor costs, in countries
with lower labour costs, to supply labour intensive intermediate or final product for exprot, Eg;
MNCs in the garment industry set up units in Astan countries to make use of cheap labour.
Similarly, Multinational software firms set up subsidiaries in India mainly fo take advantage of
the relatively cheap software professionals available ia plenty in the country.

The third type of resource seckers aim 2cquiring technological capability, management or
marketing expertise and organisationai skills. Eg. Technological collaborations entered into, by
Korean, Taiwanese and Indian firms with European, Japanese and U.S. firms in high technology
sectors, executive search subsidiaries set up by U.S. firms in the UK. etc. Most df the foreign
production engaged by MNCs of Europe, U.S and Japan in the 19th century was}»rompted by
the need to secure an economic and reliable source of minerals and primary products. Upto
WW I, about 60 percent of the investments of MNCs was of this kind. But, since then,
resource seeking MNC investments have declined gradually.

Market Seekers:

Market seeking MNCs invest in a particular country or region to supply goods or services
to markets in these or in adjacent countries. In many cases, mosi of these markets would have 294




been earlier covered by expoits from the investing company. However, due to tariff or other
‘cost-raising barriers imposed by host countries or due to the expanded market size, these firms
could find local production as the most profitable and feasible alternative to exports.

Market seeking investments may take place either to protect existing markets or to promote
new markets. There are four major factors which influence MNCs to indulge in market seeking
investments:

1. Main suppliers or customers of MNCs would have set up foreign producing facilities and

that to retain their business they need to follow their supplicrs / customers overseas. Eg;
Recently about 300 Japanese auto-component suppliers have set up manufacturing

- subsidiaries in the U.S. in order to supply U.S. based plants of the leading Japanese auto
assemblers.

2. It may require that products necd to be adapled to local tastes or needs, and to indigenous
resources and capabilities. Further, to have familiarity with local language, customs, legal
requircments and marketing system, etc, may necessitate foreign companies to establish
their own subsidiaries in different countries or else they will be at a disadvantage vis-a-vis
local firms. This will be particularly true in the case of consumer goods like washing

‘machines, food and drink products, electronic goods financial and professional services,

The production of goods that are relatively costly to transport and can be produced
economically in small quantities is more likely to be Jocated near the main centres of
consumption than are those that cost relatively little to transpoMand yield substantia)
economies of scale in production. In some cases, governn®gt 1doulations or import
controls may prompt firms to relocate their production faetgics.

lad

4, The increasingly important reason why MNCs go for 1 seeking investment 1s that

they may find it necessary, as part of their global uction and marketing strategy, to
fave a physical presence in the leading markets selfed by its competitors.

Unlike. those engaged in other kinds of for uction, market seeking MNCs tend to
treat their forcign affiliates as self-contained pgeductien units rather than as part of an integrated
net work of cross-border activities. ' '

As aresult, they tend t0 be most responsive to local needs and requirements, At the late
80s market seeking investments of MNCs accounted for about 45 percent of the global foreign
direct investment,

Efficiency Seekers'

Efficiency seeking investments refer to those investments undertaken by MNCs 1o
rationalise the structure of established resource based or market seeking investment in such a
way that the investing firms gain from the common governance of geographically dispersed
activities. Such gains emerge from economies of scale and scope and risk diversification. The
objective is to take advantage of different factor endowments, cultures, institutional arrangemnents,
economic systems and policies, and market structure by conccntlalmg production in limited
locations to cater to various markets.

Efficiency seeking MNCs are usually well established and experienced, large and
diversified in nature. Efficiency seeking investments wilt flourish only when cross- bmder markets

are well developed and open.
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l. Those investments which take advantage of differences in the availability and cost of
traditional factor endowments in different countrics. This explains why capital-cum-
technology intensive MNCs are more concentrated in developed countries and labour
and natural resource intensive aciivities of MNCs are concentrated in deJ:eioping couniries.

-

¥fficiency seeking MNCs are of two kinds ;

Those investments which take place in countries with broadly similar economic steuctures
and income levels. It is aimed ai gaining from the econemies of scale|land scope, and of
- differences in consumer tastes and supply capabilities.

§.

Strategic Asset Seekers

These include those MNCs which eagage in foreign investment usually by acquiring the
assets of foreign corporations 1o promote their long-term strategic objectives, especially that of
sustaining or advancing their international competitiveness. The basic objective is not to tap the
speeific cost or marketing advantages but to add to the acquiring finm's existing assets, to sustain
or strengthen their overall competitive position or weaken that of their competitors.

Eg: One MNC may acquire or engage in a collaborative alliance withLanother to thwart
a competition from doing so. Another might merge with one of its foreigs rivals to strengthen
their joint capabilities as against a more powerful foreign rival. Yetanother MNC mightacquire
a group of supplices to corner the market for a particular raw material. Still another MNC might
eitter INto a joint venture with a domestic company to understand the local market and fight out
its long established MNC rival. These are exam r sirategic asset seeking MNCs who aim
at protecting or enhancing their own competitiveRgss M the long run.

in addition to the above descfibedajor motives of foreign production, there are

three other less important motives: (i) ENap#investments, (i1} Support investment, and (iii)
Hassive invesiments, :

tsrape Investments :

Sone {irms resort to forSggn investment to escape home country's 1'csttic1ive legistation
OF acro-organisationg @1 igies. Some Indian companies have gone for foreign investments in
fhe 70s and 80s mainly 15 MRTP Act obstructed them from investing further in India.
some Israeli firms invested in Europe to bypass Arab boycott on products exported from lsiael.
Some chemical industry MNCs shifted their opertions from Western countries to developing
couitries, to avoid stringent environmental laws back home.

Escape investments are likely to originate in response to controls and rejgulations and are
likely 0 be concentrated in those sectors which are imiost regulated.

Support Investments :

These are incurred to suppott the activites of the rest of the enterprise of which they are
part. Such affiliates are generally not self-contained profit centres. Such activities bring major
beaeflts 1o the rest of the MNC operations, Eg: Investments made by TVS in Sri Lanka to
develop a chain of service centres, trading companies set up by MNCs for purchase of raw
materials and sale of finished goods in different foreign locations. Branch or regional offices of
FNCs which recruit manpower, conduct investment feasibility studies, site selection, liaison
with host govenments and / or regional authorities are other examples.

Passive Investments

Mast direct foreign investments vary in the degree of active management pursued by the
owners, ranging from "complete" to "non-existent”,
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Those which veer to the passive end of the spectrum are of two kinds:

Investiments made on foreign assets, particularly real est#e by companies. ft is based
o futvre land and property values. The motivation of such investmnet may be primarity
financial, Eg: majority of Arab investments in London hotel in the 70s was of this kind.

2. Investment made by Small firms and individual investors in real estate. The objective is
to have holiday or second homes in foreign countries. Tt will involve only passive ownership
rather than active management.

Thus. MNCs resort to foreign investment for various reasons. It may be to acquire
resources, to cater to local markets, to improve their own efficiency or long term competitivencss,
to escaps siringent domestic regulations, to support their own mainline manulacturing activities
or even to specniats and gain in the subsequent periods.

0.4 DETERMINANTS OF MNC ACTIVITY

Several theories have been developed to explain the determinants of international
production of MNCs. Of them, the significant ones are those propounded by (i) Stephen Hymer,

(1) Product cyele hypotheses of Raymond Vemon, (ifi) internationalisation theory, and {iv) eclectic: -

paradigr. According te Hymer, MNC firms possess some kind of innovatory, cost, financial or
marketing advantages which are specific to their ownership and out weigh the disadvantages
they faced in competing with indigenous firms in the country of productign. It is these advantages
which are assumed to be exclusive to MNC firms, and which repregent e kind of structural
market faiiure, promote them to go for international production. -

Faymond Vernon used a micro economic concept - Roduct cycle - to explain a
MActs ceonomic phenomenon, ie. the foreign manufacturin® ates of U.S. MINCs in the
post-war pericd. According o him, in addition to naty L human resources, the firms wilt
have exclusive technological capabiliey to upgrade ghese sets or to create new ones. Initially,
these firms produce new products for the hom xel in the home country near to both its
imnovatory activitics and markets. At a later stage Jgghe product cycle, because of a favourable
combination of innovating and producti @ ntages, firms export these products o other
countries most similar to the home country iMggfand patterns and supply capabilities.

&

Gradually, as the product becomes standardised and competitors emerge, the competitive
advantages of MINCs diminish. This results in pressure to ensure cost cificiency. Further, as
demand becomes more price elastic and as foreign markets expand, the attractions of starting
raanutacturing operations in foreign markets rather than in a domestic market, increase. if the
policies of the foreign countries are favourable, then MNCs set up subsidiaries for local production
to replace expoits. This in, brief, is the product cycle hypotheses of Vernon. But it explained
only the market sccking investments of MNCs and not resource efficiency or strategic asset
seeking investments,

internabisation theory is primarily concerned with identifying situations in which markets
for intermediate products are likely to be internalised by MNC firms. Its basic hypothesis is that
multinationals represent an alternative machanism for arranging value-added activities across
national boundaries to thai of the market that MNC firms are likely to engage in foreign investment
whenever they perceive that the net benefits of their joint ownership of domestic and foreign
activities, and the transactions arising from them, are fikely to exceed those offered by external
trading relatiouships, Internalisation theory may be considered a general theory as it aims to
predict the situations in which firms choose to internalise foreign markets.

Bui it is the eclectic paradigm which seeks to offer a general framework for determining
the cxient and pattern of both foreign owned production undertaken by a country’s own enterprises




|

i
and also that of domestic production owned by foreign enterprises. Unlike mternah‘;anon theory,
it is not a theory of the MNC per se, but rather of the activities of enterprises angdgmf, i Cross-

border valuc-adding activities. |

: , . ‘ I .
According to the eclectic paradigm, the level and structure of firm's foreign value-adding

activities will depend on four conditions. :

1. A firm must possess sustainable ownership - specific (O) advantages vis-a-vis firms of
other nationalities in the particular markets it serves. These O advantages may include
intangible assets as well as those which arise out of the common uovemance of cross-
border value added activities. The use of these advantdc‘es are assmned to increase
wealth creating capacity of the firm, |

2. The firm possessing O advantages must perceive that is in its best interest to add value
to its O advantages rather than to sell them (in O advantages) to fore:gn firms. This is
done through acquiring assets in foreign locations and internalising (I} those foreign located
manufacturing operations, within the firm. These advantages are called market
internalisation (1) advantages. I

3 The foreign locations/countries must possess some location specific ac‘vantages such
as natural resources / skills, ctc., which are scanty in supply in the home country: These
are called location (1. advantages. i
4. The configuration of the Ownership, Location and Inter nalisation (OL!) advantages
facing a firm must be in con formity with its IORg-term management sir. ;rategy
Given these, at any given moment of time, hore a country's enterprises, relative to
these of another, possess O advantages a1 e are foreign locations with [l advantages, the
greater the incentive they have to interna ther than externalise their use, then the more
they find it in their intcrest to explo 11 ﬂom a foreign location and thegefore, engage in

forcign production. The paradigg canpe expressed in a dynamic form as we,l] Changes inthe
outward or inward direct inv of a country can be cxplained in terms ofichanges in the O
advantages of its enterprises re/#jve to thosc of other nations, changes in its L assets relative to
those of other countries es in the extent to which firms perceive that these assets are best
organised lnternally rath 1t by the market, and changes in the strategy of firms which may
affect their reaction to any given OLI configuration. Some of the OL] advcmldfres for firms are

given in Box 1.

|
Though none of these theories are comprehensive, these are the promihent ones among

the many advanced to describe the evergrowing international production of multinational
|
enterprises.

20.5 THE PROCESS OF INTERNATIONALISATION OF A FIRM

There are five major phases identified in the internationalisation procevss ofafirm. ftis
not necessary that each and every multinationa! firm must have undergone al] the five phases
identified. While some firms may go through the five phases, others depending'on their motives

for foreign investment, may jump over one or more of the phases. !
|
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Boxl

The Eclectic Paradigm of International Production

1. Ownership - specific advantages (of an enterprise of one nationality over those
of another)

(a) Intangible assets advantages (Oa) : the resource structure of the firm, product
innovations, production management, innovatory capacity, noncemmunicable
knowledge, 'bank' of human capital experience, inarketing, finance, etc.

(b)  Advantages of common governance, that is, of organising with complementary
assets (O1) : Those resulting from size, product diversity and learning cxpeticnces
of enterprises (eg: economies of scope and speciadisation). Ability to obtain nputs
‘on tavoured terms (eg: as a result of size on monopolistic influence, etc.)

2. nternalisation incentive advantages(i.e. to circumvent or exploit market failure)
- To avoid costs or broken.contracts and ensuing litigation
- To capture econoimies of interdependent activites

- To avoid or exploit government infervention (quotas, lariffs, price conirols,
ete.) :
- Need of seller to protect quality of intermediate or final products, ¢tc.

3. Location - specific variables (these may favour home orgest @puntries)
- distribution of natural resources and markets
- input prices, quality and productivity O
- investment incentives and disincentives
- artificial barriers to trade in goods a vic

- economic system and strategics, gl GoWgniment.

Source : Dunning, }.H, Multinatio erprises and the Global Economy, 1993,

p-81.

Phase 1 : A Firm's Initial Entry inte Foreign Markets

By and large, firms initially engage in transactions across national boundaries, mainly for
two reasons (1) to acquire inputs at a lower cost or to prevent their competitors from accessing
these inputs, and (2) 1o protect existing or seek new markets for their output. Jlow a firm will
cnter into foreign production will depend upon the characteristics of the targeted market, the

kinds of goods and services produced and traded, the market structures in which firms compete

and the nature of cross border transactional mechanisins. This will be strongly influenced by
country specific economic, legal, political, institutional and culturat considerations. Added to
these, the technical capabilities and experience of foreign markets of firms will also be relevant.

Given all these, a firm may just open branch office to study the foreign market or find out
appropriate investment avenues, or clse locate its after sales - servicing network
(Fig. 20.1.)

Phasze 2: Investment in Trade Related Activities

The second phase in internationalisation involves owning distribution and seifing networks
in foreign countries. The more familiar and experienced a firm is and the Targer the buying and
/ or selling stake it has in a particular country, the more it will prefer to own its distribution and
selling networks.
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Trade and marketing related activites cover a wide spectrum of finctipns and a fom may
choose different entry routes for organising ditferent finctions. Foreg:a firy might subcontract
advertising to a foreign firm while owning sales subsidiary outlets and mtlu" sales servicing
centres (Figure 20.13.

The large European and U.S. Retail fims organise their own muhnmndnal buyving, outlets
for their main product lines, but rely on overseas agents for others. The ma;or internationat
airlipe companies own their own maintenance and repair facilities at some 1mp0| is in foreign
couniries but at others, they buy these services from independent iocal firms.

. = |
Figure - 20.1

Frocess of Internationalisation of ¥Firm i
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Phase 3 : Moving Forward or Backward Along the Valer Chagn

The firm is said to have entered the third phase when it engs
goods and services, as opposed to facilitating the sale or purchggg of ¢®ls and services alreudy
produced (Figure 20.1). A firm may transfer a particular @ the manufaciuring process
from home country to a foreign country. On the other hand, fordigaroduction might supplement
or be quite independent of demestic production. In an j these cases, either a completely
new vaiue - added facility may be set up or an exiging t&itity may be acquired.

oreign production of

Some firms may enter Phase 1 and mo ¥Phiase 2 and then Phase 3. Whore as
some others might dircetly enter Phase 7 apelyinr s oa 1o Phase 3. Thus, the present model
assumes that there is a progression from WggfoPnership of mainly transaciing facifities to the
ownership of both transacting and producing W ilifies.

However, once a firm enters Phase 3, it is ot necessary that it should continue with its
praduction facilities abroad. It may revertto Phase ? or go for more intensive foreign production
and thus move towards Phase 4.

Phase 4 : Deepening and Widening of the Value - Added Network

Most of the international productiom activities initiated by MNCs in the early stages of
internalionalisation witl be usually at the final assembling or inittal processing stage of the vaive
adding chain. These require least investment ia human competencies and physical capital and
therfore, involve least resk. :

But, if such investments prove successful and if and when markets expand, local supply

capantlities improve ot host governments offer more incentives, then inore of the higher vatue
added activites will be transferred [rom the home to the host country.

The sequential growth of MNCs many take several forms. It may be investments for
higher value adding activities, or widening the range of products produced by its subsidiaries,
especially where apportunities of economies of scope exist or even inoving into other adjacent
markets by setting up production hases. I short, if initial entry is successful, foreign production
then creates its own momentum - promoting thereby, vertical/horizontal diversification.
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Phase 5: Towards the Regional or Global Integration of the Value Added Network

This stage signifies the advanced growth of a muitinational firm, Atithis stage, a MNC
firm widely distributes its value-adding activitics between home and foreitn countries. The

parent and the subsidiary units produce different products, each of which is sold in world or

regional markets and frequently traded between the parent MNC and its SU|)Sldlar']ES

There are still comparatively very few MNCs that practice a globally mlegrated product
/ process stratcgy. A handful of MNCs that have evolved info this phase ard Ford, Philips and
IBM. But even these MNCs may not be prepared to aliow the management ofalll their subsidiaries
to participate in their decision making exercise, particuiarly regarding R&D.l

20.6 FUNCTIONAL STRATEGIES OF MNCs |

Given the motives and determinants of international production firms and the process of

internationlisation, it is essential to understand their functional strategies adopted for international
growth, There are three major strategies pursued by MNCs with rcfcrenicc to their value
chain{Box2Yfor international growth:( )stand-alone strategics.(2) simple integrdtion strategies.and
(3)complex integration strategics(Box 3) l

Box 2 _ !
Value Chain o{{Firm |

-
A firm’s various functions can be descMiged @ comprising its Value chain. A value

chain describes how a firm organises a a !forms various activities that add value to the

goods and services it produces and sell & of these activitics are linked vertically and

|
some horizontally. I

|
Vertically linked activites m inbound logistics(eg:site sclecti01|1), operations,
outbound logistics {cgin 1ent®of products), marketing and afier sales services.
Horizontally linked activiti Hude HRM. R&TD, Finance, Procurement, A]ccounting etc.

Adthough ev@1 performs all these functions,relative importallme of each of
these varies (rom coffny io compancy or product to product.¥For eg:dlperations and
after-sales services are more important in automobiles and consumer electronics than in
food and soaps. Furthur for services firms, unlike that of manufacturing firms,operations
include both production and consumption - since they take place togethér at the same
item. The ability of a firm to identify and exploit those activities of the value chain that
arc more Important is seen as a source of success: '

- e . . . . e |
The actitvitics of the value chain can be linked in different ways and can be more
or less,closely integrated. A firm’s strategy, external environment ,demand for its product,
Government policics arc all major determinants of the form and closeness olfthe linkages.

Source: World Investment Report, 1993 _ !
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‘Box 3 .

Evolution of the Strategies and Structures of Transational Corporations

_De_:gr.ee of

multi-domestic

- Ownership, technology

Form Types of Intra- Environment
Firm Linkages Integration - _ _
Stand-alone, eg : Host country accessible

Weak

{ transportation

to FDI; significant trade _1
bartiers; costly
communications and

Simple Integration,

Ownership, technology
markets, finance,

other inputs

Strong at some
points of value
chain, weak in -

| Open trade and FDI
-regime, at least bilaterally;

non-equity arrangements,

regional core
networks

others. _ _
Comiplex All functions Potentially strong | Open trade and FDI
international throughout value | regime; information
preduction, eg: chain technology: convergence

in tastes; heightened

Stand alone Stratagies

workers,managers,borrow from local
countries. A stand alone affiliate is no

4

\ \;(Jmpcttition
Qoperate largely as independent

Stand aione strategy refers to affiliates of MNCs
concerns witirin the host economy, The main link b
is controlled through ownership, transfer of fg
general, a stand -alone affiliate is responsible
turn,it may develop links with local suppli®

a parent unit and its forign affiliates
hnolfgy and supply of long-term capitlal. In
Jagst of the functions of the value-chain and in

and subcontractors. It may employ local

i@l institutions and even export its products to other

but a smaller version of the parent firm(Figure
20.2).Stand alone affiliates are particularly common in services since they are pot tradable. Citi
Bank,ANZ Grindlays Bank. Pepsi, Coca-Cola, Cadbury, etc. arc all examples for stand-alone
affiliates of MNCs in india

F igure-20.2.

Stand Alone Strategy

N

Parent Flrm

- Home Country

" Affiliate

Subcontractor

Supplier

e

Subcontractor

Third country

Source: World Investment Report, 1993
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Simple Integration Strategies |

Some MNCs report io international production by locating part of their valu? chain activities
in different foreign countries. The primary objective of this strategy is to utilise the locationat
advantages of a host country with respect to a portion of the MNC’s value chamn. It 1s also
called international production via outsourcing. The outsourced production is controlled by the
parent MNC through ownership of the affiliates. These affiliates cannot furiction independently
and are integrated into the parent firms value chain through the establishmeq'!t of functional
linkages (Figure 20.3)

Figure-20.3 _ |
Simple Integration Strategy |

Parent firm Affiliate or

|
Technology, subcontractor |
capital, materials . !

Impoﬂo | 2R :
Home country Host country |
( > -i

Morld Investment Repo'rt,1993 : :

To a large extent, @at y is cost-driven,Nike of the U.S for eg:: subcontracts the

manufacture of its athlet s and clothing to 40 separate locations, mostly in South and
South - East Asia. Design aM marketing are done by the parent firm, whereas show and cloth
manufacturing is done by the subcontracting firms. The output is sold world-wide by il parent
firm.Since individual sub-contractors are dependent upon the parent firm or design.standards

and marketing they arc ot capable of standing alone. :

In the liberalisation era, many MNC s are entering india to outsource part of their operations,
particularly in software development, electronic components, readymade garments, etc.

Compiex Integration Strategy |
|
This strategy is based on & firm’s ability to shift any of the functions related to manufacturing

or service operations to anywliere in the world to its best advantage under complex integration,any
affiliaie operating anywhere may perform either by itself or with other affiliates or the parent
firm, functions for the firm as a whole (Figure 20.4) - ‘
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Figure-20.4
Complex Integration Strategy

Parent firm Affiliate Potzntially
' all
fugctions

Home country CUIY

Markei _ iate

Goods and

services

Third country Host country

Source : World Investment Report, 1993

Complex infegration resuts out of a fivm’s actions of locating its various functinnat asiivities
- manufacturing, accounting R&D finauce,ete.-in ditferent parts of the world to fuifill the firm’s
overall objectives and strategy. Tha degree of integration and dispesgal of activitics of the value
chain in terms of locations may vary from function to function, e to time and from firm
fo firm.

as setup a paging R&D eentre
enue acceounting to its affiliate,
i as part of itz overall cost-reduction
les of complex inggration strategy.

Unilever has set up a R&D centie in Banglore, Mofg
in Banglore and Swiss Alr has entrusted the responsifility
Aarline Financial Support Services india Pyt Lid,,
and results enhancement programme. These S el

Three major factors have contributed toMQe emergence of compiex integration strategics
of MNC s(i)Advances in informatics Jecommunication - which have reduced time and
costs of communication,{ii) ¢ross nat convergence of consumer taste with regard to
clothes,electronic geods. food ttems,automobiies,ete. have led to considerabls increase in consumer
demand, and(iii) growing trend of liberalisation, particularly in developing world and socialist
countries have resulted in intensifying competition world wide.

Given all these, what is important to know is the struciuyral composition of muaitinational
enterprise in the world today.

26.7 MNCs : STRUCTURE & FEATURES

MNCs are the major channels of foriegn direct investment for any economy. By mid
1990s, there were almost 45,000 MNCs, with more than 275,000 affiliates across the world (Table.
20.1). Ofthese, about 82 percent of the parent units were from the developed countrics whereas
hardly 18 percent were from the developing countries and rest from Central and Eastern Europe. -
But the origin of foriegu affitiates presents a contrasting '




Table- 1 L
Number of Parent Corporations and Foreign Affiliates by Arca and Country,
: Latest Available Year

Area / Economy Year Parent Corporatioas Yoreign Affiliates

Based in Country [Lecated in Economy

Developed Countries 36380 . 93628

Australia 1994 877 : 2205
Belgium 1996 152 . 2000-\___'
France 1995 2126 8632

Germany 1994 7292 11581

ltaly . 1995 966 1630

Wetherlands o} 1993 1608 2259

Portugat 1996 o 1657 6671

Spain 1995 236 6232

Sweden 1996 3650 5371

{nited Kingdom 1992 \ 1467 3894

Swilzerland 1985 \) 3600 ' 4000

Japan 1995 O 3967 3405

United States 1994 ) 3470 18608

Canada 1995 1691 4583

Developing Countries Q_ 7932 129771
Brazil 4 797 9608

9 :
Chile 5 2028

Columbia 1995 302 2220
Moexico _ 1993 --- 8420
China 1993 ' 379 A5000
Hong Kong, China 1996 500 4604
India 1991 _ 187 926
Indonesia 1995 313 3472
Korea, Republic of 1996 4806 ' 578
Philippines 1993 --- 14802
Singapore 1994 - 19160
Taiwan Province of China | 1990 --- 5723
Central and Eastern Europg 196 53260
World 44508 276659

Source: UNCTAD
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picture. MNCs of develeped countries accounted for only 34 percent of the total foreign affiliates
whereas MNCs of developing countries had a share of about 47 percent This brings out that, on
an average,a developing country MNC has more foreign affiliates than a developed country’s
MNC.

Among the developed countrics, Germany,Japan,Sweden,U.S. A, Switzerland and France
are th . ominent ones, accounting for more than 2000 parent MNC's and more than 3500 forign
affiliates. Among the developing countries, South Korea is the most prominent one as it accounted
for more than halif of the total parent MNCs of developing world. Brazil,Columbia, China and
Hong Kong are the other important countries of origin for parent MNCs.In terms of foreign
affiliates,Chinese MNCs lead the developing world as they had more than one-third of the (otal
foreign affiliates of develping countries.

Some of the top ranking MNCs in the world, in terms of foreign asscts are Royal Dutch
Shell,Ford,General Electronic Company, Exxon,Corporation,General Motors, Volkswagen AG, 1BM,
Toyota, Nestle SA, Mitsubishi,Bayer AG,ABB Nissan,etc.

Nearly 60 percent of the MNCs were in the manufacturing sector, 37 percent in the
services sector and the rest in primary sector, Though the number of MNCs is increasing the
assets of MNCs arc highly concentrated in a few firms. The largest 10 MNCs controiled over
cne-quarter of the total assets of top 100 MNCs and a third of its foreign assets in the early 90s.
In terms of industries,petrolium,automactive,chemical and pharmaceutical industries accounted

for over half of the forign assets of the largest 100 MNCs. '
Activity-A: 0

T e mpact RN on 85I G ‘

Growing trend of MNCs has become an important feature of industrialisation in recent
decades, particularly in the 90s. MNCs are of various kinds and they own and control huge
resources of capital, technology, marketing and management technigques which are crucial for
rapid industrial development. Therefore, countries particularly in the developing world have
been evalving favourabie policies to attract as much MNC investments as possible.

MNCs may eater a particular country eiiher for resources and markets or to improve
their own efficiency or else to acquire some strategic assets to meet their long term objectives.
However, where to invest, how much to invest and how to invest will largely depend on the
advantage possessed by MNC firms as compared to others, the locational advantages of a
particular economy and the advantages that will resuit out of owing and internalising foreign
located operations.

Generally, a firm may becorne a MNC in gradual process-from exporting to trading in
foreign countries to setting up-asscinbly operations, etc, However, there may be firms who may
directly go for setting up production units in a foreign country.

To become a multinational, a firm may adopt different functional strategies. It may setup
an independent unit to produce goods in a foreign focation or outsource a part of the production

J
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process or locate different functions of the production process int different regions, to make as
much gains as possible. ‘

In fact, MNCs emerge from developed as well as developing countries, while the parent
MNCs have largely emeged from the industrialised countries, a greater percentape of foreign
affiliates have come up from developing country MNCs, Germany, Japan, Swede., South
Korea, Switzerland, France and U.S.A. are the bases for a majority of tiielarci'a[ MM,
MNCs are largely concentrated in the manufacturing sector, followed by services and primary
sector. Petroleum, automotive, chemical and phar lHdCCllthdl industries account for most of the
targest MINCs and majority of ilie foreign assets of MNCs. ‘

20.95ELF-ASSESSMENT TEST

I. What is Multzpational Corporation? Why has it assumed more importancre int the 90s
across the worlkd?

2. What are the diferent kinds of MNCs? Why their motives differ? ‘

1 “Resource seeking MNCs are more exploitative than the rest”. Do vou agres?
Substantiate. _

4, Describe the minor motives of MNC investments, with examples. ‘

3. Why MNCs indulge in international production? What are the major detq-nﬂnants?

6. How eclectic paradigm is different from thegest 8 the iherories of MNC activity?

/. is it appropriate to generalise the interngaignalis¥fion process of a firm? What are the
different phases in internationalisation @ m?

5. Whatisavalue chain? What fungignal strategies MINCs adont for their iternational
provuction and growth 7 AnalyseWAth e\amp]cs

mposition of MNCs in the 90s, What a; ‘c the wajor
id growth in the 90s? Examine. |

9. Conmment on the suuciur
factors responsible fopther
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