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1.0 OBJECTIVES 

This introductory unit provides an overview of the need for and significance of 
Industrialisation in a developing economy. After going through this unit, you will be 

a appreciate why economic development is considered synonymous with 

a pinpoint the need for and siflcance of industrialisation in a developing economy; 
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identify the relationship between industrialisation and productivity levels in an 
economy; 

identify the constraints to the process of industrialisation; 

suggest suitable measures to accelerate the process of industrialisation. 

1 .  INTRODUCTION 

The economic well -being of a nation is ciosely linked with the rate at which the 
production ofmanufactured goods increases. Ever since the advent of the Industrial 
Revolution in the last quarter of the eighteenth century, man has been making efforts 
to improve the methods of production, by innovations and technological changes. 
Production of manufactured goods has become central to human activity. Along 
with this change in the focus of economic activity, associated socio-cultural-political 
changes have come into existence. The primitive, isolated, self-contained socio- 
economic life has paved the way for one in which human beings are more closely 
interdependent and the geographical barriers have broken down. 

Industrialisation has become a way of life a'nd a key to progress. 

1.2 INDUSTRIALISATION AND ECONOMIC 
DEVELOPMENT 

Industrialisation has come to be associated with economic development, a 
synonymous term for economic development. 

It is ofcourse true that the available empirical evidence makes us believe the thesis 
that no country could have developed and reached its current state of econon~ic 
development without a sound agricultural base. Some countries, which had an 
under-developed agricultural sector could make use of agricultural resources in 
some other dependent country. In some other countries, agriculture served as a 
'leading sector' of growth. 

But it is also true at the same time that fast economic development everywhere had 
been made possible essentially due to rapid industrialisation. There is hardly a 
country in the world (with the possible exception ofNew Zealand) that could reach 
the level ofper capita income ofindustially developed counties ofthe West, drawing 
mainly upon its agriculture and processing of its products (petroleum produciilg 
countries like Saudi Arabia, Kuwait and UAE represent a special case or exception 
to the positive relationship between per capita income and the share ofmanufacture). 

The essential criteria that are being used to distinguish a developed economy from 
an underdeveloped one, relate to the proportion ofwork force engaged in industrial 
activity, the proportion of national output originating in the industrial sector, etc. No 
wonder that not much distinction is made between the two terms "industrialisatio1.1" 
and "economic development" and that both are used interchangeably. 

1.2.1 Meaning of Industrialisation 

Industrialisation is a process whereby a predominantly agrarian economy becomes 
an industialised one. 
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accompanied by three changes: 

A certain minimum percentage of the country's Gross Domestic Product arises 
, &om the manufacturing, mining and energy sectors of the economy, and it keeps 

on continuously increasing as development proceeds. At an advanced stage of 
industrialisation, a sizeable share of the Gross Domestic Product gets generated 
in the industrial activities. However, services sector also gets a growing importance 
at later stages of advancement. 

Within the industrial activities, the manufacturing activity dominates. In other 
words, those countries, which depend largely on mining activity for a larger part 
of their national income do not qualify to be called industrialised nations. 

The proportion of labour force dependent upon the industrial sector,increases. 
It is possible to conceive of an economy with an industrial sector, and within that 
amanufacturing sector, which is large enoughrelative to the rest of the economy; 
in such an economy the majority of the population may nevertheless be outside 
the industrial sector, which has apparent prominence simply because productivity 
and output in the rest of the economy are so very low. Unless a large proportion 
ofthe population is affected by the existence ofthe industrial sector, it could only 
be said that part of the economy is industrialised. Therefore, it is important that 
the share of labour force engaged in the industrial sector should be increasing. 

On the basis of the above three criteria we can define Industrialisation as a process 
in which there is a sharp increase in the manufacturing share of GDP and of the 
labour force. It is, thus, the process by which the centre of gravity ofthe economy 
shifts fbm agriculture to industry. 

Industrialisation involves two things: 

Adoption of superior techniques of production that help to transform basic raw 
materials and intermediate goods into manufactured goods. 

Application of modern techniques of management and organisation like economic 
calculations, accountancy and management techniques, etc. 

Check Your Progress 1 

1) What do you mean by industrialisation? 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 
2) How does industrialisation affect (i) the size of the gross domestic product, and 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 
3) How does industrialisation affect the compositihnof labour force in an economy? 

...................................................................................................................... 

.................................................................................................................... 
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As early as the first five-year plan, India'sPlanning Commission had identified two 
factors, which favour rapid industrialisation as a means to fast economic development. 
These are: 

a Theproductivity of labour in industry, which is much higher in industry than in 
agriculture. 

a In a developing economy the surpluses created in the industrial sector are 
likely to be available for investment relatively more easily than surpluses in 
agricultural sector. We will examine in detail these and other arguments that call 
for rapid industrialisation in the following sections. 

1.3.1 Industrialisation and Productivity of Labour 

one or more of the following reasons: 

a the existence of greater capital intensity 

a continuity of production 

a greater specialisation and division of labour 

a less dependence on natural factors like weather 

a a greater possibility ofrealising intemal-external economies in the manufacturing 

Moreover, technological relationships change faster in manufacturing activity than in 
agriculture. Thus, if any serious effort is tobe rrlade to pull a developing economy 
out of the vicious circle of poverty, it should get translated in a larger diversion of 
resources, both physical and financial, to investment in the industrial sector. 

1.3.2 Industrialisation and Generation of Employment 

An increase in productivity has an additional important benefit for a developing 
economy. The agricultural sector is already over-crowded; a growing population 
adds to the age of the labour force, which affects agriculture, thus leading to a 
Wher  deterioration in that sector. With increase in productivity in the industrial 
sector, it will be possible to create more employment opportunities, thus attracting' 
labour from less productive occupatibns. This process will add to the national 
output as also to the purchasing power and aggregate expenditure which, in tum, 
will the aggregate demand upwards and would be instrumental in creating more 
employment opportunities. 

Lewis has developed a model of economic development with unlimited supplies of 
labour. The Lewis model assumes that at early stages in the development process, 
the supply oflabour to the modem sector (industry) is perfectly elastic. By offering 
a wage above the subsistAce income level, the modem sector can attract an unlimited 
amount of labour. The demand for labour depends upon its marginal product in the 
modem sector; as long as the marginal product of labour is above the wage rate, 
capitalists will hire extra labour because it add to their profits. 

The marginal product curve is determined by the state oftechnology, which is given, 
and the quality of capital. 

The capital stock is determined by the previous periods, capital stock plus net 
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This is shown in Fig. 1.1. 

Fig. 1.1 illustrates the modern sector $ 
at one point in the development "M 
process. At point J, the modem sector 0 . . 
employs OM workers at a wage rate 
W. The area under the marginal Figure 1 
product of labour (MPL) curve above OM measures the total output of the modem 
sector, out ofwhich OWJM is the total wage bill and NWJ is total profits. 

As profits arereinvested, the MPL curve shifts to the right, more workers are hired 
in the modern sector, and its output grows. 

The process will continue as long as investment opportunities exist in the modern 
sector or until the supply of labour ceases to be perfectly elastic. 

As a starting point to explain this issue, we take an imaginary society of small-scale 
farmers living in a closed economy, i.e. a society where no imports or exports are 
made. At ledst initially, f k e r s  will produce for their own consumption, but they 
will soon pegin to trade among themselves to achieve some variety in theii- 
consumption patterns. 

As this process increases, farmers will begin to specialise in producing certain crops, 
and as they become more skilled at doing so, they increase their productivity. Each 
specialist farmer is thus able to produce more food, and so exchange surplus food 
with fellow farmers. 

The result is that both individual and total incomes increase. However, at this point 
the process reaches definite limits for the need of human beings for fwd is finite, and 
after a while the need of the peasants (as consumers) for food will not grow as fast 
as their output and income is growing. This is what is called 'low income elasticity 
of demand for agricultural products'. 

At this point, then, farmers will want to exchange their surplus food products, not 
for other farmers' surplus food, but for clothes, shelter and so on. However, such a 
situation presupposes the existence of industrial production. 

But in the real world, economies are not closed and are part of a global system in 
which nation-states trade with each other. Is it not possible, then for some agrarian 
economies to trade their surplus food with the products ofindustrial countries? 

In such a scenario some counhies need tb industrialise, and can expand output and 
incomes through increasing their productivity in industry. This is the basis of the 
theory of comparative advantage, which holds that countries should specialise in 
producing those goods in which they are efficient and competitive. 
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beyond imaginary closed economies, and exists at a global level. The potential 
effect is that demand for food products rises less quickly than demand for industrial 
products, and so the terms of trade can potentially decline for agrarian producers as 
against industrial producers. 

The result of such a decline is that agrarian producers pay relatively more for their 
industrial imports against the amounts they receive for their exports. Agrarian 
economies, therefore, would have to "run faster" in order to maintain even a slow 
increase in living standard. In the real world where massive surpluses of cheap food 
exist, it is simply not viable for nations to try to develop solely on the basis of 
agricultural production. 

1.3.4 Industrialisation and Mobilisation of Surplus 

A major constraint on development in adeveloping economy is the lack of adequate 
resources to finance the required needs. Inadequacy is the result of two interrelated 
factors: 

The absolute size of resources, national output and saving in a developing 
economy, and 

Difficulty to mobilise the surpluses. 

Whereas the problem of inadequacy of resources is common to all the sectors of 
the economy, the problem of mobilisation of resources is peculiar to the agricultural 
sector, where the larger share of national income originates. 

The task ofmobilisation of surplus savings in this sector is rendered difficult by the 
fact that there is no suitable organisational set-up for this purpose. Why such set- 
ups do not exist and why they cannot be created easily, needs to be explained. Such 
a set-up can more easily be provided inthe industrial sector of the economy. Thus, 
by concentrating resources on industrialisation, the pace of economic developinent 
can be quickened. 

1.3.5 Industrialisation and Economies of Scale 

The case for large-scale industrialisation is also based on economies ofscale. These 
economies are derived fiom investment in large-scale, capital-intensive technologies, 
which have the effect of decreasing the unit cost ofproduction as the volume of 
output increases. Thus, a country with output per annum of 1,000 units may have 
production costs of 100 per unit. However, with technological innovation output 
per annum may increase to 2,000 units, but unit costs will decrease to say, 75. The 
primary reason why unit costs are likely to decrease is that labour productivity is 
intensified as technological innovations increase. 

Such internal economies of scale are reinforced by external economies such as 
access to decent infiastructural facilities, to suppliers and to established markets, 
which are usually located in towns-hence the historical tendency ofindustries to 
"cluster" in certain localities. 

1.3.6 Industrialisation and Balance of Payments 

The effect of industrialisation on a nation's balance ofpayments can be looked at 
either from the side of exports or fiom the side of imports. . - 
For' most 'developing countries there are depressing prospects for exporting 
agricultural raw materials (as a result of the problems of competing with inore 
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however, for countries able to produce only agricultural products with particularly 
unpromising world demand prospects, the necessity of finding markets for goods is 

Most developing countries import a higher proportion of their consumption of 
industrial products than of agricultural products. None the less, food imports into 
developing countries are often much higher than seems justified by their agricultural 
potential; and it is quite possible that in some cases agricultural import substitutes 
will be easier for developing countries to produce than industrial import substitutes. 
In any case the expansion of industrial output as a substitute for imported output 
may, in the short run at least, do little to alleviatebalance ofpayments problems in 
that it creates the need for the import of capital goods. 

On the whole, this is an argument where differences between the short-run and 
long-run are important. Given a higher income elasticity ofdemand for industrial as 
opposed to agricultural products, it might be argued that a failure to begin to build 
up an industrial sector may produce increasing current-account balance of payment!: 
problems as incomes rise and demand for industrial goods expands. But possibly 
more important is the kind of industrialisation, which is undertaken, particularly in 
respect of the balance between capital goods and consumer goods. 

, 
1.3.7 Industrialisation and Savings 

* 

Industrial investment expands savings. This proposition could be argued in two ways: 

In the first place, agricultural development in developing economies involves 
improvement in traditional agricultural or small-scale peasant agriculture. There is 
little or no development of amore capitalist agriculture, which might be expected to 
produce more savings. On the contrary, capital based industry has more potential 
to create sa~Yng. Of course, the assumption made is that there is more saving 
proportionally out of profits than out ofwages. 

In the second place, an econoiny may attach more importance to taxation rather 
than savings as a means of mobilising financial resources for economic development. 
It is easier to tax income received in industrial activities than in agricultural activities, 
both for administrative reasons (greater literacy, concentration ofpopulation and so 
on) and for economic reasons (higher standard of living, more awareness and so 

\ 

1.3,8 Industrialisation, Stability and Flexibility 

In~dustrial growth relieves fluctuations and encourages stability of incomes, tax receipts - 
and so on. This is most often used as an argument for the promlotion ofindustriahsation 
in contrast to the traditional production of primary products for export markets 
where prices and total export receipts vary considerably. 

Similarly, an economy producing a limited range of commodi ties, especially primary 
raw materials or final consumer goods is very vulnerable to change in tastes unless 
its industries can rapidly change what they produce. In final-demand industries and 
sor,~e raw materials, capital equipment and other resources are very specific and 
generally not easy to adapt. They are, therefore, less "skilled" than certain strategic 
capital and intermediate -goods industries, which are more versatile and adaptable 
in the products, whish they can produce. 
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Industrial sector lends direct stimulus to the setting up ofnew activities through 
linkage effects. As Hirschman puts it, "Agriculture certainly stands convicted on the 
count ofits lack of direct stimulus to the setting up ofnew activities through linkage 

1) Explain in briefhow productivity levels are higher in the industrial sector than in 
the agricultural sector. 

...................................................................................................................... 

..................................................................................................................... 

3) What is the long-run impact ofindusttiwon on a country's balance ofpayments? 

................ i .................................................................................................... 

....................................................................................................................... 

..................................................................................................................... 

4) How does industrialisation help in generation and mobilisation of larger savings? 

1.4 CRITIQUE OF INDUSTRIALISATION 

Rapid industrial growth bas come under attack h m  several directions. It has been 
argued that social objectivca, such as income distribution and jobs, are more important 
thafi the rise in some absbiact index number to which industrial growth contributes 

To take one example, the argument that industrialisation increases developme&xan 
'at least in part be seen as ia tautology: for if development is dehed as an incr&e in 
Gross National Product, ttren it is hardly surprising that the more industrialised nation$ 
are also the most'devel~~~ed. This is because GNP figures are more likely to take 
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likely to pass through official channels than the latter, where goods may not be 
exchanged but directly consumed, or may be exchanged through unofficial markets. 
Moreover, GNP figures do not account for wideimeasures of social development 
such as income distribution, l i t m y  rates, life expectancy or environmental destruction 
(indeed, the last of these may actually increase GNP figures). 

It has been said that the drive for industrial growth has destroyed the environment 
and has used up exhaustible natural resources, particularly energy. Contemporary 
concerns over global destruction of the ozone layer are pressing reminders of the 
fact that the industrial world has intensified pollution, while there is some question 
over the degree to which resources can be renewed if all nations choose (or are 
able to choose) the route of rapid industrialisation. 

It has also been claimed that rapid growth, spurred by the industry, increases 
inequalities and proceeds without regard to the damage inflicted upon its victims. 

Perhaps, most convincingly, it has been argued that in countries where cultivable 
land and capital are scarce &d where labour force grows rapidly and mass emigration 
is ruled out, development must aim at raising the yield of land; that food output can 
grow only if markets exist in which the food can be sold; and that, exports apart, 
these markets must be found in the countryside, amongst the mass of the rural 
population. Rural development, the argument goes, combined with income 
redistribution is a necessary condition for economic growth. 

In the face of these charges against and criticisms of industrialisation it must be 
emphasised that to achieve the social objectives rightly advocated and to fight the 
evils ofpollution, premature exhaustion of raw materials, unemployment, inequality 
and market limitations, faster, rather than slower, industrial growth is an absolute 
necessity. It must, of course, be growth that benefits the right groups. It must be 
correctly composed and measured so that social costs are hlly accounted for and 
proper relative weights are given to different components, to the working conditions 
and to human relations in which production is carried out. 

1.5 PROBLEMS ASSOCIATED WITH 
INDUSTRIALISATION 

Once a developing economy chooses the path of industrialisatibn, it gets conhnted 
with a number ofproblems, some ofwhich can be identified as follows: 

1.5.1 Extent and Pace of Industrialisation 

The extent and pace of industrialisation in a developing economy is determined by 
the amount of resources, both domestic and foreign, that the economy can mobilise. 

1.5.2 Nature of Industries - 
Here a developing economy is confronted with different sets of choices, viz., (a) 
choice between export and domestic industries, and (b) choice between consumer 
goods and capital goods industries. Export industries are required to finance the 
import needs of development that industrialisation entails. Resources may have to 
be distributed among export industries and industries producing for domestic market. 
Similarly, investment in capital goods industries helps to mise the productive potentials 
of the economy. 

15 
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1.5.3 Order of Priority 

The likelihood of quick returns is obviously an important consideration in the private 
sector in determining the order ofpriority in which industries should be developed. 

.. It is true that the diversion ofresources to capital investment reduces the output of 
consumer goods for a time, but this period differs in duration with different kinds of 
investment. It is for the planning authorities to decide the type of investment to be 
undertaken at each stage. 

1.5.4 Location of the Industries 

The location ofnew industries is an important question in a programme of economic 
development. In the case of extractive industries, the location is determined by 
unalterable natural conditions. In all other industries, efforts are generally made to 
secure a balanced regional development of the country. 

1.5.5 Large and Small-Scale Industries 

Large industries are generally capital intensive, whereas small industries are labour 
intensive. A labour-surplus economy would prefer labour-intensive small industries. 
But it may not be feasible to develop some core and basic industries on a small 
scale. Hence, a decision may be taken to make use of the complementary role of 
these industries. 

1.6  ACTORS HINDERING INDUSTRIALISATION IN 
DEVELOPING COUNTRIES 

It is true that if a poorhackward economy wants to develop, it must industrialise. 
However, industrialisation in a developing economy is neither an easy nor a smooth 
task. The process ofindustrialisation in a developing economy gets conhnted with 
a number of barriers, which have to be systematically tackled and removed. 

1.6.1 Economic Factors 

Among the important economic factors that hinder industrialisation in developing 
countries, the fo l l dng  ones may be identified. . 

i) There is a scarcity of capital in developing duntries. Scarcity of capital is the 
result of a low level of per capita income and low productivity. Scarcity of 
capital adversely affects investment in industry and infrastructure. 

i Developing countries, by their very nature, do not possess adequate 
infrastructure facilities such as transport and cornrnunications, water, power, 

i The absence of industries to use the by-product of existing industries results in 
waste and a bad economy. 

iv) 1n developing Gnomies there are noprior institutions, which can give education 
and training to labouren to improve their skill. 

v) Lack ofrepair facilities is another obstacle to aproper utilisation of machinery. 

vi) The absence of specialised institutions to provide proper c d t  facilities, sound 
banking, b cover etc., acts as adeterrent to h d u h a l  investment and activity. . , 4. 

vii) Industrialisation may also be hampered by a lack of appropriate technology. .- 
Most ofthe developing economies tend to emulate technologies evolved in the 

' 
developed countries. Such technologies encourage the substitution of labour 
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the ground that they are so productive that unit production costs are potentially 
lower than otherwise. The potential advantages, however, are never realised 
because of the lack of higher level of technological and managerial skills that 
must accompany sophisticated technology. 

viii) In many a situation, industry in a developing country may be confronted with a 
very small size of market which may not be sufficient to absorb production at 
an economically viable level. This results primarily from lack of adequate 
purchasing power in the wake of low productivity and low levels of income. 

1.6.2 Socio-Demographic Factors 

Among the demographic factors that hinder industrialisation is the fast-rising 
population. It acts in two ways: 

A fast-rising population implies a sharp rise in the level of consumption in the 
economy. Given the fact that productivity in these economies is low, as well 
growing only at a very slow rate, a rising consumption level leaves hardly any 
surplus in the form of saving. Inadequate saving makes investment impossible. 

n As the populationrises, the size of labour force also increases. In the absence 
of altemat!ve employment opportunities, a larger part of the increased labour 
force finds work for itself in already overcrowded agricultural sector and tends 
to affect adversely productivity in this sector. A lower productivity in agriculture 
has two implications for the industry. 

One, since the rural sector absorbs the larger proportion of total population, a 
major chunk of saving can originate from this source. But this does not happen 
when the level ofproductivity in agriculture is low. 

Two, industry depends upon agriculture, which is the major source ofdemand for 
industrial products. But low productivity and consequent low purchasing power in 
this sector, work only as disincentive to further industrialisation, since the domestic 
market may not be sufficient to make the industrial activity viable. 

As regards social factors, the social organisation and social attitudes in developing 
countries are such as to hinder the growth of industrial production. These act through 
influencing the supply of various productive factors like labour, capital and 
entrepreneurial ability. 

1.6.3 Administrative Factors 

The important factors that hinder industrialisation in a developing economy can be 
identified as follows: 

i) M c i e n c y  of administration generally leads to mismanagement and loss in public 
sector undertakings. 

ii) Frequent changes in tax policy, in foreign exchange rates, in customs and excise, 
in trade controls and licensing policies, etc., create uncertainty in the minds of 
investors who may be reluctant to undertake new investment. 

iii) Improper and faulty labour legislation is another element of bad public 
administration, which causes tension in these countries. 

1.6.4 International Factors 

Industrialisation in developing countries is also inhibited by various international 
factors, like coinpetition froin imported goods, impo~iri;ln ofcustoms baniers by' 
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the developed countries, high costs of imports of scarce raw materials, technological 
know-how, machinery and equipment, etc. The sum total of the various factors 
discussed above is that industrialisation of a developing economy is neither an easy 
task nor a smooth process; however, as would be seen in subsequent units, the 
various difficulties that hinder industrialisation in developing countries are not 
insurmountable. At times, they may simply call for easy solutions, at other times 
some planned efforts by the'state may be required. More frequently, a successhl 
programme in a developing economy cannot be achieved without an active 
involvement ofthe state in such an activity. 

Check Your Progress 3 

1) Mention three criticisms against rapid industrialisation. 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

2) Mention three problems associated with the process of industrialisation. 

..................................................................................................................... 

..................................................................................................................... 

...................................................................................................................... 

..................................................................................................................... 

3) Mention some important factors that hinder industrialisation in a developing 
economy. 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

1.7 LET US SUM UP 

Industrialisation and economic development are regarded as synonymous. Rapid 
indusbialisation results in better and more efficient use of available resources, resulting 
in rapid economic growth, more employment and capital formation and a fast 
improvement in the standards of living. Notwithstanding the costs associated with a 
programme of rapid industrialisation, no country can afford to go slow on the 
programmes of industrialisation. Every country would have to find solutions to 
various problems that it gets confronted with while on the road to industrialisation. 
What is more important about industrialisation is that industrial development has 
close sectoral linkages with agriculture, trade, transport and infrastructure. 

1.8 KEY WORDS 

Economies of Scale : Lowing ofper unit cost as scale ofproductioil increase and 
vice-versa. 
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2.1 1 Answers or Hints to Check Your Progress Exercises 

2.0 OBJECTIVES 

Industrialisation as a source of economic development cannot be and need not be 
seen in isolation. In the process of economic development, strong backward and 
forward linkages are established between the industrial sector and the other sectors 
ofthe economy. Aftergoing through this unit, you will be able to: 

m appreciate the nature and importance of different sectors of the economy; 

identify the nature of linkage between the agricultural sector and the industrial 
sector; 

understand how the trade and industry are complementary and mutually dependent; 
and 

describe the linkages between the industrial sector and the infrastructure of the 
economy. 

2.1 INTRODUCTION 

In the precedingunit, we have definedindustria!isation as aprocess in which there is 
a sharp increase in the industrial share of GDP and of the labour force. The centre of 
gravity ofthe economy shifts from agriculture to industry. However, the industtial 
sector, which comes to the fore, need not be seen in isolation. Industrial growth, to 



be meaninghl and effective, feeds on growth in the othe; sectors of the economy, 
besides this in turn promotes growth in the other sectors. For example, a sustained 
programme of industrialisation cannot be viable unless it has a strong support of the 
agricultural sector; similarly, industrial growth creates opportunities and conditions, 
which result in improvements in agricultural productivity that in turn M e r  promotes 
rapid industrialisation. Similar types of linkages can also be observed between the 
growth in the industrial sector and in the tertiary sector of the economy. Rapid 
growth in industry requires a strong support of inji-astructure, which in turn is promoted 
by rapid industrialisation. We need to explore in details these linkages between the 
industrial sector and the other sectors of the economy. 

2.2 INDUSTRIALISATION AND STRUCTURAL 
TRANSFORMATION OF THE ECONOMY 

As the process of industrialisation progresses, the economy undergoes a structural 
transformation. For the purpose ofanalysing structural transformation we divide an 
economy into three sectors, viz., (i) primary sector, (ii) secondary sector, and (iii) 

farming ofall kinds, hunting, fisheries and forestry. 

The secondary sector covers manufacturing, construction, mining and generation 
of power. Mining and power generation are in certain countries included with 
primary production on the ground that they represent the exploitation of natural 
resources. This is true; but in many respects the operations of these ind,lstrics 
resemble that of manufacturing industry and certainly bear little resembla~lci: to 

The tertiary sector includes trade and commerce, transport, public administration, 
domestic, personal and professional services. 

With industrialisation the relative significance of different sectors in the economy 
undergoes a change. Simon Kuznets, on the basis of a study of a sample of long- 
t am record of 15 countries, reached the following conclusions in this regard: 

In all the 15 countries without exception the shares of the agricultural sector in 
labour force and national product declined. In most countries the shares of the 
manufacturing sector in labour force and national product rose. However, the 
rise in the shwe of the manufacturing sector in the labour force was not 2s I~.ree 
as might have been expected. Finally, the share ofthe services sector i:: !aSour 
force rose in all the countries but its share in national product showed z:o sucl? 
consistent movement, 

Larger as the rise in per-worker-product has been in the non-agricuhual sectors 
the rise in per worker product in the agricultural sector has beer, even greater. 
Within the non-agricultural sector of the economy, the rise in per-worker-product 
in the m&ufacturing sector was greater than that in the per-worker-product in 
the services sector in most of the countries studied. The rise in the per-worker- 
product in the agricultul-a1 sector was more moderate than that in either the 
manufacturing or the agricultural sector. 

Kunets, thus, explains how on the basis of empirical evidence economic development 
is associated with a change ill the relative importance of various sectors of the 
economy. The significance of these conclusions is that historically there is a discernible 
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shift away from agriculture associated with a rise in income per capita during the 
course of economic growth, which leads to the identification of the latter with 
industrialisation, urbanisation and associated processes. 

2.2.1 Nature of Linkages 

The linkages that exist between the different sectors of the economy can be identified 
as: 

8 backward linkages, and 

8 farward linkages. 

Backward linkages refer to the relationship between an industry or firm and the 
suppliers of its inputs. A change in the output ofthe industry is transmitted backwards 
to the supplier of its inputs by a change in demand-for inputs. 

Forward linkages refer to the relationship between an industry or firm and other 
industries or firms, which use its output as an input. A change in output or price is 
transmitted forwards to users of its product. 

Diffkrent sectors of the economy - agriculture, industry, trade, and infrastructure 
- are closely integrated by way ofboth backward linkages and forward linkages. 
We will examine in detail the nature of these linkages that exist between the different 
sectors of the economy. 

2.3 LINKAGE BETWEEN AGRICULTURE AND 
INDUSTRY 

Agricultural growth and industrial growth are complementary, and per se, 
interdependent. 

We can discuss this complementarity and linkage iu two parts. 

8 Agriculture's contribution to the industrial growth. 

8 Industry's contribution to the growth of the agricultural sector. 

2.3.1 Agriculture's Contribution to the Industrial ~ r o w t h '  

Simon Kuznets identifies four possible types ofcontribution that the agricultural 
sector is capable ofmaking to overall economic development. These are as follows: 

i) Product contribution, i.e. making available food and raw materials, 

ii) Marl .* contribution, i.e. providing the market for producer goods and 
consuliier goods in the non-agriculhlral sector, 

iii Factor contribution, i.e. making available labour and capital to the non- 
agricultural sector, 

iv) Foreign exchange contribution, i.e. earning foreign exchange required for 
diversified imports. 

Let us elucidate fbrther the contribution of the agricultural sector to the industrial 
growth in the following: 

a) Food supply'and Industrialisation 
L 

Industrialisation is characterised by a substantial increase in the demand for agricultural 



products, and failure to expand food supplies can seriously restrict growth. I n d u s t ~ y  and Sectoral 

Apart from autonomous changes in demand, the annual rate of increase in demand 
is given by D = p + eg where 'p' and 'g' are the rate ofgrowth ofpopulation and 
per capita income and 'e' is the income elasticity of demand for agricultural products. 

The income elasticity of demand for food in developing countries is considerably 
higher than in high-income nations. Hence, a given rate of increase in per capita 
income has a considerably stronger impact on the demand for agricultural products 
than in economically advanced countries. 

With rapid industrialisation, per capita incomes rise. If food supplies fail to expand 
in pace with the growth of demand the result is likely to be a substantial rise in food 
prices leading to pressure on wage rates with consequent adverse effects on industrial 
profits, investment and growth. 

It may be possible to supplement domestic supply of foodgrains by imports in order 
to maintain their internal - demand-supply equilibrium. But this type of activity may 
lead to another imbalance - this time in the external sector ofthe economy which in 
turn may have an adverse effect on the domestic sector. Food imports may prove a 
heavy burden onthe country's balance ofpayrnents. This, in turn, may make it necessary 
for the country to forego the more essential imports of capital goods like machinery, 
technical know-how, etc. Ifit happens, this will narrow the potential of growth. 

b) Inputs for Industry 

Two essential inputs required for industries may be procured only h m  the agricultural 
sector. These are: (i) raw materials and (ii) labour. 

Inspite of all technological and scientific transformation it has not been possible for 
industries to dispense with the supply of agricultural raw materials like, cotton, jute, 
sugarcane, hides, etc. It would be no exaggeration to assert that the failure of 
agricultural crops during a particular year spells disaster for industry, since the sources 
of raw materials supply dry up. 

Similarly, the agricultural sector comprises a vast majority ofpeople in a developing 
economy. The increasing demand for labour as the programmes of industrialisation 
proceed can be met only by drawing labour fiom the agricultural sector. Ifworkers 
are to be drawn fiom agricullure and absorbed into the industrial sectar, agricultural 
productivity must be improvt:d to make their departure possible. As more and more 
workers are released from agriculture, the remaining workers must increase their 
productivity merely to maintan vital food supplies. 

c) Source of Capital Formation 

The lion's share of national income in a developing economy is generated in the 
agricultural sector. If agriculture is well developed it can make a net contribution to 
capital formation in the industrial sector. There are three arguments in support of this 

i) Capital-output ratio in agriculture is relatively low compared to industry so 
that there is great scope for raising productivity in agriculture by means that 
require only moderate outlays on capital. 

ii) There is a strong tendency for sectoral terms of trade to improve in favour of 
agriculture, which leads to an increase in farm incomes at arelatively greater 
rate than non-farm incomes. 
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d) Source of Foreign Exchange 

In its infant stage industry creates little foreign exchange but creates demand for it. 
Industry needs foreign exchange for machmery, technology and other inputs that are 
not produced locally. If agriculture does not provide foreign exchange from export 
sales of primary products, the country may again be confronted with the balance of 
payments bottleneck that will impede the industrialisation programme. 

e) Market for Industrial Products 

Industry needs a strong, well-developed market to operate and hc t i on  efficiently. 
There are many industries that require a minimum size before they can take advantage 
of current technology and economies of scale. 

The bulk of the industries' demand in developing countries comes from people 
directly engaged in agriculture. If people in the agricultural sector do not earn an 
income over and above their subsistence needs they will not be able to furnish the 
market which the industry needs, for a start and continuous growth. The influence of 
agriculture on industrial consumption goods through the demand route works along 
two ways: 

i) Increased agricultural production and growing income stimulate demand for 
industrial goods. 

iii The effect of agriculture on industry also works through the terms of trade. The 
impact of a rise in the terms of trade in favour of agriculture will adversely aff'ect 
the demand for non-food items in urban areas. In rural areas, however, the terms 
of trade effects are not necessarily in one direction. In the case of lower income 
groups, while the effect may be the same as in the urban areas, in the case ofhigh 
income groups, the negative effect on demand can be offset by the increase in 
income resulting fiom the improvement in agricultural prices. The overall efffect 
of the rise in terms oftrade will depend upon the combined effect for all classes 
of population. 

Thus. agricultural performance can affect the demand for industrial consumption 
goods both through output effects and terms of trade effects. 

To sum up, increasing agricultural productivity makes an important contribution to 
the programmes of industrialisation and that it is one of the necessary conditions, 
which must be fulfilled before an economy gets ready for aprocess of self-sustained 

2.3.2 Industry's Contribution to Agricultural Growth 

Industry contributes to and makes possible agricultural progress in a number of 

3 Most of the modem inputs, including fertilisers, pesticides and even water are 
made avai labie by industry. 

iii Industry supplies the machinery required on the f m s .  

iiii Agricultural engineering is a sidficant branch of industry. 

iv) Most of the research that has gone in to bring about green revolution in our 
country has been undertaken in what can be described as industrial cultclre. 
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The linkages, backward and forward, are more transparent and sound between 
industry and trade than between any other two sectors of the economy. It would 
only be a tautology to state that: 

Rapid industrialisation results in fast expansion of trade, and 

Fast expansion of trade is a necessary condition for rapid industrialisation. 

However, before we proceed to examine the nature of these llnkages we would like 
to point out that trade may be either domestic trade or foreign trade. Domestic 
trade involves flows of goods and services within the physical borders of a country; 
foreign trade involves flows of good and services across the borders. In the present 
section we will continue our analysis to the linkages between industrialisation and 
foreign trade. We will proceed with the analysis of the domestic trade in the 
subsequent section. 

2.4.1 Industrialisation and Foreign Trade 

Foreign trade has worked as ail "engine of growth" in the past (Great Britain in the 
nineteenth century and Japan in the twentieth century), and even in more recent 
times the "outward-oriented growth strategy" adopted by the Newly Industrialising 
Economies of Asia, viz., Hong Kong (now a special administered area of China), 
Singapore, Taiwan, Malaysia, Thailand and South Korea, has enabled them to 
overcome the constraints of small resource-poor developing economies. 

Foreign trade contributes to rapid industrialisation in a number ofways: 

First of all foreign trade provides material means (capital goods, machinery and 
raw and semi-finished material) indispensable for rapid industrialisation. 

Secondly, probably even more important than the importation of material goods is 
the importation oftechnical know-how, skills, managerial talents and entrepreneurship. 
Tnis is, ofcourse, especially important forthe developing countries. But the developed 
countries too benefit greatly from cross-fertilisation aided by trade among themselves 
and the less advanced industrial countries can profit 6-om the superior technical and 
managerial know-how, etc. ofthe more advanced ones. 

The late-comers and successors in the process ofdevelopment and industrialisation 
have always had the great advantage that they could learn from the experiences, 
from the successes as well as from the failures and mistakes ofthe pioneers and 
forerunners. 

In the 19th century the continental European countries and the US benefited greatly 
from the technological innovation and achievements of the industrial revolution in 
Great Britain. Later the Japanese proved to be very adapt learners 

Today the developing countries hsve a tremendous, constantly growing, store of 
technological know-how to draw h m .  True, simple adoption of methods developed 
for the conditions ofthe developed countries is often not possible. But adaptation is 
definijel y much easier than first creation. 

Trade is the most important vehicle for the transmission of technological lalow-how. 
It is not that trade is theonly source oftransmission. In fact, this function oftrade is 
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ideas, skills, know-how, travel easier and quicker and cheaper today than in the 
19th century. The market where engineering and management experts can be hired 
is much better organised than formerly. There is much more competition in this field 
as well as in the area ofmaterial capital equipment. In the 19th century Great Britain 
was the only centre from which industrial equipment and know-how could be 
obtained, and there were all sorts ofrestrictions on the exportation ofboth. Today 
there are at least a dozen industrial centres, if not more, all ready to sell machinery 
as well as engineering advice and know-how. 

However, trade is still the most important transmission belt. What J.S. Mill said 
more than a century ago is still subst&ially true: ''It is hardly possible to ovenate the 
value in the present low state ofhuman improvement, ofplacing human beings in 
contact with persons dissimilar to themselves, and with modes ofthought and action 
unlike those with which are familiar - such communication has always been, peculiarly 
in the present age, one of the primary sources ofprogress." 

Thirdly, trade also serves as a transmission belt for capital. It is true that the amount 
of capital that a developing country can obtain from abroad depends in the first 
place on the ability and willingness of developed countries to lend, which is of course 
decisively influenced by the internal policies in the borrowing countries. But it stands 
to reason that, other things being equal, the larger the volume of trade, the greater 
will be the volume of foreign capital that can be expected to become available under 
realistic assumptions. 

The reason is that with a large volume oftrade the transfer of interest and repayments 
on principal is more easily effected than with a small amount of trade; and it would 
be clearly unrealistic to expect large capital movements if the chance for transfer of 
interest and repayments is not good. There is, furthermore, the related fact that it is 
much easier to get foreign capital for export industries with their built-in solution of 
the retransfer problem than for other types of investments which do not directly and 
automatically improve the balance of payments. This preference of foreign capital 
for export industries is regrettable because other types of investment (such as 
investment in public utilities, rail roads, manufacturing industries) may often be more 
productive and may make a greater contribution to rapid industrialisation. 

Fourthly, trade promotes rapid industrialisation by fostering healthy competition 
and keeping in check inefficient monopolies. The reason why the US economy is 
inore competitive - and more efficient - than many others is probably to be sought 
more in'the great internal free trade area which the US enjoys rather than in the 
antimonopoly policy which was always much more popular in the US than in Europe 
or anywhere else. 

Increased competition is important also for the developing countries, especially in 
as much as the size of their market is usually small (even if the geographic area is 
large). A reservation has nevertheless to be made. The first introduction of new 
industries on mfant industry grounds mayjustib the creation ofmonopolistic positions, 
depending on the size of the country and the type of industry. But the problem will 
always remain how to prevent the permanent establishment of inefficient exploitative 
monopolies even after an industry has not taken roots and has become able to hold 
the ground without the crutches of import restrictions. 

Fifthly, foreign trade can overcome the limitations of a small domestic market. 
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To sum up, foreign trade contributes substantially to the development of the 
productive capabilities of the developing coun&es, and to that extent aids in the 
rapid industrialisation. 

2.4.2 Industry's Contribution to the Growth of Foreign Trade 

It would be a mere repetition to say that rapid industrialisation promotes foreign 
trade, both exports and imports. As industrialisation proceeds in an economy, the 
volume of goods traded in keeps on increasing. It is not only the absolute size of 
trade that keeps on increasing, but also the relative size, in the sense that the ratio of 
foreign trade to GDP keeps on increasing. 

Similarly, the country's share in global trade keeps on increasing. 

The share of exports/imports in GDP indicates the degree of outward-orientation 
or openness of the economy in regard to the trade activity. This share reflects in a 
broad way the nature of trade strategies adopted in the country. The ratio of exports 
to GDP could be interpreted also to mean supply capability of the economy in 
regard to exports. It can be called as average propensity to export. The similar ratio 
between imports and GDP gives the average propensity to import. 

Clearly, however, the appropriate share of exports in output under an efficient 
allocation of resources will be less in bigger economies than in smaller economies. 
The share of exports in the world trade indicate's the importance of the country as a 
nation in the world economy. It reflects the market thrust that the country is able to 
realise in the presence of the various competitors in the world market. Changes in 
this ratio thus indicate the shift in the position of the comparative advantage of the 

Further, changes in the value of exports may be compared to the changes in the 
value of imports. The relationship between these two variables is known as the 
terms oftrade, i.e., the terms at which exports exchange for imports; if the exports 
value i:: tern~s of import value shows an increase, the terms of trade are said to be 
favourable. Favourable terms of trade imply that for a given value of exports, the 
p~ <- --,,-... -. .. .. - . . -:.li:ce more of imports. Conversely, if the terms of trade are 
. . 
ti:: .; ;., .-.Y :: : -:::::ntry has to give up more exports to produce a given volume of 

. .  . 
trade 1s ;ndic~;'. - ;- . . f:itz stx-~cture and level of development of an economy. For 
.I-+-.-,-.,, 
k: .:-. .:- - % 1y.r -' 

Jx-5.3.hn bL, .Lr  L ~ . v ~ i  ....>' nas bee;.; a concentration or @is;~ersion of the markets for exports 
a::d son;-ci;s cf sxpply for ilr,ports. 

..- : hc ai-erz!.I stnlcrure of f~ rc i sn  Tradc - value, composition and direction - is 
&ten,iaed to a lzr_eer extent by !he nature of the trade policy adopted by the 
government. 

The tern tsadc zc'rcy rcfers to all the policies that have either direct or indirect 
beariilg 0i7 A -  . ‘ .-G ,ijc 1- :l;axriour of a coantry. The details of the various policies 
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turn, depends upon the broad strategy of development adopted by the planners. 

Two broad types of trade policy can be identified as: 

Inward-oriented trade policy, and 

Outward-oriented trade policy. 

In a broader framework, inward-oriented trade policy refers to all the policies which 
discourage reliance on foreign resources. Under this strategy, in its extreme form, 
no foreign aid is permissible, no movements of factors ofproduction to or from 
outside, no multi-national corporations and no freedom in international 
communications. 

Manufactured exports create greater value addition than primary commodities as 
they go through more stages ofprocessing. The manufacturing sector has greater 
linkages with the rest of the economy and hence the dowristream effect on exports 
fi-om these sectors, are likely to be greater than primary exports. 

The commodities entering trade could also be classified by various other criteria 
such as value added per unit of output, productivity of labour, capital intensity in 
production, the strength of backward and forward linkages, etc. The shifts in the 
commodity composition oftrade in these categories would bring out the nature of 
structural changes in regard to income generation, employment effect and overall 
industrialisation through linkage effects, etc. 

The magnitude of industrialisation also affects the direction oftrade. As indubialisation 
proceeds and trade gets diversified, a country has to seek new outlets for its exports. 
Its horizon ofchoice in terms of imports also gets widened. The country begins to 
trade with an increasingly large present world economy. 

The opposite ofthis extreme form of inward-orientation is the form of outward- 
orientation in whch free movement of capital. labour, goods, multinational enterprises, 
open communications are permitted. In the primary commodities. It begins to export 
more of manufactured industrial goods and import industrial raw materials, capital 
equipment and teclmical know-how such an extreme fonn of inward-orientation 
hardly exists in a country. 

In different countries at different times inward and outnard orientations in different 
degrees are observed. 

Arguments for Outward-Orientation 

Advocates of outward-orientation argue that openness is usehl to bring about good 
educational effects, new ideas and new techniques, growth of new forms of 
organisation, ere. They believe that free trading encourages learning by trade and 
implies achievements ofdynamic transformation ofthe economy into higher standards 
of living. Free trade is a win-win situation, all the wading partners stand to gain 
tlirough productiv~ty improve,ments, not withstanding diversities in their donlestic 
institutions and policies. 

Arguments for Inward-Orientation 

As against these alyu~nents the advoc~tes of inward-orientation plead that inward- 
looking policies encourage illdigenoils talent, learning to do things by oneself, 
domestic technological clc~clop~llc~lt anc! sustni!lnhlz range ofproducts, avoiding 
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An efficient system of transportation facilitates rapid industrialisation in a number of 

First of all, transportation is a part of production; an increase in its efficiency helps in 
reducing the cost of producing goods and thus reduces their prices. Cheaper 
transportation has both direct and indirect effects on cost of production. 

Directly, reduction in transport rates leads to fall; overall production costs by lessening 
the outlays for assembling raw materials and shipping finished products or by reducing 
the expense of commercial travel. 

Indirectly, cheaper transportation tends to lower cost of production by making 
possible more efficient extraction and manufacturing, through promoting the division 
of labour and large-scale production. 

Secondly, transportation makes division of labour possible by making it possible for 
products to be brought great distance, thus avoiding the necessity for-local production 
for all conceivable commodities of need. Each economic region can thus concentrate 
upon the goods and services for which it is best adapted either through natural 
resource endowment or through historical development. It, thus, leads to a better 
economic use of available resources. 

Thirdly, closely associated with the foregoing is the fact that transportation helps to 
expand the size of market. No modem large-scale producer could operate if he 
were to serve only the local market. Obviously, large-scale production is possible 
when the market extends to the whole nation and in a few cases to the whole world. 

Fourthly, transportation is also related to consumption of wealth. It increases the 
quality and variety of consumable goods, thereby stimulating wants. There is more 
production because of the decrease in the cost of production brought about by 
transpoitation. A greater variety occurs because transportation enables a community 
to enjoy,even those goods that could not be produced in the immediate vicinity. 

To sum up, transportation is an important element in rapid industrialisation; the latter 
is inconceivable without adequate transportation. 

The transport system, in turn, gathers moinenturn from rapid industrialisation. Rapid 
industrialisation works on the transport system in a number of ways. 

First of all, rapid industrialisation involves large-scale movement ofraw materials, 
intermediate goods, finished products and manpower. These generate demand for 
transportation. Larger investment and expansion in the transport sector becomes 
possible and viable.. 

secondly, industrialisation results in development of faster and more efficient means 
of transport. Road, railways, airways, water, all modes of transport gain from 
technological breakthrough in the industrial sector. These increase their speed and 
hence per unit costs. A part of a fall in costs gets passed on to the end-users which 
in turn creates more demand, including more demand for transportation. 

In short, rapid industrialisation has both backward and forward. linkages with 
transportation. Both work as complemeiltary to each other. 
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That rapid industrialisation requires an adequate infrastructure is axiomatic. That 
there exists for a given country at a given level of development a specified amount of 
transport capacity is also generally accepted. 

Nevertheless, agreement on the determination of these capacities and the implied 
rate of investment is far from unanimous. 

Contenporxy opinion on the role of infrastructure in industrial bi-\ ~lopment falls 
broadly in:o t . ~  a divergent schools of thought. 

I) There i~ i sci-loo! oirhought which mairitains that deve!c~~:snt ofinfiastmcture 
should pi--zede growth of other economic aczivities and nence investment in 
infi-astructure should be made in anticipation of future demand, instead of a sequel 
to capacity shortages. The rationale underlying this argument is that once 
inhstructure capacities are created, they generate a variety of external economies 
which reduce the cost of inputs used by other economic activities. This serves as 
a powerful stilnulus for exploiting utilised and under-utilised resources which 
would have remained unutilised for want of inhtructural facilities. 

The case for the creation of infrastructure capacities in anticipation of hture 
demands rests logically on two stronger considerations: 

9 Infi-astructure is anon-traded commodity, i.e., its services cannot be imported. 

ni Infrastructure investment is lumpy in character. It is, therefore, necessary to 
allocate funds for infrastructure capacity even if the demand for its services ' 
does not justiQ investJnent on the basis of commercial viability. The lumpiness 
of investment also makes it necessary to create capacities on a scale larger 
thm is justifiable in relation to the immdate demand ifwe are to benefit h m  
economies of scale associated with infrastructure. 

JJ) The other school of thought holds the opposite view and argues that inhtructural 
facilities should be built only in response to bottlenecks and capacity shortages, 
not in anticipation of demand that may not, after all, materialise. The justification 
of this view is two-fold-the risk and uncertainty associated with long-term 
investment and general belief that investment on a large scale generally required 
for development of infrastructure are not easy to plan. 

Whichever of the above two alternatives chosen by the decision-makers in a country 
at a given point of time the complementarity of industrialisation and inhtructure is 
apparently established. One promotes the another. 

2.7 OTHER LINKAGES OF INDUSTRIALISATION 

The indusmal sector has several subtle and critically important linkage effects which 
have a dynamic influence on a country's economic development. This could be 
illustrated by ineans of an example. 

The education of farmers is important in a backward agrarian economy if they are 
to adopt scientific techniques ofproduction. Similarly. the education ofthe urban 
people and the programme ofpromoting mass literacy is equally important. Rural 
electrification is necessary for lighting houses and zncrgising pump-sets. Both these 

32 could be aidcd by the ~ndus~r~al  sector. The generation ofelectric power could help 
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and the illiterate in urban areas. This programme requires industrial inputs. For 
instance, power generation equipment requiring heavy investment could be imported 
initially. But electric switches and fittings, wires and cables, electric bulbs could be 
manufactured locally. The establishment of an electronic industry could help in the 
programme of mass education to the extent that different media could be used for 

Industry not only produces the inputs required for the introduction of modem science 
and technology but it also helps to produce an army of people with technical skills 
like entrepreneurs; scientists, engineers, technicians, accountants, economists and 
so on who help to use these inputs with dynamic effects on economic development. 

It could thus be seen that industrialisation has subtle linkage effects on factors which 
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1)  Examine the relationship between industrialisation and domestic trade. 

...................................................................................................................... 
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...................................................................................................................... 
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2) Examine the nature of linkages between industry and transport sector of the 

...................................................................................................................... 

....................................................................................................................... 

...................................................................................................................... 
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3) Should investment in infrastructure precede or follow industrial development? 

...................................................................................................................... 

...................................................................................................................... 

....................................................................................................................... 

2.8 LET US SUM UP 

Industrialisation is synonymous with economic development. However, the 
development programmes in the industrial sector cannot be seen in isolation. Industry 
has close linkages with all other sectors of the economy, viz., agriculture, trade, 
transport, infrastructure, etc. The nature of linkage betwe~n industry and each of 
these sectors is such that all of them are complementary to each other. Growth in 
one cannot be visualised independently of gmwth in the other sectors of the economy. 
Therefore, in any programme of sustained economic development it is important to 
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Structural Change: A change in the relative sigmficance ofdifferent sectosectors in an economy. 

Infrastructure: The structure of the supporting services required for production 
sectors. 

Surplus: The difference between the level of aggregate output and the aggregate 
consumption. 

Marginal Product of Labour: Addition made to the total product by employment 
of an additional unit of labour. 

Subsistence Wage: The minimum level of wage necessary for subsistence. 

Backward Linkage: Therelationship between an industry and the suppliers ofits inputs. 

Forward Linkages: The relationship between an industry and other industries, 
which use its output as an input. 
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3.0 OBJECTIVES 

This unit will deal withmmes of data on industrial output, classification of industries, 
public sector enterprises and private sector companies in the corporate sector. It 
will also indicate data sources for exports and imports. ~ f t e r  reading this unit, you 
will be able to: 

understand the need for industrial statistics; 

meaning of industrial classification; 

sources of data on industrial production; 

identify different segments of the industry; and 

problems in measurement. 

3.1 INTRODUCTION 

Our goal in studying industrial economics is to understand how the industrial economy 
works. We mean by industrial economy that component of National economy that 
produces industrial goods and services. This may range hm.production ofmaterials 
like steel and cement. 0 r  the manufacturing of a final goods like jeans and shoes that 
you are wea- kg, machinery u s 4  in the generation of electricity and the repair of 
your scooter and the refrigerator at home etc. All of these constitute industrial goods 
and services. Who are the actors in this economy? 

They are many. The industrial sector comprises both large and small companies. 
And the roadside motorcycle repair shop is also part of the system. To study and 35 



tics: and understand the industrial economy we need systematic knowledge about different 
components ofthe industrial system. How do we get systematic knowledge? We 
can casually observe how prices of goods change when we go shopping or that 
some goods are in shortage or in plentihl supply like umbrellas during rainy season. 
As we participate in the economy either as producersand consumers we all have 
some information about economic conditions. 

Industrial statistics provide amore systematic and objective information about industrial 
activities taking place in the economy. You must be aware of population censuses 
which is the basis of information about the total number of people in a country and their 
associated characteristics like location (rural and urban and gender (malelfemale) and 
literacy. Similarly government and other agencies collect information h m  factories 
and companies about their output, employment, wages, machinery and on related 
subjects. Here we mainly deal with official statistical s~urces of data on the Indian 
industrial sector. How do we get data to measure changes in industrial output? How 
do we classify different types of industries into groups with similar features? 

Check Your Progress 1 

1) Write down some of the prominent industries or sectors that compose the 
industrial economy of India. 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 
2) Explain the need for Indusbial Statistics. 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 

....................................................................................................................... 

...................................................................................................................... 

3.2 INDUSTRIAL ,CLASSIFICATION 

Statistical data is organized and presented according to certain classifications. In other 
words they follow certain formats, so that it is easier to understand and facilitate their 
wider use. It is useful for people who would be using it, say decision-makers and 
managen in industry and government policy makers. Another requirement of statistical 
system is their comparability over time and for international comparison, so that it 
needs to be standadked The spectrum of economic activities is classified into classes, 
sub-classes and groups. Subgroups of activities build up a standard classificatory 
fkmework called the National Industrial Classification (NIC). This is based on the 
recommendations of the statistical commission of the UnitedNations. The UN has 
given the Intern&onal Standard Industrial Classification (ISIC) of all mrwrnic activities. 
In India the CSO (Central Statistical Organisation) in New Delhi, which is responsible 
for setting up of stahtical ,shdads, has formulated the National I n d h a l  Classification. 

3 6 This facilitates analysis of structure of output, employment and capital among others. 



3.2.1 National Industrial Classification l l ~ d u s t r i a l  C ' l a ~ s i f i ~ i t ~ i n n  
a ~ l d  S O U ~ C C S  U I  I )ala 

The National Industrial Classification (NIC) is a classification of economic activities 
undertaken by the economic units. It does not draw the distinction according to the 
kind of ownership, type of legal organisation, and type of technology or size of unit 
ofproduction. All economic units, for example, factories or shops, engaged in similar 
kkd of economic activities are classified under the same category ofNIC. Consider 
a set ofmanufacturing units in textile industry. Economic unit could be a factory 
producing cloth, or a power loom, or a household using handloom to produce cloth. 
All the three types of economic units are considered belonging to the NIC category 
code 15 called Manufacture of Cotton Textiles. An economic unit used as the basis 
of classification is called an establishment. An establishment is defined as an economic 
unit, which is'engaged in one or predominantly one economic activity, at a single 
physical location. If an establishment is producing more than one product, then the 
principle product is considered for classification, for example, that product 
contributing more than 80 percent ofthe total output. 

The economic categories are given certain codes starting with the broadest category 
and moving down to the narrower categories. They are shown in Table 3.1 below. 
Notice that under 2-digit industrial classification, the industry is classified into such 
broad sub-groups as food, textiles and chemicals etc. These two-digit groups, for 
example, basic chemicals and chemical products (NIC 30) are again classified into 
finer sub-groups, such as fertilizer (301) and man-made fibre (306). This is known 
as 3-digit classification. 

Table 3.1 : National Industrial Classification (N1C)-1998 at two digit level 

Agriculture, Hunting and Related Service Activities 
Forestry, Logging and Related Service Activities 
Fishing, Service Activities Incidental to Fishing 
Mining and Quanying 
Extraction of Crude Petroleum and Natural Gas 
Mining of Uranium and Thorium Ores 
Mining ofMetal Ores 
Other Mining and Quarrying . 
Manufacturing of Foods Products 
Manufacture of Tobacco Products I 

Manufactures of Textiles 
Manufacture ofwearing Apparel, Dressing and Dyeing ofFur 
Tanping and Dressing of Leather: Manufacture of Luggage, 
Handbags etc. 
Manufacture of Wood and Products of Wood and Cork 
Manufacture ofpaper and Paper Products 
Publishing and Printing 

' Manufacture of Coke, Refined Petroleum Products and 
Nuclear Fuel 
Manufacture of Chemicals and Chemical Products 
Manufacture of Rubber and Plastics Products 

-7 

Manufacture of other Non - Metallic Mineral Products 
Manufacture of Basic Metals 
Manufacture ofFabricated Metal Products 
Manufacture of Machinery and Equipment 
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Manufacture of Office, Accounting and Computing 
Machinery 
Manufacture of Electrical Machinery and Apparatus 
Manufacture of Radio, Television and Communication 
Equipment and Apparatus 
Manufacture of Medical, Precision and Optical Instruments, 
watches and Clocks . - 

Manufacture ofMotor Vehicles, Trailers and Semi trailers 
Manufacture of other Transport Equipment 
Manufacture of Furniture 

Collection, Purification Aqd Distribution of Water 
Repair of Motor Vehicles, Etc. 
Wholesale Trade And Commission Trade 
Repair of Personal And Household Goods 
Supporting And Auxiliary Transport Activities; Activities 
of Travel Agencies 
Maintenance And Repair of Office, Accounting And 
Computing Machinery 
Activities ofMembership Organisations N.E.C. 
Recreational, Cultural And Sporting Activities 
Other Service Activities 

Note: Edited version to facilitate easy understanding 

Check Your Progress 2 . - 
1) Explain the need for asystem of industrial classification. 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

2) Which organisation publishes data on industrial statistics in India? 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

3.3 MANUFACTURING SECTOR:. STRUCTURE, AND 
DATA SOURCES 

3.3.1 Structure and National Accounts Statistics 

The manufacturing sector consists of the organised or the registered sector and the 
unorganised sector. The term-registered sector is used to indicate those factories 



,registered under the Factories Act of 1948. Under this act all factories using power I r ~ J u s t r i a l  l t l a s s i f i ~ a i i e n  
n ~ ~ d  Sa'arrcs ul' Dala 

. . .  and employing 10 or more workers andthose factories not using power and 
employing 20 or more workershave to be registered with the registrar of factories. 
And they are subject to the provisions of the Factories Act. Unregistered sector 
refers to those units not registered~der the Factories Act. Manufacturing output is 
the sum ofregistered and unregistered sector output. The data on this is available in . 

the national accounts statistics published by CSO in New Delhi. We can consider 
the registered sector as the representative of the large-scale industry and the 
unregistered sector as the small-scale industry. For the registered sector more detailed ' , 

data is available in the Annual Survey ofidustries (ASI) and in the Index of Industrial 
Production published by CSO. 

3.3.2 Annual Survey of Industries 

The AS1 is published by the CSO. It covers manufacturing, mining, gas, electricity 
and water supply. Thls provides data to measure bends in production, employment, 
investment, and wages. This sowe gives dataon value of output, number ofworkers 
and wages and salaries paid to the workers and investment among others. This is 
based on the survey of factories conducted every year. The results are reported in 
the document 'Summary Results of the Factory Sector' published every year. 

Check Your Progress 3 

1) What are the components of theManufacturing sector? 

...................................................................................................................... 

2)  e en ti on the sectors of the economy on which you can obtain information from 

...................................................................................................................... 

...................................................................................................................... 

3) What is the name of the document published by'CsO'? 

...................................................................................................................... 

. . ........................... ........................................................................................... 

3.4 INDEX OF INDUSTRIAL PRODUCTION 

This is an important official source of data on industrial production. The Central 
Statistical Organisation in Delhi publishes it. Indices of Industrial Production (IIP) 
are estimated on the basis of data received by different industrial units. The industrial 
units producing the specified items are required to subinit a report on their monthly 
production to the CSO. The total number of manufacturing items was 290 in the 

- -~ - 
~ - -- - ~- -- - -- - - - . 
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index with the base year 1980-8 1. Them is based on physical volume ofproduction 
of various items included in the three activities, namely, Mining and Quarrying, 
Manufacturing and Electricity. As you may be aware any index needs a base year. 
An index number is a summary measure of change in the magnitude of a certain 
variable. Here we are interested to know the change in the output of industrial 
goods over the previous year. However industrial goods are not homogeneous but 
are of different types. By constructing an index number of industrial production we 
try to summarise the change in the quantity of a collection of goods over the previous 
year. The index of industrial production describes the average behaviour of output 
of a basket of industrial goods. That basket of goods must be a representative 
enough to give a broad picture ofthe total industrial output of the country. This is 
achieved by increasing the number af items included in the basket of industrial goods. 
For example, inmanufacturing sectar there were only 85 items in 195 1 but increased 
to 1$8 in 1956, further to 278 in 1960 and to 290 in 1980-8 1. Further, IIP is a 
weighted average ofchanges in that basket. Theweights are the share of each good 
in the total manufacturing value added in the country. This is easily calculated using 
the AS1 data (see above). The weight of each industrial commodity (or simply its 
share in the total output) will be undergoing change over the years. The base year of 
the index of industrial production has undergone change over the years. In the Table- 
3.2, we compare the weights ofdifferent p u p s  ofcornrnoditiies. We can see that c o m p d  
to the year 1980 the weight of the sector 'capital goods' has declined in importance. 

Table 3.2: Weights of Different Industry Groups in the IIP 

Source: Reserve IndiaBulletin, December 1998 and Sandesara, 1992 

The Economic Survey released by government of India before every budget presents 
the growth rates of industrial production based on index of industrial production. A 
sample from the latest Economic S w e y  is given below in table 3.3. From this data 
we can calculate the growth rate of industrial production in 1994-95 over the year 
1993-94 as 9.1 percent. 

Table 3.3: Index of Industrial Production (Base Year: 1993-94=100) 

Source: Economic Survey (2000-01): page S-37 

Check Your Progress 4 

1) ~ e f i n e  the index of industrial production. 

..................................................................................................................... 
40 

r 
Industrylyear 1970 1980-81 1993-94 

Basic Goods 32.28 39.42 35.51 

Capital Goods 15.25 16.43 9.68 

Intermediate goods 20.95 20.5 26.44 

Consumer Goods 3 1.52 23.65 28.36 

Durable Goods 3.41 2.55 5 4  1 

Non-Durable 28.1 1 21.10 23.25 

Total 1.00 , 100 100 



l ~ ~ ~ i t t \ I r i a l  ~ : : l a \ ~ i l ' i c a ~ i u l l  ..................................................................................................................... 
illld SOII I~CCS 01  n a l a  

..................................................................................................................... 

b 

2) How do you plan to use the information given by IIP? 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 

3) Give the name of the publication giving the data based on IIP. 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 

3.4.1 Use-based and Input-based Classification 

You might have been wondering about the composition of the categories given in 
Table-3.2. Two types ofclassification can be used to group industries with similar 
characteristics. They are known as use-based and input -based categories. 

The use-based category is based on the principle that industries are classified according 
to the final use of the output. Iron and steel are basic commodities for any activity. 
They are called basic goods. Capital goods are products that are part of physical 
assets critical for production activity, for example, tractors, boilers and other electrical ' 
and non-electrical machinery. Intermediate are those goods used as an input or 
which undergo further processing such as cotton textiles and man-made fibres and 
products hke bolts, nuts and storage batteries that are used as input in the manufacture 
of final-use goods. Consumer goods are further divided into durables and non- 
durable~. Products directly used by consumers and having significant durability of 
more than 3 to 4 years, for example, refrigerators and cars, are called consumer 
durables. Consumer Non-Durable goods are those products that are directly used 

A representative list is given below. 

A. Basic Goods 

Heavy Organic Chemicals 
Heavy Inorganic Chemicals 

Iron and Steel 

B. Capital Goods 

Hand Tools and Small Tools 
Machine Tools 
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Check Your Progress 5 
, . 

1) Give hvo exanlples of industries beloilging to: 1) Basic goods; 2 j Capital goods; 
3) Intermediate; 4) Consumer Durilbles and 5) Consumer ron-durables. 

...................................................................................................................... 

...................................................................................................................... 

..... i .............................................................................................................. 

2) What is the difference between input based and use based industrial 
classification? 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 

.................................................................. ', ................................................. .. 

3.5 STATISTICS ON CORPORATE SECTOR, 
COMPANY FINANCE AND PERFORMANCE 

The corp~rate sector in India refers to all the joint stock companies registered under 

private limited companies. The 'Corporate Sector' is a population ofcompanies or 
fitil~s. This is in contrast to the data obtained from the AS1 mentioned above which 
is a pop~~lation of factories. 

The statistics on corporate sector is provided by the Reserve Bank of India 
publications. The RBI Bulletin is published every month froill Mumbai. The RBI 
publishes data on large private sedor companies. The following studies are good 
sources of data. 

1 ) Finances of Large Public Limited Companies, 1995-96 (RBI Bulletin, April 1999). 
This siudy covers selected 807 selected companies having a paid-up capiial of 
Rs.One crore or more. 

2) Performance of Finance of and Investment Companies, 1995-96 (RBI Eulletin 
March 1999). This covers selected 625 finance and investment wn~panies. Each 
of the above RBI Company finance studies contains data on balance sheet, 
income-expenditure, profitability, and flow of hnds and financial ratios (See Table 

Table 3.4: ~idancial Ratios of Ken-Financial Enterprises in the ' 

Private Sector 
--- 

Source: RBI Bulletin, various issues 



Ailotl~er source 01 information about the corporate sector is the Bombay Stock 
Exchange Directory This is usefill for getting data on individual co~llpanies listed on 
the Mumbai (Bombay) stock exchange. This is published every year and gives 
information about (i) historical profile ofthe company and its current activity (ii) 
Board of Directors (iii) location of their factory (iv) balance sheet and profit and 
loss account of the company. 

3.5.1 Data on Public Enterprises 

This is available in public enterprise survey, published by the government ofIndia. It 
is based on the sample survey of 200 central government enterprises. The data on 
the performance of select public sectors is also available in E c o n o ~ c  Survey published 
every year on the eve ofthe budget. See for example the Unit on Industrial Policy 
and Development (Unit 7) in the Economic Survey for the year 2000-2001. 

3.6 DATA ON EXPORT AND IMPORT OF INDUSTRIAL 
COMMODITIES 

Till now we were discussing data relating to domestic production. However, India 
also imports many industrial commodities and exports a variety of industrial products. 
Different industries in India use imported inputs in their production and export and 
sell their output abroad. This is the area of international trade activity of enterprises. 
Data on international trade activity of enterprises and companies is important for 
understanding the impact of economic policies on business enterprises. For example, 
the inlport and export policy of Government of India has undergone changes in 
recent years from April 1,2002 the New EXIM Policy 2002-07 has already come 
into force. 

Data on international trade of India (Exports and Imports) is r~rovided by the 
Directorate General of Commercial Intelligence and Statistics @GCI&S) located 
in Calcutta. This data is based on customs clearance at major ports in the country. 
This agency records exports at the time of shipments of goods abroad. It records 
imports at the time ofon the basis of anival goods and their clearance by the custonls. 
This data is available in the Economic Survey. See for example the tables on India's 
principal exports and imports in the Economic Survey 2000-200 1. 

Check Your Progress 6 

1 ) Which source gives data on finances of companies in India? 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

2) Distinguish between corporate sector and the factory sector in India. 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 



3.8 KEY WORDS 

Industrial Classification: Grouping of Industries 

Annual Survey of Industries: Survey of factories conducted by CSO every year 

Index of Industrial Production: A measure of industrial goods produced in a 

Year 

Establishment: Economic unit at a single location 
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3.10 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES , 

Check Your Progress 1 

1) See Section 3.1 

2) See Section 3.1 

Check Your Progress 2 

1) See Section 3.2 

2) See Section 3.2 

Check Your Progress 3 

1) See Sub-section 3.3.1 

2) See Sub-section 3.3.2 

3) See Sub-section 3.3.2 

I n d u s t r i a l  Classil ' ic:~tiuii  
and Srjurces 111' I l n ta  3.7 LET US SUM UP 

This unit highlighted the importance and sources of industrial statistics. Data on 
industrial goods and service produced in the economy is organized in a systematic 
way. This helps us to convert data into usable information. Nhtional Industrial 
Classification grouped economic units according to similar features and at different 
levels of aggregation. Annual Survey ofidustrial factories and the Index ofhdustrial 
Production are important sources of Industrial statistics. RBI bulletin and the 
Economic Survey are the two important sources of data on company finance and 
international trade. 
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UNIT 4 GLOBALISATION AND INDIAN , .  

INDUSTRY 

4.1 Introduction 

4.2 The Meaning ofGlobalisation 

4.2.1 Factors Causing Globalisation 

4.2.2 Indicators of Globalisation 

4.3 Indian Industry in the Context of Globalisation 

4.4 Opportu~~ities and Challenges for India 

4.5 LetUsSumUp 

4.6 Key Words 

4.7 Some Useful Books and References 

4.8 Answers or Hints to Check Your Progress Exercises 

4.0 OBJECTIVES 

This unit will deal with the concept of globalisation and the main factors responsible 
for the einergence of globalisation. It will discuss the indicators of globalisation and 
the likely-impact on Indian industries. After reading this unit, you will be able to: 

understand the meaning of globalisation of production; 

recogise factors causing the phenomenon of globalisation; 

identi@ indicators of globalisation; and 

learn strengths and weaknesses of Indian industries in facing the process of 

4.1 INTRODUCTION 

You are faniliar with international trade i.c. trade behveen cour!i:.s Countries export , 

those goods that they can produce at low cost and import those goods that they ' 

need or can not produce domestically. You know that India is a major exporter of 
tea, coffee and jewellery among other goods. You are also aware that India imports 
crude oil and illdustrial machinery. Similarly many countries import products that 
they can not produce at low cost. One country's export is another country's import. 
Tl~rough trade econonlic interaction between countries takes place. Econon~ic 
interaction also takes place when workers go to other countries to work. Foreign 
companies come to India and set up factories here to produce cars, TVs and other 
goods. That is called foreign direct investment. Multinational companies, which 
produce in India, also export their product to other countries. The increasing 
interaction of domestic economies with the world economy is generally called 
globalisation. You may say at this point that international trade used to take place 
even in earlier years and multinational companies existed in India even in pre 
independence years. What is so new about this growing interaction termed 
global i sation? How is it different from internationalisation? What factors contributed 
to this increasing interaction? Or speeded up the process of globalisation? Please 
note that here we are n~aii~ly conccnled with globalisation ofproduction activity. 



r~ t l ian  Industry i n  the 
~ l t c r r ~ a t i o l ~ a l  Context  4.2 THE MEANING OF GLOBALISATION 

We defined globalisation as a process ofincreasing interaction ofdomestic economy 
with the world economy. This interaction takes place through trade in goods and 
services and international investment. One important indicator ofglobalisation is the 
increasing share of exports in world output. At present more than one-fifth or 20 
percent of world output is exported. This was less than 10 percent in the 1950's. 
Similarly large increase has taken place in the share ofmanufactured exports in 
world manufacturing output. This indicates the fast growth of globalisation of 
production activity. What is new about this process? 

Globalisation is the next stage in the process of internatio~ial division of labour. 
Producers have learnt the art of breaking up the production process in to a number 
of different stages. Now a good is produced in a number of stages and each stage 
is located in a different country. Let us consider a very simple example. The production 
of colour TV involves three stages. First stage is the design of TV, second stage is to 
manufacture different components of TV and third stage is the assembly of TV 
using the components. AUS company may do the design ofTV and then it gives 
orders for the nianufacture of components to producers in Malaysia. Why? Because 
it is cheaper to produce the component in Malaysia than in the,US. Producers in 
Malaysia after they produce the components, export it to China. Why? Because 
wage cost of asselnbling TV is very low in China and the American company has 
asked thein to send it to China. The Chinese conipany assembles the TV and exports 
the TV to the US Company. The US Company sells it to the final consumer. This 
type of disintegration of production takes place for many goods. Each stage in the 
production gets located in a country best suited for that stage. Multinational companies 
from the developed countries are the leading players in this process of globalisation 
of production. You must know about the Ford Motor Company in the USA. It 
produces the car Ford Escort for the European market. The final assembly ofthe 
car takes place in Spain. The different components ofthe car are manufactured and 
supplied to the Ford Company by different producers. They are located as follows: 

1) Clutch &Steering Wheel (United Kingdom) 

2) Glass (canAda) 

3) Fan Belt (Denmark) 

4) Carburetor Lamp (Italy) 

5) Speedometer (Ge~many) 

6) Engine (USA) 

7) Tyres (Netherlands) 

In other words globalisation implies a strong linkage between production systems 
of different countries. Globalisation has led to the emergence of a network of 
production units located in different countries. In this way developing counties gain 
from participating in international trade. They can specialise in the labour intensive 
stages as they have large population and labour force. 

4.2.1 Factors Causing Globalisation 

Why could this kind of international division of labour take place only during the 
1980's and 1990's? It existed earlierbut grew very fast in the eighties and the 
nineties. Two important reasons can be given. First, wage costs were higher in 
developed countries and much lower in developing countries. Producers in developed 
countries wanted to take advantage ofthe low cost ofproduction in developing 
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During 1980 to 1996, the cost of sending goods abroad using sea freight 
declined by 70 percent. The unit cost of airfreight also has fallen during last 1 5 

i Third, communication costs declined. The per minute cost of international 
calls fell greatly in the developed countries. It is very cheap for a producer in 
the USA to telephone and contact a producer in a developing country. In 
brief the cost of long distance communication between countries was 
enormously lowered. This helped in establishing a global network of producers 
located in different countries. This came to be understood as globalisation. 

Check Your Progress 1 

1) What do you mean by international trade? 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 

2) Explain the difference between international trade and international investment. 

..................................................................................................................... : 

...................................................................................................................... 

...................................................................................................................... 

3) Mention the three main channels through which interaction h'tes place between 
domestic economy and the world economy. 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 
t ....................................................................................................................... 

4) What are the factors that cause globalisation? 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 



Indian Industry in the 
International  Context  

4.2.2 Indicators of Globalisation 

An important indicator of globalisation is the ratio of trade to GDP. The amount of 
foreign trade of a country is measured by sum of the value of exports and imports. 
This figure is divided by the gross domestic product.(GDP) to get the trade to GDP 
ratio. In Table 4.1 the TradeIGDP ratio for selected countries is presented. Notice 
that India's trade to GDP ratio has risen over time but it is much lower than China 
and Sri Lanka. This indicates that China and Sri Lanka aremuch more integrated 
with the world economy than India. India is still relatively less open to the influence 
of the world economy. In Table 4.2 the data on the leading exporter countries and 
the importer countries are presented. Notice that all leading exporters in the world 
are also leading importers. This indicates that in the world economy countries need 
to import a lot of goods to become efficient exporters. Countries, which import 
less, are not necessarily good performers in terms of exports. Each country is 
dependent on the world economy for many goods that it needs to become a 
successful exporter. 

Table 4.1: TradeIGDP Katio Ior ae~ected Countries 

Source: World Bank, 1997 

Table 4.2: Leading Exporters and Importers in 
\\, rld Merchandise Trade, 1997 

(Percentage share in world exports and imports) 

Source: WTO Annual Report 1998 

The following examples help us understand the phenomenon of globalisation of 
production: 

a) The share of output of companies affiliated to MNC's (Multinational 
Companies), located in developing countries, in the GDP of developing 
countries, has increased. In 1992 their share was 4.3 percent and increased 
to 6.3 percent in 1995. 

I 

Countrylgroup 1975-79 1990-94 
I 

World 34.7 39.2 

Developing Countries 31.8 42.8 

China 10.0 35.8 

India .14.1 21.0 

Sri Lanka 68.1 72.5 

. Exporters Share Importers Share 

United States 12.6 United States 1.6.0 
* 

Germany 9.4 Germany 7.8 ' 

Japan 7.7 Japan 6 :O 

France 5.3 France 4.8 

United Kingdom 5.2 United Kingdom 5.5 

China 3.3 China 2.5 

South Korea South Korea South Korea 2.6 

Taiwan I 2.6 ( . Taiwan I 2.0 



b) Trade in parts and components in the machinery and components sector is Globalisation and 
Indian lndust r j  

the fastest growing segment ofworld trade. The developing countries exported. 
about $100 billion of these products in 1995. 

c) About 80 percent of Hong Kong's re-exports from China were the result of 
outward processing arrangements. Under this system Hong Kong h s  placed 
orders with Chinese enterprises to assemble products. Then they provided 
the Chinese enterprises with design and components. The finished products 
supplied by the Chinese were exported by the Hong Kong firms. 

4.3 THE INDIAN INDUSTRY IN THE CONTEXT OF 
GLOBALISATION 

In this section we will use the word industry and manufacturing as synonymous. 
Indian manufacturing sector contributes about 22 percent of GDP and about 75 
percent of India's total exports. In this sense it is a significant sector of the Indian 
economy. However, India's share of world export markets is very low. The 
table 4.3 shows the percentage share of different countries in world manufacturing 

Table 4.3: Perecentage Share of Manufacturing Exports in World Exports 

South Korea 

Size of Market in 

Source: Business World, June 25,2001 

From the above table we can see that India's share has improved only by a small 
percentage. The share of India's manufacturing exports was only 0.29 in the period 
1980-89. During the period it has improved to 0.51 percent. In contrast to India, 
many other countries have performed very well. For example China's share 
has increased from 1.84 percent during 1987-90 to more than 3.7 percent during 

Let us look at India's export performance in selected products. We have selected 
those products whose production is globalised. They are shown in Table 4.4. Except 
in women clothing, India's share in world exports is ver! small. How can India's 
share be improved? What are the strengths and wc,!l,liesses of Indian Industrial 
sector? How to make Indiaan attractive source fi)r loreign companies to purchase 
their requirements ofparts and components? 'I  licse are the questions you must 
start thinking about using the knowledze of indi~\~tial economics. 
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Tahle 4-4: India's Export Share in Selected Globalised Products 

Women's Clothing, woven 

Men's wear 

' Footwear 

Motors Parts & accessories 

Internal Combustion engines 

Computer Equipment 

Valves and Transistors 

Source: Ramaswamy (2000) 

Check Your Progress 2 

1)  What are the indicators that you will use to measure globalisation? 

...................................................................................................................... 

...................................................................................................................... 

..................................................................................................................... 

. 3) What happened to their share in 1996? 

...................................................................................................................... 

..................................................................................................................... 

. .  India. 

The critical problem areas are infrastructure and labour productivity. The quality of 
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supply is not continuous and frequently breaks down. This causes work stoppages 

Secondly our ports and custom procedures are inefficient. It is observed that it 
takes only one month to import a product from China but takes more than two 
months fiom India. 

Thirdly we need to improve the quality of our human capital base. Indian labour 
may be cheap but it is also true that the productivity of Indian labour is lower 
compared to other countries. 

To improve productivity weileed to absorb new knowledge and train our workforce. 
The number ofpeople with secondary education is very low in India compared to 

What attracts investment is the availabili&ofelectricity, transport and communication 
facilities. The two basic necessities to participate and succeed in the globalised 
economy are the quality infrastructure and productive labour. This requires more 
and more investment. 

Check Your Progress 3 

1) Explain briefly the gains that India is likely to get by participating inthe world 
economy. 

................................................................................................................ ".. 

.................................................................................................................... 

.................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

2) What do you think India should do to aBractrmore foreign investment? 

.................................................................................................................. 

..................................................................................................................... 

.................................................................................................................... 

................................................................................................................. 

.......................................................................................................... ...- 

4.5 LET US SUM UP 

This unit clearlybrings out the concept ofglobalisation. After going through this unit, 
we know that the economies today are closely inter connected. This gives us a 
network view of the world economy. In the globalised economy the leading players 
are the multi national companies. They outsource production fmm diffmnt countries. 
Differences in the wage cost ofproduction between developed and deveteping 
countries is one of the main factors behind globalisation. Reduction in transportarand 
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communication costs is the other important factors contributing to globalisation. 
India with its large market has some advantages and disadvantages. India needs to 
make investment in inkastructure and human capital to benefit £?om participation in 
the global economy 

4.6 KEY WORDS 

Globalisation: Growing interaction with the world economy 

Trade to GDP Ratio: Ratio of the value of exports and imports to gross domestic 
product 

Indicators of Globalisation: Share ofworld exports in world output 

Wage Costs and Labour Productivity: Wages paid to workers employed and 
output per worker 
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4.8 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

Check Your Progress 1 

1) See Section 4.J 

2) See Section 4 1 

3) See Sub-section 4.1.1 

4) See Sub-scct~on 4.1.2 

Check Your Progress 2 

1) See Section 4.2 

2) See column 1 in Table 4.2 

3) See column 4 in Table 4.2 

Check Your Progress 3 

1) See Section 4.4 

2) See Section 4.4 

I ?  
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5.1 Introduction 

5.2 Measures of Competitiveness 

5.3 Evidence of Competitiveness 

5.4 Causes of Weak Competitiveness 

5.4.1 Competitiveness and Government Policy 
5.4.2 Competitiveness and Economy-wide Factors 

5.5 Sug~pted Remedies 

5.5.1 Measures to Create Favourable Macro Environment 
5.5.2 Measures at the Firm Level 

5.5.3 Measures to Fight International Protectionism 

5.6 Let Us Sum Up 

5.7 Key Words 

5.8 Some Usefi.11 Books and References 

5.9 Answers or Hints to Check Your Progress Exercises 

5.0 OBJECTIVES 

With the opening up of the economy, Indian industry has been exposed to severe 
competition. Globalisation implies free play of market forces. Indian industry, in 
order to survive, would have to go global and fight competition in the international 
markets. After going through the unit, you will be able to: 

understand the meaning and significance of competitiveness, 

a identifjl the measures of intemational competitiveness of industry; 

a judge the level ofcompetitiveness ofIndian industry in the intemational market; 

a identify the causes of weak qompetitiveness ofIndian indushy; 

a evaluate how far the macro-environment has been responsible for the present 
state of the Indian industry; and 

a make out a plan of action for strengthening the competitiveness of industry. 

5.1 INTRODUCTION 

With the opening up of the economy and gradually increasing emphasis on exports 
both for balance ofpayments consideration as also as a means to create and expand 
Markets, competitiveness of industrial units has acquired centre-stage. 
Competitiveness is defined as a producer's ability to create customer preference 
for its own product over the rivals' products. Competitiveness is a hnction of many 
factors; among which, ofcourse, the most important is the price at which aprocluct 
is offered for sale. In a competitive market where many homogenous products are 
offered by different producers, price itself is determined by the cost of production. 
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The cost ofproduction, in turn, rcllects the productivity and efficiency ofthe use of 
the inputs. In addition, competitiveness is also affected by a whole host of other 
factors like credit facilities offered to the buyers, ability to service the overseas 
buyers at short notice, quality commitment and brand image, etc. It is in this context 
that we are interested in the study of the international competitiveness of Indian 

5.2 MEASURES OF COMPETITIVENESS 

There are different measures to gauge the competitiveness in the global arena. Among 
these, the more important measures can be summarised as follows: 

9 One way to measure competitiveness is by the extent of successful export 
performance. If we assume that exports are profitable, then export orientation 
and/or market share in the buying countrylcountries can serve as a measure of 
competitiveness. 

This export success or competitiveness is in turn due to competitiveness in price 
as well as non-price factors. 

Price competitiveness is usually necessary but never sufficient for export success, 
which also requires market knowledge, marketing skills and ability, quality of a 
high order, and the ability to adapt products according to demand. It is possible 
that owing to conscious product differentiation or otherwise, a product conu~lands 
apremium in the market place. In this case, its competitiveness is based primari ly 
on image and quality factors rather than on price. 

The advantage of an export share measure of competitiveness is that it takes into 
account both price and non-price.factors. However, this measure can be 
inadequate when exports are sold at unprofitable levels or if exporters deliberately 
do not export to their potential, perhaps because of the pull of the domestic 
market, i.e., they have the ability but not the willingness to export. 

To take care of these problems a few other measures of competitiveness have 
been developed. 

ii) Another measure is based on the price indicators. The most direct price indicator 
is an international price comparison in specific industries. But due to the lack of 
comparable data, this measure of competitiveness is of little practical value. 

iiii A more sophisticated indicator is the effective i t e  ofprotection, which measures 

iv) Another measure is domestic resource cost which assesses the efficiency of 
earning or saving a dollar. 

Of all the alternative measures of competitiveness mentioned above the most simple 
and usehl is to estimate acountry's share in global exports. This single figure is easy 
to comprehend and useful to formulate a fairly good idea about a nation's 
competitiveness. 

However, it need be added here that although we often hear of a nation's 
competitiveness, anation as a whole is never competitive. Competitiveness is like a 
notion of comparative advantage, which translates into goods and services being 
exported and others being imported. Therefore, it is more useful to consider the 
competitiveness of particular activities, sectors, industries or f m s .  

14 



Check Your Progress 1 
Comlbetitiveness 

Indian lndust 
1) What do you mean by international competitiveness? 

..................................................................................................................... 

..................................................................................................................... 
I 

..................................................................................................................... 

2) What are the single most important criteria of competitiveness? 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

5 .3 ,  EVIDENCE ON COMPETITIVENESS 

As stated abpve the single most important measure of a nation's global 
competitiveness is its share in global exports. 

It is in this background that we will study the trends in India's exports during the last 
five decades. This will help us to formulate some idea about the international 
competitiveness of Indian industry. 

The total value of exports from India in the year 1950-5 1 was estimated at Rs.606 
crores. This is estimated to have increased to Rs.2'0 1,674 crores in the year 2000-01. 

In relative terms, India's total exports constituted 6.8 per cent of India's gross 
domestic product during the year 1950-5 1 ; this ratio is estimated to have increased 
to 8.80 per cent in 2000-0 1. 

Product-wise, India's exports can be divided in three categories, as follows: , 

i) Export-oriented manufacturers, viz., exports through industries which &e 
significantly export dependent; 

ii) Domestic-oriented manufacturers, viz., exports through industries, which largely 
cater to domestic demand; 

iiii Non-manufacturers, viz., products, which are ha natural nr .@cultural sector. 

The relative share of the three groups in total exports has been 53%' 12% and 
35%, respectively. Apparently, manufacturers, and therein too the export-oriented 
manufacturers, have come to dominate our export market. For a country, aspiring 
to industrialise a shift in favour of manufactured exports is-good. 

However, Lndia's exports, as compared to the world exports, have been slow to grow. 

As would be seen from Table 5.1 below, India's share in world's exports was as 
high as 2.20 per cent in 1950-5 1. It fell to a low of 0.42 per cent in 1980-8 1. 

During the eighties and the nineties of the last century, there has been some 
improvement in the ratio, which has varied between 0.50 and 0.65 per cent. 

Many developing countries have recorded export growth rates much higher than 
that ofIndia's. Thus, whereas India's exports (estimated at US$44.10 billion during 
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2001-01) increased at an annual average rate of 5.9% in dollar terms during 1980- 
90 and 1 1.3% during 1990-2001 ; the corresponding growth rates for some other 
developing countries like China (19.9'13.0)' South Korea (12.0,15.0), Malaysia 
(10.9,11.0), etc. were much higher. India's ranking among the world's exporting- 
nations slipped from 16th in 1953 to 20th in 1983 and fbrther to 29thpresently. 

What this evidence brings out unmistakenly is the fact that India's manufacturers 
have suffered from weak competitiveness. 

Table 5.1 : Selected Export Ratios 

INDIA'S EXPORTS AS % OF 

YEAR WORLD'S EXPORTS INDLA'S NATIONAL 
INCOME 

1950-5 1 2.20 6.80 
1960-6 1 1.05 

1980-8 1 0.42 
1990-9 1 0.52 6.90 
1991-92 0.56 7.20 

1993-94 0.62 8.70 
1994-95 0.58 8.70 
1995-96 0.64 P 9.80 . 
1996-97 0.60 9.60 
1997-98 0.50 8.36 

1999-2000 
2000-200 1 
200 1 -2002* 

* Frojections 

5.4 CAUSES OF WEAK COMPETITIVENESS 

The weak competitiveness of Indian industry is to be traced to the macro economic 
environment within which the Indian industry has to operate. There are two aspects 
of this environrnear ,as follows: 

1) Government Policy, and 

2) Economic-wide Factors 

Let us examine both of these. 

5.4.1 Competitiveness and Government Policy 

The various policies that had an impact on the international competitiveness of the 
Indian industry could be divided in two categories. viz., 

I) Policies that restricted internal competition, and 

11) Policies that restricted external competition. 

I) Policies that restricted internal competition 

a) The most pervasive industry policy was the one that restricted entry, location, 
expansion and divei.sification. This was done through the irstrument of industrial 
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licensing, which was mandatory for all under the Industries (Development and I n t e r n a t i o n a l  
Competitiveness o f  

Regulation) Act, 195 1. Ind ian  Industry 

b) Growth of large business houses and concentration of economic power was 
sought to be controlled by the Monopolies and Restrictive Trade Practices 
(MRTP) Act, which required larger or interconnected firms to seek prior approval 
before investment, and that too only in a selected list of 'core' industries in which 
they were allowed to invest. 

and technical collaborations approved on a case-by-case basis. The Foreign 
Exchange Regulation Act, 1973 tightened the foreign equity policy and allowed 
a maximum of 40 per cent foreign equity except in the case ofhigh technology or 
export-oriented ventures. 

d) Another important feature of the industrial policy has been the various concessions 
given to small-scale industry, including reservation of over 800 products for 
exclusive manufacture by small-scale industry, fiscal and credit concessions, etc. 

f )  The government also imposcd adrmnistered prices for certain commodities, such 
as, sugar, steel, fertiliser, petroleum products, drugs and paper. Most of these as 
well as some other products were also subjected to distribution controls. 

g) Locational policies sought to channel investment in backward areas. 

h) Labour laws influenced remuneration to labour, labour relations, etc., and led to 
over-protection of organised sector workers, at the expense of those in the 
unorganised sector. The labour laws also contributed to baniers to adjustment 
and exit that all organised sector firms,.particularly the larger ones, have to face. 

i )  Finally, direct and indirect taxes were rather high. 

a) Virtually all imports were subjected to some form of licensing, and the policy 
differentiated between the type of product imported and the type of user. 

I Consumer goods, except a few essentials, were banned from import. 
Intermediates, raw materials and capital goods could either be imported without 
a licence or with a licence under different categories. The licensing system was 
discretionary and each application was treated on a case-by-case basis. 

b) The quantitative control system was complemented by a tariff structure that is 

Impact of the Government Policies 

There can be little doubt that the policies that evolved over the years were well 
intentioned. They succeeded in encouraging the development of a vast and diversified 
industrial base. But this came at great cost to the'economy. 

We will consider the impact of policies on some factors crucial to international 
competitiveness. 

i )  Economies of Scale and Industrial Structure: from faclor gro'8th, 
industrial policy in India has emphasised regional sp%d of industnalisation, 
promotion of small industry and prevention ofconcentratibn of economic power. 

17 
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One fallout ofthis was that firms were often constrained from attaining optima! 
plant size. 

Even though average plant size was small, Indian industry has been saddled with 
high market.concentration and prevalence of monopoly practices, despite policy 
efforts to the contrary. 

The problem, of course, lies not in concentration per se but in protection from 
competition. Barriers to growth, the lack of a threat of potential entry, and virtual 
absence of import competition that high concentration caused resulted in a 
proliferation of inefficient firms as well as monopolistic behaviour. 

iii Effective Competition: Ensuring productive use of the invested resources never 
i-eally formed part of the explicit policy agenda in India until the eighties. It is, 
therefore, not suprising that the government had largely ignored the impact ofits 
policies on the degree of effective competition, a vital ingredient in spurring 
industrial efficiency. 

The government exercised substantial control on the business decisions of firms. 
Entry as well as expansion were controlled. Firms across most industrial sectors 
became used to operating in a sellers' market. Even when there were a large 
number of firms in the industry, the industry could still be dominated by a handhl 
of firms. Since growth was controlled, a more competitive firm's activities did 
not necessarily result in higher market share. The lack of import competition 
meant that there was no external check on monopolistic behaviour. 

iiQ Technological Change: A certain amount oftechnological change is inevitable 
under any circumstarkes in an industrialising economy since technological change 
is required to operationalise the technology that is transferred from a more 
advanced country. This technological change includes adaptation of local inputs 
to manufacturing requirements, changes in production processes to suit scale 
and skills, and even adaptation ofproducts to cater to local demand conditions. 

There is aclear consensus that promotion of technological capabilities requires 
an initial phase ofprotection. In this sense India's policies were on the right 
track, at least initially. 

However, this type ofpolicy also generated a great deal of wasteful technological 
effort rather than motivating improvement in productivity through building up of 
more efficient technologies. 

Another very necessary requirement in promoting technological change is 
investment in human capital. We did not pay adequate attention to this aspect. 
The result is that even when new technologies are introduced in India, the equally 
important process of technology diffusion suffers due to low level of general 
awareness, illiteracy, and a low ratio of technically skilled people. This in turn 
results in slow growth ofproductivity, and weak competitiveness. 

iv) Entrepreneurship: The all-pervasive controls and regulations induced rent- 
seeking behaviour amongst entrepreneurs. Industrialists would spend valuable 
time and retain expensive lobbyists in a bid to grab industrial licenses, import 
licenses, etc. to the detriment of economically useful activities. Such behaviour 

: has been termed by Prof. Jagdish Bhagwati as 'directly unproductive activity'. 
The other impact of controls was to drive economic activity 'underground', 
resulting in loss of government rEvenue, and creating distortions in the system. 

Instability in policies has been another serious problem. This was caused either by 
frequent policy change, usually in response to intense lobbying, or by the use of 
substantial discretionary powers vested in the hands of government functionaries. 

18 - This led to uncertainty andhas not been conducive to long-term investment planning. 



High levels of direct and indirect taxation also reduced incentive for entrepreneurship. In te rnat iona l  
C o l r ~ p c t i t i \ e n e ~ \  ol' 

High direct taxes encouraged tax evasion and discouraged risk-taking by I ndian Industr? 

manufacture~s. Along with incomplete enfonernent, high taxes encouraged investment 
in sterile assets and in trading activities, rather than in manufacturing. 

To sum up, the industrial regulatory systems in place, at least till the end of the 
decade of eighties in the last century, worked to provide protection of all kinds: of 
small-scale industry, of the public sector, of domestic firms from foreign ones, of 
sick firnls, and of organised labour. The system was not conducive to efficiency. 
Operating in a sellers' market, productivity growth in Indian industry lagged behind 
those of its competitors, and India's share in world and developing country 
manufactured exports declined. 

of this control system. 

5.4.2 Competitiveness and Economy-wide Factors 

Among the economy-wide factors that explain low competitiveness of the Indian 
industry, the major ones can be identified as follows: 

1) The nlajor factor here is the nature ofdomestic demand. In the domestic market, 
there is a premium on functional efficiency and the low price ofproducts, and 
aspects such as safety, aesthetics, fit and finish and comfort are not given much 

f 

In other words, firms in India do not make major investments specifically for 
export markets, because that is a high-risk strategy. Since firms were making 
considerable profits in the domestic market with very low risks owing to the lack 
of competition, it was natural for them to focus on this market. The product 
technology in use was usually outdated and also adapted to Indian conditions. 
However, in some cases, it was not so much Indian conditions as lack of 
competition that rendered products unexportable. 

2) Another economy-wide factor constraining competitiveness is the quantum of 

all firms into three groups as follows: 

i) Those where the demand for theindustry's products is adequate and firm 
scales are also adequate to reap sufficiect ccon~mie; ~f st J: in marketing, 
R&D, quality control, etc. 

ii) Those with adequate industry demanctbut inadequate scale, usually onaccount 
ofpolicy factors; and 

iii) Those with inadequate demand and inadequate scale of pr~duction. 

It is only in the third group that market size perse is a constraint. In suchproducts, 
Indian producers suffer from cost penalties vis-A-vis international standards. 

3) There are awhole host of other India-specific factors that find mention as major 
constraints. India's complexity, its heterogeneity, its uniqueness, its chaotic 
democracy, occupation, colonial heritage, difficult lab-our, etc. are some of the 

the Indian industry, we have noted how government policies in India acted in a 
mutually reinforcing way to prevent competitiveness from taking root. High 



Indian Industry in the 
ln trrnat iona l  Context  

a proliferation of inefficient firms, cost-plus pricing behaviour, and rent-seeking or 
directly unproductive activity. Since imports were not allowed, high cost domestic 
products had a cascading impact on the economy so that even efficiently produced 
goods were not price-competitive. Moreover, since many of the high cost products 
were in upstream sectors, their impact on the rest of the economy was 
disproportionately widespread. High costs also had anegative impact on demand, 
which in turn retarded dynamic gains in technological development and efficiency. 

Check Your Progress 2 

1) Mention in brief the main features of the policy that have adversely 
fiected intewtional competitiveness of Indian industry. 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

2) What are the economy-wide factors that affect the international competitiveness 
of the Indian industry? 

..................................................................................................................... 

..................................................................................................................... 

5.5 SUGGESTED REMEDIES 

With the onset ofthe decade of nineties, the policy hmework governing the industry 
began to undergo a change. Various controls began to be loosened; different baniers 
have been dismantled; regulations have been made more flexible and less rigid. The 
earlier attitude towards private enterprise, both domestic and foreign, has undergone 
a paradigm change. The trade policy encourages export promotion in place of import 
substitution. Inward-orientation ofpolicy has yielded place to outward-orientation. 

India has set itself on the road to globalisation. Globalisation implies increhsing 
participation in international division of labour. 

To succeed in international division oflabour, international competitivkess of industry 
has to be improved. To achieve this goal, different measures can be suggested. 
These measures can be divided in two groups: 

1) Those measures, which aim to create a favourable macro environment; and 

2) Those measures, which need to be initiated at the firm level. 

5.5.1 Measures to ~ r 6 a t e  Favourable Macro-Environment 

Macro environment needs be so fashioned that we successfUlly create world-class 
industry. World-class industry cannot be created overnight. Steps need to be taken 

" now itself to make it areality within the next few years. 

Two strategic paths must be followed: 

2 0 



One, market conditions need to be transformed to enable Indian industry to think 
Compet i t iveness  In ternat iona l  o f  

- and act globally. Indian ~ n d u s t l - )  

Creating the right market conditions includes giving Indian industry the same flexibility 
and access to inputs as global competitors. This means that Indian industry must be 
allowed to tap cheap global finance, buy any technology they like, scout the planet 
for talent, and enjoy the flexibility in factor markets that their rivals have the world 
over. This implies reforms like new procedures to ensure rapid liquidation, rapid 
mergers and acquisitions, a lifting ofthe Union Land Ceiling Regulation Act, and 
loosening of labour laws. 

On the marketing fiont, the mindset of industry needs to undergo achange. A shift 
from production orientation, which was fine in a situation of protection, to 'market 
orientation' is required in the competitive environment. This would call for radical 
attitudinal changes like determining the competitive prices as against cost-plus prices, 
being sensitive to customers' complaints in terms of quality, delivery, etc., and 
honouring warrantees and guarantees instead of trying to shlft from them on some 
pretext or the other. 

Two, we need to set up institutions for improving a wide range ofhurnan skills, fiom 
computer software to aircraft maintenance. The march of technology in manufacturing 
and services requires not large amounts of cheap unskilled labour but cheap skills. 
All calculations show that we need to increase the number of skilled people 
dramatically to cope with demand in coming years. We need to greatly upgrade our 
'knowledge infrastructure' and this means creating institutes for international law, 
intellectual property rights, foreign legal regimes, foreigu languages and other issues 
that must be mastered by any global player. 

Three, if we want to make our industry world-class we also need rules and 
regulations that are in line with global corporate and financial norms. Laws and 
institutions constitute the 'software' ofthe state and society. Their reform and effitive 
operation will be crucially important for successful economic performance in the 
new millennium. 

5.5.2 Measures at the Firm Level 

The Indian industry needs to go global. To go global, industry must consciously shift 
the paradigms which govern the way it conducts its business, right fiom organisation 
structure and corporate vision to investment in basic research for development and 

One, to succeed in global markets, competitiveness ofIndian producers has to be 
improved. The various determinants ofcompetitiveness can be surnrnarised as follows 

, Factor Demand . Demand Conditions 

Support~ng Industr~es 

! + 

Fig. 5.1: Determinants bf competitiveness 2 1 
-- 
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Higher productivity growth, better quality products and innovations in products and 
process technology are required. Industry has to enter into strategic alliances not 
only for bringing in state of the art technology but also to reduce costs, improve 
efficiency and penetrate the global markets with joint efforts. 

Two, the Indian industry must adapt to the changing realities ofthe global environment 
It is an aspect of business vastly different from the one that the Indian corporates 
were use to earlier. It is competition driven. It is driven by production, quality, 
markets, customer service, product development, innovation on technology, 
improving on costs, financial structuring and de-layering. 

W i t h  this framework, we can make the following suggestions: 

9 Hire people because of their competence, irrespective of their family connecti~ns:~ 

ii) Introduce industry-wide training to update skills within the organisation. 

iii) Replace high-cost debt by low-cost capital and increase the ratio of equity to 

iv) Pay more attention to recruiting for and adequately remunerating the hitherto 
neglected manufacturing function. 

v) Introduce industry-wide quality improvement p r o g h e ,  with targets that are 
specific and measurable. 

.. 

vi) Create internal R&D to internalise bought-out technologies so that continuous 
process and product innovation is fed into the organisation. 

vii) Introduce an industry-wide programme to improve costs so that cost-plus 
mindset which was possible in a closed-economy is replaced by a mindset 
which targets for cost-reduction and quality improvement. 

viii) Get total involvement of all employees through communication, objective 
performance evaluation, rewards, accountability, reduced hierarchies, etc. 

ix) Focus the whole organisation on the customers and their satisfaction. 

x) Measure corporate progress against the best in the world and not merely against 
those who are competing in India. 

xi) Let the new information technologies pervade the whole organisation. 

Three, the MNCs entering India will be extending their global networks to Indian 
markets. Inevitable, in order to survive the Indian industry will have to acquire 
organisational skills which match those oftheir competitors. They will have to look 
beyond Indian shores for partners to enhance their competitiveness in domestic 
markets, when faced with competition fiom the invading overseas corporations. 

Choosing the right partner could make all the difference in the race for globalisation. 
In a successful alliance, both partners achieve their strategic objective, both are 
financially better-off and the alliance lasts for a longer period. Clarity of objectives 
drives the choice of alliance-partner. Once the objectives are clear, the industry 
should evaluate potential partners against a number of criteria specifically developed 
for the purpose. Partner skills, business contribution, financial strength, and cultural 
compatibility are the major considerations in choosing a suitable partner. 

Four, the major determinants for achieving competitive advantages like demand 
conditions, supplier industries, domestic competition and supporting infrastructure 
must be created to provide the cutting edge to these industries. Global competitiveness 

22 can be sustained only through upgradation of technology and the development of 



human skills. Dependence on multinationals for development has to be selective and 
should be resorted to only where the long term interests of the country can be 

Five, Indian industry should be highly selective in identifying countries where they 
should focus on their march to globalisation. In this task they need to be guided by 
three considerations: 

i )  Indian industry should focus on the countries where they will have a relative 

and East Asia, and other emerging countries in the world, particularly in South 
America and South Africa, can be recommended where Indian industry should 
test the waters. 

ii) Indian industry should try to enter the economies where markets are growing at 
high rates. In such an environment there is a scope for everyone, and rivals do 
not burn midnight oil just drafting out the strategies for counter-attack. 

iiii Indian industry should focus on those countries where the quality standards are 
not very high. After establishing presence in such countries, one can acquire 
global scales and improve quality before making a foray to other countries. 

5.5.3 Measures to Fight International Protectionism 

India will have to fight growing international protectionism. Protectionism is assuming 
two forms: (i) industry specific protectionism, and (ii) product-specific protqctionism. 

i) One pait of the strategy to counter industry specific protectionism would be to 
strengthen multilateral bodies that set up common standards for all trade. Another 
weapon could be giving foreign capital an increasing stake in local industry, that 
would ensure that it is in the interests ofthis capital to work against protectionist 
tendencies in their home country. 

ii) Product-specific protectionism can be countered by building a loyalty within the 
markets of the developed world. This would require a shift in exports away from 
large volumes to branded products. 

iii) Little has been done to develop an effective international alliance from within 
which India can talk to the rest of the world from a position of strength. India has 
remained loyal to South-South cooperation even as the effectiveness of this 
cooperation has been eroded by other developing countries seeking entry into 
regional blocs. A more realistic policy towards economic alliances would look 
towards countries that not only have something to offer to India but also have 
reason to get into an economic alliance with Intlia. 

To sum up, successful integration into the world economy requires a complementary 
set ofpolicies and institutions dt home. Policymakers must reinforce their external 
strategy of liberalisation with an internal strategy that gives the state substantial 
responsibility in building physical and human capital and in mediating social conflicts. 

Check Your Progress 3 

1)  Suggest measures that, will create favourable environment for gain~ng 
conipetitiveness. 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 
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..................................................................................... : .............................. 

..................................................................................................................... 

2) What measures will you suggest that will help an individual firm to gain competitive 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

3) Suggest measures to face growing international protectionism. 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

5.6 LET 'US SUM UP 

Indiais way down the scale in terms of international competitiveness of industry. 
Notwithstanding the recent major changes inthe policy environment much remains 

prices of factor inputs and incentives for investmefit and exports. It is important to 
have an appropriate set of institutions, to promote the efficient absorption of imported 
technology ai~d its difision by fostering effective inter-firm linkages, to create and 
stimulate the development ofhuman capital, to develop a set of national standards, 
to ensure-a quick and transparent legal system, and to provide high quality and 
timely information. 

. . 

5.7 KEY WORDS . - .  

Competitive Markets: A market in which a large number of small buyers and 
sellers trade independently, and as such no one trader can significantly influence 
price. 

Competitiveness: Ability of a firm or an industry to create consumer's preference 
for its own product over that of rival(s). 

Market Share: The proportion of total market sales accounted for by one or 
more f m s .  

price Control: Associated with the fixing ofprices by government statutory order. 

Process: A specific combination of inputs, which can be altered in scale to produce 
higher levels ofoutput. 

Technical Progress: A process, which enables more output to be produced for 
unchanged quantities ofthe inputs of labour and capital. 
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5.9 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

Check Your Progress 1 
1 

1) See Section 5.1 

2) See Section 5.2 

Check Your Progress 2 

1) See Sub-section 5.4.1 

2) See Sub-section 5.4.2 

Check Your Progress 3 

1) See Sub-section 5.5.1 

2) See Sub-section 5.5.2 

3) See Sub-section 5.5.3 
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6.1.1 Definition 

6.1.2 Techniques of Privatisation 

6.2 Reasons for the Establishment of PSEs and Nationalisation 

6.3 Wlly Privatise? 

6.4 Obstacles to Privatisation 

6.4.1 Implementation Issues 

6.4.2 Political Constraints 

6.5 Some Critical Issues 

6.5.1 Should Restructuring Occur Before or After Sale of the Unit? 

6.5.2 How to Deal with the Problem of Laying Off Workers ? 

6.5.3 Should the Assets be Given Away or Sold? 
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6.6.1 Disinvestment 

6.6.2 Navratnas and Mini-ratnas 

6.7 Let Us Sum Up 

6.8 Key Words 

6.9 Some Usehl Books and References 

6.10 Answers or Hints to Check Your Progress Exercises 

6.0 OBJECTIVES 

The 1960s and 1970s were characterised by the rapid expansion of the public 
sector in the developing world. In contrast, the 1980s witnessed widespread attempts 
by policymakers to curb the state's economic role. Privatisation first gained 
prominence in Great Britain under the leadership of Margaret Thatcher and then 
spread quickly to the developing world. In this unit, you will be able to: 

a learn the meaning of privatisation; 

a know the reasons of nationalisation ofmany industries earlier; 

a understand why is there amove towards privatisation; 

a comprehend the problems faced by governments when they try to privatise; 

a discuss some of the important issues in privatisation; and 

a appreciate the Indian experience with privatisation. 

6.1 WHAT IS THE MEANING OF PRIVATISATION? 

6.1.1 Definition 

2 6 
What is privatisation? Privatisation involves a transfer of ownership and control 



from the public to the private sector, with part~cular reference to asset sales. I ' r i \ a t i s a t i o ~ ~  and 
Issur$ R ~ l i l t i ~ ~ : :  11) 

Privatisation can be accornplisl~ed in two ways. ' ~ i s i n \ c ~ s t n l c ~ ~ t  l loliry 

a The government can sell assets it owns to private buyers. 

The government can stop providing a service directly and rely on the private 
sector to deliver the service. 

The public enterprises relevant here are revenue-generating entities originally owned 
or controlled by the state. An example of a revenue-generating entity is a nlunicipal 
corporation that gets property taxes. 

6.1.2 Techniques of Privatisation 

, Divestitrrre: The most well known technique of piivatisation is the sale of equity to 
the general public. This is called divestiture (divestment or disinvestments), and may 
be complete or partial. That is, the government may sell its entire stake in an enterprise 
or sell only a certain percentage. This can be done through direct sales and equity 

b 

However, the inadequacy ofnational stock markets and the lack ofdomestic capital 
have son~etimes led to a shortage of local buyers, while foreign investors, unable to 
obtain sound information on thc enterprises offered, often lacked sufficient interest. 
Furthermore, the direct sales approach may be costly and slow, owing to the 
con:plexity ofpreparing each state asset for sale individually, and then ensuring that 
buyers observed all contract provisions. 

Resrirrrtiorr: Restitution refers to the return of state assets to their fonner private 
owners in situations where the government's original acqiiisition is seen as unjust, 
st~cli as uncompensated seizure. Restitution, in such cases, it is argued, is essel~tial 
on moral grounds. Restitution has been an important issue in the transition economies 
of central and Eastern Europe. 

. 
Opponents of restitution counter that the process is necessarily selective, and 
therefore an unsatisfactory way of achieving justice retroactively. As a practical 
matter, private claims can often be complicated and @awn out, bogging down 
privatisation unnecessarily. In practice, the transition countries have seldom used 
restitution, except for Estonia and, to a lesser extent, the Czech Republic. 

Mariagement-Employee Buyouts: Under this approach, shares of an enterprise 
are sold or given to some combination of managers and other employees. The 
powerful positions of employees and ofmanagers may give this approach the twin 
advantages of feasibility and political popularity. It is also rapid and easy to implement. 
Well-structured management-employee buyouts can sometimes lead to efficient 
~.esults, since the people-who know best about an enterprise, i.e. employees and 
managers, become the owners. 

Nevertheless, experience shows that these buyouts suffer serious disadvantages. 
Yielding to insider interests often entails large costs in inefficiency and poor 
management. The new owners may grant excessive wage increases, maintain 
excessively high employment, and undertake insufficient investment. Insiders may 
also lack many of the skills necessary to function in a market-oriented economy. 
Further, the process is seen to be inequitable, handing employees, rather than the 
population at large, over most of the benefits. 

Moss Privatisation: In mass, or equal-access, voucher privatisation, the government 
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generally gives away, or sells for a nominal fee, vouchers that can !,c nscd to purchase 
shares in enterprises. This technique was rarely used elseu hcrc ill the world before 
the massive transition started in Central and Eastern Ellrope, but it has proved 
popular there, particularly in the Czech Republic. 

Voucherprivatisation helps to overcome the shortage of domestic capital. Voucher 
schemes can be politically popular because they address the perceived L I ~  fai mess 
ofother approaches and avoid the charges ofa sellout ofnational asscts to foreigners. 
The difficulties associated with valuing enterprises before privatisation are also 
avoided. 

Early proponents argued that the fast pace of voucher privatisation would add to + 

the credibility ofrefonn programs and bolster their chance of success. At times, the 
speed could prevent employees or other interests from mobilising opposition to 
privatisation. Furthermore, the widespread participation of a co tintry's citizens fosters - 
a greater understanding of reform and creates a new owner class with a stake in the 
process. 

Mass privatisation has its downside, however. The main risk is that a dispersed 
ownership structure will lack the focus and power to direct effective corporate 
management. This, in turn, may scare offpotential new sources ofcapital. In practice, 
these problen~s have been partly addressed by pooling ownership interests in 
investment or mutual funds. The funds, however, do not always have adequate 
management, control, and supervisory powers. In such cases, voucher privatisatio~l 
becomes merely ineffective absentee ownership. 

Co~rtracti~zg out or leasing out of government services can be another technique 
of privatisation. For example, a municipal corporation can contract out the  ask of  
garbage collection to a private party. 

Associated with privatisation usually are processes of liberalisation andderegulation. 
Liberalisation refers to the introduction/promotion of conlpetition in a traditionally 
monopolised industry. Deregulation refers to the abolition of statutory baniers to 
the operation ofmarket forces. For example, the Government ofIndia controls the 
prices ofmany commodities through the administered pricing mechanism. If some 
commodity is taken out ofthe purview ofthis mechanism, then this is a deregulatory 
measure, because the price will now be determined by market forces. 

Check Your Progress 1 

1 )  How would you define privatisation? 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

2) Clearly explain the differences between privatisation, liberalisation and 
deregulation. 

..................................................................................................................... 
\ "  ..................................................................................................................... 
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..................................................................................................................... 

..................................................................................................................... 

3) What are the diffl-rcnt modes ofprivatisation? Which one would you cl~oose for 
India and wl~y'? 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

6.2 REASONS FOR THE ESTABLISHMENT OF 
PUBLIC SECTOR ENTERPIUSES (PSEs) AND 
NATIONALISATION 

Public sector enterprises (PSEs) were created for a number of reasons. 

I r  was believed that nationalisation and PSEs in general would provide 
governments access to much-needed revenues. PSEs would generate large profits1 
surpluses, which could be channelised to develop the priority sectors of the 

The private sector would not help in the rapid and sustained development ofthe 
economy if left to its own. There was a need to control the L'cornmandin'g heights'' 
of the economy, that is, the strategic industries. If the government controlled 
these industries, it would be able to steer the economy in the right direction and 
overcome critical bottlenecks. Thus, for example, in India, while TISCO continued 
to exist as a major producer of steel, till recently new steel mills were set up only 

National security reasons were sometimes added as justifications to the above, 
particularly in the context ofheavy industries. 

In many developing countries, lack of private entrepreneurs was also a major 
concern and forced the state to take an active role in the process of industrialisation. 
Local private entrepreneurs often were in short supply. Even ifthey did exist, 
they might not have had access to adequate capital, partly because stock markets 
were not well developed. In some countries, private entrepreneurs came from 
unpopular minorities or were linked to foreign powers. 

Distributional considerations also played a role. In India, PSEs were set up in 
backward regions to lessen regional inequalities. PSEs were also used to increase 
employment generation. 

In political terms, PSEs constituted important resources for state elites - 
politicians and bureaucrats. They could be used to provide jobs to potential 
voters and service constituencies (for example, a railway minister could order 
railways officials to provide better links to hisher constituency). 

lr is clear from this discussion that improving economic efficiency was not amajor 
factor behind the setting up of PSEs. The overwhelming reason was to gain control 
over certain sphercs of the economy. 



I t t ( l i i ~ t l  I l l d u s t r y  ill t h c  
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In India, the PSEs have accounted fora significant par. - - ---..-....- --.. . .., . 
The importance of the public sector in India can be gauged both by looking at 

I capital formation and employment in the public sector. The Gross Fixed Capital 
Formation (GFCF) in the public sector, whether at current prices or constant ( I 980- 
8 1) prices accounts even today for inore than a third of total GFCF. As apercentage 
of the GDP, this has remained at around 8%. 

The importance of the public sector in tem~s of employment generation is brought I 

out in the following table 6.1 : 

Table 6.1: Employment in the Organised Sector 
(in thousands) 

Year I Total Public Sector Private Sector 1 

Source: Economic Survey 1 

Over time, in many couiitries, tlic perfoimance of PSEs turned out to be, by and 
large, unsatisfactory. They incurred losses, or did not make as much profit as they 
sl~ould have, given that they had privileged access to capital, various subsidies and 
protection from domestic and foreign competition. Governments have begun to 
tliink ofprivatisation of PSEs as a sol~~tion to these problems. 

We next examine the possible impacts ofprivatisation to determine whether it can 
transfonn PSEs. 

Fiscal Impact 

When a PSE is sold off to the private sector, tlie government gets the sales proceeds. 
Further, if the PSE Iiad been making losses and was being subsidised, then these 
subsidies come to an end, which further helps tlie government. Thus the immediate 
generation of revenues is supplemented by reduction in recurrent expenditures. 

But does the goveinrnent really gain? In the simplest case, the buyer will be willing 
to pay only so much as the PSE is expected to bring in the fi~ture. ~ h k  PSE is 
expected to generate a future stream ofretums. The sumof tlie returns (after being 
discounted to reflect the fact that a rupee today is niore valuable tlian a rupee 
tomorrow) is what a buyer will pay. The government would have gortlie same 
rcvcnue had it not sold the PSE. Therefore, i t  would seem that privatisation does 
not Iia\.c any real impact on the government's finances. 

Tliere are two reasons why privatisation might still make a difference. First, a 
privatised fimi iiiight be expected to be more efficient tlian a PSE. Hence, tlie sum 
ofdiscounted returns will be higher than that under govcnili~ent ownership. Secondly, 
tlic government, \vlieii it privatises, is getting funds immediately. This added liquidity 
might be desirable for a number ofreasons, for example, because tlie govemnie~~t 
might want to spend on education or infrastructure. 
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It is interesting to note that in theory, for a loss-making PSE the price might be 
negative. This is not very far-fetched. Governments have sometimes given so many 
concessions to the buyer to induce them to buy loss-making concerns, that in effect 
the price has turned out to be negative. 

Efficiency Gains 

Proponents d@rivatisation have argued that it can have an important effect on 
economic efficiency. Two types of efficiency gains are possible : gains in allocative 
efficiency, and gains in productive efficiency. 

Allocative efficiency : Proper allocation of the resources of the economy depends 
on the prices reflecting correctly relative scarcities of resources. A resource that is 
more scarce should have a higher price and this would lead to it being used more 
sparingly. In PSEs, prices sometimes did not reflect scarcities properly. For example, 
if the government gives a subsidy for an input used by a PSE, the PSE would tend to 
'over-use that resource. Or, if a PSE is a monopoly, then it can set its own price. 
Thus, kerosene may be sold at a very low price, which would encourage adulteration 
of diesel with kerosene (i.e., over-use of kerosene). 

It is clear that for PSEs operating in competitive markets, prices would better reflect 
scarcities and therefore allocative inefficiency would be less. Then the gains from 
privatisation would also be less. On the other hand, transforming apublic sector 
monopoly into a private sector monopoly would also not lead to increases in allocative 
efficiency. We can expect large increases in allocative efficiency to be achieved 
when a public sector monopoly is privatised and the market opened up to other 

Productive efficiency : Productive efficiency relates to the optimal use of inputs in 
the production process. It has been argued that PSEs are likely to exhibit greater 
internal inefficiencies than private firms for various reasons. Public managers are 
given numerous and inconsistent objectives. Instead of control by shareholders who 
are interested in profit-maximisation, there is bureaucratic control which puts more 
emphasis on "playing it safe". Suppose that productive efficiency requires use of an 
input that is not available in a competitive market. The manager in a PSEis required 
to obtain competitive quotations for almost everyhng, and hence may have no way 
of using this particular input because there is only one seller. 

Distributional Impact 

Critics ofprivatisation argue that it is likely to affect adversely weaker sections of 
the society. First, it might lead to layoffs by the new owners. Or the firm might go 
bankrupt after privatisation and the government will not be there to protect jobs. 
Secondly, the goods and services made available by the PSE to the poor may 
become less accessible. For example, a privatised airline may choose not to fly on 
unprofitable routes. 

. 
A counter argument is that the PSEs have not had a very successful record of 
reaching the poor and the disadvantaged sections. For example, in India, it has been 
repeatedly shown that the Public Distribution System does not do a good job of 
reaching essential commodities to the poorest sections; it is more useful to the richer 

3 1 



I l ld inn Industry i n  the 
I l l tc t . l~ r t iona l  Context  

Check Your Progress 2 

1) What were some of the important reasons for the state expanding its role in the 
economic sphere? 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

2) Explain how privatisation can lead to gains for society. 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

3) What are likely to be the distributional impacts of privatisation? 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

6.4 OBSTACLES TO PRIVATISATION 

Worldwide experience shows that implementation ~f~rivatisation has 
lagged well behind stated intentions. Barring a few countries, privatisation has been 
limited to small PSEs of the manufacturing and the services sector. Two kinds of 
obstacles to privatisation can be identified - implementation issues and political 
constraints. We take these up in turn. 

6.4.1 Implementation Issues 

Technical constraints to privatisation are related to both managerial deficiencies and 
weaknesses within the economy. 

First, privatisationrequires a high level of administrative capacity. In some developing. 
countries, there is a lack of well-established, competent, management consulting 
groups, accounting firms and investment bankers. These are needed to provide 
technical advice and valuation of PSEs. As a result, in some instances, foreign experts 
have been brought in. 

Secondly, a valuation ofthe PSE has to be canied out before it can be offered for 
sale andthe valuation exercise has faced severe problems. Valuation is a sensitive 
subject politically, because governments want to get high sales price and at the 

32 same time the valuation process nligl~t raise questions about past public management 
.. 



and investment decisions.There have been inordinate delays in valuation. The problem P~.ivatisatAn and 
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is aggaravated when poor records are maintained by PSEs. Disinliestment Policy , 

Thirdly, once the valuation has taken place, administrative capacity is needed to 
assess buyers' bids, arrange finance and insurance and deal with a host of complex 
legal issues. Sometimes, a comprehensive rehabilitation plan for the PSE has to be 
designed, evaluated and financed before privatisation is possible. Moreover, 
appropriate regulatory structures may not exist and have to be set up, particularly 
when privatisation leads to the creation of a monopoly. 

Fourthly, capital markets in many developing countries are typically weak and poorly 
regulated. Large investments in equity are quite unusual. PSEs are some of the . 
largest f m s  in the country and the private sector may not be in a position to find the 
purchase of large assets. The private sector may also be suspicious about the 
government's intentions, given the record ofnationalisation in the past. On the other 
hand, the government may not be willing to sell assets to foreign investors. 

6.4.2 Political Constraints 

Generally, the costs ofprivatisation are borne by a small group ofpeople, e.g. the 
workers of the enterprise who may lose theirjobs or the suppliers who may lose 
favoured contracts. The benefits, however, are spread out over a large number of 
people, sometimes a very large section of the population. Public choice theory 
suggests that in such situations, it will be easier to organise opposition to the 
privatisation programme than support. Experience tells us that in many countries, 
privatisation programmes fail to mobilise popular support and in fact gives rise to 
strong opposition. 

Trade unions, in particular, tend to react strongly against privatisation. Trade union 
power is often concentrated in the public sector and the public sector provides a 
base for such power. Unions oppose privatisation, not only because ofthe direct 
effect on employment, but'also because of a fear that trade union power will be 
reduced in the private sector. 

6.5 SOME CRITICAL ISSUES 
1 

Governments considering privatisationaf PSEs must first decide on a number of 
critical issues. 

6.5.1 Should Restructuring Occur Before or After Sale of the Unit? -. --. 
Most PSEs will not fetch a good price ifthey are sold in their current condition. For 
historical reasons, many have excess workers, are burdened with obsolete machinery 
and technology and are often run bureaucratically. Such un-restructured enterprises 
will fetch lower prices. One option before the Government is to restructure these 
enterprises before placing them on the market, e.g., by laying off excess workers, 
by inducting new workers with appropriate skills, by selling off non-strategic parts 
of the business, computerisation of operations, etc. These enterprises will then 
become attractive to private investors who would be willing to pay high prices for 
them. On the other hand, proponents of speedy privatisation argue that the attempt 
to restructure these enterprises before sales will inevitably lead to delays and the 
entire momentum for privatisation will be lost. Further, it is doubtful whether the 
Governments are at all adept at restructuring. 
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6.5.2 How to Deal with the Problem of Laying Off Workers ? 

The overstafhg in PSEs means that the restructuring process would generally involve 
laying offpart of the workforce. Usually, forced dismissals are politically infeasible 
and only generate more opposition to privatisation. Governments therefore try to 
adopt some kind of voluntary approach. Components of voluntary approaches that , 
have been tried out include 

Monetary compensation (e.g. through voluntary retirement schemes) 

Retraining 

Redeployment 

Sometimes the Government agrees to accepting a lower price for the enterprise in 
return for an assurance fiom the new owner that employees will be retained even 
after privatisation. In the East German privatisation programme, there is an instance 
where an enterprise was sold for one deutschmark, because the bidder promised to 
retain all the workers. 

Retraining can refer to giving workers training in skills that would help them to 
become productive members of the PSE itself. Or the aim may be to enable them to 
find alternative jobs in the private sector. Redeployment can be fiom one government 
PSE or Department to another, or it can be to the private sector. 

The process of laying off workers poses a number of difficulties: 

3 The total cost of laying off workers can be quite high and may pose aproblem to 
cash-strapped governments. The problem has been eased to a certain extent 
because multilateral agencies are now prepared to lend for severance pay 
packages. 

iii It is not easy to estimate the right package. Usually, some rules of thumb are 
employed to arrive at the compensation package, e.g, paying one year's salary for 
every year's service. Generally no attempt is made to find out whether the 
compensation offered is adequate or not. 

But to properly calculate the present value of change in earnings resulting fiom 
dismissal, one must take into account not only salaries, but also bonuses and other 
cash benefits. In many industries, salaries in the public sector are higher than in the 
private sector except for highly skilled employees. Moreover, it might take a long 
time for a laid offworker to find an alternative employment and earnings might be 
close to zero in the intervening period. Further, in most developing countries, the 
public sector provides health coverage as well as old age pension. The greater job 

I 

security in the public sector also makes employment in this sector more attractive. If 
all these factors are to be taken into account, then the required compensation becomes 
sizeable. 

It might also be argued that in developing countries, where job opportunities are so 
limited, one employee in the public sector might have to support a large number of 
unemployed members of the family. Loss of this one person's income can affect 
many more individuals. 

iii) There is also another subtle problem involved here. Once a severance package 
has been formulated, only the high-productivity or the superior workers may 
accept the package and leave, because they are certain of getting jobs elsewhere. 
The PSE is left with the low-productivity workers. This is called the problem of 

34 adverse selection: since the package offered is not tailored to individual needs or 
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high-productivity workers find the package attractive and accept it. Disinvestment Pol icy 

6.5.3 Should the Assets be Given Away or Sold? 

As we have noted earlier, one way of attempting privatisation is to give vouchers to 
a group of people who can then use these vouchers to get stakes in enterprises of 
their choice. The free distribution of vouchers, perhaps to all the citizens of the 
country, is seen to satisfy the goal of equality and to create stakes in the privatisation 
process for everybody. The latter could then help to overcome opposition to the 
privatisation process. However, this method is difficult to implement in large 
economies. Moreover, dispersed ownership can lead to corporate governance 
problems. Therefore, many countries have opted for selling offthe PSEs rather than 
giving them away. Those who have money or access to it are usually foreigners or 
people who have enriched themselves under the old system, and political opposition 
to the sales to these two groups of people can be quite strong. 

One easy way of giving away an enterprise is to give stakes to the "insiders", i.e. 
managers and workers of the enterprise. But this is considered to be inherently 
unfair to the populace at large, since it is their tax payments, which helped in the 
setting up ofthe enterprise in the first place. Further, since valuation ofthe PSEs is a 
tricky business, there have been allegations that insidersoften manage to grab hold 
of PSEs at throwaway prices by deliberately presenting a sick picture of the PSEs 
to the outside world and undervaluing the assets. This is particularly important in 
transition economies with no experience inputting market values on land, buildings 
or other assets. 

Check Your Progress 3 

1 )  Discuss some of the obstacles to privatisation? In your opinion, are they 
insurmountable? 

.................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 
2) Should restructuring of PSEs take place before or after privatisation? Give reasons 

for your answer. 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 
3) How can Governments tackle the problems arising from the unemployment 

resulting b m  restructuring of PSEs? 

..................................................................................................................... 

..................................................................................................................... 
3 5 
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i ..................................................................................................................... 

..................................................................................................................... 

4) What are the arguments for and against "giving away" PSEs? 

.................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

6.6 PRIVATISATION IN INDIA 
p- 

6.6.1 Disinvestment 

The Industrial Policy Statement of 24th July 199 1 envisaged for the first time, 
disinvestment ofpart of Government equity holdings in selected PSEs. The following 
objectives were sought to be met through disinvestment of shares: provide market 
discipline, raise resources, encourage wider public participation, promote greater 
accountability and improve the performance of PSEs. It was proposed that the 
revenue generated from disinvestment would be utilised in the two vital areas of 
health and education, particularly in the poor backward districts of the country. 

On 20th November 1991, the GO1 announced that it was offering "packets" 
containing shares of 3 1 PSEs for sale by a competitive bidding process. A reserve 
price was determined for each packet (i.e. the price below which the packet would 
not be sold) and each packet was sold to the highest bidder. After about 3-6 months, 
buyers would be allowed to unbundle the shares and sell them on the stock market. 

In 1992-93, buyers were allowed to bid for the shares of iildividual PSEs througl~ ' 
an open auction (See table 6.2). 

Table 6.2: Disinvestment in India 

Year Number of Amount Target Permitted bidders 
shares sold raised (Rs. Cr.) 
(crores) (Rs. Cr.) 

199 1-92 87.2 1 3038 2500 Insurance Cos., Mutual 
Funds, Banks ----- 

1992-93 43.93 191 2 2500 All the above and private 
parties 

1993-94 1 1.37 2292 2500 All the above and Foreign ' 

Institutional Investors 
(FIIs) 

Source : R.R. Vaidya(1995) 

In the first year, therefore, the set ofbidders was restricted to insurance companies, 
36 mutual hnds and banks. Moreover, shares were sold in bundles. The GO1 was not 



committed to sell all the shares intended to be sold at the reserve price as no Privntisntion an 
lssurs Rrl;lting t 

r u~~denvriters were appointed. Thus there was nobody to take up the unsold shares Disinvrstmen~ Polic 
i ir the event ofunder subscript;on. 

Clver time, the set of bidders was enlarged. Moreover, the shares were not sold in 
bundles. This helped the GO1 to get better prices for the shares. Beginning from 
1 991 -92, till 2000,14 rounds of disinvestments of govemment share holding have 
taken place in 39 PSEs and a total amount ofabout Rs. 18,288 crore has been realised. 

III the Budget Speech 1999-2000, Government announced that the strategy towards 
public sector enterprises will continue to encompass a judicious mix of strengthening 
strategic units, privatising non-strategic ones through gradual disinvestment or strategic 
sale and devising viable rehabilitation strategies for weak units. It has also been 
decided that in the generality ofcases, the Government shareholdings in Public Sector 
El~lterprises would be brought down to 26%. In cases ofPSEs involving strategic 
considerations, Government will continue to retainmajority holding. 

In order to give greater impetus: to thedisinvestments programme and expedite the 
tlisinvestment of government equity the Government has constituted a Cabinet 
Comxittee on Disinvestment (CCD). The Committee is headed by the Prime 
Ivfinister. Government have set up a separate Department ofDisinvestment to handle 
(lisinvestment of government equity. Government has already decided, on the 
~.ecornmendations of the Disinvestment Commission, to reduce its shareholding to 
I~elow 5 1 %through strategic alliance in certain PSEs like Modem Food Industries 
Limited (MFIL), Bharat Aluminium Company Limited (BALCO) and Madras 
Fertilisers Limited (MFL). The process is in progress. 

The Disinvestment Commission was constituted in 1996, for a limited period of 
three years to'advise the Government on extent, mode, timing and pricing of 
disinvestment. The Commission has submitted 12 Reports in which recommendations 
have been given in respect of 58 PSEs. The tenure of the Commission was extended 
up to 30.1 1.99. The Terms of the Commission ended on 30.1 1.99 and the 
Commission as constituted has ceased to exist. 

In practice, the revenues generated from the disinvestment process have been utilised 
to reduce fiscal deficits. Targets have rrot been met and the entire process has been 
plagued by huge delays. The processes as well as the selection ofparticular units for 
sale have generated sharp controversies (the attempt to divest the Government's 
stake in BALCO being the latest example) and the Government of India has not 
been able to form a national consensus in favour ofprivatisation. 

1 6.6.2 Navratnas and Mini-ratnas 

In addition to disinvestment, in 1997 the govemment had identified 11 Public Sector 
Companies, which have comparative advantages, as Navratnas and granted 
substantially enhanced autonomy to the Boards of Directors of these PSEs to enable 
them to become globalplayers. These enterprises are IOC, ONGC, BPCL, NTPC, 
SAIL, VSNL, BHEL, GAIL and MTNL. The criteria for selecting the enterprises 
included factors like size, performance, nature of activity, hture prospects and the 
potential to develop into world level players. 

The Boards of these PSEs have been broad based by appointment cf part-time 
non-official Directors. These enterprises, subject to certain guidelines would now 
enioy freedom to make capital expenditure, enter into joint ventures, effect 3 
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organisational restructuring, create and wind up post below Board level, raise capital 
h m  the domestic and international markets, establish financial joint ventures subject 
to equity investments with specified limits etc. 

The Government have also granted enhanced financial, managerial and operational 
autonomy to other profit-making enterprises, called mini-ratnas. These enterprises 
should have earned profits continuously for the last three years, have positive net 
worth, do not seek budgetary support or guarantees from the Government and 
have not defaulted in the repayment of loanslinterests to the Government. These 
enterprises can incur capital expenditure, enter into joint ventures, set up technological 
and strategic alliances, formulate schemes ofhuman resources management, etc. 
subject to certain stipulations and Guidelines. This is designed to make them more 
efficient and competitive. As on 3 1.12.1999 there were 39 enterprises categorised 
as Miniratna. 

Check Your Progress 4 

1 )  Mention some of the important features ofthe disinvestment process in India in 
the first three years. 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

2) What is the objective behind the designation of certain PSEs as Navratnas and 
mini-ratnas? 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

6.7 LET US SUM UP 

Privatisation in essence represents areduction in the role ofthe Government in the 
economic activities of the nation. In the 1960s and 1970s, many public sector 
enterprises were set up and many private units nationalised, because it was felt that 
the private sector would only pursue the profit motive and not utilise resources to 
attain societal goals. But the perfomlance of PSEs was disappointing and 
Governments are now trying to privatise them. There are many techniques of 
privatisation and Governrnents must decide which ones to adopt. The process of 
privatisation faces anurnber of significant hurdles and Governrnents must be able to 
devise ways of surmounting them 

6.8 KEY WORDS 

Monopoly: A single seller of a good that has no closesubstitutes. 

Efficiency: Efficiency is reached when nobody can be made better off without 



somebody being made worse off. In production it refers to a situation where more Privatisntion and 
Issues I te lat ing to 

Disinvestment Policy 

Nationalisation: The process ofbringing a private sector unit under government 
ownership and management. 

Liberalisation: The introduction/promotion of competition i1.i a traditionally 
monopolised industry. 

Deregulation: The abolition of statutory barriers to the operation ofmarket forces. 

Transition Economies: Economies making the transition from socialism to 
capitalism, e.g. Poland, Hungary, the Czech Republic. 
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6.10ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

Check Your Progress 1 

1) See Sub-section 6.1.1 

2) See Sub-section 6.1.2 

3) See Sub-section 6.1.2 

Check Your Progress 2 

1) See Section 6.2 

2) See Section 6.3 

3) See Section 6.3 

Check Your Progress 3 

1) See Sub-section 6.4.1 and 6.4.2 

2) See Sub-section 6.5.1 

3) See Sub-section 6.5.2 

Check Your Progress 4 

I )  See Sub-section 6.6.1 

2) See Sub-section 6.6.2 
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7.4.3 Joint Stock Company 

7.5 Industrial Policy at the Time of Independence 

7.6 Let Us Sum Up 

7.7 Key Words 

7.8 Some Usehl Books and References 

7.9 Answers or Hints to Check Your Progress Exercises 

7.0 OBJECTIVES 

This unit gives an overview of industrial structure and nature of industrial organisation 
in India at the time of her Independence. The unit will enable you to: 

a learn general structure of the industry; 

a discuss performances of some major industries at the time of Independence; and 

a understand the organisation of the industry. 

7.1 INTRODUCTION 

Before the anival of the British, India was industrially more advanced than many of 
the today's West European countries. But, under the British rule, much of its industrial 
base was destroyed systematically, transforming the Indian industries into mere 
suppliers of primary products to the advantage of the manufacturing industries in 
Britain. All these culminated in a weak industrial base, underdeveloped infrdsstructure 
and a stagnant economy at the time of Independence. The structure of ownership 
was highly concentrated and manufacturing industry was hardly export-oriented. 
Moreover, the industry suffered fiom shortage of supply oftechnical and managerial 



Il~clustrinl Deve lopment  
i r ~  lnclin 7.2 GENERAL STRUCTURE OF THE INDUSTRY 

Industries are classified in two ways. One is the broad sectoral classification such 
as mining and quarrying, manufacturing, and electricity and gas. Other classification 
is usually done in terms of use-based (such as basic goods, capital goods, intermediate 
goods, consumer goods) and input-based (such as agriculture-based, metal-based, 
chemical-based, transport equipment, electricity and allied). 

But at the time of Independence, industries were not as diversified as to apply the 
above classifications that the present industrial structure allows us to do. Among the 
manufacturing industries, cotton textiles, leather goods, paper, cement and iron and 
steel, were the most prominent industries. The industrial development in Indiaprior 
to the First Five Year Plan beginning in 195 1, was confined largely to consumer 
goods sector. Cement and iron and steel were perhaps the only significant 
intermediate-good producing industries. Other intermediate-good industries like coal, 
power, non-ferrous metals, chemicals and alcohol were also established but their 
production was small as the productive capacity was considerably below 
requirements. As far as the capital goods sector is concerned, only a small beginning 
was made after the Independence. 

The weak industrial base prior to Independence, largely due to colonial exploitation 
by the British rule, was severely exposed during the Second World War when even 
the dominant industries of that time like textiles, paper, and leather, that required 
large quantities ofchemicals, found their supplies cut OK At the same time, with the 
fall ofFrance, bombing on British factories and the large-scale sinking ofBritish 
ships, British rulers realised the need for developing India as quickly as possible as 
an industrial base for the Allied powers. Demand for industrial products like cement 
and iron and steel increased beyond any imagination. New firms, which had earlier 
faced the threat af entry amidst over-production, found a ready market. Already 
estziblished f m s  could also expand their sales and almost all industries operated at 
full capacity. The wartime demand was also supported by large public outlay, which 
increased by 400 per cent between 1939-40 and 1944-45. 

Among the already established industries that expanded during the war period were 
cement, textiles, iron and steel and sugar. Cement behg amaterial for construction, 
increase in its demand and growth is understandable. Iron and steel industry also 
grew but less strikingly. By 1942, Tata's had expanded steel ingot capacity to a 
million tons and the Steel Corporation ofBengal had built up a capacity of2.7 lakh 

The new industries that started production during the wartime were Felrro alloys, 
non-ferrous metals (like copper, copper-sheets, wires and cables), puml~s, sewing, . :---.. 
machine, machine tools, bicycles and chemicals like caustic soda, chlorine, and 
super-phosphates. 

Owing to the huge demand for war goods and relatively small capacity of large 
scale industries in India, increasing reliance was placed on small producers who 
supplied large and increasing quantities ofblankets, tents, parach~le silk cloth, leather 
and rubber goods, socks and hoses. 

development ofcapital goods. G 



The immediate post-war period was marked by political uncertainty, riots, influx of Industrial S t r u c t u ~  c at ~ I I C  

Time o f  lrrdepcndencr 
refbgees and partition that disrupted not only industrial growth but also economic 
growth in general. Cotton and jute textiles suffered heavily from the partition as 
most ofthe sources for their raw materials went to East Pakistan (today's Bangladesh). 
With all jute mills in India, she was left with only 19 per cent ofraw jute production. 
In respect ofcotton textiles, on the other hand, Indiahad 99 per cent of the mills with 
only 60 per cent ofraw cotton production. Inflation and political strife pushed industrial 
unrest to new heights as strikes and lock-outs became rampant. It was only around 
1950, on the eve of the First Five Year Plan, that the country's economy tumed the comer. 

Check Your Progress I 

1) Tick mark ( 4 ) the correct answer : 

a) The industrial development in India prior to the First Five Year Plan beginning 
in 195 1, was confined largely to 

i) consumer goods sector 

ii) intermediate goods sector 

iii) capital goods sector 

b) Between 1939-40 to 1944-45, the public outlay increased by 

i) 40percent 

ii) 400 per cent 

iii) 100 per cent 

2) Which of the already established industries expanded during the war period ? 

(Answer in one sentence.) 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 

1 7.3 PERFORMANCES OF MAJOR INDUSTRIES AT 
THE TIME OF INDEPENDENCE 

Despite an impressive increase in the production of industries like cement, iron and 
steel, sugar and paper, the overall expansion of industrial growth was not very 
significant during the war-time. Table 7.1 reports the index of industrial production 
of some of the selected industries during 1937-1 945. The general index of industrial 

Table 7.1: General Index of Industrial Prbduction 

Industries 1937 1945 

100 142.9 

Chemicals 100 134.1 

100 196.5 

Cement 100 196.5 

Cotton Textiles 100 120.0 

100 142.9 



production, however, increased by only 20 per cent, which appears insignificant 
when compared to index of industrial production in US that moved from 96 in 
1939 to 208 in 1944 and in Canada that moved From 101 to 184 during the same 
period. 

In this section we briefly review the performances of some of the selected industries 
immediately before and after the Independence. 

7.3.1 Cotton Mill Industry 

With the outbreak of World War I India lost some iinportallt markets for her exporzs 
of cotton yam and piece goods. Mill machinery and mill stores could not be secured 
from England, which was engaged in an all-out war. The number ofcotton mills, in 
fact, declined marginally during the war. 

The Bombay mills suffered more in comparison with the mills in the inland centres. 
There were several reasons for this. The Bombay mills had come into existence in 
the early years of the development of the industry and were equipped for the 
production of the coarser types of yam and cloth. With the change in market 
conditions both at home and abroad, the production of thesevarieties had become 
less profitable than the production of finer varieties for which the newly established 
inland mills were better equipped. 

In April 1932 a TariffBoard for the cotton mill industry was set up for the second 
time to go into the question ofcontin~~ance ofprotection to the industry after March 
1933. Japanese competition was still very severe owing to the continued depreciation 
in the exchange value of the Japanese currency (yen). On its recommendation the 
ad valorem duty on non-British piece goods was raised from 3 1.25 to 50 per cent 
and the minimum specific duty on plain grey goods to 5 !A as per lb. 

The Second World War created conditions favourable for the industry's expansion. 
Protection was discontinued in 1947. In April 195 1, there were already 378 cotton 
mills in the country. The industry became the third largest in the world. However, the 
major setback to the industry came during the partition as about 40 per cent of the 
raw cotton production went to Pakistan though almost 99 per cent of the mills 
remained in India. 

7.3.2 The Jute Mill Industry 

Largely due to wartime demand, by 1942-43, the number ofjute mills in India rose 
to 1 13. Of these, 101 were located in West Bengal. But once again the partition had 
a telling effect on the fortune of the industry. The story had been similar to that of 
cotton textiles: bulk of raw jute supply went to Pakistan, while most ofthe jute mills 
remained in India. The difficullies in obtaining a steady supply ofraw jute, the 
emergence of competition from new jute mills in Pakistan and a dwindling demand 
for jute as apackaging material, all contributed to poor performance ofthe jute 
industry in India immediately after the Independence. Even the favourable demand 
effect ofthe Korean War in 1950 could not revive the industry. 

The search of substitutes for jute products in packaging was accelerated after the 
Second World War primarily because ofthe high prices ofjute manufactures. Such 
a high price itself was brought about by the excess demand forjute products during 
the wartime. The switch in demand in favour of the substitute products caused 
India's share of production ofthe jute manufacture in the world production to fall 

S 



1 

per cent in 1953-54. The proportion of exports ofjute manufacture in total exports Industrial Structure at the 
Time o f  Independence 

of India also declined from 89 per cent to 83 per cent during that period. 

7.3.3 The Iron and Steel Industry 

Attempts to introduce the European processes of iron smelting in India began in the , 

early nineteenth century. The first successful company was the Bengal Iron and 
Steel Company Ltd. The Tata Iron and Steel Company started its production in 
1908 at Jamshedpur (then known as Sakchi). Attracted by its success, Messrs- 
Burn and Company established Indian Iron and Steel Company that started producing 
pig iron in 1922 at its ~ i r a ~ u r  factory. 

On the outbreak of the Second World War, iron and steel prices came to be 
controlled by the government. Increase in the cost of production was, however, 
taken into account in fixing the price, and areturn of 8 per cent on the block capital 
was allowed. The industry responded to the wartime increase in demand by raising 
the output of steel ingots fiom 1 to 1.34 million tons. But since the productive capacity 
could not be expanded during the war, the additional production was obtained simply 
by straining the existing capacity. Thiscaused problems of rehabilitation of plants 
and machinery after the war and at the time of Independence. 

7.3.4 The Sugar Industry 

Indigenous methods of manufacturing sugar from cane were in use in India from 
very ancient times. The sugar manufactured by such methods was not, however, as 
refined as the sugar produced in the mills nowadays. Yet, there was fairly large 
demand for Indian sugar from many parts of Asia and Europe. The East India 
Company exported sugar fiom Bengal for a long time before the British Government 
decided to push the sugar grown in the West Indies. 

In 1937, the sugar mills.estab1ished the Sugar Syndicate that was ajoint marketing 
arrangement, in order to reduce excessive competition among them. This arrested 
fall in sugar prices to uneconomic levels during 1937-40. In 1942, sugar prices 
were subjected to statutory control, which continued into the post-war years except 
for a brief period of decontrol during 1947-49. During this period of decontrol, the 
Sugar Syndicate artificially raised sugar price, which led the tariffboard to reprimand 
the Syndicate in 1950. Thereafter, the Syndicate went into voluntary liquidation. 

From the mid 1930s, India was in a position to export sugar to its neighbouring 
countries at competitive prices after meeting its domestic needs. But the International 
Sugar Convention of 1937 restricted India to export sugar to only Burma in next 
five years. This restriction was relaxed temporarily in 1940 to enable India to export 
sugar to the United Kingdom. However, such exports did not materialise due to 
disagreement of the two countries over the price of exported sugar. But after the 
completion of the period of restriction, domestic demand had risen by so much that 
it surpassed the productive capacity ofthe country. Rising domestic cost ofproduction 
also took away most of the cost advantages that India had for exports. 

In 1947-48 there were about 135 sugar factories in India employing 120,000 
workers. But the sugar production being seasonal, most of these workers were 
used to be employed for only six to eight months a year.. 

7.3.5 The Cement Industry 

The organisation of the cement industry in India improved with the amalgamation of 
temlarge producers into the Associated Cement Company of India Ltd. in 1936. 
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This enabled the industry to improve both the technique of production and the 
marketing ilrrangement. At that time, the other big player in the industry was the 
Dalmia group controlling a number of cement companies. This group, however, 
remained outside ACCI cartel. 

During the Second World War, the demand for cement declined partly due to the 
fact that steel, which is a complementary material particularly for construction, was 
in short supply. However, exports of cement were arranged and this enabled to 
maintain production at a very high level. Thus, the growth of the cement industry 
during the wartime was primarily driven by foreign demand. The domestic demand 
for cement increased only in the period after the war with the upsurge in construction 
activities. On the eve of the Independence, production of cement exceeded 20 
lakh tons a year. 

7.3.6 The Chemicals Industry 

Before the First World War, there was hardly any production ofchemicals in India. 
The requirement of chemicals in the cotton textiles and paper industries were met 
entirely through imports. Disruption in imports during the First war, led to emergence 
of a few chemical plants. But these were not very efficiently planned and as aresult 
with the revival of foreign competition after the war, many of these plants turned out 
to be economically unviable. 

The Second World War once again created situations favourable for the expansion 
of the industry. Domestic production started rising as well as diversifjmg in quite a 
few chemical items. After the war many of these new chemical plants received 

. protection under the tariff policy adopted in 1945. The post-Independence period 
saw W e r  diversification in the production of chemicals in the country. 

Check Your Progress 2 

1) What do you think are the factors underlying the poor performance ofjute industry 
in India immediately h e r  the Independence? (Answer in one sentence.) 

r ..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

2) Indicate whether the following statements are true or false: 

a) The Sugar Syndicate was a joint marketing arrangement. 

b) The growth of the cement industry during the Second World War was primarily 
driven by domestic demand. 

c) At the time of independence, 40% of the raw cotton production went to 
Pakistan, while 99% of the Cotton Mills remained in India. 

3) Name the first successful iron and steel company in India. 

..................................................................................................................... 

...................................................................................................................... 

.................................................................................................................... 

........................> .......................................................................................... 
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promote industrial enterprises. They often provided technical expertise as well. The 
Indian Fiscal Commission (1 949-50) observed that industries like cotton, iron and 
steel, jute and cement came into existence in Indiaprimarily through the "zeal and 
fostering care" of the managing agency firms. The most important function of the 
managing agency firms was, however, to arrange for finance. They used to arrange 
capital not only for initial fixed capital expenditure, but also for subsequent 
reorganisation, extensions and modemisations. 

But the managing agency system containedwithin itselfpotentialities for abuse, which 
ultimately brought the system into disrepute. The interests ofthe managing agency 
firms were not in many cases coincided with that of the owners of the companies for 
which they were working. The most common case of conflict of interests was the 
target of the managing agency firm to produce and sell output levels much higher 
than could be profitably sold simply because often its remuneration was based on 
the gross output of the business. Consequently, many companies had much larger 
scale ofproduction rather than the efficient one. 

During the Second World War, rising profits in many industries enabled a number of 
managing agents to dispose of their managing agency rights at fabulous prices without 
any concern for the interests of the shareholders. This trafficking in managing agency 
rights brought into the forefront the issue of curbing the power and privilege of 
managing agents. In October 1950, the Government of India set up a Company 
Law Committee to look into this issue along with other aspects of the reform ofthe 
Companies Act. 

7.4.3 Joint Stock Company 

The joint stock company with limited liability of shareholders came into existence in 
India around 1857. One of the most remarkable venture of this type was the Assam 
Company formed in 1845 in tea plantation and manufacture. By 195 1, the number 
ofjoint stock companies had risen to over 28,000, ofwhich almost 12,000 were 
public limited companies, from around 15,000 companies in 1945. The growth in 
the number of such companies was, therefore, almost 100 per cent over six years. 
Over a thousand companies were formed in 1945 alone. On the eve of the First 
Five Year Plan in India, companies in which the government had more than 5 1 per 
cent share had also come into existence in pursuance of the new Industrjal Policy 
Resolution adopted in 1948. The paid up capital of these companies amounted to 
Rs. 26.3 crores. 

7.5 INDUSTRIAL POLICY AT THE TIME OF 
INDEPENDENCE 

To improve the weak industrial base that India mherited fiom the British due to their 
systematic neglect of industrial and diastructural development, the Government of 
India called an Industries Conference in December 1947 to consider ways and 
means to utilise the existing capacity more fully and to harness industry to the growing 
needs of the people in the independent India. The representatives of the Central and 
Provincial governments, industrialists and labour attended this Conference. To ensure 
better relations between the management and employees, a tripartite agreement 
was entered into which provided for three-year industrial truce between the 
management and workers. The government granted certain tax concessions to the 
industry in 1948-49 and passed theBill to establish the Finance Corporation of 
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industries into four categories. 

Check Your Progress 3 

1) What were the different types of organisational structure of industries in India at 
the time of Independence? (Answer in one sentence.) 

..................................................................................................................... 

..................................................................................................................... 

2) Tick mark (4  ) the correct answer : 

a) The growth in the number ofjoint stock companies during 1945-5 1 was, 

9 almost 100 per cent 

b) Company Law Committee was set up in 

9 October 1948 

k) October 1950 

i$ December 1950 

3) Define Managing Agency System. What were their main hnctions ? 

..................................................................................................................... 

.................................................................................................................... 

7.6 LET US SUM UP 

A weak industrial base and underdeveloped infrastructure marked the Indian 
economy at the time of Independence. The structure of ownership was highly 
concentrated and manufacturing industry was hardly export oriented. Moreover, 
the industry was marred by short supply of techmcal and managerial skills. 

The industrial development in Indiaprior to the First Five Year Plan beginning in 
195 1, was confined largely to consumer goids sector. Cement and iron and steel 
were the only significant intermediate-good producing industries. 

The organisation of the Indian trade and industry had traditionally been based on the 
rules ofthe caste ad the  joint family. Trading and industrial units were in most of the 
cases family-based partnerships. A peculiar organisation structure was, however, 
the managing agency which used to act as managers or agents for a company to 
discharge the functions for which the company to be managed was floated. 

7.7 KEY WORDS \ 

Ad valorem Duty : Duty or tax imposed on value. 

Managing Agency Firm : Managing Agency Firms used to act as managers or 
agents for a company to discharge its functions. 



Industrial Development i n  Tripartite Agreement : Three party agreement the parties are government to 
I n d i a  

smoothen industrial relations management and workers 
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PROGRESS EXERCISES 

Check Your Progress 1 

1) a) i b)ii 

2) Cement, textiles, iron and steel and sugar. Read Section 7.2 

Check Your Progress 2 

1) Read Section 7.3 

2) a) True b) False c) True 

3) Read Sub-section 7.3.3 

4) Read Sub-section 7.3.5 

5) Read Sub-section 7.3.6 

Check Your Progress 3 

1) Those based on caste and joint family system; managing agency system; joint 
stock company. Read Section 7.4 

2) a) i b) ii 

3) See Sub-section 7.4.2 
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UNIT 8 INDUSTRIAL POLICY. . 

8.1 Introduction 

8.2 Industries Act 195 1 
8.2.1 Objectives 
8.2.2 Provisions of the Act 

8.3 Industrial Policy Resolution, 1948 

8.3.1 Objectives 

8.3.2 Features 
8.3.3 A Critical Appraisal 

8.4 Industrial Policy Resolution, 1956 

8.4.1 Objectives 
8.4.2 Features 
8.4.3 A Critical Appraisal 

8.5 Industrial ~ i c e n s i n ~  Policy: 1970 and After 

8.5.1 Industrial Licensing Policy of 1970 
8.5.2 Policy Statements of 1973: Amendment to Industrial Policy Resolution 

of 1956 

8.6 Liberalised Industrial Policies of the Eighties 

8.7 ~ e t u i s u m u ~  

8.8 Key Words 

8.9 Some Usefbl Books and References 

8.10 Answers or Hints to Check You. Progress Exercises _ 
. . 

8.0 OBJECTIVES 

This unit gives an overview of an active role of Government of India in  the 
industrialisation of the country in the post-independence period. After reading this 
unit, you will be able to : 

appraise them critically. 

8.1. 
Industrial policy refers to the strategies adopted by a government for industrial, 
developmentin acountry. To begin with the industrial policies were generally adopted 
in the framework of (a) mixed economy, and (b) socialist planning. The aim was to 
enable the government capture the "Commanding Heights" and thereby steer the . 
economy. in the desired di'rection. In India, certain industrial policy measures have 
been taken to this effect as well. When India became independent in 1947, the 

. 
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I l~dustrial  Development 
i l l  India relations, etc. The investors were not sure about the industrial policy of the new 

national government and the industrial (and investment) climate was wrought with 
uncertainties and suspicions. The government thus called an Industrial Conference 
in December 1947 to improve matters and remove the uncertainties and suspicions 
in the minds of investors and entrepreneurs. The Conference adopted a resolution 
for industrial peace and recommended a clear-cut division of industries into the 
public sector and private sector. 

8.2 INDUSTRIES (DEV'ELOPMENT AND 
REGULATION) ACT, 1951 

To control and regulate the process ofindustrial development in the country, an Act 
was passed by the Parliament in October 1951, known as the 'Industries 
(Development and Regulation) Act, 195 1'. The Act came into force on May 8, 
1952. Though it aimed at both the development and regulation of private sector, its 
main task over the years has been to concentrate more on the regulation aspect. In 
this section you will learn its objectives and provisions. 

8.2.1 Objectives 

The objectives that the Act sought to accomplish were: (i) the regulation of industrial 
investment and production according to plan priorities and targets; (ii) protection of 
small entrepreneurs against competition from large industries; (iii) preiention of 
monopoly and concentration of ownership of industries; and (iv) balanced regional 
development with a view to reducing disparities in the levels of development of 
different regions of the economy. It was hoped that through the instrument of industrial 
licensing, the State would be able to (i) direct investment into the most important 
branches, (ii) correlate supply and demand in the domestic market, (iii) eliminate 
competition, and (iv) ensure the optimum utilisation of social capital. 

8.2.2 Provisions of the Act 

The Industries Act laid down two provisions, distinguished as restrictive provisions 
and reformative provisions. 

I. Restrictive Provisions 

Under this category come all the measures designed to curb unfair practices adopted 
by industries. These provisions were as follows: 

i) Registration and licensing of industrial undertakings 

Undertakings of all those industries, which were included in the schedule of the 
Industries (Development and Regulation) Act, 195 1, were required to be registered 
whether they come under the private sector or the public sector. Even if the existing 
undertakings intended expanding their activities, they required prior permission of 
the government. 

ii) Enquiry of industries listed in the schedule 

The responsibility of the State does not end with the registration or granting of 
licences to the undertakings. If the working of a particular industrial unit was not 
satisfactory (say, for example, there was substantial underutilisation of capacity or 
product was not up to the mark or cost of production and price were excessive), 
the government could set up an enquiry into the affairs of the particular undertaking; 
and 

I G 



iii) Cancellation of registration and licence 

If a particular industrial undertaking had succeeded in obtaining industrial licence 
and registration by submitting wrong information, the government could cancel the 
registralion. In the same way, the government could cancel the licence if the 
undertaking was not set up within the stipulated period. 

11. Reformative Provisions 

In this category, following provisions were considered 

i) Direct regulation or control by the government 
If the government felt that a particular industry was not being run satisfactorily, it 

ii) Control on price, distribution, supply etc. ; 

The government was empowered in the Act to regulate or control the supply, 
distribution and price of the product manufactured by units belonging to the industries 
listed in the schedule of the Act, if it so wished; and 

iii) Constructive measures 

To inspire mutual contidence and elicit cooperation h m  the workers, the government 
established Central Advisory Council and a number of Development Councils for 
different products. 

Check Your Progress 1 

1) What were the main objectives of the Industries Act of 195 1 ? 

Industrial Policy 

2) Indicate whether the following statements are true or false : 

a) In the provisions, the government was empowered to control supply, 
distribution and price of products of the private sector 

1 b) Prevention of monopoly was not the objective of The Industries Act. 

I Since Independence, the Government of India had announced two important 
industrial policy resolutions - one in 1948 and the other in 1956. The Industrial 
policy Resolutions of 1948 remained in vogue for 1 1 1  eight years and determined the 

I nature and pattern of industrial development in the country. Later in view of the 
circumstances prevailing, the Government announced its second Industrial Policy in 
1956, which replaced the Industrial Policy resolution of 1948. 

I 8.3.1 Objectives 

1 The chief objectives of this Industrial Policy Resolution were to : 

a) establish a social order where justice and equality of opportuni+ies could be assured 
to all the people; 

b) promote rapid rise in the standard of living of the people through exploitation of 
latent and available resources of the country; 1 7  



l i ~ d u r t r i a l  Development 
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c) accelerate production to meet the needs of growing population; 

d) provide more and more opportunities for employment. 

The emphasis was to increase the wealth of the country through rapid industrialisation 
and thus raise national and per capita income. 

8.3.2 Features 

The noteworthy features ofthis resolution were as follows: 

a) This resolution accepted the importance ofboth public and private sectors in the 
industrial economy of India. It assigned a progressively active role to the state 
and consequently the resolution adopted a two-pronged strategy- (i) expansion 
of the State sector in areas where it was operating and in new lines ofproduction, 
and (ii) allowing the private sector to subsist and expand albeit under proper 
direction and regulation. 

The Resolution divided industries into four categories thereby putting to end all 
speculation and suspicion in this regard. These categories were as under: (1) Industries 
where State had a monopoly: In this category three fields of activity were specified 
- arms and ammunition, atomic energy and rail transport. (ii) Mixed sector: In this 
category, the following 6 industries were specified - coal, iron and steel, aircraft 
manufacture, ship building, manufacture of telephone, telegraph and wireless 
apparatus (excluding radio sets) and mineral oils. However, existing private 
undertakings in this field were allowed to continue for ten years after which the 
government would review the situation and acquire any existing undertaking after 
paying compensation. (iii) The field of government control: 18 industries ofnational 
importance were included in this category. The govemment did not undertake the 
responsibility of developing these industries but considered them of such importance 
that their regulation and direction was necessary. Some of the industries included 
were- automobiles, heavy chemicals, heavy machinery, machine tools, fertilisers, 
electrical engineering, sugar, paper, cement cotton and woollen textiles. (iv) The 
field of private enterprise: All other industries (not included in the above three 
categories) were left open to the private sector. However, the State could take over 
any industry in this sector also if its progress was unsatisfactory. 

b) The Resolution emphasised the predominant role of small-scale industries for 
fuller utilisation of local resources ofthe country the generation of employment 
and reaching the goal of self-sufficiency in consumer goods. Thus, the State was 
to extend financial assistance for their expansion. 

c) The Resolution not only recognised the significance of smooth and sound labour- 
management relation, but also stressed proportionate rise in the share of labour 
to increase the industrial production, It also felt the need for labour legislation to 
ensure the working classes a fair wage and improved working conditions. 

d) The role of foreign capital in a developing economy with policies of rapid 
industrialisation was not lost sight ofby the Resolution. 

8.3.3 A Critical Appraisal 

The basic idea of this policy resolution was to control the capitalistic form of industrial 
organisation and introduce a form ofinstitutional htnework, which is called mixed 
economy.  his is a welcome feature from the viewpoint that the Government was 
allowed to take an active role in the industrialisation ofthe country rather than leaving 
the job entirely to the private sector. While there was little or no criticism on the 



Government Policy with regard to the otherpolicies, it was felt that there exists a Industrial Policy 

threat ofnationalisation with regard to the category where existing industries were 
to be allowed for ten years to continue in private sector and are subjected to take 
over by Government after a review of their performance. 

The Industrial Policy Resolution, presented to the Lok Sabha by the Prime Minister 
on the 30th April 1956, replaced the original Industrial Policy Resolution of 1948, 
which had hitherto guided the industrial policy of the government. The revised policy 
had been'announced in view of the developments in the country since 1948. The 

resolution were : the enactment of the Constitution of India guaranteeing certain 
fundamental rights to all citizens, the directive principles of State Policy; acceptance 
of 'Socialist Pattern of Society' as the objective of social and economic policy; the 
successful completion of the First Five Year Plan and the need for placing the Second 
Five Year Plan before the country with rapid economic development as its objective. 

8.4.1 Objectives 

The broad objectives ofthe Industrial Policy Resolution, 1956 were to: 

b) develop heavy industries and machine-making industries; 

c) expand public sector and to build up a large and growing co-operative sector; 

d) prevent private monopolies and the concentration of economic power in different 
Eelds in the hands of a smdl number of individuals. 

, 8.4.2 Features 

There were several salierit features of this policy iesolution including role of the 
State, classification of industries, labour-management relationship and decentralisation 
of authority of public sector enterprises. 

a) State's dominant role 

The state will progressiiely assume a predominant and direct responsibility for setting 
up new industrial undertakings and for developing transport facilities. b will also 
undertake State trading on a large scale. Besides, the policy deals with aspects llke: 
i) the provision of technical and financial assistance to industries, ii) balanced and 
coordinated development of different regions ofthe country, iii) themaintenance of 
industrial peace and harmony, and iv) accelerating the growth ofvillage and small - 
scale industries. 

b) Classification of industries 

As against four categories in the 1948 Resolution, the 1956 Resolution divided 
industries into the following three categories: 

i) Monopoly of the State. the first category, those industries were included whose 
future development Would be the exclusive responsibility ofthe State. Seventeen 
industries were induded in this category and were listed in Schedule A. These 
industries can be grouped into the following five classes: a) defence industries, b) 
heavy industries, c) minerals, d) transport and communications, and e) power. 



Industr ial  Development air transport, were to be government monopolies. In the remaining 13 industries, 
all new units were to be established by the State. However, existing units in the 
private sector were allowed to subsist and expand. 

iii Mixed sector ofpublic and private enterprise. In this section 12 industries listed 
in Schedule B were included. These were: all other minerals (except minor 
minerals), road transport, sea transport, machine tools, Ferro-alloys and tool 
steels, basic and intermediate products required by chemical industries such as 
manufacture of drugs, dyestuffs and plastics, antibiotics and other essential drugs, 
fertilisers, synthetic rubber, chemical pulp, carbonisation of coal, and aluminium 
and other non-farous metals not included in the first category. In these industries, 
State would increasingly establish new units and increase its participation but 
would not deny the private sector opportunities to set up units or expand existing 

ii~] Industries left for private sector. All industries not listed in schedules 'A' or 'B' 
were included in the thud category. These industries were left open to the private 
sector. Their development was to depend on the initiative and enterprise of the 
private sector, though even here the State could start any industry in which it was 
interested. However, the main role of the state in this category was to provide 
facilities to the private sector to develop itself 

c) Small -scale industries 

These industries provide immediate employment opportunities on a large scale; offer 
methods for a better redistribution of capital and skill, whichmight otherwise remain 
unutilised. For these reasons, among others, the State has been endeavouring to 
foster the small-scale industries by restricting the volume ofproduction in large- 
scale industries, by differential taxation or by direct subsidies and by reservation of 
certain products for small-scale sector. Financial assistance is provided for improving 

d) Regional disparities to be rectified 

The government decided to make some facilities like abundant supply ofraw mat&al; 
power and goods transport facility, steadily available through planning in those areas, 

. which were lagging behind industrially and where opportunities for large-scale 
employment are brighter. The Resolution emphasised that only by securing a balanced 
and coordinated development of the industrial and the agricultural economy in each 
region, the entire country can attain higher standard of living. 

e) Technical and Managerial Personnel 

To meet the shortage of technical and managerial personnel, the resolution encouraged 
organisation of schemes of apprenticeship training in both public and private sectors, 
and the extension of training facilities in business management in universities and 
other institutions. 

f) Labour participation in management 

This resolution provided that there should be joint consultation of workers and 
technicians, to maintain sound industrial relation and be associated with management. 

g) Decentralisation of authority 

The policy stated that there should be decentralisation of authority and they should 
pursue on business lines. In their working, public enterprises have to be given the 
largest possible measure of fieedom as they augment the resources of the State and 

- provide resources for hrther investment along the new lines of development. 



8.4.3 A Critical Appraisal Industrial Policy 

This lndustrial Policy Resolution is very comprehensive and contains the policies, 
procedures, rules and regulations, which are essential to control industrial 
undertakings and shape the pattern of industrialisation. It incorporates the fiscal, 
monetary, tariff and labour policies of the Government and its attitude towards public 
and piivate sectors. It also envisages Governmental attitude towards foreign assistance 
and import substitution. In view of all these salient features, the Industrial policy 
Resolution of 1956 may be described as an economic constitution based upon its 
political counterpart, the Constitution of India. 

However, strong criticisms were levelled against this Resolution. Critics were of 
opinion that this Policy, ifrigidly applied, could only result in imposing heavy additional 
burdens on the already over-strained, financial and administrative resources of the 
public sector and restrict the rate of economic development in these vitally important 
fields. Some argued that the Policy provided a precedent for the State capitalism 
and extinction of entrepreneurial activity in India. Some feared that the inadequacy 
of technical and managerial personnel might become a great hurdle to the State 
enterprise to run efficiently and profitably. This resolution brought to the fore that 
unless the State plays an active role in the industrialisation of the country, the evils 
that will crop up f?om time to time in a developing economy cannot be removed. 

Check Your Progress 2 

1) Tick mark ( J ) the correct answer : 

a) The first Industrial Policy Resolution was announced in 

b) This Policy Resolution emphasised on the role of 

i) private sector 

iii public sector 

iii) both private and public sectors 

2) Identify the salient features of the Industrial Policy Resolution of 1948. 

..................................................................................................................... 

..................................................................................................................... 
. . ..................................................................................................................... 

..................................................................................................................... 

3) How did the Industrial Policy Resolution classify the industries? (Answer in one 

..................................................................................................................... 

..................................................................................................................... 

4) Indicate whether the following statements are true or false: 

In the Industrial Policy Resolution of 1956, 

a) Cooperation between workers and management was emphasised. ' 

b) State's role in setting up of industries was minimised . 



Industrial Development 8.5 INDUSTRIAL LICENSING POLICY: 1970 AND 
AFTER 

There were several flaws in the working of the above Industrial Policies. First of 
all, they failed to operate in accordance with planpriorities and effectively worked 
in favour of large houses. Moreover, there was accentuation instead of reduction 
of regional disparities. In addition, the Dutt Committee (also known as the Industrial 
Licensing Policy Enquiry Committee) found that the industrial licensing policy had 
operated against the spirit of the Industrial Policy Resolution. For instance, not 
only were the existing oil refineries in the private sector allowed to continue their 
operations, fresh licences were issued to them for establishing new oil refining 

In view of the criticisms, Dutt Committee proposed a number ofmeasures to improve 
the licensing system. On the basis of the recommendations of the Committee, the 
government announced a new Industrial Licensing Policy in February 1970. This 
was followed by amendments to the Industrial Policy Resolution of 1956 in 1973. 
This section reviews these changes. 

8.5.1 Industrial Licensing Policy of 1970 

Accepting most of the recommendations of the Dutt Committee, the government 
announced a new Industrial Licensing Policy in February 1970. The main features 
of this policy were: 

i) A core sector consisting ofbasic industries catering to defence requirements 
or otherwise of national importance, was defined. It included industries divided 
into 9 sectors as follows: (a) agricultural inputs, (b) iron and steel, (c) non- 
ferrous metals, (d) petroleum, (e) coking coal, (f) heavy industrial machinery 
(specified), (g) ship-building and building of dredgers, (h) newsprint, (i) 
electronics (selected components). Such of these industries, which were 
reserved for the public sector in the 1956 Resolution would remain reserved 
for it while in all others, large industrial houses and foreign companies would 
be allowed to participate. 

iii The 1970 Policy defined another sector known as the heavy investment sector. 
This consisted of industries involving investment of more than Rs. 5 crore. 
Excepting the industries reserved for the public sector in the 1956 Resolution, all 
other industries in this sector would be opened to the private sector. This was a 
major concession to large houses and foreign companies whose role was sought 
to be limited to the core sector only by the Dutt Committee. This concession 
enabled large houses to enter into a number of luxury industries.~ 

ih) Industries involving investment bekeen Rs. 1 crore and Rs. 5 croie were included 
in the middle sectar. For these industries, licensing policy would be considerably 
liberalised and licensing procedures considerably simplified. 

iv) Industries involving investment of less than Rs. 1 crore were put in the unlicensed 
sector since their setting up would not require any licence. 

v) The 1970 Licensing Policy adopted, in principle, the concept ofjoint sector 
advocated by the Dutt Committee. It was laid down that while sanctioning loans 
or subscribing to debentures, public financial institutions should in future have the 
option to convert them into equity within a specified period oftime. Some specific 
guidelines were laid down for the purpose. Once convertibility clause was agreed 
to, the undertaking was required to appoint representatives of the lending 
institutions on company board. 



lntlustrial Policy 8.5.2 Policy Statement of 1973: Amendments to the Industrial Policy 
Reso1utio.n of 1956 

The next important Industrial Licensing Policy statement came on February 12, 
1973. Inihis policy statement, the major change announced was the adoption of a 
pew definition of 'large houses'. In the 1970 policy, large industrial houses had been 
defined as thosk having assets of more than Rs. 35 crore. The 1973 licensing policy 
adopted the definition used under the Monopolies and Restrictive Trade Practices 
(MRTP) Act according to which a large industrial house was that which had assets 
of more than Rs. 20 crore. Two recommendations of the 1970 were kept intact in 
the new policy - one pertaining to the exemption from licensing, and the second 
pertaining to the joint sector. 

proposal of the Dutt Committee for setting up the "Joint Sector". The Joint sector 
was conceived as a sector in which both the public enterprise and private enterprise 
jointly organise a production activity. In its opinion, joint sector would include units 
which have both the public and private investments, and where the State takes an 
active part in direction and control. The Committee felt that where State provides 
financial assistance to private sector to expand its activities, it should not only get a 
share in the benefits accruing after the completion of the project, but should also get 
adequate representation in management. According to the Committee, this would 
help in curbing concentration of economic power. However, the whole concept of 
joint sector was hazy and the incorporation of this concept in the Industrial Policy 
Statement rendered it hazy and ineffective. However, no serious attempts were 

1) What were the sectors defined in the Industrial Licensing Policy of 1970? (Answer 
in one sentence.) 

2) What were the amendments made to the Industrial policy Resolutionof 1956 ? 

..................................................................................................................... 

'.. 
a) In the 1970 policy, large industrial houses had been defined as thbse having 

assets of more than 

' i )  Rs. 35 crore 

b) Middle sector included industries investing 

i )  between Rs. 1 - 5 crore 

iij below Ws. 5 crore 

iii) between Rs. 2- 6 crore 



Industrial Development 8.6 LIBERALISED INDUSTRIAL POLICY IN THE 
EIGHTIES 

The Industrial Policy Statement announced by the government on July 23,1980, 
reiterated the Industrial Policy Resolution of 1956. Its objective was defined as 
facilitating an increase in industrial production through optimum utilisation of installed 
capacity and expansion of industries. It emphasised rapid and balanced 
industrialisation of the country with a view to benefiting the common man by increasing 
availability of goods at reasonable prices, large employment and higher per capita 
incomes. The major functions laid down by the new Policy Statement was solving 
the problem of shortages of major industrial inputs like energy, transport and coal. 
The Statement emphasised that the benefits of industrialisation should reach all 
segments oflhe population. For this purpose it advocated extension of preferential 
treatment to agro-based industries, promotion of economic federation through 
coordinated development of small, medium and large enterprises, dispersal of 
industries to backward, rural and urban areas, and protection of consumers against 
high prices and bad quality of goods. Stress was also placed on promoting optimum 
inter-sectoral relationships. 

In fact the process of liberalization started in mid-eighties and did not suddenly 
come about in 1990s. Several steps like exemption limit from licensing, re- 
endorsement ofthe existing capacitates etc. were taken. Some important measures 
taken are : 

i) Relaxation to MRTP and FERA Companies 

Under the pretext of expanding industrial production and promoting exports, various 
concessions were provided to companies falling under the MRTP Act (Monopolies 
and Restrictive Trade Practices Act) and FERA (Foreign Exchange Regulation Act). 
The government specified a list of 33 broad groups of industries in which MRTP 
and FERA companies were permitted to set up capacities, provided the concerned 
items were not reserved for the small-scale or public sectors. Various other 
concessions like regularisation of excess capacity and capacity re-endorsement, 
facilities to set up industries in backward areas etc. were also granted to MRTP and 
FERA companies. 

ii) Delicensing 

With a view to encouraging production, the government delicensed 28 broad 
categories of industries and 82 bulk drugs and their formulations. For these industries 
only registration with the Secretariat for Industrial Approvals was now required: no 
license had to be obtained under the Industries (Development and Regulation) Act. 
This was subject to the conditions that the undertakings concerned did not fall within 
the purview of the MRTP Act or the FERA, that the article of manufacture was not 
reserved for the small-scale sector and that the undertaking concerned was not 
located within specified urban locales. During 1989-90 some more industries were 
delicensed. 

iii) Minimum Economic Scales of Operation 

Another important concept introduced in the field of industrial licensing was that of 
minimum economic level of operation. This was introduced in 1986. The idea was 
to encourage realisation of economies of scale by expansion of existing installed 
capacities ofundertakings to minimum economic levels of operation. With this 
objective in view, minimum economic capacities (MECs) were specified for 108 



these MECs if they fell short ofthe latter,During 1989-90 MECs were specified for Industrial Policy 

some more industries. 

iv) Incentives for Export Production 

Vhous concessions were announced by the government in its industrial policy and . 

export-import policy fi-om time to time to promote the expansion of exports. Also 
MRTP and FERA companies were permitted if the product is predominantly for 
exports. In addition, the government identified some industries, which were specifically 
important from export angle. These industries were allowed 5 per cent automatic 
growth per annum, up to a limit of 25 per cent in aplan period over and above 
the normal permissible limit for 25 per cent excess production over the authorised 

v) Enhancement of Investment Limit for SSI Units and Ancillary Units 

The July 1980 Statement fixed the investment limit for small-scale industries at 
Rs. 20 lakh and for ancillary units at Rs. 25 lakh. A government notification issued 
in April 1991 raised the investment limit for both of them. The investment limit for 
tiny units was raised fkom Rs. 5 lakh to Rs. 25 lakh. The investment limit for small- 
scale industry was reduced to Rs. 1 crore in 1999. 

Check Your Progress 4 

1 )  What were the two steps taken regarding liberalisation of licensingpolicy in the 

..................................................................................................................... 

..................................................................................................................... 

2) What incentives for export promotion were laid down in the Industrial Policy in 

..................................................................................................................... 

..................................................................................................................... 

8.7 LET US SUM UP 

The unit discusses that to control and regulate the process of industrial development 
in the country, the 'Industries (Development and Regulation) Act, 195 1 ' was passed 
by the Parliament in October 1951, that came into' force on and fi-om May 8,1952. 
This laid down two broad provisions, known as restrictive provisions and reformative 

Before this Act was passed, the Government of India announced its first Industrial 
Policy Resolution in 1948. With an aim to promote growth and industrialisation with 
social justice, it divided industries into four sectors: State monopoly, mixed sector, 

no mention of the regulated sector. But, importance of small-scale industries and 
healthy worker-management relationship were recognised. 

The 1970 Licensing Policy defined the heavy investment sector that consisted of 
industries involving investment of more than Rs. 5 crore. In the Industrial Licensing - 
Policy statement in 1973, the major change announced was the adoption of a new 
definition of 'large houses'. The large industrial houses had been defined as those 



crore specified in the 1970 policy. At thGsarne time, certain important amendments 
to the 1956 Resolution were introduced. In the new Policy Statement of 1973, the 
government accepted the proposal of the Dutt Committee for setting up the "Joint 

I Salient features of the Industrial policies in the 1980s were measures towards 
delicensing and provision for incentives for export production. Moreover, to 
encourage realisation of economies of scale by expansion of existing installed 
capacities of undertakings to minimum economic levels of operation, minimum 
economic capacities (MECs) were specified for 108 industries. 

I Industrial Development in  . .. having. Assets ofmore than Rs. 20 crore, in contrast to assets ofmore than Rs. 35 

I Sector". 

8.8 KEY WORDS 

Core Sector: The sector consisting of industries that cater to defence requirements 
or are otherwise of national importance, such as iron and steel, petroleum, ship- 
building, newsprint. 

FERA: The Foreign Exchange Regulation Act (FERA) empowered the Reserve 
Bank ofIndia to regulate activities of foreign companies and foreign nationals in 
India. 

Joint Sector: Sector in which both the public enterprises and private enterprises 
jointly organise a production activity. . 

Middle Sector: Sector consisting of industries having investment between Rs. 1 
and 5 crore. 

Mixed Sector: Sector in which both private and public enterprises are allowed to 
operate. 

Monopoly: Single producer of a good. 

Small-scale Industry: Industry that is operated with 10-1 5 hired labour. " 
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9.0 OBJECTIVES 

The new industrial policy (NIP), in operation since 1991, marks a big departure 
fiom the old policy. The changes in the industrial scene, it involves, are expected to 
reshape the entire economic life in a profound way. After reading this unit, you will 
be able to: 

discuss the various features of this policy; 

work out their implications for the industrial development of the country; and 

assess the policy in terms of its likely contributions to the solutions of the many 
serious problems India faces. 

9.1 INTRODUCTION 

. In the previous unit, you have learnt about the industrial policy resolutions adopted 
in India since Independence till eighties. Nineties marked a big departure fiom the 
old policy. The new policy was announced in two parts. The first part, announced 
on 24th July 1991, concerned the large industries including the medium-sized 

. ipdustries: The second part, announced on 6th August 1991, dealt with the small 
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industries. The major policy formulation which has remained the building bloc, was, 
however, as discussed in the previous unit, the one announced in 1956, that followed 
the first policy-statement in 1948 immediately after the Independence. Subsequent 
announcements were by and large in the nature of minor changes in one or the other 
part or parts of the 1956 policy, largely to meet the problems faced in the years 
when these changes were made. These policy statements were made first in 1973, 
and then in 1977,1980,1985 and 1986. All these together did amount to some 
significant modification ofthe 1956 policy. But the essence ofthe 1956 policy was 
kept unchanged. However, the policies adopted were severely criticised. It was 
argued that these industrial policies have generated inefficiencies, under-utilisation 
of capacities, mismanagement, red-tapism etc. and a shift in the industrial policy 
was envisaged. Consequently we saw a new industrial policy in 199 1. It needs to 
be mentioned here that it was nut only the criticism but the surrounding international 
and national environment also led to shifts in policy towards liberalisation. 

The Indian economy was in fact never under such severe strain as it was during 
1990-9 1. The international factors like Gulf War, disruption of USSR and the 
uncertain political situation at the Centre brought about a considerable derating of 
India-s credit worthiness in world finance markets, which led to critical balance of 
payment position in the country. Foreign exchange reserves came down to an 
extremely critical level between July 1990 and June 199 1 within the economy many 
disturbing factors like double-digit mflation along with delay in the implementation of 
the medium term adjustment package and the absence of the political stability on the 
domestic front further aggravated the strain to the Indian economy. Under such 
disconcerting features of the Indian economy, the Government took measures, one 
after another, and announced certain policy decisions in an attempt to redress the 
current economic difficulties. These included new industrial policy, exim policy, exim 
scrips, a policy for small scale and cottage industries, devaluation of the rupee and 
so on. All these policies represent as a full package policy reform to aim at quick 
revival of the momentum of the Indian economy. 

Among the policies, which aim to liberalise the whole economy, the new industrial 
policy occupies the foremost place with an aim to raise industrial efficiency to the 
international level and, mainly through it, to accelerate industrial growth. The new 
industrial policy statement placed before the parliament on July 24,199 1, related to 
the following areas : industrial licensingpolicy, foreigninvestment, foreign technology 
agreements, public sector policy and Monopolies and Restrictive Trade Practices 
(MRTP) Act. The basic objectives of these policies, was to raise the eficiency and 
accelerate industrial growth. 

9.2 ENDS AND MEANS OF THE POLICY 

The new industrial policy sets two main objectives for itself. First was to create an 
environment for a progressive economy. The second was to make use of the market 
to foster industrial growth. Let us discuss these objectives in brief. 

The overall aim of the policy has been to achieve a sort of development, which 
makes industries dynamic in their growth and which renders justice to the people. 
According to the policy statement, it aims at building a society wherein India grows 
as part of the world economy and not in isolation. In terms of concrete economic 
tasks and programmes, the policy aims at such important areas as the following: 
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Industr ial  Development utilising hlly the indigenous capabilities of entrepreneurs; fostering research and 
development efforts for the development of indigenous technologies; mising investments; 
improvements in efficiency and productivity; controlling monopolistic behaviour; 
assigning the right areas for the public sector undertakings; and ensuring welfare as 
also skills and facilities to the workers to enable them to deal with the inevitability of 
technological change. As for the external sector is concerned, while the policy 
continues to pursue the goal of self-reliance, it places greater emphasis on building 
up of our ability to pay for our imports through our own foreign exchange earnings. 

In achieving the various aims, the policy envisages the use of market in a big way. It 
intends to dismantle the restrictive and regulatory system and thereby unshackle the 
industrial economy from the cobwebs of unnecessary bureaucratic control. The 
allocation of resources among industries in respect of type of industries, size of their 
scale and the nature of products, will be determined by the market prices. This 
fkeedom will also foster competition among the entrepreneurs. It is also intended to 
develop capital markets so as to provide avenues of financial resources for the 
entreprenem. This involves the emergence of a variety of financial instruments like 
loans, shares, debentures etc. The policy also provides an easy entry to the foreign. 
direct investments (i.e., equity capital) and technology. Even foreign private trading 
houses have been assigned an important role in the expansion of India's exports. 
Role of the public sector, however, is limited to some essential sectors of the industry. 
The upshot of the whole set of means is that the market and the private entrepreneur 
and not the bureaucrat will govern the industrial development, with public sector 
undertakings (PSUs) providing the support, albeit indirectly. 

. Check Your Progress 1 

1) Tick mark ( J ) the correct answer : 

a) The Industrial Policy Resolution that has remained the building bloc of the 
industrial policy till date, was announced in 

b) The New Industrial Policy was announced in 

9 July 1990 

ni June 1991 

if) July 1991 

2) What are the main objectives of the New Industrial Policy ? (Answer in one 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

9.3 FEATURES OF THE NEW INDUSTRIAL POLICY 

There are several salient features of the New Industrial Policy that dc:serveparticular 
attention. These include steps taken towards greater marketisation of the industrial 
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industrial activities to rural and backward sectors of the economy; to redefmdpublic 
sector activities; and to create an environment conducive to direct foreign investment. 

9.3.1 Strengthening Private Sector 

A major step towards a greater marketisation of the industrial economy is the 
abolition of the licensing system for a large number and a large variety of industries. 
NIP changes the set-up of the country towards a greater role for the private sector. 

a) Larger Scope 

Besides the existing industries in the private sector, some provisions in the Policy 
amount to an enlargement of the field of operation for the private sector. The 
contraction in fields for the operation of the public sector, for example, leaves open 
more space for the private sector to operate. A number of activities, which have so 
far been exclusively in the realm of the public sector, have now been thrown open to 
the private sector. The public sector has now been left with only six reserved industries, 
with the remaining eleven having been thrown open to the private sector. These 
include aircraft manufacture, air transport, ship-building, processing of non-ferrous 
metals, iron and steel, generation and distribution of electricity, telephones and 
telephone-cables, telegraph and wireless apparatus, heavy castings and forgings of 
iron and steel, heavy plant and machinery required for iron and steel production for 
mining and heavy electrical plant, including large hydraulic and steam lubines. Besides 
these old industries, there will be new industries that will come up in the private 
sector. In addition to this the expansion in the private sector will take vlace on 
account of the increase in the number of industries wherein foreign equity or foreign 
direct investment is now allowed. The number of such group of industries 1,- 34, 
which includes hotels and tofism industry, all food-processing industries. 

b) Dismantling of Controls 

The privaie sector has further been strengthened as it has almost been fieed fiom 
the govenlment restrictions in respect ofits functioning. The industrial licensing reqwred 
for the creation of industrial capacities or investment, has been abolished for all 
projects except for 15 specified groups. These areas pertain to industries related to 
security and strategic concerns, social reasons, hazardous chemicals and overriding 
environmental reasons, and items of elitist consumption. The exemption from licensing 
also applies to all substantial expansion of existing units. There is again no restriction 
on broad banding or producing any product as long as additional investment in plant 
and machinery is not involved. As a consequence, the industries are not required to 
register themselves with the government. They are only required to file an information 
meniorandum on new projects and substantial expansion. Similar facilities are also 
available for other industries as well if agreements pertaining to the transfer of foreign 
technology do not require the expenditure of free foreign exchange. The entry of 
foreign investors in the country with equity share up to 5 1 per cent is allowed with 
no limitation. All this amounts to the use ofmarket-related prices and incentives, 
rather than government-administrative fiat for making commercial decisions. The 
private sector has thus been expanded and the activities have been marketised. 

9.3.2 Dispersing Industries 

ilnotlier feature of the NIP, which is significant for the economy bears upon the 
location of new industries. The provisions in respect of this aspect are to ensure 
dccentralisation of the industria I activities geographically. 

Tlic thrust ofthe policy is to shift industries away from big congested cities tolhe 



l ~ ~ d u s t r i a l  Development 
in India. rural and backward areas. For example, in respect of locations other than cities of 

more than 1 million population, the industrialist will not be required to obtain industrial 
approval fiom the Central Government except for industries subject to compulsory 
licensing. However, regard to such cities (i.e., with population greater than 1 million), 
which require industrial regeneration, a flexible location policy would be adopted. 
In the big cities with population greater than 1 million, industries other than those of 
non-polluting nature such as electronics, computer software and printing will be 
allowed outside 25 km of the periphery, except in prior designated industrial areas. 
Incentives (in the form of cheap land and credit) are also thought of as instruments 
to attract industries to village and backward regions. 

The new industrial policy also favours the expansion of agro-based industries near 
the f m i n g  areas. In the sphere of small industries and rural industries, a number of 
provisions have been made to ensure their development in small towns and villages. 

9.3.3 Limiting the Role of  Public Sector 

In view of the many problems the public sector undertakings (PSUs) suffer from 
such as very low rate of return on the capital invested insufficient growth in 
productivity, poor management etc., the new industrial policy seeks to reexamine 
their placing in the economy. A broad f i d e  has also been indicated within which 
the PSUs are to function. 

a) Unsuitable Areas 

The policy pinpoints the areas, which being not fit for the PSUs, are to be vacated 
by them. One is a set of sick industrial units, which the public sector took over and 
which accounts for almost one-third of the total losses of Central Public enterprises. 
There is another group ofpublic enterprises, quite large many in numbers, which are 
engaged in producing consumer goods and services. These do not fit into the original 
perception of PSUs, which are to be at the commanding heights of the economy. 
Besides, the policy promises to make a review of the existing portfolio of public 
investments with greaterrealism. It is mentioned that this review will be in respect of 
industries based on low technology, small scale and non-strategic areas, inefficient 
and unproductive areas, areas with little social considerations, and areas where the 
private sector has developed suficient expertise and resources. 

b) Suitable Areas 

The Policy at the same time identifies quite a few priority areas for growth ofpublic 
sector in the hture. These areas coverthe following: essential infrastructure goods 
and services; exploration and exploitation of oil and mineral resources; technology 
development and building ofmanufacturing capabilities in areas, which are crucial in 
the long-term development of the economy and where private sector investment is 
inadequate; manufacture of products where strategic considerations predominate 
such as defense equipment. 

In this light, the policy has listed six industries, which are to be reserved for the 
public sector. These are: defense products, atomic energy, coal and lignite, mineral 
oils, railway transport, and minerials relating to the atomic energy. While these are 
the reserved areas, it is also stated in the policy that the public sector will not be 
barred from entering areas not specially reserved for it. 

6 )  Improving Efficiency of PSUs 

The major concern for PSUs expressed in the industrial policy has been their poor 
performances and low level of efficiency, Accordingly, it emphasised on measures 



to make these enterprises more growth-oriented and technically dynamic. Units that New Industrial Policy and 
Economic Reforn~s- 

may be faltering at present but are potentially viable must be restructured and given 
anew lease of life. It is also emphasised that the government will strengthen those 
public enterprises, which fall in the reserved areas ofoperation or are in high priority 
areas or are generating good or reasonable profits. It is provided that such enterprises 
will get a much greater degree of management autonomy through the System of 
Memoranda ofunderstanding, specifjrlng the rights and obligations of the enterprises 
and the government. More importantly, it has been envisaged that competition will 
be inducted in these areas by permitting private sector also to participate in these 
activities. In the case of selected enterprises, part of government holdings in the 
equity will be disinvested in order to provide further market discipline to the 
performance of public enterprises. 

d) Extending the MRTP Act 

In an unprecedented move, the new policy extends the jurisdiction of MRTP Act to 
the public enterprises. This will be a legal safeguard against the working of PSUs to 
the detriment ofpublic interest in respect of monopolistic, restrictive and unfair trade 

9.3.4 Liberalisation of Foreign Investments 

The new policy expects significant contributions fiom foreign entrepreneurs in the 
fields of investments, trade and technology. For this liberal provisions have been 
made for their easy entry into the industrial scene ofthe country. 

The entry of foreign investors in the form ofdirectlequity investment has been allowed 
up to 5 1 per cent of the total investment in a project (as against 40 per cent before). 
This majority ownership will enable foreigners to control the working ofthe enterprises 
in which they invest. The areas in which these investments are to be invited are high 
priority industries, requiring large resources and advanced technology. The agreements 
between foreigners and Indians in respect of these projects will get automatic approval 
fiom the government. The entry of foreign investors in these industries up till now 
has been given (up to 40 per cent of equity) but only on a case by case basis, that is 
on adiscretionary basis. Now the entry will face no bottlenecks. Th~s  will make the 
Indian policy on foreign investment transparent, and it is hoped that such a flamework 
will make it attractive for companies to invest in India. 

Apart from foreign direct investments, the new policy also seeks help from foreign 
trading companies in the field of exports fiom India. It is stressed in the policy that 
the promotion of exports of Indian products calls for a systematic exploration of 
world markets, which is possible only through intensive and highly professional 
marketing activities. The policy further states that to the extent the expertise ofthis 
nature is not well developed so far in India, the Government will encourage foreign 
trading companies to assist us in our export activities. To get an access to the world 
markets as also to attract foreign investments and advanced technology, the 
Govermnent is to appoint a special board to negotiate with the worlds7 largest industrial 
manufacturing and marketing firms. 

The industries in which the approvals of foreign investments and foreign technology 
have been made automatic are important ones for the Indian economy. These industries 
are: metallurgical industries; boilers and steam generatmg plants; electrical equipment; 
teleconnmunication equipments; transportation; industnal machinery; agricultural 
machinery; industrial instruments and chemicals; other fertilisers. These industries 
are largely in the nature of those producing capital goods as also those basic materials, 
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injecting new and most modem products. These require large investments and the 
most advanced technologies. 

9.3.5 Foreign Technology 

I 
- The entry of foreign technology too has been made easy in the new industrial policy. 

I There is a provision that allows automatic approval fortechnology agreements related 
I to high priority industries. Similar facilities will also be available for other industries 
I 

if such agreements do not require the expenditure of free foreign exchange. Further, 
it is also provided that no prior clearance would be required for the hiring of foreign 
technicians and foreign testing of indigenously developed technologies. With no 
interference by the government, it is hoped that Indian business will develop 
relationshp with the supplias of foreign technology (as also foreign investors) on a 
continuing basis and make their decisions on the bases of commercial considerations. 
It is hrther hoped that the Indian businesses will make necessary efforts to absorb 
foreign technologies by devoting larger h d s  to research and development. 

I 
I 

9.3.6 Controlling Monopolies 

The restrictions on the functioning of monopolies, embodied in the Monopolistic 
and Restrictive Trade Practices Act (MRTP Act) in operation since June 1970, 
have also been removed. Instead emphasis now is on tackling the undesirable 
monopolistic activities. 

a) Removal of Asset Limit 

ln terms of the position so far, the companies with assets of Rs. 100 crores or more 
were required to seek government's prior approval in respect of a number of their 
activities. These activities pertain to the expansion of existing firms, the establishment 
of new undertakings, mergers, amalgamations, and takeovers. They had even to 
seek permission from the government for appointment of certain directors of these 
companies. Restrictions also existed in respect of the acquisition of and transfer of 
shares of these companies, The new industrial policy does away with the concept of 
asset limit itself. This eliminates the requirements of prior approval of the Central 
Government in respect of the activities concerning expansion, new undertakings 
etc. This change only removes procedural delays because in the past MRTP 
companies were rarely r e h e d  to set up new project or expand the existing ones 
etc. The change thus conforms to the reality. But in doing so, the companies have 
been saved fkom the time-consuming procedures, involving heavy costs in seeking 
and getting approvals for their proposals. 

b) Curbs on anti-social activities 

The emphasis has now shifted to taking appropriate action against monopolistic, 
reqtrictive and unfair trade practices on the part of monopolies. These dominant 
uddertakings or monopolies have now been identified as those who control over 25 
per cent share of the market. In fact, from this angle the new industrial policy has 
widened and strengthened the provisions of the MRTP Act, and their implementation 
through the Monopoly Cornmlssion. For example, the public sector undertalungs, 
hitherto outside the purview of this Act, have been brought within the orbit ofthis 
law. The shares too have been included within the definition of 'goods'. Further, chit 
funds and dealings in real estate have also been brought within the definition of 
services. This way the malpractices in these fields will get another avenue ofredressal, 
besides regular courts. The new policy also provides for the st;engthening ofthe 
MRTP commission so that it can undertake more effectively the investigation of 
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other classes of consumers. 

9.3.7 Promoting Small Sector Industries 

The new industrial policy for the small sector industries. Announced on 6 August 
1991, envisages a number of changes in the old policy, with a view to making them 
strong and viable units. 

In this connection it may be useful to have an idea of the constituents of the small 
sector. These are of varied nature but have been put together under one head Small 
Scale Industries (SSI). Sometimes these are grouped under the title small scale, 
khadi and village industries. The constituents ofthis sector are : small industrial units 
(with investment in piant and machinery up to Rs. 60 lakhs; ancillary units with 
investment in plant and machinery up to 75 lakhs; tiny industrial units with investment 
in plant and machinery up to Rs. 5 lakhs); handloom; handicrafts; khadi and village 

The most important feature ofthe policy is the four-point scheme to provide financial 
support to the SSI sector. First of all, it tries to ensure the supply of adequate flow 
of credit to these industries to meet their entire needs on a normative basis, i.e., in 
terms ofwhat ought to be,their needs. It marks a departure from the old policy of 
concentrating on providing cheap credit. Besides providing credit-needs of industrial 
units, this provision also includes identification of select industries in large clusters, 
which would be provided financial support by Small Industries Development Bank 
of India (SIDBI). 

Second, the new policy allows equity participation by other or non-SSI industrial 
undertakings in the SSI-sector, up to 24 per cent of the total shareholding. This is 
being done to provide small units access to the capital market and to encourage 
modeinisation, technical upgradation, ancillarisation (i.e., producing for the non- 
SSI firms) and sub-contracting (i.e., taking on the work in parts on contract basis 
from the main contractor). 

Third, a limited partnership is to be allowed which would limit the financial liability of 
the new and non-active partnerslentrepreneurs to the extent of capital invested. 
This would enhance the supply of risk capital to the SSI sector. 

Fourth, provisions have been made to ensure speedy payments arising fiom the sale 
ofproducts of the SSI sector. One such provision, called factoring service, involves 
payments to the SSI by SIDBI and/or by agenkies to be operated by commercial 
banks' before these are collected from the buyers by these agencies. This will, to a 
great extent, solve the problems of the delayed payments to the small sector by the 

The new policy also provides for the supply of raw materials and marketing facilities 
to the SSI units. As far as indigenous raw materials are concerned, the SSI units 
would be accorded priority by the government while allocating these materials. It is 
also to be ensured that the small sector gets adequate and fair shai-e of the raw 
maiirials available, both indigenous and imported. However, it will be seen that in 
so doing the entry of new units in the small sector is not adversely affected. As for 
marketing, the policy envisages market promotion of their products to be undertaken 
by cooperatives, public secto; institutions and other professional agencies. 
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Village Industries 

For the first time these sectors of the small industries have been treated with special 
measures. Conceived as a package, these consist of several schemes and facilities. 
The existing schemes for the handloom sector are, for example, proposed to be revised 
under three major heads: project package scheme under which the area-based 
approach will be adopted to improve technology and marketing facility; welfare 
package scheme under which the number of welfare schemes will be increased and 
the h d s  earmarked for them substantially augmented; schemesforparticipation in 
the share capital will be redrawn for imparting a better management system. 

As for the "handicd sector", the policy envisages setting up of "C& Development 
Centres'' to offer the following facilities: supply ofraw materials, design and technical 
guidance, marketing support, training and procuring ofrelated inputs in an integrated 
and area-based manner. Measures are also proposed to increase exports of 
handicrafts through new marketing channels like trading companies, departmental 
stores etc. In respect of khadi and village industries, the policy promises to initiate 
measures to encourage activities related to Research and Development and better 
flow of credit from the financial institutions. In promoting all these activities the 
policy lays greater emphasis on the q d t y  and marketability ofproducts in accordance 
with the consumer preference, rather than merely on rebates and subsidies. 

Check Your Progress 2 

1) Tick mark ( J ) the correct answer: 

a) The New Industrial Policy allowed equity-share of foreign investor 

i )  upto 5 1 per cent 

ii) upto 40 per cent 

iiii upto 3 1 per cent 

b) The industrial licensing has been abolished for all projects except for 

i )  25 specified groups 

iii 15 specified groups 

iiii 5 specified groups 

2) How do you think the new industrial policy has widened and strengthened the 
provisions of the MRTP Act of 1970? 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 

3) Indicate whether the following statements are true or false : 

a) The new industrial policy emphasised on strengthening ofprivate sector and 
dispersing of industries. 

b) The role ofthe public sector has been restricted to only some essential sectors 
of the industry. 

9.4 SHORTCOMINGS OF THE NEW INDUSTRIAL 
POLICY 

While the NQ' has much to promote growth and efficiency, it has paid little aitention 



to a number of serious problems. As such the industrial scene still continues to be New Industrial Policy and 
Economic Reforms 

marked by some highly unsatisfactory features. These include setting no target for 
employment growth, absence of exit policy for the entrepreneurs, and making no 
effort for inducing R&D. In this section we discuss these shortcomings at length. 

9.4.1 Overlooking Employment 

The important aspect of the economy, which has beenneglected in the NIP is that of 
generation of employment to match the increase in the labour-force. This is particularly 
so in the organised sector comprising of large and medium industries. The NIP 
seems to turn its focus away from this problem and displays the same fetish for 
growth alone, as has been the case during the eighties. The industries like the 
petrochemicals, chemicals and allied products and electrical machinery and 
appliances, which were the prime movers of industrial growth in the eighties continued 
to be in the lead even at present. These industries are technologically rigid in terms 
of factor proportions. Hence employment-generating capacity of these industries is 
limited. Again, the industrial growth in the eighties has been more capital-intensive, 
energy-intensive and import-intensive. All these characteristics indicate the low labour 
absorption capacity of the industrial growth. 

Unfortunately, the NIP is almost silent in specifjlingmeasures to rectifL this lopsided 
industrial structure, which is marked by chemical-based industries and consumer 
durable industries. These are the industries in which we do not have comparative 
advantage. Equally importantly, there is little provision to shift the emphasis on to 
industries related to basic metals and alloys and machinery and machine tools. These 
are the industries in which we have comparative advantage and which are 
employment intensive. Rather than increasing employment, the NIP may actually 
nrorsen it. The foreign investments, along with foreign technologies that the NIP 
allows almost fi-eely, can do little in this regard because these are capital-intensive in 
nature. Expressed in terms of the lack ofspecific measures for increasing employment, 
it amounts to saying that as before the employment will be a byproduct of industrial 
growth of the type, which prevailed during the eighties. 

9.4.2 Neglect of ~ i n k a ~ e s  Between Industry and Agriculture 

In its i-atheiover-concern for liberalisation, the NIP seems to have ignored some 
very important matters about the pattern of industrial development. One is the need 
to reorient the industrial production so as to conform it to the country's endowments 
or potentials. Another important matter, overlooked by the NIP, concerns the linkages 
between the industry and agriculture. The petrochemicals, and chemical-based 
industries, which at present occupy ahigh position in the industrial scenario, have 
little to offa by way ofproviding links with agriculture. This brings in the question of 
agriculture-based industries, which take machines fi-om industrial sector and raw 
materials andmaripower from the rural sector, and gives to both a variety of items of 
consumption. Besides, these industries can produce much for exports. But 
unfortunately this industry has not received any special mention in the NIP. 

9.4.3 No Exit Policy 

One serious drawback of the NIP is the lack ofprovisions facilitating exit for the 
entrepreneurs. You will learn about the exit baniers in detail in Unit-33, Block- 10. 
There are many removals/relaxations of restrictions, which make for easy entry into 
industry. But there is very little to get out if the business goes into losses and there is 
no hope ofrecovery. This facility to stage exit is all the more necessary for the old 

, weak units because with the entry of large many new industries they will be under 



Industrial Development great strain. An exit policy is, in fact, essential also for the new entrants, for no 
rational producer can be expected to enter a market, which he may not be able to 
exit, when going is not good, or when he wants to change over to a more profitable 

9.4.4 Little Incentives for R&D 

The NIP seems to confine to the liberalisation of the environment for dynamic industrial 
development. This, no doubt, is important. But no less important is the role ofresearch 
and development in making industry innovative in respect of the resource-use, 
processes and products and their marketing. Two key factors in this field have been 
left out. One is in respect of the size of resource and sources from which these 
activities are to be financed. In these fields both the private and the public sectors 
have to contribute a lot, with greaterparticipation by the latter. There is, however, 
nothing about it that has been included in the NLP. Another issue in this field concerns 
the question of the intellectual property rights i.e., protection of the inventions in the 
form of patent, trade mark, and copyright. 

Check Your Progress 3 

1) List the shortcomings of the New Industrial Policy. 

..................................................................................................................... 

..................................................................................................................... 

..................................................................................................................... 
2) Indicate whether the following statements are true or false : 

a) In the New Industrial Policy, restrictions on entry into the industry have been 
relaxed. 

b) The New Industrial Policy has encouraged the firms to undertake investment 
in R&D. 

9.5 LETUS SUMUP 

The new industrial policy, announced in 199 1, to give a fillip to the industry amidst 
the severe economic crisis, has many notable and well-sought features. These include 
steps taken towards greater marketisation of the industrial-economy by dismantling 
controls; to ensure decentralisation of the industrial activities to rural and backward 
sectors of the economy; to redefine public sector activities; and to create an 
environment conducive to direct foreign investment. At the same time, it has paid 
little attention to a number of serious problems. For example, it has not set any 
target for employment growth, which has always been a concern for policy making. 
Similarly, no provisions for exit policy for the entrepreneurs, for inducing firms to . 
undertake R&D, have made this policy ineffective to a great extent as a means to 
achieve its target of transforming the economy into a progressive one. 

9.6 KEY WORDS 

E M M  Policy: Policies regarding export and import. 

Monopolies and Restrictive Trade Practices Act: The Monopolies and 
Restrictive Trade Practices Act of 1970 was formulated with an aim to curb 
monopolistic practices, restrictive trade practices and unfair trade practices by firms. 
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10.0 OBJECTIVES 

This unit gives an account of the pattern of industrial growth since independence. 
On going though it, you will be able to: 

a comprehend industrial growth till mid-1960s; 

a understand deceleration and stagnation thereafter; and 

a know pattern of industrial growth during the reform period. 

I 

10.1 INTRODUCTION 

Rapid i n d h a l  growth of domestic industries with diversification of industrial structure 
is essential for sustainable economic growth and prosperity. This was realised fiom 
the very First Five Year Plan (1 951 -55) and set the tone of the industrial policy in 
India since Independence. But after fifty years ofplanning, though India has achieved 
a very diversified industrial structure, its growth performance leaves much to be 
desired, both with regard to level of growth rate and its stability over time. During 
the period fiom the First Five Year Plan till the reforms and structural adjustment 
programmes in the early 1990s, three phases of growth can be distinguished : rapid 
growth till mid-1960s; stagnation thereafter that continued till late 1970s; and, 
industrial recovery in the 1980s. In the last decade of this century, industrial growth 
has been rather cyclical particularly after 1996, despite the implementation of 
deregulation and liberalisation policies aimed at removing policy constraints on better 
industrial performance. 



Five Year PlaniPeriod Growth Rate 

Target Actual 

I 1951-52 to 1955-56 7.0 7.3 

I1 1956-57 to 1960-61 10.5 6.6 

I11 1961-62 to 1965-66 11.0 9.0 

10.2 INDUSTRIAL GROWTH DURING 1951 - 65 Industrial Growth 
and Pattern 

In this section the industrial growth pattern during 195 1-65, has been discussed. 
This is the period that covers first three Five Year Plans in India, and features building 
up of strong industrial base in India. The industrial performance is discussed in the 
following two subsections, both in terms of overall growth pattern and diversification 
of industrial structure. 

10.2.1 Overall Growth Pattern 

The overall industrial growth achieved during this period is shown in Table 10.1. 
The growth rates had been quite impressive during this period hovering around 7.6 
per cent per annum. Growth rates during the last five-year of this period, the Third 
Plan period (196 1-65) was remarkably high at 9 per cent per annum. But despite 
such a commendable performance, except in the First Five Year Plan, industrial 
growth rates actually achieved could not meet the target growth rate. This has in fact 
been the feature of industrialisation throughout the fifty years ofplanning in India. 

Table 10.1 : Growth Rates of Industrial Production 

Source: Economic Survey 

Table 10.2 Shows the growth ofNet Value Added (NVA) and ]Vet Value of Output 
(NVO) of industry groups. The growth rates in NVA are calculated with two 
beginning-periods : one in 1956-57 and the other in 1959-60. Regardless of such 
choice of the beginning-period, electricity recorded highest growth rate whereas 
mining and quarrying and the manufacturing sector had more or less similar growth 

were footwear, basic metals, non-electrical and electrical machinery. Moreover, 
except basic metals, these industries had higher growth rates when 1959-60 is taken 
as the beginning period in place of 1956-57. This means that growth rates picked 

Metal products, transport equipments, chemical products, beverages and paper & 
paper products also recorded high growth rates well above the overall industry 
growtl~ rate. For industries like food, tobacco, wood and cork, rubber products 
and leather, on the other hand, choke of beginning period seems to be important. 
Comparison ofgrowth figures in Columns 2 and 3 indicates that their performances 
in 1960-65 were rather dismal. What emerges is that the annual growth rates in 
these industries during 1956-59 were much higher than the average annual growth 
rates during 1956-65. 

10.2.2 Diversification and Sectoral Growth 

At the beginning of the First Plan, the industrial development in India was confined 
1; ,ely to the consumer goods sector. The important industries were cotton textiles, 
SL Ir, @!t. soap, leather goods and paper. Industries ~ r o d u c i n ~  intermediate products 



Industrial Development in  Table 10.2: Growth Rates of Industry Groups: 
Net Value Added & Net Value of Output 

Source : I.J. Ahluwalia, 1985. 

like coal, steel, power, non-fmous metals and chemicals had very small productive 
capacity, whereas capital goods production had only made a start. 

From the Second Plan, under the influence of P.C. ~ahalanobis, self-reliance through 
development ofheavy industries was emphasised upon. Major steps were taken to 
establish machine tools industries, heavy electricals, machine building and other heavy 
engineering industries. With a substzfhtial increase in output of chemicals coupled 
with the introduction of new chemical products, the chemical industry grew quite 
rapidly. Metal-based and transport equipment industries grew rapidly as well, whereas 
the chemical-based industries grew at a stable rate of around 9 per cent per annurn 
during 1956-60. As a consequence, there was a sharpdecline in relative importance 
of consumer goods sector. Its share in industrial value added came down fiom 48.4 
per cent in 1956 to 37.2 per cent in 1960. 



Industrial Growth 
and Pattern 

Table 10.3: Sectoral Annual Growth Rates of Industrial Output (%) 

1951-55 1955-60 1960-65 

Use-based Classification 

Intermediate goods 6.4 6.2 7.0 

Consumer goods 

Non-durable 3.7 3.8 3.8 

Durable 12.3 25.5 10.8 

, 

Input-based Classification 

Agriculture-based ' 3.6 3.6 3.8 

Metal-based 10.9 14 18.3 

Chemical-based 8.1 9.7 9.0 

Transport equipment 11.1 10.5 14.7 

Electricity and allied 8.5 16.0 14.7 

*Includes minerals, cement, heavy chemicals, metals and e lec tr ic i~  
Source : CSO; RBI Bulletin 

You have already learnt about classification in industries in Unit-3, Block-1 . Table 
10.3 gives sectral annual growth rates of industrial output on the basis of use-based 
and input-based classification for the period. The lower half of Table 10.3 shows 
sectoral growth according to input-based classifications of industries. Agriculture- 
based industries grew at a more or less constant rate. Average growth rates of 
metal-based industries during the three Plan periods and that of electricity during the 
first two Plan periods, on the other hand, increased steadily. Consequently, structure 
of industries changed much towards these industries during 195 1-65. 

Check Your Progress 1 

Year Plans? 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 

2) How diversified the industrial growth was during 195 1-65 ? 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 

..................................................................................................................... 

3) Tick mark ( J ) the correct answer : 

a) By the input-based classification, industries that showed more or less constant 
rate of growth were, 



industrial Development in iii) kan.sp0rt equipment 

iv) chemical-based 

b) Target level of industrial growth could be achieved during, 

9 first Five Year Plan 

9 second Five Year Plan 

iiii third Five Year Plan 

iv) both second and third Five Year Plans 

10.3 DECELERATION DURING 1966-1979 

From mid- 1960s, Indian industries experienced considerable slowdown in growth 
rates, both overall and sectoral. Whereas heavy industries such as machinery, 
transport equipment and basic metals, suffered a major slowdown, light industries 
like food manufacturing and textiles never experienced a take-off. There had been 
thus a dual phenomenon of deceleration and slow growth. 

The mid- 1960s witnessed two severe droughts that had a telling effect on the economy 
as a whole, accompanied by a major decline of fbreign aid. With the outbreak of 
war with Pakistan, there had also been budgetary crunch. All these contributed to 
the deceleration in the growth process. 

In this section let us d i w s s  the patterns of industrial stagnation and its possible 
causes. 

10.3.1 Industrial Stagnation After Mid-1960 

The period 1965-76 was marked by a sharp fall in rate of industrial growth to a 
mere 4.1 per cent per annum from 9 per cent per annum during the Third Plan 
(1 96 1-1965). The rate of annual growth during this period turned out to be even 
smaller, 3.7 per cent per annum, if 1976-77 that registered sudden jumps in growth 
rate to 10.6 per cent, is left out. 

Table 10.4 shows the extent of the deceleration process across the industries that 
suffered. The worse performers were paper and paper products, rubber products, 
non-metallic mineral products, basic metals and metal products. 

The part of manufacture that did not share in the deceleration experience included 
textiles and food manufacturing. These industries experienced neither a take-off in 
the earlier period nor a slowdown in the period after the mid- 1960s. The growth 
rate oftextiles that accounted for 20 per cent ofthe total value added in manufacturing, 
actually picked up from a modest rate of 2.3 per cent per annum during 1956-65 to 
4.4 per cent per annum during 1966-79. However, this rate was still much lower 
than the average growth of the industrial sector for that period. Food manufacturing 
industry was characterised by year-to-year fluctuations. But on the whole, it recorded 
a very slow growth. 

Mining and quanying and electricity, on the other hand, behaved quite differently 
from each other as well fiom the manufacturing sector. Mining that accounting for 
about 9 per cent of the value added in the industry, experienced a sharp decline in its 
growth rate from 7.3 per cent per annum during 1956-65 to 3 per cent per annum 
during the latter period. Electricity & gas, with a similar share in value added as that 
of mining &quanying, showed a negligible decline in average annual growth rate. 



Code Industry Group Net Value of Output 

1956-7 to 1966-7 to 1966-7 to 1981-2 
1965-6 1979-0 

1 Mining & Quarrying 7.3 3.0 3.3 

5 Electricity & Gas 9.6 8.9 8.7 

2 Manufacturing (Total) 6.9 5.5 5.3 

25 Wood and cork 10.4 54  3.8 

26 Fumitures and fixtures 8.9 6.3 52  

27 Paper and paper praducts 12.3 7.2 6.2 

28 Printing & publishing 7.0 1.7 1.8 

30 Rubber products 7.9 42 4.1 

31 Chemical & chemical products 12.6 9.1 7.9 

33 Non-metallic mineral products 8.7 3.0 3.0 

34 Basic metals 15.5 5.1 5.0 

35 Metal products 12.0 2.5 2.6 

36 Non-electrical machinery 15.9 7.5 7.0 

37 Electrical machinery 13.1 9.8 9.4 

38 Transport equipment 7.2 4.6 4.6 

Industry 7.1 5.5 5.4 
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goods such as food; ii) as aprovider of raw materials for ago-based industries; and 
iii) as a generator of agricultural income creating final demand for industrial goods. 
The hypothesis $at industry operated under wage-good constraint during 1 960s, is 
not a plausible explanation because that would mean slowdown of labour-intensive 
light industries. But instead, heavy industries experienced the deceleration. The 
agricultural materials constraint on industrial growth relates only to the ago-based 
industries, which grew at 5 to 6 per cent per annum in terms of value of output. 
Though there is evidence of sigtllficant slowdown in growth of output of commercial 
crops, this was not associated with a slowdown in the growth of the ago-based 
industries. The third linkage might be aplausible explanation, though it is to be kept 
in mind that industrial grgwth fell short of even the growth rate that could have been 
achieved with slow growth of agricultural income. 

The hypothesis of adverse effect of worsening of income distribution rests on its 
effect on: i) pattern of demand, ii) level of demand. However, as argued by Isher 
Ahluwalia (1 985), there has been little evidence that suggests either an increase in 
inequality in consumption or incomes in rural and urban areas or an increase in rural 
poverty over time. Moreover, if it was the cause, then growth of consumer goods 
would have been most affected, which in fact was not the case. 

Public investment affects industrial growth in two ways. It creates demand for capital 
goods and removes infrastructure bottleneck that promotes growth of industrial 
sectors across the board. There is however the crowding out effect whereby an 
increase in public investment adversely affects industrial growth as it means less 
loan able funds available for private investment. There is no doubt that public 
investment did decline and that it had a major impact on growth of industries 
dependent on such investment for their demand. What is more important, however, 
was not overal increase in public investment, but higher investment in niiastructure. 
This certainly held back the industrial growth after the mid-1 960s. 

There has been a fairly general agreement between economists regarding the policy 
constraint on industrial growth. Both the industrial licensing policy and the trade 
policy were not conducive to faster growth. The failure of Indian policies lay in 
harrying out the process of import substitution inefficiently and for too long a period. 
Often, setting up of indigenous capacity was regarded as sufficient ground for 
import substitution, regardless of cost and quality considerations. The result was 
development of high-cost industrial structure behirid the protective wall. The overall . 
impact of various elements of industrial policy was to impair growth of productivity 
or efficiency in the use of factors. The contribution of the "total factor productivity" 
was negligible or even negative in most industry groups. 

Check Your Progress 2 

1) Do you think that industrial growth slowed down after the mid 1960s ? 

..................................................................................................................... 

...................................................................................................................... 

..................................................................................................................... 

2) IdentifL the different possible causes for industrial stagnation. 

..................................................................................................................... 
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..................................................................................................................... 

..................................................................................................................... 

a) Manufacturing sectors that did not experience deceleration in growth rates 
were : 

i )  food and textiles 

iii rubber products and paper products 

iiii wood and cork 

iv) basic metals and metal products 

b) Agriculture affects industrial growth as : 

i )  supplier ofwage good 

ii) supplier of input to agro-based industries 

iii) generator of income that creates demand for industrial goods 

10.4 INDUSTRIAL GROWTH IN LAST TWENTY YEARS 

From the early 1980s, growth rates started rising once again and the industry 
recovered to some extent throughout that decade. In the,early 1990s, policy conitmint 
.on industrial growth was removed to a large extent through reforms programmes 
including trade liberalisation. Thls stimulated growth rates phenomenally, albeit for a 
very short period during 1992-96. This section analyses growth pattern during the 
period of recovery (1 98 1-90) and in the post-reform period. ' 

10.4.1 Industrial Recovery During the 1980s 

During the first half of the 1980s, the Sixth Plan period, industrial growth was 6.4 per 
cent per annum and during the latter half it shot up to 8.5 per cent per annum, 
approximately the same that was achieved during the last five year immediately before 
the deceleration phase. It marked the beginning of a new industrial era in the country. 

There had been significant acceleration in the growth of value added in the 
manufacturing sector and in all its use-based sectors. The value added in manufacturing 
grew at the rate of 7.5 per-cent per annum in the first half of the 1980s as against 
only 4.7 to 5 per cent per annum in the period 1966-67 to 1979-80. Basic goods 
grew at 8.7 per cent per annurn whereas both capital goods and intermediate goods 
sectors grew at around 6 per cent per annum during 198 1-85. In the latter half of 
the 1980s, except basic gobds registered marginal decrease in growth rate, all other 
sectors grew at a faster rate. 

One of the main causes of industrial recovery was the restructuring of domestic 
industrial poljcies, simplifymg the procedures and providing easier access to better 
technology &d intermediate material imports as well as more flexibility in the use of 
installed capacity. Consequently productivity of factors increased substantially. In 
fact, i s  noted by Ahluwalia, the important aspect of revival growth rates during 
1980s was not that it was associated with an acceleration of growth of inputs, but 
was based on better productivity, performance. This is evident from the fact that 
total factor productivity, which registered anegative growth rateof - 0.2 to -0.3 per 
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There was also a marked resurgence in public investment in inhtn~cture. Its increase 
was 9.7 per cent per annum during 1979-80 to 1984-85, followed by 16 per cent 
increase in 1985-86, as against only 4.2 per cent per annum increase during 1965- 
66 to 1975-76. There was also significant increase in government expenditure on 
services raising thereby the demand for consumer durables. This had been reflected 
in phenomenal growth in production of consumer durables to 14.3 per cent per 
annum during 198 1-85 and 1 1.6 per cent per annum during 1985-90. 

10.4.2 Growth in the Post-Reform Period (1991 -2000) 

At the beginning of the 1990s, some major policy changes were initiated in the 
industrial sector as integral part of the reform programmes aimed at restructuring of 
the Indian economy. These included, removal of entry barriers, disinvestments and 
privatisation of public sector units, liberalisation of foreign direct investment policy, 
liberalisation of import policy with regard to capital and intermediate goods. 

In the initial two years ofreforms, 199 1-92 and 1992-93, growth rates were very 
low. But in the next three years, growth rates increased substantially. Industry, as a 
whole, recorded annual growth rate of 8.4 and 12.7 per cent in 1994-95 and 1995- 
96 respectively (Table 10.5). Manufacturing sector grew at similar rates whereas 
electricity sector experienced growth rates around 8 per cent per annum during this 
period. Basic and intermediate goods sectors had mixed experiences, but capital 
goods and consumer goods sectors grew phenomenally. Among the basic goods, 
growth of cement industry had been quite impressive particularly after its growth 
rate falling to 1 per cent in 1992-93 fi-om 9.8 per cent in 199 1-92. 

In the latter half of the nineties, however, growth rates had been rather fluctuating. At 
both aggregate and sectoral levels, growth rates slumped first during 1996-97 and 
then again during 1998-99. Mining & quanying registered a negative growth rates in 
both these years. On the other hand, for the manufacturing sector, there had been a 
distinct downward trend in growth of output till it picked itself up somewhat in 1999- 
2000. However, still its growth rate has remained far below the peak of 1995-96. 

Table 10.5: Annual Growth : Post Reform Period 

(Percentage change) 

Capital goods -12.1 4.0 4.2 24.8 17.9 5.9 4.0 10.2 - 

Consumergoods -2.2 5.1 3.9 8.7 13.3 4.1 4.6 2.2 - 
Intermediate goods -1.4 4.6 11.8 3.7 10.9 9.8 6.9 6.0 - 

Industry , . 0.6 2.3 6.0 8.4 12.7 5.6 6.6 4.5 6.7 



rn the use-based classification, growth rates of basic and intermediate goods declined l n d ~ ~ s t r i a l  G r o w t h  
and Pattern 

steadily fiom8.3 per cent and 10.9 per cent respectively in 1995-96 to 1.6 per cent 
and 6 per cent respectively in 1998-99. For consumer goods and capital goods 
sectors, growth rates were rather fluctuating. What is interesting to note is that capital 
goods sector registered 10.2 per cent growth rate that is much higher than the 
industiy average of4.5 per cent. 

The slowdown of industrial growth may be attributed to a slowdown in growth of 
aggregate demand including falling export growth due to an overall slump in world 
trade. Loss of competitive advantage of Indian exports on account of steep 
depreciation ofthe East Asian countries also played a major role. On the supply- 
side, there are the factors like little investment by the corporate sector because of 
surge in capacity in the mid-1990s and the consequent build-up of iiiventory; and 
dryinghp filnds due to captinuous sluggishness in capital markets, both primary and 

Check Your Progress 3 

1) Identify the causes of industrial recovery in the 1980s. (Answer in one sentence) 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 

2) Do you agree with the view that econonlic reforms at the beginning of the 1990s 
caused only a temporary boost in industrial growth? 

...................................................................................................................... 

...................................................................................................................... 

...................................................................................................................... 

3) Tick mark ( ,I ) the correct answer : 

a) During the Seventh Plan period, industrial growth was 

i) 6.4 per cent per annum 

ii) 7.4 per cent per annum 

iii) 6 per cent per annum 

iv) none of the above 

b) Slowdown of industrial growth after 1996-97 may be attributed to : 

i) lower productivity of input 

ii) slowdown in growth of aggregate demand 

iii) decline in public investment 

iv) all of the above 

10.5 LET US SUM UP 

The first three Plan periods (1 95 1-65) were the buoyant years of industrial growth 
in India. However, despite quite impressive growth rates, except in the First Five 
Year Plan, industrial growth rates actually achieved invariably could not meet the 
target growth rate. This has in fact been the feature of industrialisation throughout 
the fifly years ofplanning. 



lndusirial Develo(bment The industrial structure during that peribd was reasonably diversified. l?,rom the 
Second Plan period, there was a sharp decline in import of consumer goods. On 
the other hand, with a substantial increase in output of chemicals coupled with the 
introduction of new chemical products, the chemical industry grew quite rapidly. 
Metal-based and transport equipment industries grew rapidly as well. 

From the mid- 1960s, Indian industries experienced considable slowdown in growth 
rates, both overall and sectoral. There had also been a structural retrogression in 
the industry. Whereas heavy industries such as machinery, transport equipment and 
basic metals, suffered a major slowdown, light industries like food manufacturing 
and textiles never experienced a take-oE There had been thus a dual phenomenon 
of deceleration and slow growth. But textiles and food &nufacturing experienced 
neither a take-off nor a slowdown in this period. 

Among the number ofhypotheses put forward, fall in agricultural income, lack of 
public investment in infrastructure and lack ofcompetition due to protective trade 
and industrial licensing policies, appear to be most plausible and empirically 
supportable explanations. 

From the early 1980s, growth rates started rising once again and the industry 
recovered to some extent throughout that decade. In the early 1990s, policy constraint 
on industrial growth was removed to a large extent through reforms programmes 
including trade libaalization. This stimulated growth rates phenomenally, albeit for a 
very short period during 1992-96. In the latter half of the 1990s, however, growth 
rates had been rather fluctuating. At both aggregate and sectoral levels, growth 
rates slumped first during 1996-97 and then again during 1998-99. 

10.6 KEY WORDS 

Crowding Out: Increase in government spending or investment raises interest rate 
and consequently discourages private investment as the cost ofborrowing goes up. 
Thus, public investment crowds out (reduces) private investment. 

Import Substitution: Substituting impoifs through domestic produciion of the 
import-competing good. 

Loanable Fund: Supply of fund for borrowing and investment. 
. 

Public Investment: Investment by the government. 

Total Factor Productivity: Economic theory ofproduction suggests that total factor 
productivity is essentially the difference between the rate of growth of value added 
and that of total factor input. 

Value Added: Value of production less the value of used-up raw materials and 
other single-use inputs. 

- 
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10.8 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

Check Your Progress 1 

1) Read Sub-section 10.2.1 

2) Read Sub-section 10.2.2 

Check Your Progress 2 

1) Yes. Read Sub-section 10.3.1 

2) Read Sub-section 10.3.2. Three most plausible explanations are : fall in agricultural 
income; decline in public investment in infhtructure; industrial licensing policy 
and trade policy limiting scope of competition. 

3) a) i b) iv 

Check Ybur Progress 3 

1 )  Read Sub-section 10.4.1 

2) Yes. Read Sub-section 10.4.2 

3) a) i b) ii 

5 1 
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11.14 Answers or Hints to Check Your Progress Exercises 

11.0 OBJECTIVES 

After going through this unit, you will be able to: 

distinguish between different types of firms; 

appreciate the importance ofthe size ofthe firm for its efficiency and profitability; 

identify the factors that affect the size of a firm; and 

spell out the situations in which large-size and small-size firms possess relative 
- advantages. 

11.1 INTRODUCTION 

The size of industry is an important determinant of efficiency and profitability. It is 
more common to categorise different industries by their size as large-scale industry 
and small-scale industry. In between lies the middle sector, the group of medium- 
scale industry. The relationship between size and profitability, however, is not clearly 
established. There are certain industries and certain lines of production where a 
minimum scale of production defines the viability of a firm; such industries, more 

, generally, may also be natural monopolies, i.e., they are subject to the law of increasing 
returns to scale. On the other hand, in some lines of production and in some industries, 
a larger scale of production only breeds inefficiencies and has adverse effects both 
on cost of production and productivity. For industry there is an optimum size; a firm 
at a scale higher than this optimum will fwe inefficiencies as would a firm at a scale 
lower than this optimum. Economists have evolved the concepts of optimum firm, 
representative firm, etc. to illustrate this situation. 

In this Unit, we will examine these concepts and also study the relationship between 
the size of the firms andefficiency and profitability and similar other parameters. 

11.2 CONCEPT OF OPTIMUM FIRM 

The concept of optimum firm has been propounded by E.A.G. Robinson. By 
'optimum firm' we mean a firm operating at that scale at urhich in existing conditions 
of techniques and organising capacity it has the lowest average cost of production 
per unit, when all those costs which must be covered in the long run are included. 

' Total cost in this respect includes all costs which the p~roduction of the output has 
entailed - not only the direct labour and raw material costs, but also a proper rate of 
profit and all other indirect costs which have to be covered in the long run ifthe firm 
is to survive. 

The emergence of optimum firm is ensured by the conditions of perfect competition 
in the product market. In a perfectly competitive market, there exist a large number 



of firms producing homogeneous product. An individual firm is aprice-taker firm, 
the price of the product being determined by the market forces of demand and 

The perfect inarket ensures that each individual firm produces at its lowest long-run 
average unit cost (LAC). and each firm earns only normal profits. This is ensured by 
the fact that there is free entry and exit in this type of market structure. Abnormal 
profits attract new iirms and thus add to the niarket supply, pulling the market price 
dowi to the level where it equals the average unit cost; similarly, loss-making firms 
pull out resulting in a decrease in supply, and in consequence the market price goes 

In short, perfect competition ensures that all the fimls in an industry operate at the 
optimum level. i-e., all the firms left in operation are ultimately optimum f m s .  

11.2.1 Criticisms 

are as follows: 

One, condition ofperfect competition is unlikely to be encountered in practice a 4  
it is impossible to measure the degree of perfection of competition. 

Two, although the existence ofperfect competition involves a presumption that firms 
are of the optimum size, the absence of perfect competition does not necessarily 
mean that firms diverge fiom their optimum size to any considerable extent. 

Three, it is not often possible to discover by factual investigation what is the optimum 
size of a firm in different industries. 

11.3 MODAL FIRM 

'Mode' is a statistical average. It is the value of an item that is most frequently found 
in a distribution. On investigation of empirical evidence it is often found that a large 
proportion of the total firms in an industry are approximately of the same size. This 
size of the firm can be considered as the 'modal size' and all the firms confirming to 
this size can be considered as the modal firms. 

The fact that such a modal size does exist in every industry is often taken as evidence 
that the optimum firms can be identified with it. The implied assumption seems to be 
that, making allowance for the fact that some firms will be growing up and others 
declining, the majority of firms in an industry may be expected to have settled down 
at about their optimum size. 

11.3.1 Criticisms 

One, the optimum size of the firms in the same industry may differ fiom one fm to 

Two, the different firms may not all have access to entrepreneurial ability ofthe same 

'Three, consideration of modal type may lead us astray in many cases. 



11.4 REPRESENTATIVE FIRM 

The concept of 'representative firm' has been introduced by Alfied Marshal. Marshall 
introduced this concept with a view to studying the cost of production as it would 
determine when the firm is working under the law of increasing returns. 

1 By 'representative firm' Marshall meant a firm 'which has a fairly long life and fair 

I success, managed with normal ability and which has normal access to the economies. 
external and internal, belonging to the aggregate volume of production; account 
being taken of the class of goods produced, the conditions of marketing them and 
the economic environment generally'. 

11.4.1 Criticisms 
There are a number of shortcomings in the concept of representative firm; among 
these, the more important are as follows: 

One, the concept of representative firm is too abstract and static to have much 
practical utility. 

I Two, there are many small firms, which may not find it profitable to expand eve11 
after a long life. 

Three, there are many firms, which are from the very start of large size. 

rn In short, a representative firm need not necessarily be an optimum firm, that is, a 
firm, which has the lowest average long run cost of production per unit of output in 
given conditions of technique, knowledge and organising ability. 

11.5 EQUILIBRIUM FIRM 

The concept of equilibrium fm has been propounded by A.C. Pigou. An equilibrium 
h will itself be in equilibrium position when the industry as a whole is in equilibrium. 

11.5.1 Criticisms 

The concept of optimum firm is of little practical utility since it gives rise to the 
problem of ascertaining the point of equilibrium. No producer can be expected to 
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Of the various concepts of 'finn' described above the one nearest to reality is that of ' 

the 'optimum firm'. An optinium fir111 is a concrete possibility. It owes its existence 
both to the conscious decisions ofthe entrepreneurs and the forces of con~petition. 
The optinlun1 is not a rigid point but it tends to grow with the development of modem 
industrial methods, though the rate of increase varies widely as between different 

11.6.1 International Differences in Plant Sizes 

A comparative study of plant sizes in different countries shows that average size of 
American f im~s  is the highest. Average size of largest Indian firm is about one-fourth 
of the Anlerican firms. The average size of firms in U.K., France, Japan, Italy and 
Canada is also larger than that of the Indian firms. Letting average employn~ent in 
the largest 20 US plai~ts ofany given industry at 100, J.S. Rain derived the follo$ng 
inediai1 relative plant size indices for eight nations sample. 

, 

Table 1 1 . 1 :  Size of Firms: An International Comparison . '  

Median 20-Plant Size Index 

Some of the reasons for relatively small average size of plants in India are the lagging 
technological sopl~istication, factor price ratios discouraging the use of large . capital- . 
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intensive production processes. high transportation cost. inlportcontrols and lack 
of competitio~l in certain fields. etc. 

11.6.2 Factors Influencing the Sizc 

The various factors tliat determine the optimum size of a finii can be grouped into 
(i) economies of scale, and (ii ) diseconomies of scale. 

As long as a production unit enjoys econonlies of scale with an expansion in  its 
production capacity. its long run production function would be subject to tlie law of 
increasing returns to scale. The long run average cost curve of such a production 
unit would continuously nlove downwards. If aproduction unit is subject to this type 
of production behaviour it would always gain by expanding its capacity, produce at 
a lower cost and offer its product at a lower price and generate more demand for 
the final product. 

But, as we shall see below, more generally the technical relations betneen inputs 
and output change beyond a point of capacity at which the production function 
comes to be subjected to the law of decreasing retums to scale. Beyond this point. 
ecoiionlies of scale yield place to disecononlies of scale. Every increase in inputs 
results in a less than proportionate increase in output; the long-run average cost of 
production begins to rise. 

In between the state of increasing returns to scale and diminishing returns to scale, 
there nlay be a point (or a small range) of capacity where economies of scale are 
balanced by disecoilon~ies of scale. This is the point (or the range) at which the 
long-n~n average cost is the minimum. 

This point wilI vary fioin firnl to finn, product to product. industry to industry, region 
to region. What are the factors that explain this variation? 

We address ourselves to the study of these factors tliat determine whether a fi1-111 
derives econonlies of scale or disecoiion~ies of scale as it expands its scale of 
production. 

All scale factors or determinants of the optinluni size for a firm can be classified into 
six categories, depending on their nature. These are as follows: 

i) Technical factors, which detern~ine teclinically optini~u~~l size of a finn. 

ii) Managerial factors, which are relevant for iilaking the firm as an optimuni 
illanagerial unit. 

iii) Financial factors. which are relevant for iliaking the film as an optirnum financial 

iv) Marketing factors, which make the firm ail optimal sales unit. 

v) The forces of risk and fluctuations. which make the firm strong enough for 
survival in the face of changing uncertain industrial environment. 

vi) Other factors includingpecuniary benefits accruing to the largcr units. 

At this stage, we may add for the benefit of our learners that it is not necessary that 
all these scale factors lead to approxin~ately siniilar size. There nlay be conflicting 
situations one favouring larger size while the other a sinall one. Sonle balancing 
adjustment is to be done, so that in sonle situations, a large size n~ay be an advantage 
whereas in some other different situations, a small size may be an advantage. We 
will have an occasioii to look at thesc tlifirent situations. 



Fol. [lie time being let 11s asslume that there is a clear relation between the size oftlie 
plalit and tlie econonlies of scale. The research findings in India confirm that costs 
show a rendency to decline as size increase, though all the size classes nlay not 
i ~ n i  hrmly share the rate of decline. For the sake of conciseness and easy preselltation. 
we will regroup all the six categories into two classes as factors: 

;I) Technical facrors: and 

b) Other deternlinants. 

11.7 TECHNICAL FACTORS 

This is dominating catcgoly of factors causing real economies of scale in production 
and hcnce he1 ping us in detemiining the opt i~nun~ size of a fir111. Technical factors 
operare mostly in Fwour of increasing tlie size of firms. An increase in the size of 
firms enables maxinium advantage out ofthe various teclinical factors. 

The significant factors to be considered in this category are elaborated. 

11.7.1 Division of Labour and Specialisation 

Large-scale production with co~lsiderable specialisation of labour facilitates the 
splitting up ol's~nall operations. which can be taken over by machines specially 
designed for the purpose. If such division of labour is adopted then three specific 
advantages are likely to accnle. These are as follows: 

I 

i) i!lcrease in the dexterity of each worker; 

ii) saving of time, which is generally lost in ~noving from one job to another and 
also of tools and equipment; the worker call concentrate with speed in 
production without wasting time; and 

iii) invelltion of a greater number of specialised n~acl~ines, which facilitate labour 
and enable one single person to do the work of many. 

11.7.2 Indivisibility 

111 the theory of production, we assume that the factors of production like Inen and 
machines are perfectly divisible. However, in practice such factors are indivisible. 
Such factors will cause economies with increasing output particularly in the short- 
run till they are fully utilised, without any additional expenditure on them. 

The indivisibility phenomenon need not be confi~led to the factors ofproduction 
only. It may exist i11 the fi~nctional areas of the firn~ such as research and design unit, 
repairs and maintenance unit. marketing, finance, processing, etc. All ofthese will 
be having considerable inlplications for determination of the opt in~un~ size of the 

11.7.3 Economies of Big Machines 

If the firm is large enough, it can profitably en~ploy larger machines and equipment in 

The input of capital provides the best opportunity of economical operation with 
growing size since it is the most impoi-tant obvious source of increasing the returns to 
scale. Soine of the items otcapital such as roads, power lines, etc. lnay be constant 
for a wide range of output. A fornlula which has been evolved in this connection is 
know~l as point six (0.6) role. This rule suggests that capital costs rise at a rate equal 
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111 India to the rate of increase of output raised to the power 0.6, i.e.. more slowly than tlie 

rate of increase in output. This rule applies more effectively to those industrial 
processes where major items of capital equipnlent consist of things that are spllerical 
or cylindrical, e.g.. a kiln, a glass fi~imace. a storage tank. etc. There is evidence that 
point six rule applies at least in major processes in a ilunlber of industries that include 
aluminium, ingot, cement n~aili~factiuing, production of oxygeii. syl~thctic ammonia 
and other branches of chemical refining, production of better cl~cmicals and large 
ocean-going tankers. 

There are nlany other examples. which support the conteiit~on that big machines or 
plants are more efioient. A tinn will, therefore, be cautious 111 making the choice of 
its size in such a way that it gets the benefitsofthe econon;ies of scale arising out of 
the use of bigger inacl~ines and plants. 

11.7.4 Economies in Operations 

There are certain indivisibilities associated with the fiu~ctional areas of the firm. which 
favour large size for the sake ofefficiency. ' h o  spccitic areas where we may expect 
considerable impact of the size of fir111 on operating expenses are tlle stocks of 
nlaterial needed and the length of production run in pl-ocessing unit. Greater the size 
of a firm, lesser will be the unit inventory cost of inputs as well as lower product 
invento~y cost. 

11.7.5 Economies in Linked Processes 

When different heterogeileous processes are housed under the sane  roof, a firm 
gains fro111 this arrangement. It saves for the finn eel-tai~i vital costs like marketing 
costs, transportation costs, heating and cooling costs and packaging costs, etc. 

11.7.6 The Learning Effect 

It is generally presumed that the efficiencies of a plant increases over time as the 
work force becomes more and more skilled through 'learning by doing'. This is 
what we call as 'learning effect' in the context of efficiency. 

11.7.7 The Nature of Technology 

In the context of the size of the plant we can distinguish between 'adaptable' 
technology and 'urnadaptable' technology. 

The adaptability oftechilology is defined as a sit~~ation when a man or macbine can 
do several jobs. It inay also be defined in terms of high degree of the elasticity of 
substitution between the factors of production. 

If the factors of production are 'adaptable' there may not be much scope for division 
of labour as one machine or man can do several jobs. A small firill prefers such 
factors. The indivisibility of the human labour or mnaclunes will not be existing in this 
case. The firm need not be large enough in this situation. It may be equally efficient 
with smaller size, because of the adaptability of the factors of production. 

In the case of 'unadaptable' inputs, the firm has to be large enough to avoid their 
indivisibilities and to apply the optimunl division of labour for the efiiciency. This 
may also pave the way for a high degree of automation in production. 

11.7.8 The Rate of Output 

If the rate of output changes along with tlie volunle of output then there may be 
different pattern of decline or increase in the average cost. 
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permit costs decrease with larger volunle when rate of output is kept constant. But, 
the average cost per unit of output increases with larger rates, volume of output 
being held constant. However, when both volun~e and rate increase in proportion, 
average cost per unit of output first falls, and tllen, after an interval of near constant 
average costs, begins to increase as a function of the size of output programme. In 
the context of the optimum size ofthe firm, this is an important observation. 

At times, a firm inay prefer to have its operations decentralised among a number of 
plants. This preference on the part of a firnl nlay be guided by a number of factors, 
among which the more important are as follows: 

i) trans poi^ costs, when they are quite large, could be saved by locating plants 
near the main centres of dispersed sources of supply or markets. 

ii) Each plant may be assigned a specific product for manufacturing in the product- 
range supplied by the-firm in order to avoid the inefficiency caused by the 
process of diversification with a single plant. The firm is likely to gain from this 

iii) The firm gets flexibility in operation. It can close one or more plants in the 
situation of depression or for maintenance without disrupting operations .. 
througl~out the firm. 

iv) The f i m ~  can avoid certain risks by having multiple plants such as possibility of 
closing down a plant due to labour trouble, shortage of power, etc. 

v) The fun1 can compete with the rivals effectively through better market penetration 
policies by locating the plant near consuming centre. However, there may be 
some adverse effects such as high transportation costs if the plants are engaged 
in manufacturing some intermediate output for the same final product. 

Check Your Progress 2 

1)  What do you mean by economies and diseconomies of scale? 

.................................................................................................................. 

................................................................................................................. 

.................................................................................................................. - , 

.................................................................................................................. I 

2) Mention some important sources of economies of scale for a manufacturing 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 1 :I . 



Size of Industry 
in India 

3) What is point-six rule? 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

................................................................... \ .............................................. 

.................................................................................................................. 

................................................................................................................... 

11.8 OTHER DETERMINANTS 

We have analysed in Section 11.7 above the important technological factors that 
influence the size of a firm. In addition, the size of a firm is also influenced by a 
number of other factors, discussed in the following sub-sections. 

11.8.1 Managerial Factors 

As a firm grows in size, managerial economies accrue to a firm. A large firm is in a 
position to divide the functions of management into many parts, which are entrusted 
to specialists. To perform each function, the large firm selects the man who is best 
suitable for it by attitude and experience. A large firm can install and use modem 
mechanical appliances, which enhance the efficiency. Research and experiments in 
the sphere of management can be conducted more thoroughly in a big firm. The 
organisation and planning of production in a large firm is likely to be better than in a 
small firm. 

- How big a finn can successhlly grow will depend upon how it solves the problem of 
co-ordinating the various departments and specialists. 

11.8.2 Financial Factors 

The task of raising capital exerts signific:ant influence upon the size of firms through 
the amounts that firms of different mi can borrow and through the rates of interest 
at which firms can borrow. A large firm is in a better situation fiom this perspective. 
In the raising of long-term capital, a large public issue is relatively cheaper than a 
smaller one. Industrial units of fairly big size find it easier to raise working capital 
fiom the banks because size gives an idea of soundness, solidity and security. 
Moreover, big financial institutions a112 more inclined towards large units. 

11.8.3 Marketing Factors 

The optimum marketing unit is the result of the economies and diseconomies of 
large-scale buying and selling. The e fficient buying and selling may make as much 
difference to final profits as efficien t manufacturing. The large firm is in a stronger 
bargaining position as against its suppliers than the small firm, Tt can engage expert 
buyers, backed up by all the resources of scientific knowledge and equipment. 
Similarly, in a large firm, buyinf, specifications may be more detailed so that the 
quality of final product is better 2nd more uniform and it may sell at a higher price. 

a 11.8.4 Risk Factors 

A business is normally h l l  ofri sks and uncertainties. Larger the firm stronger it will 
14 be to face such situation. Ri:iKs and uncertainties appear in a number of forms: 



(i) Tl~ere may be an unforeseen change in the demand for a product, (ii) Government Significanrc o r  

policies and business enviroi~nent may change. 

A large fin11 can evcalve different means to confront such risks and uncertainties.It 
may diversitj/ its product, its markets and its sources of supplies without losing much 
of the economies of large-scale production. The strategy of diversification is a useful 
way for reducing overall risks. It may take resort to the instrument of 'massed 
reserve'. In this situation, a firm keeps the reserves of equipment, stocks, cash and 
perhaps labour to ~neet sudden or unforeseen demands or emergencies. A larger 
fill11 can make use of tllis strategy, a smaller f i m ~  cannot. 

A larger f i m ~  will have better chances to offset the random losses. It may be able to 
predict such losses on the basis of the law of averages and maintain the necessary 
nlecl~anisrn to avoid them. 

11.8.5 Employment Factors 

A large film is in a position to attract efficient and experienced employees which in 
turn favourably contribute to tlle productivity and efficiency ofthe firm. The job 
security provided by a large finn is 1nuc11 more than provided by a small firm. 

11.8.6 Miscellaneous Factors 

Some of the other advantages that accrue to a large firm can be briefly summed up 

i) Size is an irmnediate detenninant of the power enjoyed by a firm over its suppliers, 
competitors and custon~ers, 

a) A big firm can buy up the best sites, the best technology and best experts. 

b) A big firm can push out the small rivals. 

c) A big fiml can block the entry to new rivals. 

ii) A larger firin is likely to get more pecuniary benefits. Part of such benefits 
accrues as a result of the market power a firm possesses by its large size. 

iii) Economies of scale also arise from the use of waste products as by-products. 
A large firm can make use of such products itself or make the same available to 
others. There may be considerable gains to the larger firms by such auxiliary 

11.9 THE LIMITS TO !SIZE 

As stated above, more generally no Eirm can keep on growing and reaping economies 
of scale as it grows. Sooner or later a stage reaches where a further expansion in the 
scale of production beginsdo adversely affect the cost of production. This is the 

There are a number of sources of c liseconomies of scale. We can identify more 
important of these sources as follow: s: 

11.9.1 Managerial Obstacles 
Beyond a point when a firm expand!; it poses new challenges to management and 



Decisions take longer time. Communication between different units ofthe iirm 
becomes more complex and indirect coordination process becomes less effective. 

A managenleilt system in the context ofa large number will be hierarchical in nature. 
As the size of the firm increases, the hierarchy pattern becomes more intensive. It 
either expands or the span of coiltrol at each hierarchy level increases. The 
responsibility of the central managenlent to coordinate decisions at various 
intermediate levels increases. And it is where the source of all management problems 
lies; this poses a real obstacle to the growth of the firm and is the major source of 
diseconon~ies of scale. 

11.9.2 Technical Obstacles 

Beyond a point, a further increase in  the scale of production breeds technical 
inefficiencies. For example, bigger the inaclu~les, greater will be the requirement of 
the space to house them. Hence, bigger will be the buildings that will need stronger 
foundations. It is not necessary that such sequence is maintained perfectly. There is 
every possibility of having disproportionate growth of inputs when size of the plant 
expands over time. Such disproportion eventually makes the average cost curve to 
rise upward because of the diseconomies of scale. 

11.9.3 Transport Costs and Market Density 

There are other important obstacles to the expansion of the size of a firn~. Like any 
other costs, transport costs are also sub-ject to the law of increasing costs beyond a 
point. As the use of transportation as a factor input increases, average cost of transport 
begins to rise. Transportation begins to rise. Transportation cost being a part ofthe 
total cost of production pulls the latter upwards, and hence nlay render the product 
uncompetitive. 

Transportation costs act as a illore powerful obstacle in the way of those industries 
especially where these constitute a longer proportion ofthe total costs. 

11.9.4 Lack of Capital 
A 

Financial constraint is another important limitation that an industry firm may get 
confronted with beyond a point on the scale of production. In the early stages of 
expansion it may be easy for a firm to tap the capital market and also get capital 
fi-om the financial institutions. But beyond a point the financial needs of a firm incl-ease 
in geometrical progression. It is at this stage that it may find itself running after big 
money, which in an;; case may not be available in plenty. In this environment, the f m  
is forced to restrict its size and put on hold its iurtller expansion plans, unless of 
course it can afford to and is willing to pay a higher price for money. The high cost of 
money would get reflected in the rising cost of production. 

11.9.5 Personal Limitations 

Entrepreneurial ability and capacity play an important role in the growth of size of a 
firm. At tiines entrepreneurs may have a marked preference for small-size firm that 
can be managed effectively by them. These entrepreneurs may not like to have a 
large firm as it needs more efforts, new skills of coordination, loss of effective control 
over business, and so on. They may not like all these extra troubles because either 
they are incapable of facing them or simply feel satisfied with their income, power 
and prestige from the small business. 

11.9.6 Labour Troubles 

Growth of a firm is also inhibited by labour troubles. With the expansion in the size 



of a firm, the size of labour force expands. The labour organises itself into trade 
unions. Besides the statutory protection available to the trade unions, a large body of 
workers are able to coinmand a greater power of their own. Unless properly managed 
and coordinated, such trade organisations can spell trouble for the entrepreneurs, 
and work to restrict the further expansion ofthe firms. 

11.9.7 Social or Institutional Obstacles 

Society is suspicious of market power, which can lead to increase in prices. Therefore 
rt:stiictions on size in the shape ofregulation and antitrust legislation are put in place. 

111 short, we have detailed above various factors that act as obstacles to the growth 
o fa firm. Therefore, a firnl may have to choose an optimum size for itself, i.e., it may 
expand its scale of operations upto a point, but not beyond this. 

11.10 CHOICE OF THE SIZE 

We have discussed above the various factors that promote the size of a firm by 
generating econonlies of scale. As a fi 1711 increases its scale of production, its long- 
1x111 average cost falls. But beyond a limit economies of scale change into diseconomies 
ol'scale. We have also identified the various qource of diseconon~ies of scale. Every 
fi rnl seeks to reach the optimum size, i.e., where it exhausts economies of scale, but 
disecono~nies of scale do not yet set in. 

Tlis point ofoptimum will differ fiom industry to industry. For some lines ofproduction, 
given technology, a small firm may be in optimum, while there may be other lines 
where an industrial unit may not be economically viable before it has attained a fairly 

Tlle firm tries to maximise profit. A part of this exercise, it tries to minimise the cost 
of'producing any level of output. However, the actual output choice is determined by 
both demand and cost factors. To say that each firm tries to reach optimal size, i.e. 
miili~num point of average cost curve is meaningless. In Chamberlain's model of 
nlonopolistic competition, equilibrium is reached at sub-optimal plant size. 

Check Your Progress 3 

.................................................................................................................. 

i .................................................................................................................. 
,. 

.................................................................................................................. 
I .................................................................................................................. 

.................................................................................................................. 

2)  What are the finalcia1 factors that help the growth ofa firnl? 

................................................................................................................. 

............................................................................................................... 

................................................................................................................. 

.................................................................................................................. 

................................................................................................................. 



3) Mention some of the inlportant obstacles on the growth of a firm. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

11.11 LET US SUM UP 

Industries differ in size; broadly they are classified as large industries and small 
industries. Large industries enjoy economies of scale, but only upto a point; beyond 
this there are many sources of diseconoinies of scale. Every industrial firm seeks to 
reach the optimum point. The optimum, however, differs from industry to industry, 
product to product, and technology to technology. That is why large industries and 
small industries co-exist; often they complement each other. Quite often, small 
industries work as ancillaries to large industries. 

11.12 KEY WORDS 

Optimum Plant Size : That size ofplant at which long-run average costs are at 
aminimum. 

Economies of Scale : Reductions in the average cost of a product in the long 
run, resulting from an expanded level of output. 

Learning Effect : An explanation of technical progress in terms of 
experience in canying out an operation. 

: A situation in which a firm is the only supplier of a 
homogeneous product for which there are no substitutes 
and many buyers. I 
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12.0 OBJECTIVES 

After going through this Unit, you will be able to: 

appreciate thechanging structure of industrialisation in India; 

identify the relative wiights of different industries in India's industrial system; 

measure the pace at which 'different types of large industries have developed in 
India since independence; 

explain the different types of problems confronting the large-scale industries, 
and ' 

develop a fairly good idea about the attitude of the government towards different 
large industries in 1ndia. 
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12.1 INTRODUCTION 

As you have already studied (in Block 3, Unit 7), India inherited a very weak industrial 
base fiom the Britishers. This was in spite ofthe fact that industry had flourished in a 
large part of the world; many of the count:ries, including the Great Britain, had 
experienced industrial revolution. Independent India was keen to put the past behind 
it. It looked ahead to rapid industrialisation imd fast economic growth. 

On the eve of independence we had a couple of large-scale industries, notably 
cotton textile, steel and to a little extent jute. The core of industrialisation, i.e., the 
capital goods industries, was almost totally missing. With the onset of economic 
planning (the First Five Year Plan began on April 1, 195 I), we set on a course 
whose principal objective was to remove the distortions of the past. 

To begin with, as you have already studied (in Block 3, Unit 1 O), top priority was 
provided to the growth of heavy industries (heavy industries are those industries 
which produce mother capital goods, i.e., those capital goods which help in production 
of more producer's goods). 

The first four decades of economic planning saw rapid additions to production capacity 
in number of large-scale industries like imn and steel, engineering, cement, fertilisers, 
etc. Subsequently, and as direct fallout of easy availability of critical inputs like iron 
and steel, and power, white goods industries have developed phenomenally in India. 

We review, in brief, the essential features of a few important large-scale industries in 

12.2 COTTON TEXTILE INDUSTRY 

The cotton textile industry is the first of modem industries - the base on which the 
pyramid of industrialisation has been built. More than a century old, the industry, 
which started largely as a spinning enterprise, gradually developed into a 111-fledged 

12.2.1 Growth During Five Year Plans 

and unorganised sectors of the economy. In pursuance of this policy, during the.last 
five decades, the number of conlposite inills has shown ainarginal decline to come 
down presently to 270 fiom 275 in1 1951. The ilumber of spinning mills, on the other 
hand, has sl~own a nine-fold increase; their nu.mber has increased to 905 fiom 103 
in 195 1. Similarly, whereas the spindles installed.in the industry have more than 
doubled during,the last five decades fiom 11 million in 195 1 to 33.53 nlillion presently 
the autoinatic loon~s have shown a fall from 2.95 lakh in 195 1 to 1.23 lakl~. 

The ~a~ital'invested in cotton textile industry is estimated at Rs.2.70 crores; the 
a111lual value of output amounts to about Rs. 2,500 crores. The industry provides 
direct employment to about 260 lakh persons.. which forms about 20 per cent ofthe 
total employment in the organid sector. Indirect eniploynlent provided by the industry 
runs into several n~illion. * 



12.2.2 Output in thc Industry 
The cotton textile industry has three mutually exclusive and disparate sectors. namely. 
the mills, the handlooms and the power looms. The mills manufactiring cloth come 
under the organised sector, while; th~e otlier two are generally included in the 
unorganised sector. 

Till the early sixties, a majorpropoitiori of cloth output in India was pr@uced in the 
mill sector (72.5% in 1960). Since the mid-sixties the role ofthe unorgan~sed secror 
in cotton textile industry has been expanding; presently. the inajor share of cloth 
output (about 95%) comes from thissc:ctor. 

Table 12.1 below shows the sector-wise share in  output in more recent years. 

Table 12.1: Produc:tion of Fabrics in India 

(Percentage Share in Output) 

1994- 1995, 1996- 1997- 1998- 1999- 2000- 
95 96 97 98 99 2000' 2001 

Mills 7.9 6 .3 -  5.6 5.2 5.0 4.4 4.3 

Powerloon~s 69.0 69.6 71.4 73.0 74.7 75.4 k.5 
(including Hosiery) 

Handloonls 21.6 22.5 21.4 20.3 18.8 18.8 19'2 

Others 1.5 1.6 1.6 1.5 1.5 1.5 - 

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

Source: Econonlic Survey 2000-01. 

It would clearly be seen from irable 12.1 that the share of powerlooins in total 
output of cloth in India hasbeen continuousl 

This has beenin pursuance of the textile policy adopted by the government, which 
over the years has tilted heavily in favour ofthe uinorganised sector; restrictioi~s have 
been placed on further expansion in the mill sector, whereas liberal ii~centives have 
been given for expansion in the imorganised sect or. 

In addition to cloth, yarn is another important ~~roduc t  of the industry. The total 
production of yam in India has increased by 
crores kg. in 1950-5 1 to 2 10.1 crores kg. in 1999-2000. 

12.2.3 Pattern of  Consunnption 

The pattern of consumption can be studied undel-two heads, viz., (a) trends in the 
consumption ofcloth, and (b) compositioi~ of consumption. 

'\ 
, 

As to the first, the consumption of ~110th is directly dependent on the growth rate of 
output in the textile industry. Production ofcloth hat  not kept pace with the growth 
rate ofpopulation. During the last five-decades, cloth  putp put has increased only at an 
annual average rate of about 1 ;?per cent, whereas population has beep incrkasing 
at the annual average rate of more than 2.'0 per cent. As a result, the per capita 
availability of clofh over the'years has; fallen from a peak of 16.8 metres in 1964-65 
to 13.5 metres in 1977-78, but it picked up after that 1.0 go up to 30.6 metres in 
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As to the second, consumption of cotton as a percentage of all fibres and filaments 
is about 60:40 in our country. This is because of various inherent advantages that 
India has in terms of cotton produce and its quality. However, the world over the 
ratio is about 5050. We seem to be heading towards this global trend. This is 
because the wash 'n wear qualities of polyester and blended fabric reduce the 
maintenance cost in terms of washing and ironing. 

12.2.4 Recent Trends 

In wake of recent policy reforms, some changes in textile industry, as follows, may 

9 Cotton has emerged as the leading sector in India's overall exports, textile 
production and overall income growth. 

i i  There is stable preference for cotton in home consumption, led by new goods, 
led in turn by new competence of domestic producers acquired in the course 

i  Emergence of informal sector as the leader in textile export and production. 

iv) ~rn~rovedca~ability in formal, and seemingly, the informal sector via access to 
world market for inputs and machinery. 

v) Uneven adaptation due to the presence in both formal and informal sectors of 
firms that are too rigid or too constrained to adapt. As a result, segments of 
excess capacity and excess demand co-exist in all major sectors of the industry 
touched by reforms. 

vi) Trends in global costs making India a major potential producer in man-mades. 

12.2.5 New Textile Policy,, 2000 

A new textile policy, based on the Satyam Committee Report, was finalised by the 
government on November 3,2000. 

The new policy has been formulated in the background of the following two facts: 

One, the international trade in textiles is regulated by the Multi-Fibre Arrangement 
(MFA). The MFA has worked as a big constraint on textile exports from developing 
countries in as much as it sets a ceiling on textile imports. With the setting up of the 
World Trade Organisation ( WTO) it has been decided to terminate this arrangement 
h m  January 0 1,2005. This should open immense opportunities of p w t h  for India's 

Two, recent development:; in the textile industry, as listed in sub-section 12.2.4 
above have influenced the p)licy decisions. 

The aims of the new policy are as follows: 

hi To encourage the priv~ ~te sector in setting up specialised financial arrangements 
to fund the diverse net :ds of the industry. 

iii) To encourage the priv,ate sector to set up integrated complexes and units. 

The new policy is expected to ensure that the textile industry would be Mly prepared 
to meet global competition, particularly in the context of the total dismantling ofthe 
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i n  India 12.3 SUGAR INDUSTRY 

The sugar industry is the second largest industry in India, next to cotton textiles, 
playing an important role in the economy. 

The sugarcane crop and its processing provide employment to about 36 million 
skilled and unskilled workers. Besides, a large number are employed in the 
sugar trade and in the transport of sugarcane and sugar. Some of the by-products 
of the sugar industry are raw materials for other industries, such as, alcohol, 
plastics, paper, etc. The extension of sugarcane cultivation for the modem industry 
has contributed to the socio-economic development of many of rural area and a 
sharp improvement in the well being of the local people. Further, the industry 
contributes an estimated Rs. 1600 crores annually to the central and state 
exchequers. India has emerged as the largest sugar consumer as well as the 
producer in the world. 

12.3.1 Growth During Five Year Plans 

With the launching of the programmes of planned economic development and 
enforcement of the Industries (Development and Regulation) Act, 195 1, a 
regulated and planned development of the sugar industry became possible. 

The licensing policy of the government brought about two important changes in the 
structure ofthe Indian industry: 

i) A larger proportion of the capacity licensed after 1952 went to the tropical 
belt (i.e., Gujamt, Maharashtra, Karnataka, Andhra Pradesh, Tamil Nadu, 
Kerala, etc.), whereas in the earlier years the development took place in the 
sub-tropical belt (i.e., U.P., Bihar, Madhya Pradesh, Rajasthan; Orissa, 
Assam-jmd West Bengal). 

ii) Due to the deliberate policy of the government encouragement to cooperatives 
there has been a significant development of the sugar industry in the cooperative 
sector. 

The performance of the industry during the various plans has been remarkable, as is 
clearly brought out by the following facts. 

9 The number of sugar mills in the country has increased fiom 139 in 1950-5 1 to 
572 presently1 3 14 in the cooperative sector, 1 88 in the joint and private sector 
and 70 in the public sector). 

i The total production of sugar has increased from 11 -34 lakh tonnes in 19 50- 
5 1 (and 1.5 lakh tonnes in 193 1-32) to about 165 lakh tonnes in 1999-2000 
enabling India to fiuther consolidate its position as the single largest producer 
of sugar in the world. 

i Whereas in the early thirties of the last century, sug~u production represented 
just 3 per cent of the total cane sugar, production in the country, it has risen to 
20 per cent presently. 

The fortunes of the sugar industry have been fluctuating. Although the production 
has maintained an upward trend, it has frequently dipped to low levels also, as 
would be seen from Table 12.2 below: 
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YEAR OUTPUT YEAR OUTPUT 

1990-9 1 120.47 1995-96 147.81 

1991-92 132.77 1996-97 153.03 

1992-93 105.62 1997-98 131.60 

1993-94 98.00 1998-99 155.20 

1994-95 126.10 1999-2000 165 .OO 

Table 12.2: Sugar Production in India (Lakh Tonnes) 

As a matter of fact, during the last twenty years sugar production has followed a 
pattein in wl~ich surplus production causes profitability to drop and arrears of farmers 
to rise. Growers then plant less cane in the next season and production falls. It is 
then the next phase of cycle sets in. 

llle governnlent response has been to pernit imports and exports in alternate periods 
to ad-just supplies to doillestic requirements. 

12.3.2 Current Problems of the Sugar Industry 

The cuirent situatioil istharacterised by the following features: 

One, the sugar econoiny, specially during the last decade or so, has been characterised 
by instability represented by the large and recuning imbalance between the demand 
for and supply of sugar. The emergence of acute shortages at one time and surpluses 
at another has led to the alteration of control and decontrol of the industry. The 
swings in the policy have affected not only the growth of industry but also the agrarian 
econolny vitally. It also typified an absence of any clearly thought-out policy ill regard 
to the problem of price parities. and of the limited land resources in the country. 

Two, the sugar economy continues to be a highly controlled one although the sugar 
industry has been delicensed since August 1998. There is a Statutory Minimum 
Price (SMP) for sugarcane fixed by the centre and the state advised price (SAP), 
over and above the SMP, fixed by the state governments. Prices of levy sugar are 
fixed zone-wise, on the basis of SMP of sugarcane plus conversion costs as 
reconlnle~lded by the Bureau of Industrial costs and prices. There is no price control 
on free sale sugar; fixing monthly release quotas to maintain stability regulates its 
market supplies. Export quota is determined by the governinent and a non~iilated 
agency haildles sugar export. 

Thrce, sickness is seen to inflict all sugar producing regions of tl~e country. 

12.3.3 Mission Mode Projcct 

The Govel-nlnent has set up the nnlission mode project. Ille Project aims at developing 
30 model sugar factories. The Government has also set up a Sugar Technology 
Mission and has identified a couple of advanced technologies for sugar factories. 
Identification oftechnology gaps in the existing sugar mills and R&D support for 
cn7:rging tech~~ologies has given a much-needed push to the whole process. 

Chcck Your Progress 1 

i ) Bring out the impoi-tance of cotton textile industry in the Indian economy. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 



2) What have been the major changes in tlie structure of the Indian cotton textile 
industry during the last fifty years? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

3) State in briefthe features of the new textile policy 2000. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

4) Trace the growtl~ of sugar i11dust1-y during Five Year Plans. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

. 5 )  Mention in briefthe major problems faced by sugar industry in India. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

........................................................................................................................... 

12.4 IRON AND STEEL INDUSTRY 

Iron and steel sector is the sheet a~lclior ofthe country's overall industrial growth as 
it provides an indispensable basic input for the industry. This industry conlmands 
large backward and forward linkages, wlich pave the way for fiuther industrialisauon. 
India possesses a large potential for the development of this industry. The industry 
had its origin in the country towards the last quarter of the nineteenth ceiltury. But its 
progress was relatively slow. On the eve of independence, India's production of 
steel was negligible. In our five-year plans, the iron and steel industry has been 
accorded the highest priority. 

12.4.1 Growth During Five Year Plans 
On the eve of planning in India there were three main units producing steel. These 
were the Tata Iron and Steel Works at Jamshedpur. The Indian Iron and Steel 
Company at Asansol, and the Mysore Iron and Steel Works at Bhadrawati in 
Kanlataka. These three units had a production capacity of 1.7 million tonnes ofpig 
iron and a million tonnes of steel ingots annually. It was during I-he second and the 
subsequelit plans that ambitious programmes for the expansion of iron and steel 
industry in the country were drawn up. Phenomenal growth took place in the public 
sector of the economy. 
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The new industrial policy, 199 1. has virtually delicensed the steel industry, allowing 
the private sector to set up projects subject to only foreign exchange commitments. 
Moreover, participation of foreign iilvestors into six categories of items under 
illetallurgical industries has not only been peinlitted but also raised to 5 1 per cent of 
equity participation. Along with this, with effect from January 16,1992 all controls 
011 prices and distribution of steel have been removed. 

The post-decontrol era has witnessed the emergence of such industrial giants as 
Llyods, Nippon Denro, Kalyani, Mukand, Raunaq group, Usha group. Jindals, 
L&T and MMTC all setting up mega-integrated plants. 

Rated Capacity 

There are at present iliile integrated steel plants in the country - seven in the public 
sector and two in the private sector. The public sector steel plants are owned by the 
Steel Authority of India Limited (SAIL), which at the same time works as a central 
marketing organisation. The total rated capacity oftl~ese steel plants is 17.73 million 

In addition to the integrated steel plants there are at present 18 secondary mini-steel 
plants with an aggregate capacity of nearly 10.44 million tonnes. These plants melt 
steel scrap and refine the same for producing high-grade steel. 

12.4.2 Production and Consumption 

The steel industry is regarded as the barometer of the overall industrial growth. The 
production of fi~lished steel in India moved up the ladder in different stages. 

During the first stage lasting till the early sixties the total production amounted to 
about 2.5 inillion tonnes annually. Output picked up after mid-eighties, from 6.14 
millioil tonnes in 1983-84 to 13.00 million tonnes in 1989-90 and 3 1.32 million 
tonnes in 2000-01. 

lndia has emerged as the tenth largest producer of steel in the world, ahead of 
France, the UK and Canada, and just behind Ukraine. 

' 

The bulk of steel production in India (about 90 per cent) consists of mild items such 
as structurals, rails, sheets, plates, bars and rods. Alloys and special steels constitute 
a veiy sinall propoi-tion of the production. 

Ii~dia's per capita consuinption of steel at about 23 kg is way down (less than 5 per 
.cent) as compared to developed countries, such as the USA, Germany, Korea and 
Japan (about 600 kg) and only about 11.5 per cent of the world average of 200 kg. 

The low production and consumption of steel, however, is to be seen in the 
background of the fact that India enjoys many advantages over its rivals in the 
developed west and the developing Far Eastern countries. India has the fourth largest 
iron ore deposits, estimated around 10.3 billion tonnes, in the world with a 60 per 
cent ferro content. Much of tlis is high quality stuff with high realisation possibility 
and is available ar a cheaper rate, e.g., for SAIL the cost of iron ore is around $20 
per tonne compared to $61 in USA, $79 in Germany and $70 in UK. Skilled 
labour is cheap as well as easily available. The Indian per hour cost of a skilled 
labour works out to $ 1  as against over $20 in the USA. Wage costs account for 10 
per cent of the total cost in India as coimpared to 20-30 per cent in Europe and the 
USA. India where low productivity ofworkers nullifies all these advantages has to 
learn to make best use of its advantages. 
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12.4.3 Current Problems of the Industry ' 

The public sector Indian steel industry has been a victim of inefficient planning, 

and consequeilt escalatioil of costs. It takes approximately eight years for us to 
complete the construction of two million tomes steel plants as against about three 
years for Japan to construct a four million tones plant. 

Hence we can suggest as follows developing steel industry on sound lines: 

One, concentration only on the core activity of making steel and giving up non-core 
activities to organisations specialising in them. 

Two, drastic reduction in production of semi-finished products. 

Three, direction of investments towards capacity expansion to reach optimum 
sustainable infrastructural level. 

Four, technology selection based less on direct employmei~t to ensure economy in 
operations (this requires international exposure ofpersonnel to emerging tech~ologies) 
and relating wage structure of production efficiency. 

Five, information technology-based ofice automation, apart fiom plant automatioil, 
to enable jobs to be done with fewer personnel and more productively. 

Six, export of iron and steel items directly done by a specialised division or subsidiary 
instead of through agents. 

Seven, customer-oriented approach in evolving policies. 

Check Your Progress 2 

1) Examine the role played by public sector in the growth of iron and steel industry 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

2) 1'ndia enjoys many advantages in the production of iron and steel over many 
other countries. Explain. 

.................................................................................................................. 

.................................................................................................................. 

........................................................................................................................... 

3) State in brief some of the major problems currently being faced by the steel 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 
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12.5 ENGINEERING INDUSTRY 

The engineering industry is relatively a new industry in India that developed primarily 
after independence. The industry gained monlentum with the adoption of heavy- 
capital-goods-based-growth strategy in the second and subsequent plans. 

Since then, India has not only become self-reliant in a variety of engineering equipment 
but is also exporting engineering goods, both capital goods and consumer durable , 

goods. The industry has also emerged as the biggest en~ployment generator among 
all industries in the organised sector, accountiilg for about 30 per cent of total 
employi~~ent in all industries. With an investment of about Rs.40,000 crores, the 
eitginee~ing industry provides the key to econolnic growth with its diversified forward 
and backward linkages with almost every sector ofthe national economy. 

12.5.1 Progress During Five Year Plans 

Growtll in the engineering industry can be gauged fi-om the fact that the total production 
of the industry has n~ultiplied by over 3000 times over the last five decades; it went 
up from mere Rs.50 crores in 1950-5 1 to over Rs. 1,75,000 crores in 1999-2000. 

Engineering industry accounts for an impressive 33.1% of value of output. 28.1% of 
employma~t and 32.2% of investment in all industry. 

Another measure of the growth of the engineering industry is a sharp increase in the 
quantity of exports of this industry. The value ofexports ofengineering goods increased 
fi.0111 a mere Rs.6 crores in 1950-5 1 to as high as about Rs.2 1,503 crores in 1999- 
2000, which forilled about 13.2 per cent of India's total exports during the year. 

It may fi~rther be added that this achievement has been made possible in the face of 
stiffcompetition in the international markets fiom the advanced countries, on the one 
hand. and newly industrialising countlies on the other whose cost is less, tecl~nology 
is sopl~isticated and marketing is superior. 

The growth of the engineering industry is so planned as to perform two equally 
inlportant f~ulctions: 

i) E~lgineeriilg industry 11as to meet the increasing domestic requirements both of 
consumer d~uable goods and capital goods, which have to be used in the diverse 
sectors of the economy. 

ii) Engiileering industry has to generate enough surpluses to make them available 
for exports. In the face of the fact that India can no more look forward to 
n~obilising enough surpluses of its traditional exports, the burden has to be 

, borne increasiilgly by the engineering goods indust~y. 

12.5.2 Current Problems of the Industry 

The engineering industry shares with all other industries their problems like under- 
utilisation of capacity, high costs, unreliable supply of inputs like raw materials, powel; 
coal, transport, etc., not-so-up-to-date technical know-how, finance and marketing 
difficulties, growing sickness, etc. In addition, the Indian engineering export industry 
is faced with another peculiar problem. It arises from the international econonlic 
environment. 

M q t  of the other developed countries are imposing protectionist restrictions on 
i~npoi-ts of engineering goods fiom other developing countries, notwithstanding the 
fact that the share of developing countries as a whole is ilolninal in the total world 29 



exports of engineering goods and that of India is only microscopic, barely 0.13 per 
cent. 

The spread of protectionist pressures in developed econon~ies is going to hit the 
developing countries, which have invested in these industries not only for important 
substitution but also for export. At a time when they have started sending their goods 
to developed countries. the applicatioil of protectionist measures will have a very 
serious iillpact on the econoinies of the developing countries. 

Protectionism is being applied in different ways. n~ainly in the form of non-tariff 
barriers, like govelmllent pi~curenlent policies, duullping, n~etl~ods of assessing duties, 
adnlinistrative and techilical regulations, particularly in the field of hyg' liene, even 
packaging regulations, etc. The very complexity of detail of non-tariffbarriers make 
them inucl~ more difficult to regulate and negotiate. 

Liberalisation and Engineering Industry 

The capital goods segment ofengineering industry is passing through a critical phase 
in wake ofrecent policy changes and economic reforms. The industiy is hced with 
followiiig consequences arising out of liberalisation: 

i) The new exiin-policy has virtually abolished licensing for new items. As such. 
no official cleam~ces are required to import n~achinei): Further, imported capital 
goods are not burdened with additional or countervailing duty. 

ii) Apart from new machinery, goverililleilt stipulation to allow import of'old 
inachinery represents another threat to domestic manufacturers. 

iii) Global market conditions have led to large-scale 'dumping' ofmachinery from 
abroad, thereby adversely hitting hard thc indigenous manufactures. 

The engineering industry will have to restructure itself so as to meet threat of 
con~petition and market forces that are the l~allmarks of eillergiilg ecoilonlic 
enviroionment. 

Suggestions 

The issues involved in the restructuring of engineering industry are many. 

i) Illis is one industry in which the pub1 ic sector and the private sector units compete 
with each other in almost every product line. . 

i lllis is also an industry in which large, medium, and small-scale ~mits exist side 
by side, again in many product lines. To an extent many small-scale units are 
ancillaries to large units in the engineering industries, but there is also product 
diffel-entiation and sep~entationwith large and small units in supplyingproducts 
of different price ranges for the sanle generic product, e.g., machine tools. 

iii) This is an industry. which has both exports and imports of similar products, 
based on the degree of sophistication. 

iv) This is an industry. wl1ic11 has lately witnessed considerable innovation and 
adaptation of production technology to meet newly einerging patterns ofmarket 
demand and yet, at the same time, remained slow to change and to upgrade 
technology. 

In view of the abovc, following suggestions call be made to strengthen the engineering 
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i) An organisation, independent of gove~~ln~eilt and industry, should be set up to 
study the structure of industry in the country and to promote mergers and 
ainalganlations wherever these are econoinically desirable in national interests. 

ii) 'The comm~nicatioil gap between research institutes and the engineering industry 
inust be bridged. 

iii) Official policy in regard to foreign collaboration needs to be further reviewed 
so as to ensure a contiiluous inflow ofnew technology into the country. 

V) The import policy must be realistic, so as to avoid under-utilisation of plant and 
machinery as well as breaks in production. . 

vi) Industrial peace and enhanced productivity, both of which can be obtained 
with the cooperatioil of government and the trade unions, are imperative 
preconditions of growth. 

vii) Placing of a ceiling on the rising he1 and power costs see- a necessary condition 

Chcck Your Progrcss 3 

1 ) Trace the growtl~ of engineering industry in India during the period of economic 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

2) Mention the important problen~s being faced by the engineering industry in 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

........................................................................................................................... 

........................................................................................................................... 

........................................................................................................................... 

12.6 OTHER MAJOR INDUSTRIES 

Aillong other inajor large-scale industries in India, a reference can be made to the 
following industries: cement, paper, petrochemicals and fertilisers. 

12.6.1 Ccment Industry 

is an important ingredient of construction industry. Its manufacturing was 
.irst started in Chennai in 1904. Presently, there are inore than 300 cement factories 
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wi t l i  a total installed capacity of 83 niillion tonne per annum. The cement industry 
is working to its Sill1 capacity; annual production is estihated at about 80 million 
tonnes. 

Celllent industiy uses limestone, clay, ;hale coal and gypsum as basic raw materials. 
Mills are located near raw materials to niinimise transpol-tation cost of bulky rani 
materials. Ihmil Nadu, Madhya Pradesh, Gujarat, Bihar, Rajasthan. Kamataka and 
Andl~ra Pradesh are its leading producers. 

Distribution of cement is very uneven. The most important celllent-manufacturing 
belt I-~lns from Bihar to Madhya Pradesh and then to southern Rajasthan. In this belt 
raw materials for cement industry are obtained from Vindhya, Kaimur and Rajniahal 
ranges, sludge froni tlie fertiliser plants and slag fro111 iron and steel plants. Both big 
and mini cement plants produce cenlent in large quantities in the country. 

12.6.2 Paper Industry 

Paper iiidustly in India is quite old. Ancient people used to write on bhurajpatra, tlie 
bark of birch tree. The first paper mill was established in 1832 at Seranipore i11 

West Bellgal. Rut it could not survive. In 1 870, a fi-esh venhue was started at Ballyguiij 
near Kolkata. 

The planned development of paper and paperboard industry began after 
independence. There were 17 paper mills in 195 1 and their installed capacity was 
1.37 lakh tomes. Increasing demand of paper and allied products led to its rapid 
growth. Presently, the number of paper mills exceeds 300: total production ofpaper 
and paper board amounts to about 40 lakh tonnes annually. 

The National Newsprint and Paper Mills at Nepaiiagar is the only unit in the coulltry 
that man~lufactures newsprint. 

Production of paper and paperboard falls short of doniestic demand. A large part 
of tlie demand is met by imports. 

Bamboo, sabai and salai grasses, rags, waste paper and pulp are tlie main ram 
nlaterials used in paper industry. 

1,ocation of paper industry is very strongly influenced by the availability of raw 
inaterial and to a lesser extent by the market. 

West Bengal has tlie advantage of an early start in this industry. Paper industry in 
West Bengal is based on bamboo which is available locally or is obtained fro111 
Assain. Orissa and Biliar, Titanagar, Kakinada, Naillati, Kolkata and Mirlagra~il 
are some of the important centres of paper manufacturing in West Bengal. Siipur 
and Rajamundry are the impoi-taiit centres in Andhra Pradesli. Maharashtra is also 
a leading producer of paper and paperboard. 

Ot.her states, which have paper mills, include Madliya Pradesh, Kamataka, llttar 
Pradesh, Bihar, Haryana, Tamil Nadu, Gujarat, Orissa and Kerala. But there is a 
heavy concentration oftlie industry in the two states of West Bengal and Maharashti-a. 

12.6.3 Petrochemicals Industry 

Petrochemical industry gets its raw material froill the petroleum products. 
Petrochemicals have their own silpelior chai~cteristics; these are fast replacing several 
traditional raw inaterials like wood, glass and metal. These materials are used in 
domestic. industrial and agricultural purpose. Plastic is tlie lnost iinportant 
pctrocliemical. It has revolutioiiised the world in different fields. Fertiliseis are another 



'Perroche~nical industry can be lnainly grouped into plastics (pol~~llene,  PVC, 
polystyrene. polypropylene), synthetic fibres (polyester. nylon and ac~ylic), synthetic 
rubber (styrene, butadiene) and synthetic organic chemicals as raw materials for 
plastics. synthetic fibres. dyestuffs, pesticides, synthetic detergents and 

I'etrochemical indust~y in India is.located at Trombay and in Thana- Belapur area 
near Mumbai. There is also a petrochenlical co~nplex at Haldia in West Bengal. 
New plants are being set up. mainly near oil reiineries as they provide petro by- . 

I'etrochemical i11dust1-y lias to face stiffcompetition from low price ill1po1-t goods. In 
other parts oftlie world. like Asia-Pacific region, the industry lias witnessed recession 
due to bulk production. Plans of expansio~l and decentralisation ofthe industry are 
being deferred. Low profit levels have led to poor resource generation. 

12.6.4 Fcrtiliscr Industry 

The fertiliser industry was non-existent at the time of independence. Since 
i~idepenclence. vigorous eiToi-1s have been made to increase fertiliser production in 
the count~y. Fertilisers provide the essential nutrient for crop growth and hence hold 
key to national eco~lolnic development. 

Ever since the Sivaraman Co~illnittee in the early sixties recognised the need for 
increased ~~roduction. efficient distribution and use of fel-tilisers, there has been a 
rapid growth of the Indian fertiliser industry supported by pragmatic policies1 
administrative actions in  various areas including marketing, pricing alid supply and 
distribution a~~angenlents, etc. As a result, the i~istalled capacity grew steadily from 
a mere 0.35 million tonnes in 1960-61 to 13.48 nlillion tonnes. The actual total 
production during 2000-0 1 exceeded the capacity and has been estimated as 15.25 
mill ion tonnes. 

India has the distinction of being the fourth largest producer of nitrogenous fel-tilisers 
in lhe \vorld. Total investments in the felliliser indust~y at about Rs.93 billion make it 

Effects of Govcrnmcnt Controls 

I-Iowever, in spite of sucll a phenomenal growth in domestic production of fel-ti lisers, 
their availability falls shol-t of requirements. A substantially large part ofdomestic 
requirements is still being met by i~nports, although the share of imports in total 
availability has come down from 57.1% in 1951-52 and 71.6% in 1960-61 to 
about 13% in 2000-0 1. 

Domestic production is constrained by a number of factors, among which the   no re 
inlp01-ta11t are as follows: 

a) inadequate availability of raw materials domestically; and 

b) high pricing of natural gas - in the price varies between $1.7 and $2.5 per 
million Btu., in Russia it is $0.3, in the Gulftlie average is $0.5 and in Malaysia 



Check Your Progress 4 

1) Which one ofthe following industries, first started its production in Chennai in . 
1904? 

a) Cemeilt Industry 

b) Paper Industry 

c) Fertiliser Industry 
. 

d) Petrochemicals Industry 

2)  Ballygunj near Kolkata is known for its 

a) Cement Plant 

b) First Sugar Mill 

c) First Paper Mill 

d) First Fertiliser Plant 

3) Which one of the followiilg industry was non-existent at the time of 
independence? 

a) Cement 

b) Cotton-Textile 

c) Iron and Steel I 
d) Fertilisers 

4) Fill in the blanks 

9 India is the . . . . . . . . . . . . . . . . . . . . . . . . .... largest producer of Nitrogenous 
Fertiliser in the World(fifth/fourth) 

i Petroche~nical industry in India is situated near ............. (BombayIDelhi) 

12.7 LET US SUM UP 

such crops as cotton and jute. But a nation desirous of reaching the goal of self- 
reliance as a means to the ultimate economic freedom cannot look forward to self- 

I made rapid progress in recent years. 

Our 'tryst with destiny' began with amajor thrust towards heavy industrialisation of 
the economy. On the eve of economic planning India had a semblance of consumer 
goods industry; these suited our resource endowment of large agricultural output of 

sustained growth on the weak base of consumer goods industries. And, hence, in 
our plans major emphasis was laid on the growth of such industries as heavy 
engineering, iron and steel, cement, machine tools and other capital goods. 
Technological progress saw the emergence of petrochemical industry, which has 

Each group of industries has its own build-in potential; and similarly each industry 
has to confront the different problenls that the economy in general and the industry 
in particular gets faced with. 



12.8 KEY WORDS 

Venture Capital : Long-term finance for. high-risk ventures promoted by 
~iihiown entrepreneurs. 

Factor Endownicnt : 'The levels of availability of factors of production in an 
area or industry. 

Fixed Assets : Ally non-financial capital asset of a colnpany which is 
I-elatively long-lived and specific to particular productive 
proccsses, and the cost of wliich is iiormally recoverable 
oilly over an operating period of some duration. 

Indivisibilities : The cllaracteristic of a factor of production or 
coiiiiliodity, which prevents its use below a certain 
minim~uii level. 

Synthetic Producers : Those producers of cotton and jute textiles who make 
use of man-made fibres rather than natural fibres. 

: That part of sugar production, wliich is delivered to the 
government at fixed prices. 

: Dctenllination of conditions in which an industrial unit 
call close down its operations for good. 

Capacity lltilisation : Level of ~ltilisatioll of tlie factor resources illstalled in 
the process of production. 

Excess Capacity : Arises when a firm produces at a level below the 
optiin~un level. 

Growth Rate of Total : Amount by which output would increase as a result of 
Factor Productivity improvemciits in methods of production, with all inputs 

uncl~anged . 
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13.0 OBJECTIVES 

This unit will introduce you the topic of small -scale industries including village 
industl.'les. Their size and importance in the industrial economy of India in tenns of 
output they produce and einploymeilt they provide will be discussed. The role of 
government policy in promoting small-scale industries will be briefly considered. 
After reading this you will be able to: 

understand the meaning of small-scale Industries; 

conlprel~end the difference between village and modem small-scale industries; 
\ 

appreciate their importance in terms of number of workers they employ and 
output they produce; 

\\\ -- 
know the types of government policies that have been adopted; and 

examine the policies adopted to promote small-scale industries. 

13.1 INTRODUCTION 

What is small-scale and what is large-scale? How do you distinguish between 
small-scale and large-scale industry? 

In India, the word "Small-Scale Industiy" refers only to manufacturing activity. A 
large number of people work in big factories say textile mills, Jute mills, paper factory, 
and sugar factories and in steel plants. We also know about Tata Steel, An~buja 
Cement and Aravind Mills, Hindustan Machine Tools (MMT). Tata engineering and 



locon~otive (Telco) and Maruti-suzuki Ltd. Wliat is coniinon between these types of 
Iactorieslcon~panies? They all employ hundreds or even tl~ousands of workers in 
factories using power driven heavy machinery and equipment. Are we are also aware 
that an even larger nuniber of people work in small establishments like workshops, 
factories producing components like bolt and nuts, footwear. gamient factories having 
only few sewing and knitting machines? They form a large and growing segment of 
Indian industrial sector. It is called the small-scale industries sector. It is heterogeneous 
sector. It lias producing units working froiii domestic~'liouse1ioId premises, rented 
buildings, industrial estates and own factories. Sonie of theill use electricitylpower, 
soine of the111 do not. Rot11 higldy skilled workers as in dianiond jeulellery or unskilled 

What is the conlnion characteristic ofthese factories? llley are slnall in their scale of 
production that is in the scale of output that tliey produce per day or per week. The 
word 'scale' in the term small-scale refers to the scale of output tliat a unit or a 
factory could produce. Some are also observed to use simple lnacllillery like sewing 
macliines, iiiacliine tools and inouldiii~sliapi~~g machines. In other words, they use 
little capital or investment. Their ownership is generally found to be proprietary or 
partnersliip. In many cases it would be a family business passed 011 froin generation 
to generation. Owner and the niaiiager would be the same person. Some hire wage 
labour, while many ofthem do not do so and use lnenibers of tlie family as workers. 

Who buys froiii these factories? Wliat is their market? Most ofthem cater to local 
markets. A large number of then1 take orders from large factories or other small 
factories. Then they are called sub-contractors; tliey produce according to tlie 
specification ofthe product given to them. How do we go about classifjing tliem? 
What are tlieir associated features? It is necessary to know ifthe government wants 
to identify and support tliem to succeed and provide employment to more nuniber cjf 

Check Your Progress 1 

1 )  What do you understand by sinall-scale industry? Can you think of any other 
ciiterioii to distinguish between small-scale and large-scale iiidustiy? 

I .................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

13.2 DEFINITION AND TYPES OF SMALL-SCALE 
INDUSTRY 

There are two types small-scale industries: Traditional or Village and Modem. The 
traditional type does not use power in their production process. The village industries, 
cover a wide variety of industries. This includes: 

Khadi - Hand-woven cloth made from hand-spun yam is called khadi 

Specific village industries such as processing of cereals and pulses, manufacture 
of canegur and khandsari, ghani oil, hand-made paper, bee-keeping, village 
pottery, cqently,  blacksinithy and fruit processing 



Handlooms-l~andweavi~lg fioin nlill made yarn 

Handicrafts- einbodying the traditional skills of artisans to produce goods of 
artistic and cultural value 

Sericulture-mulbeny and other types of silk 

Coir froin coconut husk involving netting, spinning and weaving 

"Modern Small-Scale" industries are those that use power and machinery. Power- 
driven loon1 making cloth, units making plastic moulded articles, gannent making, 
rice machine-millers and footwear are some of the examples. 

The following is a representative list of modem sinall-scale industries: 

a 'Automobile accessories and parts 

Metal Castings 

Domestic Electrical appliances like Iron, Mixers etc. 

tIasiery and Knit Wear 

a Bicycle Parts 

HandTools 

Scientific Instruments 

Storage Batteries 

Steel Furniture including Alnlirah 

a Domestic Utensils 

Agricultural Inlplements 

a Iieady Made Garnlents 

a Wires and Cables 

Plastic Mouldings and Extrusions 

a Paints and Varnishes , 

From the above list you can in~n~ediately understand that the above products can be 
produced both in small-scale and large-scale industries. 

In Unit 1 1, you have learnt about the size of finn. To recapitulate, three criteria are 
widely used to measure the scale of activity or firm size. Output, employment and 
the capital measure. Physical output, say toilnes per day, could be used to measure 
finn size. Value ofoutput produced can be used by multiplying the physical ineasure 
by the price per unit of output. The price of the product can vary from year to year. 
Therefore value of output is not widely used. Employnlent or number of workers 
employed is a widely used ineasure of size of the firm. 

13.2.1 International Practice 

Geilemlly finns eillploying less than 50 workers are defined as small-scale eilterp~ises. 
Those employing 50 to 99 are called medium scale enterprises. And those with 
more than 100 workers are called large enterprises. 

, 

13.2.2 Definition in India 

111 India government agencies use the value of assets as a measurc of firm size. This 
is a capital nleasure and does not take into account the number of morkers enlployed 



Size o l * l n d u s t ~ . ~  
i l l  l ~ l d i a  

-- -- 

i11 the firm. Therefore a small-scale firm can have inore than 100 workers. Ui~der 
this definition we ask the question ' What is the value ofyour investment in plant and 
machinery?' This value also changes over time. However. only the oiiginal purchase 
price of plant and machinery is taken account and not the current market value. As 
you can expect, the government has changed the definition of snlall-scale industry 
froin time to time. The definitions cui~ently in use are described in the next section 

13.2.3 The Official Definitions 

Small-Scale Industry: Units having investment in plant and macl~inery not exceeding 

Rs.. 10 inillioil 

Ancillary Units: Units having investments in plant and macliineiy not exceeding Rs. 10 
million and engaged in: 

- The manufacture of parts and components 

- Supply of 50 per cent of the production to other units 

n~illion 

13.3  THE IMPORTANCE OF SMALL-SCALE 
INDUSTRIES 

The use of the tern1 small-scale industry does not imply that the size of the industiy 
is small. It only ineans that the size ofthe industrial unit is small. Statistics on the 
small-scale industrial sector varies depending on the delinition of small-scale sector. 
Here let us use an einploymeilt definition to bring out the importance of the small- 
scale sector in the national economy. At this stage you may like to go back to the 
unit 3 in block 1 on Industrial statistics. Recall that all units with more than ten 
workers using power and with more tha11 20 workers not using power are registered 
under the Factories Act 1948. It is called the orgailised sector. Those units not 
registered under the factories Act belong to the "Unorganised sector'. We can 
regard the unorganised sector as the small-scale industrial sector as most of the 
small-scale units are observed to have less than 10 workers. 

We can use the National accounts statistics data to get an idea ofthe contribution of 
SSI to manufacturing NDA (Net Domestic Product). In Table 13.1 we have 
presented the NDP (in Rs. .Million) originating in the sectors, unregistered 
manufacturing, total manufacturing and the total ofall economic activities. 

Table 13.1: Net Domestic Product According to Economic Activities(1980-81 prices) 

Year Unregistered Total 
Total of All Percentage share 

manufacturing manufacturing Economic Unrcgistere" 

Rs.billion Rs.Billion Activities manufacturing 
(=NDP) in Total 

Manufacturing 

1980-8 1 93.6 
1990-9 1 172.1 
1991-92 161.7 
1992-93 171.3 
1993-94 177.0 
1994-95 196.3 
1 995-96 223.2 
1996-97 236.2 

Sol~rce: National Accounts Statistics 



Froin Table 13.1, it is clear that the share of unregistered sector in total manufacturing Small Scale 

is declining since 1980-81. The small-scale sector still contributes about 35 per cent 
of manufacturing sector's net domestic product. Another significant contribution of 
the small-scale sector is in terms of employment. Nearly 80 per cent of manufacturing 
employment is found in small-scale sector. However, the employment share is also 
declining as the data in Table 13.2 indicates. 

Table 13.2: Employment Share 

Type of Establishments 1984-85 

Source: SIDBI 2000 

Check Your Progress 2 

1) Calculate the share of large-scale industry and small-scale industry in total 
manufacturing NDP? 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. , 

.................................................................................................................. 

.................................................................................................................. 

SCALE SECTOR 

Which are the most important small-scale industriis'in terms oftheir contribution to 
value-added? It is difficult to be precise in answering this question. We can rely on 



Table 13.3: Distribution of Value added in the small-scale sector 1984-85 

I 

Source: Report of the Expert Committee on Small ~nter~rrses, 1 997 

From the data presented in Table 13.3, the following industries may be considered 
as the most important in the small-scale sector. They are Wood products, Textile 
Products, Metal Products, Leather products and Food & Beverages. 

The above industries are known to enjoy certain location, process and market 
advantages. This may explain the predominance of small-scale factories in the above 
industries. The following factors may be mentioned. Some of them are : 

predominantly processing a dispersed rawmaterial ( food crops, fruits,dairy . 

products having local markets (wooden fUmiture,tins and containers,steel tmks, 
plastic products) 

products that are heavy and bulky (concrete products,bricks and other building 

products with putting out systems ( hosiery and garments) 

Local assembly is common (zigricultural implements) 

Products that depend on cheap raw material ( leather ) 

Industry Value added Share 

Food Products 29.9 

Beverages and Tobacco 24.7 

Cotton Textiles 9.3 

Wool, Silk Etc. 27.8 

Jute Textiles 2.2 

Textile Products ' 62.8 

Wood &Furniture 78 

Paper & Printing 27.8 

Leather Products 47.9 

Rubber &Petroleum 19 

Chirnicals 10 
- 

Non-Metallic Mineral products like Cement etc 20.3 

Basic Metal Industries 9 

Metal Products 56.5 

Non-Electrical Machinery 23 

Electrical Machinery 12 

Transport like Motor vehicles & Scooters 

and their parts 14.2 

Other Manufacturing 46.9 



Some are concentrated in some regional centers. In such centers small-scale units 
form a cluster and they benefit from economies of agglomeration, Economies of 
agglomeration are the cost advantages that a unit gets because it is located in a 
cluster of factories producing similar produots. For example, access to skilled labour 
at low wages and raw materials. They are as follows: 

Castings (~owrah, west ~ e n ~ h )  

Hand tools (Jallundar, Nagpu ) 

Locks (Aligarh) 

Sports Goods (Meerut, Jallundar, Delhi) 

Tiles (Kerala) 

Safety Matches (Sivakasi,Tarnilnadu) 

Autocomponents (GurgmqHaryana) 

Electronics (NoidgUP) 

Diamond, (Surat,Gujarat) 

Garments (Tiruppw, Tamil Nadu) 

Several factors would have contributed to this pattern like the availability of raw 
materials, skilled labour and explicit government policy. 

Check Your Progress 3 

1) Using Table 13.3, give examples of industries in which small-scale industries 

......................... ........................................................................................ 

................................................................................................................. 

................................................................................................................. 

13.5 POLICY TO PROMOTE SMALL-SCALE 
INDUSTRIES 

There are two main types of policy support available to small-scale firms. First is 
promotional. Small firms receive preferential credit at low rates of interest. It is part 
of the priority sector credit policy of government. Second small firms pay lower 
excise duties on their product. A nurnkr ofproducts produced by small-scale firms 

' are exempted from paying excise tax. Many state governments also give capital 
subsidy to start new small-scale enterprises. These enterprises are exempted from 
paying sales tax. Small Industries Development Bank of India (SIDBI) is one of the 
main institutions supporting and promoting small-scale industries in India. 



Size or Industry Protection Policy 

Under this policy the union government has selected more than 800 products and 
has ordered that large-scale firms be prohibited from producing those products. 
Only small-scale factories are only permitted to produce and sell those products. 
They are called reserved products. This policy is supposed to protect small-scale 
firms from competition from large-scale firms. 

However, small-scale units are not protected from competition given by cheap imports 
from abroad. Under the policy of liberalisation imports are permitted into India. The 
imported products often compete directly with the products produced by small- 
scale industries. 

Public sector enterprises also give preferential treatment to small enterprises at the 
time of purchasing goods and services. 

13.6 ISSUES RELATING TO SMALL-SCALE 
INDUSTRIES 

A major issue facing small scale Industries policy in India is the need to protect 
small-scale firms using the policy of product reservation. This policy is followed 
because of the following issumption. Small-scale.industries use more labour per 
unit of output and less capital per unit of output. Therefore they create more 
employment compared to largeenterprises. Many observers of small-scale industries 
have argued that Small-scale f m s  are inefficient. That is, they use more labour and 
also more capital per unit of output than large-scale firms do. In other words they 
waste a lot of scarce resources. Whether small-scale firms are actually inefficient is 
not clear. More studies are required to determine the correctness of this proposition. 

Small-scale industries are facing severe competition from imported products. This is 
a contradiction. By preventing large-scale f m s  from producing reserved products 
government is helping foreign producers. A better alternative is to permit large-scale 
firms to produce all products and help the small-scale producers to improve their 
, productivity. This will prepare them to face competition from both large Indian 
companies as well as cheap imports 

It is important to remember that in a capital scarce economy like India it is very 
important to improve the productivity of small-scale enterprises. We need to think 
and debate about ways to formulate better government polices to help small-scale 
industries. 

13.7 LET US SUM UP 

. This unit discussed the role of small-scale industries in the Indian industrial economy. 
After going through the unit, we know that village ihdustries are different from modem 
small-scale industries. Small-scale industries contribute a large share of manufacturing 
employment and smaller share of manufacturing value added. The government gives 
many incentives for the promotion of small-scale industries. The government also 
protects them from large-scale producers using the policy of reservation. However 
competition h m  imports is a major problem facing small-scale producers. We need 
to think about designing a better industrial policy to promote small-scale industries 



13.8 KEY WORDS 

Traditional or Village Industries : Industries not using power. 

Modern Small-Scale Industries : Industries using power and machinery. 

Economies of Agglomeration : Cost reduction due to clustering of 
factories in one location. 

Promotional Policy : Preferential bank credit and tax policy. 

Protection Policy : Protection from competition from 
large-scale industry. 

Reserved Products : Products reserved for production by 
small-scale industry only. 
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13.10 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

Check Your Progress 1 

1) SeeSection13.1and13.2 

Chcck your Progress 2 

1)' Subtract the share of unregistered sector from 100 

2) Get hold of latest National Accounts Statistics and Calculate as given in 

Check Your Progress 3 

1) Subtract the percentage share given in column 2 fionl 100. This will give you 
the share of large-scale industry. 
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14.0 OBJECTIVES 

After reading this unit, you will be able to: 

understand what public, private, joint, and cooperative sectors are; 

learn the kinds of roles envisaged for them in India; 

put all the sectors on a comparative plane; ,md 

appreciate their relevance in the changing scenario. 

14.1 INTRODUCTION 

Economic activities, such as the production and dish bution of goods and services, 
take place broadly in four sectors, namely public scxtc)r, private sector, joint sector, 
and cooperative sector. Different countries have placed different emphasis on these 
sectors in different periods of their economic history. Due to various economic 
reasons, production and delivery of certain goods and sewices are deliberately kept 
aside for partibular sectors. Econo~mic reasons apart, ideological overtones of the 
existing regime also determine the division of ecr~nornic activities into various sectors. 
Though there is no watertight compartment that a particular industry has to be within 
the purview of a particular sector, certain industries or activities have traditionally 
been with public sectors because of lack o'f interest from the privateprties. 
Objectives, roles, and limitations of various sectors are discussed below. 



14.2 THE PUBLIC SECTOR 

Any organisation that is under government oumership and control are called public 
sector units. Here, public means the govenmt:nt and not the general public. On the 
basis of the way they are created, and the flexib ility and autonomy provided to them, 
public sector units are divided into 'Departmer ltal Undertakings' (or Departments), 
'Corporations', and 'Companies'. For example, anything, which is directly under 
the ownership, control, and management of glovernment, such as railways, post & 
telegraph, atomic power, etc. are called 'departments'. Likewise, any public 
undertakings, which have been formed by tht : special act of the parliament or state 
legislatures, are called 'corporations'. Some cbf the examples ofpublic corporations 
are Life Insurance Corporation of India, Indl   st rial Financial Corporation of India, 
Darnodar Valley Corporation, Oil & Natural C3as Commission, etc. Lastly, the public 
undertakings, which are formed under the Companies' Act, 1956, like any other 
companies, are called government companies. According to this Act. a government 
company is that in which not less than 5 1 % of 'paid-up share capital is owned by the 
Central government, or by any State Governml ent or Governments, or jointly by the 
Central and State Governments. Examples oi 'government companies are Bharat 
Heavy Electricals Limited, Madras Refinexies Ltd., Gujarat State Fertiliser 
Corporation Ltd., etc. They are run like any other private coinpanies. The term 
"public enterprises" usually refer to non-depa~ trnental undertakings, which include 
corporations as well, companies. Depending, on which government is the owner, 
organisations in public sector can be categori5 ;ed as central public enterprises, state 
public enterprises, and local public enterprisers (enterprises owned and managed by 
local government). 

It is important to note that there is a differemce between the 'public sector' and 
'public limited' companies. Public sector, as r nentioned earlier, must have ownership 
and control by general government. For exan ~ple, all government owned companies 
are called public sector units, whereas an!  publicly held unit where owners' or 
stock holders' liability is limited by the am( ~ u n t  of share owned, are called 'public 
limited company'. 

Check Your Progress 1 

1) Define Public Sector? 

................................................................................................................. 

................................................................................................................. 

............................................................................................................... 

................................................................................................................. 

2) Give five examples of pq'olic corporatio ns (two at Central Government level 
and three at State level)? 

.................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................ 



3) What is the difference between a 'public sector' company and a 'public limited' 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 
. B ................................................................................................................. 
14.2.1 Role of Public Sector 

In most of the countries, the activities, which are not favoured or undertaken by 
private sector, are left to the public sector to perform. In other words, public (and 
merit) goods and services, such as water supply, roads and bridges, health, and 
education are provided only by public sector (government). Thus public sector 
produces those goods and services that it can deliver best and private sector produces 
those that it can do best. However, for strategic reasons, certain goods and services 
are kept exclusively for public sector productien even though private sector is willing 
and can produce and deliver those goods and services. 

In India, fiom the very beginning since independence, a 'mixed economic system' 
was envisaged. Under this system both public and private sectors were expected to 
make equally significant contributions to the progress and prqpperity of the country. 
In the Indian concept of 'mixed economy', ithe public sector was accorded far 
significant role in comparison to the traditional .roles played by it elsewhere. The aim 
of massive investment in public sector was not only to control the 'commanding 
heights' of the economy but also to make up for-the initial limitations of the private 
sector in an undeveloped country. 'Commanding heights' consisted of: infkitmctural 
industries, dch  as roads and bridges, railways, civii' aviation, water supply, electricity, 
telecommunications, etc. and ii) basic industries such as iron and steel, oil and 

L .petroleum, heavy capital goods, chemicals, fertilisers, etc. It was felt that 
establishment ofbasic industries should be left top1 lblic sector so that limited resources 
could be put to their best use. These industries an,yway would not have appealed to 
the private sector as infkastructure and basic industries need long gestation periods, 
heavy investments, and yield low returns. As per the felt need, some activities were 
left exclusively within the purview of public sector and rest were left for both public 
and private sector initiatives. In a sigruficant move, the number of industries reserved 
exclusively for the public sector has been brought down to 4 from one pre- 
liberalisation number of 17. 

The major objectives of public sector are to help in rapid economic growth, rapid 
industrialisation, and create infrastructure for economic development. The other 
avowed objectives of public sector are: to promote redistribution of income and 
wealth, to promote balanced regional de velopment, to generate employment 
opportunities, and to promote import su .bstitution and save precious foreign 
exchanges. Ever since the Industrial Polic; 4 Resolution of 1956, the public sector 
has been playing a strategic role in our econo \my. The dominant role of public sector 
was maintained during different plan perio ~ds, which has however been reduced 
substantially after economic liberalisation of 199 1. 
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14.2.2' Growth and Acl~ievements of Public Sector in India 

At the time of independence, the range of activities within public sector was limited. 
The private sector dominated the entire range of activities. However, after the 
independence, the activities of the public sector were expanded and public sector 
enterprises started engaging in wide range of n~anufacturing and service industries. 
Since then there has been significant growth of public sector in terms of investnlent, 
size, and number of units within it. As on March 3 1 ", 1998, in central public sector 
alone, there were 240 units and total investments in these units amounted to 
Rs. 2,04,054, crores, which accounts for about 30% of the gross investment. This 
is a substantial jump over just 5 units as on lSt April 195 1, when investment was 
mere Rs. 29 crores. As on March 313, 2000, there are 240 CPEs (8 under 
construction, 157 involved in manufacturing/producing goods, and 75 rendering 
services). Apart from CPEs, around Rs. 2,09,000 ciaores have been invested in 
state level public enterprises numbering about 11 00 units. 

Around Rs. 1,00,000 crores has been invested in departmental and local level public 
sector units. Public sector contributes to about 45% of capital formation. According 
to National Accounts Statistics, 1998, the share of public sector in GDP is around 
25%. It contributes around 7% to gross domestic savings (GDS), and around 29% 
to gross domestic capital fom~ation (GDCF). During the initial planning period, public 
sector played a big role in capital formation. But, after two decades of planning, the 
share of public sector in gross domestic capital formation started declining. As in the 
case of any underdeveloped country, India also inherited an undeveloped 
infrastructure from its colonial past. As private sector didn't have sufficient resources 
and inclination to invest in hfbstmcture projects, which involved massive investment, 
public sector contributed a lot in building up the basic infrastructure for economic 
growth. 

The public sector is quite dominant in non-financial iihtnlcture and has significant 
presence in heavy industry, if not as dominant as in the forn~er. The objective of a 
private sector unit is invariably economic: to n~aximise profit or to maximize revenues/ 
sales, whereas the objective of public sector, in most of the cases, is socio-economic. 
The achievements of public sector thus should not be gauged only in terms of profit. 
Though it is unfair to pit public sector against private sector, the performance record 
reveals that they have created massive employnlent but at the same time allowed 
over-manning also. 

14.2.3 Drawbacks and Limitaticns 

Notwithstanding a commendable job done by public sector, it exhibits some major 
shortcomings. 1n spite of its foray illto new areas of industrial and technical 
competence, most of the units have rarnpant over-manning, lack of technological 
upgradation, and lack of R&D. Possibljr because of all these reasons, productivity 
and return on investment on public sect0.r undertakings are abysmally low, at least in 
comparison to private sector. Approximately, 40% of central public sector units are 
chronic loss makers. The enterprises also did not make much headway in ternls of 
human r e s o w  development in training, skilled labour, worker motivation, managerial 
initiative, and incentive or prodgctivity l i ~  lked wages. In terms of value added, public 
sector contributes even less than half o f private sector. Though public sector has 
helped create a broad and diverse illdustrial base, its perfoimance in several fionts 
has been dismal. 

Public sector faces certain limitations owing to the nature of its objectives. Socio- 
economic objective has been a domil iating feature of public sectm; and in some 

8 cases the objective may be conhsing. Pricing policy of public sector is not always 



profit oriented. In most of the cases, it runs onno-profit no loss principle. This leads 
to lack of incentives for efficiency in the system and thus the competitive spirit gets 
lost. Sometimes, vast capacity is created but it remains under-utilised owing to lack 
of demand or possibly due to lack of bse. Public sector frequently suffers from 
project and cost overruns. One of the major problems, in public sector, is labour 
problem. Trade unions are conspicuous by their militant activities. Till few years 
back, there was no policy, which could take care of shedding of excess labour. 
Because of the very nature of the organisation, public sector lacks autonomy and 
flexibility. Impediments come in the form of ministerial &ktats. Stifling bureaucratic 
control also pose hindrances on the smooth and steady functioning of public sector 

Check Your Progress 2 

1)  What have been the main roles of public sector in India? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

2) What are the drawbacks of public sector? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................ 

14.3 THE PRIVATE SECTOR 

Any organisation, which does not belong to public sector, can be taken to be part of 
private sector. Definitionally the firms, owned and managed exclusively by private 
parties (could be individual or collective) are known as private sector units. Private 
sector is sub-divided into : a) private corporate sector, which includes : i) joint 
stock companies, and ii) cooperatives, and b) household sector. In India, over the 
years, the range of goods and services where private sector has taken initiative and 
is playing a major role, has widened substantially. These days, almost everything 
conceivable is being manufactured in private sector. In terms of number of owners 
involved, private sector can be subdivided into two categories, namely, 'individually 
owned' and 'collectively owned'. Individually owned firms are managed by single 
person and work with the objective of profit maximisation. Collectively owned private 
firms can M e r  be sub-divided into : i) partnership, ii) joint-stock companies, arid 
iii) cooperatives (discussed in Section 14.5). In partnership ope, the firm is jointly 
owned and managed/controlled by more than one person. As partnership is based 
on the sharing of the profit the main objective of a partnership f m s  like indn idm. '! 
owned firm, is maximisation of profit. 
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The private sector plays an important role in the industrialisation and development 
Ownership Structure process of a country. Developed countries have a long history of private sector 

involvement. Particularly in the West, private sector has been the prime mover of 
growth. Because of the profit motive, private sector tends to be more innovative in 
its approach towards production and processes. Profit motive not only drives it to 
make efficient use of available resources, but also compels it to constantly introduce 
newer products. Thus it contributes to welfare of a nation through provisions of 
varieties of goods and services at competitive prices. Because of its positive role. 
private sector is being given renewed importance everywhere to contribute in the 
development process. After 3 decades of planning era with emphasis on greater 
public sector role, India started realising the potential of private sector in mid eighties. 
The Move towards privatisation was ad hoc in nature in the later half of eighties. 
However, 199 1 onwards, private sector was accorded significant role in the industrial 
development of the country. It is conlmonly observed that when public sector takes 
up the leading role in the development of infrastructure and basic industries, private 
sector plays dominant role in inteimediate and consumers goods iu~dustries. However, 
after 1 99 1, even industries previously resewed for the public sector are being opened 
up to private sector. Small and tiny industries, which belong to private sector, also 
make substantial contribution in the development process ofa country. (Even industries 
previously reserved for the public sector are being opened upto private sector). 
Small-scale industries create employment opportunities, make efficient use of the 
local resources, provide scope for the exploitation of local entrepreneurial abilities, 
help in income generations, reduce interpersonal income disparities and so on. 

14.3.1 Growth and Contribution of Private Sector 
In spite of limited areas of operation, the private sector in India has grown in size, 
and turnover. Private sector contributes around 15% of GDP to gross domestic 
capital formation, which is more than double of that of public sector. Private sector 
contributes around 22% of GDP to gross domestic savings of the country. In tenns 
of employment, private sector's contribution is way behind that ofpublic sector. 
The total employment in private sector is around 87 lakhs whereas in public sector 
it is more than 194 lakhs. However, the available statistics suggests that there has 
not been much growth in employment generation in public sector in the last decade. 
Rather there has been negative growth in employment since 1997. But, it has been 
steadily growing in private sector except a negative growth from 1998 to 1999. 

14.3.2 Disadvantages and Limitations 
The main motive of private sector is to maximise profit. Thus the areas1 industries 
where returns to capital is high gestation period is comparatively short, and investment 
required is not bulky, suit them the most. However, despite their contribution to 
employment generatihn and a diverse industrial base, the growth in this sector has 
not been sufficient. Greater interest in consumers goods industry (by private sector) 
to earn quick buck creates an unbalanced kind ofpattems ofproduction, which may 
not be sustainable if &country does not have suitable infrastructure base. In India, 
private sector has hardly contributed to infrastructure and basic industries, which 
are considered the backbone of a national economy. However, recently, there is a 
surge in private sector investment in telecommunications, roads and transport, energy, 
petrochemicals, etc. 

Too much of private sector involvement, specifically if it is unregulated, not only 
creates but also tends to strengthen monopoly power and concentrate wealth in few 
hands. If a level playing field is not created the players who already have resources 
tend to gain maximum benefit out of greater private sector participation thus ultimately 

10 creating inequitable distribution of income, 
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Private sector is not always dominated by entrepreneurs who have enough resources. 
; Particularly in a country like India, where capital is scarce, private sector initiative 

remains tardy owing to the non-availability of venture capital. If capital market is not 
developed and it is difficult to raise sufficient resources from financial institutions, 
private sector cannot contribute to progress at a desired pace. 

Check Your Progress 3 

I ) Define private sector? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

2) Mention two advantages and two disadvantages of private sector? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

14.4 THE JOINT SECTOR 

Joint sector is a type of organisation where both government and private entities act 
as collaborating partners. Though joint sector gained prominence after the Dutt 
Committee report in 1969, this form of organisations had already started appearing 
after the Industrial Policy Resolution of I 956. This resolution made provisions for 
collaborative ventures between private and public sector. In this type of arrangement, 
both private sector and public sector own, control, and manage resources jointly, 
hence the name 'joint sector'. Earlier, public financial institutions hardly had any 
control over the resources they had invested in private sector. The idea ofjoint 
sector was broached so that public sector could have some control over the financial 
resources. 

In joint sector, not more than 50% of equity can be owned by the gover&nent&d 
financial institutions together. Secondly, a single private investor cannot hold more 
than 25% of the paid-up capital without the permission of the Government of India. 
A joint sector firm can be formed in accordance with the Companies' Act of 1956. 
Some of the famous names in joint sector are Bharat Shell, Container Corporation 
of India (Concor), Maruti Udyog Ltd., Gujarat State Fertiliser Corporation, Haldia 
Petrocl~emicals Ltd., Mangalore Refineries and Petrochemicals Ltd. etc. 

14.4.1 Role and Advantages of Joint Sector 

The joint sector was envisaged so that some of the elements of social development 
could be provide;. Like pqblic sector, joint sector also help in achieving social 
objectives such as creation of employment opportunities, reduction of inter-regional 
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disparity, and development of backward regions. Participation of the government in 

Ownership Structure the business helps control concentration of monopoly power; curb the growth of 
monopolies and business malpractices. The advantages ofjoint sector are that it can 
combine best of both the public sector and the private sector. In a joint sector firm, 
much-needed financial resources can be obtained h m t h e  public financial institutions 
and the private party can put in their best practices so that it can lead to better 
industrial growth in the desired direction. Thus joint sector can broad base the 
industrial structure by motivating firms to areas or industries where private sector 
would not have ventured alone. 

14.4.2 Limitations and Disadvantages 

Joint sector firms have the potential for conflict between the parties involved in the 
venture. As private sector is profit oriented and public sector hr: social goals to 
achieve, this can create conflict in objectives. 

14.5 THE COOPERATIVE SECTOR 

The organisations where people join voluntarily to pursue economic interests are 
known as cooperative societies, which are collectively known as cooperative sector. 
A cooperative society is a voluntary, independent business enterprise, formed to 
satisfy comnlon need(s) of the participating members of the venture. They can be 
production-, market- and service-oriented. In tem~s of organisations, cooperatives 
differ from other types of firms. In case of private sector and even in the case of 
public sector, the persons who own the resources, persons who control the resources, 
and the persons who are the final customers or users, are normally separate entities. 
Thus, the components of ownership, control, and use are not unified. However, in a 
cooperative type organisation, all the above three entities belong to the same group. 
In other words, in a cooperative type arrangement, those who own resources, those 
who control the resources, and those who use the final goods and services are all 
one and the same group. These characteristics of the cooperative sector make it 
essentially different fiom private and public sector. By virtue of the very nature of the 
organisation, cooperatives call for direct responsibility and accountability from the 
cooperating agents. 

Cooperative type organisations, of course of different variants, are very popular in 
European countries, (especially the Scandinavian countries), Japan, Israel, Canada, 
and India. Cooperative firms were quite popular in erstwhile USSR. Consumers' 
cooperatives, agricultural cooperatives, and other types, such as housing, banking 
and workers' productive cooperatives are quite popular in West-European countries. 
Literature suggests that some of the largest concenttation of cooperative development 
is still there in Western Europe. In USA, most of the cooperative organisations 
remain confiied to rural areas and deal with agriculture related activities. In Japan, 
cooperatives are mostly rural by nature, well organised, well integrated and most of 
the farmers belong to multi-purpose cooperatives. Whichever country they belong 
to, in majority of the cases cooperatives have catered to the needs of rural and 
agrarian classes. 

International Cooperative Alliance (ICA) reveals some impressive bets and figures 
abou~ the dominance of cooper~tive sectors. According to ICA, almost the entire 
dairy p luctiun of Sweden is i??;lrketed by farmer-owned cooperatives. Similarly, 
75% cf forest products of NOD\ a! is processed and marketed b> cooperatives. In 
Italy, cooperatives share 60% nl'rht. total wine production. It is inwresting to know 
that 14 fru111c.1 -owned cooperatn L'S figure in among the 500 largest corporations in 



USA. TO quote a few more, 60% of chicken, 87% of pyrethrum, and 40% of Public, Private, 

cotton are marketed by cooperatives in Bolivia. Kenya, instances and Brazil 
respectively. Back in India. AMUL dairy cooperatives market a major share of 
India's milk production. 

Cooperative ventures in India span sectors such as agriculture, industry, and services. 
Within these sectors. cooperatives are found in many sub-sectors. Functionally, these 
cooperatives work for various purposes such as marketing, !supply of raw materials, 
credits, etc. Some of the credit societies in the cooperative sector are agricultural 
credit societies, indusirial cooperative banks, non-agricultural credit societies, and 
State cooperative agricultural and rural developmel~t banks. There are marketing 
societies. such as for cotton. fruit and vegetables, tobacco, coconut, and there are 

like. cotton ginning and pressing societies, and agricultural ~lrocessing societies. 
Myriad other different types of cooperatives includr cold storage cooperatives, 
inigation societies, energy cooperatives, farming societies, healtb-care cooperatives, 
telecomn~unications cooperatives, weavers' societies, other industrial societies, 
cooperative industrial estates, labour contracts and constructior~s societies, forest 
labourers societies, tribal cooperatives, transport societies, electronic cooperatives, 
women's co-operative societies, students cooperative societies, multi-unit 
cooperative societies and others. Famous names in the cooperative sector are Indian 
Far~ners' Fertilizer Cooperative Ltd. (IFFCO) in Gujarat and the finest symbol of 
cooperative movement in India now is AMUL, a formidable brand, not only in milk 
products but also in ghee, butter, cheese, chocolates, ice creams, and now in pizza 

Check Your Progress 4 

1 ) What is the difference between 'joint sector' and 'cooperative sector'? ' 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................ 

................................................................................................................. 
2) Name three joint sector companies and two cooperative sector organisati ~ns? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 
14.5.1 Objectives of Cooperative Sector 

The objective of cooperative societies is to provide maximum possible service at 
the least expense possible. Thus cooperative societies don't pursue t l~e economic 
objective of maximisation ofprofits. However, they are treated for tax pllrpses like 



Orgrnisrtion s ~ l d  
one private sector, because the cooperatives have economic interests and their 

OM ner5hip Structure effectiveness is mneas~ued by the same standard as that for private sector. Cooperatives 
were conceived to create a system of self-help among the poorer lot of the society. 
The objectives of cooperative  move^ nent in India are not only to provide goods and 
services at a cheaper rate to the cooperating community, but also to instil a sense of 
togetherness and collaborative inanagelnent of resources by the cooperating 
community. Cooperative sector is promoted with the bcllefthat it has got the reach 
and ability to benefit particular section of society or sector of the economy. \vhich 
cannot be satisfactorily served by public sector or private sector. 

14.5.2 Growth and Limitations 

India figures quite prominently in any literature when cooperative lnovement is 
concerned. India's Anizd, campaigning as the "taste oflndia", is not only a formidable 
brand today, but also,has shown the world what cooperative venture is capable of 
doing. Accordiilg to National Cooperative Unionof India. there has been a notable 
growth of cooperattves ill India. Latest data suggests that no\\ ~t covers around 
67% oftotal rural households. There are 2 1 national level cooperative federat~ons 
and more than 3513 state level cooperative federations. A look at the growth of 

. cooperative move,ment reveals that in 1998-99, there were 209 million members in 
various cooperat;lves, which wasjust 5 1 million in mid-sixties. Likewise, number of  
cooperative organisations has risen from 3.4 lakhs in mid sixties to more than 5 
lakhs in 1998-99. In terms of self-employment generation, cooperatives share 12.504 
in the national economy. 

In spite ofthis fi~bulous growth over the years, India11 cooperati\,e sector has its own 
problems and I.landicaps. Cooperatives are governed by the cooperative r ~ ~ l c s  and 
laws, admillistered by the goverllnleilt through cooperaticc registrars. and ~t her 
government ,appointees such as chairmen and managing directors. There are inally 
instances wtren there have been excessive interventions of gove~ment  authontie\ I I I  

the working of the cooperatives. The purpose of self-manage~nent of cooperatives 
by the cooy,erati11g agents is not se~ved when one government apparatus interfere5 
eve11 in the; day-to-day affair. In a liberalised regime, when other types of organisations 
are drifiing towards market-oriented working mechanisms or systems. 
cooperartives need to have flexible rules and regulations and should be free fro111 
official coi~trols and interference. At the same time, given the volumtay and democratic 
nature ofthe organisation, cooperatives should iilstil self-discipline to make themselves 
inore ieff'ective and efficient. 

Coo,perative sectors, particularly in developing world, are expected not only to 
grcw with public sector and private sector but also to con~pete with the111 in many 
fie,lds. They are expected to generate profit and at the salnc time are subjected to 
v;xious govemllent control and rigidities. I* the existing system. the prevalent law 
gives g o v e ~ e n t  the right to take control of cooperatives, which restricts the sense 
c,f involvement, sense of independence, and sense of self-reliance of the cooperating 
members. Cooperatives often lack cohesion or bonding among the~l~selves within 
the same cooperative sectors and suffer from acute resource crunch. Besides this 
there is no level playing field for cooperatives to survive and sustain when there has 
been massive entry of multinationals. Howcvel; there have been some attempts in 
this direction in the fornl of new laws in some states. such as Andhra Pradesh, Bihar. 
and Madhya Pradesh. 

I. 
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1 ) How can the cooperative sector serve the interests of people in a better way? Sectors 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

2) What are the limitations of cooperative sector? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

14.6 LET US SUM UP 

In any economic system, no single form of organisation can exist. The national economy 
runs on the conditions that all major forms of organisations not only coexist but also 
are dependent on each other. Because of the need of the time, immediately after 
independence, public sector was accorded more than its traditional role in the Indian 
economy. Over the years both public sector and private sector have contributed in 
the deyelopment process of the Indian economy. However, after liberalisation, public 
sector is gradually being marginalised in favour of private sector. Private sector now 
has the required resources, will, and the capability to contribute even in the traditional 
domains of public sector. Now, in an open and globally integrated economy where 
survival depends on the efficient use of the scare resources, it is being realised that 
private sector involvement is a better alternative than public sector involvement. 
Hence, worldwide, there is a greater and faster move towards privatisation than 
ever before. 

14.7 KEY WORDS 

Cooperatives: Cooperatives are private, voluntary, independent association of 
people formed to pursue common economic interests and achieve a common 
economic objective. 

Joint Sector Firm: It is a form of organisation where both government and private 
sector parties own, control, and manage resources and activities together. 

Privatisation: Move towards effective transfer of ownership or resources from 
general government to public ownership. 

Private Sector: Organisations, which are owned, controlled, and managed by private 
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Public Limited Company: Organisation, where owners' or stock holders' liability 
Ownership Structure is limited by the amount of shares owned. 

Public Enterprises: Refers to non-departmental undertakings, which include 
corporations as well companies at various levels of governments (Central 
Government, State Government, or Local Government ). 
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14.9 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

Check Your Progress 1 
1) See section 14.2,1a paragraph 

2) See section 14.2,1g paragraph 

3) See section 14.2, 2nd paragraph 

Check Your Progress 2 
1) See sub-section 14.2.1 

2) See sub-section 14.2.3 

Check Your Progress 3 
1) See section 14.3,1H paragraph 

2) See section 14.3, 2nd paragraph; sub-section 14.3.2 

Check Your Progress 4 

1) See section 14.4,1a paragraph; section 14.5,lS paragraph 

2) See section 14.4, 2nd paragraph; section 14.5,4"' paragraph 

Check Your Progress 5 
1) See sub-section 14.5.1 

2) See sub-section 14.512 



UNIT 15 PRIVATE CORPORATE SECTOR 

15.0 Objectives 

1 5.1 Introduction 

15.2 Private Corporate Sector in India 

1 5.3 Private Corporate Sector after Liberalisation 

1 5.4 Advantages of Corporate Sector 

1 5.5 Drawbacks and Limitations 

15.6 L,et Us Sum Up 

15.7 Key Words 

1 ~5.8 Some Useful Books and References 

15.9 Answers or Hints to Check Your Progress Exercises 

- 
15.0 OBJECTIVES 

After reading this unit, you will be able to: 

get a brief overview of the significance and drawbacks of corporate sector in 
general and private corporate sector in particular; 

understand the role private corporate sector plays in a national economy; 

apprehend the importance of private corporate sector in the wake of 
liberalisation; and 

know changing roles of private corporate sector, particularly in the context of 

L 

15.1 INTRODUCTION 

The Private sector includes the firms or organisations, which are owned, controlled 
and managed exclusively by private individuals or entities. As explained in unit 14, 
earlier in this block, all private sector firms can be classified into two categories, 
such as : a) individually owned, and b) collectively owned. Depending on the way 
they are organised. Collectively owned firms are further classified into 4 categories. 
They are : i) Partnership firms, ii) Joint-Hindu family, iii) Joint-stock companies, 
a$ iv) Cooperatives. The most important of these four categories is the joint-stock 
organisation, which is otherwise popularly known as the corporate sector. Joint- 
stock companies, which do not belong to public sector, are collectively known as 
'private corporate sector'. This type of organisation is found almost everywhere - 
and popular all over the world. 

In India, joint-stock companies or firms are created through two different ways 
depending on their mode of creation, namely, i) statutory corporations (created 
under the statutes of parliament or state legislatures), and ii) registered companies 
(those, which are registered under Companies Act, 1956). Thus, there are two 
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sector' in fact is a more comprehensive term, which includes both 'corporations' as 
Ownership Structure well as 'companies'. Some examples of corporations are Industrial Financial 

Corporation, Life Insurance Corporation, and Damodar Valley Corporation. Some 
examples of companies, registered with Companies Act, are Reliance Industries 
Limited, W R O  Limited, Infosys Technologies, etc. 

In most of the studies private corporate sector is defined to include public and 
private limited companies (large, medium and small iilclusive). These companies or 
corporate bodies are legal entities whose owners remain separate and assume 
limited liability. For various analyses, private corporate sector is broadly divided 
into : i) private corporate hancial companies, and ii) private non-financial companies 
or i) private corporate manufacturing and ii) private corporate non-manufacturing. 

Check Your Progress 1 
* 

1) What do you mean by 'corporate sector'? 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

2) Name at least ten corporate sector giants (five 'corporations' and five 
'companies') 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

3) Tick (J) whether 'true' or 'false7 

a) Indian Railways belong to private corporate sector (TmelFalse) 

b) Infosys is a corporate entity(Tme1False) 

stake in it (TmelFalse) 
C 

d) State Bank of India (SBI) belAngs to private corporate sector becaqe 
general public also has ownership rights in it (TrueJFalse) 

15.2 PRIVATE CORPORATE SECTOR IN INDIA 

Indian corporate sector is substantially large and highly diversified. All kinds of 
org&ised value-adding activities take place in this sector. Unfortunately, no single 
reliable source is available which systematically keeps track of the size and composition 
of Indian corporate sector so that its growth can be gauged. Otherwise also, it is not 
alw9ys easy to get relevant information on the entire corporate sector. As systematic 
s d e y  of the entire corpomte sector is not carried out on regular intervals most of - 



Companies 

Total $76,053 

drawn fiom populations for which information is available. Thus most of the studies Private C'orporate Sector 

on private cofporate sector are of sporadic nature and various estimates are 
enumerated fiom sample-selected industries owing to non-availability of systematic 
con~pilation of data at regular intervals. The following table 15.1 reveals that around 
99 per cent of the total numbers of companies at work, as on 3 1 st May 2001, are 
in private corporate sector. 

Table 15.1: The Estimated Number of Companies at Work 

(as on 31.05.2001) 

Source: Website of Department of Company Affairs, Ministry of Law, Justice & Company 
Affairs, Goyernment of India. 

In literature, private sector's role is either lauded or severely criticised. Not a single 
day passes when they don't hog the limelight in the busiiless page. Private corporate 
sector is criticised mainly because of its insensitiveness towards social responsibility 
and overemphasis on profit motive. 

However from a different perspective the role and significance of private corporate 
sector can be gauged from the contribution it makes in terms of value added to 
nationzl economy. According to estimates by one study (Shanta, 1991). in sixties, 
private corporate sector's contribution to national economy in terms of net value 
added was around 8 per cent, which however came down to around 5 per cent in 
early eighties. The same study indicates that corporate sector as such concentrated 
more in manufacturing activity from sixties to early eighties. More than 75 per cent 
of its contribution towards net value added was from manufacturing activities only. 
However, within manufacturing, private corporate sector was edged past by public 

sector increased froin 10 per cent of the total 'net value added' generated in the . 
economy in early eighties td around 19 per cent of the same in Widmnineties. Though 
the figures are not strictly comparable owing to methodological differences between 
two studies, it gives enough indication that significance of the private corporate 
sector in the economy has increased in the last two decades. 

Another important parameter on which the role of prlvate corp~rate sector can be 
assessed is, its contribution to domestic savings, investments and capi&l formation. 19 
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Capital investment or capital formation is essential not only for improvement in existing 

Ownership Structure productive capacity but also for addition of new capacities to the existing one. Besides 
this capital investment is also essential for modernisation to ensure sustained industrial 
growth in future. Thus, capital investment by the private corporate sector and their 
capacity to generate fund through savings are leading indicators of business 
expectations and performance of the economy in future. 

The best way to look at private corporate sector's role as engine of growth is 
through its savings and investment. Savings rate in India was abysmally low (about 
10% of the national income) in late 40's (the early years after Independence). Over 
the years it has increased up to 25 per cent of GDP. However, it is substantially less 
than that of high performing nations in the world. Central Statistical Organisation 
(CSO) figures reveal that, the private sector has been emerging as a major source of 
investments in India. Since 1989-90 onwards, private corporate sector has surpassed 
the contribution of public sector in gross domestic savings. Mainly the household 
and private corporate sector have contributed the rise in Gross Domestic Savings. 
When the contribution ofhousehold sector is around 80% in gross domestic savings 
the contribution of private corporate sector in the later half of nineties have been 
around 17% of Gross Domestic Savings in the country. At the same time public 

- sector's contribution has been insignificant and sometimes even negative. Savings of 
private corporate sector have gone up from Rs.64,608 crore in 1998-99 to 
Rs. 71,879 crore in 1999-2000. The trend reflects that savings and investment 
behaviour of private corporate sector has been laudable for quite some time now. 

Besides the above, private corporate sector has been in the forefront in many other 
important aspects too. According to a study carried out by ~ a l a l  ,Street ~nvestment 
Journal, most of the companies, who achieved best growth in 1999-2000 in terms 
of their net profit, belong to private corporate sector. The top 50 companies in 
terms of net profit belonged to old economy sector such as automobile, banking, 
finance, textiles, steel, power generation, and distribution. Firms belonging to new 
economy sector also figured among the top performers. Following table 15.2 reveals 

sector corporate entity. 

Table 15.2: Top 10 Best Growth Companies 

Company Net Profit Percentage increase 
(Rs. Crore) 

Federal Bank Ltd. 

Colour-Chem Ltd. 

Triumph International Finance India Ltd. 

Indian Petrochemicals Corporation Ltd. 

Forbes Gokak Ltd. 

Goetze (India) Ltd. 

Pentasoft Technologies Ltd. - 
VST ~ndustries Ltd. 

Hinduja Finance Corporation Ltd. 

Kalyani Brakes Ltd. 

Source: Dalal Street Investment Journal. November 5,2000 



Traditionally, net sales, net profits, and physical assets of a company are used to Private Corporate Sector 

gauge the success of a company and thus these have been useful measures for 
ranking of companies in a particular sector. Though contemporary literature still 
uses these concepts for ranking purpose, another concept, which has gained currency, 
over a period of time, is 'market capitalisation'. Market capitalisation of a company 
is nothing but the product of number of outstanding shares of that company on a i .  

particular date and the company's share price on that day. Accordingly, a company 
can have a value of different market capitalisation at different poiilts of time. The 
concept of market capitalisation, thus, reflects how investors value a particular 
company, On the basis of the concept of market capitalisation following companies 
given in table 15.3, emerge as the top 10 Indian companies in the private corporate 
sector. It is interesting to note that top five private corporate sector companies 
surpass the public sector giant Oil and Natural Gas Commission (ONGC) whose . - 
market capitalisation is Rs. 209 1 8.39 crores. 

Table 15.3: Top 20 Indian Companies on the Basis of Market Capitalisation 

(as on 3 1" May, 2001) 

Rank Company name Market Cap (Rs. Crore) 

Hindustan Lever Limited (HLL) 435 16.87 Personal Care; FMCG 

Reliance Industries Limited 41412.77 Diversified 

3901 5.3 1 lnfotech 

Reliance Petroleum 27776.92 Petroleum products 

Infosys Technologies 24970.7 Infotech 

1951 1.32 CigarettesITobacco 

HCL Technologies 11181.05 Infotech 

HDFC Limited 794 1.55 Finance - Housing 

6637.78 Pharmaceuticals 

10 HINDALCO . 6452.07 Aluminum 

. . 
6404.45 Financial Institution 

. 12 . Larsea & Toubro 6 178.95 Diversified 

13 Satyam Computers 6 124.54 Info*h 
'., , 

14 Ranbaxy Lab. 5707.50 Pharmaceuticals 

HDFC BANK 5596.71 Banking 

16 ' - ZEE Telefilrn 5484.92 Entertainment 

17 TISCO 5212.86 Steel 

18 Nestle Limited 5121.35 Food Products 

19 Dr. Reddy's Lab. Pharmaceuticals 

20 NhnaLiited 3290.30. FMCG 

Source: Economic Times, June 1,200 1 

Note: Information is based on the shares, which are traded on Bombay Stock Exchange 
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15.3 PRIVATE CORPORATE SECTOR AFTER 
LIBERALISATION 

Year 199 1 was thy watershed intheecono&c history of India. Greater move towards 
privatisation after the economic policy of 1991 accorded significant importance to 
private corporate sector in the development process of the economy. Over the 
years, due to change in perceptions, there has been a massive role reversal now. 
Due to radical change in policy approach from regulation to liberalisation, private 
corporate sector now has gained centre stage in the economic arena. Apart from 
the withdrawal of state sponsorship to public sector and deregulation of private 
ii~dustry, the sweeping reforms of 90's not only allows but also facilitates greater 
private investment (domestic as well as foreign) in various sectors of the economy. 
No other time in the entire planning period was more conducive to private corporate 
sector than this present one. \ 

The involvement of private corporate sector underwent a massive change in the 
recent past. It can be gauged from the large-scale corporatisation, foreign direct 
investment, mergers and acquisitions, and massive savings and investment being 
made in this sector. It is anticipated that total investment by corporate sector is 
going to be around 8 per cent of Gross domestic product by the ninth five-year plan 
period. Out of this, private corporate sector investment is expected to grow at the 
rate of 4.5 per cent in the ninth plan period as against 3.7 per cent in the eighth plan 
(Business LTtandard. Mar 2,  1998). Few years back, private sector would not 
venture into infrastructure related and basic industries. It was left to the public sector 
to perform and deliver. However, mith liberalisation, and consequent developments 
in financial sector, capital market, etc., private corporate sector is conspicuous by 
its presence almost everywhere. 

In 1980-8 1, the private sector investment stood at only Rs. 3,448 crore as compared 
with public sector investment of Rs. 1 1,767 crore. Private sector investment inched 
up to Rs. 14,405 crore in 1985-86 and to Rs. 23,082 crore in 1990-91. The 
proportion of public sector investment to gross domestic product (GDP) has been 
steadily declining from 9.7 percent in 1990-9 1 to 7.4 percent in 1996-97. In 1996- 
97, gross capital forn~ation b y  private corporate sector is estimated at Rs. 104,734 
crofe as compared with public sector investment of Rs. 94,2 15 crore. Capital 
formation by private corporate sector rose from 4.3 percent of GDP in 1990-91 to 
8.2 percent by 1996-97. The above figures suggest that when India is making giant 
steps towards privatisatic n and smaller roles are being accorded to public sector 
the private corporate sector seems to be gearing up for greater investment and 
capital formation in the economy. 

After the liberalisation, the e vpectations from corporate India have increased manifold. 

mentianed parameters, k br Eustern Economic Review carried out a survey on 
most admired firms in Asia's private COI-porate sector. In the survey, titled 'Annual 
Review 200: Asia's leading companies' survey', all the top 10 Indian companies, 
which figured it1 the listi in 2001 were from private corporate sector only. The 
companies. who gtt the loveted positions on the basis of above parameters were 
Reliance Industries, Infosys Technologies. 1,arsen & Toubro, Wipro Infotech Group, 



Ranbaxy Laboratories, ITC, CIPLA, ICICI, Dr. Reddy's laboratories, and Hero Private Corporate Sector 

Honda Motors. Infosys was rated first on all the five important attributes of 
performance that influences admiration for a fm. 

Post-liberalisation, private corporate sector companies are admired not only for 
their performance and ability to thrive in competitive environment, but also for their 
quality of leadership. Far Eastern Economic Review in its seventh annual corporate 
survey (conducted in association with AT & T) in year 2000 listed NIIT as one of 
the top 10 Indian companies for outstanding leadership. It also figured among top 
four companies for its innovative ways in responding to customers needs. On the 

Toubro, Wipro Infotech Group, Ranbaxy Laboratories, ITC, MRF, NIIT, Bajaj 
Auto, and Hero Honda Motors. 

Check Your Progress 2 

1 )  Describe at least five achievements of Indian private corporate sector? 

.................................................................................................................. 
................................................................................................................... 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 
. -- 

2) Name at least five modem parameters of performance. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.............. ................................................................................................... 

.................................................................................................................. 

15.4 ADVANTAGES OF CORPORATE SECTOR 

There is no gainsaying the fan that corporate sector has made substandial.&ntribution 

corporatisation is often seen as panacea for ailing non-corporate companies, where 
lack of professional management is often cited as the cause of non-performance. In 
Ma, of late, we witness slow but steady move towards corporatisation of hitherto 
departmental activities, particularly in idiastmcture sector. Some ofthe typical features 
of private corporate entities and their advantages are being discussed below. 

As mentioned in section 15.1, in1 this unit, companies belonging to private corporate 
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provisions of law allow these organisations for transfers of shares fiom its member's - 
Ownership Structure (hvestors) to others (some other investors). In other words, the law ensures existence 

of the company independent of the life and tenure of the shareholders. Thus, in a 
way, corporate entities (corporations and companies) have perpetual succession, 
guaranteeing continuation of business and value adding activities for a longer period. 
Hence, unlike other types of finns, by outliving its shareholders private corporate 
entities bring in much required stability in their commercial and industrial activities. 

A private corporate entity raises its capital fi-om the participating investors by issuing 
shares as a form of ownership rights. As the possibility of getting potential investors, 
who purchase shares to have ownership rights, is more, joint stock companies o? 
the corporate entities have greater financial strength than that of other forms of 
organisations. Most of the private corporate entities are companies with 'limited' 
liability. Liabilities in companies can be 'limited' either by shares or by guarantee. 
When the companies have limited liabilities it reduces the risk of an individual investor 
or shareholder to the extent of the nominal value of the shares the investor holds or 
to the extent of guarantee the investr . commits. Besides this, joint-stock companies, 
by virtue of its mode ofincorporation/creation, allow for transfer of ownership of 
shares. The mechanism of transfer of individual shares gives investors the freedom 
not only to enjoy appreciation in wealth, whenever share price shoots up but also 
the freedom to withdraw anytime fiom the organisation. So, this essential feature of 
corporate sector attracts greater involvement than any other types of organisations. 
Involvement of larger number of shareholders supports a bigger financial base, which 
offers greater scope and opportunity for the company to expand and diversify the 
value adding activities. This very possibility of having large number of shareholders 
also leads to democratisation of business ownership, thereby reducing the 
concentration of wealth in few hands. 

Corporate entities invariably involve large number of shareowners. It is neither feasible 
nor prudent to involve all the shareowners in the management or decision-making 
process. Thus decision-making and control is delegated to a smaller body of elected 
representatives, called directors. Actual business, however, is run by professional 
managers who may or may not have stake in the company. This mechanism of 
delegation and induction of professional managers ensures better decision-making 
and management of resources. Apart from this, because of their sheer size, corporate 
entities can afford to go for large-scale production, which creates the scope for 
benefit from economies of scale. Economies of scale, derived from large-scale 
production, lead to availability of goods and services at a cheaper price. Through 
large-scale production private corporate entity gains larger market share and market 
power too. 

15.5 DRAWBACKS AND LIMITATIONS 

Though private corporate sector has existed in India for a long time, it had to perform 
and grow within institutionally imposed limits. Unlike in other developed countries, 
where regulatory mechanisms are not very stringent, in India private corporate sector 
had to sustain and survive within various shackles laid down by Monopolies and 
Restrictive Trade Practices Act (MRTPA), the Industries Development and 
Regulation Act, Capital Issues Act, etc. These institutional mechanisms not only 
defined the areas of their operations but also imposed limits on their expansion and 
natural growth. Because of these regulatory frameworks private corporate sector 
till recently had a constricted growth, which probably could have been better had 
there been no strict regulations. 

24 



Secondly, the corporate sector is in business mostly for profit. Profit motive influences Private Carporate Sector 

its investment decisions and thus it channelises and spends its resources according 
to the profit it anticipates to get. As a result, inclination towards social development ' ., 
process is minimal in case of corporate sector. Though, of late, private corporate 
sector is getting conscious about their roles and commitments towards socio- 
econoinic developments, it is not noteworthy. Thus, if private corporate sector is 
given greater role in the economy, there is a possibility ofhaving lopsided development 
in the economy. Private corporate sector may indulge mpre in directly productive 
activities (DPAs) such as consumer goods industries, which bring in quick and 
handsome return. 

The separation or the divorce between the ownership and management control very 
often ct-eates conflicts of interests. Though individual shareholders are the real owners 
of the company, resources are managed and day-to-day decision-making is made 
by professional managers only, who might not have any stake in the company in 
terms of ownership. Any mismatch between the interests of the company and 
managers can prove to be disastrous. Besides this, the distinctive feature of separation 
of ownership and control is often indicted because professional managers have 
tendencies to usurp authority, aided and abetted by directors, who are supposed to 
be the protectors of shareholders. Thus, when the need for this very separation of 
roles arises for better management of resources, it can be a potential danger too. 

Check Your Progress 3 

1) Describe at least three advantages of having private corporate sector? 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

......................................................................... ......................................... 

.................................................................................................................. 

............................................................................................ L..................... 

2) Describe at least two disadvantages of private corporate sector? . 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

15.6 LET US SUM UP 

It is being widely accepted that the private sector shall be the engine for growth in 
the future to come. Thus in the liberalised era private corporate sector is being 
accorded a significant role relegating public sector almost to the status of a non- 
entity. It is now being increasingly evident that our continued prosperity and survival 
as truly a sovereign nation, is closely linked to our national ability to create and 
maintain profitable, efficient, and sustainable private corporate sector, which can 
compete in the borderless global market. Besides this, it is expected that now they 
should contribute more in the development process of the economy. It should be 25 
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not only in fkrms of net value added in the economy but also in terms of investment 
in R& D to create competitive advantage. It is heartening to know thit there are 
evidences of substantial restructuring and consolidation in the private corporate sector 
with focus shifting more towards cost-competitiveness and financial viability. 

However, the corporate sector as a whole today is facing an unprecedented challenge 
to survive and sustain in the face of not only the national but also the international 
competition. Analyses of corporate performance in the past few years indicate 
significant adjustments and reorientation taking place not only in the corporate sector 
of developed countries but also in the developing world. Unless Indian private 
corporate sector continuously seeks sustainable methods of corporate governance 
(a topic being discussed in the last unit of this block i.e. unit 18) it will be difficult to 
live up to the expectation, the country has placed onto. 

15.7 KEY WORDS 

Corporate Sector: Comprises enterprises, such as corporations and joint-stock 
companies, which by virtue of government legislation, administrative regulations or 
registrations are independent of its owners. 

Economies of Scale: When firms produce at a Luge scale then the average cost of 
production becomes less which is considered to be a benefit and is widely known as 
economies of scale. 

Gross Domestic Product: Value of gross output produced within the domestic 
territory of a country minus the value of intermediate consumption for the production 
of goods and services over a period of time (normally a year). 

Joint-Stock Companies: A legal entity where investors pool their resources (stocks) 
and whose shares or stocks can be traded or transferred. 

Market Capitalisation: This is obtained by multiplying number of outstanding shares 
of a company on a particular date with the value of the share on that day. 

Private Corporate Sector: Corporate enterprises where private entities own all 
or majority of equity share and control the organisation. 

Value Added: Value added by factors of productions (land, labor, capital and 
organisation) during production process over and above the value of intermediate 
consumption. In other words, value added is the difference between the value of the 
final output and thc value of intermediate consumption. 
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16.0 OBJECTIVES 

This unit will enable you to: 

understand various aspects of multinational firms and their activities; 

farniliarise the learners with the functioning of MNCs; 

appreciate their role in economic development and welfare of a country; and 

identifj the positive and negative effects of multinational activities. 

16.1 INTRODUCTION 

'Multinational companies1 corporations', popularly known as MNCs, are one of 
the prominent features of most of the economies today whether they are developing 
or developed. It is also one of the important forms of economic organisations, which 
proliferated and started gaining significance in the post-war period. Popular phrases, 
such as 'foreign direct investment (FDI)', 'international joint ventures', and 
'international mergers and acquisitions' are nothing but references to some of the 
forms ofmultinational activities. 

To begin with and as a working definition, multinational firms are those who own, 
control, and manage production processes in more than one country. The significance 
of multinational activities in the post-war period can be gauged fiom the fact that the 
share of MNCs accounts for around 25% oftotal world output. Some ofthe MNCs 
are so large in their geographical spread and so big in size, such as General Motors, 
and Exxon that their total a n n d  sales turnover can even completely overshadow 
the national income of some countries. Some of the notable sources or home countries 
from where major outward investment has taken place are United States, United 
Kingdom, Japan, Germany, Netherlands, France, ~witzehand, and Italy. World's 
top 100 MNCs hail from United stat&, Japan, France, United Kingdom, and 
Germany. At least until 1970's, USA and UK were the largest source of FDI; 
however, substantial. FDIs flow not only h m  the developed countries, as mentioned 
above, but also from devd~p@ countries. Some of the world's largest MNCs are 
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MNCs and it! 
Growing Rolv General Motors (USA), Ford Motors (USA), Toyota Motors (Japan), Exxon 

(USA), Royal DutcWShell Group (NetherlandsAJK), Daiml'er Benz (Germany), 
Nestle (Switzerland), FIAT (Italy), and Renault (France). In the developing world, 
most of the top-ranking MNCs hail h m  Hong Kong, China, and Republic of South 
Korea. Prominent MNCs from developing world are Daewoo Corporation 
(Republic of Korea), Samsung (Republic of Korea), Acer group (Taiwan province 
of China), Cathay Pacific Airways (Hong Kong, China), LG Electronics (Republic 
of Korea), Singapore Airlines (Singapore), etc. Indian multinationals that have made 
their presence felt abroad are Reliance Industries, Tata Steel, Telco, Godrej, Planet 
Asia and Microland. ~eliance Industries figures in top 50 MNCs-(ranks 39h) from ' 

developing countries on a ranking based on foreign assets. 

According to the latest data, in the late eighties, major host countries belongto Asia, 
Latin America, and Afkica. According to the latest World Investment Report, world's 
100 largest MNCs own a whopping 1808 billion dollars in foreign assets, have 
foreign sales worth 2 149 billion dollars, and have more than 5 million foreign 
employe'es working for them. Multinational activity and for that matter FDI in 
developing countries havetrikainly flown into manufacturing and processing industries. 
Of late, however, there has been spectacular growth of multinational presence in 
services sector also. 'Industry-wise break-up reveals that the industries to which the 
MNCs have mostly ventured into are electronic/electrical industry, pharmaceuticals, 
chemicals, automotive, petroleum and mining, and food and beverages industries. 

In India, there was hardly any presence of multinationals after mid seventies, when 
the few existing players were almost driven out of the country. However, over time, 
multinational activities have again become prominent in the Indian economy. When 
India ventured into the global era with liberalisation, various sectors were thrown 
open for private investment, and FDI was specially welcomed. The concentration 
of FDI in India can be gauged from the amount of FDI inflows in the last few years. 
According to Press Information Bureau, Government of India, there has been a 
positive growth of FDI over the last 4 years. The FDI inflow, which was Rs. 13339 
crore in 1998, has shot up to more than Rs. 19000 crore in the year 2000. Total 
FDI inflow into India (till April 200 1), has been to the tune of Rs. 55 144 Crore. 
Besides FDI, other fo'ms of multinational activities are also conspicuous by their 
presence. The multinational companies, which are prominent in India, are: Asia Brown 
Boveri (ABB), Citi Bank, HSBC, LG, Philips, Samsung, Siemens, Shell, etc. In 
India, the multinational interest is not confined to only one or few' sectors; rather it 
has spread into many traditional bad non.-tw!jti oval sectors. Approved foreign direct 
investment and technical collaboration between August 199 1 and September 1999 
reveals that Power sector, telecommunications, electrical equipment, transportation, 
chemicds~and food sectors are some ofthe favourites among multinational giants. 
Among these, power and telecommunications are two major sectors where maximum 
approvals have taken place. If we go by the trend in approvals in these sectors, 
i n h s t m ~  sector is going to witness substantial mdtinational value adding activities 
in recent future. 

Check Your Progress 1 

1)  denti if^ at least three multinationals (along with the name oftheir honie coktries) 
in India who are into automobile manufactuin,g? 

.................................................................................................................. 

.................................................................................................................. 

................................................................................................................... 
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.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

2) Identi@ at least three multinationals (along with the name of their home countries) 
in India who m a n d m  consumer durables, such as fiidge, washing machines 
etc.? 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 
................................................................................................................... 
................................................................................................................. 
.................................................................................................................. 

3) Name five largest source countries (three fiom developed world and two fiom 
developing world) where major MNCs hail from. 

0 

.................................................................................................................. 

.................................................................................................................. 

................................................................................................................... 

.................................................................................................................. 

.................................................................................................................. 

................................................................................................................... 

16.2 MULTINATIONAL ACTIVITIES 

Before going into details of the role of MNCs in economic development and their 
effects, it is worthwhile to know, what kind of activities MNCs perform. For this 
purpose, let us first know, what are MNCs? 

16.2.1 What are MNCs? 

A Company whose economic activities spread beyond the boundary of the domestic 
country is traditionally known as a multinational company. In other words, when a 
company considers the entire gldb,al market for production decisions, it is called a 
multinational company. MNCs could be multinational 'companies' or 'corporations' 
as most of these companies' stocks are publicly owned. In literature, 'companies' 
and 'enterprises' are normally i~sed synonymousl;; thus Multinational Companies 
(MNCs) and Multinational Eriterprises (MNE;) tend to be used interchangeably. 
However, there is a subtle difi~rence between them. There are certain partnership 
firms, which are not organised as corporat! ?ns; thus MNE is an all-comprehensive 
definition, which covers all finns operating in more than one country. Another term, 
which is used synonymously .\yitn Ib-WEs or MNCs, is 'transnational companies' 
(TNCs). It was originally used to refer to those companies, which are owned, and 
managed by entities belonag D more than one country, for example, Royal-Dutch 
Shell, which is jointly owneld and managed by econoniic entities in UK and 
Netherlands. In other words, the locatioh of power is dispersed between two or 
more countries. In sum, both ;MNCand a TNC can de defined as an enterprise, 
which engages in foreign direct inveskent, and thus o&m or controls value adding 

3 0 activities in more than bne coug$ry (Dunning, 1996). Thus there aremany ways of 



classifying them, but the practical definition often used is that MNCs are those MNCs and its 
Growing Role 

companies listed on the stock exchanges with majority foreign promoterljoint venture 
stakes. They could be a part of international operations, wholly or partly owned 
subsidiaries', not all consolidate their earnings but they are generally grouped together 

Besides this definition there are various ways of looking at multinational activities. 
At one extreme, there could be some firms who might be operating in different 
countries catering to the local markets as subsidiaries of a parent firm but in an 
independent manner. There could be another variety where a multinational firm may 
be operating at aglobal scale, having branches in different countries, however 
working more or less in an integrated manner as a globally coordinated network. 
Thus depending on the way they are arranged, integrated, and coordinated; there 
has been a tendency to look at multinational activities differently. 

Similarly, fiom an analytical angle, the extent of multinational or transnational activity 
is gauged from various measures, such as : a) shares of foreign assets a) number of 
and size of foreign subsidiaries, b) number of countries it has spread into in its value ' 

adding 'activities, c) foreign salesand d) foreign employment, etc. The Extent to 
which ownership and management is intemalised is also considered as a measure of 
extent of multinationality or transnationality (Dunning, 1996). However, there is no 
specific rule or benchmark about all these criteria, which can explain the extent of 
mul~onalisation. 

Quite interestingly, multinatiotial activities or outward governments ofthe concerned 
countries promote FDI. It is done with an (objective) that later on the multinational 
activities are going to have larger economic and political implications in the long run. 
With this belief, in some cases, even national governments have ventured into 
multinational activities. 

Check Your Progress 2 

1) What do you mean by multinationals? 

.................................................................................................................. 

.................................................................................................................. 

................................................................................................................... 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

........................................................................................................ & ....... :.. 



a) Company X fiom abroad invests in shares of one Indian Company without 
any controlling interest. Company X can be called a 'multinational. (True/ 

b) Company Y from New York has a Greenfield venture in India. Company 
Y can be called as a 'multinational. (True/ False) 

16.2.2 Forms of Multinational Organisations 

A MNE could be owned or controlled and managed privately or publicly (state- 
owned and state-managed). Assets of an MNE can be owned and managed by 
various possible ways : i) could be owned and managed by entities of one country 
only, ii) could be nationally controlled, but owned and managed internationally, 
iii) could be internationally owned and managed. 

Depending on the way they are organised various shades of multinational activities 
are observed in real world. The characteristic features of all MNEs are that their 
value adding activities run across national boundaries. The simplest form of 
multinational activity is internation21 sales, where the firm produces in its own country 
and sells in some other country. Secondly, their marketing transaction is also carried 
out across borders. Thus they are part of international operations not only in production 
but also in market transactions. They have world wide or global approach to markets 
and production. 

The most predominant form of multinational activity is foreign direct investment or 
wholly ownedforeign subsidiaries. According to World Investment Report quoting 
OECD definition, "FDI is defined as an investment involving a long-term relationship 
and reflecting a lasting interest and control of a resident entity in one economy (foreign 
direct investor or parent enterprise) in an enterprise resident in an economy other 
than that ofthe foreign direct investor (FDI enterprise or affiliate enterprise or foreign 
affiliate)". In other words, foreign direct investment takes place when a company 
from one country invests to attain ownership position of an organisational entity 
located in some other country. International Monetary Fund (IMF), for its statistical 
purposes, defines foreign investment as direct when the investor holds at least TO% 
of the equity stake of an enterprise. As a matter of fact, 10% equity holding is 
sufficient enough for an entity to have some say in the management. However, 
sometimes, even entities having lesser stakes play active roles in management and 
entities having quite a substantial share choose to play a passive role in ma~asement. 
In the case of 'wholly owned foreign subsidiaries', as the name suggests, the firm 
from a particular country invests in some other countqr in the form of a subsidiary, 
where it retains full control of the subsidiary company. In this case, it does not 
involve aqy change of ownership; thus the investing or the parent firm retains the 1 1 1  
control over the transferred resources from one location to another. It has an equity 
arrangement where the parent firm (firm h n l  ihe originating country) owns the right 
to transfer the resources it commands. In India, the examples of FDI could be Sony 
India, LG, etc. Another form of FDI is LU acquire a local firm (in a foreign country) 
or get merged with it. In the case of a international or cross-border merger, assets 
and operations oftwo different merging firms (local and the foreign firm) form a new 
legal entity whereas in the case of a cross-border acquisition, control of assets, 
ownership rights, and management of the acquired firm get transferred to the foreign 
q l i r h g h .  

Another notable form of multinational organisation prevalent across the globe is 
internationaljoint ventures. In this type of organisation, the firm from the originating 
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entityls formed where two or more than two participating firms own a sufficiently 
large portion of the equity capital to retain control over the decision-making. In an 
international or cross-border joint venture the economic entities involved in the joint 
venture can represent two or more than two countries. Some of the international 
joint ventures in India are Birla Yamaha, DCM Toyota, Modi Xerox, Kinetic Honda, 

minority holdings. 

involve many other organisational forms. In today's, world, various forms of 
transactional relationships have broadened the definition of multinational enterprises. 
If transactional relationship is also considered,(i.e. if non-equity arrangements are 
also taken into account) then at least 5 different types of multinational organisations 
also are observed in real world. These are.: licen]i.ing,fianchising, management 
contracts, turnkey ventures, and international sub-contracting, strategic 
alliances, etc. All these organisational forms do not involve equity participation, 
thus do not entail ownership or controlling right over financial capital. However, 
depending upon the form of transaction, the' parent firm (firm from the originating 
country) may retain the control over resources and capabilities, such as technology, , 

patents, management skills, entrepreneurship, etc., which can give them certain 

1) Define ~ o r e i ~ n  Direct ~nvestment (FDI)? 

.................................................................................................................. 

.................................................................................................................. 

...................................................................................................................... 

.................................................................................................................. 
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16.2.3 Determinants of Foreign Direct Investment 

Ownership Structure 
There are various factors, which act and interact upon the firms to drive them to 
engage in multinational activities. There are certain motivating factors because 
of which firms make cross-border investments. The multinational activities can 
be explained through two different ways: one is to explain the motives for 
foreign or international production and secondly to identi@ the economic and 
behavioural determinants of multinational activities. First, why the firms go for 
international production or their motives for foreign production will be 

t discussed. Then the economic and behavioural determinants of MNEs will be 
explained. It will be followed by other push and pull factors responsible for direct 
investment abroad. 

According to existing literature, there are mainly three types of motives such as 
'resource seeking motive', 'market-seeking motive', and 'efficiency-seeking motive', 
which drive the firms to make direct investment abroad. The immediate motive to 
venture across borders is to acquire certain resources, which is available at lower 
real cost and provides definite advantage to the entei-prise. For a long time, availability 
of natural resource has been one ofthe important motives of FDI. Historical account 
suggests that reliable source ofminerals and primary products have been the prime 
motive behind FDI for the early investors of some ofthe developed countries. Though 
over the years, the relative importance of natural resources as motivator for FDI 
has declined it has not lost its absolute significance. Apart from availability of natural 
resources, firms look for avenues for producing at lower cost. Thus availability of 
cheaper labour is an important determinant of FDI in many value-adding activities. 
Market seeking motive is also crucial, as a firm wants to survive and grow in a 
particular market. Thus a firm constantly seeks to stay competitive in the existing 
market or look for ways to expand its own market. Hence, multinational activity is , 
resorted to gain direct access into hitherto unexplored market or when an alternative 
route to a market, such as export, is no longer profitable. Thus, opportunity of virgin 
market andlor opportunity to expand further, prompt firms for foreign direct 
investment and other forms of multinational activity. Another dominant motive for 
FDI or multinational activity is to reap the benefits of economies of scale, scope, 
and risk diversification through common governance of geographically dispersed 
activities. 

In literature, there are various theories of foreign direct investment. One of the most 
prominent explanations of international production, which has gained academic 
popularity, is Dunning's 'Eclectic Paradigm'. Though the eclectic paradigm seeks 
to explain the FDI it does not distinguish between various modes of entries to foreign 
countries. It primarily explains the Greenfield ventures. Dunning's eclectic paradigm 
suggests that foreign direct investment (FDI) takes place when following three factors 
are existing simultaneously, namely, i) ownership specific advantages, such as patents, 
proprietary technology, etc., ii) locational advantages of host countries, such as 
huge market in the host country, 01' lower cost of local resources, etc., and iii) 
jntemalisation advantages. The fmt one reflects firm-specific determinants, whereas 
the locational advantage is specific to particular cguntry, which explains why FDI 
flows to some countries and not others. Thus OLI (taken from the first letters of the 
above mentioned advantages) paradigm addresses the following questions such as: 
a) which firms do undertake FDI, b) where do the firms go for their direct investment 
and c) why do they intemalise their advantages through direct investment instead of 

, selling it off. Thus a combination of factors determines the forms ofproductio~i and 

34 the way market is being catered and serviced. 



cannot flow to a country if the country concerned does not consciously choose to 
attract FDI or facilitate FDI. Thus the countries need to be open enough and 
create opportunities by allowing FDI to flow in. There should be proper 
inducement mechanism to attract FDI. The policies, which are advantageous in 
all its facets such as international agreements on FDI, technology transfer, 
joint venture, etc., attract greater multinational activities or involvement. Trade 
policies related to tariffs and non-tax barriers (NTBs) also play a greater role in 
determining movement of international investment and value-added activities. 
Depending on the trade policy of a host country, a firm can choose to export, or 
license out, or may invest directly. Domestic tax policy is another aspect, which 
determines the FDI'~~OW. Besides all these, privatisation moves in many countries, 
particularly since 199OYs, have boosted the multinational activities too. Thus 
privatisation policy, which reveals the government's intention to open up and withdraw 
from certain areas, determines the movement of FDI. Another related matter is 
domestic policies on the structure of market, especially the competition and merger 
and acquisition policies, Domestic policies aimed at foreign subsidiaries, and the 
entry and exit rules are also crucial determinants of FDI. Domestic policies geared 
towards a level playing field with fair and equitable treatment to multinational investors 
and provision of international means of settlement of investment related disputes 
facilitates direct investment and promotes multinational activities. Policy related matters 
apart certain investment specific pro-active measures, such as promotion of 
investments through investment generating activities, investment incentives, post- 
investment services, and smooth investment facilities, free of administrative, 
bureaucratic complexities, and provision of necessary infrastructure have gained 
significance over the years as important factors for outward direct investment. Finally, 
given the fact that the MNCs apart from repatriating profits, pose the threat of 
nationalisation; what ultimately matters for their operations is the domestic political 
and economic stability. 

The implication of the above analysis is that it can facilitate FDI to move in to the 
host country but whether FDI will really occur or not depends on other aspects/ 
factors too. Thus an FDI- or multinational- friendly policy framework could be a 
necessary condition but may not be sufficient enough for FDI to really occur in a 
particular country. 

The most important push factor is the competitive pressures in the home turf, which 
compel firms to venture into foreign territory. Besides this, there are certain activities 
where stages of productions can be physically separable. Particularly, in those types 
of activities, it has almost become a global phenomenon to move the production site 
to some country where the cheap labour is available for a particular stage of 
production. For example, in computer industry, stages of production, which are 

. labour intensive, are being shifted to low-cost manufacturing bases and the critical 
stages of productions are carried out in the home country. Venturing into foreign 
soils sometimes becomes imperative to avoid tariff walls raised by certain countries, 
which earlier were catered through exports. In this scenario, the best option could 
be to invest abroad directly. Along with globalisation waves of 90's and the 
privatisation moves, another development, which is giving rise to accelerated FDI, is 
bilateral treaties for investment and growing regional integrations, and business 
facilitations to reduce intra-region business transaction costs. 
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Check Your Progress 4 

1) What are the main motives for which a firm engages in international production? 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 
2) What does the 'eclectic paradigm' seek to address? 

................................................................................................................... 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 
3) Identiijr five different domestic policies of a host country which can have effect 

on foreign direct investment? 

................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................... 

.................................................................................................................. 

16.3 ROLE OF MNCS IN ECONOMIC DEVELOPMENT 

MNCs are ofien considered as engines of growth by the global in$itutions..PotentialIy, 
the MNCs can contribute in various areas such as capital formation, human resources, 
environment, technology, and trade of home as well as the host countries. Through 
their linkages with local companies, they can contribute to capital formation and 
boost the efficiency. Presence of MNCs can help generate employment, bring in 
world-class managerial skills, provide trainiig, and can have learning effects also. It 
is also believed that MNCs can help utilise underemployed or unemployed resources. 

can lead to creation of enclave economics 

It is aknown f x t  that MNEs are a huge repository of modem technology, establisbed 
R&D, and can be a boon for industrial upgrading. Parent firms usually provide the 
best managerial skills and practices, technology, and equipments to firms in host 
countries. Unless some degree ofmanagement control is allowed, technology owners 
are normally reluctant to make their technology available. Thus in multinational 

3 6 



activities where the investor retains some management control over the resources, 
host countries have the benefits of access to best technologies available. It not only 
provides modern technology but also brings in cleaner environment-friendly 

m , s  as organisations provide resources of various kind, provide capabilities, and 
even markets. They help to create not only jobs and wealth but also supply foreign 
currency through their involvement in different types of ventures. Presence of MNEs 
also leads to expansion of export and low cost imports. Last but not the least, 
MNEs bring in world-class, time-tested global standards. Multinational activities 
not only contribute to local value added, but also enhance the competitiveness and 
capabilities of the local resources. 

MNEs can have significant political, economic, and social impact on an economy. 
First of all, MNEs help in easing trade deficit in terms of capital flow for a host 
country that runs trade deficit. It is observed that initially the balance of payments 
effects of MNEs is favourable to host country and unfavourable to the home country. 
However, it gets reversed later. There are certain genuine fears ofhost countries. It 
is said that local entrepreneurs are at a disadvantage vis-a-vis MNEs when it comes 
to raising resources. Thus they have the potential to wipe out the local entrepreneurs 
or companies and have the capability to take away the best local resources available. 
After a certain level of development in a country the involvement of MNEs can even 
lead to reduction in R&D activities in the host country. 

The effect of MNEs does not remain confined to host countries alone. It can have 
impact on the home country also. It leads to job losses in home country due to FDI 
in some other country. One of the arguments cited is the possible loss of technological 
superiority of the home/ country. Another possible effect on the home country could 
be the loss of tax revenue due to the shifting of operational bases of the companies 
from the home country to some other country where the tax structure is lenient or 
the tax incidence is low. Further, the MNEs can have the potential to make 
government's control virtually ineffective by accessing the international capita. markets 
and circumventing the domestic monetary policies. 

In spite of local customs and macro-economic policies controlling/regulating the 
employment, MNEs have the potential to impact on various aspects of labour force 
or employment such as level and growth of employment, reward/compensation, 
working conditions, human resource development, industrial relations, and quality 
of the labour force also. When it comes to the effect of MNEs on the trade, the 
available literature is not generalisable about the impact (extent or dmtion) of MNEs 
on trade. However, the empirical studies strongly supports that MNEs, over the 
years, have changed the structure of composition of world trade. 

Check Your Progress 5 

1) What roles does a multinational company play for the development of an 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 
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2) What are the likely effects of mulfinational activities? 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

16.4 LET US SUM UP 

Today, many countries allow FDI with varying degrees of restrictions in different 
activities. There has been an upward trend in foreign direct investments (FDI) inflows 
since the early nineties. FDI has been soaring particularly in the recent years. Growing 
foreign direct investment (FDI), as a form of multinational activity, has been possible 
due to globalisation moves undertaken by national economies, increasing integration 
of world markets, and last but not the least, liberalisation and opening up ofnew 
areas for investment. With the increased role ofprivate sedtor, and shift in attraction 
and focus towards barrier-less globalised production, it has now become imperative 
for firms to gain competitive advantage from of the location of investment. 

Integration at a global level will continue to propel the growth of different forms of 
multinational activities. Statistics suggest that, national economies that have globalised 
and liberalised their economies have benefited out of FDI. Thus, with privatisation 
and globalisation moves across the globe, multinational activities will play a bigger 
role in the national economies. Foreign and domestically owned enterprises will 
coexist irrespective of the status of the countries whether it is developed or 
developing. International factors of production as well as the markets, along with 
the advancements in communication, transport, and technology, are gradually getting 
integrated at a faster pace after the spurt of economic liberalisation of 1990's. Thus 
in times to come, it is going to boost the multhational activities M e r .  Of late there 
has been efforts across the globe to move towards multilateral kind of arrangements 
not only in bade but also in investment. This multilateral approach to investment is 
going to give fixther fillip to multinational activities through greater flow of FDI. This, 
in turn, has got the potential to further reinforce the liberalisation moves taken by 
various countries. 

16.5 KEY WORDS 

Foreign Direct Investment: An investmefit involving a long-term relationship and 
reflecting a lasting interest and control of a resident entity of one economy in an 
enterprise resident in an economy other than that of the foreign direct investor. 

Globalisation: Trend towards greater integration of markets around the world. 

Multinationals: Multinational firms are those who own, control, and manage 
production processes and generate value-adding activities in more than one country. 

Transnational: Multinational companies where owner managers belong to more 
than one country. 

WholIy Owned Subsidiaries: A form of entry into the fore& market, where an 
existing firm is fully acquired to have full control over its operations. 
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17.0 OBJECTIVES 

This unit gives an account of the industrial competition in theory and in the context 
of Indian economy. On going through it you will be able to: 

comprehend theory of indust~3 competition; 

a learn theory of monopoly and strategic alliances; and 

understand concentration pattern of Indian industries. 

17.1 INTRODUCTION 

In the pursuit of profit maximisation, firms decide price and output levels. Such 
choices are sometimes aimed at eliminating competition from potential entrants by 
blocking their entry. This enables the f m s  to retain their market power and enjoy 
positive super-normal profits. In the decision regarding such conduct, However, 
technology and nature of product characteristics play important roles. In particular, 
these define the market power of firms and hence different market strucms, such I 

as perfectly competitive market, monopolistically competitive market, oligopolistic 
market and monopolistic market. 

, Strategic alliances, such as joint ventures, and other cooperative Gehaviour are also 
guided by profit motives of the firms. These confer benefits upon th&artner firms 
primarily through different cost advantages and economies of scale and, therefore, 
encourage firms to enter into such agreements. Mergers, takeovers and buyouts of 
existing enterprises by the entrants, are the other forms of entry or direct foreign 
investment by the foreign firms or multinationals. 



After initiation of liberal foreign trade and investment policies in India in the early Industrial Competition 

1990s, there has been a phenomenal in- in the incidences joint ventures, mergers 

17.2 INDUSTRIAL COMPETITION: THEORY -- 

In this section let us learn the theory of perfect and imperfect competition and sources 
of market power for the firms. Different types of entry barrier enabling a monopolist 
to retain its monopoly position are discussed in sub-section 17.2.2. Protectionist 
trade policies that restrict or eliminate foreign competition are also a source of market 
power for the f m s .  Sub-section 17.2.3 focuses on this aspect. Finally in sub-section 
17.2.4, the costs and benefits of strategic alliances, mergers and acquisitions are 

17.2.1 Perfect and Imperfect Competition 

You must have learnt about perfect and imperfect competition in EEC-11 
(Fundamentals of Economics). However, so recapitulate, two types of competition 
have been perceived in theory and practice. When there are a large number of 
sellers producing an identical good, who have perfect information and are very small 
in relation to the market and hence have no market power whatsoever to influence 
the price of the good they sell, and there is free entry and exit of firms, we say the 
market is perfectly competitive. Imperfect competition, on the other hand, arises 
when firms have market powers that might be the outcome of: i) product 
differentiation, ii) technology exhibiting economies of scale, iii) firms are few and 
large in size, and iv) entry to the industry, both for the domestic firms and for the 
foreign firms, is restricted or prohibited (or is costly). 

In theory, classification of iknperfect competition into monopolistic competition, 
oligopoly and monopoly, is made according to these alternative sources of market 
power. However, since technology and entry essentially determine firm size and 
number in an industry, these are the most important sources of market power. 

A monopolistic market, where a single firm operates, may be the outcome of exclusive 
patent right, or due to technology exhibiting economies of scale. But if a good can be 
produced in different varieties, even though economies of scale allows each firm to 
grow very large, there may be a large number of producers and varieties in that 
market, provided of course entry is not restricted to a few. Market power of the 
fmns will then vary depending upon the substitutability of such varieties. For example, 
if these varieties are very close substitutesof each other, such as in the case of 
different brands of toothpastes, competition among firms for the budget of consumers 
will be very intense. This scenario, first conceived by Charnberlair~, is known as 
monopolistic competition. 

On the other hand, if entry is restricted to only a few firms and technology does not 
allow a single firm to grow very large so as to capture the entire market, the market 
is characterised by oligopolistic competition. Ofcourse, there are some unique features 
of such a market, other than just these, that crucially differentiates it fiom other kinds 
of market imperfection. We shall return to this. 

Perfect competition among firms leads, in long run, to marginal cost pricing and firm 
output to a point where average cost is minimum. Thus each firm achieves the efficient 
scale of production. At equilibrium, all firms earn zero (supernormal) profit. Both 
these outcomes follow from free entry and exit. Suppose, at a particular point of 
time, market price is above the minimum average cost for each firm (who have 



Organisation and identical technology and hence cost curves), so that each firm in the industry earns 
Ownership Structure strictly positive profits. This will attract potential entrants and since entry is fiee, the 

number of firms and total industry output will increase till price falls, of course as a 
consequence of entry and greater output, to the minimum average cost and profit is 
driven down to zero. Therefore, at equilibrium in a perfectly competitive markef 
price equals minimum average cost and hence marginal cost. 

Free entry and exit also lead to zero profit in amonopolistically competitive market. 
In this type of market, due to economies of scale (or increasing returns to scale), 
each firm offers a distinct variety of the good. That is, each firm has a monopoly 
over its own variety or brand of the product. Despite such monopoly power. they 
cannot earn more than zero supernormal profit. This is because, if each firm charges 
price for its variety above the average cost and earns positive profit, new firm5 with 
new varieties will enter the market. Since all varieties are very close substitutes. a 
few consumers will switch to these new brands if prices for them are lower than the 
existing brands. As a consequence existing firms also lower prices for their brands. 
At equilibrium, all prices must equal average costs and consequently all profits must 
be zero. The only difference h m  perfectly competitive equilibrium is that equilibrium 
price in this case will be strictly greater than the marginal cost. This has far reaching 
implication for social welfare, as we will see later. 

Does the above discussion mean that restricted entry will lead to positive profits for 
the existing firms? Not necessarily. Consider a market where initially there are two 
identical firms, and W e r  entry of firms is prohibited. Lfthe incumbent firms produce 
identical good, and compete in prices, the market price will be equal to their (common) 
marginal cost and accordingly both will earn zero profits. This is the case of 
homogeneous-good Bertrand duopoly (or oligopoly, if there are more than two 
firms in the market). For example, suppose firm 1 charge Rs. 20 per unit and firm 2 
charges Rs. 15 per unit. Since they produce the same good, "all" consumers will 
buy the good fiom firm 2. Thus, firm 2 serves the entire market, provided of course 
it has no capacity constraint to meet the market demand at that price. Accordingly, 
firm 1 cannot earn positive revenue and profit. Moreover, both the, firms cannot 
have positive market shares unless they charge the same price. Now suppose the 
marginal cost is constant and is identical for both. Let it be Rs. 10. If the same price 
that they charge is above this, anyone of them can serve the entire market and still 
can make positive profit by charging a slightly lower price than the other. Such 
incentive exists for both for soy price above Its. 10. Hence equilibrium price must be 
equal to the mar& cost. This result is independent ofthe number of firms. Therefore, 
price competition among firms producing identical good with idenhcal technology 
(i.e., identical marginal cost), leads to'perfectly competitive solution. This is known 
as the Bertrandparadox. Even if intry is restricted and firms have market power, 
the profit that each can make at most is zero. 

Three qualifications ofthis result are possible. First, if the firms produce differentiated 
products, such as computer systems produced by IBM and Hewlett-Packard, they 
can charge different prices that are above the respective marginal costs and yet can 
have positive market shares and profits. This market structure is called diflerentiated 
Berkand oligopoly. Of course, firms can make strictly positive profits even when 
entry is fiee, provided the entrants produce varieties that are not close substitutes of 
those existing in the market. 

Second, even with identical products, there can be positive profits for the oligopolistic , 

firms if they have different technology and hence marginal costs. Suppose, in our . 

earlier example, firm 2 has a lower (constant) marginal cost equal to Rs. 8. If it 
charges a price slightly lower than Rs. 10, the marginal cost of firm 1, firm 1 cannot 



have positive market share by charging any other price and hence shuts down. Firm Industrial Competition 

2 thus captures the entire market and earns strictly positive profit. 

Third, if the firms compete in output levels (or market shares) instead of in prices, 
and sell the good at the market clearing price corresponding to their total production 
and supply, both firms make strictly positive profits.Of course, firms might choose 
their output levels simultaneously or sequentially. Augustin Cournot studied the 
oligopolistic market where firms choose their output levels simultaneously in 1838. 
Each firm chooses its profit-maximising output level for each level of output of its 
rival. This constitutes the best response of the firm for a given level of rival output. 
The rival decides over its own best response in the similar way. On the other hand, 
when one firm chooses its output level before its rival chooses her output level, we 
have a leader-follower market structure. This was studied by Stackelberg. In any 
case, whether it is Coumot competition or Stackelberg's leader-follower game, 
firms always earn strictly positive profits. In Cournot competition, firms earn same 
profit if they are symmetric and as the number of firms increases to infinity price 
tends to equal to marginal cost, whereas in the Stackelberg's (output) leadership 
model, the leader (i.e., the first mover) earns higher profit than the follower (i.e., the 
second mover). Thus, under quantity competition, restricted entry does generate 
market power and positive profits for the incumbent firms. 

What emerges from the above discussion is that whether restricted entry implies 
market price above the marginal cost and consequent positive profits for the firms, 
depends on : i) nature of product, differentiated or identical; ii) nature of competition, 
price or output; and iii) nature of technology. ' 

17.2.2 Barriers to Entry and Monopoly 

A monopolistic market is one where a single firm operates. The source of such 
monopoly power is related to barriers to enby. Economic Theory distinguish between 
tMee types of barriers to entry: 

i) Artificial or legal barrier, e.g. patents 

ii) Natural barrier, e.g. high fixed cost 

Strategic barrier, e.g. limit pricing 

A moilopoly situation might arise due to restricted entry such as patent right granted 
to the first innovator of a new product or license granted to only one firm for 
production and sale of a good. Sometimes the monopolist might seek patents for 
substitute products as well not for their production but just to forestall indirect 
competition from potential producers of those substitute goods. These are called 
sleepingpatents. Alternatively, there might not be an artificial barrier to entry, but 
technology might allow only one firm to operate and make non-negative 
(supernormal) profit, so that no other firm enters the market. This is the case of 
natural monopoly. Another way a market can be monopolised by a single firm is 
where the firm (either the first entrant or the incumbent) itself erects barrier to entry 
by some aggressive price strategy. 

Cohceptually, the strategic barrier is often distinguished from other two types by 
labelling it entry deterrence. The distinction between entry-deterrence and entry- 
barrier is not without problems. In many cases, it is hard to find whether the conditions 
leading to entry are external to the firms or are created by the incumbent firms. 

Let us begin with the pricing rule of the monopolist in case of an artificial or legal 
barrier to entry in the form of patent right. With exclusive product patent right, for 



Organisation and whatever reason, the monopolist is not worried about any potential entrant attracted 
Ownership Structure by the positive profit that it might earn. Given such entry barrier, the monopolist sets 

price and output at levels that maximise its profit, and such levels correspond to the 
equality between marginal revenue and marginal cost. To see why this maximises 
profit, note that mar@ revenue is addition to total revenue when an additional unit 
is sold whereas marginal cost is the additional cost incurred to produce that additional 
unit. If marginal revenue exceeds marginal cost, production and sale of the additional 
unit is profitable and profit increases. The monopolist thus expands production. On 
the other hand, if marginal revenue is smaller than marginal cost, the firm loses fiom 
production and sale ofthe additional unit. Profit falls and the fkn lowers its production. 
When marginal revenue and marginal cost are equal, profit neither increases nor 
decreases and hence there is no incentive for the monopolist to change the output 
level. Figure 1 illustrates the equilibrium of the monopolist. It sets the price at Pm and 
output at Xm corresponding to the point where the marginal revenue curve cuts the ' 
marginal cost curve. The profit that it earns equals the striped region. 

In the same figure is shown equilibrium in other market structure as well. In a perfectly 
competitive industry as well as under Bertrand competition (with homogeneous or 
identical product), price equals the marginal cost, c, with industry output equal to 

Figure 1: Equilibrium in different market structure 
M: Monopoly; C: Cournot; 
B: Bertrand; PC: Perfect Competition 
MR: Marginal Revenue 

What follows fiom Figure 1 is that the output in amonopolistic market is lowest. But 
there are some exceptions to this result, particularly when the monopolist discriminates 
between consumers or between each unit purchased in terms of prices charged 
instead of the above uniform pricing rule. 

For many industries, fixed costs constitute a major proportion of total cost of 
production. Costs involving setting up of plants such as in telecom and power 
industries, setting up of rail tracks, signal posts, stations and overpass in case of 
railway industry are examples of huge fixed costs of production. These costs 
themselves are often natural barriers to entry and hence source of inonopoly power. 
To fixthis idea, consider a market where initially there was a single firm charging the 
monopoly price Rs.8 per unit, supplying 15 units and earning a gross profit (total 
revenue less total variable cost) worth Rs. 100. Let the fixed cost be Rs. 80. The 



firm thus earns a net profit worth Rs. 20. Ifthe firm has no exclusive product patent 
and there is no entry cost, then other firms being attracted by this positive net profit 
will enter the industry. Suppose one firm decides to enter. Now once it enters, 
quantity competition will drive down the market price and hence gross profit to be 
realised would fall below Rs. 100. If such lower gross profit covers the fixed cost 
(i.e., does not fall below Rs. 80), the potential entrant will enter. Otherwise it will not 
enter and the incumbent firm maintains its monopoly position despite unrestricted 
and costless entry, This is the case of naiad monopoly as we see in telecom industry. 
Natural monopoly means High fixed cost continuously falling average cost curve. 
Suppose incumbent (I) is producing a large output. (i) If entrant matches this, it will 
benefit from low cost but market price will plunge. (ii) If it enters on a smaller scale, 
market price may not fall too much, but it suffers from a cost disadvantage. 

But when the gross profit for the entrant after quantity competition is above Rs. 80, 
the firm enters. The incumbent firm's net profit falls and let it be Rs.5. Anticipating 
such loss of profit after entry, the monopolist might charge (before entry actually 
takes place) a price below the monopoly price Rs.8 (that it could charge in absence 
of any entry possibility). Such a price may not be consistent with short run profit- 
maximising behaviour, but certainly may be consistent with its long run goal of 
maintaining the monopoly position. For example, suppose when the incumbent sets 
the price at Rs. 6 and sells 18 units before entry (and thus earns Rs. 98 as gross 
profit), entry by a fm lowers gross profit for both through quantity competition just 
below Rs. 80. The entrant in such a case does not find it profitable to enter because 
this would cause it a loss. Once again the incumbent enjoys monopoly position but 
now charging a price that prohibits entry. This is the case of limit pricing (strategic 
barrier to entry) discussed first by Bain and Sylos-Labini. 

17.2.3 Trade Policy and Industrial Competition 
Trade policies, like industrial policies, are a source of market power for the domestic 
firms. Restrictive trade policies essentially eliminate competition h m  foreign firms 
who might be technically more efficient or might have better product range to offer. 
An import quota, which does not allow foreign f m s  or quota-license holders to sell 
more than a stipulated amount in the domestic-country market, is a typical example. 
This is illustrated in Figure 2. 

Price, Cost 

DR D 

Figure 2: Trade Policy and Market Power 

Suppose before trade there was only one domestic firm operating in the market 
charging the price P,. Suppose the world market is perfectly competitive so that the 



Orgrnisation and 
world price equals the foreign marginal cost, c*, which is lower qan  thk domestic 

Ownership Structure firm's marginal cost, c. When foreign firms are allowed to enter this market, 
price drops to P* = c*, and the domestic firm shuts down. But suppose there is 
an import quota that allows only DRD amount of the good to be imported. This 
enables the domestic firm once again to enjoy monopoly position in the residual 
market indicated by the residual market demand curve DRDR though its profit 
falls a bit as it  an now charge a lower price Pk than before. 

An import tariff, on the other hand, does not necessarily enable the domestic firm to 
maintain its monopoly position. It is less restrictive than the import quota. This is 
because an import tariff per unit of imports raises only the marginal cost to c* + t 
(see Figure 2) but does not restrict the amount to be sold. Hence the domestic firm 
can charge at most c* + t. For any price higher than this, it cannot have positive 
market share. Of course, by charging the price c* + t, the domestic firm can still 
make positive profit but that is strictly lower than the monopoly profit (before trade) 
unless the tariff is very high so that c* + t exceeds the monopoly price P,. 

Check Your Progress 1 

1) Tick mark (J ) the correct answer : 

i) they produce identical good 

ii) there is free entry and exit 

iii) both (i) and (ii) 

iv) economies of scale 

b) When two firms produce differentiated products and compete in prices. 

i) zero profits 

ii) strictly positive profits 

iii) same profit 

iv) positive and different profits 

2) IdentifL the different types of entry barrier. (Answer in one sentence.) 

.................................................................................................................. 

.................................................................................................................. 
3) Argue whether the following statements are true or false: 

a) A first-degree discriminating monopolist produces same level of output 
as a competitive industry. 

b) An import quota turns a domestic firm into a monopolist. 

17.2.4 Strategic Alliance, Mergers and Acquisitions 

When firms decide to enter a market, the choice of mode of entry becomes very 
important. Such a choice includes the choice between setting up of ownsubsidiaries 
and entering into some strategic alliance (like joint venture) with the incumbent firm. 
Sometimesthe entrant might go for amerger ivith or acquisition of one ofthe incumbent 



f m .  Of course, the incumbent firms also face similar choice problem when entry Industr i :~ l  Competition 
And Monopoly 

barriers (natural, artificial or strategic) are either absent or ineffective: whether to 
compete with or to get into a strategic alliance or merge with the entrant. In fact 
sometimes, strategic alliances might be more profitable than strategic barriers like 

A strategic alliance may be broadiy defined as an association of two or more firms. 
Of course, participation in such alliance must be voluntary, i.e., must be profitable. 
The most dominant type of such alliance is joint venture, where f m s  unite to pursue 
a set of agreed upon targets (such as research and development, production and 
marketing) through a separate entity, the joint venture firm, but both remain as 
independent units subsequent to the formation of alliance. The partner firms share 
the benefits of alliance and control over the performance of the assigned tasks in 
some nlutually agreed upon fashion. Franchising, patent and know-how licensing, 
and technical training agreements are some other examples of strategic alliance. 

There are quite a few benefits from strategic alliances. These include reducing 
competition, achieving lower average costs by spreading the fixed cost of production 
over a larger volume of production and achieving technological synergy through 
exchange of know-how. Apart from these incentives, strategic alliances are often 
the outcome of policies of the local government regarding entry of foreign firms. -fie 
government policies sometimes explicitly require foreign firms to have at least one 
domestic partner or that at least some components of the product be produced 

Strategic alliances are mechanisms through which firms can hope to gain from 
cooperation than from competition. But at the same time, in many situations, there 
are incentives for unilateral deviations from the agreement. For example, referring 
back to Figure 1, suppose firms in a market agree upon a price collusion whereby 
all of them will charge the monopoly price and share the corresponding demand 
equally. But, if any one of them deviates from this agreement by charging a price 
slightly below the monopoly price and thereby capturing the entire demand 
corresponding to that price, its profit increases (in fact, is very close to the monopoly 
profit). It is, therefore, profitable for the firm to cheat. Similar incentive exists for 
other firms. As soon as everyone deviates, assuming that others will abide by the 
agreement, price competition will ensue causing price to fall to the level of the margd 
cost. The alliance breaks down and everyone becomes worse off. 

The key to strategic alliance, therefore, is designing schemes that reduce the incentives 
for cheating or deviating from the agreement. Economic theory suggests that, when 

' there is a possibility of repeated interactions between firms for infinite period of 
time, punishment strategies such as tit-for-tat strategy (where cheating by one firm is 
followed by non-cooperation by others and cooperation is rewarded by cooperation 
by all) and trigger strategy (where cheating is punished by noncooperation forever 
thereafter) can ensure cooperation by partners and hence sustain strategic alliance. 

Joint ventures have some additional problems. Problem of ownership and control of 
the partner firms over the joint venture unit often contributes to breakdown of such 
alliances. A joint venture gives partners stake in the outcome. Partners have financial 
stakes as well as share in risks. It is often argued only 50: 50 joint ventures can 
survive in the long run, otherwise conflict over control dooms it. Cultural problems 
are also a critical factor. Local partners often allege that multinationals are not willing 
to take into account local conditions and sentiments and fail to appreciate local 
business practices. Local partners, onthe other h d .  often lack the kind of dynamism 
and innovation that multinationals look for. 



Industrial 
Organisation and 

Merger and acquisitions are also important modes of entry by firm, pa~icularly, the 
Ownership Structure foreign firms. In merger, the firms cease to operate as a separate entity. The terms 

merger, takeover, acquisitions and integrations describe a situation where 
independently owned f i b s  join under the same ownership. There are three 
broad classifications of mergers: 

1) Horizontal merger, where firms in the same industry, producing identical or 
similar products merge. 

2) Vertical merger, where a firm producing an intermediate good or input merges 
with a firm producing the final good using that input. 

3) Conglomerate merger, where firms producing less related products merge 
under same ownership. 

the merged fim and the other firms in the industry, thereby increasing the profit of 
the merged firms. Note that if merged firm's profit does not increase over the total 
profit in the pre-merger state, merger is not profitable and, therefore, should not 
take place. Under such situations, firms would be better off if they do not merge. ; 
Check Your Progress 2 

1) List the benefits of a joint venture. 

.................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

2) what are the broad classific~tiomof merger? (Answer in one sentence.) 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

3) Distinguish between joint venture and merger. (Answer in two sentences.) 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

.................................................................................................................. 

17.3 COMPETITION AND CONCENTRATION IN 
INDIAN INDUSTRIES 



mergers. As a result, incidences of mergers and acquisitions have boomed over the Industrial Competition 

past few years. In contrast to nearly all of foreign direct investment flows to India 
taking the form of projects until early 1990s, a substantial proportion of current 
investment flows takes place in the form of acquisition of existing enterprises in the 

We begin our discussion with empirical estimate of the industrial concentration in the 
following sub-section and then present the Indian scenario regarding concentration. 
Finally, in the last sub-section some examples of strategic alliances and of merger 
and acquisitions are provided. 

17.3.1 Herfindahl Index of Concentration 

The Herfindahl Index of ConcentmiL~n is a summary statistics denoting the level of 
concentration of the market share. The hdex takes the values b Aween 0 and 1, 
where the value 0 indicates no concentration of f m s  at all, and the value 1 indicates 
a monopoly situation. If there are N firms in an industry, then the Herfindahl Index is 
sum of squares of market shares of these N firms: 

The Herlindahl Index uses information of all companies and is not limited to just a 
few co~llpanies as in the case of alternative measures such as N-firm concentration 

1 7.3.2 Concentration of Indian Industries 

Table 17.1 given below, shows Herfindahl Index of concentratir,- measure in three 
industries in India: food and beverages, electronics and automobiles. Years of 
reference are 1992-93 to 1997-98. Food 

Table 17.1 : Concentration of Firms in Select Industries in India 

Herfindahl Index 

I. Food & Beverages 

0.003 

0.002 

0.061 

0.028 

Infant milk foods .0.669 

0.578 

Wafers, potato chips 0.5 13 

Break-fast cereals 0.442 

0.591 

0.080 

11. Electronics 
c. 

0.173 

Photo cop$ng machine 0.785 

Telephone instruments 0.292 



111. Automobiles 
Ownership Structure 

Scooters 

Three wheelers 

Source: Centre for Monitoring the Indian Economy. 

and beverages is the largest group of manufacturing industries in Indiawith an estimated 
market size of Rs. 70,243.5 crore. Industries like infant milk products, ice creams 
wafers and breakfist cereals are highly concentrated. But domestic firms in vegetable 
oil, sugar and tea industries are very dispersed. The cigarette industry is also quite 
concentrated. 

The electronics market in India is dominated by imports. In some cases, share of 
imports is as high as 86 per cent. Except in the photocopying machine industry, in 
general competition among domestic firms is intense and concentration is very low. 

At the other extreme lies the automobile industry. Competition from imports is 
insignificant. Despite quite anurnber ofnew entrants the domestic finns in the industry 
are highly concentrated and there has not been any significant increase in the 
concentration ratio. On the other hand, concentration has increased to a substantial 
extent in the moped sector. 

17.3.3 Joint Ventures, Mergers and Acquisitions in India 

There have been quite a large number ofjoint Gentures in Indian industries, particularly 
with the foreign firms. As mentioned above, joint venture is often a preferred mode 
of entry for the foreign firm. h India, however, this has been directed by government 
regulations. That the government stipulations rather than profitability might have 
directed foreign firms to enter into joint ventures with the Indian firms, is to some 
extent evident from their breakdown after a few years of forming the ventures. 

Indian automobile industry has witnessed quite a few successful joint ventures. For 
example, the Maruti Udyog Ltd. between Government of India and Suzuki 
Corporation, Japan; Mercedes-Benz India between Tata Group and Daimler Benz 
of Germany; joint venture between DCM and Daewoo; LML-Piaggio between 
LML India of Singhanias and Piaggio, Italy. The lubricant industry is another sector 
dominated by joint ventures though the immediate prospect does not appear too 
alluring. The notable ventures have taken place between Indian Oil and Mobil, HPCL 
and Exxon, BPCL and Royal Dutch Shell. Another sector witnessing joint ventures 
is electronics. In Rs. 787 crore joint venture Whirlpool India with J.R. Desai and 
Associates, the US-based Whirlpool Corporation had a 56 per cent stake in mid- 
1990s. Modi-Xerox between Modi and Xerox Corporation is another quite well 
known joint venture. 

The policy regime in the 1990s has greatly liberalised the possibility of industrial 
restructuring through mergers and acquisitions removing the restrictions under the 
Capital Issues Control Act, MRTP and Cbmpanies Act. As a result, mergers and 
acquisitions have increasingly been employed by Indian industries for consolidations 
of their operations. The new DFI policy and abolition of FERA regulations also 
facilitated acquisitions by multinationals. Apart from mergers and acquisitions by 



Mergers Acquisitions Total 

1993 -94 4 9 13 

1994-95 7 7 

1995-96 12 12 

1996-97 2 46 48 

1997-98 4 6 1 65 

1998-99 9 60 69 

1999-00 198 1297 1495 

2000-0 1 287 1188 1475 

new foreign firms, there have been quite a few takeovers of the previous joint ventures 
by the foreign partners. In computer systems and peripherals, for example, the joint 
venture between Tata and IBM was taken over by IBM in 1999. The other notable 
examples oftakeovers ofjoint ventures by foreign partners are advertisement giant 
Bates Worldwide buying out Bates Clarion in January 2000 and in publishing industry 
McGraw Hill buying out Tata- McGraw Hill in April 1996. 

Table 17.2 below indicates that during 1997-99, nearly 40 per cent of the 
DFI inflows in India have taken place in the form of mergers and acquisitions. 
This is in sharp contrast to almost all DFI flows taking the form of subsidiaries 

Table 17.2: Share of Mergers & Acquisitions in DFI in India 

DFI Inflows ($ million) Share of M&A in DFI 

1 Note : * January-March 

1 Source : Economic Times, June 1999 

The growth of mergers and acquisitions in the 1990s, on the other hand, is shown in 
Table 17.3 below. 

Table 17.3: Mergers &Acquisitions in India 

Source: Kwnar, 2000. 

' CMIE, Various Issues. 

Though majority of the mergers and acquisitions has taken place in the manufacturing 
sector, services such as banking and fmce, accounting and management consulting, 
travel related services and advertisement have become quite important in recent 
years. In these sectors, foreign companies are trying to get into the business primarily 
through acquisitions. In the manufacturing sector, mergers and acquisitions by foreign 
coxnpanies are heavily concentrated in food and beverages, household appliances 
and pharmaceuticals. The mos$vivid example is that of Coca-Cola, which upon re- 
entering the country in 1993 acqkt-ed ~ar le  that had nationwide bottling dnd marketing 

5 1 
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1) State whether the following statements are true or false : 

a) Herfindahl Index measures number firms in an industry. 

b) Indian automobiles sector is highly concentrated. 

2) What are the important joint ventures that have taken place in the Indian 
automobiles industry? 

3) Tick mark ( J )  the correct answer : 

a) During 1997-99, share of mergers and acquisitions in the DFI inflow in 
India was, 

9 nearly 40 per cent 

3 20 per cent ' 

h 30 per cent 

iv) more than 50 per cent 

b) Majority of the mergers and acquisitions has taken place in, 

9 banking and finance 

3 manufacturing sector 

hi accounting and management consulting 

iv) automobile sector 

17.4 LET US *SUM UP 

Technology, nature of product characteristics and trade and industrial policies define 
the market power of firms and hence different market structures, such as perfectly 
competitive market, monopolistically competitive market, oligopolistic market and 
monopolistic market. 

Strategic alliances (such as joint ventures), mergers and acquisitions, takeovers and 
buyouts, are other conducts of firms that are intended to reduce competition. For 
foreign firms entering the Indian market, these constitute different forms of entry. In 
fact, after initiation of liberal foreign trade and investment policies in India in the early 
1990s, there has been a phenomenal increase in the incidences of mergers and 
acquisitions of Indian enterprises by the foreign f m s .  

17.5 KEY WORDS 

Economies of Scale: A situation in which the average cost of production declines 
when plant size and output are increased. 

FERA: The Foreign Exchange Regulation Act (FERA) empowered the Reserve 
Bank of India to regulate activities of foreign companies and foreign nationals in 

Joint Venture: In a joint venture firms unite to pursue a set of agreed upon targets 
(such as research and development, production and marketing) through a separate 
entity, the venture firm, but both remain as independent units subsequent to the 
formation of alliance. 



Merger and Acquisitions: These describe situations where independently owned Industrial Competition 
And Monopoly 

f m s  join under the same ownership. 

N-firm Concentration Ratio: Suppose there are M finns in an industry. After 
indexing these companies according to decreasing value of their market shares, 

S1>S2>S3> ...... >SN>SN+l> ....... 

when we take the sum of market shares of first N firms in this ranking, 

I, = p,, we get the N-firm concentration ratio. 

Price Discrimination: Charging different prices for different units purchased or 
charging different consumers different prices for same units bought. 

Strategic Alliance: It may be broadly defined as an association of two or more 

Super-Normal Profit: Revenue in excess of all accounting costs (such as labour 
payments, raw materials cost, rental, etc.) and implicit costs (such as, opportunity 
cost of entrepreneurship, own capital etc.). 
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17.7 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

Check Your Progress 1 

2) Read Sub-section 17.2.2 

3) a) True b) True 

Check Your Progress 2 

1) Read Sub-section 17.2.4 

2) Horizontal merger, vertical merger and conglomerate merger. 

3) Read Sub-section 17.2.4 

Check Your Progress 3 

1 ) a) False b) True 

2) Read Sub-section 17.3.3 





encourages the development of equity markets - as measured by the valuation of Corpora te  Governance 

firms, the number of firms listed on the exchange and the rate at which firms go 
public (i.e. make public offerings of shares). The development of equity markets in 
turn aids in the process of economic growth by enhancing savings and channelising 
these savings into real investment. 

18.2 THE WIDER VIEW OF CORPORATE 
GOVERNANCE 

18.2.1 Definition 

What is corporate governance? There are many definitions, some wider, some 
narrower. Let us take a look at the wider view first. This view is based on the belief 
that firms are social entities and have certain social obligations. 

In modern economies, production activities are mostly carried on in the firms. In the 
course of its operations, a firm needs coordination between many groups of people 
- the owners, the managers, the workers, the suppliers, the creditors, the customers, 
the competitors, the government, and even the society at large. These groups of 
people are sometimes called stakeholders, because in various ways they have a 
stake in the operations of the firm. The stakes of owners, managers, workers and 
suppliers are easy to see. The owners get a share of the profits, the managers get 
salaries and workers get wages and the suppliers get paid for their inputs to the firm. 
But the customers are also stakeholders because they want to get good quality 
products at reasonable prices; the creditors are stakeholders because the health of 
the fm determines whether their loans will be repaid; the competitors are stakeholders 
because they want fair competition in the market place. The government is a 
stakeholder because it wants the firm to declare its true earnings and pay appropriate 

Corporate governance in a wider sense will refer to the rziles - sometimes explicit, 
sometimes implicit - that govern the interactions between all these sets of 
people, i. e. stakeholders. A firm will have a set of goals. Good corporate governance 
requires that in pursuing these goals, the interests of the various stakeholders be 
adequately protected. Sometimes the actions of the firm benefit some stakeholders 
but hurt others. A proper balance has to be struck between these gains and losses. 
That is, good corporate governance requires that the firm (a) pursue its goals efficiently 
and (b) at the same time take into account the harm that it is causing to some 

Example I .  A chemical dyes manufacturer may be producing polluting waste, which 
will have to be disposed off in a nearby river, affecting the lives of those who live on 
the banks of the river. The latter are not employed by the firm or buy the products of 
the firm. Yet they are willy-nilly affected by its operations, and hence become 
stakeholders. Good corporate governance demands that the firm take account of 
the effects of its actions on these people, perhaps by treating the waste before it is 
discharged into the river, perhaps by paying a tax on its waste discharge which can 
be used to mitigate the health hazards posed by its operations. 

Example 2. Consider inside+ trading. It is important that company insiders, who 
have access to better information about the company than outsiders, do not use this 
information to take unfair advantage over uninformed outsider investors on the stock 
market. Suppose that a firm is entering into an alliance with another firm. It is expected 



Organisation and 
that the announcement of this move will drive up stock prices. If company insiders 

Ownership Structure use this information to buy up shares of the company before the announcement of 
the alliance. then they are getting an unfair advantage over other players on the 
stock market. These players are not currently shareholders of the company, but 
they are possible buyers ofthe company's shares in the future and hence stakeholders. 
Their interests must also be protected. Hence. insider trading in many countries is 
forbidden. 

18.3 THE NARROWER VIEW OF COPORATE 
GOVERNANCE 

Sometimes, in discussions of corporate governance, a narrower view is taken by 
focusing on only some stakeholders to the exclusion of others. Commonly. the focus 
is on the relationship between current shareholders and managers of the firm. To 
understand the source of conflict between shareholders and managers, let us look at 
the various legal forms, f m s  can have. 

18.3.1 Legal Forms 

As you have learnt in the earlier unit ofthis block, business firms usually take on one 
of the three legal forms: proprietorship, partnership or limited liability corporation. 
A proprietorship has a single owner. An example is the owner of the nearby velpuri 
stall. Ifthe income-tax department can induce him to file returns, his business would 
be listed as a proprietorship. In a partnership, on the other hand, two or more 
persons decide to go into business together. Examples are accountancy firms. 

The third type of organisation is the limited liability corporation, where stakes in the 
ownership are sold as shares. In many corporations, frequently there are lakhs of 
shareholders, each holding only a few shares in this particular company. 

The major advantage that the corporation possesses over the other two forms of 
business is that of limited liability of shareholders. If the firm goes bankrupt, the 
shareholder loses only the face value of the share. Beyond that, she is not liable for 
the debts of the company. However, in proprietorships or partnerships, the owners 
are fully liable for the debts of the firm. Suppose that Ayan and Abir have invested, 
as partners, Rs. 50,000 each in a firm, which goes bankrupt, leaving behind 
Rs. 150,000 in debt to creditors. Ayan and Abir will have to sell even other assets 
(flats, cars, stereo systems, etc.) to repay the debt. But if they had bought stocks 
worth Rs. 50,000 each in a limited liability corporation, they would be liable to lose 
only Rs. 50,000 each. 

18.3.2 Ownership and Control 

Berle and Means pointed out in 1932 that the rise of the limited liability corporation 
implied increasing separation of ownership@-om control in these enterprises. In 
the modem limited liability corporation, the shareholders elect a Board of Directors, 
who in turn appoints the managers. The top managers, rather than shareholders, 
control the firm and look after the day to day operations; and their goals can be 
quite different fiomthat of shareholders. 

Because the shareholders get dividends on the shares they hold and the dividends 
come out ofprofits, it may be assumed that shareholders will be interested inprofit- 
maximisation. However, managers can have other goals, e.g. expanding the size of 
the firm even at the cost of profits, because it confers on them greater power and 



prestige. Even if the Board of Directors is perfectly in tune with shareholder goals, Corporate Governance 

it finds it impossible to keep watch on the day-to-day running of the firm. The 
managen run the fum to satisfy their own goals and the interests of the shareholders, 
i .e. the owners. suffer. 

Corporate governance in anarrow sense then would refer to the problem of inducing 
managers to max im-ise profits in the interests of the shareholders rather than pursue 
their own goals. This is important because ifthis is not possible, then people would 
hesitate to invest in the stock markets and investors with worthwhile projects would 
not be able to tap the stock market for funds. 

The definition given above can be widened a bit. Investment in a firm, either as 
shareholdings or as loans, represents an upfiont payment today against a promise of 
future, uncertain returns. The shareholders will get dividends only in the future. 
Creditors are promised a certain rate of interest and a certm date when the principal 
would be repaid. But the firm may become bankrupt and creditors may lose their 
money, so that the returns to creditors are also uncertain in nature. Therefore, keeping 
the interests of the investors in mind, corporate governance would refer to all the 
factors that affect the willingness to make investments in corporations in return for 
promises. These factors should (a) make for efficient operation of the firm so that 
the returns generated are adequate in principle to fulfil the promises to investors 
(.both shareholders and creditors) and (b) ensure that the returns/revenues are not 
misappropriated but actually used to fulfil the promises. 

What are the different ways in which managers and controlling shareholders 
(sometimes called "insiders") can hurt other investors (called ''outsiders")? Sometimes 
the insiders simply steal profits. In other cases, they sell off the output or assets of 
the firm they control, but which outside investors have financed, to another firm they 
own, at below market price. This is called asset stripping. They may also install 
possibly unqualified family members in management positions or overpay executives. 

Check Your Progress 1 

1) What stake will the following agents have in a firm's operations? 

Owners, Suppliers, Competitors, the Government. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

2) What does good corporate governance mean in a wider sense? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 
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I Organisation und 3) How is the limited liability form of organisation different from the other legal 
Ownership Structure forms? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

4) What does good corporate governance mean in a narrower sense? How is it 
different from the concept of corporate govemance in the wr der sense? 

................................................................................................................ 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

18.4 HOW TO ENSURE GO0.D CORPORATE 
GOVERNA-NCE? 

18.4.1 Market Forces 

There is a school of thought that believes that the market forces would take care of 
the problem of corporate governance. We now turn to the arguments given by them. 

The Survival of the Fittest Argument 

If, over the long run, a fm does not maximise profits, then it is behaving inefficiently. 
Either it is incurring unnecessary costs or failing to cash in on revenue opportunities. 
Other firms will be able to undercut its price or provide better qualities, etc., and 
erode its market share. This argument is, therefore, based on the disciplining effects 
of prodztct market cornpetifion. 

Mnrket for Managers 

This argument suggests that there is ajob market for managers, just as there is one 
for ordinary workers. A managgr, under whom firms perform poorly, will be able to 
command a lesser value on this market. 

However, even if a firm is pedorming poorly, it is difficult for outsiders to assess 
whether the firm is doing poorly because it is being poorly managed or because it is 
facing adverse market conditions. Moreover, a firm has a team of managers and it is 
impossible to evaluate the contribution of each manager to the firm's performance. 

Capital Mnrket Controls 

The argument goes something like this : the inefficient functioning of the £irm is reflected 
in poor share prices since poor dividends are declared. Suppose that the price is 
Rs. 5 c~lrrently. A raider will then buy out the low price shares, gain control over the 
firm and replace the existing team of managers by a more efficient team. As the 
performance of the firm improves, so does its share price. Suppose that the share 
price rises to Rs. 10. Then the raider can then make a profit by selling off the shares 
acquired earlier (at the price of Rs. 5 )  at the new, higher price*of RS. 10. 



Corporate Covernmncc 

Takeover Defences 

In the 1980s, North America and the United Kingdom witnessed a spate of 
hostile takeover attempts. In response, a host of takeover defeices were 
generated by incumbent management. 

White knight: when Mobil Oil attempted a takeover of Marathon Oil, U.S. 
Steel played the role of a white knight, i.e., a friendly acquirer, by making a bid 
that Marathon's management favoured and finally accepted. 

Poisonpills: poison pills are devices aimed at reducing the worth of a company 
once it has been taken over. One example is a clause requiring that huge dividend 
payments be made upon takeover - this can significantly raise the cost of 
acquiring a company. 

Scotached earthpolicies: these policies are those that deliberately reduce the 
firm's value to the bidder, even if it reduces value to shareholders in the process. 
One way to do this is to sell off key assets (which are called crown jewels, 
because they are often the assets that make the company attractive in the first 
place) at greatly reduced prices. 

Goldenparachutes: a golden parachute is a clause in the compensation contract 
providing for very attractive benefits if a manager leaves after a control change. 
Incumbent managers thereby cushion themselves against the risk of losing their 
current job should a hostile takeover occur. 

ClassiJied or staggered boards: in these boards only a fraction of the members 
are up for election every year. It then becomes difficult for an outsider to gain 
quick control over the firm. 

Supermajority rules: these require as much as 90% of the votes to effect 
change and have the same effect as staggered boards. 

Greenmail: this commonly consists of an offer by the existing management to 
buy out the shares acquired by the raider at an attractive premium. 



Industrial 
Organisation and 
Ownership Structure 

18.4.2 Protecting the Rights of Outside Investors 

We have seen that the market forces may not guarantee good corporate governance. 
In most countries, certain rights of the outside investors are sought to be protected 
legally. In a broader sense, good corporate governance requires that the rights of the 
various stakeholders be protected adequately. 

Outside investors' rights are generally sought to be protected through the enforcement 
of regulations and laws. We can mention some of these here: 

Disclosure and accounting rules seek to provide investors with the information 
they need to exercise their rights. 

Protected shareholders rights include those to receive dividends on pro-rata 
terms, to vote for directors, to participate in shareholders meetings, to subscribe 
to new issues of securities on the same terms as insiders, and so on. 

Laws protecting creditors deal with bankruptcy and reorganisation procedures. 

It may be noted here that these rules and regulations can come from different 
sources- company, security, bankruptcy, takeover, competition laws, exchange 
regulations and accounting standards. They all work together to create an environment 
where good corporate governance flourishes. 

18.4.3 Corporate Governance Codes 

It is sometimes felt that good corporate governance requires that industry should 
voluntarily adopt certain codes ofbehaviour. In a later section, we look at a couple 
of the Codes of Governance that have been put forward. 

Check Your Progress 2 

1) Do you believe that market forces can be relied upon to ensure good corporate 
governance? Give reasons for your answer. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

2) Explain how takeova can force managa to act in the interests of shareholders. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

3) What are stock option plans? How can they be used to align management 
goals with shareholder goals? 

I ................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

60 ....................... .................................................................................. 



Corporale Governance 
18.5 THE 'ANGLO-SAXON AND OTHER MODELS 

Corporate govemance in a narrower sense refers to the conflict between managers 
and shareholders. This presumes a particular type of fm where there are numerous, 
dispersed shareholders, with no shareholders holding a substantial fraction of the 
shares of the firm. 

It has been found empirically that this assumption is true in United Kingdom and the 
United States. Hence this is called the Anglo-Saxon model of corporate governance. 
However, in many parts of the world, the picture is quite different. In many countries, 
the following seem to hold : 

' Many firms, even those listed on the stock markets, have a dominant owner. 

This dominant shareholder is very often involved in the management of the 

the state that holds the dominant stake. 

. What is the implication of these phenomena? The focus now shifts from conflict 
between managers and shareholders to the three-way conflict among managers, 
minority investors and holders of large blocks of shares. 

The holders of large blocks of shares can with impunity take decisions that hurt 
the minority shareholders because they can get these passed by the Board 
where they have majority voting rights. 

Moreover, takeover markets now operate differently. Hostile takeovers are 
often impossible when one owner controls the majority of shares. 

The minority shareholders also face the disadvantage that there will be fewer 
traders in the market for such shares, which makes it difficult for minority 
shareholders to sell out their stakes if they are dissatisfied with the running of 

In such situations, therefore, special attention-has to be given to the protection of the 
rights of minority shareholders. Such protection can be provided by forbidding 
deviations fiom one-share-one-vote rule or allowing proxy voting by mail. 

Check Your Progress 3 

1) What is the difference between the Anglo-Saxon model of corporate 
govemance and other models? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 
' .  . ................................................................................................................. 6 1 



Organisation and 
Ownership Structure 

18.6 CORPORATE GOVERNANCE CODES 

In recent times, several Committee reports on corporate governance have become 
famous. Here we summarise two of these - the Cadbury Committee report and 
the Kumarmangalam Birla Committee report. 

18.6.1 The Cadbury Committee Report 

The Committee was set up under the chairmanship of Sir Adrian Cadbury in Britain 
1992. The Committee's recommendations emphasise the financial aspects of 
corporate governance in the Anglo-Saxon setting. 

At the heart of the Committee's recommendations is a Code ofBest Practice, which 
is designed to strike the right balance between meeting standards of corporate 
governance and "retaining the essential spirit of enterprise". In order to be listed on 
the London Stock Exchange, a company would have to declare whether it would 
comply withthe Code or not. This would provide investors with .iiformation about 
how various companies intended to comply with the Code. 

' %While the Cadbury Code deals with many issues relating to corporate governance, 
here we mention some of its salient recommendations: 

The Code puts a lot of emphasis on the proper functioning of the Board of Directors 
to ensure good corporate governance. It recommends that boards should have a 
minimum of three non-executive directors, whose role is to bring a broader view to 
the company's activities. They should be independent of management and "fiee 
h m  any business or other relationship that could materially interfere with the exercise 
of their independent judgment". The non-executive directors would fearlessly and 
independently monitor the Board's functioning. 

The Code recommends that in principle, the chairman's role in the board should be 
separate fiom that of the chief executive. The chairman's role is to make sure that 
the board works properly, by ensuring that all the relevant issues are on the agenda, 
and by enabling and encouraging various members of the board to play their 1 1 1  part 
in the board's activities. This role should be separated fiom the role of the chief 
executive who is concerned with the running of the firm; otherwise a concentration 
of power would take place. 

The other major thrust ofthe Code is on the role of audit cormnittees and transparent 
accounts. All listed companies should establish audit committees. Membership should 
be restricted to the non-executive directors of the company. The audit committee 
should be given explicit authority to investigate any matters within its terms of 
reference. It should be given the resources it needs to do this and full access to 
information. 

The Code also emphasises the need for financial statements that provide a ''true and 
fair" view of the company's finances. 

Another focus of the Code is on the remuneration of Board members. It has often 
been alleged that Directors give themselves excessive remuneration, even when the 
company may not be in good health. The Code recommends that boards should 
appoint remuneration committees, consisting wholly or mainly of non-executive 
directors. "Executive directors should play no part in decisions on their own 

,' remuneration". ,/ 
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18.6.2 The Kumar Mangalam Birla Committee Report Corporate (;overnance 

The Committee on Corporate Governance under the Chairmanship of Shri Kumar 
Mangalam Birla was set up on May 7,1999 by the Securities and Exchange Board 
of India (SEBI) to promote and raise the standards of corporate governance in 
India. The primary objective of the committee has been "to view corporate governance 
from the perspective of the investors and shareholders". 

The committee noted there has been increasing concern about the standards of 
financial reporting and accountability in Indian companies. Further, unscrupulous 
management of some companies have raised capital h m  the market at high valuations, 
but the companies have performed much worse than the reported figures, let alone 
the financial projections at the time of raising money. The committee also cited as 
bad governance the practice of allotment of promoter's shares, on preferential basis 
at preferential prices. In addition, companies do not pay adequate attention to redress 
investors' grievances such as delay in transfer of shares, delay in despatch of share 
certificates and dividend warrants, and non-receipt of dividend warrants. 

Some of the committee's recommendations are mandatory for listedcompanies, 
while others are non-mandatory. It emphasises the role of independent directors 
among the non-executive directors. The independent directors are those who, apart 
from receiving director's remuneration, "do not have any material pecuniary 
relationship or transactions with the company, its promoters, its management or its 
subsidiaries, which in the judgement of the board may affect their independence of 
judgement". A board must have a sufficient number of independent directors if it is 
to perform its tasks objectively. The report also feels that the Chairman's role is in 
principle different from that of the Chief Executive, as in the Cadbury Committee 

In India, the financial institutions like IDBI and ICICI often are significant 
shareholders as well as creditors. But the Birla Committee report feels that they 
should not seek seats on boards but use their voting power at General Body meetings. 
Otherwise, they may be charged with insider trading, since they are often privy to 
price-sensitive information. 

Like the Cadbury Committee, the Kumar Mangalam Birla recommends formation 
of independent audit committees. The audit committee should have minimum three 
non-executive directors, majority being independent. Another mandatory 
recommendation relates to the setting up of a remuneration committee to determine 
the speci €ic remuneration packages for executive directors. 

There is, therefore, a great deal of similarity between the Cadbury and the Kumar 
Mangalam Birla Committee reports. 

Check J'our Progress 4 

1) Mention some of the important features ofthe Cadbury Code. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

.............................................................................. ................................... 



Organisation and 2) Point out some of the similarities between the Cadbury Code and the Kumar 
Ownership Structure Mangalam Birla Committee's recommendations. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

3) The Kurnar Mangalam Birla Committee report mentions some of the failures 
of corporate governance in the Indian context. What are these? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

18.7 THE INDIAN CONTEXT 

The attempt to introduce good corporate governance in India has a number of 
components. First, there are rules and regulations that relate to operations of firms, 
both internal and with reference to the outside world. Secondly, capital market 
controls have been sought to be introduced by relaxing the rules governing takeovers. 
Finally, as we have already discussed in detail, the Kurnar Mangalam Committee 
has formulated a code of governance. 

18.7.1 Rules and Regulations 

SEBI has taken various steps to strengthen corporate governance. Some of these 
are: 

Strengthening of disclosure norms for Initial Public Offm. 

m Providing of information in director's report for utilisation of funds and variation 
between projected and actual use of funds. 

Declaration of quarterly results. 

Mandatory appointment of compliance officer for monitoring the share W f e r  
process and ensuring compliance with various rules and regulations. 

Tmely disclosure ofprice sensitive information. 

Issue of guidelines for preferential allotment at market related prices. 

18.7.2 Takeovers in India 

As we have seen, the capital market can discipline errant managers through takeovers. 
But in India, the Monopolies and Restrictive Trade Practices Act of 1969 had 
placed various restrictions on mergers, acquisitions and takeovas. 

- Banks could not finance takeovers under the regulations of the Reserve Bank 
of hdia. 



The Government financial institutions that control the bulk of shares in many Corporat~e Governance 

companies had the power to ensure the success of takeover bids to replace 
inefficient management. But any such move would have invited accusations of 
political favouritism, so in practice they played a passive role even in grossly 

The board of a company had the power to refuse transfers to a particular 
buyer, thereby making it almost impossible for a takeover to occur without the 
acquiescence of the existing set of managers. The refusal to transfer the share 
could be on two grounds : that the transfer was against the interests of the 
company or against the public interest. 

Thus the scope for hostile takeovers, which can be viewed as the capital market's 
instrument for enforcing efficiency, appeared to be limited. 

In 199 1, the Government omitted the relevant sections and provisions fiom the 
MRTP Act by the MRTP (Amendment)'Act, The need for prior approval of the 
Central Government for M & A activities was abolished. The availability of cheap 
funds through Euro-issues (selling shares in Europe) solved the problem of finance. 
Starting from 1988, the number of mergers and acquisitions in India seem to be 
growing at a fast pace. In this context, the. SEBI (Substantial Acquisitions of Shares 
and Takeovers) Regulations, 1994, tried to create a climate in which takeover activities 
could fulfil the function of effectively disciplining Indian h. 

The main objective of these regulations is to provide greater transparency in the 
acquisition of shares and the takeover of companies through a system of disclosure 
of information. For example, acquirer holding more than 5% of shares in a company 
must disclose his shareholding to the company and all stock exchanges where the 
scrip is listed. In negotiated takeovers, acquirer cannot acquire more than 10% 
shares in a company unless she makes a public offer for another 20% of shares at 
acquisition price or average price ofprevious six months. In open market takeovers, 
acquirer cannot acquire more than 10% shares unless she makes a public offer at a 
price not lower than the highest open market price paid by her or average price of 
previous six months. 

The ~ L g w a t i  Committee was set up to review the Regulationsand recommend 
changes. The draft takeover code formulated by the ~ h a ~ w a t i  Committee was 
released on 28 August 1996. With the avowed aim of protecting the interests of 
shareholders, ensuring fairness, transparency and equity, without discouraging the 
process of takeovers, the Committee sought to provide an orderly.fiamework of 
regulations in which takeovers can occur. The Bhagwati Committee has cont ind  
to make recommendations and revise its recommendations in the light of experiehce 
and with inputs fiom the public. 

Check Your Progress 5 

1) Identi@ some of the problems of corporate governance in the Indian context 
that SEBI rules try to solve. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 



Qryalutloa rod 
2) What were the hpediments to takeovers in India earlier? How have they been 

Onaersbip Structure overcome? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................ 

................................................................................................................ 

................................................................................................................. 

18.8 LET US 'hM UP 

A firm, in pursuing its goals, must keep the interests of various stakeholders in view. 
.   his is the essenceof good corporate Good corporate governance can 

be e n s u r e d ~ v a r i o u s  market folrcesand rules andqylations. In many countries, 
Codes of Governance have also been developed. In India also an attempt has been 
made in this regard by setting Mumar Manglam Birla Committee, which has 
alr&submitted its report. Since different countries have different patterns of 
owne&p,one smgle formula for ensuring good corporate governance cannot be 

18.9 KEY W O R ~ S  

Stakeholders: Those who are affected, directly or ifidirecty, by a firm's O ~ O I I S .  

Insider Ikading: Tmdhg in the shares of a firm by insiders like manag;ers who have 
better information about the finn's operations and pmspects than outsiders. 

Limited Liabi i  Corporations: The financial liability of the ~ l d e r s  is limited 
to the face value of the shares they hold. 

- Asset-stripping: When insiders sell offlhe output or as& of the h they control, 
but which outside investors have financed, to another firm they own, at below market 

Takeover Defences: Tactics adoptedby existing managem to foil takeover aUempt~. 

Preferential Allotment: A com&ny is- new shares, which are available for 
purchase only to certain individuals, usually at prices that are lower than market 
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OF PRODUCTIVITY 
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19.6 Value Added Function versus Gross Output Function 

19.7 Let Us Sum Up 

19.8 Key Words 

19.9 Some Usehl Books and References 

19.10 Answers or Hints to Check Your Progress Exercises 

19.0 OBJECTIVES 

In this unit, we shall discuss the concept and methods ofmeasurement ofpmductivity. 
The focus will be on the concept of total factor productivity and its measurement. 
Some related concepts such as production function and technical efficiency will also 
be discussed. After reading this unit, you will be able to: 

understand the concepts of partial and total factor productivity; 

realise the significance of total fktor pmductivity; 

learn about the methods of measurement of total factor productivity and their 

understand the concept of technical efficiency; and 

know about the relationship between technical efficiency and total factor 

19.1 INTRODUCTION 

Why are we interested in industrial productivity? The interest mainly arises h m  the 
contribution that productivity increases can make to industrial growth and to 
competitiveness in international markets. Both of these are very important for 
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Industrial 
Productivity developing countries. Industrial growth is important for such countries because it is 

the road to economic development. International competitiveness is important 
because it helps in increasing exports, thereby improving the balance of payments 
position. 

Why should advances in industrial productivity lead to faster industrial growth? There 
are two reasons. First, productivity increase will reduce the cost and the prices of 
industrial products. This will lead to a faster growth in demand in both domestic and 
international markets. Secondly, increases in industrial productivity will result in . 
better utilisation ofresources. Therefore, even with same investment, greater output 
increase will be possible. 

Many studies have been undertaken on industrial productivity. Important findings 
have been reported. Studies undertaken for a number of developed and developing 
countries have shown that productivity growth has contributed sigdicantly to industrial 
growth. Research undertaken for developed countries has shown that R&D efforts 
of industrial firms are a major source of productivity increase in industries. Most of 
the research on industrial productivity has used estimates of total factor productivity 

Given the important place that total factor productivity occupies in research and 
policy discussions, it will be useful to learn about the concept of total factor 
productivity and methods of measurement. 

19.2 PARTIAL AND TOTAL FACTOR PRODUCTIVITY 

19.2.1 Partial Productivity 

Consider the ratio of output to labour Input in an industrial firm. We may take the 
vdue added in production as output and divide it by the number of employees. This 
ratio gives us a measure of labour productivity. Similarly, the ratio of output to 
capital input, i.e. value added divided by capital stock, gives us a measure of capital 
productivity. These conventional measures of productivity are known as partial 
productivity, because we consider one factor of production at a time. The partial 
productivity ratio for an input gives an indication of the level of efficiency in use of 
that input. If labour productivity goes up, we may say that the firm has become 
more efficient in the use of labour. 

Partial productivity measures such as labour productivity are usell, but have serious 
liitations. In a situation where capital-labour mtio (or capital intensity of production) 
is increasing over time, workers will have more and more capital to work with. This 
is substitution of man by machine. In such a situation, labour productivity may show 
a significant rise. But, the rise in labour productivity may be entirely due to substitution 
of labour by capital, and not because of a "pure" gain in the overall productivity or 
efficiency of the firm. If the effect of factor substitution is very strong, labour 
productivity may rise, even if the ovedl efficiency ofthe firm is going down. 

Another point is that factor substitution may cause labour productivity and capital 
productivity to move in opposite directions. Growth in labour productivity may be 
accompanied by a decline in capital productivity. In such a situation, it is not clear 
whether the overall efficiency of production is going up or coming down. 

These problems with partial productivity ratios can be resolved by computing 
total factor productivity since it shows the productivity of all the inputs taken 
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19.2.2 Total Factor Productivity ' 
Concepts and 

Measurement of  
Productivity 

Total factor productivity (TFP) may be defined as the ratio of output to total input, 
where total input is defined as a weighted combination of different inputs. Let Y 
denote output and I denote total input. Then, TFP may be written as: 

TFP= - Y ... (1) 

Alternatively, total factor productivity growth (TFPG) may be defined as the 
difference between the growth rate of output and the growth rate of total input. The 
growth rate of total inputs may be defined as a weighted combination of the growth 
rates of different inputs. 

suppose labour and capital are the only two factors of production. Let G, denote 
the growth rate of output and G, the growth rate of total input. Let GL be the growth 
rate in labour and G, that in capital. Then, the growth rate of total factor productivity 
may be written as: 

TFPG = G, - G, ... (2) 

TFPG = G, - [W, x G, + W, x G,] . . . .  (3) 

In the above equation, WL and W,are the weights for combining growth rates in 
labour and capital into the growth rate of total input. 

You may ask here: what are these weights to be used for combining different inputs 
into total input? These weights should be equal to output elasticties. These should 
be based on the marginal product of the factors of production. 

The terms in the square bracket in equation (3) above may be interpreted as the 
contribution of input growth to output growth. TFP growth is therefore equal to the 
excess of output growth over the contributiolr of input growth. This extra growth in 
output may be due to technological progress and other such factors. 

~ o t e  here that TFP growth encompasses the effect not only of techn01o~ica.i progr~ss, 
but also ofbetter utilisation of capacity, improved skills oflabour, etc. It is therefore 
a composite measure of technological change and changes in the efficiency with 
which the known technology isapplied to production. 

TFP growth is influenced by a large number of factors. Technological progress is 
one ofthem, but not the only one. Some factors, such as under-utilisation of capacity 
or disturbed industrial relations or &insport bottlenecks, may have anegative influence 
on output growth. The growth rate of output may be less than the growth rate of 
total input, leading to a negative TFP growth. How will you interpret a fall in TFP? 
A fall in TFP does not mean that the firm is becoming backward in technology; it 
means that the firm is not able to apply the known technology as efficiently as they 
were doing before. 

Check Your Progress 1 

1)  Fill in the blanks: 

a) Advances in industrial productivity will lead to ............... (fasterlslower) 
industrial growth. Productivity increases will ............. (rajselreduce) the 
cost of industrial products. This will result in ................ (fasterlslower) 
growth in demand for industrial products. Increases in productivity will 
lead to ........ , ...... (betterlinferior) utilisation of resources. 
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Industrial  
I ,', Productivi ty  b) Total factor productivity shows the productivity of ......................... taken 

together. Total factor productivity growth is the difference between the 
growth rate of ........................ and the growth rate of ........................ 

2) Mark T for true and F for false: 

9 R&D is a major source of productivity increase in industries in 
developed countries. 

Productivity increases contribute to competitiveness in 
international markets. 

iii) ~abour  productivity and capital. productivity always move. 
in the same direction. 

iv) Labour productivity can increase even if the overall efficiency or 
total factor productivity is going down. 

3) List three factors, which influence growth in total factor productivity. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

19.3 TOTAL FACTOR PRODUCTIVITY AND 
PRODUCTION FUNCTION 

The concept of total factor productivity is closely connected with the concept of 
production hction.  Indeed, total factor productivity growth represents shifts in the 
production hct ion over time. 

What is a production function? A production function is a relationship between 
input used and the output obtained. It is an equation or a graph showing the (maximum) 
quantity of output that can be produced from a given set of inputs, given the existing 
technology. Thus, production function represents the technology of production. An 
advance in technology brings about a shift in the production function. 

A production hc t ion  can be shown diagrammatically by isoquants. You must be 
familiar with the concept of isoquants (for details see EEC- 1 1). An isoquant is a 
curve in the input space showing all possible combinations of inputs, which can 
produce a given level of output. For each level of output. there is an isoquant. 
Technological progress causes the isoquants to shift i~l~vard. Why an inward shift? 
An inward shift occurs because with advanced teclmology it becomes possible to 
produce a given level of output froin less input, or to produce Inore output form the 
same level of input. 

Txt US consider an industrial firnl and take a simple case of a two-input production 
function. The firm is producing 1000 units of output. There are two inputs, labour 
(and capital. For the sale of simplicity, we assume hther  that there are no econonlies 
of scale or diseconomies of scale. In other words, we assume constant retw~ls to 
scale. This implies that if both labour and capital inputs increase by 10 pa- cent, 
then output also increases by. 10 per ceiit. 

Look at Figure 19.1. It gives a diagrammatic presentation of the isoquant for 
producing 1000 units of output. Laboiu and capital are shown in thz two axes. In 
period 1, the firm operates at point A, The isoquant in period 1 is given by QQ'. It 
shows all the cornbinatioi~s of labour atid capital, which cat1 produce 1000 units of 

\ or~tput. 
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Next, we consider an inward shift in the isoquant due to technological progress in 
period 2. We assume that the production level of the firm remains the same. The 
new isoquant is RR'. In period 2, the firm operates at point B. The movement from 
point A to point B can be broken down into two parts: (1) movement from A to C 
which is due to shift in the production function (technological progress) and (2) 
movement from C to B which is due to factor substitution. It is the movement from 
A to C that is captured by TFP growth. 

Labour 

Figure 19.1: Shift in Production Function and Isoquants 

Theoretically, it is easy to identifjr the shift of the production function. Rut, there 
are difficulties in estimating the shift in production f~nction from actual data en 
industrial firms. Even if we have accurate data on output and inputs in periods 1 
and 2, these give us points A and B. We do not get point C. Thus, a crucial question 
in the estimation of TFP growth is how do we find point C, so that we can separate 
the effect of factor substitution from the effect of shift in the production fur IC t' ion. 

Now look at Figure 19.2. It makes a diagrammatic presentation of the production 
h c t i o n  in a different way. In this figure, capital-labour ratio is shown in the x-axis 
and output-labour ratio is shown in the y-axis. The production h c t i o n  in period 1 is 
represented by curve OQ. It shows the relationship between labour productivity 
and capital intensity (capital-labour ratio). As capital intensity goes up, labour 
productivity increases due to factor substitution. In the first period, the firm operates 

OutputlLabour 

B 

Figure 19.2: Effect of Technological Progress on Relationship between 

Labour Productibity and Capital Intensity 9 
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In period 2, the production function shifts due to technological progress. It becomes 
possible to produce more with the same level of labour and capital. Thus, the curve 
showing the relationship between output-labour ratio and capital-labour ratio shifts 
upward. The new curve is OR. The firm operates at point B in period 2. The 
movement from A to B can be broken down into two parts: movement from A to D 
which is due to factor substitution, and movement from D to B which is due to shift 
in the production hnction or technological progress. 

Check Your Progress 2 

1) Fill in the blanks: I 

a) A production function is an equation or a graph showing the maximum 
quantity of .............. that can be produced from a given set of .............., 
given the existing technology. Total factor productivity growth represents 
.............. in the production function over time. 

b) An isoquant is a curve in the input space showing all possible combinations 
of .............., which can produce a given level of.. ............. Technological 
progress causes the isoquants to shift ............... 

c) The increase in outbut-labour ratio between two years can be divided into 
.............. parts: one part is due to factor .............., the other part is due 

............... technological 

2) What is meant by constant returns to scale? 

................................................................................................................ 

................................................................................................................ 

................................................................................................................ 

................................................................................................................ 

19.4 MEASUREMENT OF TOTAL FACTOR 
PRODUCTIVITY 

We have discussed above the concept of total factor productivity and how it is 
related to production function. Let us now turn to the methods of measurement of 
total factor productivity. There are two approaches to the measurement of TFP: the 
growth accountancy approach and the econometric approach. We discuss them 
below. 

19.4.1 Growth Accountancy Approach 

In the growth accountancy approach, TFP indices are used for the measurement of 
TFP. The income shares of the factors of production are used as weights to compute 
the growth in total input. The TFP indices involve the following assun~ptions: (1) there 
are no economies or diseconomies of scale, and (2) there is perfect competition and 
factors of production are paid according to their marginal product. 

Among the various TFP indices available, the use of the Solow index and more 
recently the translog index has been most common. We describe the two indices 

10 below: 



Solow Index 
Let Y denote output (value added), L labour input and K capital input. Let P be the 
income share of capital in value added. Then, the Solow index of TFP is given by 
the following equation: 

. . . (4) 

In the al~ove equation, AYN is the growth rate of output, ALL is the growth rate of 
labour input and AK/K is the growth rate of capital input. M A  is the growth rate 
of total Factor productivity. 

A major limitation ofthe Solow index is that it assumes the elasticity of substitution 
between labour and capital to be equal to one. In other words, the assumption is  
that if wage rate goes up by 10 per cent, then employment will fall by 10 per cent. 
The assumption of unitary elasticity of substitution implies that the income shares of 
labour and capital remain constant. 

Translog index 

The translog index of TFP is better than the Solow index as it does not make rigid 
assumptions about elasticity of substitution between factors of production. It allows 
for variable elasticity of substitution. Another advantage of the translog index is that 
it does not require technological progress to be Hicks-neutral. Technological progress 
is said tc~ be Hicks-neutral if it raises the marginal productivity of labour and capital 
proportionately. The translog index provides an estimate ofthe shift of the production 
function even if the technological change is non-neutral i.e. it is labour-saving or 
capital-saving in character. 

The translog index of TFP growth is given by the following equation: 

SL (0  +SL (I-1) 
A In L (*) 1- A In TFP (t) = A In Y (t)- [ - 

2 

. . .(5) 

In the above equation, Y is output, L labour and K capital. SL is income share of 
labour and SK denotes income share of capital. A In TFP is the rate of technological 
change or the rate of growth of total factor productivity. 

To explaln further, the steps in the computation of the translog index of technological 

Take the ratio of output of current year to that in the previous year, i.e. Y(t)/ 

Take logarithm (natural) of this ratio, i.e. ln[Y(t)N(t-I)]. This represents growth 

Compute similarly In[L(t)L(t- 1)] and ln[K(t)/K(t-1 )]. These are growth rates 
in labour and capital input respectively. 

Takz the share of labour in current year and that in the previous year, and 
coxpute the average, i.e. [SL(t)+SL(t- 1)]/2. 

Inthesarne way, compute theaverageshareofcapita1,i.e. [SK(t)+SK(t- 1)]/2. 

Apply equation 5 above to get the rate of change in TFP. 

19.4.2 Econometric Approach 

In the econometric approach, we estimate a production function by applying 
regression analysis, and get the rate of technological progress from the estimated 
production fiction. 

concepts . 
Measurement of 

Productivity 



Industrial 
Productivity 

'The Cobb-Douglas production function has commonly been used in productivity 
studies. In logarithms, the Cobb-Douglas production function may be written as: 

l n Y = l n A +  a l n L +  p l n K + h t  

where Y is output, L labour, K capital and t time (years). In this equation, A is the 
efficiency parameter, a and P are the coefficients of labour and capital (output 
elasticities), and h is the rate of technological progress. 

The steps in estimating TFP growth with the help of a Cobb-Douglas production 
function are: 

Take time series data on output (Y), labour (L) and capital (K) 

Take the time trend variable (one for first year, two for second year and so on) 

Take logarithms of the output series to obtain In (Y) 

Similarly obtain In (L) and In (K) 

Regress In (Y) on three explanatory variables: In (L), In (K) and t 

The coeficient of time trend variable is the rate of technological progress 

19.4.3 Limitations of Total Factor Productivity Measures 
We have noted above that the growth accountancy approach to TFP measurement 
is based on certain highly restrictive assumptions: constant returns to scale, perfect 
competition, and factors of production being paid according to their marginal product. 
These assumptions are not realistic, especially for a developing country. The markets 
are imperfect in developing countries, and the incomes received by factors of 
production are unlikely to be equal to their marginal product. Since these assumptions 
do not hold in reality, the estimates of TFP growth rates obtained by the growth 
accountancy approach will have an element of error. 

The econometric approach (based on the estimation of production function) does 
not require these restrictive assumptions. Therefore, the econometric approach has 
an advantage in this regard. However, this approach also has some limitations. 
First, one has to assume that the rate of technological progress is the same for all the 
years. Secondly, the estimate of the rate of technological change is often seriously 
affected by the problem of multi-collinearity. Multi-collinearity is a problem of 

and the time trend variable. 

A limitation common to both approaches is that these assume technological change 
to be disembodied. It is assumed that both new and old machinery gain equally 
from advances in technical knowledge. This assumption is not realistic. In most 
cases, if there is an advance in technology, firms will have to buy new machinery and 
replace old machinery to take advantage of the new technology. 

Check Your Progress 3 

1) List the crucial assumptions underlying the growth accountancy approach to 
TFP measurement. 

..................................................................................................... \ .......... 

................................................................................................................ 

................................................................................................................ 

............... \. ................................................................................................ 
1 
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2) List two limitations of the econometric approach to the measurement of TFP. 

................................................................................................................ 

................................................................................................................ 

............................................................................................................... 

................................................................................................................ 

................................................................................................................ 

3) Mark T for true and F for false: 

0 The Solow index assumes the elasticity of substitution to be equal 
to zero. ( 1 
The translog index does not make rigid assumptions about the 
elasticity of substitution. ( ) 

iii) The translog index assumes technological change to be Hicks-neutral. 
( 1 

iv) Both growth accountancy and production function approaches to 
TFP measurement assume technological progress to be disembodied.( ) 

19.5 TECHNICAL EFFICIENCY - CONCEPT AND 
RELATIONSHIP WITH TOTAL FACTOR 
PRODUCTIVITY 

We have defined production function as an equation or a graph showing the maximum 
quantity of output that can be produced from a given set of in$&. In reality, firms 
are unlikely to reach the maximum quantity of output that they can get from inputs 
used inthe firm. The actual output would generally fall short ofthe potential output 
because of management slackness, lack of motivation among workers, problems in 
power supply and other critical inputs, etc. Thus, only a few firms might be operating 
on the production frontier and most firms will be below it. 

Technical efficiency of a firm may be defined as the ratio of actual output to the 
potential output. Potential output is the maximum output that can the produced h m  
the inputs used by the firm, given the technology of production. If the ratio is equal 
to one, the firm has 100% technical efficiency. If the ratio is less than one, there is 
some technical inefficiency. The lower the mtio, the greater is the degree of inefficiency. 

We have noted above that total factor productivity growth measures the combined 
effect of advances in technical knowledge and improvements in efficiency with which 
the known technology is applied. The second component represents technical 
efficiency. Improvement in technical efficiency may take place due to better 
maintenance of machinery, training, experience, better organisatpn ofproduction, 
better labour-management relations, etc. Thus, the relationship between TFP growth, 
technological progress and technical efficiency may be written as: 

TFP growth = technological progress + increase in technical efficiency 
(shift in production hc t ion )  

In some recent studies, methods have been developed for estimating separately the 
shifts in the production function and changes in technical efficiency. These two are 
added to obtain the rate of TFP growth. 

13 
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Productivity 19.6 VALUE ADDED FUNCTION VERSUS GROSS 

OUTPUT FUNCTION 

In the discussion above, we have considered a two-input framework. In this 
framework, value added is taken as the output of the firm, and labour and capital 
are taken as the two inputs. The production function for this h e w o r k  is called the 
value added function. 

The use ofthe value added function for productivity analysis has been quite common. 
Most studies undertaken for Indian industries have used the value added function. 

There has been a growing realisation that for undertaking productivity analysis at 
industry-level, the use of value added function is not appropriate. Instead, a gross 
output function should be used. In the gross output function, the gross value of 
production is taken as output, and labour, capital and intermediate inputs (materials, 
energy) are taken as inputs. 

Gross output function has the following advantages: 

9 It provides a symmetric treatment to materials along with labour and capital. It 
is reasonable to argue that f m s  chose materials input jointly with labour and 
capital, taking into account the substitution possibilities among the three inputs. 
Thus, a symmetric treatment is more appropriate. 

n The value-added function implicitly involves highly restrictive assumptions about 
substitution possibilities among materials, labour and capital. If one uses a 
gross output function, these assumptions are not required. 

Most recent studies on industrial productivity in India have used the gross output 
function instead of the value-added function. The translog index shown in subsection 
19.4.1 above has been extended to include three inputs instead of two. 

Check Your Progress 4 

1) Fill in the blanks: 

Technical efficiency of a firm may be defined as the ratio of actual output to the 
.............................. .......................... output, where potential output is the 

output that can the produced from the inputs used by the firm, given the 
technology ofprochrction Techncal inefficiency implies that the h is operating 
......................... the production frontier. 

2) State in one sentence the relationship between TFP growth, te~hnological 
progress and technical efficiency. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 
3) Why should the gross output function be preferred to the value added function 

for productivity analysis? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 
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19.7 LET US SUM UP 

Productivity growth contributes to industrial growth and to international 
competitiveness, both of which are important for developing countries. 

Ratio of output to labour gives us a measure of labour productivity. Ratio of output 
to capital input gives us a measure of capital productivity. Though the partial 
productivity measures are usefbl, these have serious limitations. The problems with 
partial productivity measures can be overcome by computing total factor productivity 
since it shows the productivity of all the inputs taken together. 

Total factor productivity may be defined as the ratio of output to total input. 
Alternatively, total factor productivity growth may be defined as the difference 
between the growth rate of output and the growth rate of total input, which is a I 

weighted combination of the growth rates of various inputs. 

TFP growth encompasses the effect not only of technological progress, but also of 
better utilisation of capacity, improved skills of labour, etc. It is therefore a composite 
measure of technological change and changes in the efficiency with which the known 
technology is applied to production. 

The concept of total factor productivity is closely connected with the concept of 
production function. Growth in TFP cap-s shifts in production function over time 
due to technological advance. 

There are two approaches to the measufement of TFP growth: the growth 
accountancy approach and the econometric approach. In the growth accountancy 
approach, TFP indices (such as translog index) are used. In the econometric 
approach, a production function is estimated by regression analysis. Growth 
accountancy approach requires some very restrictive assumptions: constant returns 
to scale, perfect competition, and factors of production being paid according to 
their marginal product. The production function approach does not require this 
approach. But, the estimates obtained by this approach are often affected by the 
problem of multicolliiearity. 

Technical efficiency of a firm is the ratio of actual output to the potential output, 
where potential output is the maximum ou ut that can be produced with the inputs 'P 
employed in the firm with the given technology. Total factor productivity growth can 
be written as the sum of technological progress and the rate of change in technical 

The use of the value added function has been common in productivity analysis. But, 
there are serious weaknesses of the value added function, and it is better to use the 
gross output function, which provides a symmetric treatment to materials as an input 
along with labour and capid. 

19.8 KEY WORDS 

Value Added: Value of production minus the value of intermediate inputs (materials, 
fuel, electricity, etc.) used in production. 

Value Added Function: A production function, which takes value added as output 
and labour and capital as the two inputs used in production. 

Gross Output Function: A production function, which takes gross value of 
production as output, and labour, capital and materials (including energy) as inputs. 

15 
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Elasticity of Substitution: It shows the degree of substitution possibility between 
inputs. It is defined as the percentage increase in capital-labour ratio for one per 
cent increase in the wage-rental ratio. 

Regression Analysis: Statistical method for estimating a linear relationship among 
variables. 

Marginal Product: The change in total product per unit change in the quantity used 
of one input (other inputs remaining the same). 

Output Elasticity: Percentage increase in output for one per cent increase in one 
input, other inputs remaining the same. 

Total Factor Productivity: Ratio of output to total input. 
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19.10 ANSWERS OR HINTS TO CHECK YOUR 
PROGqESS EXERCISES 

Check Your Progress 1 

1) a) faster; reduce; faster; better; respectively. 

b) all inputs; output; total input; respectively. 

2) 3 T; ii)T; iii) F; iv) T 

3) Read Sub-section 19.2.2 and give your own examples. 

Check Your Progress 2 

1) a) output; inputs; shifts; respectively. 

b) inputs; output; inward; respectively. 

c) two; substitution; progress; respectively. 
! 6 







I there was strong regulation of domestic industry through industrial licensing and Productivity in Indian 

other measures of industrial control to pursue the objectives of diversification, self- 
reliance, balanced regional development, control of monopoly, promotion of 
indigenous technological development, etc. 

These policies helped India establish a large and well-diversified industrial sector. 
There was considerable development of technological capabilities in the country. 
However, the high level of protection and industrial regulation made Indian industry 
inefficient and high-cost. To improve industrial efficiency, a gradual process oftrade 
and industrial reforms was initiated in India in the late 1 970s, which gained momentum 
after 1985. Since 1991, a major reform of economic policies has been undertaken 
in India about'which you must be well aware. Most regulations on industrial firms 
have been done away with. Iinports of almost all commodities are freely allowed. 
Customs duties have been drastically lowered. Foreign investment is much 
encouraged, and this has led to a large inflow of foreign investment. 

Against this backdrop, we may ask, what has been the productivity perforinance of 
Indian industry in last five decades? Was the growth rate ofproductivity very low in 
the period of high protection and strong industrial regulation? Did productivity growth 
accelerate in the 1980s and 1990s when significant industrial and trade reforms 
were undertaken? We shall be addressing these questions in this unit using productivity 
estimates made in some important productivity studies undertaken for Indian industry. 

There have been anurnber of studies on productivity in Indian industry. Almost all 
studies have considered only the organised sector i.e. factories employing 10 or 
more workers with power or 20 or more workers without power. In these studies,, 
estimates of labour productivity, capital productivity, total factor productivity and 
capital intensity have been presented. Labour productivity has commonly been 
measured by the ratio of real value added to employment (number of employees). 

' Real value added has been obtained by suitably deflating value added at current 
prices so as to correct for price changes. Capital productivity has been measured 
by the ratio of real value added to the value of fixed capital stock at constant prices. 
Fixed capital stock at constant prices per employee has been used as a measure of 
capital intensity. For measuring total factor productivity, Kendrick, Solow and translog 
indices of total factor productivity have been used. In some studies, the production 
fimction approach to the estimation of total factor productivity has been taken. 

Check Your Progress 1 

1) Fill in the blanks: 
After Independence, India adopted ............... industrialisation strategy. The 
level of protection of Indian industry from foreign competition was ................ 
Also, there was ............... regulation of domestic industry through industrial 
licensing etc. All these hart.. ............. effect on industrial productivity. 

2 )  How have labour and capital productivity been commonly measured in 
productivity studies on Indian industry? 

3) Mark T for true and F for false: 
3 Most productivity studies for Indian industry have considered 

only the organised sector. ( 1 

i i  Capital intensity has commonly been measured by the ratio of 
employment to fixed capital. ( 1 

i Kendrick, Solow and translog indices have been used to measure 
total factor productivity ( ) 

iv) -No productivity study on Indian industry has taken the production 
fbnction approach to the measurement of total factor productivity. ( ) 
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PRODUCTIVITY AND CAPITAL INTENSITY 

Before we consider the trends in total factor productivity, we shall discuss the trends 
in labour and capital productivity, and capital intensity in Indian manufacturing. 

/ 

20.2.1 Labour Productivity 

In the five decades 1950s through 1990s, there has been a consistent upward trend 
in labour productivity in Indian manufacturing (see Table 20.1). From 195 1 to 1970, 
the average growth rate of labour productivity was about five per cent per annum. 
In the next ten years (the 1 9 7 0 ~ ) ~  the average growth rate in labour productivity was 
much lower at about one per cent per annum. In the 1980s and 1990s, the growth 
rate of labour productivity picked up again. In this period, the average growth rate 
of labour productivity was over six per cent per annum. Evidently, there has been a 
rapid growth in labour productivity in Indian manufacturing in the last two decades. 

Table 20.1: Growth Rates of Labour Productivity, Capital Productivity and Capital 
Intensity in Indian Manufacturing, 1951 to 1997-98 

(per cent per annum) 

Author1 Period Growth rate in Growth rate in Growth rate in 
labour productivity capital productivity capital intensity 

, ' 
1951 to 1965 3.83 -1.14 5.38 

1956 to 1970 5.56 -2.03 3.54 

1970 to 1980 0.94 -0.1 3 0.81 

Ahluwalia 

1965-66 t01979-80 1.4, -1.9 3.3 

1980-81 t01985-86 8.3 0.0 8.4 

Trivedi et al. 

1973-74 t01980-81 1.84 -0.83 2.67 

1980-8 1 to 1990-91 6.56 -0:82 7.38 

1990-91 to 1997-98 6.52 

Source: B.N. Goldar, Productivity Growth in Indian Industry, New Delhi: Allied Publishers, 
1986; B.N. Goldar, "Productivity and Factor Use Efficiency in Indian Industry" in Arun Ghosh 
et al. (ed), Indian Industrialisation: Structure and Policy Issues, Delhi: Oxford University 
Press, 1992; I.J. Ahluwalia, ProductivitySand Growth in Indian Manufacturing, Delhi: Oxford 
University Press, 199 1.; 

P. Trivedi, A. Prakash, and D. Sinate, "Productivity in Major Manufacturing Industries in India," 
Study no. 20, Development Research Group, Department of Economic Analysis and Policy, 
Reqerve Bank of India, Mumbai, August 2000. 

Note: The estimates of productivity growth made by Goldar for the periods 1956 to 1970 and 
1970 to 1980 relate to the entire industrial sector including electricity. The estimates for the 

20 period 195 1 to 1965 exclude electricity, but do not cover all manufacturing industries. 



Productivity in Indian 
Industries 20.2.2 Capital Productivity 

During the 1950s and 1960s, the first two decades of planned industrial development 
in India, capital productivity in Indian manufacturing declined sigmficantly. The average 
rate of decline was about 1.5 per cent per annum. During this period, there were 
phenomenal changes in the structure of the industrial sector in favour of metals, 
machinery and chemical industries. These industries have relatively low output-capital 
ratio as compared to traditional industries such as textiles. Therefore, the change in 
industrial structure led to a fall in capital productivity. The fall in capital productivity 
was particularly marked in the period 1956 to 1965, the Second and Third Five- 
Year Plans, when the average rate of fall was about three per cent per annum. 

The estimated growth rates of capital productivity shown in Table 20.1 indicate that 
a downward trend in capital productivity in Indian manufacturing continued in the 
1 9 7 0 ~ ~  1980s and 1990s. The average rate of decline in capital productivity in this 
period was about 0.7 per cent per annum. 

20.2.3 Capital Intensity 

Capital intensity in Indian manufacturing increased rapidly in the period 195 1 to 
1970, especially during 1956-65. The average growth rate of capital intensity was 
about four per cent per annum. In the next decade, i.e. the 1970s, the rate of 
increase in capital intensity was relatively much lower. In the 1980s, there was a 
sharp increase in capital intensity, and the hi:& rate of growth continued in the 1990s. 
During the 1980s and 1990s, the average growth rate of capital intensity in Indian 
manufacturing was around seven per cent per annum. 

You will notice that the ups and downs in the growth rate of capital intensity match 
that of labour productivity. During the 1970s, the growth rates of both labour 
productivity and capital intensity came down, and there was a step-up in growth 
rates in the 1980s. This can be explained by the fact that a large part of the increase 
in labour productivity was caused by factor substitution, i.e. capital substituting labour. 
Indeed, in the last five decades, increases in capital intensity accounted for more 
than half of the increases in labour productivity in Indian industry. 

You may ask here: what were the reasons for the increase in capital intensity? This 
was partly due to changes in relative price2 of labour and capital input. Since wages 
grew rapidly, faster than the price of capital input, industrialists had an inducement to 
substitute labour by capital. But, a major explanation for increasing capital intensity 
lies in shifts in industrial composition. In the 1950s, 1960s and 1980s, there were 
significant shifts in industrial composition in favour of capital-intensive industries, 
and this caused the capital intensity c~f Indian manufacturing to increase. 

Check Your Progress 2 

1) Fill in the blanks: 

During the 1950s and 1960s, labt~ur productivity in Indian rnanuf8cturin&gew 
at the average annual rate of about ............. . . In the 1970s, the average growth 
rate was much lower at about ............. per m u m .  The average growth rate in 
labour productivity in the 1980s and 1990s was about ....... . ... . .. per annum. 

2) Mark T for true or F for false: 

0 There was an upward trend in labour productivity in the last five decade. 
0 \ 

2 1 



Industrial  
Productivity ii) There was a downward trend in capital productivity in the last five 

decades 

1 In the 1980s and 1990s labour has been substituting capital in Indian 
industry. 

iv) A large part of the increase in latmur productivity can be attributed to 
increases in capital-labour ratio in Indian industry. 

3) List two factors that have caused capital intensity of Indian industry to increase. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

20.3 TOTAL FACTOR PIRODUCTIVITY (TFP) - 
We have discussed above trends in labour and capital productivity. Let us now 
consider trends in total factor productivity (TFP). Table 20.2 shows the estimates of 
TFP growth rate obtained in a number of studies undertaken for Indian industry. 

20.3.1 TFP Growth during the 1950s and 1960s 

During the 1950s and 1960s, the growtl L rate of TFP in Indian manufacturing was 
very low (see Table 20.2). The average rate of TFP growth in this period was less 
than one per cent per annum. Some stud lies have even reported a fall in TFP in the 
manufacturing sector in this period. 

The poor productivity performance of Inc f an manufacturing in the 1950s and 1960s 
can be attributed to the following factors: 

9 decline in competition, resulting frc )m import control and domestic industrial 
licensing, protected inefficiency and blunted incentive for cost reduction; 

i control of foreign exchange ;md im~,  ortant raw materials, and the policies 
aimed at control of monopoly and di spersal of ownership led to industrial 
hgrnentation (sub-optim;il production capacities), which adversely affected 
efficiency; and 

i the general economic condition (sh0n'age.s of materials and power, transport 
bottlenecks, and disturbed industrial rc:lat.ions) was not conducive to 
productivity growth. 

20.3.2 TFP Growth during the 197C1,s and 1980s: The Controversy 

Total factor productivity growth in Indian man ufactwing in the 1970s and 1980s has 
been amatter of much controversy as may researches have found conflicting results 
for this period. Ahluwalia found a decline in 'I FP in Indian manufacturing in the 
period 1965-66 to 1979-80, and 3 sharp increas e in TFP in the period 1980-8 1 to 
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Author Method Period TFP growth rate 
(per cent per 
annum) 

Goldar VASD 195 1 to 1965 1.27 

1956 to 1970 0.5 1 

1970 to 1980 0.42 

Ahluwalia VASD 1959-60 to 1965-66 0.2 

1965-66 to 1979-80 -0.3 

1980-81 to 1985-86 3.4 

A 

Balakrishnan and VASD 1970-7 1 to 1980-8 1 -0.6 1 

Pushpangadan 

1980-81 to 1988-89 2.39 

VADD 1970-71 to 1980-81 4.67 

1980-81 to 1988-89 -0.1 1 

Rao VASD 1973-74 to 1980-81 -0.2 

1981-82 to 1992-93 2.1 

VADD 1973-74 to 1980-81 4.6 

198 1-82 to 1992-93 -0.2 

GOF 1973-74 to 1980-81 5.5 

198 1 -82 to 1992-93 -2.2 

Trivedi, et al. VASD 1973-74 to 1980-81 1.04 

1980-111 to 1990-91 3.54 

1990-9 1 to 1997-98 1.95 

VADD 1973-74 to 1980-81 1.99 

1 980-8 1 to 1990-9 1 7.35 

1990-91 I!O 1997-98 3.70 

GOF 1973-74 t10 1980-8 1 0.57 

1980-81 to 1990-9 1 1.64 - 
1990-9 1 to 1997-98 0.94 - 
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Ahluwalia's finding of a "turnaround" in productivity growth in Indian 
manufacturing in the 1980s has been challenged by Balakrishnan and Pushpangadan. 
They have seriously questioned the use of single deflation procedure for the 
measurement of real value added. By using double deflated value added, instead of 
single deflated value added, they have shown that TFP growth in Indian 
manufacturing in the 1980s was not any higher (rather it was lower) than that during 
the 1970s (see Table 20.2). 

Before proceeding further, let us discuss what is double deflated value added 
and how it is different from single deflated value added. The single deflated value 

. added has commonly been used in productivity studies. Under this procedure, 
the value-added series is directly deflated by a price index of manufactured 
products to obtain single deflated value added. To obtain double deflated value 
added, we deflate separately the value of production and the value of materials 
(including energy inputs). Value of production is deflated by the price index for 
manufactured products. Value of materials is deflated by a suitable price index for 
materials. Then, thereal value of materials is subtracted from the real value of 
production to get real value added. 

In the 1970s, the price index of materials grew much faster than the price index 
of manufactured articles. In the 1980s, it was the opposite - materials prices 
grew slower than product prices. Balakrishnan and Pushpangadan have argued 
that the use of single-deflated value added is inappropriate in such a situation, as 
it does not correctly measure the growth in output. Some subsequent studies 
have argued that both single deflated value added and double deflated value 
added are subject to bias and the right method to use is the gross output function, 
taking labour, capital and materials as three inputs and gross value of production 
as output. 

Findings of the study undertaken by Rao, (see Table 20.2) support the findings of 
Balakrishnan and Pushpandagadan. These two studies show that in the 1970s there 
was a significant increase in TFP in Indian manufacturing and the growth of TFP 
came down in the 1980s. Indeed, these studies find a decline in TFP in Indian 
manufacturing in the 1 980s. 

20.3.3 Towards Resolution of the Productivity Growth 
Controversy 

TlT estimates presented in a recent productivity study undertaken by Trivedi, Prakash 
and Sinate indicate t h t  there, was a significant increase in TFP in manufacturing in the 
1970s, and the growth rat12 was faster in the 1980s (see Table 20.2). The same 
pattern in TFP growth is found whether single deflation procedure, double deflation 
procedure or gross output function is used. Some other recent research on industrial 

I productivity has also f o w i  a significant increase in TFP in Indian manufacturing in 
the 1980s. 

I 

During the 1980s, particularly in the second half, steps were taken to liberalise 
industrial and trade policy. Policy changes were made to encourage inflow of foreign 
investment and techno1og.y. The industrial sector responded well these policy 
initiatives. One wouldtherefore expect inclusttial productivity to grow significantly in 
the 1980s. 

24 But, the issue is: was there acceleration in IWP growth in Indian manufactqing in the 
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Indus tr i e s  1980s as compared to the previous decade. This remains controversial. Goldar 

and Mitra have raised questions about the conclusions drawn by Balakrhishnan and 
Pushpangandan in their study. In a recent paper (2002), Balakrishnan and 
Pusphangadan have presented evidence to suggest that there was no significant 
acceleration. 

Thus, the overall conclusion we may draw from the TFP estimates made in various 
studies is that TFP in manufacturing grew significantly in both the 1970s and 1980s. 
But, it is not clear if TFP growth was faster in the later decade. Some researchers 
are of the view that the growth rate of TFP was higher in the 1980s, while others, 
take the stand that there was no significant acceleration. 

20.3.4 TPP Growth in the 1990s 

As you know quite well, since 1991 major, far-reaching changes in industrial 
and trade policies have been made under the economic reforms. These policy 
reforms are aimed at making Indian industry more efficient, technologically 
up-to-date and competitive, with the expectation that efficiency improvement, 
technological up-gradation, and enhancement of competitiveness will enable 
Indian industry achieve rapid growth. 

Have the economic reforms resulted in a faster growth in productivity in 
Indian manufacturing? The answer is no. The productivity estimates of Trivedi, 
Prakash and Sinate shown in Table 20.2 reveal that the growth rate of TFP 
in manufacturing has come down (rather than going up) in the 1990s. Some other 
recent studies have also found a decline in TFP growth rate in Indian manufacturing 
in the 1990s. 

Why did TFP growth in Indian manufacturing decelerate in the 1990s when major 
economic reforms were undertaken? The answer is not known yet. But, it is 
undoubtedly an important question to be investigated. Two possible explanations 
for the slowdown in productivity growth are: 

i) Import liberalisation may have exposed some industries to intense import 
competition. This may have led to under-utilisation of capacity and hence a fall 
in productivity. 

i There was a spurt in investment activity in response to economic reforms. This 
may have caused an adverse effect on productivity due to gestation lags. 

Note, however, that these are short-term effects. As Indian industries restructure 
to meet import competition and the second-generation economic reforms are 
undertaken to consolidate the gains from the first generation reforms, the 
productivity growth should improve. 

Check Your Progress 3 

1) Fill in the blanks: 

During the 1950s and 1960% the average rate of TFP growth ir. ,ndian 
manufacturing was very .......................... :. .. (highllow). The growth rate of 

................................ TFP (improvedldeteriorated) in the 1970s and 1980s. 
In the 1990s, the post reform period, the growth rate O ~ T F P  has ................... 
(gone up/ come down). 1s  
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Productivity 2) Give any two reasons for the low rate of TFP growth in Indian manufacturing in 

the 1950s and 1960s. 

3) Name the authors of two studies, which have reported a marked improvement 
in the growth rate of TFP in Indian manufacturing in the 1980s as compared 
with the 1970s. 

4) List two possible reasons for the slowdown in TFP growth in Indian 
manufacturing in the 1 990s 

20.4 INTER-INDUSTRY VARIATION IN 
PRODUCTIVITY GROWTH 

- - 

C 

Having discussed productivity growth at the aggregate level, we now turn to industry- 
wise productivity growth performance. Table 20.3 shows productivity growth rates 
for 30 important industries in the period 1959-60 to 1985-86. 

20.4.1 Differences in Productivity Growth Rates 

From Table 20.3, you will notice that the rate of productivity growth varies 
widely Across industries. During the period 1959-60 to 1985-86, the growth rate 
of TFP at the aggregate manufacturing level was -0.4 per cent per annum. But, in 
a number of industries, the rate of fall was more than two per cent per annum. 
These industries include Sugar, Khandsari, and Gur, Tobacco products, Non-ferrous 
metals, Petroleum and coal products, Tyres and tubes, Bolts, nuts, nails, and 
hand tools, and Dyestuffi and paints . On the other hand, in a number of industries, 
there was a significant increase in TFP. The growth rate of TFP exceeded two 
per cent per annum. These industries include Power generation equipment, Boilers 
and internal combustion engines, Telecommunications equipment, and Motor 
cycles and bicycles. 
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Table20.3: Productivity Growth in Selected Manufacturing Industries, Industr ies 

1959-60 to 1985-86 

Growth rate (% per annum) 
Real yalue TFP Labour Capital 

added prorluctivity productivity 

1 Cotton textiles 

2 Iron and Steel 3.4 -1.6 0.1 -2.8 

3 Food products except sugar 2.7 -1.9 0.1 -2.9 

4 Sugar, Khandsari, and Gur 4.0 -2.3 -2.3 -2.1 

5 Pharmaceuticals 9.0 1.7 4.2 0.4 

6 Heavy vehicles and motor cars 7.3 -0.9 1.3 -2.4 

7 Jute textiles 0.6 0.1 0.8 -2.4 

8 Paper and newsprint 5.9 -0.7 1.5 -2.0 

9 Fertilisers and i~isecticides 13.1 1.3 6.3 -1.0 

10 Railway equipment 2.9 1.3 2.6 -3.8 

11 Printing and publishing 3.8 0.9 2.8 -2.1 

12 Tobacco products 2.4 -3.1 -2.0 -4 .O 

13 Power ge~ieratio~i eqi~ip~nent 10.7 4.3 6.1 2.6 

14 Non-ferrous metals 0.4 -7.3 -3.0 -9.3 

15 Art Silk 10.0 0.7 3.3 -0.6 

16 Heavy chemicals 8.9 -1.7 1 .O -2.7 

17 Petroleum and coal products 5.2 -3.7 -2.7 -4.1 

18 Manmade fibres & syntlietic resins 10.4 0.4 2.2 -0.3 

19 Cement 

20 General itenis of machinery 10.5 1.2 7 5.3 -2.1 

21 Machinery for specific industries , 5.5 -0.5 2.6 -3.7 

22 Tyres and tubes 4.9 -3.8 -1.2 -5.0 

23 Boilers and i~iter~ial combustion engines 8.1 2.4 5.1 0.3 

24 Bolts, nuts, nails, atid hand tools 2.9 -2.1 0.1 -4.0 

25 Dyestuffs atid paints 4.7 -2.9 -0.6 -3.7 

26 Teleco~n~nu~iicatio~is equip 10.7 3.5 5.9 0.8 : 

27 Electric cables and wires 

28 Soaps, glycerin and perfumes 7.1 -1.2 1.7 -2.5 

8.8 -0.2 1.2 -0.7 

30 Motor cycles and bicycles 10.1 2.1 3.8 0.5 

Total manufacturing 5.3 -0.4 2.2 -2.5 

Source: I.J. Ahluwalia, Prodzrcfivity and Grow~h in Indian Manufbcturing, Delhi: Oxford 1 

University Press, 199 1 . 

Similarly, there are wide inter-industry variations inthegrowth rates of labour 
productivity and capital productivity. During 1959-60to H85-86, the annual growth 
rate in labour productivity was over five per cent in Fertilisers and insecticides, 
Power generation equipment, General items of machinery; Boilers and internal 
corn bustioil engines and Teleconimunications equipment. On the other ]land, labour 
productivity declined at a rate of more than two percent per annum in Sugar. I 
Khandsari, and Gur, Tobacco products, Non:fermus ~ e t a l s .  and Petrolevp and 

27 1 



You will notice from Table 20.3 that the inter-industry growth pattern of TFP 
is similar to that of labour productivity and capital productivity. The correlation 
coefficient between TFP growth and labour productivity growth is 0.92. The 
correlation coefficient between growth rates in labour productivity and capital 
productivity is 0.76. 

What do these high correlation coefficients mean? The industries which perform 
better in terms of labour productivity growth generally perform better also in terms 
of capital productivity growth and total factor prod~ctivity g r o a .  

It is important to learn that questions have been raised about the TFP estimates of 
Ahluwalia, used in Table 20.3. These estimates are based on single-deflated value 
added which has well-known limitations. However, these estimates have been used 
for the discussion because Ahluwalia's book is well known, and there is no recently 
published book in which productivity growth estimates for a large number of Indian 
industries have been presented. 

20.4.2 Relationship between Output Growth and Productivity 
Growth 

In the literature on prqductivity, it is well known that there exists a strong positive 
relatioilship between output growth and productivity growth. This is known as 
Verdroon's law. 

In a large number of studies, a strong positive relationship has been found between 
output growth and productivity growth. For Indian industries, a positive relationship 
between output growth and productivity growth has been found in the studies 
undertaken by Goldar and Ahluwalia. The elasticity of productivity growth with 
respect to output growth has been found to be about 0.4, implying that a one 
percentage point fastkr growth in output leads to about 0.4 percentage point faster 
growth in productivity. 

Why should we expect a higher rate of output growth to be associated with a higher 
rate of productivity growth? The positive relationship can be attributed to 
technological progress and economies of scale. A higher rate of growth of production 
will encourage and facilitate application of superior technologies. It will create right 
conditions for replacement of old machinery by better ones. A rapid growth in 
output will enable firms to reach optimal scale ofproduction and enjoy economies of 
scale. It will also encourage the suppliers of materials to undertake innovations for 
improving the quality of materials supplied. 

If you compare the rates of output growth and TFP growth given in Table 20.3, you 
will find that most industries, which rank high in terms of oubut growth also rank 
high in terms of TFP growth. Similarly, low growth rate in output is associated with 
a low growth rate in TFP. The same pattern can be seen when labour productivity 
or capital productivity is considered. The correlation coefficient between output 
growth and TFP growth is 0.63. The correlation coefficient between output growth 
and labour productivity growth is 0.74 and that between output growth and capital 
productivity growth is 0.73 

20.4.3 Causes of Inter-industry Variation in Productivity Growth 
In the studies undertaken by Goldar and Ahluwalia, multiple regression analysis has 
been applied to explain inter-industry differences in productivity growth. These 
studies have brought out an inverse relationship between the degree of import 
substitution and productivity growth. The higher the contribution of import subsriiytion 
to the growth of an industry, the lower is the rate of prductivity growth, other things 

28 remaining the same. 



Import substitution has two roles: market augmenting role and protective role. In its Productivity in ltlcli-\t 
l a d n s t l . ~  

market-augmenting role, import substitution has an effect on productivity similar to 
that ofthe growth in output. But, in its protective role, import substitutioil is expected 
to have an adverse effect on productivity growth. This is so because by limiting the 
degree of foreign competition and sheltering domestic industry, inlport substitution I 

lowers the incentive for reducing cost and improvingproductivity. Clearly, the results 
of regression analysis indicate that the negative effect of import substitution has been 

From the regression analysis of inter-industry differences in productivity growth, 
Ahluwalia has found a negative relationship between capital intensity of an industry 
and the rate of productivity growth achieved. This possibly shows the poor 
productivity performance of public sector industrial enterprises because the capital- 
intensive industries are generally dominated by public sector enterprises. 

Ahluwalia has also found a negative relationship between the rate of increase in the 
number of factories in an industry and the rate of productivity growth achieved. 
This can be interpreted as showing the negative effect of industrial fragmentation on 

20.5 TRADE LIBERALISATION AND INDUSTRIAL - 
PRODUCTIVITY 

There are reasons to believe that trade liberalisation will promote industrial 

a) There will be increased competitive pressure on domestic f m s  to improve 

b) There will be greater access to imported machinery, parts and components, 
enabling domestic firms to improve productivity. 

c) Trade liberalisation will increase export possibilities; domestic firms can 
expand and reap econoinies of scale. 

There have been a number of studies for developing countries in which the effect * 

of trade liberalisation on industrial productivity has been examined. Overall, the 
empirical evidence is mixed. No strong support is found for the hypothesis that 
trade liberalisation will improve industrial productivity. Some studies have found a 
favourable effect of trade liberalisation; others have not. As for India, there is 
some evidence to indicate that trade restrictions had an adverse impact on 
industrial productivjly. But, the evidence is sketchy, and one cannot be very 
confident of a favourable effect of trade liberalisation on industrial productivity. 

Check Your Progress 4 

1) Fill in the blanks: 

There is .............. . . (widelsmall) inter-industry variation in productivity 
growth. Industry-wise growth rates in TFP growth has .............. (higldlow) 

Output growth rates have a ................ (positivel~~egative) correlation with 
productivity growth. 

2) Name three industries, which had significant grouth in TFP in tl~e'~eriod 
1959-60 to 1985-86. Naine three industries. tt$ich had a significant fall in 





There is wide inter-industry variation in productivity growth rates. Industry-wise 
yroutli rates in TFP have a lugh positive correlation with industry-wise growth rates 
in lalmur productivity and capital productivity. Inter-industry regres.ion analysis 
reveals that productivity growth has a positive relationship with output growth and a 
negative relationship with the degree of import substitution. capital-labour ratio and 
t lie rate of increase in the number offactories. 

I-here are reasons to expect a favourable effect of trade liberalisation on industrial 
prod~~ctivity. However. we do not have strong empirical evidence in support of this 
l~ypothesis. One cannot be very confident that trade liberalisation will improve 
industrial productivity in India. 

20.7 KEY WORDS 

Labour Productivity: Ratio of output to labour input. 

Capital Productivity: Ratio ofoutput to capital input. 

Total Factor Productivity: Ratio of output to total input, indicating overall 
efficiency in production. 

Capital Intensity: Ratio of capital to labour input, showing relative importance of 
capital and labour in production process. 

Import Substitution: Industrial growth through substitution of imports by 
indigenous production. 

Correlation Coefficient: A statistical measure of the degree of linear 
rclationsliip between two variables. 

Regression AnalysG: It is a statistical technique for analysing relationship - 

between variables. 
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2 1.1 INTRODUCTION 

Sickness in industry is as old as modem industry itself. In one sense. we can say that 
sickness is an inevitable feature of industrial capitalism. 

Industrial development takes place by the constant revolutionising of the forces of 
production, by continual technological discoveries, the rise of new products as 
substitutes for the old, in short, by the survival ofthe fittest in the free markets, which 
prevail in a free capitalistic economy. Those units, which use obsolete technology, or 
whose products no longer command a market, are bound to perish. It may also be 
that the product itself is no longer in demand due to the rise of new, cheaper or 
better substitutes. This is what happened to our handicraft industries in the past. In 
inore recent times it has happened to products like manual typewriters, old printing 
equipment, automobiles of pre-1990 era. etc. 

In other words, in the normal course of development there will be a certain incidence 
of business failure. At any one time some proportion of economic units will be closing 
down, or cutting back, trying to adjust to changing circumstances in the markets in 
wliich they operate. 

In the developed market economies and with varying degrees of sophistication in 
most developing economies, this process takes place within the framework of legal 
rules in which adjustment is mediated through capital markets, banks and specialised 
banh~~ptcy institutions. 

India. however, is probably unique among market economies in having polices which 
override the normal processes of adjustment and which effectively prevent firms 
liom closing down their operations. The result has been a widespread and growing 
incidence of the special Indian phenomenon of " Industrial Sickness" in which loss- 
making liluls are kept alive more or less indefinitely by avariety of subsidies originating 
fro111 the banking system, from both the Central and State Governments, and by 
cross-subsidies within large or conglomerate times. 

21.2 SYMPTOMS AND DEFINITION OF SICKNESS 

An industrial init is sick when it is not healthy. The health ofan industrial unit can be 
~neasured on the basis of a number of criteria. Among these, a few important 
symptoms are as follows: C 

Slow tiln1over in the accounts ofthe unit, 

Frequent requests for overdrafts or drawing beyond the sarlctioned limit, 
soinetimes even without prior intimation to the bank, 

Failure to l~onour bills on maturity, 

Retum of bills drawn by a unit on its buyers, 

Slow offtake of stocks, 

Inexplicable delays in the submission of stock statements, 

Te-ndency to draw less by cheques than in cash, and 
t 



Indust!  ~ r l  
Sickncss  21.2.1 Definition 

An appropriate definition of a sick unit was given only after the Sick Industrial 
Compai~ies Act (SICA) was passed in the year 1985. 

The Act canle into force from May 15,1987. The Act was amended in 1993. The 
Sick Industrial Companies Amendment, which became effective fiom February 1994 
defines a sick industrial company as an industrial company (being a company 
registered for not less than five years) which has at the end of any financial year 
accumulated losses equal to or exceeding its entire net worth. 

Net wort11 is defined as follows: 

Net worth = Total liabilities -(current liabilities +long termdebt) 

Total liabilities = Current liabilities +Deferred liabilities + Equity 

Current liabilities = Wages + Loans (short-term) + Taxes payable etc. 

Long-term Debt = Deferred liabilities like long-term loan etc., 
debentures, loans fiom financial institutions, etc. 

= Paid-up capital + Retained earnings (reserves) 

21.2.2 Actual Sickness and Incipient Sickness 

We may distinguish between actual sickness and incipient sickness. 

Actual sickness manifests itself in the following: 

a Erosion of net worth by 50 per cent and more; 

a Units being closed for a total period of six months and more during the last - 

a Default in payment of loan instalments. Incipient sickness reflects the following 

preceding five years. 

According to State Financial Corporations (SFCs), any unit which fails to pay 3 
consecutive instalments (half-yearry) of interest andlor principal is sick. 

21.3 MAGNITUDE OF SICKNESS 

According to information compiled by the Reserve Bank of India from scheduled 
conmercial banks, as on March 3 1,1999, there were 309,O 13 sick units consisting 
of 306,22 1 units in the small-scale sector and 2,792 units in the non-small scale 
sector. Among these 2,792 units, the private sector, public sector and joint1 
cooperative sector accounted for 2,363 units, 263 units and 15411 2 units, respectively. 

The total bank credit blocked in the sick units stood at Rs. 19,404 crores (as on 
March 3 1, 1999). The small-scale sector has Rs.4,3 13 crores (22.2 per cent) 
blocked in its units while the non-SSI sector has Rs. 15,150 crores (77.8 per cent). 
Bank Credit blocked in the non-SSI sector in private, public and joint/cooperative 
units was Rs. 1 1,493 crores, Rs.2,939 crores and Rs.703 crores1Rs. 15 crores, I 

I .  
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Huge as the stock of sickness is. what is more worrisome is the rate at which it is 
spreading further. 

As per the available estimates, industrial sickness is growing at an annual rate of 
about 28 per cent and 13 per cent. respectively, in terms of number of units and the 
outstanding amount of bank credit (these figures are much higher than the overall 
industrial growth). 

Nearly 29,000 units are added to the sick list every year, i.e., about 90 units fall sick 
every working day. Almost every third or fourth small-scale unit and every tenth u ~ t  
in the medium and large-scale sector is sick or dying. Out ofthe officially declared 
total sick units, about 90 per cent are non-viable. 3 per cent are doubtful cases and 
only the remaining 7 per cent are said to be viable. As many as 99 per cent of sick 
units are in the small-scale sector. A major portion of commercial banks' funds is 
locked up in a relatively small number - about 2,792 large illdustrial units. 

21.3.1 Recent Trends in Sickness 

More recent trends make an interesting, although disturbing reading. Ever since thc 
liberalisation process of the 1990s has begun industrial sickness has become noli- 
cognisable. That is, it happens, but a serious view of it is not taken. It is accepted as 
a part of the market-oriented econorny. After all, runs the neo-classical logic, the 
forces ofthe market are supreme. And if competition crushes companies. so be it. 

In wake of this policy, the following trends in industrial sickness may be noted: 

Sickness is as pervasive in the private as it is in the public sector. 

Sickness is spreading faster among large- and medium-sized units tllan in small- 
sector. 

It is the engineering and textile industries that are the hardest hit. And that will 
only rise in future since the import tariffs on capital goods are at their lowest 
ever today. 

21.4 CAUSES OF SICKNESS 

The important causes of sickness can be classified as: (i) external causes, and (ii) 
internal causes. 

21.4.1 External Causes 

The important external causes of industrial sickness are as follows: 

i) High costs of manufacture coupled with a low realisation of sales revenue. 
High costs may be due to inflated prices of inputs. Low sales revenue may be 
accounted for by lack of control over prices of output. 

ii) Non-availability of raw materials regularly or smoothly, or availability at high 
prices. 

iii A lack of regular supplies of inputs such as power and transport bottlenecks. 

iv) A general recessionary trend in the economy affecting the overall perfonnailce 
of the industrial units. This will be reflected in a downward sloping demand 
curve or lack of demand altogether, particularly for industries, which hal1e.a 
derived demand. 

V) Fiscal dues, such as, excise duties, import duties, etc. 11ese hit more generally 
34 the profit margins. 



Industrial 
Sickness 21.4.2 Internal Causes 

Among the important internal causes the following may be mentioned: 

i) An improper demand estimation for the products to be sold. Normally, only 
industry-wise demand estimation is made without ascertaining the particular 
factors, which account for a specific demand for a particular unit's production. 

5) An improper choice of technology. unsuitability of product-mix, or single product 
technology, wong location of industry, non-flexibility of fixed assets, mainly 
machinery, for possible use in the diversified manufacturing set-up. 

iii) A defective capital structure especially on account of delayed constructions 
and operations, resulting in cost overruns and larger borrowings. Moreover, an 
inability to raise adequate financial resources to withgtand operational losses 
and bear their impact, in the initial stages, due to apoor equity base, will appear 
to be a severe constraint. 

iv) A growing shortage of working capital, as the units go into operation, due to a 
skortage of raw materials, and high prices, poor debtors' collection, inadequate 
i nventoi-y managen~ents, etc. is a serious constraint. 

v) Managerial ineffectiveness, poor control and absence of control on such key 
arcas of operations as finance, inventory and marketing. 

Of a1 l the factors mentioned above, it is the mismanagement that has been the most 
important cause of sickness. This is corroborated by a study conducted by the 
Reserve Bank of India. This study brings out the fact that the sickness of more than 
52 per cent ol'large industrial units could be attributed to mismanagenlent including 
diversion of funds, infighting, lack of marketing strategy, 23 per cent to market 
recession. 1 4 per cent to faulty initial planning and other technical drawbacks, and 
11 per cent to other causes. 

Check Your Progress 1 

1 ) "Business failure is a normal feature of a free market economy." Discuss 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

2) What do you mean by industrial sickness? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

3) Mention three important symptoms of a sick industrial unit. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 
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Productivity 4) Mention three important external causes of industrial sickness. 

................................................................................................................. 

................................................................................................................. 

........................................................................................................... 

................................................................................................................. 

................................................................................................................. 

21.5 IMPACT OF SICKNESS ON ECONOMY 

The impact of industrial sickness on the economy is getting worse, in spite of the 
various institutions and cells trying to solve the problem. 

i) The worst impact of industrial sickness is in making the industry a high-cost 
one, thereby affecting its competitiveness not only within the economy but also 
in the international markets. 

ii) Industrial sickness is mainly the problem of 88 per cent terminally sick units, 
where investment is completely dead. It then inlposes a burden on both banks 
and budget and ultimately consumers have to pay the high cost. 

iii) Persisting nature of industrial sickness especially when policies do no1 ail() w 

flexibility for exit and other forms of adjustment, not only tends to restrict new 
employment opportunities but also constricts technological innovation, thus 
keeping the formal sector employment stagnant. Uilviable units are in any case 
lying closed. The so-called employment in these unviable units is, in fact, 
disguised unemployment. 

iv) Industrial sickness also worsens the problem of stringency of financial resources 
in the economy. Money locked up in sick units gives no returns and affects 
resource availability to other viable units. The coniinued operation of chronic 
loss-making firms snatches markets from more efficient producers and acts as 
a drain on the financial system. Besides, the huge amount of capital, running in 
many thousands of crores, which is invested in sick units is being wasted which 
a capital-scarce nation, such as, ours can ill-afford. 

v) As part of the ongoing process of liberalisation in industrial policies of the 
government since the early 80s, excessive capacities were permitted to be 
created as a result of which the production capacities have surged much ahead 
of demand, pushing down market prices below economic prices, reducing 
capacity utilisation and driving some of the most modem units to the brink of 
sickness. 

Although arguments could always be put forth to suggest that the problems of industrial 
units plagued with excess capacity are those of transition that should ultimately get 
sorted, leading to a stronger and more efficient and quality-conscious industrial sector, 
the industrial units, which are in the thick of it, would hardly feel reassured, as significant 
sections of the affected industries may not be able to survive through the enveloping 
crises. 

On the whole, industrial sickness affects adversely industrial growth. The continued 

38 closure of sick units has resulted in a sizeable loss of production. 
- F + -  
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1) Mention three important internal causes of industrial sickness. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

2) Explain how industrial sickness affects the international competitiveness of the 
economy. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

3) Explain how the consumers have to pay the cost of industrial sickness. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

21.6 REMEDIES AND REHABILITATION 

At the macro level, industrial sickness is a necessary feature of modern industrial 
civil isation. Social progress is achieved by the constant revolutionising of the technical 
forces of production, by new discoveries of processes and products. It is inevitable 
%at outdated technologies and products, which no longer have a market must perish. 
However, at the micro level, at the level of individual industrial units, it is essential 
that every attempt should be made to revive a sick unit when it is possible to do so 
and liquidation should be resorted to only when it is wholly unviable. 

For the purpose of rehabilitation, industrial sickness can be classified into three 
categories as follows: 

"Genuine sickness", due to factors beyond the control of project promoters 
despite the best and sincere efforts by the-m. 

"Sickness at birth", due to the basic non-viability of the project, nevertheless 
hustled into existence. 

1 "Induced sickness", due to managerial incompetence and wrong policies 
folloyed deliberately for want of a genuine stake. 

While our efforts must be concentrated on rehabilitation, it appears that the units 
belonging to the last two categories do not deserve any consideration whatsoever. 
Sooner these units are allowed to die down, the better it is for the entire community, 
including labour, financial institutions and all others. In today's expanding economy, 
both in agriculture and industry, labour is not as helpless as it used to be earlier. The 
new generation of labour is also better educated, more self-reliant and given the 3 9 
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which keeps it precariously unemployed. Efforts need be made to rehabilitate units 
placed under the first category above. 

21.6.1 Measures 

Among the various measures that can be taken to rehabilitate the sick units, we can 
mention the more important ones as follows: 

i) Financial institutions must adopt a rigorous project appraisal. Loans should be 
extended only when the lending agency has hlly satisfied itself about the viability 
of the project. 

u There should be cooperation among term lending institutions and commercial 
banks. Commercial banks, by and large, provide working capital finance. They 
are more in the know ofthings as coinpaxed with term-lendmg institutions because 
of their daily contacts with the borrowers. 

ii) In many practical cases commercial banks sacrifice the major dues by way of 
reducing the rate of interest on loans, writing off excess interest changes, etc. 
and sanctioning of funds at a lower rate of interest for further needs after 
rehabilitation scheme has been worked out. There should be similar sacrifice 
forthcoming from other agencies. 

iv) There should be coordination between various government agencies, inclusive 
of both regulatory and promotional, and all financial institutions including banks. 

v) There should be f i l l  cooperation from various suppliers, unsecured creditors 
and other stakeholders who are interested in the rehabilitation of the units and 
particularly from the employees. 

vi) Management deficiencies should be overcome by inducting professionals on 
the Board of Directors and by appointing competent technical and managerial 
personnel in key positions in production, finance and marketing. 

21.7 GOVERNMENT POLICY 

As observed earlier, in the 'free market' economies, an industrial unit either rescues 
itself or perishes. In the erstwhile "socialist" countries, industries were often kept 
going long after they had ceased to be efficient, in order to maintain employment. 

In our country, committed as we have been to a "mixed economy" and to a ''welfare 
state", industries have neither been allowed to die nor assisted to revive and h c t i o n  
eficiently. In the sheltered market that obtained in India until recent times, the 
industrialists also did not feel the need to improve productivity. Governments, both 
Central and State, have not allowed industries to be closed down, even when they 
have gone into a state of irreversible coma. 

The attitude forwards the industrial units, however, has undergoing a slow gradual 
change. We will discuss the government policy towards industrial sickness in two 
periods as follows: . , 

21.7.1 Policy Until 1985 

First systematic attempt to address the issue was made in the form of the establishment 
of the Industrial Reconstruction Corporation of India (IRCI) in April 1971. The 
IRCI was set up to provide reconstruction and rehabilitation assistance to sick units. 
But in the absence of adequate organisational'strength, finds and legal powers, not 

40 much was achieved. 
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As a rule; whenever a unit became very sick, and the life of the workers became 
miserable, government's solution was to take over the management ofthe unit under 
the provision of the Industries (Development and Regulation) Act, 195 1. The statement 
announced that this would be done selectively, after scrutiny by a high level screening 
cornnittee. 

In May 1978, another policy statement was issued, which suggested that financial 
institutions should nominate their own full time employees as directors on the boards 
of companies where the institution had a substantial stake. The Reserve Bank of 
India also issued periodic instructions to banks to monitor weak or sick units more 
closely. The statement also envisaged amalgamation with healthy units as a remedy 
for industrial sickness. 

As the years passed, the government found that it had to take over an increasingly 
large number of industrial units in the private sector, which had become sick. It was 
felt that this policy was in reality no remedy for industrial sickness. For example, 
numerous textile mills, which became sick in the private sector were taken over by 
the National Textile Corporation. Most ofthem continued to remain sick. Incidentally 
it may be mentioned that a sizeable number of the loss-making units in the public 
sector are those which had become sick in the private sector and were taken over 
by the government. 

The Government Policy towards sick units was clearly laid down in the Industrial 
Statement 1980, and further elaborated in the Policy Guidelines issued by the 
Government of India in June 198 1. This statement took a serious note of 
mismanagement and financial improprieties leading to industrial sickness. It of course 
proposed to extend full support to sick units for rehabilitation. 

The Government in cooperation with the Reserve Bank of India have instituted 
arrangements for monitoring sickness of industrial units so that corrective action is 
taken in time. Before action under the Industries (Development and Regulation) 
Act, 195 1, the takeover of management of sick units is considered, the possibility of 
rehabilitating them through State Governments and financial institutions is considered 
according to Government's policy on sick industries. 

i) In order to monitor causes of sickness, the Reserve Bank of India has advised 
comnercial banks to strengthen their organisational set-up by establishing special 
cells, provide consultancy services to these units and take-up suitable nursing 
programmes. It also introduced a system of "Health Code" for classifying 
borrowal accounts according to their state ofhealth. This classification is being 
used as an effective tool in monitoring the accounts and improving the quality of 
loan assets. 

ii) A special cell has been set up within the Rehabilitation Finance Division of the 
Industrial Development Bank of India for considering references received from 
banks in respect of large sick units. Studies are also carried out by this cell to 
diagnose the causes of sickness and to formulate suitable rehabilitation 
programmes. The intention is that viable units must be.assisted and nursed 
back to health. 

iii) Another significant policy initiative has been the introduction of liberalised margin 
mqney scheme for implementing the efforts of the State Governments in reducing 
sickness in the small sector. Under the scheme, the State Governments make a 
matching contribution on a 5050 basis in providing assistance to sick industrial 
umits in their rehabilitation. 
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In May 198 1, the Reserve Bank of India set up the Tewari Committee to go into the 
problems of industrial sickness. The committee observed that the factors most often 
responsible for industrial sickness could be identified as those falling under 
management head. It, therefore, follows that the most effective schemes of 
rehabilitation must be devised to tackle this aspect in order to achieve the desired 
result. The committee suggested the constitution of a board with adequate expertise 
and powers for dealing with industrial sickness. 

While the chambers of commerce, which gave evidence before the committee were 
not in favour of any quasi-judicial body being set-up for dealing with sick industrial 
units, the banks were very much in favour of setting up such a body. The committee 
suggested "a permanent judicial or quasi-judicial authority so that such a set up may 
be the final authority for approving the packagelprogramme for the rehabilitation of 
the sick industrial units and it may also have jurisdiction for overseeing that the 
packageslprogrammes approved are being implemented without any inhibition". In 
1985, Dr. Bimal Jalan, the then economic advisor to the Central Government, on 
the basis of information about methods for tackling industrial sickness in Germany, 
suggested that a high level quasi-judicial body be set-up to taclde the problem. 

In response to these deliberations, the Government enacted the Sick Industrial 
Companies (Special Provisions) Act, 1985. 

21.7.3 Sick Industrial Companies Act, 1985 (SICA, 1985) 

The SICA 1985 provided for the setting up of the Board for Industrial and Financial 
Reconstruction (BIFR), and the establishment of the Industrial Investment Bank of 
India. 

The objectives of the SICA are as follows: 

Atfbrd maximum protection of employment, 

Optimise the use of funds, 

Salvage the production assets, 

Releasing the amounts due to the banks, 

Replace the existing time consuming and inadequate machinery for expeditious 
determination by a body of experts 

21.7.4 Board for Industrial and Financial Reconstruction (BIFR) 

The SICA provided for the establishment of the BIFR. The BIFR came into existence 
on January 12,1987. 

It has been made obligatory on the part of the Board of Directors of a sick industrial 
company to report sickness of the company to the BIFR. 

The BIFR has been vested with powers to institute the necessary enquiries to 
determine whether or not a company is sick. 

If the BIFR comes to the conclusion that the company has become sick, it can either 
give reasonable time to the concerned company to make the net worth positive or it 
can devise suitable measures, including change of management, reconstruction of 
share capital, sale of leasing out of a part or the whole of an undertaking or its 

42 amalgamatiodnlerger with the healthy unit, as also merger of one sick unit with 
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recommend for a reverse merger. 

If none of the measures to rehabilitate the sick company is found feasible or workable, 
then the BIFR records an opinion for taking the company into liquidation. By way of 
warning to unscrupulous management, the Act also contains a provision that if the 
BIFR is satisfied that a person has been responsible for diversion of funds or for 
managing affairs of a company in a manner detrimental to the interests of the company, 
then the BIFR shall direct the banks and financial institutions not to extend any 
financial assistance for a period of ten years to such a person or to company in 
which such a person is a partner or to a company in which such a person is a 

BIFR's powers override all laws other than the FERA and the Urban Land Ceiling 
Act. The seven member Board's ruling can be appealed against only to a three- 
member Appellate Authority or the Supreme Court. 

Tlie Table 21.1 shows the record of the activities of the BIFR. 

Table 21.1 : BIFR Record 
(as on 3 1.12.2000) 

I Total References 4,575 

A. Cases Registered 3,296 

Central PSUs 74 

State PSUs 101 

B. Cases Refused Registration 1,23 1 

C. Cases Under Consideration . 48 

I1 Cases Dismissed as Non-maintainable 688 

I11 Cases Approved for Final Rehabilitation 

A. CPSUs 20 

B. SPSUs 25 

C. Companies No Longer Sick 249 

3 

5 

N Recommended for Final Winding-up 

A. CPSUs 13 

B. SPSUs 22 

Source: Economic Survey 2000-0 1 

Evaluation: The BIFR route for resolution of industrial sickness has a strong rationale 
- it is a more balanced, realistic procedure, taking the interests of all into account. If 
public policy has a role to play in our unequal society, institutional arrangements 
such as BIFR are essential. 

4 3 
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0-10 11-20 21-30 3 1-40 4.1-50 50 andmore 

No. 774 506 346 186 44 3 

?A> 4 1 27 19 10- 2 1 

Once the appropriate norms are set, a neutral body could decide on the revival 
versus exit question. Otherwise, labour could be thrown out of employment on the 
whims and fancies of businessmen. It is also a route, which would go to protect the 
scarce resources of the community sunk in industrial units to which there are a 
significant social cost attached. 

A few observations in brief on the BIFR can be made as follows: 

i) Area covered by the BIFR so far is meagre in relation to the incidence of 
industrial sickness. 

ii) The stand being taken by the financial institutions and banks in regard to funding 
revival schemes is getting hardened inthe context ofthe Narasimharn Committee 
report and the provisioning norms in respect of non-performing assets; the 
BIFR does not seem to be taking a hard view of sickness. 

iii) In view of increased freedom of entry in the wake of recent liberalisation in 
economic policies, the freedom of exit needs to be enlarged and, thus, there is 
a case for taking a hard view of sickness by the BIFR. 

iv) There are multiple barriers to liquidation; these relate to law, legal interpretation, 
procedures and implementation. These result in inevitable delays in liquidation; 
long delays of even more than 50 years are not uncommon as would be seen 
from Table 2 1.2, giving data of 1,859 companies that were under liquidation in 
courts. 

Table 21.2: Delays in Liquidating Indian Firms (in years) 

The virtual absence of liquidation not only prevents reforms of BIFR procedures, it 
also creates greater incentive to preserve value even when firms are obviously unviable. 

In view of the above, the Prime Minister's Council subject group on "Capital Markets 
and Financial Sector Incentives" headed by Mukesh Ambani has recommended 
abolition of the BIFR. It would be an important plank for industrial revival, It will 
signal to proprietors and managers that they cannot take shelter in sickness. Instead, 
they will be encouraged to release locked up assets like land, buildings, capital 
equipment, etc. They would have to drop the pretence of embarking on illusory 
BIFR blessed turnarounds. 

Check Your Progress 3 

1)  Mention the three categories in which you will categorise industrial sickness? 
Which of these will you rehabilitate? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

2) Suggest measures to cure industry of sickness. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 44 
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industries in India. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

4) What is BIFR? What has been its contribution to the solution of the problem of 
industrial sickness in India? 

............................................................................................................. 

................................................................................................................. 

................................................................................................................. 

21.8 LET US SUM UP 

Business failures are an important feature of a free market economy. Those industrial 
units, which fail to keep up with the changing trends and fall behind the modernising 
units end up accumulating losses. There is no alternative for them but to close down. 
But in adeveloping economy like India costs of closure of industrial units are enonnous 
in terms of employment lost. Therefore, a closure of such units can be seen only as 
a soft action. There is a need to help such units rehabilitate and gain fresh strength to 
meet the challenge ofthe market forces. In the early stages of industrial development 
in India, lasting till the early eighties, the state, as a benefactor, used to take over the 
sick units in an effort to save employment and productive assets with the hope that 
such units will revive and march once again on the road to industrial health. But by 
and large such hopes were belied. The enactment of the Sick Industrial Companies 
Act, 1985 was the realisation ofthe fact that the state takeover cannot be a feasible 
solution to the problem. The BIFR has since been set up to take care ofthe problem 
and help to nurse the sick units back to health. It is now being felt that BIFR has 
failed to deliver and alternative mechanisms should be explored. 

21.9 KEY WORDS 

Economies of Scale: Fall in unit costs from increasing scale of production. 

. Outsourcing: Acquiring a product or service from a source outside the organisation 
as against producing the same within the organisation. 

Tangible Assets: Physical assets such as plant and machinery which are distinguished 
from intangible assets such as the value of a patent or a firm's goodwill. 

Reverse Merger: An amalgamation of a strong firm with a weaker firm. 
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- CAPACITY 

Structure 

22.0 Objectives 

22.1 Introduction 

22.2 Definitions of Key Concepts 

22.3 Significance of the Concept 0f"Capacity Utilisation" 

22.4 Available Measures of"Capacity Utilisation" 

22.5 Long-term Trends in Capacity Utilisation in India 
22.5.1 Why is "Under-utilisation" of Industrial Capacity Undesirable? 

22.5.2 The Problem of "Capacity Under-utilisation" in the Industrial Sector 

22.5.3 Reforms Since 1985 

22.6 Industrial Reforms and Capacity Utilisation in the 1990s 

22.6.1 Industrial Reforms of 1990s 

22.6.2 Capacity Utilisation in the Industrial Sector in the 1990s 

22.7 Suggested Policy Measures 

22 8 Let Us Sum Up 

22.9 Key Words 

22.10 Some Useful Books and References 

22 1 1 Answers or Hints to Check Your Progress Exercises 

22.0 OBJECTIVES - 
In this unit in Block 6, we will analyse the concept and phenomenon of "capacity 
utiisation" to understand the process of investment and productivity growth in Indian 
industries. This concept plays an important role in economic theory and practical 
anidysis. After studying this unit, you will be able to: 

comprehend the relevance of the concepts like capacity (or potential output) 
and capacity utilisation as performance indicators for industrial sector; 

l e a .  the available measures of capacity utilisation; 

understand the nature of the problem of under-utilisation of capacity in Indian 

know the impact of recent industrial reforms on capacity utilisation rate in Indian 
industries; and 

find out the suggested policy measures to rectifl the problem of'hder-uwtion 
of capacity" in Indian industries. 

22.1 INTRODUCTION 

Rapid growth in industrial productivity is recognised as an essential element in the 
development and structural transformation of the now developed economies. 
Industrial productivity measures the amount of output that is produced with given 47 
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amounts of factor inputs (mainly land, labour and capital) deployed in the industrial 
sector. The growth in productivity, however, is a broader concept encompassing the 
effect of many factors such as better utilisation of existing capacities, learning-by- 
doing, improved skills of labour, etc. Thus, capacity utilisation is one of the most 
critical determinants of growth in productivity. 

Although India has generally followed prudent macroeconomic policies, its long- 
term growth record has been quite disappointing, with per capita income increasing 
by less than 2 per cent since 1960. Almost four decades of pervasive government 
interference in economic decision-making, together with an inward oriented trade 
and investment policies have resulted in build up of excess capacities and low rates 
of return on investment, particularly in the industrial sector. During the 3 0-year period 
from 1950 through 1980, the compound growth rate for industrial sector was barely 
5.2 per cent. 

Industrial output and productivity growth showed some improvement during the 
1980s, with industrial production growing at the compound rate of 7.0 per cent 
during this decade. The shift was related primarily to changes in policies including 
partial deregulation and increased market-orientation. However, only since 1991 
the Indian authorities have made a determined effort to liberalise the economy by 
reducing pervasive government intervention. The initial impetus came from a severe 
balance of payments crisis in 1990-9 1. The crisis was converted into an opportunity 
for launching structural refom, which was rooted in fundamental rethinking of India's 
development strategy. Structural reforms were initially concentrated in the industrial 
sector and in trade liberalisation - aimed particularly at eliminating most investment 
and import licensing requirements. The liberalisation process has radically changed 
the operational environment of the industrial sector by dismantling the barriers to 
entry and growth and by promoting competition. The growth in competition and 
efficiency is expected to eliminate or at least significantly reduce the unutilised 
productive capacity that was created over earlier years of planned development. 

Although much has been accomplished in response to the reforms in 1990s, the 
reforms are by no means complete and there are many factors, which have 
constrained a stronger investment response and better utilisation of productive capacity 
within industrial sector - the necessary preconditions for sustaining rapid growth in 
India. In this unit, we will discuss Indian industrial sector's "capacity utilisation" 
record and the impact of different development strategies on this indicator of 
performance with a view to identi@ a number of remaining structural impediments. 
However, it will be uselid first to know the significance ofthis indicator in underskmd'ig 
the performance of industrial sector. 

22.2 DEFINITIONS OF KEY CONCEPTS 

i) Capacity or Capacity Output: Capacity is a vague and hard to measure 
concept, which varies over time and according to economic conditions. The 
economic theory of cost and production defines capacity output as the output 
at which the short and long-run average total cost curves are tangent to one 
another. Under conditions of long-run constant returns to scale, capacity output 
corresponds to that output at the minimum point of the short-run average total 
cost curve. Johansen (1968) defines capacity output as ". . . the maximum 
amount that can be produced per unit of time with existing plant and equipment, 
provided that the availability of variable factors of production (like raw materials 

t 8 or labour, etc.) is not restricted." 
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occasionally does exceed 100 per cent when measured for a firm or an industry, 
as sometimes-sustainable maximum output is lower than temporarily attainable 
peak production. However, for an economy as a whole, capacity utilisation 
does not go as high as 100 per cent because different firms reach their peaks at 
different stages of the economic cycle. Also, bottlenecks in one industry restrict 
supplies and therefore output in another. For example, during major cyclical 
peaks (i.e., upturn in economic activity) a shortage of steel can limit output of 
certain consumer durables or business machinery, and restrict capacity utilisation 
in those industries. 

22.3 SIGNIFICANCE OF THE CONCEPT OF CAPACITY 
UTILISATION 

The variation in the extent to which existing capacity is being utilised provides an 
indication of how the supply side of a particular fum, industry, or economy is evolving 
relative to its demand side. 

For developing countries like India (which suffer from the chronic shortage of.  
capital), this measure assumes special significance as better utilisation of existing 
capacity makes growth possible without the need for an additional investment of 
capital or labour. Empirical studies confirm that less than half the growth in output 
can be attributed to increases in factors of production (like capital or lahour) and 
higher productivity explains the rest. As stated earlier, capacity utilisation is one of 
the most critical determinants of productivity as increased utilisation of existing 
capacity reduces the cost of production (by bringing the output closer to the point 
of minimum short run average total cost) and improves profitability and internal 
generation of resources. 

The "capacity utilisation" measures are a prominent variable in several modem business 
cycle theories, especially those based on a version of the acceleration principle. . 

The business cycle is the more or less regular pattern of expansion (recovery) and 
contraction (recession) in economic activity around the path of trend growth. During 
an expansion (or recovery) the employment of factors of production increases 
(indicating higher utilisation of existing capacity), which, in turn, increases incomes, 
creates more demand, resulting in further more utilisation of existing capacities, and 
so the process continues. This is known as the "multiplier" effect. However, before 
long, producers come up against capacity constraints. lf they are confident that 
demand will remain buoyant (positive expectations), they invest more in new plant 
and machinery (i.e., creation of more capacity), which generates even more demand. 
This is known as the accelerator effect. 

The upward momentum cannot continue indefinitely. Eventually, output hits a ceiling 
owing to bottlenecks and supply constraints. Demand for investment funds may 
push up interest rates to the point where new investment is no more profitable. This 
will reduce the investment demand. Despite the steady consumer demand, a fall in 
investment demand pulls back the level of total output. With investment demand 
falling, the producers of capital goods start to cut back on labour. The higher 
unemployment reduces consumer demand. The multiplier, expectations and 
accelerator principles work in reverse and the economic contraction gathers 
momentum. 
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The output will not fall indefinitely. It will stop at some minimum level because 
employees retain jobs and spending power where they work in secure jobs with 
government or in industries supplying essentials. The welfare payments, past savings 
and new borrowings enable other consumers to buy essentials. The slack demand 
for investment funds may pull back interest rates making new or replacement 
investment more attractive. And with consumer demand steady, it is the investment 
demand (that leads to capacity creation), which begins to lift the economy again. 

Another important use of the concept of "capacity utilisation" is that it signals 
inflationary pressures. For instance, strong economic growth with high capacity 
utilisation suggests inflationary pressures. When capacity utilisation rate for the 
economy as a whole is near its maximum level, any increase in demand cannot lead 
to higher output unless manufacturers undertake additional investment. In this situation, 
higher demand exerts direct pressure on prices, as supply of output has already 
reached its maximum. 

Though there is no general consensus about what causes fluctuations in capacity 
utilisation rates, major influences include fixed investment and inventory cycles, external 
shocks and macro-economic policies of the government. 

22.4 AVAILABLE MEASURES OF CAPACITY 
UTILISATION 

The purpose ofthis section is to introduce alternative measures of"capacity utilisation" 
fiom a practical point of view. An exhaustive survey ofthe various means of computing 
numerical "capacity utilisation" measures is beyond the scope of this coursework. 
However, three of the most commonly used methodologies are briefly reviewed 
here in terms of their underlying rationale. 

1") The Peak-to-Peak Measure: This approach attempts to measure the degree 
of utilisation of all inputs by examining a plot of the realised level of output (i.e., 
the actual output) through time. On a plot of output, relative periodic peaks are 
taken to -be points of full utilisation of all resources. The peaks are then 
connected with a straight line, which can be extrapolated beyond the most 
recent peak in order to represent the path of capacity output. A numerical 
capacity utilisation measure is then computed as the ratio of actual to capacity 
output. The primary advantage of this approach is that it computes capacity 
utilisation by using data only on output and not on inputs. In general, data on 
inputs is available at a much lower frequency and often only with a considerable 
time lag. 

iii Survey-based Measures: The most direct and obvious means of obtaining 
numerical capacity utilisation ratios is to ask firms for their own assessment of 
the extent to which they are using available capacity. Almost all industrial countries 
now include this question in monthly surveys of businesses. In India also, the 
companies are obliged to publish information (in terms of physical units of 

point ofview, these are currently the most accessible and timely indicators of 
capacity utilisation available for India. 

i The Production Function Approach: This approach represents an attempt 
to take the economic theory of production and apply it at a sectoral or industry 
level in order to derive a measure of capacity utilisation. The production function 
approach shares with the peak-to-peak methodology the common objective 

50 . of trying to measure the level of output that could be produced if all available 
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and estimation of some functional relationship between inputs (e.g., capital 
and labour), the state of technology and output. Once a production function 
for an individual industry or sector has been estimated (i.e., in the form of an 
equation), capacity output can then be calculated by evaluating it at the point 
where all resources are l l l y  utilised. One significant advantage of this type of 
approach is that changes in capacity output can be decomposed into- its 
respective components: capital stock growth, technological progress and growth 

1 . of potential labour supply. This contrasts with the peak-to-peak and survey 
based measures, which do not allow any such decomposition. 

Check Your Progress 1 

1) Define the concepts of potential or capacity output and capacity utilisation. 

................................................................................................................ 

................................................................................................................ 

................................................................................................................ 

................................................................................................................ 

of business cycles. 

................................................................................................................ 

................................................................................................................ 

................................................................................................................ 

................................................................................................................ 

3) Describe the alternative measures of capacity utilisation with their distinct 

................................................................................................................ 

................................................................................................................ 

................................................................................................................ 

22.5 LOWG-TERM TRENDS IN CAPACITY 
UTILISATION IN INDIA 

Indian planners and policy-makers have always been seriously concerned about 
the prevalence of relatively high level of under-utilised capacity in Indian industries. 
In the capital-scarce economy like India, the opportunity cost of capital is very high 
and under-utilised capacity signifies considerable waste of resources. 

22.5.1 Why is "Under-utilisation" of Industrial Capacity Undesirable? 

Capacity under-utilisation in the industrial sector produces a range of adverse effects 
on the economy, particularly in terms of - (a) an overall slowdown in the industrial 

. activity and its impact on other sectors like agriculture and services through their 
various backward and forward linkages with the industrial sector, (b) higher costs 
of production and lesser generation of revenues in the industrial sector due to sub- 5 1 
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optimal use of capacities, and, (c) anegative impact on the expectations about future 
economic prospects. 

22.5.2 The Problem of Capacity Under-utilisation in Indian Industrial Sector 

One of the major features of Indian industrial strategy was the industrial licensing 
framework under the Industries Development and Regulation Act (IDRA) of 195 1, 
which was to serve as the instrument for channelling investments in the industrial 
sector in "socially desired direc~iun~". This controlled not only entry into an industry 
and expansion of capacity but also technology, output mix, capacity location and 
import content. However, in reality the bctioning of the industrial licensing system 
was characterised by over-conservatism and administrative delays. Instead of 
channelling investments in socially desirable directions, the system of licensing resulted 
in the development of "parallel" economy by driving investments "underground." 
This concept is very popularly known as the Black Economy. Furthermore, the 
emphasis of the development strategy was on creation of capacities, especially in 
the basic and capital goods sector under public ownership. The overemphasis on 
capital accumulation as against improving the utilisation of existing capital assets, 
created larger magnitudes of unutilised capacities in many industries over the years. 

There was an explicit recognition of this problem in all the five-year plans. One of 
the first studies on the issue of capacity utilisation was undertaken by Prof C. N. 
Vakil for the years 1946 to 1953 covering about 80 industries. This study observed 
that nearly half of these industries had about 50 per cent of under-utilised capacity. 
The plausible reasons for the situation were identified as - (a) the practice of some 
industries to keep certain reserve capacity to meet sudden demand, (b) the 
indivisibilities (i.e., the necessity to create a certain ininimum scale to make production 
happen) in creating capacities, and (c) the difference between expectations and 
results. The First Plan (1951-56) document had explicitly stated that by and large 
the capacities in industries producing essential goods was adequate in relation to the 
requirement (around that time) and there was a need for improving the efficiency of 
existing plants by renovation, modemisation and securing a better balance in the 
plants. The Second Plan (1956-61) also emphasised the question of"ful1er utilisation 
of existing installed capacity in industries where there are wide gaps between capacity 
and production". Another important study on this subject was made by Morris Bodin 
and Samuel Paul, which included 75 industries. This study observed that there was 
substantial progress in utilisation of capacities in these industries during the period 
195 1 through 1959, with the exception for the year 1958, when the country was hit 
hard by a severe foreign exchange crisis and an overall slow-down. 

As regards the industrial policy priorities, the Third Plan (1961-66) document said 
that "in the first place, where there are wide gaps between capacity and production, 
or where, by multi shift operation or the addition of the balancing equipment, it is 
possible to secure greater output at diminishing cost, fuller utilisation of existing installed 
capacity must take precedence over expansions or the setting up of new units." The 
study undertaken by the National Council of Applied Economic Research (NCAER) 
for understanding the reasons behind under-utilisation of capacity, covered the earlier 
part ofthe third five year plan. The study then identified the factors such as shortage 
of raw materials, shortage of foreign exchange and shortage in the supply of skilled 
labour as the reasons for capacity under-utilisation. The problem of capacity under- 
utilisation assumed serious proportion towards the end of the third five-year plan 
and many industries faced severe setbacks due to a fall in agricultural production. 

Another study by the researchers fioin the Gokhale Institute ofPolitics and Economics 

5 2 for the year 1966-67 also showed the alarming nature of the extent of under-utilised 
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Capacity capacity in Indian industries. The study had primarily considered the intermediate 

and capital goods industries covering about 250 products in a detailed product- 
wise approach. Almost all the intermediate and capital goods industries showed 
capacity under-utilisation at about 40 per cent. Certain products like metal products, 
non-electrical machinery and equipment, fertiliseis and food industries showed more 
than 60 per cent under-utilised capacity. In this study, the extent of under-utilised 
capacity and the reasons behind that were based on the information provided by 
the respondent manufacturing units. Of the two important reasons, i.e., inadequate 
demand and shortage of raw materials, it was generally concluded that, the former 
reason had affected nearly twice the number of units as regards the capacity under- 

During the Fourth Plan (1969-74) period, slow growth in capacity building in 
certain industries was considered an important factor affecting the industrial 
production. As a result, additional capacity of considerable magnitudes was sought 
to be created in fertilisers, finished steel, aluminium, electricity generation, and 
mechanisation of agriculture and in some select industries. However, this effort was 
quite partial and there were many lags in the creation of additional capacity in certain 
other industries, especially due to lack of funds, During the period of this plan, the ' 

economy witnessed a deceleration in industrial production resulting in lower 

tight, and the overall effect was much higher inflation putting tremendous pressure 
on industrial cost structure. The industrial strategy for the ensuing period was one of 
planning for fuller utilisation of existing capacity with emphasis on easing of the 
operational constraints. The Fifth Plan (1974-79) period was marked by slackening 
of real investment in the public sector and a deceleration in the rate of industrial 
growth. In this regard, T. IV. Srinivasan had argued that the stagnation of real 
investment, especially public investment was among the principal causes of sluggish 
industrial development. As stated by Isher Judge Ahluwalia, the period of fifth plan 
was a period of official reflection as many committees were set up during this period 
to review different aspects of existing industrial and trade policies. This gave rise to 
the process of policy reorientation in the late 1970s, which gained M e r  momentum 
in the 1980s. The basic thrust of new policy measures, introduced in the late 1970s 
was essentially on deregulation of Indian industry and freeing it of the bureaucratic 
procedures. Delicensing of some industries, deregulation of some others, greater 
scope for participation by large private industrial houses and a shift from direct 
physical controls to indirect financial controls were the essential elements of policy 
changes. However these changes did not affect significantly the public sector's role 

. as the guiding spirit for development. 

According to the Sixth Plan (1980-85) document, the pattern of industrial 
development at that time primarily reflected the structure of effective demand, which, 
in turn, was determined by the distribution of incomes. An unduly large share of 
resources was absorbed in the production of those goods and services, that formed 
part of the consumption basket of higher income groups - high quality housing and 
urban amenities, aviation, and super travel facilities, telephone services, etc. Thus, 
the expansion and diversification of industrial capacity within a few sectors reflected 
Qe distortions in the system. 

22.5.3 Reform Since 1985 

At the beginning of the Seventh Plan (1985-90), the debate on promoting the 
extent of capacity utilisation had assumed a much more serious urgency in view of 
large-scale sickness and stagnation. This debate had centred around questions of 53 
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inadequate domestic demand. During this period, a strong need was felt (more than 
ever) for a reduction in the rate of increase in investment so as to ensure optimum 
utilisation of existing capacities and generation of appropriate profits. 

Since the year 1 985, liberalisation process took accelerated momentum with a series 
of far-reaching policy decisions. The main reforms were introduced in industrial 
licensing and regulatory policies. In all, 25 industries were delicensed and restrictions 
on product diversification were relaxed through "broad-banding" products among 
which the licensed producer could switch production. Exporters were given greater 
access to imports, some quantitative restrictions were replaced by tariffs and there 
was also a modest liberalisation of financial markets. These policies turned out to be 
conducive to growth. The combination of strong domestic demand, rapid export 
growth, and more liberal supp$-side policies supported a broad-based increase in 
output growth to over 5.5 per cent a year during the 1980s, part of which could be 
attributed to better utilisation of capacities during the second half of 1980s. 

However, with the large government deficit helling rapid credit expansion and 
continuous depreciation ofthe rupee, inflation rose from about 5 per cent in the mid 
1980s to over 12 per cent at the end of 1990-91. Furthermore, notwithstanding the 
much higher growth in exports, the current account deficit widened from under 2 
per cent of GDP to 3.5 per cent in 1 990-9 1. These deficits were increasingly financed 
by borrowing on commercial terms, including inflows of short-term deposits by 
non-resident Indians, while official reserves were drawn down. These developments 
resulted in a marked rise in the external debt-service burden. There was little to 
cushion the adverse effects of the 1990 disruptions in the Middle East that had led 
to a sharp increase in the cost of imported oil and loss of workers' remittances. 
Concerns about the deteriorating external position and domestic political tensions 
caused a downgrading of India's international credit rating, and access to external 
commercial borrowing almost ceased by mid- 1990. Combined with large outflows 
of non-resident deposits, the result was a major foreign exchange crisis that brought 
India to the brink of default in early 199 1. 

The adjustment strategy adopted in mid-1 991 contained four major elements: (I) .  
immediate stabilisation measures, notably a 19 per cent devaluation of the rupee 
and increase in interest rates, designed to restore confidence and reverse the short- 
term capital outflow; (2) fiscal consolidation aimed at reducing the Central 
Government deficit from about 8.5 per cent of GDP in 1990-91 to 5 per cent by 
1992-93 (3) mobilisation of substantial exceptional borrowings from the IMF, the 
World Bank, and bilateral donors to maintain a minimum level of imports; and (4) 
the initiation of major structural reforms, the early emphasis of which was on industrial 
deregulation and trade liberalisation. 

Check Your Progress 2 

1) What is the experience of Indian industrial sector with respect to utilisation of 
its capacity over the decades of planned development? 

.................................................................................................................. 

.................................................................................................................. 

................................................................................................................. 

.................................................................................................................. 
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Capacity 2) Based on the Indian experience, what factors would you like to identify as 

determinants of capacity utilisation in the Indian industrial sector? 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

3) What kind of imbalances in the economy gave rise to the liberalisation process 
that has begun since 199 1 ? 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

.................................................................................................................. 

22.6 INDUSTRIAL REFORMS AND CAPACITY 
UTILISATION IN THE 1990s 

22.6.1 Industrial Reforms of 1990s 
A common objective guiding the industrial reforms since 199 1 has been to improve 
productivity and efficiency of the industrial sector. This has been partly achieved by 
dismantling the barriers to entry andgrowth and thus imparting a greater element of 
competition. These reforms primarily comprise the abolition of industrial licensing 
and restrictions on size of firms, liberalisation of & i t  and portfolio inflows of foreign 
investment and free imports of capital goods, raw materials and intermediate 
materials based on a declining level of tariffs. Another important ingredient of 
industrial reform policy has been to reduce the public sector's role in the industry 
and make the industry more outward-oriented. This policy approach has been 
adopted to reduce the size of public sector deficit and at the same time release more 
investible h d s  for the private corporate sector to enhance its investment spending. 
Furthermore, increased privatisation of the industrial sector is expected to improve 
efficiency in resource use and quicker building up oftechnological capabilities in the 
industrial sector. 

22.6.2 Capacity Utilisation in the Industrial Sector in 1990s 
The industrial reform process that began in 199 1-92 resulted in a severe slowing 
down of manufacturing sector in the first two years of structural adjustment. 

The overall capacity utilisation rate of the industrial sector declined sharply due to a 
variety of factors such as import compression, rise in the cost of imports on account 
of sulxtantial devaluation of Indian rupee, tight monetary policy, and the cash margin 
requirements imposed on the entrepreneurs. From the demand side, there was a 
noticeable fall in effective demand due to mounting inflation and the reduction in 
public expenditure a$ aresult of newly imposed fiscal discipline. 

Lower capacity utilisation rates in the industrial sector during the years 199 1-92 
and 1992-93 were the essential fall-out of stabilisation nieasuresiinitiated by the 5 5 
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Government for the macro-economic adjustment of the economy (see ICICI Study 
on Capacity Utilisation in the Private Corporate Sector, 1991 -92 and 1992-93). 

Gradually, the economy in general and industrial sector in particular started responding 
favourably to liberalisation measures in the form of faster growth, better export 
performance and greater self-reliance (i.e., larger financing of imports through export 
earnings). 

The study by R. Rege-Nitsure and M. Joseph, 1999 for the sample of 8.02 medium 
and large-scale companies from the private corporate sector brought out many 
interesting findings. The study had computed various product-level capacity utilisation 
rates based on the data in physical terms for the period of five years, notably 1993- 
94 to 1997-98. The study revealed that after the first two years of structural 
adjustment, the private corporate sector staged a smart recovery fiom 1993-94, 
reflected in rising levels of capacity build-up, physical production and capacity 
utilisation rate until 1996-97 andup to 1997-98 in capacity build-up. The liberal 
import policy for capital goods contributed to the strong growth in installed capacity. 
Despite this policy measure, the growth in installed capacity was spearheaded by 
the growth in domestic capital goods sector reflecting the buoyant investment 
sentiments resulting fiom the liberalisation process. A broad-based growth of 
production implying rising income levels and the newly acquired outward orientation 
(giving boost to the exports) resulted in a steady increase in the capacity utilisation 
rate of the private corporate sector till 1996-97 indicating the multiplier-accelerator 
reaction (as explained in the section 22.3). Within the private corporate sector, the 
same trends were shown more sharply by the basic and capital goods industries. 
The capacity utilisation rates remained somewhat volatile for the industries producing 
intermediate and consumer durable goods during 1993-98. However, the recovery 
phase for the private corporate sector was reversed in 1997-98 due to a variety of 
factors. This phase of contraction was agam led by the capital goods industries, 
followed by the consumer goods industries. 

This study showed that the recovery phase (1 993-97) has resulted in the large build 
up of capacity in the private corporate sector and on an average almost 22 per cent 
of its installed capacity was in the unutilised state in 1997-98. The study fkther 
showed that the extent of unutilised capacity is widest for the capital goods industry 
followed by the intermediate goods industry. The larger extent of unutilised capacity 
in the private corporate sector clearly shows that the cyclical downturn (i.e., 
deceleration in economic activity) was witnessed by this sector in 1997-98 long 
before the producers had actually come up against capacity constraints. This implies 
that there is considerable scope to achieve W e r  growth (with the help of appropriate 
policy package) without subjecting the private corporate sector to undertake 
additional investment or to inflationary pressures. 

The econometric work undertaken by these researchers further showed that both 
the policy variables such as the credit availability, import liberalisation and the fiscal 
management by the government (as depicted by the size of its current expenditure) 
as well as the non-policy variables like domestic and external demand for the finished 
products ofvarious product groups had affected significantly the variation in capacity 
utilisation rates during 1994-98 for the private corporate sector. 

Unfortunately, no empirical work at the disaggregated level has been done for the 
industrial sector as a whole (covering both the public as well as private corporate 
sectors) for the post-liberalisation period. To take care of this 'gap' in the literature, 
a small econometric exercise has been done to depict the movement of potential 

5 6 (i.e., capacity) and actual output growth and output gap for the manufacturing sector 
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Under - Utilisation of 
Capacity as a whole for the period 1970 to 2001. The 'output gap' is defined as actual 

output less potential output as a ratio of potential output. In the short-term, the 
estimates of the output gap provide an indication of the extent of capacity utilisation. 
A positive output gap indicates a positive deviation of actual output fiom its potential 
level, while the negative gap means capacity under-utilisation. The series for potential 
output (i.e. capacity output or trend output) has been estimated using the time- 
series technique of Hodrick-Prescott filter. 

Figure-22.1 

The Figure 22.1 above show that the negative output gap (indicating capacity under- 
utilisation) had widened considerably after liberalisation, especially till 1993 - the 
period of structural adjustment. The negative gap started narrowing down since 
1994 and was closed in 1995 - indicating a gradual improvement in the capacity 
utilisation rate of the manufacturing sector. The manufacturing sector witnessed 
three successive years of above trend growth during 1996-98 - a noteworthy 
achievement of India's liberalisation process. However, the output gap became 
negative again in the year 1999, indicating a decline in the average capacity utilisation 
rate for the manufacturing sector. However, some improvement in capacity utilisation ., 

rate was witnessed during the years 2000 and 2001, as output gap again became 
.positive (though marginally) during these years. It must be noted that this is just an 
indicative analysis of capacity utilisation (based on a uni-variate time series analysis) 
and cannot substitute for a detailed product-level analysis that takes into account 
firm-specific, micro-level characteristics. 

22.7 SUGGESTED POLICY MEASURES 

While having achieved a distinct beginning, the economic reforms have failed to 
generate a stronger investment response and better capacity utilisation rates in the 
industrial sector - a precondition for sustainable growth. 

i) One of the reasons for this is the political uncertainty and the growth of "ad 
hockm " in political decision-malung serving the narrow and short-term political 
goals rather than showing any firm commitment. 

i) Another factor re~ponsibl~ for poorer utilisation rates is the lack of co -oh t ion  
between the Reserve Bank of India's monetary policy and the Ministry of 

. Industry's industrial policy. The monetary policies designed to restrain inflation 
by lowering the level of aggregate demand through monetary control have 
tended to depress capacity utilisation rates as well as further generation of 

i Tightening of financial regulation has resultedin banks' extending lesser credit 
lo cornrnmial sector and over-investing ip government securities for safe returns. 
This has adversely affected the flow of h d s  from banks to the commercial 
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Productivity iv) Sustained efforts are needed at fiscal consolidation as large sized government 

borrowing puts upward pressure on interest rates (thus raising the cost of credit) 
and results in lesser availability of loan-able funds for the private sector. 

v) There is alsc ;1 need for a 'National Policy for Infrastructure Development' that 
clearly defines the regulatory and financing mechanisms. This, in turn, calls for 
wide ranging reforms in social security and insurance sectors, which would 
make available long-term finance for infrastructure investment. Furthermore. 
aggressive: efforts at privatisation are also needed to increase the tempo of 
investment in infrastructure projects. 

vi) Reforms have achieved a reasonable success in reducing the constraints on 
capital but not much has been done to improve the quality of labour. 
Rationalisation of labour policies, especially the exit policy needs to be sorted 
out. 

Check Your Progress 3 

1 ) Describe in nutshell the industrial reforms of 1990s. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

2)  How has industrial sector responded to the liberalisation measures in terms of 
investment growth and capacity utilisation performance so far? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

3) What policy measures would you like to recommend at b s  juncture to improve 
the utilisation of capacity within the Indian industrial sector? 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

................................................................................................................. 

22.8 LET US SUM UP 

A.decade has passed since the liberalisation process began in India d t h  an objective 
to expose its economy progressively to market forces. The process has had maximum 
impact on the industrial sector and the thrust of these market-oriented reforms has 
been to increase competition to eliminate or at least significantly reduce the unutilSsed 

. ,, productive capacity in this sector. Barring the first two years of;structural adjustment, 
t 
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Cap:trity these reforms succeeded in reviving industria! growth and making it widespread 

across a broad spectrum of industries. Though the initial impact of reforms on the 
industrial sector was positive, the sector has been witnessing many ups and downs 
since the fiscal year 1997-98, raising serious doubts about the sustainability of reform 

During the recovery phase of 1993-97, there was a huge build-up of capacity and 
the latest empirical study on the subject revealed that almost 22 per cent of total 
installed capacity remained unutilised in the private corporate sector in the year 
1997-98. Though there has been a gradual improvement in the utilisation of capacity 
within the industrial sector over the decades of planned development, the extent to 
which the capacity still remains under-utilised indicates considerable waste of 
resources. 

22.9 KEY WORDS 

Basic Goods: These represent core or key inputs in industrial productioli like 
krtilisess and heavy chemicals, cement, basic metals, electricity and mining. 

Intermediate Goods: These represent raw materials / inputs which enter various 
production processes at the intermediate stage like wood and cork, newsprint, 
leather, rubber products, petroleum products, storage batteries, bolts, nuts, nails, 

Capital Goods: These primarily represent machinery and equipment and heavy 
commercial vehicles. 

Consumer Durables: These represent commodities like white goods, passenger 
cars. fiirnilure and fixtures, etc. entering the final consumption basket and having 
longer durability. 

Consutner Non-durables: These cover commodities like food items, beverages, 
footwear. drugs and pliarmaceuticals, glass products, cosmetics, etc. which also 
are pai-t ofthe final coiisumption but with shoi-ter durability. 

Investment: Investinelit is the key structural component of spending as it lays 
down the basis for future production. It covers spending on factories, machinery, 
equipment, dwellings and inventories of raw materials. 

' Productivity: Productivity measures the amount of output that is produced with 
given amounts of factor inputs mainly land, labour and capital. 

Liberalisation and Deregulation: A process that abolishes or withdraws controls 
on investment, production, prices, interest rates, credit, foreign exchange and allows 
participants to respond to market forces. 
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UNIT 23, 1N.DUSTRIAL PRICING AND 
MARKET STRUCTURE 
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23,O OBJECTIVES 

Pricing of the output is the culmination of all business decisions. Pricing-decision 
detcrniincs the nature of all other business decisions. After going through this unit, 
you will bc able to: 

a idc~ltify.the process of pricing decisions in different market structures; 

a appreciate thc importance of tlieoretical models developed to help the producer 
takc right pricing decisions; 

look into diffcrcnt altc1.11ativc pricing practices adopted by varied producers. 

23.1 INTRODUCTION 

The prices of goods and services are crucial nlagnitiides in every economic system. 

purchases of goods or services to satisfy his needs. How much quantity of a 
coniniodity he buys depends, among other things, on the price of that comn~odity 
and thc prices of othcr goods and scrvices on which he spends his money. He will 
be, therefore, naturally concerned with the prices as his welfare or utility gains from 
cd~lsunlption of the goods is c0nstrained.b~ them. 

A producer sbpplies one or more goods or services in the market. His revenue or 
profit from production of the goods depends on the prices he gets from them. He 
will be happy when he gets higher prices for his products in the market. 
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Similarly, we can see the importance of prices for other agents in the economic 
system. A price is a sacrifice for one who pays it but it is a gain to one who gets 
it. 

The role of pricing has been central in the economic'analysis of rcsource allocation. 
However, there are still many unresolved issues in the study of the pricing of 
industrial goods, notwithstanding the fact that varied pricing models suitablc to 
varied market structures have been developcd. Thc pricing in actual practice seems 
to be different than what these theoretical modcls postulate. 

We will begin with a simple presentation of difficulties that have been inherent in 
relating theory and evidence on pricing. We will go on to analysc different pricing 
nlodcls suitable to different market structures. Finally, we will review a few important 
pricing tcchniques adopted in actual practice by the producers. 

23.2 PRICING DECISIONS 

Pricing dccisions are either: 

a) to extract consumer surplus i.e. a situation when discriminatory pricing techniques 
are used. (You must have read about in details discriminatory pricing in EEC- 1 1); or 

b) strategic pricing decisions, which include (i) initial pricing a, and (ii) price 
changes. Let us elaborate it. 

a When a firm sets a price for the first time, there will be obviously a very difficult 
situation for pricing. It arises when the firm enters in business with a new product 
for sale or introduces a new product to its existing line of products or takes its 
rcgular products into a new geographical arca or takcs up new contracts for its 
services. 

a When a firm considers initiating changes in prices of the products or services: 
This may be due to several reasons, as the demand for its products may change 
suddenly or there may be a change in cost of production or some other short-term 
factors forcing the firm to altcr its prices in order to establish equilibrium in the 
denland and supply for its products or services. Or when conlpetition initiates a 
price change, which however, depends on the nature of its market whether it is 
coinpctitive or n~onopolistic or oligopolistic. 

a However, with interrelated demand and/or costs of the products a firm produces, 
thc pricing decisions become complicated. When a firm produces several products 
that have intcrrelated demands andlor costs (i.e., there are joint or multi-products). 

23.2.1 Difficulties in Pricing Decisions 

Over the last century or so, theoretical models suitable to different market conditions 
have been fomlulated by econon~ists. Similarly, empirical studies have clearly brought 
out the different pricing techniques adopted by the producers under varied conditions. 
However, it has not been an easy task to relate theory and evidence on pricing. 

This task of relating thcory and evidence on pricing has been made difficult by the 
following factors: 

I) There 1s no generally accepted view on how fim~s actually take their price decisions, 
evcn though therc have been a large number of empirical studies of the matter, in 
one for113 or anothcr. There are four rcasons for this state of affairs. 

a) Different studies have gcncrated conflicting observations. 



lndustrir l Pricing and 
Market Structure 

b) There are considerable pitfalls in inferring what producers are doing in a 
grt en situation from what either they say they are doing or what they appear 

I .  

c) There are a large number of ways in which a price decision may be made, 
and it is very likely that different situations involve very different pricing 
procedures. A few of these situations can be categorised as follows: 

i) Type of Product : Consumer 
Industrial 

- 
ii) Type of Competition : Competitive 

Oligopolistic 
Monopolistic 

iii) Age of Product : Existing Product 
New Product 

iv) Nature of Production : Single Product 
Joint Products 
Multi (Inter-changeable Products) 
Vertically Integrated Products 

v) Variations in Capacity : Utilising Existing Capacity 
Anticipating New Capacity 

Other categorisations could be added, but this list is enough to illustrate the 
great variety of possible pricing situations. Nearly all of the classifications can 
be combined with each other, and each combination may well result in its own 
peculiar pricing methods. It may well be, therefore, that for some purposes at 
least it is not necessarily useful to generalise about pricing procedures. 

d) Firms differ in their management expertise, application and effort. This may 
result in different degrees of importance being attached to pricing and different 
degrees of sophistication being exhibited in the pricing decision process. 

11) There is disagreement over the importance to be attached to pricing in the 
competitive process. Some following traditional developments have seen it as 
central. Increasingly, however, economists have begun to adopt a perspective 
familiar to producers, in which price is but one, and sometimes a relatively minor, 
competitive instrument, along with advertising, product differentiation, market 
dominance, etc. The relatively low level in the managerial hierarchy at which 
prices are frequently determined may add weight to the view that a firm's prices 
are often not regarded as necessarily central to its competitive strategy. 

111) It is often not at all clear what is meant by "the price" af a product. Published 
or catalogued prices are frequently different from actual transactions prices as 
a result of discounts, special offers, methods of payment, trade-in values, amount 
bought and transport charges. Manufacturers' prices not only differ from - 
wholesalers' and retailers' prices but may well be subject to different influences. 
Many industrial transactions prices are determined by negotiations, by tendering, 
or after secret reductions from published prices. As a result, both micro and 
macro-economic investigator of pricing are likely to suffer from inadequate 
information on actual transactions prices. 

1V)The factors determining the level at which a price is set, and the factors , 
determining whether and by how much it will be altered, may be very different, 

how prices are determined. 
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Pricing of Industrial V):Price theory nbrmally comprises a series of models all of which assume c~tncr 
. . .  

explicitly-or by implication a world of certainty, in which the position and shape 
of cost and revenue curves are known to the producers. But once we introduce 

than what is suggested in these models. 

VI) Firms typically hold stocks of finished products. This breaks any direct links 
between pfoduction and sales and thereby creates more price discretion for 
firms. This again introduces new factors which limit the applicability of price 
inodels. In addition the introduction of stock changes into the picture serves to 
remind that firms will frequently be carrying out disequilibrium price adjustments 
which are not themselves normally-encompassed in models designed to explain 
the equilibrium price level and its determinants. 

In light of all the abovqfactors it is not perhaps surprising that difficulties appear 
in interpreting price belkviour. 

. 1) Explain, in brief, the importance ofprices for different economic units. 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

3) Why is it difficult to relate theory to evidence on pricing? 

....................................................................................................................... 

........................................................................................................................ 

23.3 NATURE 'OF MARKET STRUCTURES 

"Market Structure" is typically associated with the economic analysis of market ~~ 

behaviour. Economic theory presumes that price determination and individual firm 
behaviour are affected, in an important way, by the type of market under consideration 
- thus, distinguishing between the states of perfect competition, monopolistic 
competition, oligopoly and monopoly. In addition the term has been given considerable 
significance in public policy decision-making. If certain forms of undesirable market 
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, 23.3.1 Concept of a Market 

A market is typically defined as consisting of those buyers and sellers of a 
hon~ogenous product who are in sufficiently close contact with each other that a 
slngle buying or selling price prevails between them. 

In theoretical analysis this concept is unambiguous but, in practical situations, problems 
of identification do arise. These principally occur duc to two factors: (a) product 
d~fferentiation, and (b) the spatial dimension in econonlic activity. 

1 )  Product Differentiation: In relatively few areas ofproduction is it meaningful to 
refer to the sale of a single honlogenous product within a market. The problem, 
thercforc, arlses of distinguishing between products which, though differentiated, 
belong to thc sane market and other products which, because they are sufficiently 
diffcrcnt, belong to other markets. The distinction is essentially one of degree 
rather than kind - it is concerned with the extent of substitutability between products 
which, in principle at least, is measurable as cross elasticity of demand. 

Proportionate change in quantlty demanded of com mod ity - X 
C ~ o s s  elasticity of dcmand = 

Pr oport~onate change in the price of com mod ~ t y  - Y 

Wherc cross elasticity of denland is high and positive, substitutability between 
products must be high and such products are best regarded as differentiated products 
on salt within the same market. 

Whcre cross elasticity is low the products are more appropriately treated as different 
and on sale in different markets. 

2) Spatial Dimension: Normally the spatial units of a market are assumed to be 
coterminous with national markets but in practice this will be either too narrow or, 
more frequently, as in the rctail trade, too broad. 

Whatever definition of a market is adopted, it will normally be narrower than that 
of an industry. This means that statistical information, which is mainly collected on 
a fairly defined industry basis, is insufficiently disaggregated on a product or spatial 
basis to estimate market structures. In practice, therefore, the analysis of market 
structure is frequently based upon a definition of market much broader than the 
theoretical ideal. 

23.3.2 Definition of a Market Structure 

The term market structure refers to a selected number of organisational 
characteristics, which establish interrelationships between buyers and sellers. Market 
structure, hence, can be defined as "the economically significant features of a 
market, which affect the behaviour of firnls supplying that market." 

Traditionally, three major dimensions of market structure have been identified as 
follows: (a) the degree of seller concentration, (b) the extent of product differentiation, 
and (c) the nature of entry conditions. To these might be added the degree of buyer 
concentration and exit conditions. . 

a) The degree of seller concentration: It refers to the number and size distribution 
of firms producing a particular type of output. This is more properly defined as the 
degree of market copcentration. 

b) Product differentiation: It is present whenever the products of individual 
sellers within the group comprising the market are not regarded by consumers . 

9 
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as perfect substitutes. As a result they are willing to pay more for one variety 
of a product than for another and are not easily persuaded to change one 
producer for another. Markets cliaracterised by product differentiation exhibit 
certain distinguishing characteristics, e.g., producers have a degree of control 
over price policy; market shares tend to be inflexible; selling costs tend to be 
relatively high. 

c) Entry conditions: The conditions of entry into a particular niarket refer to the 
ease with which new producers can establish themselves profitably in that 
market. In markets characterised by perfectly easy entry, price cannot, in the 
long run, exceed average cost of production. Where barriers are effective i n  
restricting entry a gap may develop and persist between price and average cost 
- the extent of the gap indicates the 'height' of the barrier. 

23.3.3 Types of Market Structure 

On the basis of the different characteristics mentioned above, we can distinguish 
between different market structures you have already read about these market 
structures in detail in EEC-11. However, to recapitulate let us discuss the main 
points as follows: 

I) Perfect Competition: A perfectly competitive market structure is characterised 
by the following features: 

a) A large number of buyers and sellers existing in tlie market, each one oftheni 
individually having no noticeable influence upon the market price and quantity 
of the product. 

b) The product of any one seller (i.e. firm) is identical to the product of every 
other seller in the market. The buyers are, therefore, indifferent between tlie 
sellers. They can buy the product from any one. 

c) There are no barriers to entry in the market or to exit from the market. Sellers 
and buyers are free to join or leave the market whenever they want. 

d) Each seller and buyer has full and correct information about the market, i.e. 
about the prices, nature of product, costs, and demand, etc. There is complete 
absence of advertisement and selling expenses. 

e) There are no artificial restraints in the market. The factors of production are 
perfectly mobile. No 'middle-man', such as, wholesalers, brokers, jobbers, 
retailers, etc. exist under such system. The transactions are supposed to be 
costless. 

f) The sellers and buyers are independent in decision-making. There is no collusion 
of any kind among the sellers or buyers. 

11) Monopoly: The perfectly competitive market is an extreme situation - more or 
less a hypothetical one. If its assumptions are not true then we get the situations 
of the imperfect competition in the market. Monopoly is the other limiting case. 
The characteristics, which define a monopoly structure of the marketare as follows: 

a) There is only one firm supplying the goods in the market. 

, b) The firm produces single or differentiated goods, which do not have any close 
substitute in the market. 

c) There are substantial barriers to entry existing in the market. 

A monopoly firm will have total market power over the product price and quantih 
in the market. 



11 1) Monopolistic Competition: Both monopol!. and perfect competition are extreme 1ndustri:al Pricing and 

limitsoftlie market structure. In between. tl~crc are some important forms depdding Market Structure 

on the degree ol'monopoly or competition on tlie degree of monopoly or competition 
or variation in some otliercharacteristics. Monopolistic competition is one of them. 

In tliis market structure. the number of firms is large enough to create competitive 
conditions but at the same time their products are not identical though close 
substitutes for each other, which gives tliern some monopoly power. Thus, monopoly 
and competition exist side by side i~nder this system. It is the product differentiation 
which makes tliis market structure different from the perfect competition. 

IV) Oligopoly and Other Market Structure: An oligopolistic 'market contains a 
number of sellers, sufficie~itly sniall so that the actions of any one seller have a 
perceptible.influence upon his rivals. The limiting case ofthe oligopoly is called a 
duopoly when only two sellers operate in the market. When the prbduct of the 
sellers under such situation is lio~iioge~ious we call it 'pure oligopoly' tjut when the 
products are different it is called 'differentiated oligopoly'. The essential 
cliaracteristic to niake oligopoly different from other market structures is the 
recognition oftlie mutual interdependence of tlie sellers' decisions. 

* '  

23.3.4 Market Structure and Pricing Decisions 

Pricing decisions of a firm are, in principal, influenced by the nature of the market 
structure in whicli it lias to 'operate. 

We have already distinguished between different market structures. Let us learn 
briefly l~ow pricing decisions are taken indifferent market structure. For detail 
please reter to EEC- I 1. 

I )  On tlie one hand we have a perfectly competitive market structure, wherein a 
very large number of firms are present, all of them producing an homogenous 
product. In tliis type of market structnre, an i17dividual firm has absolutely no 
influence either over the market supply or over the market demand. Consequently, 
a perfectly competitive firm lias no control over the price at which it would sell its 
product in the market. 

The market price is determined by the industry demand and industry supply. 
'rhe price at wliicli industry demand and industry supply are equal is known as 
tlie equilibrium price. 

Every individual firm can sell all its output at this equilibrium price, i.e. tlie 
demand curve facing an individual firm is perfectly elastic. 

In other words, a perfectly competitive firm is a price-tam firm. Industry 
makes the price; this is accepted by each of the firms. 

-l'lic price-taker firm has no control over the price, but it can decide the 4evel 
of output that it would like to sell. That is, every firm lias to take a decision 
relating to'tlie level of output only, and not tlie price. 

7,) Any market, whicli is not perfect is classified as an imperfect market, like monopoly, 
duopoly, oligopoly and monopolistic competition. In an imperfect market structure, 
every individual firm lias some degree of freedom relating to the price at which it 
should be selling its product. Every individual tirm gets confronted with adownward 
sloping curve, i.e. it can sell more at a lower price and vice versa. It has to take a 
pricing decision, wl'iidli helps i: achieve its organisational.goals. 

I I 



Pricing of Industrial Check Your Progress 2 
Products 1c 

I )  What do you mean by the term 'market'? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

2) Define the term 'market structures'. 

................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

3) Distinguish between a perfectly competitive market and an imperfectly competitive 
markets. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

23.4 PRICING PRINCIPLES AND TECHNIQUES 

As stated earlier, theoretical models have been developed by economists to explain 
the pricing decisions in different types of market structures. The principal among 
these models, known as the marginalist principle or the marginal analysis, explains 
the pricing behaviour of a profit-~naximising~firm. Profit-maximisation is presumed 
to be the major organisational goal of a business firm, although it need not be the 
sole goal. 

The empirical studies on the pricing behaviour of firms have, however, clearly 
established that in practice, even the profit-maximising firms are not always guided 
by the marginalist analysis. They follow different pricing techniques; these techniques 
vary from firm to firm even within the same market or industry. 

We will first analyse the marginalist'approach to the pricing behaviour, and would 
subsequently reflect on the pricing techniques in practice. 

23.5 THE MARGINALIST PRINCIPLE 

The marginalist principle proceeds on the assumption of a profit-maximising producer. 
Once this assumption is in place, all that this principle seeks to do is to identify the 
level of output, and the price per unit of the output, at which the firm would be in 
a position to earn maximum profits. 

All that the marginalist principle states is that any output decision that increases the 
total revenue more than the total cost must increase profit. Total revenue refers to 
the money receipts of a firm from the sale of the output, while total costs represent 
the expenses incurred on production of the output. It therefore focuses on the 
incrementallmarginal effects of a decision taken by the firm. 

Now, an increase in total revenue due to the sale of an additional unit of a commodity 
is known-as marginal revenue. Symbolically, 
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Where, MR is marginal Levenue 
A TR is change in total revenue 
A Q is change in quantity sold 

Similarly, an increase in total cost due to the production of an additional unit of a 
commodity is called marginal cost. Symbolically, 

Where, MC is marginal cost 
TC is total cost 

In order to determine whether a profit-maximising firm should expand, retain, or 
reduce its current rate of production, all it needs to do is to compare its MR and 
MC curves. That is, the profit-maximising firm should: 

Thus, it would be seen that as long as the MR > MC, the firm would increase its 
profits by increasing its level of output; correspondingly, if at a given level of output, 
M R  < MC, the firm would increase its profits by reducing the level of output. The 
equilibrrum level of output (i.e., the profit-maximising level of output) for the firm 
shall be the one at which its marginal revenue is equal to marginal cost. At all other 
levels of output, the size of profits shall be lesser. 

We can show the condition for profit maximisation mathematically as follows. We 

TT = TR - TC 

Where. TT refers to total profits 
TR = Total Revenue 
TC = Total Cost 

All of these are functions of output (Q). 

The first order condition for profit maximisation is as follows: 

Taking the first derivative of TT with respect to Q and setting it equal to zero gives, 

d TT d(TR) d (TC) 

d Q  d Q  - d Q  

d(TR) d (TC) - = --- 
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and the second order condition for profit maximisation includes: when we take 
derivative of the first derivative of TT with respect to Q and set it equal to zero. 

Let us take a numerical example 

Given the demand function for the firm as 

P = 20 - 0.5Q 

and the total cost function as 

C = 15 + 4 4  + 0.5Q2 

total revenue (TR) for the firm would be 

TR = P . Q = (20 - 0.5Q)Q 

= 20Q - 0.5Q2 

Assuming that the firm maximises its profits, i.e., 

Max TT = TR - TC 

= (20Q - 0.5Q2) - (15 + 4 4  +, 0.542) 

Of . 
Max TT = 164 - 1.0Q2- 15 

Equating the first derivative of TT with respect to Q equal to zero as the first order 
condition for the profit maximisation, we have 

-=16-2Q=O 
dQ 

and taking the second order derivative of TT w.r.t.Q and setting it equal to zero, 
we get the second order condition for profit maximisation. 

d2tt -=-2<0  - 
d 2 ~  

From (5) we get Q which is equal to 8, this is the equilibrium level of output for 
the firm. 

Substituting Q = 8 in eq.(l), the price (P) comes t a  be 16 units. And from eq.(4) 
we get TT = 49. 

So, this firm would sell its output at Rs. 16 per unit, and make a total profit of Rs.49. 

Thus, a firm would produce and sell at a level of output where its MR = MC. The 
price corresponding to the MR (i.e., AR ( Average Revenue = Price) at tlie 
equilibrium level of output) would reflect the pricing decision of the firm. 

In a perfectly competitive market, an individual firm is a price-taker. It cannot 
influence the price of the product; it accepts the price determined by the intersection 
of the industry demand and supply curves. Hence P = MR. All that a perfectly 
competitive firm is to do is to identify the level of output at which 

l j  P = MC, and 

14 2) MC is rising 
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This is known as the dual-condition of the marginal equilibrium. 

In all other market structures, similarly, an individual firm would sell and fix the 
price at that level of output where its marginal revenue equals marginal cost. 

I 

23.5.1 Limitations of the Marginalist Principle 

Tlie marginalist approach suffers from a number of limitations. These limitations 
explain the fact that the approach has limited applicability in practice. Some of the 
important limitations of the approach can be identified as follows: 

i) The principle assumes that a business firm seeks only one goal - the goal of 
maximum profits. This does not sound to be a realistic assumption. 

A firm may aspire to achieve multiple objectives, like sales-maximisation or 
revenue maximisation, market penetration, early cash recovery, product-line 
development, or non-economic objectives like power or prestige in business. 

ii) The principle also assumes a single-product firm. Its extension for pricing of 
joint products and multi-products is very difficult if not impossible. 

iii) The price considered in the principle is the final one, i.e., the one which is paid 
by the customers. There is no provision for fixing wholesale and retail prices 
simultaneously. In fact, it ignores the intermediate customers altogether. 

iv) Rivals' reactions are not well taken into consideration while determining the 
price through theoretical approach, particularly in dualistic and oligopolistic 
markets. 

v) l'he principle ignores the conflict between objectives of different departments 
wi~liin the firm. 

vi) There is no link between pricing and marketing strategies of a firm in the 
marginal principle while in practice we do find them linked together. 

vii) It is presu~iied that the cost and demand curves are known to the firm. In 
practice, it is difficult for these firms to estimate these curves as they would 
be lacking the necessary till for this. 

h i )  Tlie theoretical approach is more or less static. It takes certainty for granted. 
In practice, pricing-decisions require a dynamic approach in which the effects. 
of risks and uncertainties are well taken into account. 

Given the above limitations, the theoretical approach finds little application in practice. 

The essence of the marginalist principle is indispensable. However, the other 
assumptions that are made to characterise market structure, firm's objectives. etc., 
can lead to unrealistic scenarios. The use of incremental cost pricing shows this. 

Check Your Progress 3 

1) What do you mean by (i) marginal revenue and (ii) marginal cost? 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 
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'I ....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

3) Mention four important limitations oftlie marginalist approach. 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

23.6 PRICING IN PRACTICE 

The theoretical models of pricing behaviour suffer from serious limitations. The 
producers invariably fall back upon other practices. Some of these are analysed 
below: 

23.6.1 Cost-Plus or Mark-Up Pricing 

Survey of actual business pricing indicate that cost-plus pricing, or mark-up pricing 
as it is sometimes called, is by far the most important pricing practice employed by 
business firms. There are many varieties of cost-plus pricing, but a typical one 
works as follows. 

The firm estimates the average variable costs of producing and marketing a product. 
It adds a charge for overheads. To this it adds a percentage mark-up, or margin. 
for profits. 

In short, 

Final Price of the Product = Average Variable Cast + Charge for Overhead + 
Mark-up on Cost 

Average variable costs are obtained by dividing total variable costs by total sales. 

The charge for overhead, or indirect costs is usually determined by allocating these 
costs a~nong tlie firm's product on the basis of their average variable costs. For 
example, if a firm's total overhead for a year was projected to be Rs. 1.3 million, 
and the estimated total variable costs of its planned production were Rs. 1.0 million, 
then overhead cost would be allocated to products at the rate of 130 per cent of 
variable cost. Thus, if the average variable costs of a product are estimated to be 
Re. 1, the firm would add a cliarge of 130 per cent of that variable cost or Rs. 1.30. 
for overhead, obtaining an estimated fully allocated average cost of Rs.2.30. To this 
figure, a firm might add a 30 per cent mark-up for profits, or Rs.0.69 to obtain a 
price of Rs.2.99 per unit. 

In general, the mark-up on cost formula is given by the expression: 

Price - Cost 
Mark-up on Cost = 

Cost 

The numerator in tlie above expression (i.e., Price - Cost) is called the mark-up 
on cost, or margin. 111 the above example, the 30 per cent mark-up on cost is 
calculated as folio\\ c: 

16 
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Mark-up on Cost = 
Cost 

- - Rs.2.99 - Rs.2.30 

Rs.2.30 

= 0.30 or 30 per cent 

We can use the above equation to derive the equation for determination of price 
in a cost-plus pricing system. The desired equation will read as follows: 

I Cost-plus price = Cost (1 + mark-up) 

I n  our exa~iiple, tlie equation would be applied as follows: 

Cost-plus price .= Cost (1 + mark-up) 

= Rs.2.30 (1.30) 

= Rs.2.99 

The pri~lcipal advantages associated with the cost-plus pricing practice can be 
enumeratecl as follows: 

i) It offers a relatively simple and expedient method of setting prices by tlie mechanical 
applicatio~i of a formula. 

ii) It is desirable for public relations purposes even at the expense of short-run 
profits because it provides a rationale for a price increase that customers will 

The main limitations of the cost-pricing practices are as follows: 

i) It fails to take account of demand as measured in terms of buyers' desires and 
purchasing power. 

ii) Cost-plus pricing fails to reflect competition in terms of rivals' reactions and the 
possibility of new firms. 

iii) Cost-plus pricing fails to recognise the roles of such important concepts as 
avoidable costs and opportunity costs as guides for pricing decisions. 

iv) I n  cost-plus pricing, fixed cow affects production decision though it should not. 

23.6.2 Incremental Cost Pricing 

In tlie real world, demand and cost functions are not known with certainty but are 
approximated. In addition, accumulating information regarding the exact nature of 
these functio~ls and their variations can be quite costly. These costs must be weighted 
against the benefits to be realised from more complete knowledge. In such a case 
it is not practical to estimate the marginal impact of the last rupee spent on advertising 
or to calculate precisely the marginal cost of each unit, which is produced, and then 
attempt to produce up to a point where it equals estimated marginal revenue. 

Faced with tliese limitations, many decisions are based on incremental analysis. In 
its broadest sense, incrementalism requires that an estimate be made of changes in 
total cost, changes in total revenue, or changes in both total costs and revenues, 
which are likely to result from a decision to change prices. drop or add a product, 
accept or reject a new order, or undertake an investment. In other words, an i 7 
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The concept of incremental reasoning is simple, but its application re'quires care. 
For example, the decision to drop an item from the firm's product line requires that 
the loss in revenue from this action be evaluated in the light of total actual cost 
savings that may occur. The following questions must be addressed: 

How much, if any, will sales of other items in the firm's product line increase 
because this item is dropped? 

To what extent will some overhead or fixed costs be reduced? 

Are there more profitable alternative uses for the firm's productive capacity? 

What is the long-run sales and profit outlook for this item versus the alternatives 
being examined. Successful use of incremental analysis requires that all these 
factors must be considered in relation to their impact on total revenues received and 
total costs incurred by the company. Only then can decisions be made, which will 
lead towards greater profits. 

This, in turn, requires two things: 

First, it is essential that someone in management has coordinating authority to 
ensure that overall objectives are met before facing decisions based solely on 
incremental analysis. 

Second, every reasonable attempt must be made to identify actual incremental 
costs andlor revenues that are associated with a particular decision. 

Once, this has been accomplislied, incremental analysis becomes a useful and 
powerful tool in considering a wide range of decision problems facing the firms. 

23.6.3 The Target Rate of Return Pricing 

This pricing technique is also based oh cost of production. The basic procedure for 
fixing the price of a product using this method is similar to that of full-cost pricing. 
The only difference- between these two methods is about setting the mark-up. 

The target rate of return considers the desired rate of return on initial investment 
made by the firm in s&ing the mark-up. 

. Let us take k as investment made by the firm and r be the planned rate of return 
on k. The desired profit for the firm would be thus rk. Further, if TC is the total 
cost of production for a given level of output and m is the mark-up for pricing, then 
we must have the identity m (TC) = rk. 

This gives a simple formula that enables one to apply a mark-up on cost that will 
give the desired rate of return on investment, i.e., 

Mark-up on Cost (m) = 
Capital employed (k) 

x Planned rate of return (r) 
Total Cost (TC) 

Let capital employed be Rs. 10 crores and the total cost for a given volume of 
output Rs. 15 crores. If the target rate of return be 20 per cent, tihen using the 
above formula, the mark-up for the firms would be: 

Rs. 10 crores 
x (20%) = 13.33% 

Rs. 15 crores 
18 
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If total cost per unit output be Rs.30, then the price of the product should be Rs.30 
+ Rs.30 x 0.1333 = Rs.33.99 to ensure 20% return on the capital investment of 
Rs. 10 crores. 

The planned rate of return on investment will take into account the tax rate also, 
i.e., it has to be gross of corporate income tax rate to ensure net positive return 
on capital while fixing the price of a product using the target rqte of return method. 

This method of pricing can be quite successful: (a) if the firm is able to set and 
control its own price; (b) it must be able to estimate sales data successfully, and 
(c) it must be able to take a long-run view of its operations, i.e., the firm must be 
aware that excess profits might lead to new entrants into the industry, which will 
increase competition and thus, reduce profits in the long run. Further, the firm may 
be subject to public criticism if it gets excessive profit. 

This method is subject to the same limitations from which the cost-plus pricing 
technique suffers. It is not an optimal pricing technique, but given the imperfections 
in the product market, it may be an operational rule of thumb for pricing of the 

23.6.4 Acceptance Pricing 

This method is used in a situation in which a price-leader has emerged, i.e., a firm 
~nitiates price changes and other firms in the industry merely follow the pattern set 
by the leader. The main purpose of this pricing technique is to avoid harmful cut- 
throat competition. As concentration increases, firms' awareness of each other 
increases, with a resulting desire to limit harmful competition. There may not be 
direct communication between firms, but an informal understanding is established 
and a leader emerges. It is not necessary that the leading firm is the largest one 
in the industry.. In accepting the price, however, the price follower has to think in 
terms of his own long-run profitability. Profitability for him must be suficient so that 
new capital is drawn into the firm and capipl which is already invested can be 

23.6.5 The Going-Rate Pricing 

This is a type of acceptance price, which is competition-oriented. In this method, 
the average price charged by the industry is accepted by a firm for itself. Under 
perfect competition, the price for a commodity is determined through equality of 
market demand and market supply. The market price, thus, fixed is accepted by the 
firms. Individually they will not be able to make any change in the price of the 
commodity. This shows that the main condition for accepting the going-rate price 
is that the market should be highly competitive and the commodity homogenous. 
However, there are other situations where this technique of pricing is adopted. 
Particularly, if the costs are difficult to measure and it is also difficult to know how 
buyers and competitors would react to differentials, the producer would be 
compelled to adhere to the going-rate pricing. 

Check Your Progress 4 

1) Explain in Griefthe method of mark-up pricing. 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 
19 



\ 
Pricing of Industrial' 2) How is the incremental cost pricing technique used? 
Products 

...................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

3) Explain in brief the going-rate pricing. 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

23.7 LET US SUM UP 

Pricing is the most critical decision any producer is confronted with. A producer 
always has access to different theoretical models that help him in optimal decision- 
making. The theoretical models, no doubt, provide the conceptual understanding of 
the process of price and output determination under different market structures. 
However, they are of little.use in actual decision making by thk firms. In practice, 
producers make the use of simple ad hoc procedures of price-fixation, which are 
predominantly in the mark-up form, either the 'full cost' or 'cost-plus' pricing or the 
target rate of return model. But, notwithstanding much diversity in pricing and 
widespread adherence to simple rules of thumb, prices and profit-margins do respond 
to cost and demand changes in accordance with the theory. 

23.8 KEY WORDS 

Price : The price of a good or input shows what has to be 
givdn up in order to obtain a good or service. 

P 

Market : Any context in which the sale and purchase of 
goods and services takes place. 

Market forces : Pressures produced by the free play of market 
supply and demand which induce adjustment in 
prices and/or quantities traded. 

Mark-up : That portion of price, which the seller add average 
variable costs in order to cover overheads and yield 
a net profit margin. 

Price discrimination : The practice employed by firms of charging 
different prices to different groups of buyers. 

Price leadership : The situation in an industry where one firm takes 
the initiative in making price changes and the other 
firms then follow. 

Price mechanism : Used with reference to the free market system and 
the way in which prices act as automatic signals, 
which coordinate the actions of individual decisions 

20 making units. 
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UNIT 24 PRICING IN INDIA 

Structure 
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24.2 TKO-Part Tariff 

24.2.1 Telephones 

24.2.2 Electricity 

24.3 Cost-Plus or Mark-Up Pricing 
24.4 Administered Pricing Mechanism 

24.4.1 Pctroleu~n Products 

24.4.2 Fertilisers 

24.5 Transfer Pricing 
24.6 Let Us Sum Up 
24.7 Key Words 
24.8 Some Useful Books and References 
24.9 Answer or Hints to Check Your Progrcss Exercises 

24.0 OBJECTIVES 
. . 

Aftcr reading this unit, you will be able to: 

understand various fornls of pricing; 

di ffcrcntiate between various forills of pricing; and 

know how the prices of various nlonopolies and oligopolies are deternlined. 

24.1 INTRODUCTION 

According to traditional economic theory, pricc of a product is determined by the 
interaction of demand and supply in the markct. The price rises when demand rises 
(i.e. when the demand curve shifts to the right) and it falls when supply rises (i.e. 
when thc supply curvc shifts to the right). Pricing of industrial products has wide 
ranging implitations for the cconomy. Information on behaviour of industrial prices 
is very important for any economy-widc policy analysis. For cxample, if an assun~ption 
is madc that dcinand and supply determine thc pricc whilc it is in fact based on cost, 
thcn it could eithcr over-cstin~atc or undcr-estimatc the inflationary impact. According 
to tlic "cost-push" theory, highcr cost of raw materials rcsults in higher price of 
thc product. But according to the "demand-pull" theory the price is dctcrmincd 
lnorc by highcr demand. 

Thc priccs in diffcrcnt market structures are detcrmi~ied in differcnt ways. Thcy 
dcpend upon the number and bchaviour of firn~s opcrating in the n~arkct, thc 
bchaviour of consumers and any intcrvcntion by the government. Markct structurcs 
are of various types, including, perfect competition, monopoly and oligopoly. . 
Thc firms are norn~ally assumed to maxinlise thcir profits. You 111ust havc lcarnt 
about these market structures in EEC-11 i.e. Fuildarlieiltals of Econonlics. 
Howevcr, to recapitulate, in perfect conzpetition, the prices arc dctcrnlincd by tlic 
interaction of demand and supply and it is assumcd that the firills do not bclievc 
that they can affect the market prices by changing their individual outputs. Moizopol)~ 
is a market structure where there is only one firm in the industry and it dccidcs 
what pricc to charge given the dcmand by thc consumers. A typc of pricing, which 
is often followed by firms with markct power such as largc i~~onopolics like tclcphoncs 
and electricity is known as two-part tariff. In this pricing structure, the firm chargcs 
two or more prices depending on the quantity consumed, by dividing consumption 
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into different quantity slabs. In other words, there is one price for consumption up 
to some given level (first slab), then another price for the next higher slab and so 
on. Oligopoly is characterised by a few firms that compete strategically in the 
market to maximise their profits. 'They thus affect the market price by individually 
changing the outputs they produce. In practice, the price charged in many monopolies 
and oligopolies is based on what is called cost-plus or mark-up pricing whereby 
the firms charge a price that is higher than their costs by a specified mark-up (as 
you have already learnt in Unit 23). 

Sometimes, the government intervenes in the market to control or regulate prices 
and quantities produced for items such as petroleum products and fertilisers. For 
example, in India, the ministry of petroleum has controlled almost every aspect of 
petroleum and its products. It laid down standards for each refinery with respect 
to output levels, product composition, operating cost, capital employed and so on. 
Such intervention that covers various types of controls from production to pricing 
is known as the Administered Pricing Mechanism or APM, in short. Under this 
mechanism, there is a particular kind of pricing called dual pricing, in which the 
government controls the price of only a specified fraction of a firm's output whereas 
the firms are free to sell the remaining output in the open market at the prevailing 
market prices. In India, dual pricing has been ilnposed in the past for products such 
as sugar and cement. The dual pricing of was however, later abolished but for sugar 
it is still continuing. 

24.2 TWO-PART TARIFF 

In a two-part tariff, one part is the fixed access charge (e.g. rental payment) and 
the other part is a price per unit (e.g. local call charge). In the case of telephone 
and electricity, this is very common. Let us discuss the example of each of them 

\ 

24.2.1 Telephones 

In  India, the Mahanagar Telephones Nigam Limited (MTNL) follows a multi-part 
tariff structure to charge its customers for telephone use. It consists of a rental 
value and several rates of call charges or unit-price. For local calls, the rental and 
call charges are subsidised by long-distance call charges, which are higher. This is 
a case of a multi-product monopoly using cross-subsidisation. It charges a price 
higher than its marginal cost for long-distance calls to cross-subsidise local calls by 
charging them at a price lower than marginal cost. 

The maximum rental payable currently is Rs. 190per month. After this, the calls are 
charged depending upon the number of calls made as given below. 

I 

l 

a) The Rental Value 
I 

The rental value is calculated based on the capital cost per line. The cost for long- 
distance calls differs from local calls. Total annual capital cost per line is Rs.31000. I 
OT this, the costs associated with long-distance equipment are 1/4th, or Rs.7750. 
The remaining amount Rs.23250 is the capital cost associated with the local network. I 

2 3 
I 

Number of Calls Call Charge (Rs. Per  Call) 

Less than 150 calls Free 

Between 151 and 400 calls Rs.0.80 per call 

Betwekn 401 and 1000 calls Rs. 1 .OO per call 

More than 1000 calls Rs. 1.20 per call 

Pricing in India 



Pricing of Industrial This is spent in the form of interest payments and depreciation. The rental charge 
Products is meant to cover these costs. 

The higher charges for long-distance calls are meant to generate funds to expand 
the telephone network. Of the total capital costs of the telephone network, about 
75% is spent for the local network and the remainder for long-distance related 
equipment. The new tariffs announced by the Telecom Regulatory Authority of 
India (TRAI) are based on a principle known as tariff re-balancing. The logic of 
tariff re-balancing is to align tariffs or prices with costs. This can be done if rentals 
for local calls go up and long distance charges decline. The TRAI assumes that 
rentals would recover 25% of the capital cost each year. Since 25% of Rs.23250 
is Rs.5812, dividing this by 12 gives a monthly rental of Rs.484. This is much higher 
than the current rental of Rs.190. The TRAI thus found that rentals based only on 
costs were too high. So, it decided to calculate rentals based on increase in market 
prices or inflation and the growth in per capita income. It then announced the 
rentals to be charged between Rs.70 and Rs.3 10. But this is not sufficient to cover 
the costs fully. The long distance charges would continue to subsidise rentals to a 
large degree. 

b) The Call Charges 

The call charges are calculated on the principle that they should recover operational 
costs excluding capital costs such as interest and depreciation. Local calls are 
intended to recover only operational costs. In contrast, long distance calls should 
ideally recover two types of costs. One, the difference between cost-based rentals 
and the actual (lower) rentals. And two, the costs associated with long-distance 
related equipment. To calculate the tariff for each type of call, TRAI divided its 
operational costs by the total number of minutes of that call. The share of costs 
attributed to local calls was between 83 to 90 per cent of the total. This was divided 
by the total number of minutes of calls to calculate local tariffs. 

24.2.2 Electricity 

In India, the process of electricity generation, transmission and distribution is carried 
out by various State Electricity Boards (SEBs), Regional Electricity Boards (REBs) 
and other organisations such as the National Thermal Power Corporation (NTPC), 
National Hydro Power Corporation (NHPC), Department of Atomic Energy etc. 
These are normally known as the central plants.-The power plants are also referred 
to as utilities or units. 

The cost of electricity or power production, transmission and distribution has various 
components. Generation or production of electricity involves costs of fuel, manpower 
and operation of power plants. The transmission and distribution costs such as 
customer related service and overheads include charges for meter service, bill 
collection and staff costs. Some of these costs differ for different type of customers, 
which cbmprise residential, agricultural, commercial and industrial users. These 
costs should be used differeitly in the price charged for electricity. In other words, 
the prices charged to different customers should depend upon their different 
contribution to the costs. In India, the staff costs are the highest for domestic, 
commercial and agricultural consumers due to the efforts involved in dealing with 
a large number of bills of small amounts. Another difference between different 
types of consumers is the price elasticity of their demand. Hence, when the price 
of electricity is increased, consumers with higher elasticities will reduce demand by 
more than the other corrsumers. This factor should also be taken into account when 
designing the price structure. 

Electricity pricing in most countries follows a system of two-part tariff. When new 
capacity is added in terms of larger plants, the additional capital cost should only 



Pricing in India result in higher reintil'value. In contrast, for instance, when fuel costs rise, this 
should result in an increase in only the unit price. Some countries also follow time- 

The Indian system follows neither the two-part tariff structure nor time-of-day 
pricing. Though most SEBS in India charge higher rates for higher levels of 
consump~ion, as in the case of telephones, they charge very low rates to agricultural 
users. An important element of electricity pricing is the quality of service. This 
depends 611 the frequency at which supply is given, the voltage at which it is .~ 

and the number of interruptions during the year. The pricing of elgtricity 
should be such that industrial consumers, who demand uninterrupted power supply, 
should bear most of the cost of providing this. Moreover, the cost due totransmission 
and distribution losses is high when, e.g, the residential and igricultural customers 
draw out power at low voltages. A proper tariff-policy would therefore require 
collection of various details. These include cost structures of utilities, loads at . 

different hours of the day and price elasticity of demand of different consumers. 

Check Your Progress 1 

....................................................................................................................... 

. . 
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...................................................................................................................... 
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24.3 COST-PLUS OR'MARK-UP PRICING 

In some market structures such as oligopoly, the firms often charge a price that is 
based on some percentage profit margin over average cost. This margin is also 
called a mark-up. This practice of pricing is therefore known as cost-plus or mark- 
up pricing. It is normally believed that while demand and supply determine agrlculmral 
prices, industrial prices are obtained on a c~st-plus basis. Chatterji (1989) cites 
examples of several countries including the USA, the UK and India where cost- 
plus pricing is followed. Unit 23 in this block, has discussed the advan~ages and 
disadvantages of using a cost-plus pricing system. 

In such market structures, an Increase in demand leads to an increase in output 
without affecting its price. But when cost rises, e.g., due to a rise in the cost of 
raw materials or wages paid for labour, it results i n  an increase in price even with 
the same mark-up. This happens to prevent profit from falling. However, if consumers 
cannot absorb the full impact of such a price rise then the industry would be illiable 
to increase the price to the full extent of the increase in its cost. In this situation, 
the mark-up will fall. In oligopolies characterised by very few firms, if the firms 
collude to form a cartel then their ability to pass on the cost increases to consumers 
without affecting the mark-up would be enhanced. 

24.4 ADMINISTERED PRICING MECHANISM 

In a mixed economy like India, prices of many industrial products and services 
provided by public and private sector are administered. Wide ranges of activities are 
covered under administered price regime such as: mining, manufacturing, public 
utilities, trade, transport, banking, finance and services. In India, not only prices of 
State Monopolies like railways, but also of near monopoly enterprises like electricity 
and postal services are administered. Similarly, in many industries where government 
has a dominant position (e.g. i n  steel heavy machinery, fertiliser, drugs and 
pharmaceuticals, petrochem'icals) and also competes with private sector fir~ns, the 
prices of the products are administered. In this unit, we shall discuss the pricing of 
petroleum products and fertilisers in the following sub-sections. 

24.4.1 Petroleum Products 

Until recently, controls from production to pricing of petroleum products were 
covered by the administered price mechanism (APM). This system has changed 
considerably over the years. The mechanism started in the early 1970s when prices 
of petroleum products were determined on a cost-plus basis. The Oil Co-ordination 
Committee (OCC), an a m  of the Ministry of Petroleum, fixed the cost of production 
and expenses allowed for refiners (like BPCL, HPCL and IOC). This included the 
cost of raw material, transport, actual interest cost on borrowings and 12% post- 
tax return on net worth. Such pricing gave no incentive for cutting costs and 
improving efficiency. Some of the products apparently used by the poor, like LPG, 
kerosene and diesel, were subsidised by taxing products consumed mainly by the 
rich, like petrol and aviation turbine fuel (ATF). Thus, instead of a direct subsidy 
from the budget, APM provided for a cross-subsidy within the petroleum sector. 
Inflows and outflows were accounted for through a set of accounts, separate from 

26 the budget, called the Oil Pool Account. 



I'ricing in India A mabjor change'took place in 1997 when many products, particularly diesel, were 
removed from the APM. As a result of the change, the price of diesel was linked 
to its international price so that it would go up and down along with changes in the 
latter. In practice, however, this did not happen. Till the first phase of dismantling 
of controls in the oil sector began, almost everything was controlled. Now there are 
two categories of products, one whose prices are fixed by the government under 
APM and the other fixed by companies. The prices of commercial products like 
bitumen, naphtha, furnace oil and lube oil base stock are determined by market 
forces whereas the prices of the five major petroleum products - petrol, diesel, 
kerosene, LPG and ATF - still come under APM. The major products such as 
petrol and ATF qontinue to be overpriced in order to subsidise kerosene and LPG. 

Another problem with pricing of ATF is that the foreign and domestic airlines have 
not been treated at par. While the domestic airlines have to pay a sales tax on this 
fuel, the foreign airlines do not. The government has announced that ATF will be 
taken out of the APM by March 3 1, 2001. That is, it will be freely sold at a price 
that is in line with the international price. By April 2002, the APM was targeted 
to be completely phased out after which prices of all petroleum products including 
petrol would be determined by the market. The subsidy on kerosene and LPG will 
come down progressively and it will have to be met out of the general budget 
insteacl of through cross-subsidies from other petroleum products. Products such as 
diesel, naphtha, bitumen, LSHS (low sulphur heavy stock), fuel oil etc. would be 
available at prices at which they are imported from international markets. This 
would mean lower costs to their users - industries in small and medium scale 
sectors such as engineering, textiles, foundries etc. - which could become more 

24.4.2 Fertilisers 

Fertiliser.pricing is an important element of price controls in India. It is subsidised 
to ensure domestic self-sufficiency and to encourage farmers to use more fertilisers. 
These subsidies reflect the difference between the prices at which farmers are 
provided fertilisers and the costs of domestic production and imports. Nitrogenous 
fertiliser (urea) is sold at a uniform price to farmers. This is a cost-plus-price under 
the Retention Price Scheme of the government. At present the average subsidy on 
urea is about Rs.4000 per tonne. Phosphatic and Potassic fertilisers are decontrolled. 
That is, anyone can import them under the system of Open General Licence 
(OGL). The importer can then sell it in the domestic market at a price specified 
by the government. This price gives a concession to the importers. 

The subsidies have led to a growing use of fertilisers by farmers over the years. 
But the government expenditure on fertiliser subsidies has also increased enormously. 
There is thus a need to bring down these subsidies. The government set up an 
?xpert Commission in the year 2000 to suggest ways to do this. The Expenditure 
Reforms Commission made a number of suggestions [see Government of India- 

According to the commission, the Retention Price Scheme has led to the development 
of a large domestic industry. The country can now satisfy its own fertiliser demand. 
Since the price is cost-plus based, it gives no incentives to producers to be cost 
efficient. The goal of the Commission was to bring down this price to the level of 
import price. Considering that, the domestic cost of production of urea is higher than 
its import price. It was suggested that some fertiliser producing units may have to 
close down if urea is completely de-controlled. At the same time, however, the 
Gommission had to protect the income of small farmers and promote a balanced 
use of different fertilisers. It had to also make sure that production of food grains 
does not decline. 
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a)  Protecting Small Farmers 

could work to improve the land, develop minor irrigation facilities etc. These jobs 
will give them extra wage income and also increase the productivity of land. Hence 
in future, when fertiliser prices are increased, their production and income will not 
fall. Following a dual price scheme was also suggested under which each cultivator 
family is given 120 KGs. of fertiliser at cheaper rates. 

b) Increasing Self-Reliance 

Self-reliance means that the country can produce adequate amounts for its 
consumption. If the price subsidy on urea were completely abolished, many domestic 
firms would have to close down since import price is lower than domestic price. 
Therefore, the Commission suggested that the price control be abolished slowly in 
phases, beginning from February 1,2001. During these phases, the more inefficient 
units would be given subsidy to cover their costs so that the demand can be met. 
But by April 1, 2006 they will be required to modernise and shift to more efficient 

24.5 TRANSFER PRICING 

Companies can be related to one another vertically - that is when a company 
produces inputs for the next company, which in turn produces inputs for the following 
company and so on. They thus belong to the same production chain, e.g., a 
manufacturer and a distributor. In contrast, companies are related horizontally when 
they compete with one another in the same market by producing the same product. 
When a company supplies goods or services to another related company, the prices 
it charges are known as transfer prices. The prices charged thus affect the tax paid 
by both the companies. But tax rates di#r in different regions, which could be 
different countries, states or jurisdictions. Related companies misuse this by using 
transfer pricing to save on the tax they pay. To do this they transfer higher income 
to low-tax jurisdictions to pay low income or tax. And they transfer greater 
expenditure to high-tax jurisdictions to reduce its taxable profits and thus pay low 
tax. 

Transfer pricing costs governments large losses in tax revenue. So it is important 
for them to detect transfer pricing, which is done by finding out if profits from a 
particular deal are fair. In countries like India this takes place through import of raw 
material, semi-finished goods for assembling and technology at transfer prices to get 

. a global tax advantage. One of the ways in which the Indian government tackles 
this problem is to check if there is a close connection between an Indian and a 
foreign company. If transfer pricing is detected they adjust the taxable income of 
the Indian company. In other words, taxable income is increased if the profits of 
the Indian company seem to be low. 

Many developed countries such as the USA, UK, Canada, Australia and Germany 
follow very strict transfer pricing regulations. In these countries, the taxpayer has 
to maintain extensive records of all transactions with related parties. In India, 
though there are income tax provisions for transfer pricing, they are not sufficient, 
as the taxpayers are not required to maintain or disclose information on related 
party transactions. 



Check Your Progress 2 

1) Briefly define the administered pricing mechanism in the case ofpetroleum products 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

2) What are the suggestions regarding fertiliser made by Expenditure Reform 
Commission in India? 

........................................................................................................................ 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

3) How are the prices of company products determined? 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

24.6 LET US SUM UP 

After reading this unit, yoli have learnt how the prices are determined, what is Two- 
Part Tariff? How are the prices of oligopolies and monopolies determined? What 
do we understand by Administered Price Mechanism? Under this you have learnt, 
how the prices of telephone, electricity, petroleum products and fertilisers are 
determined in India. The unit, also discusses the mechanism of transfer pricing. 

24.7 KEY WORDS 

Multipart Tariff : It is a convenient method of tailoring prices to 

: This is a tariff structure, where there are two parts. 
One part is the fixed access changes or the rental 
payment and the other part is price per unit or the 
local call charges in case of telephones. 

: It is situation, for example, in electricity tariff where 
higher price is charged during peak-load hours and 
a lower price during off-peak hours. 

Transfer icing : W,hen a company supplies good or services to 
another related company, the prices it charges are 
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Check Your Progress 1 

1) See Section 24.1 

2) See Section 24.2 

3) See Sub-section 24.2.2 

4) See Sub-section 24.2.2 

Check Your Progress 2 

1) See Sub-section 24.4.1 

2) See Sub-section 24.4.2 

3) See Section 24.5 
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25.0 OBJECTIVES 

The unit will enable you to: 

undcrstand what is capital and what are the differcnt sources of raising capital; 

appreciatc the balance sheet and the concept of flow of funds; 

distinguish between different flows of funds; and . 
familiarise with the different equity sources of raising capital. 

25.1 INTRODUCTION 

You need nloney to replenish your raw material, and to pay day-to-day wages of 
your employees. A well planned and thought out strategy is required to satisfy 
scvcral such needs, from the various sources of financing. This is necessary because 
any wrong decisions made in this area leads to increase in cost of capital and in 
turn reduces the profits. 

In any company, management of funds include raising of funds, and investing of 
funds. A third area i.e. paynlcnt of Dividends or Dividend decisions ir also relevant 
whiIe inanaging the funds of a firm, Dividend decisions are important because they 
are paid from the earnings of the firm. It is a common practice in the corporate 
world that a portion of the earnings is reinvesked in assets, when the companies 
have profitable Project proposals and when they can maximise the wealth of the 
sharehol~crs. Therefore, undistributed profits are one of the important sources of 

- 
25.2 CLASSIFICATION OF CAPITAL 

Moncy that finances business is called 'Capital '. The sources of capital can be 
divided into sub-groups on the basis of the period for which it was raised or by the 
source from where it was raised or by the instruments by which it was raised. Bank 
loans approved for day-to-day business operations are called working capital loans 
or short-term loans whereas the loans raised for the purchase of fixed assets like 
land and building, plant and machinery, etc. are called long-term caljital loans or 
capital assct loans. Both these types of loans have different characteristics and 
thercforc, it is wrong or unhealthy practice to use the money raised for the purposes 
othcr than the one for which the monev was raisetl.' 
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(Rs. in crores) 
Schedule As on As on 

31-3-2001 31.3.2000 

Part - A 

SOURCES OF FUNDS 

Shareholders funds 
Share Capital 170.05 170.05 
Reserves and Surplus 819.78 999.05 

989.93 999.05 

Loan Funds 
Secure Loans 3 1323.32 1183.28 
Unsecured Loans 4 1003.50 804.90 

2326.82 1988.18 

Total 3316.6 2987.23 

Part - B 

APPLICATION OF FUNDS 

Fixed Assets 5 
Gross Block 2004.52 2445.80 
Less Depreciation 220.72 5 14.45 

Net Block 1783:80 193 1.35 
capital Work in Progress - 13.79 77.60 

1797.59 2008.95 



Investments 6 264.96 241.14 
Current Assets, Loans & 7 
Advances 
Inventories ,227.99 200.38 - 
Sundry Debtors 209.96 198.29 
Cash and Bank Balances 79.16 27.50 
Other Current Assets 23.04 25'.48 
Loans and Advances 492.56 580.03 

1032.71 1031.68 
Less: 
Current Liabilities 8 
and Provisions - 
Liabilities 371.12 ' 384.19 
Provisions 5.79 18.39 

376.91 402.58 
Net Current Assets . e. 655.80 629.10 

Debit Balance in Profit & Loss Account 630.89 140.63 
Less: Adjusted against the balance in 32.59 32.59 

General Reserve per contra 598.30 108.04 

Total 3316.65 2987.23 



AS ON AS ON 
31.3.2001 31.3.2000 

SCHEDULE -'I' SHARE CAPITAL 
Authorised 
23,00,00,000 Equity Shares (Previous Year 1 1,00,00,000) 
Of Rs. 101- each 

230.00 1 10.00 
90,00,000 preferences shares of Rs. 1001- each 90.00 90.00 
Unclassified Shares of Rs. 101- each 

(Previous Year 6,00,00,000) 60.00 

320.0 260.00 

Issued & Subsckibed Equity Shares 
10,05,49,945 Equity shares of Rs. 101- each 100.55 100.55 
Fully paidup (ofthe above shares 39,44,950 
Equity shares have been allotted as fully paid 
Bonus shares by way of capitalization of Reserves, 
and 16,12,2268 equity shares 
allotted as fully paid in terms of scheme 
of amalgamation without payment being 
received in cash) 

Preference Slaares 
30,00,000 - 6.00% Redeemable 
Cumulative Non-Convertible - 30.00 
Preference shares of Rs. 1001- each 
(Redeemed duriag the year) 

38,50,000- 13.5% Redeemable 38.50 38.50 
Cumulative Non-Convertible 
Preference Shares of Rs. 1001- each 

50,000 -12% Redcemable Cumulative 0.50 0.50 
Non-Convertible Preference shares 
of Rs. 1001- each 

50,000 -1 1.5% Redeemable Cumulative 0.50 0.50 
Non-Convertible Preference shares 
of Rs. 1001- each 

30,00,000 - 6.00°! Redeemable Cumulative 30.00 - 
Non-Convertible Preference Shares of Rs. 1001-each 69.50 69.50 
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Add interest accrued and due 

Fixed Deposit Frorn 

Add: Interest ac'crued and due 

Loans Front Banks 
Financial Institutions & Others 

Add: interest accrued and due 

1003.50 804.90 



a Flexibility Principles: According to this principle, the management should Financing Through Equity 

strive for such combinittions of securities that the management finds it easier 
to manoeuvre the sources of funds in response to major changes in need for 

a Timiilg Principle: Timing srinciple is very important for a firm. If the company's 
receipts do not properly match the repayment of debt capital it can result in 
disasters. 

Therefore, designing capital Ftr~cture is a very crucial and critical issue for a firm. 

In the next section, we shall try and understand what is financing through equity, 
what are the instrunlents that are brotadly covered under this heading, what are the 
advantages1 strengths and weaknesses of these instruments, etc. 

Check Your Progress 1 

I )  What do you mean by 'Capital'? Describe various sources of raising capital. 

....................................................................................................................... 

........................................................................................................................ 

........................................................................................................................ 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

2) Explain the different flows of funds in detail. 

........................................................................................................................ 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

......................................................................................................................... 

........,...... - ....................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

........................................................................................................................ 

....................................................................................................................... 

25.5 EQUITY SHARES.- - 
According to the Con~panies Act, 1956, a share is a part or unit by which the share 
capital of a company is divided. This Act makes provision for two classes of shaie 
capital: Equity shares and Preference Shares. Equity capital is value of assets, after 
all the debts and other charges have becm paid or provided for. Thus equity share 
capital is also called as Residua.] Capita,'. 



Financing of Industry Equity shares are the certificates of ownership, which give the holder the ownership 
of the company to the extent of their holding. Companies issuerthese shares to the 
general public (known as "Public Issue") and also to the existing shareholders 
(known as "Right Issue"). The share issued to the existing shareholders could be 
for a price (called "Right Issue") or could be for free of cost (called "Bonus 
Issue"). In case of Bonus issue the company shall not be receiving any additional 
capital. 

Equity capital is also known as Risk Capital, as the holders of equity shares are 
exposed to greater risk. Many companies may not be able to pay any dividends or 
may pay very little dividends for many years. In case of some companies even the 
capital invested in the form of equity shares may be lost because of bad performance 
of the companies. 

Advantages 

a)  Equity shares are not repayable to the shareholders as these are non-refundable. 
As a result of this, companies get permanent capital and they need not look for 
capital time and again. This saves lot of money and time to companies and they 
need not spend their energies on these issues. 

b) A company with a strong equity base would be able to raise further capita.1 through 
debt 'sources. 

c) Companies have no specific obligation to pay dividend in case of equity shares. 
As a result of this, companies can retain profits from the business operations and 
can reinvest it in profitable expansion and diversification project. If dividend is not 
paid, it may be difficult to raise funds through new issues. Companies then have to 
turn to debt capital, for which interest has to be paid. 

Disadvantages 

a) The cost of raising equity capital is high, as it linvolves flotation costs. Also the 
dividend paid is not deductible as an expenditure of the company before arriving 
at a final profit for tax purposes. Moreover dividend paid is taxable to the company. 
In addition to this, equity holders expect more return as they take more risk. 

b) Raising of equity capital from the public may not result in enhanced profits in 
the short-term but it dilutes the Earnings Per Share. 

c)  Sometimes, raising of fresh equity capital from the public may result in dilution 
of controlling n~lver  of a'-e promoters and it may happen thht the existing 
management of the company may neeil to lose their control because of its 
diluted voting power. 

There are three ways in whi;h a company can raise equity capital by way of 
issuing equity shares. They ar:: Public Issu!:, Rights Issue, and Private Placement. 
Let us know little more about each of thesf: ways. 

a) Public issue: With this issuc:, Companies approach the general public to subscribe 
to their shares, so that the companies con get share capital. Securities and 
Exchange Board of India (SEBI) and the C;ompanies Act, 1956, have laid down 
certain rules and procedures to be followetd by the companies, which desire to go 
for a public issue. Many activities are involved for making a public issue successful. 
Some of these activities are: 

i) Preparing a detailed projpct report for  which the funds are intended. 
I 

ii) Preparation of prospectus and filing with SEBI and other Statuary Bodies. 



iii) Appointing Registrars, Merchant Bankers, underwrite;;, and Bankers to the Financing Through Equity 

IV) Finalisation ofthe basis of allotment, and 

v) Transmitting of the shares to the allottees, as per the basis of allotment. 

b) Rights issue : As per the Companies Act, existing companies can issue shares 
only to the existing shareholders on rights basis in addition to public issue. This 
issue is known as rights issue and companies can raise additional resources in this 
form as well. The shareholders can acquire the rights shares or can sell and 
transfer these rights to someone if they desire so. This issue is a good method of 
raising resources without any dilution of the controlling power. 

c) Private placement : In Private Placement shares are issued to a very limited 
number of persons or organisations. In this method, companies issue shares in 
bulk to issuing house through financial intermediaries, investment companies, 
etc. Under SEBI guidelines a company cannot issue shares to more than 99 
persons under the private placement method. The companies, which buy shares 
in private placement, may sell these shares in the secondary market and earn 

25.6 NON-VOTING SHARES 

It ispossible for a company to issue equity shares without voting rights. This kind 
of shares are very useful for existing managements, to protect their control on the 
company and allow no dilution of voting rights. These non-votilig shares are similar 
to equity shares in all respects except in the voting power. These shareholders get 
slightly a higher rate of dividend in return to their loss of voting rights. If a company 
fails to pay dividend for a stipulated period these non-voting shares shall automatically 
get converted as ordinary equity shares. 

25.7 PREFERENCE SHARES 

Preference shares are those, which have certain preferential rights as compared to 
other types of securities. These shareholders have specially two preferential rights 
in relation to the payment of dividend and repayment of money invested in these 
shares. These shareholders have preference in payment of dividend compared to 
any other type of shareholders. However, the dividend payment to these shareholders 
is not an obligation on the part of the company. But whenever a dividend payment 
is contemplated these shareholders have to be paid before paying to the ofdinary 
equity shareholders. Similarly, in case of liquidation of a company the preference 
shareholders get priority over the equity shareholders in repayment of the capital. 
Ordinarily, these shareholders have no voting rights in the company. 

Preference shares are of different types. Some of these types are: redeemable 
preference shares, cumulative preference shares, and convertible preference shares. 
Redeemable preference shares are redeemed as per the terms and conditions 
agreed upon. The dividend on the cumulative preference shares is not paid to the 
holders every year but it is accumulated over the years and paid as per the agreed 
terms and conditions. Cdnvertible preference shares are converted as equity shares 
as per the agreed termland conditions. 

I 

Cumulative Convertible4"Peference Shares are another variety of preference shares 
introduced by G o v e r n ~ n t  in 1985. These shares are meant for raising funds for 
new projects, expansion and diversification of existing projects. These shares carry 
10% dividend and convertible in 3 to 5 years time into equity shares. However, 
these shares have not become popular. 





Financing Tlhrough Equity 3) Write a short notes on the Venture Capital Funds. 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

25.9 LET US SUM UP 

From the above discussion, you are made familiar with various sources of financing 
through Equity. In this unit, you have learnt about balance sheet and flow of funds, 
capital structure, various kinds of shares and venture capital. In unit 26, you will be 
familiarised with the various sources of financing through Debt. 

There exists a relatively new source of funding assets of a company, which is 
neither a source of debt nor a source of equity financing. This is known as Lease 
Financing. This is an arrangement between two parties; one who owns a particular 
asset and the other who desires to use it for a consideration. The person who owns 
the assets is known i s  "Leaser" and the person who wants to use it is knwon as 
"Lessee". The consideration agreed up between then for using the assets is known 
as "Lease Rentals". To illustrate with an example, if a company needs a building 
for housing its office and does not want to buy a building for this purpose, it can 
hire a suitable building on lease and pay lease rentals. This is a convenient 
arrangement for the company, as it need not struggle for raising the required funds 
for purchasing building. This method of acquiring assets reduces the pressure of 
raising the funds on the company. 

25.10 KEY WORDS 0 

Long-term Loan : The loans raised for the purchase of fixed assets 
like land and building, plant and machinery, etc. are 
called long-term capital loans or capital asset loans. 

Revised Capital : Another name for equity share capital; which is 
value of assets after all the debts and other charges 
have been paid or provided for. 

Short-term Loan : Bank loans approved for day-to-day business 
operations are called working capital loans or short- 
term loans. 
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UNIT 26 FINANCING THROUGH DEBT 
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26.0 OBJECTIVES 
\ 

After rcading this unit, you should be able to: 

undcrstand the different types of debt instruments; 

diffcrentiatc bctween debt and equity capitals; and 

apprcciate nlcrits and dcnierits of various debt instruments. 

26.1 INTRODUCTION 

As discusscd i11 unit 25, dcbt plays a very important role in financing the industries. 
This is a very -portant source for many companies, which are not capable of 
raising funds for a varicty of rcasofis. Debt funds broadly include debentures, loans 
fro111 conu71crcial banks, Developniental Financial Institutions (DFIs), Public Deposits, 
aiid Trade Creditors. Dcbentures, and some of the loans from Conlmercial Banks, 
and the Loans from DFIs are mostly long term in nature and these funds are used 
for long-teriii purposes. Trade Credits and certain provisions are used for short- 
term purposes. Generally, debt is considered to be a cheaper source of financing 
for a company. This is because debt always carries a fixed and pre-determined 
rate of intcrest, which the company has to pay to the debt instrument holders. Debt 
financing option is convenient to both the company and the people who invest in 
dcbt instrumelits. This is because both the company and the lender know, how 
much the company would be paying for using the money borrowed pnd the lender 
would know how much he receives from the company in return for lending the 
money to the company. Let us now analyse the debt insfruments in detail. 

26.2 DEBENTURES 

A dcbcnture is a bond of a Co~poration, and the debenture holder becomes a 
general creditor of the firm in the cvent of company's liquidation. Therefore, for 
these debenture lioldcrs the earning power of the firm is thcir primary security. 



I : i ~ ~ i l n c i ~ ~ g  uf Industry Although, these arc son~etin~es unsecured, debenture holders are afforded some 
protecti0n.b~ the restrictions imposed in the bond indenture. As the debenture 
holders must look to the general credit worthiness of the borrower to meet principal 
and interest payments, typically only well established and credit worthy companies 
are able to issue debentures. According to Companies Act, 1956 debentures include 
debenture stock, bonds and any other securities of company, whether constituting 
a charge on the assets of the company or not. The private sector companies 
generally issue debentures as a long-term promissory note for raising loan capital. 
The company promises to pay interest and principal as stipulated. Bond is an 
attractive form of debenture issued by the public sector companies and financial 
institutions in India. 

Debenture is given in the form of certificate of indebtedness of the company by 
specifying the date of redemption and interest rate. The rate of interest is fixed at 
the time of issue itself, which is known as Contractual or Coupon Rate of Interest. 
Interest is paid as a percentage of the par value of the debenture and may be paid 
annually, semi-annually or quarterly. The Company has the legal binding to pay the 
interest. The company does the redemption through a creation of sinking fund 
(explained further in sub-sections 26.2.4 and 26.2.5) and it eliminates the risk of 
facing financial difficulty at the time of redemption. 

26.2.1 Debentures Vs. Share Capital 

Debentures do not form part of the capital of a company. Debenture holders are 
the creditors of the company. The following are the distinguishing features of 
debentures and shares: 

Debenture holders are the creditors of the company while shareholders are the 
owners of the company. 

Interest on debentures must be paid irrespective of the fact whether the company 
has made any profit or not, while dividend may be paid to the shareholders only 
whcn the company has made any profit. 

Debentures are redeemable according to the temls of their issue while shares 
are never redeemable, except redeemable preference shares. 

Money received by the issue of debentures is a loan, while the issue of shares 
is a capital to the company. 

In the event of liquidation of a company, debentures have got a prior claim over 
the shareholders in repayment of the money. 

Holders of the debentures issued after 01-04-1956 have no voting right, while 
a shareholder has right of voting. 

26.2.2 Kinds of Debentures 

Debentures may be of the following kinds 

Bearer Debentures: Bearer debentures are similar to negotiable instruments and 
these are transferable by delivery. The interest on bearer debentures is paid by 
means of attached coupons. On maturity, the principal sum is paid to the bearers. 

Registered Debentures: These are payable to the registered holders i.e., persons 
whose names appear in the Register of debenture holders. Such debentures are 
transferable in the same way as shares. 

I8 



Financing Tl~ruugh Debt Perpetual or Irredeemable Debentures: A debenture which contains no clause 
as to payment or which contains a clause that it shall not be paid back is called a 
pcrpetual or irredeemable debenture. These debentures are redeemable only on the 
llappcning of a contingency or on the liquidation of the company. 

Redeemable Debentures: These debentures are issued for a specified period of 
timc. On thc expiry of spccificd timc the company has the right to pay back the 
debenture holders and have its properties released from the mortgage or charge. 

Debentures Issued as Collateral Security for a Loan: The term collateral 
sccurity is a security, which can be realised by the party holding it in the event of 
tllc loan bcing not paid at the proper time or according to the agreement of the 
partics. At times, thc lenders of money are given debentures as a collateral security 
for loan. In case the loan is repaid, the debentures issued as collateral security are 
automatically rcdccmed. 

Naked Debentures: Normally debentures are secured by a mortgage or a charge 
on the con~pany's asscts. However, these may also be issued without any charge 
on the asscts of thc company, which are called naked debentures. They are mere 
acknowledgement of a debt due from the company, creating no rights beyond those 
of unsecured creditors. 

Secured Debentures: When any specified property of the company is offered as 
securlty to thc debcnture holders and such debentures are referrcd as secured 

Convertible Debentures (CDs): A company can also issue CDs in which case 
an opllon is givcn to the dcbcnturc holders to convert them into equity or preference 
shares at stated ratcs of cxchange, after certain period. These may be fully or 
partly convertible. In case of fully convertible debentures, the entire face value is 
co~ivcrted into sharcs at the expiry of specified period. In case of partly convertible 
debentures only thc convertible portion is converted into shares at the end of the 
specified pcriod and non-convcrtible portion is redeemed at the end of certain 
specified period. Non-convertible debentures do not confer any option on the holder 
to convcrt the debentures into shares and are redeemed at the expiry of specified 
pcriod. l'hc Partly Convertible Debentures (PCDs) offers more flexibility to both 
co~npanics and investors. It has been claimed to be better than fully convertible - 
Valuatio~l of Convertibles: Convertible debentures are exchangeable into ordinary 
shares at the option of the holdcr. The following terms are used in cofinection with 
conveltiblc. i 

Conversion Price: Specific price at which debentures may be converted into 

a Corlversion Ratio: The specific number of shares for which each debenture 
may be converted. 

a Conversion Premium: The conversion price is fixed at a figure above the 
niarket pricc of the sharcs at the time of issuing the debentures. It indicates the 
anlou~lt by which the current share price at the time of the issue of the I 

co~ivertiblc dcbcntures would have to rise to reach the conversion price. 

a Conversion Value: Thc conversion value of a stock is obtained by multiplying 
thc coi~vcrsion ratio by current share price. 19 



26.2.3 Advantages and Limitations of Debentures 

Raising of finance through issue of deb:ntures and bonds is one of the major 
sources of finance for a company. The aovantages of this form of finance is as 
follows: 

Trading on equity i.e., fixed cost of capital, helps increase in profits available for 
equity shareholders is one of the major objc ctives of raising finance by issue of 
debentures. In other words, if the company is earning more than cost of debt, the 
excess generated over and above the cost of dc 5t would ultimately goes to equity 
shareholders only. 

The company can adjust its gearing i.e., deb .equity ratio according to its 
financial plans just by redemption of debentures \r raising of finance, which is 
not possible with the equity capital. 

The interest payable to the debenture holders is a  large on profit and hence 
tax liability on the levered companies is reduced. 

At the time of winding-up, the debenture holders are &'aced before the equity 
shareholder for payments. 

Dcbentures are generally, secured on the assets of the onlpany and hencc 
carry lesser risk. 

The following are the lirnitatiorls in raising finance by issue of ,lebenturcs: 

It is a legal obligation on the part of the company to pay interest md repayillcnt 
of principal on scheduled dates. Any failure to meet these ob igations may 
paralyse the company's opcrations. 

Financing through debentures is associated with financial risk of the t m, which 
increases the cost of equity capital. 

Debentures usually have a fixed maturity date. Because of this rede,nption 
Fund must be made for their repayment. 

There is a limit to the extent to which Funds can bc raised through debentures. 

26.2.4 Methods of Redemption of Debentures 

A company ma? issw redeemable as well as irredeemable debentures. But debentures 
issucd by companies are usually redeemable debcnturcs. There are two important 
ways of redecming the debentures: 

a) Redemption of Debentures on a fixed date: In this method, payment to the 
debenture holders is made at the expiry of the stated period. A sinking fund is 
crcatcd by debiting the profit and loss appropriation account'. The amount so 
credited in the sinking fund account is invested in the gilt-edged securities, and 
they are sold at the date of redemption of debentures. 

b) Redemption of Debentures by periodical drawings: In this method, payment 
is made ycar after ycar of a ccrtain portion of the total debentures by drawings. 
As such, the revenue account is debited with the annual drawings and the 
'Redemption fund account' is credited. 

26.2.5 Sinking Fund 

'A'sinking fund is a forn~ of specific reserve set aside for the redemption of a long- 



Financing 'Through Debt term debt. The main purpose of creating a sinking fund is to have a certain sum 
of money accumulated for a future date by setting aside a certain sum of money 
every year. 

Whatever the object or the method of creating such a reserve may be, every year 
a certain sum of money is invested in such a way that with compound interest, the 
exact amount to wipe-off the liability or replace the wasting asset or to meet the 
loss, will be available. 

Check Yout Progress 1 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 
~ ~ 

....................................................................................................................... 

....................................................................................................................... 

2) Discuss the various kinds of Debentures. 

....................................................................................................................... 

......................................................................................................... c<- ..am...... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

3) How a Debenture is redeemed? What are the different methods of redemption? 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

26.3 PUBLIC DEPOSIT 

Public deposits are also known as fixed deposits. These have become attractive 
for companies as well as investors. For companies, public deposits are very easy 
and convenient source of mobilising funds, as they do not need to mortgage their 
assets. Public deposits provide a simple avenue for investment in good and reputed 
companies at a better rate of interest. One of the weaknesses of public deposits- 
is uncertainty about the payment of interest and the repayment of principle, as these 
are unsecured. Therefore, it.is'very important to see the cre'dit rating of .  these 
deposits before investing in them. Credit rating is a, rating process, by independent 
bodies like CRISIL, CARE, ICRA, etc., of deciding whether a public deposits 
scheme offered by a company is safe and whether the company offering these 
schemes shall be able to pay interest and principal wherever they are due. Rating 



Financing of Industry of a scheme below a particular rating symbol is unsafe and investors should be 
careful in investing in that company. 

26.4 VARIOUS DEBT INSTRUMENTS 

There are various long-term and short-term instruments of debt. These instruments 
can be discussed below. 

26.4.1 Long-term Loans from DFIs and Commercial Banks 

All the DFIs and many commercial banks lend the corporate for purchasing fixed 
assets like land and buildings, machinery, etc. They offer these loans under various 
schemes and these loans are payable over a long period like 10 Years or so. 
Unit 27 deals with these institutions and their various schemes in details. 

26.4.2 Short-term Loans 

Loans approved for day-to-day business operations are called working capital loans 
or short-term loans. Short-term loans include trade credit and bank finance. 

a) Trade Credit 

This is the most ,common source of short -term financing. Trade credit is the credit 
extended by sellers to buyers (the corporate) while making purchases for production. 
When a company buys goods required on credit and clears those dues after the sale 
role of the finished product, this becomes a resource of finance. This is because 
the company does not need money to pay for the purchases immediately. 

b) Bank Finance 

The banks meet most of the working capital requirements of the corporate. For 
this purpose banks may accept inventories as security against these loans. 

26.5 NEW DEBT INSTRUMENTS 

In the fast changing financial scenario, it has become imperative for the corporate 
sector to device new debt instruments for raising funds from the debt market. Some 
of these new debt instruments are: 

Zero Interest Bond (ZIB): These are soldat discount from their eventual maturity 
value and have zero interest rates. The difference between the face value of the 
certificate and the acquisition cost of the certificate is the gain to the investors. The 
investors are not entitled to any inerest and only repayment of principal sum on the 
maturity date. The individual investors prefer ZIB because of lower investment 
cost. This is also a means of tax planning because the bonds do not carry any 
interest, which is otherwise taxable. Companies also find ZIB quite attractive because 
there is no immediate interest commitment. On maturity, the bonds cai be converted 
into equity shares or non-convertible debentures depending on the cispital requirements 
of a company. 

Equity Warrants with NCDs: Equity Warrant is a piece of paper attached to a 
non-convertible debenture, which gives the buyer or holder right to apply for and 
acquire an equity share at a future date. 

a) The benefits for the corporate sector in case of equity warrants include the 
following: 



Financing Through Debt a The cqu~ty warrant increases the niarketabilhy of debcntures and rcduces the 
nccd for tlie efforts of brokers by way of private placenicnt. 

a The opportunity of receiving equity shares at a future date is a great attraction 
for investors. 

a Lesscr depcndcnce on financial institutions and mutual funds for subscribing 
to the equity capital. 

a Provides an cffcctive tool for long-tern~ planning of capital structure to 
niinimise thc cost of capital. 

b) Benefits for investors: 

a Assured rate of interest over life on non-convertible debentures. 

a Thcrc is no extra cost of equity warrant but it has high price, depending on the 
financial performance of the company. 

Whcn thc niarkct is dampening the response to the new issues, equity warrants can 
be added attraction for investors to apply for the issues, offering equity warrants 
with their securities. 

Secured Premium Notes (SPNs): The SPNs are tradable instruments with 
dctachablc warrant against which the holder gets equity shares after a fixed period 
of tinic. The SPNs have features of medium to long-tcrm notes. With each SPN, 
a warrant may bc attached to it, which will give the holder the right to apply for 
and get allotment of equity shares. 

Deep Discount Bond (DDBs): The IDBI for the first time issued Deep Discount 
Bonds (DDBs). For a deep discount price of Rs.2,700 an investor gets a bond with 
a face value of Rs. 1 lakh. The DDB appreciates to its face value over the maturity 
period of 25 ycars. The unique advantage of DDB is the elimination of investment 
risk. It allows an invcstor to lock-in the yield 30 maturity or keep on withdrawing 
from tlic schcme periodically after five years by returning the certificate. The main 
advantage of DDB is that thc difference between the sale price and original cost 
of acquisition will be treated as capital gain. The DDB is safe, solid and liquid 

Zero Coupon Convertible Note: It is an instrument, which can be converted into 
common stock of thc issuer. If the investor chooses to convert, they will be 
rcquircd to forego all accrued and unpaid interest. This allows the issuer to obtain 
tlic advantagcs of Convcrtible debt without too much dilution of common stock. 
Likc any othcr zcro coupon bond, the issuer gets a tax deduction for imputed 
intcrest, evcn though no cash is paid until maturity. The priccs of zero coupon 
bonds arc much more sensitive to changing interest rates than coupon bonds. If 
thc proposal docs not secni to be advantageous to convert, the investor will be left 
with a rclativcly low yield to maturity. 

Debt for Equity Swap: This instrument is an offer from an issuer of debt to its 
dcbt holtlcrs to cxchangc the dcbt for the conlmon stock. The issuer who offers 
dcbt for equity swaps does so with a view to increasing equity capital for the 
pulposcs of inlproving its dcbt-equity ratio and also enhance3 its debt taising capacity. 
It also helps issucrs to reduce their intcrest expenses and enables them to replace 
it with dividends on stock that are payable at their discretion. 

Callable Bond: It is a bond issued with a right to call in and pay off at a price 
stipulatcd in thc bond contract. Thc main advantage in callable bond is that thc 
issucrs liavc ail incentive to call their existing bbnds if the current interest rate in 
tlie markct is sufficiently lower than the bond's coupon rate. Usually the issuer 
cannot call thc bond for a certain pcriod aftci issue. 



I : i~la~~cing of' Industry Option Tender Bond: The opti6n tender bond is a bond with put option, which 
gives the bondholders the right to sell back their bonds to the issuers. Issuers with 
puts are aimed both at investors who are pessimistic about the ability of interest 
rates to decline over the long-term and at those who simply prefer to take a 
cautious approach to their bond buying. 

Guaranteed Debentures: Some businesses are able to raise long-term money 
because their debts are guarantccd, usually by their parent companies. In some 
instances, the govcrnmcnts guarantce the bonds issued by their undertakings and _ 

corporations like Electricity Supply Board, Irrigation Corporation, etc. 

Subordinated Debentures: It is an unsecurcd dcbt, which is junior to all other 
dcbts. This type of dcbt will have a higher interest rate than senior dcbt and will 
frequently have rights of convcrsion into ordinary shares. Subordinated dcbt is 
often called Mezzanine finance bccausc it ranks between equity and debt. 

Floating Rate Bonds: The intcrest paid to thc floating rate bondholder's changes 
pcriodically depending on the rnarkct rate of intcrest payable on the gilt-edged 
securities. These bonds are also callcd adjustable interest bonds. 

Junk Bonds: Junk bonds are high yield sccurity, which are used as a source of 
finance in takcovcrs and leveragcd buyouts. Firnls with low credit ratings are willing 
to pay 3 to 5 pcr cent more than the high-grade corporate debt to compensate for 
the greatcr risk. 

- 
Indexed Bonds: Fixed income and fixed sunl rcpaynlents are unecoiiomic in times 
of rapid inflation. Indexed bond is a financial instrument which retains the sccurity 
and fixed income of the debcnturc but which also provides some safeguard against 
inflation. 

Inflation Adjusted Bonds (IABs): IABs are promise to repay both the principal 
and the interest, by floating both these amounts upwards or downwaftis in line with 
the movements in the value of the specified index of conln~odity prices. 

Coupon Stripping: The major n~echanisn~ in coupon stripping is that it requires 
scparation of the principal part and interest part of an ordinary bond, and selling 
them scparately to the investors. 

In the initial stagcs, the issuance of a bond will be similar to that of any other bond 
issucd eithcr by the government or corporation. Later, dcpending on the requirements 
of the primary investor, he can strip the bond into principal and interest parts and 
sell thcm in thc rnarkct again. 

26.6 INTEREST RATES 

Thc interest rate is an important consideration for a modern finance manager in 
taking investment and financc decisions. Interest rate is the measure of cost of 
capital. Interest rates arc taken as a guide in making invcstmen~ts into shares, 
debentures, deposits, real estates, loan lcnding, etc. The interest rates differ in 
different market segmentsiue to the following reasons: 

Risk: The borrowers carrying high risk will pay higher rates of interest than the 
borrowcrs with less risk. 

Size of Loan: The higher amount of deposits carries higher interest than sniall 



Type of Financial Assets:. Different types of financial assets attract different Financing Through Debt 

types of interests. For example, deposit in a public sector bank carries an 
interest rate of less than 10 per cent, but a deposit in a private sector company 
may attract an interest rate of more than 10 per cent. 

International Interest Rates: The rate of interest may vary from country to 
country due to differing rates of inflation, government policies and regulations, 
fortign exchange rates, etc. , 

International interest Rates: The rate of interest may vary from country to 
country due to differing rates of inflation, government policies and regulations, 
foreign exchange rates, etc. 

26.6.1 Nominal and Real Rates of Interest - 

Nomlal Rates of Interest are the actual rates of interest paid. 

Real rates of interest are the rates of interest adjusted for the inflation. The Real 
interest rate is, therefore, a measure of the increase in the real wealth, expressed 
in ternis of buying power of the investor or lender. 

Check Your Progress 2 

1 )  Write a note on the various new Debt Instruments. 

....................................................................................................................... 

........................................................................................................................ 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

2) Why interest rates are important for modem finance manager? 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

26.7 LET US SUM UP 

These are many other sources of long-terns debt like global depository,receipts, 
euro bonds, foreign direct investment, etc. Bill discounting, commercial papers, and 
factoring are some of the sources of short-term finance. 

Firms use a mix of different fomls of capital and different kinds of instrumelits 
under each source of capital. Firms choo$e their capital structure by taking into 
account several factors that have a bearing on the choice of capital mix. Some of 
these issues are tax management of the firm, situation in the capital market, attitude 



Financing of Industry and policies of the financial institutions, Government Policies, etc., Each and every 
company has to develop its capiyl structure depending upon their specific needs 
and conditions. There is no readymade or set capital structure which is suitable for 
all the companies. 

26.8 KEY WORDS 

Credit Rating : Credit rating is a rating process, by independent 
bodies like CRISIL, CARE, ICRA, etc. of deciding 
whether a public deposits scheme offered by a 
company is safe and whether the company offering 
these schemes shall be able to pay interest and 
principal wherever they are due. 
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26.10 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

1 

Check Your Progress 1 

1) See Sub-section 26.2.1 

2) See Sub-section 26.2.2 

3) See Sub-section 26.2.4 

Check Your Progress 2 

1) See Section 26.5 

2) See Section 26.6 
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27.0 OBJECTIVES 

After rcading this unit, you will be able to: 

a learn the broad structure of Industrial Financial Institutions in India; 

a appreciatc the role, jurisdiction and mandate of each of the Financial Institutions; 

a understand various schemes, instruments and types of finance these institutions 
provide for industries. 

27.1 INTRODUCTION 

ln the last two units we have discussed the various types of sources of finance for 
business and industry. In this unit, we shall be discussing the various institutions / 
organisations, which provide these finances. These organisations could be broadly 
dividcd into: Developmental Financial Institutions, Banks, and Other Financial 
Institutions. The Figure-27.1 presented below gives a broad structure of the major 
F~nancial Institutions in India. 

As can be seen from the Figure-27.1, all the financial Institutions can be broadly 
dividcd into Developn~ental Financial Institutions (DFIs), Banks, and Other Financial 
institutions (FIs). Under DFIs we included IDBI, IFCI, ICICI, IIBI, EXIM Bank, 
SIDBI, SFCs and SIDCs. All these institutions provide primarily developmental 
finance or project Finance or long-term finance. The mandate of these institutions 
is to promote industrial developinent in the country. Banks are primarily established 
for nlobilising savings from the general public. A major part of the funds so mobilised 
arc invcsted in the industrics by way of short-term loans. The structure of the 27 



Financi~ig of Industry 
Structure of Financial Institutions 

Other Financial 
Institutions 

IDBI ICICI IIBI EXIM SIDBI SFCs SIDCs 

Figure 27.1: Structure of Financial Institutions 

Banking Scctor in detail is presented in a separate figure in the later part of this 
unit. LIC and GIC are also cstablished to provide social security to the people. In 
this process they also generate huge funds and these organisations also invest these 
funds in industries in various forms. UTI was established on the pattern of mutual 
funds and it also raises huge funds and invests them in Industries. 

Some of the institutions, which are presented in Figure-27.1, provide primarily short- 
term finance and some provide primarily long-term finance. Most of these 
organisatiods are national level organisations and some are at the State level. 
Further many of these organisations provide financial assistance to large and medium 
organisations and some are providing assistance to small-scalc enterprises. Exact 
nature of financing of each of these organisations is discussed later in this unit. To 
provide some idea of the scale of operation of these FIs, Table-27.1 below gives 
the data on the financial assistance sanctioned and distributed by the various financial 
institutions during the years 1999-200 1. 

Table 27.1: Assistance Sanctioned and Disbursed by All-India Financial Institutions 

Institutions April-December April-March 

2000 2001 1999-00 2000-01 

1 2 3 4 5 

Sarzctioris 

All-India Development Banks 71,356.9 50,643.6 81,815.8 97,032.2 

1. IDBI 19,104.9 14,797.6 25,786.5 28,163.1 

2. IFCI 949.2 283.9 2,080.0 1,858.5 

3. ICICI 44,908.5 29,815.5 43,522.8 56,092.0 

4. SIDBI 4,938.3 4,911.2 8,088.4 8,972.7 

5. IIBI 1,456.0 835.4 2,338.1 1,945.9 

Specialised Financial Institutions 253.6 1 14.5 246.4 339.3 



Industrial Financial 
6 .  IVCF * 1.8 2.0 8.1 3.8 Institution 

7. ICICI VENTURE * * 172.7 36.3 155.9 229.9 

8. TFCI 79.1 76.2 82.4 105.6 
Investment Institutions 12,627.2 6,476.9 15,812.2 17,899.9 
9. LIC 6,380.5 4,815.5 6,825.5 10,867.2 

10 UTI 5,479.7 733.8 6,845.0 5,972.3 

11. GIC @ 767.0 927.6 2,141.7 1,060.4 

Total 84,237.7 57,235.0 97,874.41,15,271.4 

Disbrrrsertzerzts 

All-India Development Banks 40,585.8 33,323.0 51,986.6 57,768.4 

1. IDBI 11,716.3 9,075.0 16,036.5 16,936.6 

2. IFCI 1,640.3 437.4 3,272.1 2,120.9 

3. ICICI *- 23,405.1 20,397.6 25,835.7 31,964.6 

4. SIDBI 2,813.4 2,701.9 5,402.7 5,190.4 

5. IIBI 1,010.7 711.1 1,439.6 1,555.9 

Specislised Financial Institutions 216.1 121.8 259.8 253.6 

6. IVCF * 2.3 3.1 11.9 3.3 

7. ICICI VENTURE * * 165.5 45.8 136.2 189.6 

8. TFCI 48.3 72.9 111.7 60.7 

Investment Institutians 9,084.8 8,000.0 12,764.0 12,693.5 

9. LIC 4,992.9 6,093.4 5,634.3 7,095.0 

10. UTI 3,294.7 928.6 5,162.1 4,599.9 

11. GIC @ 797.2 978.0 , 1,967.6 998.6 

49,886.7 41,444.8 65,010.4 70,715.5 

* : IVCF (erstwhile RCTC). 
** : TDICI Ltd. has beell renailled as 'ICICI Venture Funds Management Company 
Limited' with effect from October 8, 1998. 
@ : GIC and its subsidiaries. 
Notc : Data are provisional. Monthly data are not adjusted for inter-institutional flows. 
Sour-ce: RBI Bulletin, March 2002 

Tablc-27.1 above presents a broad view of Trends and extent of financing by all 
thc financial institutions, which provide industrial finance. 

27.2 DEVELOPMENTAL FINANCIAL INSTITUTIONS 

Of thc eight DFIs discussed in this section IDBI, IFCI, ICICI and IIBI provide 
financial assistance for long and medium-term basis to all types of industries. EXIM 
Brink provides financial assistance mainly to export and import business and units 
related to this. SIDBI was promoted mainly for promotion of small-scale sector. 
SFCs and SIDCs are State level industrial development institutions promoted to 
meet the requirements in the State level. 

27.2.1 Industrial Development Bank of India (IDBI) 

Thc IDBI was established in 1964 by an Act of Parliament. Like any other 
Dcvclopi~~cntal Financial Institution, IDBI also provides term finance for the 25 



Financing ol' Industry formation of fixed assets to the Industry. In addition to this IDBI was also 
entrusted with the additional rcsponsibility of acting as the principal jnancial 
institution for coordinating the activities of the other developmental financial 
institutions. In 1994 IDBI Act was amended to permit public ownership in it. Some 
of the products and services offered by IDBI are as follows: 

Equipment Finance 

Asset Credit 

Working Capital Loan 

Corporate Loan 

Film Financing 

Direct Discounting 

Equipment Lease 

~ Venture Capital Fund 

Technology up gradation Fund Scheme 

Refinance 

Project Finance 

Bills Rediscounting 
I 

Rehabilitation Finance 

Forex Services 

Debenture Trusteeship 

Merchant Banking . 

The total assistance sanctioned and disbursed by IDBI in the year 2000-01 was 
Rs. 2, 87, 11 1 million and 1,74,983 million respectively. IDBI has a total outstanding 
debt of Rs 5,64,193 million as at March 31, 2001. The share of infrastructure was 
the highest in the total sanctions in the year 1999-2000. This is followed by textiles 
and chemicals. The IDBI's assistance to new projects in the year 1999-2000 was 
Rs. 115673.2, which is about 44% of the total assistance in the year 1999-2000. 

27.2.2 Industrial Finance Corporation of India Ltd. (IFCI) 

IFCI Ltd. was established on 1'' of July 1948 as a statutory Corporation, to pioneer 
institutional credit to medium and large industries. This has been converted into a 
Public limited company in the year 1993. IFCI was the India's First Development 
Financial Institution. Like any public limited company, IFCI is also managed by 
Board of Directors. The activities, which are undertaken by IFCI, can be broadly 
classified into: 

a) Project Financing 

b) Financial Services 

c) Comprehensive corporate advisory schemes 
30 



Industrial Financial 
Institution 

(Rs. millions) 

2000-200 1 1999-2000 Cumulative 
(April-March) (April-March) 1948-2001 

(July 1948 to 
March 2001) 

Sanctions Disbursements Sanctions Disbursements Sanctions Disbursements 
, 

Rupee Loans 12,072.7 10,880.0 14,862.0 19,552.0 287,621.1 272,303.6 

Foreign Currency 1,457.3 1,386.3 - 2,568.05 8,543.0 57,166.9 
Loans 

UndenvritinglDirect 
Subscriptions 3,899.1 3,532.4 4,732.2 4,077.3 39,412.3 35,915.4 

Guarantees 1,155.5 4,818.0 1,206.0 5,257.5 36,997.8 35,732.1 

Equipment Leasing - 592.8 - 1,266.1 11,554.1 10,180.4 

TOTAL 18,584.6 21,209.5 20,800.2 32,720.9 434,128.3 411,298.4 



Financing of Industry already obtained. The merged entity will be second only to the State-run State Bank 
of India in terms of its aSsets. 

27.2.4 Industrial Investment Bank of India Ltd. (IIBI) 

Industrial Investment Bank of India Ltd (IIBI) was set up as a company under the 
Companies Act, 1956, in March 1997. It came into being by converting the erstwhile 
Industrial Reconstruction Bank of India. IIBI is a company, which is fully owned 
by the Government of India. As on 3 1.3.2000, the paid up capital of IIBI was Rs 
467.28 crores, out of which Rs 72.75 crores was equity and the remaining was 
preference. Some of major functions of IIBI are: 

a) Providing financial assistance in the form of short, medium, and long-term loans, 
demand loans, working capital facilities, equity participation, assets credit, equipment 
finance. 

b) Investing in capital market instruments like shares, debentures, bonds and also 
money market instruments. 

c) Underwriting and extending guarantees 

d) Providing leasing and hire purchase finance 

e) Providing consultancy and merchant banking services. 

IIBI provides financial assistance to newlgross root projects, existing companies for 
expansion, modernisation and diversification. 

27.2.5 EXIM Bank 

Export Import Bank of India (Exim Bank) was set up in the year 198 1 by an Act 
of Parliament for the purpose of financing, facilitating and promoting Foreign Trade 
in India. It also coordinates the working.of the institutions engaged in financing 
exports and imports in India. Its head quarters is at Bombay and the Bank has a 
network of 13 offices in India and Overseas. 

The Bank's operations can be broadly classified as: 

a) Providing Export Credits, 

b) Creating Export Capability, 

c)  Export Services, and 

d) Research & Development 

Of these activities a) & b) categories are more directly related to financing of 
Projects. The Bank provides loans on a deferred payment terms for exports of 
Indian machinery, manufactured goods, consultancy and technology services. It also 
provides assistance by way of extending lines of credidbuyers credits to overseas ' 
agencies like Governments, Central Barrks, Commercial Banks, etc. for financing 
export of goods and services from India. 

The Bank also provides competitive finances at various stages of the export cycle 
covering: Export Production, Export Product Development, Import of Technology, 
Investment Abroad, Post- shipment, Pre-shipment and Export Marketing. 

The Bank also seeks to co-finance projects with global and regional development 
32 



Indust rial Financial 
Institution 

agencies to assist Indian cxports in thcir efforts to participate in such overseas 

The Bank is ii~volvcd in the promotion of two-way techllology transfer through the 
outward flow of invcstmcnt in Indian joint vcntures ovcrscas and forcign direct 
investment flow into India. Exim Bank also is a partner institution with European 
Union and operates for facilitating pronlotioli of joint ventures in India through 
tcclinicnl and fil~ancial collaboration with medium sized firms of the European 

27.2.6 Small Industries Development Bank of India (SIDBI) 

SIDBI was established on April 2, 1990 in order to promote, finance and develop 
thc industrics in the small-scalc sector. It also coordinates the functions of other 
institutions'engagcd in similar activitics. Thc business domain of SIDBI consists of 

SlDRl finances SSIs through its direct financing n~cchanism and through indirect 
assistaricc n~cchanism. Somc of the products and scrvices offered by SIDBI are: 

Dircct Finance Schemes 

Rills Finance Schcn~es 

Kcfinancc Schcmcs 

lntcrnal Finance Schemes 

Marketing Financc & Developn~ent Schcnies 

SIDBI Foundation for Micro Credit 

Promotional & Development Activities 

Fixcd Dcposit Schcmcs 

27.2.7 State Fiiiance Corporations (SFCs) 

clevelopment banks. Thcsc Corporations are playing a crucial role in thc development 
of s~ilall and mcdiuni cntcrpriscs in the respcctive Statcs. Thcrc are 18 SFCs in the 
country and most of thcse arc sct up under thc SFCs Act, 1951. 

.The main objcctivcs of pronioting thcsc cntcrpriscs arc for achieving balanced 

SFCs providc financial assistance by way of term-loans, direct subscription to 
equity debcniurc, guarantees, discounting of bills of exchange and seedJspecial . 
capital. The SFCs also opcratc a nunlber of rcfiliance scheliics and equity assistance 
schemcs on IDBIISIDBI's bchalf. SFCs also providc assistance to newer types of 
business like floriculture, tissue culture, poultry fanming, commercial complexes and 

The Tablc 27.3 below shows us the purposc wise assistance sanctiorled during thc 
years 1997-2000 and the cumulative assistance sanctioned by all the SFCs up to 
March 2000. 

3 3 



Financing o f  Industry Table 27.3: Purvose-wise Assistance Sanctioned bv all SFCs 

Purpose 1997-98 1998-99 1999-2000 Cumulative 
Up to end 

March 2000 

New 18408.0 13460.0 16111.4 235592.3 

Expansion/diversification 39 15.0 2735.2 2813.9 61935.9 

Modernisationt 

Balancing equipment 185.0 238.9 244.2 3283.6 

Rehabilitation 108.0 41.6 23.4 1 743.2 

Others 3645.0 2166.1 2842.0 20727.1 

T6tal 26261.0 18641.8 22034.9 323282.1 

Source : IDBI Report on Development Banking in India, 2000-01 

27.2.8 State Industrial Development Corporations (SIDCs) 
I 

These are 28 SIDCs in India. SIDCs are established under the Companies Act, 
1956, as wholly owned undertakings of State Governments for prolnotion and 
development of medium and large industries in their respective States. Some of 
these Corporations are also functioning as SFCs. These Corporations also act as 1 

to sharesldebentures, guarantees inter-corporate deposits. These Corporations also 
oper; letters of credit on behalf of their borrowers. SIDCs are also involved in 
setting up of medium and large industrial projects in the joint sector in collaboration 

2,07,940 million. During year 1999-2000 itself SIDCs have sanctioned Rs 16,482 
million as assistance to various industries. 

Check Your Progress 1 

1) EXIM Bank provides financial interest for 

a) Export Business 

b) Rehabilitation 

c) Small-scale Sector 

....................................................................................................................... 
2) Which one of the following Financial Institution has a rehabilitation scheme 

a) IDBI 

b) SIDBI 

c) EXIM Bank 

34 d) ICICI 



Industrial Finallrial 
I~trl i tul io~~ 

....................................................................................................................... 

...................................................................................................................... 

27.3 BANKS 

Banks are the most commonly visible and most frequently used financial institutions 
by general public. The primary objective of a Bank is to collect funds from the 
public and to re-deploy them in a profitable way. 

- Banks in India can be broadly divided into two categories: Scheduled Banks and 
Non-Schedulcd Banks. Schedulcd Banks are those banks, which arc listed, in the 
second schedule of thc Reserve Bank of India Act, 1934. These Scheduled Banks 
includc Commercial Banks, Regional Rural Banks, Urban Cooperative Banks and 
State Cooperative Banks. Therc were 100 Commercial Banks, 196 Regional Rural 
Banks, 51 Urban Coopcrative Banks and 16 State Cooperative Banks in India, 
which werc operating as scheduled banks as on 3lS'  March 2001. The Figure-27.2 
prcscnted below gives detailed structure of the banking sector in India. 

Scheduled Banks in India 
I + 

Scheduled Commercial Banks 

Public Sector Private Sector Foreign Banks Regional Rural 
Banks (27) Banks (3 1) in India * (42) Banks (196) 

Scheduled Urban 

Nationalised State Bank of India 
Banks (19) & itsAssociates (8) Old Private New Private 

Banks (23) Banks (8) 

Figure 27.2: Scheduled Banking Structure in India @ (As on March 31, 2001) 

@ As included in the Second Schedule of the Reserve Bank of India Act, 1934 
* The Sakura Bank Ltd. merged with Sumitomo Bank Ltd. in April 2001 
Note: Figurcs in brackets indicate number of banks in each group. 
Sotrrce: RBI Rcport on the trends and progress of Banking in India 

27.3.1 Commercial Banks 

There are 296 Scheduled Commercial Banks (SCBs) in India as on 31" March 
2001. These include State Bank of India and its Subsidiaries, Nationalised Banks, 
Private Sector Banks, Regional Rural Banks and Foreign Banks. There are 65, 340 
branches all over India of these banks, which are involved in the banking operations. 
These banks extend credit to small-scale sector, medium and large-scale industries. 

. These industries include all types like textiles, chemicals, engineering, etc. and are 
sprcad over all the States of India. 



Financing of Industry The following table presents the pattern of Investments in non-SLR securities. Ot 
the investments thesc SCBs made, majority were in the public sector fixcd income 
securities like bonds/debentures/preference shares, etc. This trend can be clearly 
seen from the Table 27.4 

Table 27.4: Scheduled Commercial Banks' Investment in Non-SLR Securities Issued by 
the Non-Financial Commercial Sector 

(Rs. crore) 

Outstanding as on March 27, March 26, March 24, March23, 

1 

1. Conlniercial Paper 

2. Bonds/Debentures/ 
Preference 

Shares Issued by 
a) Public Sector Units 18,767 

(PSUs) 

b) Private Corporate 9,778 

3. Equity Shares * 

Total 

Menlorandttm Item: 

Loans to Corporates against 44 
shares 

P 

* Issued by PSU and private corporate sector. 

Notes: 1. Constituent figures may not add up to totals due to rounding off. 
2. Data are based on special fortnightly returns rcceived from SCBs. 

Sotlrce: RBI Report on trends and progress of banking in India 2000-0 1. 

Further a very significant amounts are deployed in the small, medium, and large 
industrics. Banks are rcquircd to invest in small-scale industries as a requirement 
under thc priority sector Icnding. In addition to this, banks are also investing in 
housing and tourism sectors. 

27.3.2 Universal B a n k s  

Universal Banking is a new concept, which has come to India in late 90's as a 
result of the problems faced by DFIs in the wake of reforms in the Financial Sector. 
These banks peribrm the functions of both DFIs and Conimercial Banks. Some of 
the activities undertaken by these banks are: Iiivestnient Banking, Insurance, Mortgagc 
Financing, Securitisation, etc, in addition to normal commercial bank functions. 

In India universal Banking concept began with the suggestion of the Narasimhani 
Committee I1 Report (1998) that the DFIs have to convert themselves into banks 
or non-bank financial companies, in order to solve their problems. This was furth2 
endorsed by Khan Working Group (1998). Finally the RBI has issued a circular in 
April 200 1, setting out the operational and regulatory aspects oT conversion of DFIs 
into universal banks. This paved the way for UniversalBanking,in India. The ICICI 
a DFI started the process of becoming a Universal Bank by merging with the ICICI . 
Bank. The High Court of Bombay has approved the merger of ICICI Ltd with 
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lClCl Bank Ltd. Some more DFIs like IDBI are likely to conyert themselves on 
the lines of ICICI sooner than later. Some of the reasons for ICICI to convert itself 
into an Universal Bank by merging with ICICI bank are: 

a) The need to access a low cost retail deposit base 

b) To raise capital to write off its bad loans 

. c) To compensate for slowing long-term loan demand from corporations and for big 

d) To reduce the levels of low performing assets. 

e) To boost the profits by exploiting the potential for fee based services. 

27.4 OTHER FINANCIAL INSTITUTIONS 

There are some Financial Institutions like LIC, UTI, GIC, etc which also provide 
industrial finance in a big way along with DFIs. Though their primary objectives are 
not industrial financing, they deploy the funds raised from the public in projects both 
in public and private sector. In this part of the unit, we would be discussing three 
such institutions, namely, LIC, UTI and GIC. 

27.4.1 Life Insurance Corporation of India (LIC) 

Life Insurance business in India was mostly in the private hands till it was nationalized 
in the year 1956 and till the formation of LIC of India. In the year 1955, about 170 

Insurance Business. 

LIC of India came into being on 1'' September 1956. The basic objective of this 
corporation is to encourage public to invest in life insurance in order to minimize risk 
to people and their famllies. In this process the LIC generates huge amounts of 
funds and invests them in socially oriented projects like Public Transport, Power, 
Housing, Water supply, etc. As on 31 st March 1999, 84,49% of LICYs total 
investments were in the public sector 1.84% were in the cooperative sector and 
13. 67% were in the private sector. 

The corporation helps boost the industrial growth in the country. It helps small scale 
and medium industries by granting loans for setting up Cooperative Industrial Estates 
and Industrial Development Corporations. The Corporation also helps State Finance 
~ o r ~ o r a t i o n ~ ,  IDBI, IFCI, ICICI, etc, by subscribing to their bonds and debentures 
issued by these institutions. The Corporation also makes direct investment in the 
corporate sector in the form of long, medium and short-term loans to companies/ 
corporations. Table-27.5 below presents some of the highlights of Investments 
made by LIC over the years. 

Table 27.5: LIC's Investments - Some Highlights 

(Rs. I n  Crore) 

3 7 

Type of Investment Investments Upto 
31.12.57 313.67 31.3.77 31.3.87 31.3. 96 31.3. 97 31.3.98 313.99 

Central Govt. Securities 185 335 981 4675 29395 37330 45876 56185 

State Govt. & Other 70 263 715 1683 7545 8906 10471 12928 
Govt. Guaranteed 
Marketable Securities 

Electricity 61 733 2603 7580 8214 9153 10591 

Industrial Financial 
Institution 



Financing of Industry Housing 121 ' 6 1 8 .  1872 8731 10967 12242 142_07 

Water Supply & Sewerage - 16 203 718 1881 2028 2264 2508 

State Road Transport . - 180 477 540 551 671 
Corporations 

Loans to Industrial 1 9 37 45 45 45 45 
Estates 

Loans to Sugar 2 22 37 37 37 37 37 
Co-operative 

Development 1 1 1 1 1 

Authority-Nagaland 

Roadways 25 25 , 

Power Generation 276 801 
(Private Sector) 

Municipality 4 4 

Corporate Sector: 

Preference Shares N.A N.A N.A N.A 16 15 18 21 

Equity Shares N.A N.A N.A N.A 2114 4740 5851 8315 

Debenture N.A N.A A N.A 5200 7086 9303 11907 

Term Loan N.A N.A N.A N.A 2782 * 3004 * 3309 * 2965 

Short Term Loan N.A N.A N.A N.A 336 457 234 178 

Mid Term Loan N.A N.A N.A N.A - - - - 
Commercial Paper - - - - - - 365 

Total 255 799 3281 11806 68140 83370 99660 121754 

-- 

Note: Items (1 & 2) are shown at Book Value and Items(3 to 12) are Gross 
Investments. 
The book value of socially oriented investments as at 3 1.3.99 is Rs. 88,83 1 crore 
and the book value of total investments including corporate sector and other 
investments is Rs. 1'20,446 crore 
All the above items are shown at Book value. 
* Exclude 175 HDFC loan transferred to Housing. 
Source: Website of LIC . - 

From the above Table 27.5 it can be seen that the LIC has been investing huge 
amounts of funds in both Central and State Government Securities and the 
infrastructure projects. As far as financing of industries is concerned the Corporation 
invests primarily in debentures and equity shares. 

The primary sources of funds of LIC are: 1) premium income and 2) income from 
investments 

27.4.2 Unit Trust of India (UTI) 

Unit Trust of India is the India's largest mutual fund organisation. It has over 41.80 
million investor accounts under 85 schemes. UTI was set up in 1964 by an Act of 
Parliament. UTI was established to encourage and mobilize savings of small investors 
through sale of 'Units' and to channelise these funds into corporate investments. 
UTI has invested its funds in the equity and debt securities of about 19,000 Indian 
companies in the public, private and joint sectors. It also invests in a big way in 
government securities and moncy market instruments. 

38 
The total investible funds of UTI, at the end of June 2000, was Rs. 7,42,910 



Form of 1997-98 1998-99 1999-2000 Cumulative 
Assistance , up to end 

March 2000 

Rupee Loans - - - 1 12536.0 

Direct subscription 
1 ) Equi tylpreference 2283.4 1850.4 10250.5 26098.9 
2) Debentures 42328.6 36537.2 56946.6 87807.1 

Special deposits - 5.0 75.0 8777 1.5 
Clnderwriting 
1 ) Equitylpreference 52.4 305.4 174.4 54660.8 
2) Debentures 50.0 292.8 - 155025.8 

Bridge/slzort-term 1 170.0 915.0 1002.5 * 
Loans 

Grand - total 45884.4 39905.8 68449.0 623900.1 

Industrial Financial 
Institution 

1111Ilions. Of these funds about 90% are invested in the corporate sector in the form 
of cquity, debentures 1 bonds, government securities, deposits & other investments 
with banks and term loans. The Table 27.6 below shows us the component wise 
assistance sanctioned by UTI to the industries. 

Table 27.6: Component-wise Assistance Sanctioned to Corporate Sector 

(Rs. million) 

* Included in special deposits. 
Soul-ce: IDBI Report on Development Banking in India, 2000-01. 

27.4.3 General Insurance Corporation (GIC) 

General Insurance Corporation was formed along with its four erstwhile subsidiaries 
after the nationalisation of the General Insurance sector in the year 1973. The four 
erstwhile subsidiaries of GIC are: 

a) The New India Assurance Con~pany Ltd. 

b) United 1 n b  Insurance Con~pany Ltd. 

c) The Oriental Insurance Company Ltd. 

d) Natioilal Insurance Company Ltd. 

All the above companies offer a number of insurance schemes to cater to the 
diverse and cillcrging needs of various segments of the society .The intention of 
having four subsidiary companies was to have a healthy competition among them, 
to improve the services and to reduce the lethargy of a single Corporation. The 
products available were similar and pricing was mainly controlled by a common 
tariff regime. The geographical area of operation is also same. 

In the month of November 2000, GIC has disassociated itself from the holding 
company status and now the erstwhile subsidiaries have started functioning as 
independent companies and the GIC has became a reinsurer. 

GIC also participates in a big way in financing of industrial projects along with DFIs 
through t m  l o w ,  short-term loans, and direct subscription to shares and debentures 
of new and existing industrial enterprises. Table 27.7 given below prcsents a picture 
of the patters of financing by GIC component wise for the years 1997-98, 1998- 
99 & 1999-2000. 



Financing of' Industry 

Form of Assistance 1997-98 1998-99 1999-2000 

Term loans 867 1.9 7964.3 14107.3 

Direct subscriptions, Firm 
allotments and rights issues 
1) Equitylpreferencek 1406.0 1892.3 3382.0 

2) Debentures 1650.0 3290.3 3927.4 

Total 11727.9 13146.9 21416.7 



Industrial Financial 
Institution 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 
2) Name any two 'Other Financial Institutions' that provide project finance for 

Industrial Development. 

....................................................................................................................... 

........................................................................................................................ 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

....................................................................................................................... 

27.5 LET US SUM UP 

This unit familiarise you to the various Development Financial Institutions, Bank and 
other Financial Institutions like LIC, UTI, GIC. The unit discusses tfie different 
kinds,of schemes, these institutions offers and the kind of activities they undertake. 

27.6 KEY WORDS 

Capital Structure : Capital structure repres6nts the mix of different 
sources of funds. It includes - the proportion of 
long-term loans, the proportion of equity capital and 
the proportion of short-term obligation. In short, 
capital structure means the entire sources part of 
the Balance sheet. 

Development Finance : Finance provided by Financial Institutions primarily 
for development projects on long-term basis. 
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Financing of Industry 27.8 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

Check Your Progress 1 

Check Your Progress 2 

1) See Section 27.3 

2) See Sub-section 27.4.4 
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28.0 OBJECTIVES 

After going'through this Unit you will be able to: 

a understand the meaning and significance of the concept of location of industries; 

a analyse and differentiate between different viewpoints regarding location of 

appreciate why individual industries come to be concentrated at specific locations; 

explain the various factors that influence the entrepreneurial choice of a location; 

expound the dynamics of location. 

28.1 INTRODUCTION 
. ..- 

Industries, like human beings, it appears, have a tendency to concentrate in particular 
~cgions and places. It is not by chance alone that most of the big industries in India 
are located in and around big cities, transport centres and areas rich in mines and 
niinerals. The textile industry, which was first to develop in the organised sector, 
was prc-dominantly located till 1920 in the Mumbai region. Being a place well 



Location and Dispersion connected with sea, rail and road, having cotton growing areas nearby, plentiful.' 
cheap skilled labour, banking and credit facilities, technical and professional services, 
humid climate, vast market and enterprising business communities with financial 
resources and experience, Mumbai attracted textile and many other industries in 
organised sector. Kolkata and Chennai too have had location advantages and, 
therefore, industrialised early. Concentration of sugar industry in U.P. and Bihar in 
early' stages of industrialisation was mainly due to the unique position these states 
enjoyed in cane cultivation. Iron and steel mills came up in Bihar and Bengal 
because of rich deposits of iron ore and coal in these states. Petroleum industry 
started in Assam after first oil well was struck in Digboi in 1890. The recent 
concentration of software industry in Bangalore and Hyderabad is a clearly 
established phenomenon, as has been the flight of industry from different parts of 
the c'ountry and their relocation and rehabilitation in other parts. 

Economists have been at pain to explain this phenomenon. As a result, a number 
of theories, known as the theories of location have beeh developed in the recent 1 
past. 

28.2 THEORIES OF LOCATION 1 
Economists have sought to develop a pure theory of location that should incorporate 
the econonlic foryes determining the location pattern of industrial growth. Such a 
theory should help us in analysing the behaviour of certain industries to locate at 
particular sites and also the type of their behaviour under two sets of dynamic 
forces, viz., (i) growth of the industry and (ii) a change in the environment. 

The subject had aftracted the attention of the classical economists, although they 
made only some brief references to the issue. 

Adain Smith was more interested in the concept of 'division of labour'. While 
discussing the concept of division of labour he referred to 'geographical division of 

J.S. Mill and Alfred Marshall also made brief references to some factors that 
influence location of industry. They, however, did not make any attempt to formulate 
a.ini%ed and coordinated theory of industrial location. Alfred Marshall did present 
the early road signs for the development of such a theory, but he too did not go 
beyond this. His was mainly an empirical analysis rather than a scientific treatment 
of the problem. 

Since then, economists have formulated different comprehensive and unified theories 
of industrial location. These theories can conveniently be divided in three: 

i) Weber's Deductive Theory 

ii) Sargant Florence's Inductive Analysis 

iii) Other Theories of Location 

28.3 WEBER'S DEDUCTIVE THEORY 

Credit goes to a German economist, Alfred Weber, for developing the first scientific 
and comprehensive theory of industrial location. His original work was published in 
the year 1909 in the German language. It got translated into the English language 

. in the year 1929, Since then, this theory has been at the centre of discussion on 
the issue of location. 

Weber adoptkd the deductive method of analysis. Hc analysed the general factors, 



Location of Industries which pull an industry towards different geographical regions and which ultimately 
determine the fundamental framework of industrial orientation. 

28.3.1 Causes Influencing Location 

Weber classified the causes influencing location into two categories: 

1)  Regional Factors, or primary causes of regional distribution of industries 

2) 'Agglomerating' and 'Deglomerating' factors, or Secondary causes 
responsible for redistribution of industry. 

1 )  Regional Factors 

Weber, in an attempt to identify the regional factors that influence location of 

Wcber idcntifies two regional factors: 
, 

i) transportation costs 

Thesc two regional factors create the basic framework of industrial orientation. 

i) Transportation costs are determined by two basic elements: 

a) weight to be transported, and 

b) distance to be covered. 

Each iiidustry will be first drawn to those places, which have the most favourable 
transport relations both with regard to the sources of raw materials and markets. 

Ray  ater rials can be classified in different categories as follows: ' 
Raw Materials 

- .  e 

Ubiquitiel (brick, clay Localised (ion ore, wood, 
and water which are minerals which are (cotton or wool) and other minerals) 

available every where) confined to certain regions) 

Localised raw materials exert a greater influence on the location of an industry than 
the ubiquities. Sin~ilarly, the degree of attraction of an industry to a specific location 
is alsa determined by th* extent to which raw materials lose their weight in the 
process of production. Weight-losing materials have got a better appeal than the 
pure rnatcrials. 

On the basis o f  the abo~&imple deductions, Weber formulates his law of transport . 
orientations. He believes that the proportion of weight of localised materials to that 
of final product exercises determining influence on the location of manufacturing 
industries. If this proportion (which he calls 'Material Index') is high, industry tends 
to bc localised at the plac& &cposit. If the material index is low, industry tends 
to bc located at the centre of consumption. 



Location and Dispersion When there are differences in labour costs, industry may deviate from optimal point 
due to transport orientation. This will be possible only when the additional cost of 
transportation at the new centre is more than compensated by a saving in labour 
costs. Thus, the equilibrium position attained on the basis of transportation costs 
may be changed due to the influence of cheaper labour costs. 

The potential attracting power of labour location depends on two factors. 

a) Labour Cost Index (the proportion of labour cost to the value of the product). 

b) Location Weight (the weight to be transported during the whole process of 
production) 

The extent of deviation caused by varying labour costs is determined by the ratio 
of the labour cost to the location weight, which has been called 'Labour Coefficient'. 
It is on the basis of this analysis that Weber forms laws of labour orientation. 

When labour costs are varied, an industry deviates from its transport locations in 
proportion to the size of its labour coefficient. 

In short, transport costs and labour costs are the regional or the primary factors that 
- explain the location of an industry. Every industry seeks equilibrium between the 

transport cost advantages and labour cost advantages before deciding upon a specific 
location. 

2) Agglomerative and Deglomerative Factors 

These are the secondary factors determining the location of industries. 

The agglomerative factors relate to the economy in the cost of production resulting 
from concentration of industry at one place. In other words agglomerative factors 
are related to the external economies of scale. 

The deglomerative factors relate to the reduction in cost of production due to 
decentralisation of industry. This is usually caused by a rise in local taxes and land 
value as a result of concentration. 

The agglomerative and deglomerative factors act in opposite directions. Industries 
with high proportion of manufacturing expenses in their total costs of production 
have' a strong tendency to concentrate because external economies can then be 

The power of agglomerative factors to attract industry to a particular location 
depends on two factors: 

i) The ratio of manufacturing casts to the total value of the product (Index of 
Manufacture); and 

ii) The weight to be transported during the whole process of manufacture (Location 

The ratio of manufacturing cost to location weight has been called by Weber as 
co-efficient of manufacture'. 

A high coefficient of manufacture encourages agglomeration, whereas a low 
coefficient discourages it. Hence, every agglomerating tendency offers a deviating 
force, which tends to distort the transportation network. 

More than one site of location 

Weber has also considered the possibility of more than one site of location for an 



Locati'on of Industries industry, particularly when the different stages of production in an industry can be 
carried on independently and at different places. 

I n  a situation where different stages of production can be carried out at different 
sites, split in location of industry will take place. 

Thc first stage of production, more generally, is the stage when the waste materials 
arc climinatcd. 

Thc sccond stage is the stage of working up of a pure material. 

Thc second stage of production has got no cconomic attraction to be associated 
with the first stages. 

The industry can be located at two different sites, taking into consideration the 
rclative primary and secondary factors as discussed above. 

28.3.2 Assumptions of Weber's Theory 

In devcloping his theory, Weber had made the following assumptions: 

i) Location of raw materials is taken as given. 

ii) Spatial distribution of consumption is taken as given. 

~ i i )  Labour is assumed as a given distribution. 

iv) Uniform transport system is assumed.. 

V) Uniform cultural, economic and political system is assumed. 

With these assumptions, Weber concluded that where Material Index is high, 
production tends to be attracted to the place of deposit. 

28.3.3 Critical ~ppraisal-  

It goes to the credit of Alfred Weber that he pioneered the theory of location. He 
provoked fresh thinking and research in a new area. He was able to provide a 
coherent theory of industrial location. But, the theory came in for much criticism 
at the hands of such economists as Sargant Florence, S.R. Dennison, Andreas 
Predolil and A. Robinson. 

Weber's theory has been criticised primarily due to its heavy emphasis on 
transportation costs. Further, the assumption that he made regarding labour, spatial 
distribution consumption, cultural, economic and political system, etc. were not very 
realistic. Nowhere did he take into account the capital cost and the management 

I costs. Even while considering the transport cost he did not take into account the 
type of transport, topographic character of the region etc. More specifically, we 
may list down the following areas of criticism: 

a) Wrong Assumptions 

The .theory is criticised as based on unconvincing, over-simplified and unrealistic 
assumptions like the assun~ption with regard to transport costs, labourlor fixed 
poiilts of wnsumption. 

i) With regard to transport costs, Weber considered only two eleinepts 
determining the c3st of transportation: (a) weight to be transported, an0 (b) 
distance to be covered. Two important .points of criticism here are as folfow& 



One, the costs of transportation differ not only due to weight and distance, they are 
also influenced by such factors as the type of transportation, the quality of goods 
to be transported, the topography and character of the region. 

Two, the treatmcnt of transport costs should have been in monetary terms rather 
than in physical con~plex units. 

ii) The theory makes two assumptions with regard to labour: (a) fixed labour 
centres, and (b) unlimited supplies of labour in each of them. The first 
assumption IS again not realistic. As an industry progresses, new centres of 
labour evolve. Similarly, it is utterly wrong to believe that 'each labour centre 
will have unlimited supplies of labour. Further, the rate of wages keep on 
changing as an industry or a region develops, and concurrently demand and 
supply of labour undergo a change. 

iii) The assumption of fixed points of consumption is also not consistent with a 
competitive market structure. The market may be more widespread and may 
depend as much on buyers as on competitive sellers. Austin Robinson points 
out that in reality there is widespread market served by competing producers. 
Consuming population is usually scattered over the whole country and the 
consuming centres may be shifting with a shift in industrial population. Thus, 
centres of consumption constitute cause as well as effect of the location 
change. 

b) Vague Generalisations 

The theory is also criticised on the grounds of vague generalisations. It is argued 
that industrial location cannot be explained by vague generalisations as it is also a 
result of non-economic considerations, which are beyond the purview of 'pure 
theory' to explain concrete reality. Hence, the approach must be inductive and 
analytical. Weber's theory fails to explain location resulting from historical and 
social forces. 

c) Selected Theory Rather than a Deductive Theory 

As we have seen above, Weber idcntified primary and secondary causes as 
influencing industrial location. Referring to the selection of primary and secondary 
factors, Andreas Predohl argues that Weber's theory is more a selective theory 
than a deductive theory. It is pointed out that the distinction made by Weber 
between general and specific factors is arbitrary and artificial. It has no logical 
significance. It is also questioned that why should 'transport costs' and 'labour 
costs' alone be termed as general factors. It would be more logical to include 
'capital costs' and 'management costs' along with other costs as general factors. 
It has been suggested that if all these factors are treated uniformly, it would help 
in formulating a unified theory of industrial location. It would also facilitate the 
coordination of the particular theory of location with general economic theory. 

d) Faulty Method of Analysis 

Weber's method of analysis has also come in for much analysis. Austin Robinson 
believes that the classification of raw materials into ubiquities and fixed materials 
is artificial. It is pointed out that in actual practice materials are drawn from a large 
number of alternative fixed points, and it is not realistic to adopt a classification on 
the lines suggested by Weber. 

e) Approach Overburdened with Technical Considerations 

Dennison contends that Wcbcr's thcory is overburdened with technical considerations. 
I0 



He argues that Weber's analysis is lamentably removcd from all considerations of Location of Industries 

costs and prices. It is forniulatcd in terms of technical coefficients. As a matter of 
fact, thc investigations of an cconomist ought to be based mainly on considerations 
of costs and prices. 

In short, Webcr's theory has had a fairly good share of criticisms. Nevertheless, 
it was a pioneering attempt in the theory of industrial location. Some economists 
havc bccn lnorc charitable towards Weber. They do not question the basic 
S~~nd:imcntals of Wcber's theory. They only suggcst some modifications in the pure 
thcory to make it more useful for practical applications. 

Among thcsc niodiiications, the morc important ones can bc listed as follows: 

One, tlic assumptions relating to transport costs may bc anlcndcd by taking into 
account thc actual ratc schedules of the different nlodcs of transport instead of 
treating transport costs lncrely in terms of weight and distance. 

Two, i t  may be necessary to modify the assun~ption relating to fixed labour centres. 
Migratory tendencies of labour, changing supplies of labour, and changing wage 
ratcs nccd to be incorporated in a theory of location. 

Three. i t  may be insportant to consider consun~ption centres in terms of wider 
arcas rathcr than narrow regions. It may also be necessary to take into account the 
competing scllers there beforc eliminating the extent of thc potential market. Further, 
i t  is also possible that the consumption ccntres may have no influencc on the 
location of an industry if the transport expcnses are subsidised by the state in order 
to supply thc product at a uniform rate throughout the country. 

Four, thc criticisns that the theory deals nserely in tcrms of technical coefficients 
can be casily taken care of by merely introducing, wherever feasible, calculations 
in tcrnls of costs and prices. 

Cl~eck Your Progress 1 

1 )  Nanic the regional factors in Weber's theory of industrial location. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

2) Distinguish betwecn agglonlcrativc and deglomerative factors. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

3) What arc the assumptions made in the Weber's theory? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

4) Mcntion important points of criticisms against thc Wcbcr's tbcory. 

.................................................................................................................... 

.................................................................................................................... 



Location and Dispersion 5) Suggest modifications to the Weber's theory. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

28.4 SARGANT FLORENCE'S INDUCTIVE 
ANALYSIS 

Sargant Florence, a critic of Alfred Weber's theory of location, has developed an 
entirely different approach to industrial location. In his view, the relation of industries 
to a geographical area is not that important as the relation of the industry to the 
distribution of occupied population as a whole. 

Florence has worked out statistical measures of the degree of localisation of different 
industrialisation from the census of production. He has introduced two new concepts 
in the glossary of the theory of industrial location. These are as follows: 

1) Location Factor 

2) Coefficient of Localisation 
. . 

28.4.1 Location Factor 

Location factor is an index of the degree of concentration of an industry in a 
particular place. 

This index is arrived at by taking the percentage of all workers in a particular 
industry found in a certain region and dividing it by the proportion in that particular 
region of the total industrial workers in the country. 

The region is identified with the political divisions of a country. 

The underlying idea of such an index is that location should be explained as the 
degree of dissimilarity between the geographical distribution of the industry and the 
population of the country. 

The index works out as follows: 

i) If an industry is evenly distributed over the whole country, the location factor 
for each region would be unit (= 1) because the proportion of the total industrial 
workers of the region would be equal to the proportion of the workers in a 
particular industry. 

ii) If an industry is not evenly distributed over the whole industry, the location 
factor would either be more than unity (>I) or less than unity (el). 

.When the location factor is more than unity, the region is supposed to have a higher 
share of the industry than what is legitimately due to it. 

If the location factor is less than unity, the region has a lower share of the industry 
that is due to it. 

28.4.2 Coefficient of Location 

The coefficient of location indicatcs thc propensity of an industry to concentrate. 



Loci~tion of Industries The coefficient of location for an industry can be worked out by the following 

The coefficient is the sum (divided by 100) of the deviations of the regional 
percentages of workers in the particular industry from the corresponding regional 
percentages of workers in all country. 

i)  Complete coincidence, region b3 region, of the particular industry with all 
~ndustry gives a coefficient of 0. 

i i )  Extreme differentiation (e.g., workers in the particular industry being all 
concentrated in one region) gives a figure approaching 1. 

Thc objcct of arriving at such an index is to classify industries according to their 
q~~alitics of dispersion or concentration. On the basis of the coefficient of localisation, 
all industries can be divided into three degrees. 

i) H ~ g h  coefficient industries 

i i )  Medium coefficient industries 

iii) Low coefficient industries 

Industries with a high coefficient of localisation like mining industries are centralised 
at particular regions. Conversely industries with a low coefficient of localisation 
such as leatherwork, brick making, building, etc. can develop in different regions 
and are thus dispersed. In between are such industries as textiles, jute, paper, 
ccmcnt, etc. which have a wide choice of location. 

28.4.3 Critical Appraisal 

The two statistical indices prepared by Sargant Florence are of immense significance 
for studying the location dynamics in any country. Such indices should precede any 
application of theoretical principles for ascertaining the causes that underlie such 

However, Florence's inductive approach has also invited criticism. Some important 
points of criticism are as follows: 

One, the statistical indices only reveals the existing state of distribution of industries. 
They d h o t  help to explain the reasons for a particular form of concentration. They 
also do not throw any useful light on the question of a correct allocation of industries 
ainong different regions. In short, the statistical indices cannot act as a guide for 
framing any policy for the future location of industries. 

Two, the coefficient of localisation is ba.sed essentially on the pattern of distribution 
of industries in a country. The coefficient would differ from country to country 
depending upbn the local conditions. It would be unrealistic to compare the coefficient 
values for two countries. 

Three, the location factor is based on the number of industrial workers employed 
in each area. As such it can always be a good guide of the degree of concentration 
of an industry. A better basis of comparison may be the output in each area since 
differences in the efficiency of production may exist among the various industrial 
centres involving differing characteristics of labour employed by them. 

However, notwithstanding certain limitations, the two statistical indices are an 
invaluable guide for analysing the trends of industrial development in a country. 



Location and Dispersion 28.5 OTHER THEORIES OF LOCATION 

As earlier stated Alfred Weber's pioneer work evoked tremendous work in the 
area of the theory of industrial location. Besides Sargant Florence's comprehensive 
thesis on the subject, equally enlightening contributions have been made by other 
economists. 

We make a brief review of these contributions here. 

1) Among the modern theorists, E.M. Hoover occupies an important place. He 
has suggested certain improvements over Weber's theory by taking into 
consideration the characteristics of modern transport media. 

Transport agencies according to Hoover today incur high terminal cost for 
loading and unloading merchandise, preparing bills of loading and invoices etc. 
at either end of the journey, and these are independent of the distance travelled. 
Further, the transport cost curves also has greater degree of curvature now 
because of high fixed charges for equipment and maintenance and the greater 
efficiency in the use of vehicles and equipment on long hauls than short one. 
Industries, therefore, tend to concentrate at the terminal points of railways, 
water routes and other transport centres. 

2) Leon Moses added dimension to the location theory. In his view the problem 
of optimum output, optimum combinations of inputs and optimum location 
are inseparable and, therefore, these should be solved simultaneously. The 
least cost site in his view cannot be determined before considering how least 
unit costs may be affected by large-scale economies and other variables in 
the production process. 

3) The size of sales territories has been considered as one of the important 
factors affecting location in some of the recent theories. The spatial 
distribution of demand and the market area approaches developed 
respectively by Greenhut and Fretter point towards the unrealistic treatment 
of demand by Weber in his theory. Buyers' choices are given important place 
in new approach. In an economy, it a buyer has a choice between two 
competing sellers he will patronise one that is closer to him. The producers' 
services, therefore, depend upon his locating near as many prospective 
customers as possible. The success of the firms' location choice, according 
to these theorists, is measured in terms of the size of the sales territories it 
monopolises since the latter is directly related to the volume of sales. Each 
producer, therefore, tries to gain some cost advantage over his competitors 
that will enable him to enlarge his own sales territories at the expense of 
others. The market area approach has been useful to study industries where 
products are standard and transport costs are sufficiently high to represent a 
substantial part of the delivery prices (first due to Hotelling). 

4) Some theorists have criticised both the least cost approach of Weber and the 
market area approach of Greenhut and Fretter on the ground that human 
factors are ignored while dealing with the causes of location. The entrepreneurial 
decisions, they contend, are sometimes consciously or unconsciously coloured 
by personal attachment to one or another social, cultural or ethnic groups. An 
industry may not be located at a place, which may be the best for it. The 
average firm can survive even withalut its not having the best location in economic 
sense. 
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Check Your Progress 2 Location of Industries 

1) What is location factor in Florence's Theory? 

2) How is the coefficient of localisation measured? What are its uses? 

28.6 FACTORS INFLUENCING LOCATION 

28.6.1 Historical Factors 

At tiines in past many industries have come to be localised at a particular p1,ace or 
a region for no obvious reason. This was true even of the cotton textile industry, 
which got concentrated at Lancashire in U.K. It got concentrated at Lancashire for 
no particular reason, except perhaps that the woollen industry was already there 
and that the foreigners were kindly received. It suggests the localisation may be 
rcsult merely of accidental or historical factors. A. Beacham rightly puts it, as 
'When an industry is known to have concentrated in a particular area it is always 
easy to discover natural advantages attached to the site.' 

28.6.2 Availability of Raw Materials 

The proximity to raw materials is an important factor influencing the choice of 
location. Proximity to raw materials supplies assures two things: 

a) the proportion of raw material cost in total cost of production of a product, 

b) the nature of the raw material. 

of cost of production of a product, e.g., sugar, cotton textiles, jute textiles, plantation 
industries, etc. On the other hand, in; some other industries it need not be high. 



Luratiun and Dispersion Higher the proportion of raw material cost in total cost of production more shall be 
the weightage to this factor and vice versa. 

The nature of raw materials also determines the relative importance of this factor. 
There are certain raw materials, which are either bulky or perishable in nature or 
are heavy. Such raw materials cannot move long distances. PVC on the other hand 
can easily be transported over long distances. In the former situation, proximity to 
raw materials will be a critical factor, whereas in the latter it may not play an 
important role. 

28.6.3 Access to Markets 

The consumption centres are equally important deternlinants of the location of an 
industry. Here again, the relative importance of this factor depends on the nature 
of the product. The market for bulky and perishable products ought to be limited 
to a small geographical area. In such cases, industry would tend to cluster around 
the consumption centres. 

On the other hand, if the finished product can be easily transported over long 
distances there is no reason for industry to get concentrated at any individual place. 

Evolution of new markets is an important factor in the dispersal of industrial activity. 

28.6.4 Transport Connectivity 

Industrial location is also influenced by the factor that how well a particular site is 
connected with distant places by means of transportation and con~n~unication. 
Development of new made of communication have led to dispersion in some service 
industries. Transport connectivity influences both the availability of raw materials 
and servicing the distant markets for finished products. 

The increased flexibility and efficiency of modern forms of transport have enabled 
industries to exercise a freer choice in the matter of location than in the past. 

28.6.5 Power Resources 

Power is the most essential input to run the modem industry. No industry can do 
without the supply of regular good-quality energy. Therefore, those regions, which 
are endowed with regular supply of energy attract more industries than those 
regions which are bereft of this resource. 

28.6.6 Labour Relations 

With respect to labour there are two aspects. 

One is the easy availability of cheap low-wage labour. This factor alone was 
responsible to a great degree for early concentration of textile industry first in the 
Mun~bai region and later in inland towns like Ahmedabad, Sholapur, Nagpur and 
Kanpur. Similarly, the working of the iron and steel industry in Jamshedpur was 
very much facilitated by the supply of a fairly stable labour force. 

However, the efficacy of this one factor is getting fast eroded. Now with the 
development of the means of transportation and communication it is increasingly 
becoming possible to arrange increased supply of labour from any distant place. For 
example, development of call centres. 

Two, the labour relations play an important r o l ~ i n  this decision. The regions, which 
are marked by the presence of strong trade unions are generally given a low 
priority. More important than the presence of strong trade unions is the attitude of 



thc governrncnt towards the union activities. Where the governments have resorted Location of Industries 

to strong-arm tactics to keep a rein on militant unions, industry has tend to flourish 
in those regions. On the contrary, where the governments have been silent spectators 
towards the unlawful activities of the trade unions, flights of industry has not been 
uilknown. 

28.6.7 Infrastructure Services 

Low prices and easy availability of developed land sites along with the existence 
of public utility services attract more industry; social amenities offered by particular 
areas as regards housing and medical facilities offer an attraction to industries. 
Further, when an industry concentrates itself' within a relatively small area, important 
advantages often accrue to it as a result of what have been called 'economies of 
con'centration'. These consist mostly of external economies, which bind individual 
firnls more closely. 

28.6.8 Financial Services 

T11c availability of reliable and cheap financial facilities and services has played an 
iillportant part in the gone past in determining the location of industries. 

But with thc growth of electronic means of transfer and communication this factor 
has lost its importance, except in those situations where the governments provide 
liberal credit facilities in order to attract industry to a particular area or a region. 

28.6.9 Natural and Climatic Conditions 

Factors like the topography of a region, drainage facilities and disposal of waste 
products affect the location of industries. 

Sin~ilarly, climate plays an important role in the determination of location of industries, 
especially those associated with agricultural raw materials. 

28.6.10 Personal Factors 

Entrepreneurs are known to have not always been guided by purely economic 
considerations in deciding location cof their industrial enterprises. However, Personal 
preferences and prejudices of, these persons play an equally important role in 
deciding the location of industries. 

28.6.11 Strategical Consitlerations 

During recent years strategical considerations have been emphasised in industrial 
locations. Industry at times gets decentralised and dispersed on account' of this ' 

In short, there is no one single factor that determines the choice of a place f ~ r  
location of industry. It is a cox:plex mixture of a large number of factors that 
influences this decision. 

Check Your Progress 3 

1) How do historical factors dctermine the location of industry? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
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Location and Dispersion 2) What is the importance of proximity of raw materials as a determinant of 
location of industry? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

3) How does labour influence the location of industry? 

..................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

28.7 DYNAMICS OF INDUSTRIAL LOCATION 

Industrial location in a particular region in a particular period is closely related to 
the particular stage of economic development reached at that particular time. Changes 
in different factors may bring about a shift in the location of industrial activity. 

E.M. Hoover has classified the basic causes of location change into four categories: 
(a) seasonal, (b) cyclical, (c) secular, and (d) structural. 

28.7.1 Seasonal Changes 

Producers shift their locations, within the limitations of their mobility, to meet changing 
seasonal conditions. 

28.7.2 Cyclical Changes 

Cyclical changes are less predictable and last longer than seasonal changes. These 
are the result of the vagaries of business cycles. Cyclical fluctuations affect 
investment, income distribution, factor utilisation and relative prices. 

28.7.3 Secular Changes 

Secular change involve gradual alteration, which may persist for a long period of. 
time and show no tendency to reverse or repeat itself like business cycles or 
seasonal changes. 

28.7.4 Structural Changes 

The development of new resources and techniques bring about structural changes. 
Such changes affect location patterns through changes in transfer costs, labour 
requirements, material requirements and energy costs. 

28.8 LET US SUM UP 

Industry, like human beings, has a tendency to concentrate in a few regions and 
areas. The decision to locate the plant at a specific site is the most critical decision 
that an entrepreneur has to take. He is influenced by different considerations. 
Weber pioneered the deductive theory of industrial location. Sargant Florence followed 
with an inductive analysis of the same phenomenon. Modern economists too have 
made their contribution to the debate. The debate brings out clearly the factors that 
influence the decision relating to the location of the industry. The concept of location 

. is, however is, dynamic one. It keeps on changing with changes in different factors. 



28.9 KEY WORDS 

Material Index : refers to the proportion of the weight of localised 
materials to that of the final product. 

Location Weight : refers to the weight to be transported during the whole 
- process of production. 

Labour Cost Index : refers to the proportion of labour cost to value of the 
product. 

Agglomerative Factors : refers to the advantages or cheapening of production 
due to the concentration of an industry. 

Deglo~nerative Factors : refers to the reduction in the cost of production due 
to decentralisation of industries. 
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28.11 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

Check Your Progress 1 

1) Sce Sub-section 28.3.1 

2) See Sub-section 28.3.1 

3) Sce Sub-section 28.2.2 

4) See Sub-section 28.3.3 

Check Your Progress 2 

1) See Sub-section 28.4.1 

2) See Sub-section 28.4.2 

3) See Sub-section 28.4.5 

Check Your Progress 3 

1) See Sub-section 28.6.1 

2) See Sub-section 28.6.2 

3) See Sub-section 28.6.6 
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UNIT 29 DISPERSION AND REGIONAL 
IMBALANCE 

Structure 

29.0 Objectives 
29.1 Introduction 
29.2 Concept and Scope of Balanced Regional Development 
29.3 Regional Disparities in India 

29.3.1 Inter-State Disparities 
29.3.2 Intra-State Disparities 

29.4 Causes of Regional Disparities - 
29.5 Regional Disparities and Five-Year Plans 
29.6 Measures to Remove Regional Disparities 

29.6.1 Resource Transfers from the Centre to the States 
29.6.2 Priority to Select Programmes 
29.6.3 Provision of Facilities 
29.6.4 Programmes for the Expansion of Village and Small Industries 
29.6.5 Diffision of Industrial Activity 
29.6.6 Schemes for Development of Backward Areas 

29.7 Major Limitations 
29.8 Suggestions for Balanced Regional Development 

29.8.1 Infrastructure Policy 
29.8.2 Planning at State kpel 
29.8.3 Devolution of ~inankial Resources 

29.9 Let Us Sum Up 
29.10 Key Words 
29.11 Some Useful Books and References 
29.12 Answers or Hints to Check Your Progress Exercises 

29.0 OBJECTIVES 

After studying this Unit, you should be able to: 

explain the concept of balanced regional development; 

appreciate the need for balanced regional development; 

understand the magnitude of dispersion in growth between different regions of the 
country as also within the different regions; 

identify the causes ofregional disparities; 

appreciate the steps taken during the five year plans to reduce regional imbalances; 

realise the major constraints these steps have got confronted with; and 

0 make suggestions for balanced regional growth. 

29.1 INTRODUCTION 

The need for a dispersed industrial sector is emphasised in every country. The 
countries endowed with large areas of land, specifically, realise that concentration 
of industries in few regions may be h.mf%l for the balanced growth of the economy 
of different regions. It may not result in optimum industrial activity either. The 
transport and the other costs may be heavy in importing raw materials from the 
regions, which are under-developed to the industrially developed area. The 
concentration of industries in few regions may also deny the equitable distribution 
of employment opportunities for the people. It may result into an over-exploitation 
of natural resources, to the detriment of the underdeveloped regions, and to the 
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advantage of the developed regions. It may also come in the way of attainment of Dispersion and Regional 

some social objectives such as developing industry and agriculture uniformly in the Imbalance 

Balanced regional development is, therefore, emphasised as an important goal of all 
socio-economic development programmes. On the eve of economic planning in 
India, the major industries were concentrated mostly in and around metropolitan 

The nced for a balanced regional growth was recognised by the planncrs. While 
the First Five Year Plan did not go beyond mentioning the problem, the subsequent 
plans conceived balanced regional development as a long-term goal and pursued 
different programmes to achieve the same. 

29.2 CONCEPT AND SCOPE OF BALANCED 
REGIONAL DEVELOPMENT 

Balanced developn~ent of the different parts of the country, extension of the benefits 
of cconomic progress to the less-developed regions and widespread diffusion of 
industry has been anlong the major aims of planned development. Successive five- 
year plans have sought to realise these aims in a large measure. 

Expansion of the economy and a more rapid growth increase progressively the 
capacity to achieve better balance between national and regional dcvelopment. In 
striving for such a balance, certain inherent difficulties have to be met, especially 
in the early phases of economic development. As resources are limited, frequently 
an aqvantage lies in concentrating them at those points in the economy at which 
thc rcturns are likely to be favourable. 

As developme~lt proceeds, investmcnts are made over a wider area and resources 
can be applied at a larger number of points, thercby resulting in a greater spread 
of benefits. In the interest of development itself, the maximum increase in national 
income should be achieved and resources obtained for further investment. 

The process is a cun~ulative one, each stage determining the shape of the next; In 
some fields, as in industry, an intensive and localised development may be inevitable. 
Along with this, in othcr areas, the aims should be to provide for a more dispersed 
advance in sectors like agriculture, small industries, power, communications and 
social services. 

Equally with industry, investment in economic and social overheads helps to create 
nulnerous promising centres for growth. Once a minimum national income and 
growth in different sectors is reached, without affecting the progress of the economy 
as a whole, it becomes possible to provide in many directions for a larger scale of 
development in the less-developed regions. A large country with extensive natural 
resources, viewing each phase of its dcvelopment in the perspective of a long-term 
plan, has the means not only to realise a high and sustained rate of growth but also 
to enable its less-developed regions to come to the level of the rest. 

The two aims - an increase in national income and more balanced development of 
different regions of the economy - are thus related to each other and, step by step, 
i t  becomes possible to create conditions in which resources in terms of national 
endowment, skill and capital in each region are fully utilised. At times, a sense of 
lagging behind development may bc due not so much to a slower rate of overall 
growth in the region as to.an inadequate or tardy development in specific fields, 
such as agriculture, irrigation, power or industry or employmcnt. In each region the 
nature of the problem and the impediments to a rapid development in particular 
fields should be carefully studied and appropriate measures devised for an accelerated 



Location and Dispersion development. The essential object should be to secure the hllest possible utilisation 
of resources of each region, so that it can contribute its best to the national pool 
and take its due share from the benefits accruing from national development. 

29.3 REGIONAL DISPARITIES IN INDIA 

Although a balanced regional development has been accepted as the principal 
objective of economic planning in India, it seems that this objective has been largely 
defeated in India so far. This is notwithstanding the fact that the nation state without 
exception has experienced rising incomes, rising literacy, declining poverty ratios 
and declining inhnt mortality rates. Regional disparities manifest themselves both 
in the form of inter-state dispcrities and intra-state disparities. 

29.3.1 Inter-State Disparities 

Wide disparities in the level of development exist between different states in the ' 
country. The Centre for Monitoring Indian Economy (CMIE) has developed an 
aggregate index to show economic development using district data on a variety of 
aspects of development. The indices have been computed from a selection of nine 
base-component indicators: 

two from agriculture (per capita value of output for 18 major crops and per 
bank credit for agriculture) 
three from mining and manufacturing (number of mining and factory workers 
per lakh of population, number of households of manufacturing workers per 
1 lakh population and per capita bank credit to manufacturing sector. 
four from the service sector (per capita bank deposits, per capita bank credit 
to service, literacy as a percentage and urbanisation as a percentage). 

All India average has been taken as 100. The index numbers so prepared for 
different states indicate a range from 1,075 for the Union ~ e r r i t o r ~ * o f  Delhi down 
to 10 for the state of Manipur. 

The results for other states and Union Territories are summarised in Table 29.1 below: 

Table 29.1: Deviation in Econohic Development in Indian States (2001) 

22 Source: CMIE: 2001. 

StatesIUnion Territories StatesIUnion Territories 
(above average) (below average) 

Goa Andhra Pradesh 
Gujarat Andaman and Nicobar Islands 
Haryana Arunachal Pradesh 
Karnataka Assam 
Kerala Bihar 
Maharashtra . Dadra and Nagar Haveli 
Punj ab Himachal Pradesh 
Tamil Nadu Lakshdweep 
West Bengal . Madhya Pradesh 
Chandigarh . Manipur 
Pondicherry Meghala ya 
Delhi Mizoram, 

Nagaland Orissa 
Rajasthan 
S i  
Tripura 
Uttar Pradesll 
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Imbalance 

The pattern is clear : The over-populated states in the Indo-Gangetic Plain and 
the tribal-dominated areas, such as North-Eastem States and Orissa, AP, HP, UP, 
Rajasthan are generally speaking the less-developed states. The states with lesser 
population problems and fewer tribal areas as well as urban Union Territories are 
better developed. 

Industrial Indicators : Disparities are also brought out clearly by the use of 
industrial indicators. As per a recent study, 10 states account for over 83 per cent 
of the total factories all over India. The highest value added by manufacturing per 

a capita (VAMP) has been recorded in Maharashtra and Gujarat. At the other end 
are Bihar and U.P., with low VAMP levels of the order of one-fourth to one-fifth 
of the Gujarat and Maharashtra level. The middle group includes Haryana, Kamataka, 
Tamil Nadu and West Bengal. The situation with respect to the proportion of 
workers in manufacturing (PWM) is similar. PWM has been 12 per cent or more 
only in Gujarat, Maharashtra and West Bengal. In the industrially backward states 
it was only 5 to 7 per cent. 

It is obvious that states, which are near to ports, have developed very fast due to 
inherent advantages available to then1 like zero-freight for transporting raw materials 
and finished goods, whereas those states that are land-locked had to spend substantial 
amounts on freight, which hampers their disparities. 

It may be added, however, that industrial disparities have tended to decline over the 
last three and a half decades. This is in sharp contrast to increasing disparities in 
the pri~nary and the tertiary sectors, more sharply in the former than in the latter. 

Infrastructure Indicators : Wide disparities between different states also get 
reflected in infrastructure indicators. These are brought out by the CMIE Index of 
Infrastructure Development, which assigns the base 100 to all India. The index 
varies from 21 1 in Punjab to 32 in Arunachal Pradesh. The other states with an 
index of more than 100 are Haryana, Tamil Nadu, Kerala, Gujarat, Maharashtra, 
Uttar Pradesh, West Bengal and Goa. On the other side are Andhra Pradesh, 
Assam, ~ i h a r ,  Kamataka, Madhya Pradesh, Orissa, Rajasthan, Himachal Pradesh, 
Jamniu and Kashmir, Manipur, Meghalaya, Nagaland and Tripura. 

Policy Implications 

The above review clearly establishes the persistence of and in some cases an 
increase in inter-state disparities in the levels of development. 

The policy implications of these inter-state disparities can be briefly stated as 

i )  Since poverty and unemployment are geographically concentrated in some 
areas, there must be a mechanism to channel relatively more investment 
resources to these areas. Even agricultural growth, which can reduce poverty 
and unemployment, has been concentrated in a few areas; therefore, measures 
must be taken urgently to step up agricultural growth in poorer areas. 

ii) Many poor areas have very rich, and still under-surveyed and under-utilised 
natural resources. These areas need massive doses of investment to relax the 
particular constraints, which have blocked a fuller use of their natural 
resources. 

iii) Concentrated investment in a few capital-intensive enterprises caruiot by itself 
reduce widespread poverty in less-developed regions. A more balanced 
investment package is needed for these regions. 23 



Location and Dispersion iv) Whatever else the investment package may contain, it must invariably include 
the provision of water-energy, transport infrastructure, and the upgradation of 
literacy and skill levels. 

v) Much poverty can and does exist in the hinterlands of states like West Bengal 
and Maharashtra even though their average income may be high due to the 
existence of one or more urban industrial enclaves. It shows that the growth 
does not have a strong neighbourhood effect in this country. 

29.3.2 Intra-State Disparities 

Disparities exist not only between the different states; these can also be traced as 
between regions and areas of a state. For example, Andhra Pradesh has three 
distinct regions, which are at different stages of socio-economic development, viz., 
coastal Andhra, Telangana and Rayalseema. Similarly, North Bihar and South Bihar 
(South Bihar has since been constituted in a separate state called Jharkhand) are 
at different stages of development with totally different problems. Uttar Pradesh 
has at least four regions with varying problems and different levels of socio- 
economic development. Other states like Gujarat, Karnataka, Madhya Pradesh, 
Orissa, Rajasthan and West Bengal also have regions with distinct characteristics 
of backwardness. 

For measuring such disparities, the Planning Con~mission has laid down tests for 
identifying backward districts. These are as follows: 

i) Per capita food grains/commercial crop production, 

ii) Ratio of agricultural labour to total population, 

iii) Per capita industrial output, 

iv) Number of persons engaged in secondary and tertiary activities per lakh of 
population, 

v) Number of factory employees per lakh of population, 

vi) Per capita consumption of electricity, 

vii) Length of surfaced roads or railway mileage in relation to population. 

Using these criteria, the Planning Commission bas constructed a composite weighted 
index for all districts in each state. Altogether 246 districts have been designated 
as backward, out of which 1 18 have been identified as no-industry districts. 

State-wise division of backward districts is shown in Table 29.2. 

A hrther look at the geographical distribution of backward districts brings out the 
following two facts: 

1 )  The more developed the state; the more inequitable is the pattern of 
development in the state. 

2) Relatively developed or underdeveloped districts tend to be spatially 
concentrated ignoring the intervening state boundaries. 
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SI. State Backward S1. . State Backward 
No.Districts No Districts 

1. Andhra Pradesh 14 16. Himachal Pradesh Entire State 

2. Bihar 18 17. Jammu and Kashmir Entire State 

3. Gujarat 11 18. Manipur Entire State 

4. Haryana 04 19. Meghalaya Entire State 

5. Kerala 07 20. Nagaland Entire State 

6. Karnataka 11 21. Sikkirn Entire State 

7. Madhya Pradesh 36 22. Tripura Entire State 

8. Maharashtra 14 23. Arunachal Pradesh Entire State 

9. Orissa 08 24. Goa Entire State 

10. Punjab 05 25. Mizorarn Entire State 

1 1. Rajasthan 16 26. A & N Islands Entire State 

12. Tamil Nadu 09 27. Dadra & Nagar Haveli Entire State 

13. Uttar Pradesh 4 1 28. Daman & Diu Entire State 

14. West Bengal 13 29. Pondicherry Entire State 

15. Assam Entire State 30. Lakshadweep Entire State 



I.o~.ario~t and Dispersion 29.4 CAUSES OF REGIONAL DISPARITIES 

Regional disparities in India date back to the colonial rule. It was at that time that 
the areas lying further away from the seacoast began to fall behind those close to 
it, though the differences in the state of development were also influenced by other 
factors, which cannot be attributed to the colonial period alone. 

The important factors can be surnrnarised as follows: 

i) Disparities in per capita income can be explained in terms of the economic 
sector 'thesis of Colin Clark. This thesis maintains that the levels of income 
are higher in those regions where a larger proportion of working population 
is engaged in manufacturing and tertiary sectors. Per capita income has tended 
to be higher in those states where a large proportion of population is engaged 
in tertiary occupation. 

ii) Location pattern of industrial growth in the past had been influenced by the 
carly pattern of railway construction. These centres of industrial location, 
thcrefore, in conformity with Gunnar Myrdal's thesis, have attracted a considerable 
portion of industrialisation towards themselves because of agglomeration 
cconomies. 

iii) A related historical factor has been the development of infrastructure. The 
better-developed regions owe their advancement it to their inbuilt infrastructure 
dating back to the time when they were princely states. In other regions, the 
princely states did not pay much attention to the development. 

iv) Introduction of new agricultural technology augmented regional disparities. There 
.have been differences in the use of new technology and the factors making for 
the success of the new technology of farm development. 

v) Opcrations of the term-lending institutions as also the commercial banks have 
also shown a distinct tendency towards concentration of investments in the 
rclatively more developed states. 

vi) Subsidised lending by banks for financing priority credit and refinancing facilities 
givcn by financial institutions have helped the richer states to gain greater 
access to investible funds at subsidised rates. 

vii) There exist glaring regional imbalance and disparity among different states in 
the country in the provision of educational and training facilities, specially the 
technical education. For example, a recent report brings out that the four states 
of Andhra Pradesh, Karnataka, Maharashtra and Tamil Nadu in the southern 
region account for 1,056 tcchnical institutes out of a total of 1,818 in the 
country. The northern and eastern regions being more densely populated, the 
average population per intake of students in these states was more than ten 
times as compared to that in the western and southern regions. 

viii) Operations of the system of public finance in the country have also contributed 
to the creation and aggravation of inter-state disparities. 

a) In the low-income states, the level of public investment, infrastructural 
growth and standard of administrative services are lower compared to 
those in the high-income states, thus perpetuating disparities. 

b) The prevailing systcm of sales taxation has enabled thc richer states to 
export a significant portion of thcir tax burden to the residents of poor 

26 states. 
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c) Subsidised lending to the statcs from the Central Government has led to 
regressive inter-governmental transfers. 

29.5 REGIONAL DISPARITIES AND FIVE-YEAR 

An accelerated development of backward areas, with a view to reducing regional 
disparities, is one of the important objectives of economic planning in India. Successive 
five-year-plans have drawn attention to this problem and emphasised that the 
realisaiion of the growth potential of the backward areas should be taken up on a 
priority basis in order to give a practical shape to the ideals of egalitarianism and 
social justice. Further, in view of the emphasis laid on increasing the levels of living 
of the poorest of the population, a significant fraction of which is in the backward 
areas, it has been stressed that the strategy for socio-economic development should 
be structured in such a way that the relatively disadvantaged areas and sections of 
the population are gradually brought into the mainstream of the development process. 

29.6 MEASURES TO REMOVE REGIONAL 
DISPARITIES 

The varlous programmes undertaken to remove/reduce regional disparities are 
discussed below: 

29.6.1 Resource Transfers from the Centre to the States 

Resource transfcrs from the centre to the states are weighted in favour of backward 

Resource transfers take place via: 

a) The Planning Comnlission mainly in the form of plan transfers, and 

b) The Finance Conlmission in the form of non-plan transfers. 

T11e location of central projects and centrally sponsored schemes are determined in 
the planning process by the Planning Commission in collaboration with the relevant 
wings of the Government. 

A recent study on the subject suggests that the poorer states have been receiving 
proportlonately larger amount of funds for developmental purposes relative to their 
rich counterparts. 

29.6.2 Priority to Select Programmes 

In our developmental plans priority has been given to programmes, which spread 
over thc entire area within the shortest possible time. Programmes of agriculture, 
co~lln~unity developnlent, irrigation and power, transport and conlmunications and 
soclal services have the widest coverage, and aim at providing basic facilities and 
services to people in all the regions. Since these programmes are included in the 
plans of states, it is largely through the shape given to state plans and the changes 
through which they pass in the course of the plan period that the benefits of 
dcvelopnlent are carried to every part of the country. 

29.6.3 Provision of Facilities 

Adequate provisions have been made for the supply of special facilities to the areas, 
which lag behind ~ndustr~ally. h v e r  valley projects form the most important segment 27 



Location and Dispersion in the plans of several states and large investments have been made in multi- 
purpose projects. These and other projects are essential for the development of vast 
regions in thk country, some of which suffer from scarcity or unemployment or are 
otherwise poorly developed. The implementation of agricultural production and 
conlmunity development programmes, and of education and health schemes also 
carries the benefits of development to the remotest areas. 

29.6.4 Programmes for the Expansion of Village and Small 
Industries 

Village and small industries are spread all over the country and various forms of 
assistance provided by the Centre are made available in the areas according to 
programmes, which are undertaken. Industrial estate has been set up in all states, 
and increasingly, they are being located in smaller towns and rural areas. 

29.6.5 Power Resources 

So far as the larger industries are concerned, economic and technical considerations 
are always important and in practice only marginal deviations are feasible. The 
disadvantages, which particular areas may have for the location of the larger 
projects are not always basic or irremediable, for at times they may not reflect lack 
of basic facilities and services. In the location of public sector projects, the claims 
of relatively backward areas have been kept in view wherever this could be done 
without giving up essential technical and economic criteria. The location of several 
important projects has been determined on the basis of expert study and on economic 
considerations. But as they are situated in areas, which were hitherto industrially 
backward, the latter will benefit. 

While in the selection of sites for basic capital and producer goods industries, 
proximity to raw mamials and other economic considerations have been important, 
it is felt that in a wide range of consumer goods and processing industries, it is 
possible to foster a regional pattern of development. 

To some extent, the development of new processes and new uses of raw materials 
has assisted in the spread of industry. In encouraging such development, care has 
of course to be taken to ensure that a balance is maintained between regional 
distribution and considerations of economy in production. 

In addition to these general or overall programmes of development, special schemes 
have been formulated for particular areas, which have been identified as backward. 

29.6.6 Schemes for Development of Backward Areas 

The present policy for the development of backward areas comprises a set of 
special schemes under which plan funds are provided over and above the funds 
allocated for general sectoral programmes. 

The special schemes can be classified as follows: 

1) Schemes focussing on areas with special features (the desert development 
programme, the drought-prone area programme, the command area 
development programme, the hill area development projects and sub-plans, 
the tribal area sub-plans and tribal development agency projects). 

2) Schemes focussing on target group (small farmers' development agencies 
and the special component plan for scheduled castes). 

3) Schemes providing concessions and incentives for particular activities in backward 



Dispersion and Regional 
Imbalance areas (concessional finance from financial institutions, tax rclicf, investment 

subsidy, transport subsidy and priority in raw material allocations and hire- 
purchase of machinery, for industries located in 246 backward districtstareas, 
and relaxed viability and loan repayment terms for extensions of electricity by 
thc Rural Electrification Corporation in backward areas). 

Clieck Your Progress 2 

1 )  Mention three important causes of regional disparities in India. 

..................................................................................................................... 

2) How do the resources transfers from the Centre to the States help in reducing 
regional disparities? 

29.7 MAJOR LIMITATIONS' . . . . 

i) A -great drawback of all these schemes is that there is hardly feedback about 
the actual physical progress of these schemes in the field. There is a widespread. 
feeling that most of the plans are paper plans without techno-economic teeth 
and without a corresponding real action on the ground. Leakage of vast 
funds into the bureaucracy itself and/or the local oligarchy is also suspected. 

' 

These feelings will remain until area planning-is made in professional activity 
in the hands of strong projects formation bureaus in every districtfblock; and 

iv) There was no uniformity and consistency of norms for identification of backward 
areas from different states and union territories for either income tax concessions 
or central investment subsidy scheme and licensing. As a result, the existing 29 



Location and Dispersion procedure for selection of backward areas may have detracted from the pofency . 

of the provision in promoting the growth of regions and areas, which wcre 
backward in all India perspective. The reasons are two-fold: 

One, since large number of areastdistricts were classified as backward areas, 
available incentives and resources might have spread too thinly over several regions. 

Two, backward areas in a state were identified on the basis of the comparison of 
the selected development indices with the average development indices of the state 
instead of the all India average. 

29.8 SUGGESTIONS FOR BALANCED REGIONAL 
DEVELOPMENT 

We can suggest three sets of measures for balanced regional development. These . 
are as follows: 

a) Infrastructure Policy 

b) Planning at State Level 

c) Devolution of Financial Resources 

29.8.1 Infrastructure Policy 

The first and the major requirement fok balanced regional development is the spread 
of infrastructure facilities (like water supply, energy and transport). The double 
character of infrastructure services needs to be emphasised. Infrastructure services 
are essential both as items of consumption and as inputs into production and capital 
fornlation. Access to them should, therefore, be regarded, inter alia, as the basic 
right of every area/community, particularly since in poor countries the state has to 
provide or heavily subsidise most of these services. Benefit cost analysis can be 
used to choose between alternative modes of providing these services, but it should 
not be used to decide whether any particular area/communities should or should not 
have them. 

29.8.2 Planning at State Level 

One, there should be an optimum division of fhctions at different levels. We can 
divide the various functions into three parts: 

.i) The planning of some sectors should be transferred almost entirely from the 
Centre to the States and lower levels; among these we may include agriculture, 
land development, animal husbandry, fisheries, forestry, housing, water 
supply, health, sanitation, school education, adult education, etc. - 

ii) The planning of schemes in some other sectors must be shared by all levels 
according to the size of geographical incidence of the schemes; among these 

30 . we may include irrigation, mining,energy, higher education and transport; 



iii) I n  classifying sectors or schemes in this way the principle involved is that Dispersion and Regional 
Imbalance 

planning for (a) all agricultural and allied sectors, and (b) iilfrastructure and 
social service sectors niust be decentralised to the maximum possible extent 
because activities in these sectors are either location-bound or natural-resource 
bound or they are universal necessities. In all these sectors, detailed local 
knowledge is essential for successful planning. 

Two, thc hard core of planning at any level is always the task of determining the 
total investment to be made in the area over a given period and its allocation 
betwccn sectors, sub-regions and projects. In order to perforni the task, the planning 
body at any level must be strong, specialised and relatively autonomous agency with ' 

a sufficient number of whole time technologists, economists and administrators. 

Three, a plan necessarily consists of a set of schemes of projects. ThCrefore, the 
quality of a plan is simply the result of the quality of the individual schemes included 
In the plan. Since the need for appraisal and evaluation is already widely accepted, 
it is necessary to stress the urgent necessity of strengthening the project formulation 
aycncics in every lcvel of planning. A great deal of fresh data collection, thinking, 
designing and ailalysis is required to make good projects. This work must, therefore, 
bc rccognised as specialised, whole tiniework. 

29.8.3 Devolution of Financial Resources 

Another important condition for balanced regional development is that the formulae 
according to which ccntrally collected resources are transferred to the states are 
madc stcadily iiiore progrcssive. In the forniulae used by the Finance Commission 
and tlic Planning Commission for the distribution of resources among the states, the 
main factors uscd are: 

I a Taxcollcction 

a Some index of backwardness 

a O;t'lays rcquircd for large irrigation and pDwer projects, or for upgrading of 
pa#icular services. 

Tlic ciiiphasis on the population factors to which 70 to 90 per cent weight has been 
givcn in diffcreiit forniulae is understandable, but allocations in proportion to tax 
cffort and tlic cxpcnditure on big projects generally tend to be regressive in character. 
Tax collection and project fornlulation capabilities are systematically higher in states 
with a high per capita income. It is, therefore, desirable that these criteria be 
oiiiitted altogether from all allocation fornlulae. Allocations need be made not only 
in proportion to population and an appropriate index of backwardness but also the 
efforts made by the states themselves to mobilise resources must be taken into 

Furthcr, it needs to be pointed out that backward regions within states are not 
considcred when Centre-State transfers are met. Moreover, it is not the fact or size 
of such transfers that affects but how such transfers are used. In view of this it 
is necessary that unit of resource allocation ought to be districts rather than states, 
with highest priority given to the most backward districts. Here also instead of 
spreading the butter too thin by scattering funds and concessions all over the place, 
it could be more usefhl to concentrate on intensive resource deployment by identifying 
the priority investment areas on the basis of industrial backwardness. Shanker 
Acharaya Committee suggested an eight-point norm to identify backward districts 
in a state for incentives. The criteria suggested are as follows: 



Location and Dispersion Per capita domestic product of the area, 

Share of the manufacturing sector in total domestic product of the area, 

Credit and deposit per 1,000 population. 

.. . 
Check Your Progress 3 

development? 

29.9 LET US SUM UP - 



develop~nent as a primary goal of all developniental efforts. But notwithstanding this Dispersion and Regional 
Imbalance 

clear declaration of Intent and further notwithstand~ng the fact that a few serious 
programmes have been initiatcd during the planning period, balanced regional 
development sccms to be a distant dream. 

Futi~re policy-makers would have to pay more attention to it. 

29.10 KEY WORDS 

Balanced Development : A situation in which all the sectors/regions/areas 
experience sin~ultaneous growth. 

Rcgio~ial Disparities : A situation in which the level of economic growth 
differs from one region to another. 

Inter-State Disparities : Diffcrences in the level of growth measured at the 
statc level. 

Zntra-State Disparities : Differcnces in the level of growth measured between 
diffcrent areaslregions within a state. 

District Doinestic : Just as National Product is measure for the country 
as a whole and state product for individual state, 
Dlstrlct Domestic Product refers to the sum total of 
the money value of all final goods and services 
produced in a district during a year. 

Subsidised Lending : Grant of loan at a rate of interest, which is lower than 
the prevalent market rate. 

Resource Transfers : Financial resources are transferred by the Central 
Government to the State Governments; for this purpose 
a complete mechanism has been devised. 
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29.12 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

Check Your Progress 1 

1 )  See Section 29.2 

3 3 



Location and Dispersion 2) See Section 29.2 

3) See Section 29.3 

4) See Sub-section 29.3.1 

Check Your Progress 2 

1) See Sub-section 29.3.1 

2) See Sub-section 29.6.1 

3) See Sub-section 29.6.3 

Check Your Progress 3 

1) See Section 29.7 

2) See Sub-section 29.8.1 

3) See Sub-section 29.8.3 
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30.0 OBJECTIVES 

This unit deals with growth or decline in employment in both the small and large- 
scale industries in the organised sector. This unit will enable you to: 

learn definitions of small- and large-scale industries as adopted by the government; 

know how to read data on industrial employment at different levels of aggregation; 

understand time trend of employment;'and 

find out, what do we know about the factors affecting the trend of employment. 

30.1 INTRODUCTION 
- 

Indian industry is well known for its diversity. Not only does it contain a range of 
, very large to very small factories, but also has a mix of technologies from modem 
-to old. For instance, a power plant employs several thousands of workers, while 
your neighbourhood auto garage may be run by two or three mechanics. Similarly, 
a TV manufacturing company may be using the very latest technology brought from 
Japan, but the batteries needed for the TV remote, are probably being produced 
with old technology. 

Horn successful are our industries in creating employment? What is our experience 
since independence? These are someof the q d o n s x e  will discuss in this unit. 
In so doing, we will see that this very diversity, often called duqhsm by economists 
and seen as a developing country phenomenon, poses some problems. The main 
difficulty is that because ~f th?vmy dualistic nature, t p  policy exposure is not 
uniform across all sub-sectors of the industry. Our information and factual knowledge . 
of some of them - small and backward technology dependent firms - are also 
limited, although at a theoretical level weTnderstand pretty well how these sub-, 
sectors are likely +o interact with their -emyrts. Therefore, our best 
strategy would be to restrict our analysis to that part of fhe industry for which we 
have systematic information, and then fill up the/gap by broad inferences and 
research findings of others. We shall first lo& atthe aggregate trend of employment, 
and then we will probe a little deeper by into the questions at more disaggregate 

There are several ways through whicFi-firs disaggregating, can be done. First, we 
e small firms from large firms. Second, technology- 5 



Industrial Labour wise we can also divide the industries into two groups, modern and 't?aditionalY 
(power-loom vs. handloom, desktop publishing vs. traditional printing etc.). Third, 
like private individuals, govemthent also owns many factories. So ownership (private 
vs. public) can be -another basis of classification. 

Do we have data on dl of these levels of disaggregating? No. A large number of 
small-scale units (ehg. neighbourhood auto garage) that dot the urban landscape of 
our cities are not necessarily registered with the government, although their economic 
role is as vital as the giants like TISCO or Reliance. These factories are said to 
be belonging to the unorganised sector, and will therefore, not be covered by our 
analysis. 

In the next two sections, you will be introduced to some definitions and data sources 
concerning industrial employment, where it will be made clear that our analysis will 
primarily be based on what is called the organised manufacturing sector. 

30.2 SOME USEFUL DEFINITIONS 

All persons employed by a factory are called 'employees'. The employee may be 
a manual worker, or a clerk or a manager. All are classified as employees. But a 
distinction is made between employees who are involved in the manufacturing 
process and those who are not. Employees who are employed (directly or through 
any agency) for any manufacturing process or in any other kind of work connected 
with the manufacturing process are also called 'workers'. Thus a clerk would be 
listed simply as an employee, while a lathe mechanic will be listed both as employee 
as well as worker. 

-What is a factory? A factory refers to a premise where a manufacturing process 
is being carried out, with at least 10 workers over the preceding twelve months or 
with at least 20 workers if the nnanufacturing process did not use power. When a 
factory is registered under sections 2m(i) and 2m(ii) of the Factories Act, 1948, it 
is called a registered factory. 

A factory may produce goods or services. Typically we tend to think of production 
facikities that churn out physical 'goods' (plastics, papers, cloths etc.), instead of 
'services' such as banking, transportation, or more mundane things like hair cutting 
and house cleaning. But a firm producing either of that will fit the definition of' 
factory. 

How are the factories classified into small and large? This definition has varied 
from time to time, as the ob,jectives and contexts of regulation have changed. The 
criterion first adopted in 1955, and implicit in the Industrial Development and 
Regulation Act, allowed exmption of certain types of industries from registration 
for purposes of this Act. The industries exempted from registration under the 
Industrial Development and Regulation Act were those employing less than 50 
workers using power, and less than 100 workers not using power. The exempted 
sector came to be known as small-scale sector of factory units. The remaining 
industries, those employin,g 50 or more workers with power, or 100 or more workers 
without power are defined as large-scale sector of factory units. 

However, for the purposzs of providing tax incentives and financial regulation, the 
government uses an investment-based definition. According to this definition, all 
industrial units with a capital investment of not more than Rs. 1 crore are treated 
as small- scale units. Capital investment for this purpose means investment in 
plant and machinery. L a ~ d  and factory buildings are excluded because of the wide 
variation in the prices c i f  land at different places. Thus, all industrial units with 
capital investment larger than as specTfied in case of the small-scale industries are 
large-scale industries. 
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: Check Your Progress 1 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

1 2) Name some disaggregate categories in which the industrial sector can be divided. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
3) Discuss the difference between an 'employeC' and a 'worker'? 

.................................................................................................................... 

.................................................................................................................... 

..................................................................................................................... 

.................................................................................................................... 
4) Write any one of the definitions of small-scale industry, 

.................................................................................................................... 
..................................................................................................................... 

.................................................................................................................... 
5) What is a registered factory? 

.................................................................................................................... 

.................................................................................................................... 
6) Mark T for True and F for False 

a) Employees include only male employees, not female employees. ( ) 

b) A small factory is always unregisten:d. 

c) A 'registered factory can be small or. large. 

d) Factories produce only goods, but not services; 

- 
30.3 DATABASE 

Researchers rely on two important sources of data on 'industrial employment. The 
first source is Annual Survey of Industrie:; (ASI), the most well known database 
for industrial production and employment, and the second source is' the surveys 
conducted by the Ministry of Labour, publis bed annually in Labour Yearbook. In this 
essay we shall make use of the AS1 data.. 

AS1 covers the registered manufacturing slector, which includes all large factories, 



Industrial Labour as well as a subset of registered snlall factories. Note that all factories (with 
power) with 10 or more workers are expected to register, and are likely to be 
covered by ASI. But many such factories may or may not satisfy the definition of 
small-scale industry, either by employment or investment criterion. Therefore, AS1 
data are typically described as factory sector data. 

As YOU have learnt in Unit 3 of this course, according to the AS1 method, detailed 
data on capital, employment and production are collected at the establishment level, 
and then are summarised at different levels of aggregation. The highest level of 
aggregation is simply the aggregate of all industries. The second (and also the most 
commonly used) level of aggregation is called 'two-digit' level (For details see 
Block I, Unit 3). 

Check Your Progress 2 

1)  What are the main sources of data on industrial employment? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

2) Mark T for True and F for Fgsg _ --- -- 

a) AS1 c o v g s t k  S ry - sec to r .  
b) ASr G e s  not collect information on employment. 
c) Two-digit classification covers only the production of goods, but not services. 

/ 
/ 

- 

30.4 TRENDS IN EMPLOYMENT 

With planned efforts for industrialisation, India has been able to create a vast 
network of modern industries that produce a large number of goods, both for 
intermediate and final use. However, this achievement of technological capabilip 
has not been matched with aatructural change in the pattern of employment. The 
majority of our people (over 60 per cent) are still employed in agriculture; our 
industries account for about 15 per cent of the total employment and about 30 per 
cent of GDP - not a very good record for a sector that has received massive state 
patronage since independence. Within the industrial sector, registered manufacturing 
units provide employment only to 20 per cent of the workforce, but have a share 
of 66 per cent of value added (a measure of output), while the unregistered 
manufacturing units account for the rest. This suggests that the registered 
manufacturing sector, which has been the main beneficiary of state support and 
planning, is relatively a capital-intensive sector failing to provide direct employment 
to our large industrial workforce. How:ver, as our planners had thought, this sector 
might have played a key role in modr:rnising the economy, and indirectly created 
employment in other sectors. This is a view certainly open to examination. 

Table 30.1: Trends in Employment 

All employees Share of workers in 
(Lakhs) (Lakhs) total employees (Oh) 

1 960-6 1 36.43 
1965-66 
1970-71 , 42.30 

1985-86 58.19 " 74.71 77 
1 990-9 1 63.07 8 1.62 77 
1995-96 76.32 100.44 76 

Source: AS1 



Real Value Real Value Industrial Number Real 
Added of of Capital Sector of GDP- 
Industry Employed in Employment Factories 

Industry 

1960-70 6.86 8.5 1 3.68 3.82 

1970-80 4.59 2:90 4.00 3.15 

1980-90 8.37 6.38 0.60 0.6 5.67 

1990-97 9.30 2.58 3.05 4.6* 

1960-90 6.25 5.71 2.69 4.15 

- 

Now let us look at the long-term trends in employment, which is shown in Table Employme~lt Dimensions 

30.1. In 1960-61 the industrial employment was about 36 Lakhs (3.6 million), and of Indian Industry 

after 38 iears in 1998 it grew up to 10 million (or 1 crore) - merely a three-fold 
increase: Although in this table we have taken only a snapshot (in five-year 
intervals), the detailed annual data reveal more or less the same picture of a growth 
at snails pace. Excluding occasional spurts, the trend is one of slowly increasing 
employment, with a somewhat prolonged dip in the eighties. As is seen in this 
snapshot as well, the figures in 1985-86 for both workers and employees are less 
than that of 1980-81. We have already explained that 'employees' include workers 
of all designations (i.e. both white and blue collar), while 'workers' means workers 
involved in the manufacturing process (mainly blue collar, so to speak). The slow 
pace of growth is shared by both categories of employees. The percentage of 
employees called workers, though showing a downward trend, is nearly stable 
around 77 per cent over the last thirty years, suggesting that there has not been a 
big change in the manpower organisation of the firms. 

Table 30.2: Average Growth Rates (Percentages) 

* For 1990-95 

Source: ASI, National Accounts Statistics 

In Table 30.2, we present some key statistics that describe the employment 
performance in relation to some key economic indicators. Several points can be' 
easily stated. First, the growth rate of employment in this sector has lagged behind 
the growth rate of capital employed, output produced, aS well as the overall growth 
rate of GDP, over the last forty years. Secondly, it has remained largely a capital- 
intensive sector, as the use of capital grew ahead of labour: Third, the industrial 
sector itself is not stagnant. Between 1960 and 1990-itsvalue added (or output) has 
grown at an average rate of 6.25 per cent. This is not insignificant, when judged 
against the fact that the industrial sector is usually the main sector that receives the 
business cycle shocks (such as recession or boom). Fourth, when we analyse the 
employment growth rate by decades, we notice a U-shaped pattern. Starting from . 
a relatively a high growth rate between 1960-80, w e  fell into a dip between 1980 
and 1990, and then in the nineties again the growth rate climbed back indicating a 
turnafound. Because of this pattern, many economists called 1980s as the 'decade 
of jobless growth'. 

Why is this pattern important? For one reason, it follows more or less a pattern of 
our policy changes. While the sixties had witnessed the beginning of control, industrial 
licensing and regulation, they became all encompassing in the seventies. But frotl) 
the mid-eighties partial deregulation started, and then finally in 1991 economic 
reform program was adopted. .. So it is quite n a t h l  t@ jnvestigate whether the 
employment. perfotmance of the industry had a clos4 association with the ~ h a n ' ~ e s  
in economic policies of the government. We will return $0 this question later. 



Industrial Labour Continuing with our discussion on the trends of employment, it is noteworthy that 
although the decade of the nineties has produced an average growth rate of 
employment that is significantly positive, year-to-year fluctuations are something of 
a concern. At least three years in the last decade registered almost zero growth, 
and in one year (1996-97) it actually showed absolute decline in employment. This. 
has led many economists to cast some doubt on whether the turnaround in industry 
will be long lasting or not. An additional observation is that in the unregistered 
manufacturing sector, where about 80 percent of employment are created, according 
to some research findings, there are signs of absolute decline in the number of jobs. 
But these results are not very conclusive. 

Check Your Progress 3 

1) Discuss the main features of employment trend over the last forty years? 

..................................................................................................................... 
2) Did our employment growth go hand in hand with output growth? 

.................................................................................................................... 
3) What do we refer to as 'jobless'growth'? 

..................................................................................................................... 
4) Mark T for True and F for False 

\ ,  

a) Industrial employment has been declining 'since 1980. ( 1 

b) From 1960 to 1980, output and employment both increased. ( ) 

c) In the nineties, employment growth has, been positive. ( 1 
d) In the eighties, industrial output did not grow much. ( 1 

\ 

So far &e have proqided a fairly aggregate picture of industrial employment. Now 
we will discuss some disaggregate categories. 

Individual Industries: First we look at individual industries to see which ones are . 

main contributors to employment. Table 30.3 reports that mainly 8 out of 26 industry 
groups have consistently borne the burden of employing the majority of workers. 
Together their share in employment has been well over 50 per cent and their share 
in output is also nearly 50 per cent. 



Industry Description 1980-81 1990-91 1995-96 
Codes 

20-2 1 Food and Food Products 16.71 13.41 1 1.94 

23 Cotton Textiles 13.88 7.62 8.00 

33 Basic Metals and Alloys 7.49 10.37 6.84 

35-36 Machinery other than transport 9.20 5.82 9.09 

37 Transport equipment and parts 6.28 10.67 5.75 

40 Electricity 9.47 10.67 10.65 

Total 63.03 57.99 52.27 

Share in total value added of these eight industries 54.00 43.65 48.90 

Table 30.3: Employment Shares Employment Dimensions 
of Indian Industry 

Public Sector: Since the mid-fifties with the launch of the second five-year plan, 
it was clear that the government was determined to take a more proactive role in 
dealing with the economy. Originally this role was to be confined to the creation of 
infrastructure (railways, roads etc.) and some basic industries (such as steel, 
petroleum products). But from the late sixties, this role was extended to other 
areas. While a series of control measures, such as licensing, high tariffs and import 
restr~ctions, curbed the role of the private industry and business, direct ownership 
of enterprises provided a more effective form of government regulation and 
management. This was also consistent with various social and economic objectives 
that government had set as the goal of intervention. During the late sixties and 
sevent~es the number of public sector units (PSU) increased tremendously (from 73 
in 1966 to 168 in 1980, see Table 30.4). This increase slowed down in later decades, 
and eventually from 1990s, government changed its policy from 'nationalisation' to 
'privatisation'. This simply means that the number of PSU may declhe, as many 
existing PSU will be sold to private bidders. Since employment was one of the main 
objectives of public ownership, this change in policy is of some concern. In the 
initial years of nationalisation, employment in this sector rose rapidly, but from the 
eighties onward, fearing over-manning and potential loss from that, government 
began to rationalise the workforce through various means. These included not filling 
up vacant posts, abolishing many positions, inducing workers to retire early and so 
on. As a consequince, employment in this sector fell in absolute number. This 
phase is graphically shown in Figure 30.1, where we have plotted detailed annual 
data. Because of the decline in employment, but no change in the number of units, 
employment per PSU (i.e. the average size of a PSU) fell from 1 1 thousand in 1980 
to over 8 thousand in 1995. Nevertheless employment an average PSU is still much 
bigger (nearly 100 times) than an average industrial unit in the economy. This is also 
because the PSUs are predominantly in large capital-intensive basic good sector. . 

Table 30.4: PSU Employment 

Employees per Employees 
PSUs PSU (Thousand) (Lakh) 

- 

- - 
10.95 18.39 

9.82 21.1 1 

9.09 22.17 

8.37 20.50 

Source: Public Enterprises Survey I1 
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Figure 30.1: PSU employment (lakhs) I 

Small-scale Sector: In contrast to the factory sector, small-scale industries seem , 
to have performed rather well. India is one of the very few countries that has for ; 
long maintained a special small industry-oriented policy in the form of product 
reservation, excise tax exemption, subsidized credit etc. Although in the last ten 
years,' the number of products reserved for small-scale sector has been drastically 
reduced, the overall promotional policy is still in place. But there is no systematic 
database for small industries that researchers think reliable. The official data provided 
by the Ministry of Industry suffers from one serious problem; that is of frequently 
altered definition of small scale, which is based on the nominal value of capital. 

as Census or National Sample Survey data. 

Here, however, we will use the Ministry of Industry data, and then refer to some 
estimates from the Census. Besides the data consistency problem, economists 
generally agree that the small-scale inddstries presented a picture of dynamism and 
growth throughout the last two three decades. As shown in Table 30.5, between 
1 975 and 1998, employment in this sector increased three times to 1.7 1 crore- much 1 

higher than the entire factory sector employment. Moreover, the increase in I 

employment has been steady, even during the eighties when the large factories I 
registered an absolute decline in employment. However, the growth rate in employment , 
(see Table 30.6), though still significantly positive, has fallen from an impressive 8.7 
percent in the seventies to a moderate 4 percent in the nineties and is seen to be 
lagging behind the output growth rates, as is the case with latge factories. Over 
time the average size (in term of employees) of a small factory is also getting smaller. 

Table 30.5: Employment in Small-Scale Industries 

-Employment Employees 

1975-76 45.9 8.41 

/- 

1985-86 % 7.10 

1994-95 146.6 

1998-99 171.58 5.49 

Source: Ministry of Industry Report 0 
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Growth Rate of . . .  ~. . Growth Rate of 

! some of which may be covered in the AS1 data). Such estimates derived from the 
( Census data show that in 198 1, employment in this sector was 13.58 million (1.35 
I crore) which then rose to 15.64 million in 1991, and according to initial report'it has 

Check Your Progress 4 , 
, . . , 

. . .................................................................................................................... 

.................................................................................................................... 

absolute levels and growth rates. 

..................................................................................................................... 
................................................................................................... i ................ 
.................................................................................................................... 

4) Mark T for True and F for False 

than the factory sector. 

b) Employment in PSUs is still increasing. 

1960 and 1980. 
e) Up to 1980, the government's economic was not fiee 

market-oriented. 
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Industrial Labour 30.6 UNEMPLOYMENT AND JOBLESSNESS 

Studying unemployment and joblessness is another way of judging how the 
employment is growing. Here, we should keep in mind that joblessness and 
unemployment are slightly different things. While unemployment includes 
unemployment of all kinds, joblessness primarily refers to destruction of jobs. So, 
unemployment includes joblessness, but not the other way round. Joblessness occurs 
when a sector suddenly loses market and becomes less competitive due to imports, 
or rise of a competing sector elsewhere in the economy, or an unfavourable policy 
change. 

In the Indian context, direct data on joblessness are not available. However, it can 
be measured by using the AS1 data on entry and exit of firms. Roy (2001) has 
attempted such estimates. According to his study, about 2.14 million jobs were lost 
between 1980 and 1990 through closure of units. This is not surprising, given that 
this was the decade of jobless growth. In the nineties, the situation has improved. 
In particular, between 1990 and 1997 when the output growth rate increased further 
and employment also began to rise, the number of jobs lost was only 0.45 million. 
In contrast to that in 1997-98 alone, a recession-hit year, the number of jobs lost 
rose sharply to 0.29 million. This is consistent with ILO estimate of 1.4 million jobs 
lost in the year of 1990. These figures seem to raise a concern over the trend of 
joblessness, especially for its sudden rise in the last few years. 

Since joblessness is closely associated with bankruptcy and closure of production 
units, a related measure is the number of workers involved in 'sick' (i.e. financially 
distressed and possibly closed) units. Jobs (or employment) in these firms are either 
lost or likely to be lost in future, and they can be roughly called 'jobs at stake'. 
According to Board of Industrial and Financial Reconstruction (BIFR), the number 
of units registered as 'sick' rose to 3296 as of 2000 involving 1.88 million workets, 
which accounted for 20 per cent of the workforce in the organised industry. ~d 
effectively 20 per cent of the industrial jobs were at stake. This suggests that the 
Indian industry is finding it hard to adjust to the new winds of competition and many 
old firms are facing financial distress. However, this is something not very unusual, 
in the context of economic reforms. 

Outside the industrial sector, economy-wide measures of unemployment can be 
found in the household survey data collected by the National Sample Survey 
Organisation (NSSO), and employment exchange' data collected by the state 
governments. NSSO conducts economy survey on households on their employment 
particulars in five-year intervals. According to their 1987-88 and 1993-94 data, 
unemployment has fallen between the time periods in both rural and urban areas, 
for both males and females, and moreover for all education levels. This seems 
consistent with the picture of industrial employment (i.e. turnaround in the nineties) 
that we have seen earlier. Nearly 30 percent of adult males (aged above 15) are 
reported to be unemployed. 

The live registers of employment exchanges record job seekers. According to this 
source total number of ungmployed rose from 4.06 million in 1970 to 30.24 million 
in 1987, nearly a 7 times increase. During this time period, the decade of seventies 
witnessed a higher rate of growth in unemployment (13.86 per cent) than the 1980s 
(9.85 per cent). In 1994, the number of job seekers rose to about 45 million. 
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Check Your Progress 5 

1) Distinguish between 'unemployment' and 'joblessness'. 

.................................................................................................................... 

.................................................................................................................... 

..................................................................................................................... 

.................................................................................................................... 

2) When does the problem of joblessness normally occur? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
5) Mark T for True and F for False 

a) Unemployment in the economy is on the rise, according to NSSO data ( ) 

b) Joblessness is hard to measure. ( 1 
c) Workers involved in sick industries do not face a threat to their jobs.( ) 

30.7 FACTORS BEHIND THE TREND 
\ 

Now we turn to a more interesting question: What factors have led to this strange 
(U-shaped) pattern of industrial employment? The question can be restated for 
three different time periods: (1) trend up to 1980, (2) trend during the eighties, and 
(3 )  trend in the nineties. 

The first phase (from 1960 to 1980) had the growth rate of employment increasing 
(though at moderate rates), while that of GDP or industrial output was falling. This 
was a time when the import substitution measures were strongly in place, and the 
role of msrket in capital allocation was significantly curbed. Simultaneously, 
government brought more and more economic activities under its direct ownership 
and control, with explicit emphasis on employment creation. Employment in the 
public sector increased rapidly. In the private sector, there was a substitution of 
labour for capital, as capital was becoqing_scarce due to government control. So, 
largely because of government's policy e%jhgne,nt growth outdid output growth. 

But then came the second phase, where we saw a dramatic reversal of this trend. 
Employment almost became stagnant, and output gowth suddenly shot up. This 

,%\ was a'puzzling phenomenon, as you c@ ekpqt a positive relationship between 
these two. Why was growth jobless? ~ c o & m i s t s ~ a v e  two plausible answers: (1) 
excess capacity, (2) labour market rigidity. Up until 1980s, the government directly 
controlled the distribution of various key inputs, -11 as cement, steel, chemicals 
and even financial capital. Even setting up of a new ,olant, or expanding capacity 
required permissions from the government. Sp in this environment, firms tried to 
build excess capacity to reduce the hassles of getting permission from the government. 
So later on, when they experienced better time (economic boom), they simply 
exploited their idle capacity already built up. This strategy certainly reduced the 
scope of employment growth. This is the crux of the excess capacity argument. 

A complementary view is found in the rigid labour market argument. Starting from 
the 197OYs, trade unions became stronger, both in terms of their membership and 
ability to strike hard bargains with the employers. Simultaneously, the government 
passed certain legislation, which effectively provided job-security. This law took the 15l 

I 
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form of restriction on lay offs, retrenchment and closure of private firms (employing 
100 workers or more), in consonance with the public sector practice of life-long job- 
security. This presumably altered the bargaining strength of the worker, which was 
on a rising trend ahyway, and resulted in wage increases. This directly affected all 
forms of employment, and in particular made the large firms very strategic in their 
manpower management. Constrained by the downward rigidity, they reduced hiring 
workers in the permanent category, and wherever possible, substituted it by contract 
labour, or resorted to outsourcing. The cumulative effect of all these have led to 
stagnation in employment in the registered manufacturing sector. 

In the 1980s, while the government was making the labour laws rigid, it took a quite 
different policy toward the product market. In several areas, it removed control 
(such as decontrol of cement and steel pricing), allowed the entry of foreign companies 
and also undertook modernisation of certain industries. The signs of gradual 
deregulation, more opening up and investment friendliness were all very clear by 
later eighties, and certainly the private sector responded positively to this new winds 
of change. GDP and industrial output both grew quite substantiaily, finally breaking 
the barrier of 'Hindu rate of growth' of nearly 3 to 4 per cent that prevailed in 
previous decades. In particular, exports began to rise. 

Then came the 1990s when an unprecedented balance of payments crisis in 1991, 
forced the government to undertake full scale economic reform, much of it as IMF 
loan conditions. Though the country was already on a reform path, the pace of 
reform was hastened suddenly thanks to the crisis of 1991. Almost all the direct 
controls on domestic competition (in the form of licensing, permission of entry) 
were quickly removed, welcoming the private sector to play a much bigger role than 
earlier permitted, and simultaneously the expansionary posture of PSUs was 
deliberately curbed. Further with the country's joining of World Trade Organisation, 
foreign trade has been largely liberalised allowing unfettered imports on an array 
of goods that were earlier off-limit - all as part of a market oriented reform process. 

Given this perspective of reform, employment trends in the 1990s are bound to be 
viewed as a test of the new policies. There are two views that economists offer. 
One view argues that the employment turnaround is in itself an evidence of the 
positive outcome of reform. In one area where the positive impact was instantly felt 
was the export sector. During early nineties, exports grew rapidly mostly consisting 
of labour-intensive goods from small to medium sized industries. This certainly 
contributed in the employment turnaround. That, the momentum could not be sustained 
especially in the late nineties, is a separate matt'er, which can be explained in terms 
of slowdown in export and GDP. 

The other view, which is cautious and at times sceptical about reform, casts warning 
, onlthe durabi!ity of this turnarounil phase. Given that since 1997 growth in employment 

has been sluggish, and recessioll looming large, according to this view, reform has 
spelt hardship for workers, and with more open import of cheaper goods in future 
this hardship is likely to increase. 

Check Your Progress 6 

1) Discuss the main features of our economic policy up until 1980s. 

.................................................................................................................... 

.................................................................................................................... 

................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
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2) What do economists say about the jobless growth of the 1980s? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

3) What sort of policy changes occurred since 1991? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

4) Mark T for True and F for False. 

a) Economic reform means more government control. ( .  

b) Export has fallen since the reform of 1991. ( ' >  

c) Employment has increased with reform. ( 

30.8 LET US SUM UP 

To sum up, economic reform has inevitably brought benefits in terms of higher 
output growth, but also led to a process of restructuring and transformation of 
industry and employment. The process may be long and painful, especially for the 
working class. However, this does not mean that we should abandon the path of 
reform, because displacement of workers is a side effect of the reform, and it has 
to be dealt with separately by supplementary policies. You will read about the 
various policies and issues relating to industrial workers including the measures to 
al1eviat.e condition of laid off workers in the following units of this Block. 

30.9 KEY WRODS 
\ 

Economic Dualism : Dichotomy in the way an economy or a sector of an 
economy functions, creating two parallel arrangements 
of conducting economic activities (such as production) 
and giving rise to differential policy exposures. 

Real Value 'of Gross : The value of all goods and services produced within 
Domestic Product the country (i.e. imports not counted) measured at the 

price level of a given year. 

Public Sector Units. : '  Factories owned by the government. 

Jobless Growth : A phrase coined to refer the situation of the 1980s 
when the industrial output grew at a high rate, but the 
industrial employment was virtually stagnant. 

Economic Reform : Undertaking policies that aim to remove government 
control and regulation from economic activities and 
allow the free market to play a great role. ' 
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30.11 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

Check Your ~ r o ~ r e s s  1 

not available. Hence, our assessment becomes partial. 

2) Small vs. large, modem vs. traditional, private vs. public etc. 

3) 'Employee' is any person hired by a factory, whereas 'worker' is an employee 
who works in the manufacturing process. 

4) See Section 30.2. 

5) See Section 30.2 

6) a) F b) F c) T d) F 

Check Your Progress 2 . 

1) AS1 and the Ministry of Labour 

2) a) T b) F c)F 

Check Your Progress 3 ' 
. . 

1960-8D: Moderate growth, 1980-90: Almost no growth, 1990-97: Revival in growth 

1) See Table 30.3. 

Hence, the name. 

18 3) a)F b)T c)T d)F 
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UNIT 31 INDUSTRIAL LEGISLATION 

Structure 

3 1.0 Objectives 
31.1 Introduction 
3 1.2 Employment Legislations 
31.3 Legislations Relating to Wages and Benefits 
3 1.4 Legislations Concerning Industrial Relations 
31.5 Let Us Sum Up 
3 1.6 Key Words 
3 1.7 Some Useful Books and References 
31.8 Answers or Hints to Check Your Progress Exercises 

31.0 OBJECTIVES 

This unit deals with legislative and regulatory frameworks that govern employment, 
wages and industrial disputes. In so doing, the unit will enable you to: 

learn economic reasons for specific legislations relating to industrial production; 

know the act that govern the employment status of a worker; 

study the acts relating to the payment of wage, bonus and retirement benefits; and 

understand the legislations that play a crucial role in bargaining between workers 
and employers as well as any disputes between them. 

3 1 .  INTRODUCTION 

Why do we need explicit laws to organise production? After all in our daily life, we 
must be hiring all sorts of workers (housemaids, security guards, garbage collectors, 
carpenters etc.) without consulting a lawyer, or even being aware of any laws 
pertaining to such employment. Normally such small-scale hiring is based on mutual 
trust and local customs, and unless one party breaches the trust, we do not need 
to worry about 'what can be done'. But this 'what can be done' clause is very 
important when production involves a large number of people and in particular, 
when the breach of trust or agreement may lead to substantial damage. So there 
must be a priori rules to make everybody aware of the potential consequences of 
breach of trust. Industrial legislations are precisely that. 

To elaborate more, a firm is not simply a production facility. It is rather a common 
pool, in which all participants - workers, managers, creditors and shareholders- put 
their resources to create new wealth. The importance of contracts for organising 
economic activities must be emphasised. Laws are needed for optimal formulation 
and implementation of contracts. Of course, the success of their venture will 
depend on a variety of factors such as the history of their cooperation, abilities to 
trust each other, information sharing and the most important of all the external 
market conditions. Since the ownership of their inputs defines their final claims on 
the surplus, the participants also have a conflict of interest that threatens to destabilise 
their cooperation. Therefore, appropriate legislations and regulations are needed to 
keep such conflicts under control. Without such rules, production could not be 
organised on large scales. To take an example, if there was no law protecting the 
worker's claim on an agreed wage, many employers would be tempted to default 
on paying wages after getting the work done, and anticipating that problem workers 
would stay away from such firms. Therefore, we need laws to assure all participants 
that their claims will indeed be honoured, almost all the times to ensure that all' 

20 possibilities of mutual gain should be realised. 



This argument is called the efJiciency argument, as it emphasises on the role of Industrial Legislation 

laws to ensure that industrial activities will take place. But there are other views 
that justify the necessity of laws on grounds of distributive justice and social welfare. 
These two strands of views can be seen as complementary. 

The efficiency view puts forward two main effects through which efficiency works: 
(a) ex post effects and (b) ex ante effects. Ex post effects refer to punishment 
of opportunistic behaviour and compensation for damages. Once the damage is 
done law takes the punitive role. But ex ante at the stage of agreeing to cooperate, 
the law provides incentive to participate in production. The combined effects of the 
two encourage greater economic activities, but may not necessarily ensure a 'fair' 
distribution of the created surplus. That is why the social interest argument is also 
very important. Additional laws and regulations may help each party to secure their 
fair shares. For instance, sometimes distributive justice supports efficiency: when 
workers are given a bonus, it is in their interest to try to increase gross profits, 
which in fact help the workers to increase their income above the basic wage. 
Similarly, for social justice, or gender equality, the government may need to pass 
legislation-reserving jobs for SCIST, or promising equal pay for equal work. Likewise, 
paying below a minimum wage must be declared illegal, if the social objective is to 
ensure a basic standard of living for all employed workers. 

In this unit, we shall concentrate on three sets of legislations: (a) employment laws, 
(b) laws relating to wages and benefits, and (c) industrial disputes laws. Here it is 
important to keep in mind that labour is on the so-called concurrent list in India, 
meaning that it'is under the jurisdictions of both the states and the centre. Therefore, 
almost all the central acts are followed by corresponding state level acts, which 
essentially try to make them more operational and responsive to local needs. Our 
discussion will be confined largely to Central Acts. 

Check Your Progress 1 

1 )  Why do we need legislations to organise industrial production? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... .. 
2) Discuss the efficiency argument for industrial legislation? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

31.2 EMPLOYMENT LEGISLATIONS 

The basic act that defines the status of an industrial employee, and hisher relationship 
with employer is called the Industrial Employment (Standing Orders) Act, 
1946 (IB act in short). First passed in 1946 and subsequently amended several 
times, this central act stipulates the conditions of recruitrneht, confirmation, misconduct, 
discharge, disciplinary action, leave, holidays etc., and requires the employers to 
make these conditions known to their employees in the most precise terms. The act 
applies to whole of India and presently to all industrial establishments where 50 or 
more workers are being employed, or were employed on any day of the preceding 
12 months. 



Industrial Labour Along with the IE act, several other acts also play crucial roles in defining certain 
kdy parameters. For instance, from the legal point of view, it is very important to 
define what is to be considered as a factory, or who is 'worker' and who is not. 
For these definitions and basic recognition of employment, we should refer to some 
of the prominent central acts: (1) The Factories Act, 1948 for factory workers, 
(2) The  Mines Act, 1952 for mining workers, (3) The Indian Railways Act, 
1890 and 1956 (Amendment) for railways workers, (4) The  Dock Workers' 
(Regulation of Employment) Act, 1948 for port workers, (5) The  Motor 
Transport Workers' Act, 1961 for workers involved in surface transportation 
and (6) The Weekly Holidays Act, 1942 for workers in retail trade; shops and 
commercial establishments. 

Of these, the Factories Act, 1948 is of course the most important, and it covers a 
large part of industries that are surveyed by the Annual Survey of Industries. This 
act also defines 'factory', 'worker' and 'employee', as discussed in Unit 30. However, 
this act is not applicable to many services, such as transportation, or retail trade. 
Therefore, separate acts were needed to cover these industries. Here we should 
note that each of these acts and their state level counterparts have separate size 
requirements due to obvious differences in their nature of operations. For example, 
the Factories Act, 1948 is applicable to factories using power and employing 10 

, workers (or without power and employing 20 workers on any working day in the 
last preceding twelve months), while the Motor Transport Workers' Act, 1961 
applies to undertakings with five or more workers. Then it can be seen that because 
of the higher size requirement specified in the IE act, many provisions of it may not 
apply to transport workers. In similar cases like this, separate acts were introduced 
to maintain parity with other industrial workers. 

We turn to some of the provisions and acts that are strongly motivated by social 
t interests. (1) In the interest of protecting women at workplace, the Factories Act, 

1948 prohibits hiring women at night shifts. (2) The  Bonded Labour System 
(Abolition) Act, 1976 aims to abolish the notorious problem of bonded labour. (3) 
To. regulate and eventually eliminate the menace of child labour, there are two 
important acts: The  Children (Pledging of Labour) Act, 1933, and The  Child 
Labour (Prohibition and Regulation) Act, 1986. The first act (of 1933) declared 
child (below 15 years of age) labour entirely illegal and held parents or guardians 
responsible for any violation. However, as this law was difficult to enforce and the 
practice of hiring child labour continued, a more realistic law was passed in 1986, 

I which allowed the use of child labour in some industries subject to certain restrictions 
(such as no night shift, no overtime etc.). Many industries, which are considered 
to be hazardous or detrimental to child health, are strictly prohibited from employing 
child labour. Carpet weaving and firecrackers are two well-known industries. 

(4) Finally, the Contract  Labour  (Regulation a n d  Abolition) Act, 1970 
recognised certain pipe of labour practice that was very much in place, but was 
discouraged by the government (which had for long cherished the goal of m a k i ~  
all employment permanent). The act while recognizing the need for providing legal 
protection to such employees (who agree to work on separate contractual terms 
other than those specified in the IE or similar acts), also aimed at eventual abolition 
of this practice. Rut as we know now, the practice of hiring contract labour has 
become more and more popular not only with private industries, but also with the 
government. 

Check Your Prog:rep 2 

1) Discuss what is the basic objective of the Industrial Employment Act (Standing 
Orders), 1946? - 

22 .......................... .......................................................................................... 
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. . .. 

b) Child labour is not always illegal. 

. , 
, . 

31.3 LEGISLATION RELATING TO WAGES AND 

Earnings of a worker typically have several components, like basic wages, dearnkss 
allowance, bonus, certain in-kind benefits (such as medical or food at workplace), 
and a deferred payment like retirement benefits. That wages are given in various 
forms has important implications for long-term employment, and accordingly laws 
have been made to safeguard workers' interests. However,,the basic premise on 
-which the government enacted wage legislations was that it is the low-wage workers 
%ho need special protection through legislation, whereas high-wage workers could , . 
seek legal remedies on their own, if there is a default or breach of contract. Thus , 
various legislations have been passed requiring employers to comply with their 
financial obligations to workers- especially the low-wage workers. ... 

\, 

1936, which aimed at prompt and regular payment wages, and to prevent wilful 
default and exploitation of the workers by the employers. T k a c t  enabled the state 
to monitor the wage practices of industrial establishments, and charge high fines on 

. .  the employers found guilty. In terms of industry its coverage is fairly broad, as 
under its purview are the factories covered by the Factories Act, 1948, railways, 
construction industry, mines, motor transport services, plantatiohs a@ several other 
industries. But there is a ceiling on wage to determine which work& are to be 
protected by this-act. According to its 1982kamendment, workers who earn less , 

than Rs. 1600 a month are covered by this act. Clearly, the coverage in terms of 

revise.them from time to time for all sorts of employment and occupations including 
agriculture. Since this exercise has political importance, state gwernments pay a 

23 



Industrial Labour certain level as a fundamental obligation of the employer, a share of the surplus is 
also guaranteed in the Payment of Bonus Act, 1965. According to its present 
version (having been amended a few times in 1970-72), all factories under the 
Factories Act, 1948 and all other establishments employing twenty or more workers 
(on any day during a year) should pay bonus to all of their employees at the rate 
of 8.33 percent of their annual salary or wage. Moreover the payment of bonus is 
not conditional on making profits. Even a loosing concern will have to fulfil this 
obligation. In that respect, bonus is very similar to basic wage, with the difference 
lying only in its frequency and timing of payment. 

On the benefits component, two acts provide coverage for accidental injuries, death 
and disablement: The Workmen's Compensation Act, 1923 and The Employees' 
State Insurance Act, 1948 (ESI in short). Usually, employees cannot be covered 
under both. The first act obligates employers to pay compensation in case of work 
related accidents, and has enabled the state governments to specify (and revise 
time to time) minimum and maximum amounts of compensation. The second act on 
the other hand has led to the creation of an insurance system. Administered and 
financed by three parties- employers, employees and governments (central, state or 
local), it is a vast network of hospitals and clinics for workers earning not more 
than Rs. 6500 per month where they and their family members can receive maternity 
benefits, treatment for industrial injuries and general medical care. The ESI act 
covers the whole of India and all factories run with power and employing 10 or 
more persons, and also establishments like shops, theatres, hotels etc. In 1998, the 
ESI scheme was operating in 640 centres across 22 states, covering 8.36 million 
employees and a total of 35.29 million beneficiaries. 

Finally, we come to the retirement benefits part. As is well known, long term 
employments always entail a deferred payment, usually in the form of post-retirement 
benefits, which depends on worker's own salary at the last phase of working life 
and his own contribution to the 'retirement plans'. This gives rise to two effects: 
incentive for the workers to work hard, and old age insurance. Usually, retirement 
plans are based on contributions of both the employer and the employee, and 
governments all over the world strongly encourage them. 

The Employees' Provident Funds and Miscellaneous Provisions Act, 1952 
made it compulsory for all factories and other establishments to set up provident 
funds for their employees. Initially the act had a very limited applicability, only to 
6 industries. But by 1998 its coverage was extended to 177 industries, and 2.99 lakh 
establishments participated in the program providing old age insurance to 212.20' 
lakh subscribers. According to this scheme both employers and employee contribute, 
each at the rate of about 10 percent of the basic wage of the employee to a 
provident fund trust and the deposit grows over time (earning a rate of interest of 
12 percent per anntrm). The employee then after retirement withdraws the 
accumulated amount. A slightly different scheme, replacing the lump-sum withdrawal 
by a monthly flow of pension to the retiree, or hisher survivor was introduced in 
197 1 through the Employees Family Pension Scheme, 1971. 

Check Your Progress 3 

1) Write down the main acts concerning wages and bonus. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
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2) Is the coverage of the Payments of Wages Act, 1936 expanding over time? 

................................................................................................................... 

................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

3) Mark T for True and F for False 

a) The Payments of Bonus Act applies only to a profit-making factory.( ) 

b) The Minimum Wages Act, 1948 does not apply to managers. ( 1 
c) The Payment of Wages Act, 1936 applies to low-wage workers. ( ) 

d) ESI Act provides medical insurance not only to an employee, ( 1 
but also to hisher family members 

31.4 LEGISLATION CONCERNING INDUSTRIAL 
RELATIONS 

Industrial legislations gain maximum importance in the context of wage negotiations, 
other collective bargaining and related industrial disputes. Since the force of the law 
is felt most when cooperation fails, it is natural that elaborate set of legislations wi!l 
have to be in place to ensure that workers and employers reach fair agreements 
in the least costly way. Here, the purpose of law is to achieve both the objectives 
of distributive justice and efficiency. The distributional objective demands that the 
collective bargaining outcomes should be 'fair' which means that one party must 
not comer all the gains. The efficiency objective is met when we achieve an 
agreement with minimal time loss, and without going through costly actions such as 
strikes and lockouts. Of course, two objectives are rarely met, and strikes or 
bargaining impasse are common places. Therefore, the law should also take into 
account the states of suspended bargaining (stalemate situations), and must specify 
the boundaries of strategic actions so that the negotiation is not diverted ofif the 
legal course. In addition to these, the law should also make room for the state to 
play an interventionist or mediating role (especially in prolonged disputes) to enforce 
at least the efficiency objective. This argument is more compelling when we recognize 
that labour disputes have negative externalities for other relationships that the firm 
has to maintain, namely with investors, suppliers, distributors and so on. 

Three major acts regulate industrial relations in India: (i) the Industrial Employment 
(Standing Orders) Act, 1946 (IE in short), (ii) the Trade Union Act, 1926 (TU 
in short) and (iii) the Industrial Disputes Act, 1947 (ID in short). 

Since we have already discussed the IE act, our main focus in this section will be 
on the TU act and the ID act. Briefly we note that the IE act tried to make labour 
contracts complete and legally defensible. Under this act it became an obligation for 
the firm, not only to define the terms of employment, but also to explain in advance 

'the possible instances of suspension or termination of tenure. A perceived failure 
on this coht ,  or incomplete listing of circumstances can lead to bitter disputes. The 
act also provides for a subsistence allowance (at the rate of 50 percent of wage 
for 90 days) for a worker under suspension, but pending departmental investigation. 

The Trade Union Act: The TU a@ is one of the few labour laws that remained 
almost unchanged from the colonial days. The act recognizes the workers' freedom 
of association to express grievance, to engage in collective bargaining and also to 

I 



Industrial Labour promote civil and political interests among themselves. A union requires at least 
seven members for registration, and it can be formed at the factory level as well 
as at the industry level. Half of the office bearers of a union must be engaged in 
the industry to which the union belongs. One of the crucial provisions of the act is 
that the union members and office bearers are protected from criminal and civil 
suits in relation to bonafide trade union activities. 

While this act has been held as the hallmark of trade unionism, very little has been 
done to revise it in light of changed circumstances of the last fifty years. If we read 
carefully, the act presupposes that trade unions are simply a form of workers' 
association, which may engage in a number of things including the promotion of 
political and civil interests. Therefore, it remained an open question as to what is 
not a bonafide activity of a union. If strikes following wage demands are to be 
called a legitimate union behaviour (which it is), work stoppage for unrelated and 
distant political issues can also pass off as a valid union activity. Because of this 
generalist nature of the act and the special immunity provision for the office bearers 
(against civil or criminal suits) trade unions have attracted political patrons, and 
probably complicated the collective bargaining scenario. 

In the last thirty years or so, trade unions have become powerful institutions of 
collective bargaining, and the focus of the TU act should have accordingly changed 
to make it less general and more effective. For instance, the TU act is not helpful 
in determining whether unions have legal rights to bargain over the wage or not. 
Nor does it say which union will be the bargaining agent if there are multiple unions. 
Should the bargaining be held at the unit level, or at the industry level? Are the 
employers liable to discuss with unions other important matters such as new hiring, 
lay offs and modernisation? The TU act is silent on these questions, and other acts 
are not helpful either. As a result, the state and at times the court had to step in 
to fill up the vacuum. 

Despite the ambiguity in the TU act, employers find it wise to negotiate with unions, 
and make wages (and other matters) as part of a legally binding agreement. The 
state governments also encourage collective bargaining. So the unions de facto can 
negotiate on a broad range of matters, and since no single union has the legal 
monopoly of representing the workers, multiple unions do appear on the bargaining 
table each claiming to represent a sizable portion of the workforce. Such problems 
can be avoided if the TU act is revised. 

Industrial Disputes Act: Any dispute on terms and conditions of work, or 
disagreements during negotiations over wage or any other matters come under the 
purview of the ID act. First passed in 1947 to replace the Trade Disputes Act, 
1929, the ID act became the main governing legislation with respect to industrial 
relations all over India. As its importance grew over time, several amendments 
were passed in 1964,1965,1971,1976,1982 and 1984 to improve on its shortcomings 
and at the same time to strengthen-the interventionist role of the state. 

The act aimed at creating a legal framework and state machinery within which 
industrial disputes can be peacehlly resolved. Among the main provisions of the act 
are: (1) defining legality of strikes and lockouts, (2) restrictive procedure for lay 
offs, retrenchment and'closure, (3) Compensation for lay off and retrenchment, (4) 
conciliation procedure and (5) a three-tier system of adjudication. 

The legality of a strike or lockout primarily hinges on the question whether it has 
been used in a fair manner. For example, sudden strike or lockout is illegal in public 
utility services; prior notice has to be served. In all industries, fresh strikes and 
lockouts are prohibited, if the dispute is already under conciliation or adjudication, 
(but continuance of old strike or lockout may be permitted). On the other hand, a 
strike or lockout in retaliation of an illegal lockout or strike is perfectly legal. It is 



also important that a striking employee must qualify as 'workman' as defined in the Industrial Legislation 

act, which means that his wage must be below a certain level and his employment 
is not in the managerial and administrative capacity. 

Rules regarding lay off, retrenchment and closure of unit are far more restrictive. 
As we have noted earlier that the IE act requires specification of the conditions for 
suspension and termination of job. Most of it is of disciplinary nature. If lay off is 
instigated by actual or anticipated financial losses, then the IE act may be inadequate. 
The ID act since 1976 made it mandatory for employers to seek prior permission 
from the government to lay off or retrench any worker, or close down the unit. This 
requirement (codified in chapter V-B of the ID act) presently applies to all industries 
employing 100 or more workers. A violation of this may lead to serious penalty on 
the employer, as well as reinstatement of laid off workers. This particular provision 
has been criticized as too restrictive and uncommon by international standards, and 
the government is generally conservative about granting permissions to retrench or 
lay off for fear of being seen as anti-labour. For example, in 1997, the central 
government received 60 applications for lay off/retrenchment/closure, but granted 
permission only in 6 cases. Because of this abnormally low rate of approvals, the 
provision of Chapter V-B continues to be seen as a major stumbling block for the 
restructuring of loss making enterprises. 

While lay off is permitted in large firms (having 100 or more workers) subject to 
government approval, relatively smaller or medium sized firms can freely lay off or 
retrench in compliance with the IE act (wherever it is applicable). In any event of 
retrenchment, the principle of 'last come first go' is to be followed. But not all laid- 
off or retrenched workers are eligible for compensation. If a firm is under the 
purview of the ID and IE acts, and employing 50 or more workers, it is legally 
bound to pay compensation to any workers it lawfully lays off or retrenches. The 
compensation amounts are determined based on the number of years worked by the 
employee and his pre lay off (or pre-retrenchment) wage. However, such obligations 
are rendered only to permanent or regular workers. Casual or badli workers 
cannot claim such compensation. 

Finally comes the question of the state machinery, which is an important contribution 
of the ID act. It is presumed that the government (state or central) will remain 
watchful in all cases of collective bargaining. If bargaining gets stuck at some point, 
and the parties fail to arrive at a so1ution"within a reasonable length of time, the 
government should step in. Usually, large firms draw government's attention because 
of their obvious importance to the economy. Also it is one of the most important 
functions of the labour ministry (both at the state and centre) to facilitate quicker 

Government's help starts with conciliation efforts. As a neutral party, it appoints 
Conciliation Oficers, or Boards of Conciliation, or Courts of Enquiry, which will 
explore avenues to settle the disputes, in consultation with the disputing parties. For 
public utility services, all unresolved disputes must be referred to a Board of 
Conciliation. A settlement reached at the Board of Conciliation is binding on all 
parties. But if no settlement is reached (i.e. all suggestions are turned down by the 
disputing parties), then of course the matter is referred back to the government, 
which then has the option of referring it for adjudication. However, before the 
process of adjudication starts, the parties can opt for voluntary arbitration. If so, a 
government appointed arbitrator will simply impose a settlement, which the parties 
must accept, and the dispute will be resolved. But since there is no guarantee that 
thk settlement will please all parties, at least one of them may not agree for 
arbitration, and in this case adjudication remains the only option left. However, the 
central government has adopted the policy of compulsory arbitration for disputes 
involving itself as an employer and its employees. Since 1966 this policy is in place, 
and disputes relating to pay and allowances, weekly hours of work and leave of 



- 

Industrial Labour certain category of employees are eventually resolved through arbitration. 

Adjudication is a lengthy legal procedure. A three-tier system of special courts 
consisting of Labour Courts, Industrial Tribunals and National Tribunals, the last one 
falling under the sole jurisdiction of the central government, is exclusively devoted 
to industrial disputes. In 1997, there were a total of 343 labour courts and industrial 
tribunals in the country, out of which 12 were set up by the central government. 
The Labour Courts deal with disputes relating to employment, termination, legality 
of strikes etc. (which are listed in the Second Schedule of the ID act). The 
Industrial Tribunals can deal with any matter within the jurisdiction of a Labour 
Court and disputes relating to wages, compensation, bonus e'tc. (which are listed in 
the Third Schedule of the ID act). If these two lower level bodies fail resolve a 
dispute, it can be referred to the National Tribunal. However, disputes of national 
importance, or involving more than one state can be directly sent to this apex body.' . 
The evidence for the effectiveness of the industrial tribunals is somewhat mixed. 
In 1998 the disposal rate (that is the number of disputes resolved divided by the 
number of disputes pending) at the central tribunals was just 10 percent. This rate 
of course varies significantly from year to year. That tribunals are not swift is 
largely attributable to the fact that they receive a disproportionately large number 
of cases. Nevertheless, it is the last resort, and failures liere would effectively make 
the disputes unsolvable. 

Check Your Progress 4 

1) Discuss the main features of the Trade Union Act, 1926. 
' 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
2) Discuss the main features of the Industrial Disputes Act, 1947. ' 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
4) Briefly describe the role of the state machinery as envisaged in the ID act. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
5) Mark T for True and F for False 

a) Industrial disputes are settled in civil courts. 

b) Government is expected to play an active role in settling industrial 
disputes. 

c) Trade union activities, as per the Trade Union Act, 1926 must not ( ) 
be extended to political activities. 

d) According to the ID act, firms with' 100 or more workers cannot ( ) 
retrench workers without government permission. 



31.5 LET US SUM UP 

The legislative framework of industrial relations in India is fairly comprehensive, as 
all the important dimensions of the employer-employee refation are covered. The 
evolution of this framework is marked by continuity from the earlier periods (pre- 
independence) of industrialisation and concernfor workers in today's world. Moreover, 
because of the joint jurisdiction of the state and the centre, the number of laws 
covering labour relations is evidently numerous. They are also in line with the . 
mandates and endorsements of the International Labour Organization. 

Still some reservations are in order. Many researchers believe that despite good 
legislations, enforcement and state regulations had been less than satisfactory, as 
India's record in maintaining industrial peace is not particularly commendable. It is 
also the case that judicial and state interventions are not always well coordinated, 
and at times they work for cross-purposes. For instance, a sick industrial unit can 
apply to the Board of Industrial and Financial Reconstruction for bankruptcy, and 
can bypass pending adjudication, or avoid complying with rulings given by a labour 

1 

It is also important to note that there are different size requirements for different 
parts of the same act. For example, the ID act makes lay off compensation 
mandatory in all firms employing 50 or more workers, but lay off permission is to 
be sought from the government only if the firm's size exceeds 100 workers. In 
firms of less than 50 workers, lay off compensation is not even mandatory. Thus 
it appears that while large firms are over-legislated, smaller firms are probably 
under-legislated. In fact the informal sector, which employs 80 percent of the 
industrial workers, is entirely free from any obligations rendered by the ID and IE 
act. As a result of this, workers had to rely on local unions (since union can be 

, formed virtually everywhere), and not the state machinery, to further their interest, 
and this has led to large scale of intrusion of political parties or their svogate  
organisations. The collective bargaining mechanisms are also therefore informal and 
politically coloured. Having said these, we must hope that our legislations will be 

31.6 KEY WRODS 

Collective Bargaining : Negotiations between an employer (or employers) 
and employees, represented by their unions are 
called collective bargaining. Such negotiations may 
be over wages, bonus, lay off, retrenchment, 
moc\ernisation and new hiring. 

Industrial Disputes : Typically strikes and lockouts are the mai? two 
components of industrial disputes, although disputes 
can take many other forms. Strikes are deliberate, 
large scale and organised absenteeism practiced 
by the workers either to express grievance, or to 
gain idvantage in collective bargaining. Lockouts 
are temporary closures declared by the employers 
in order to preempt some demands of the workers, 
or to unprove their' bargaining position, or to reduce 
1osse.s. These disputes usually break out after 
bargaining reaches a stalemate point.& 

Industrial Legislation. 



Industrial Labour Lay off : Temporary job loss with the likelihood of recall 

Retrenchment : Permanent job loss 

Concilia tion : State mediation to settle disputes through discussions 
involving a1 1 disputed parties. 

Adjudication : Settlement of disputes through legal provisions 

- 
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31.8 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

Check Your Progress 1 

1) Read Section 3 1.1 

2) Read Section 3 1.1 

Check Your Progress 2 

1)  This act stipulates the conditions of recruitment, confirmation, misconduct, 
discharge, disciplinary action, leave, holidays etc., and requires the employers 
to make these conditions known to their employees in the most precise terms. 

2) ( 1 )  The Factories Act, 11948 for factory workers, (2) The Mines Act, 1952 
for mining workers, (3) The Indian Railways Act, 1890 and 1956 
(Amendment) for railw,2ys workers, (43 The Dock Workers' (Regulation 
of Employment) Act, 1948 for port workers. 

J 

3) a) F, b) , c)F, d) T 

Check Your Progress 3 

1) Payments of Wages Act, 1936, and Pay nent of Bonus Act, 1965 
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32.0 OBJECTIVES 

This unit discusses the economics of industrial disputes and also examines the data 
on various facets of the disputes. After going through this, you should be able to: 

a learn economic explanations of strikes and other forms of disputes; 

a know the trends in industrial disputes in India; 

a understand causes and duration of disputes; and 

a comprehend the reasons to see fewer disputes now than in the seventies and 
eighties. 

32.1 INTRODUCTION 

Industrial relations largely refer to incidences of strike$, lockouts and other forms 
of industrial disputes, and their causes and resolutions. In this unit, we will try to 
cover some of the important aspects of this problem. We may begin by asking, why 
are industrial relations not harnlonious? U 'hy do we see strikes and lockouts? To 
a layman this question may sound very nr Cve, because if frictions are part of life 
everywhere else, why should it be different in factories, he might argue. But an 
economist would be troubled by this simple answer. 1 

LOCKOUTS? 

Economists believe that a simple princigb:, known as Pareto optimality, works in 
most economic activities, barring some c:xceptions. It means the following. An 
economic activity, which may be organised with private motives (such as profits), 

- - 
create social wealth. If this were not the $,ase, most of the activities we do, could 
not be sustained over time, and the cconbrny would collapse. . 

Strikes and lockouts. being conscious acts of s t o ~ ~ i n g  ~roduction. are wasteful. 



Why do workers stop production by calling strikes, or employers temporarily close Industrill1 Relations 

factories by declaring lockouts, when their very existence depends on the maintenance 
of production? This apparently paradoxical behaviour has some theoretical 
explanations. 

It turns out that any bargaining situation is vulnerable to problems of disputes and 
similar wasteful activities. Imagine a situation where a parent buys a cup of ice 
cream and asks her two children to share it. We might see that by the time they 
reach an agreement, a large part of the ice cream melts away, - a violation of 
Pareto optimality, 

As in the ice cream example, economic surplus of a firm is also subject to bargaining 
between workers and employers. In a typical wage negotiation, workers start with 
a high wage demand, while the employers stick to a lower offer. With the progression 
of time, we expect both sides to make some concessions, and within a reasonable 
time they should reach an agreement. But many times that does not happen. 
Negotiation reaches dead-ends with no parties making any concessions. Usually in 
such situations, workers go into strikes, and/or employers declare lockouts. 

Why is that? There are two explanations, both rooted in the writings of the noted 
British economist Sir John Hicks. The first explanation is that workers and employers 
see strikes and lockouts as 'weapons' to be used at the time of conflicts. Moreover, 
these weapons must be used occasionally just to maintain a credible threat of using 
them. The second explanation is based on asymmetric information. It says that the 
two parlies very often have different perceptions about each other's ability and 
willingness to make concessions. Therefore, each side tends to hold out in the 
expectation that the other side will give in. For instance in a firm where the profit 
information is kept private, if the workers believe that the firm has made substantial 
profits, they would insist on a handsome bonus, and if their belief is true, the 
employer would indeed give in after a point. But what if the workers' belief is 
wrong? The employer would still say that he could not afford such a demand, but 
the workers, not believing him, would hold out, and eventually the employer has to 
accept a strike, because there is no other way he could convince the workers that 
this bonus is unaffordable. 

32.2.1 Stylised Facts of Strikes 

With these two theoretical explanations of disputes economists in different countries ' 

(mainly western) have tried to examine various issues relating to strikes. Several 
interesting facts can be mentioned here. First, there is a clear association between 
strong trade unions and strike incidence. This seems to be true everywhere and 
confirms Hicks' argument of strike being seen as a weapon. Second, strikes occur 
most when the economy is on an upswing. Workers tend to believe that they should 
be given more when the business is doing well. Conversely in the time of recessions 
workers worry more of losing jobs, and therefore postpone higher wage demands. 
If we think in terms of the asymmetric information argument, then it must be the 
case that workers' expectation about the profits and the actual profit figures do not 
match in booms, but seem to do so in recessions. Third, it is also seen that long 
strikes usually produce little or small wage gains. Comparatively, short strikes lead 
to greater wage increases. This is also consistent with the asymmetric information 
view. In the famous 1982 textile strikes of Mumbai, strikes lasted for over a year, 
but the outcome was a disaster for the workers. Finally, developing countries that 
are fairly industrialised (such as India) exhibit a greater degree of strike incidence, 
than developed puntries. The main reason is the relative weakness of institutions 
that deal with industrial relations. 

In connection with )ur last observation above, it may be of some interest to compare 
India with some developed countries, such as Japan, Netherlands and France. In 



Country Number of Total Man- Man-days 
Strikes days Lost Per Lost Per Strike 

Per Year Year (million) Per Year 

India (1980-82) 2055 14.00 6813 

France (1977-83) 494 0.38 769 

Belgium (1980-81) 110 0.20 1818 

Japan (1980-82) 5850 0.69 118 



32.3 TRENDS IN INDSUTRIAL DISPUTES lndurtrial Relations 

India having a large industrial network and an equally large workforce witnessed 
a continuous incidence of strikes and lockouts. The history of industrial disputes 
goes back to the early part of the twentieth century when the textile industry in 
particular and the colonial economy in general were hit hard by the great depression. 
In 1928, the historic Trade Union Act was passed and the same year, Bombay 
textile workers struck work for six long months, and then followed it up with 
another strike in 1934. By this time sevr:ral trade unions were already in existence 
in Bombay, Ahmedabad and Madras. It is generally believed that Madras (Textile) 
Labour Union was the first Indian trade union that was established on 27 April 
1918. Much earlier, a workers' organistition that fell short of being a trade union 
called Bombay Mill-hands Association, was formed in as early as 1890. 

After independence, with greater expansion of industries and the formation of 
large-scale public sector enterprises, the problem of disputes assumed many 
dimensions. First, strikes were now seen at the national scale implemented by large 
centralised unions whose growth coincided with the expansion of public sector 
enterprises. Second, political parties find it important to maintain confederations of 
trade unions that will lobby with the central government on various issues of common 
interest. Third, now the government is also an active player in controlling industrial 
disputes not only in its own industries, but also in the private sector. 

To keep track of industrial relations, the Central government collects from all States 
and Union Territories detailed data on industrial disputes, mainly strikes and lockouts, 
through primary units of the State Labour Departments and the Regional Labour 
Commissioners (Central), and stores them with the Labour Bureau. However, based 
on the voluntary reporting of disputes, these data do not include political strikes or 
strikes in moral support. Therefore, there is a systematic undercounting bias. 

The data published by Labour Bureau consist of certain key variables, such as the 
number of strikes and lockouts, workers involved, man-days lost, percentage 
distribution of disputes in terms of long or short duration, causes of disputes and in 
terms of the outcome (success or failure). 

32.3.1 Aggregate Disputes 

In Table 32.2, we begin with the aggregate dispute data (sum of strikes and 
lockouts) that gives us a bird's eye view. First notice that the problem of disputes 
is nothing new to the Indian economy. As this table shows, even in the 1950s when 
the newly independent government was spelling out its new economic policies, our 
industry had a fairly high incidence of disputes. In fact the numbers of disputes in 
1952 and 1956 are comparable with 1996 and 1 999 figures. 

Over the years, of course the dispute occurrence iqcreased, as the country passed 
through several important policy regimes, particularly with respect to industry and 
labour. As shown by the table, from late sixties to early eighties the number of 
dispute was very high with the exception of 197t5, t'le emergency year. Since the 
late eighties, disputes have been on decline, and ir \ the late nineties, the number of 
disputes has been as low as it was in the earl)! fifties. This picture has been 
illustrated in Figure 1 with continuous time series t lata. If we ignore the year 1976, 
then the number of disputes gives rise to a nice be1 I-shaped curve. This means that 
simply in terms of occurrence, the industrial scen,irio is steadily improving. The 
same statement can be made in terms of the total nl mber of worFers involved and 
total man-days lost, as both are on the declining trt :nd since the late eighties. The 
man-days lost curve in Figure 1 can be seen al:c\ as almost bell-shaped if the 
volatile middle part is ignored. 
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Year Number of Total Man- Workers Man-days Man-days 
Strikes days Lost Per Strike Lost Per Strike Lost Per 

(million) Worker 

1961 1240 , 2.969 348 2394 6.87 

1964 1981 5.724 442 2889 6.53 

1968 245 1 1 1.078 598 4520 7.56 

1972 2857 13.748 5 16 4812 9.32. 

1976 1241 2.799 443 2255 5.08 

1980 2501 12.018 664 4805 7.24 

1984 1689 39.957 1022 23657 23.15 

1988 1304 12.530 718 9608 13.37 

1992 101 1 15.132 759 14967 19.72 

1996 763 7.8 18 797 10246 12.84 

1999 540 10.6 19629 

Year Number of Total Man- Workers Man-days Man-days 
Lockout days Lost Affected Per Lost Per Lost Per 

(million) Lockout Lockout Worker 

1961 117 1.950 . 680 16,667 24.52 

1964 1 70 2.00 1 747 11,771 15.75 

1968 325 6.166 629 18,972 30.18 

1972 386 6.796 672 17,606 25.93 

1976 218 9.947 855 45,628 53.34 

1980 355 9.907 675 27,907 41.37 

1984 405 16.068 550 39,674 72.15 

1988 44 1 21.417 576 48,564 84.32 

1992 703 16.127 690 22,940 33.27 

1996 403 12.466 820 30,935 37.71 

1999 387 8.900 4 1,860 

Indi~strial Relations Third, the dissimilarity' between the two curves, in terms of both the volatility 
around the emergency years and their recent levels compared to the fifties and 
sixties reveals another point. Since the number of workers involved in the niheties 
is comparable to the sixties, it can be argued that the greater man-days lost in the 
recent years must be due to longer duration of disputes. Fourth, in contrast to total 
figures, man-days lost per dispute has been steadily rising, implying that each 
dispute is becoming costlier. In other words, though we are having fewer disputes, 
the cost of a given dispute has substantially risen. Finally, we can sharpen the 
duration argument by measuring the total time lost per worker (in a given year) 
from all the disputes, which are shown in the last column in the table. As is clearly 
seen, an average worker has lost 2.5 to 3 times more man-days in the nineties than 
in the late sixties. 

32.2.2 Strikes and Lockouts 

The pattern of disputes is due to one or both of its components, strikes and lockouts. 
In the following figure (Figure 32.2) and two tables (Table 32.3 and 32.4) we explore 

Table 32.3: Strikes 

Source: Indian Labour Statistics 

Table 32.4: Lockouts 

Source: Indian Labour Statistics 37 
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Figure 32.2: Strikes and lockouts 

+Number of lockouts 
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The bell-shaped curve for total disputes, which we have seen in Figure 1, is entirely 
due to the strikes. Over the last two decades, the number of strikes has declined 
along with the number of workers involved and total man-days lost. In fact, by 
1992, the number of strikes has fallen below the 1961 level, and it is falling further. 
On the other hand, the number of lockouts has steadily increased, through the entire 
period. 

The contrast between the trends in strikes and lockouts is vividly borne out in figure 
2. We see that up to 1976, the two curves followed the same pattern, both rising. 
In fact, the peak year for strikes was 1973 (2958 sbikes), and around the same time 
in 1974 the number of lockouts rose to a new height at 428 lockouts that set a lower 
bound for the next decade. However, the declaration of Emergency in 1975 and a 
drastic curb on trade union activities by the central government halted the rising 
trend in both strikes and lockouts, and even caused a big dip in 1976. 

After the lifting of Emergency in 1977, both strikes and lockouts increased 
dramatically, and regained their pre-Emergency momentum. Between 1977 and 
1983, the number of strikes was consistently at a very high level. The data on man- 
days lost also shows the same pattern reaching its maximum in 1982, largely owing 
to the Bombay textile strike, and remaining high all through between 1978 and 1984. 
Thus, if we ignore the Emergency years of 1975 and 1976, the time period from 
1970 to 1984 can be described as the prime era of strikes. Since 1984, the numbers 
of strikes and man-days lost both have been declining. 

In contrast, the prime phase of lockouts began after 1982. Not only had the lockouts 
grown at a greater rate in the mid-eighties, but also the total man-days lost due to 
lockouts overtook the man-days lost due to strikes. Since 1984, total man-days lost 
in lockouts are nearly twice as large as the total man-days lost due to strikes, 
though both have fallen in the nineties. It is noteworthy however that the largest 
number of lockouts has taken place in the year 1992, in the new era of economic 
liberalisation, while the maximum man-days lost were registered in 1982, the same 
year that also saw the highest number of man-days lost in strikes. 

A common feature shared by both types of dispute is the increasing trend in the 
man-days lost per unit of strike or lockout. An average strike has cost 10,246 man- 



Industrial Relations days in 1996, nearly four times that in 1961. Similar is the case with lockouts. On 
the per unit basis, there is an increasing participation of workers as well, especially 
in strikes. Moreover, on average a worker is losing much greater time due to either 
strikes or lockouts. These facts suggest that even though strikes have become 
fewer, an average strike has become costlier, in terms of total work time lost. 

Cheek. Your Progress 2 

1) Discuss the trends in total disputes. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
2) Compare the trends in strikes versus lockouts. Discuss their similarities and 

dissimilarities over the entire period from 1961 to 1999. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
3) Discuss the importance of the years 1976 and 1982 in terms of their impact on 

industrial disputes. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
4) Mark T for True and F for False 

a) Strikes have been on the rise in the nineties. ( 1 
b) Lockouts have been increasing since early eighties. ( ) 

c) The number of total disputes from 1961 to 1999 gives rise to a ( ) 
bell-shaped curve, if the years 1975 k d  1976 are ignored. . 

d) Man-days lost per strike are obtained by dividing the number of ( ) 
strikes by the number of man-days lost in strikes. 

e) Man-days lost per worker in lockouts are obtained by dividing the ( ) 
number of man-days lost in lockouts by the number of workers 
involved in lockouts. 

32.4 SOME CHARACTERISTICS OF INDUSTRIAL 
DISPUTES 

32.4.1 Public Sector 

It is almost a universal phenomenon that workers in the public sector enjoy a certain 
degree of job security. This is largely because of the type of services and goods 
that government produces (such as defence, administration, postal, service etc.), 
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Year Share of the Share of the Share of the 
Public Sector in Public Sector in Public Sector in 
Total Disputes Total Workers' Total Man- 

Investment days Lost 

1962 1 1.87 18.20 8.69 

1965 10.79 10.3 1 10.88 

1970 15.44 23.99 10.03 

1975 18.63 28.09 9.79 

1980 33.89 42.04 18.89 

1985 22.85 35.70 10.95 

1990 34.41 67.61 23.81 

1995 32.18 73.28 29.43 

1998 25.80 69.89 34.34 

and also because of popular pressure on the government to provide employment. 
In India there are additional mandates coming from the job-security legislation 
passed in 1976. Thus protected from the fear of job-loss and unionised as they are, 
public sector workers are generally regarded as hard bargainers and extremely 
capable of striking. 

Table 32.5: Share of the Public Sector in Disputes 

Source: Indian Labour Statistics 

Table 32.5 shows that in comparison with the private sector, the relative vulnerability 
of the public sector in getting caught in disputes is increasing over the last several 
decades. First, consider the share of disputes. It is still the case that the bulk of the 

' di~putes occur in the private sector. In 1998, the share of the private sector in 
disputes was a massive 74.20 per cent, and the share of the public sector was just 
25.80 per cent. But the disturbing fact is that the share of the public sector has been 
steadily increasing; in 1965 this share was merely 10.79 per cent. This dramatic 
shift has occurred in the late eighties. 

Similar conclusion can be reached also with respect to the workers' involvement 
and man-days lost. On both counts, the public sector is showing a highly increasing 
trend. In particular, its share in the involvement of workers has risen dramatically 
to 70 per cent in the nineties from a mearly 10 per cent in the mid-sixties. So 
overall, the public sector, though still having a smaller share in total disputes, is 
showing increasing trends of its relative vulnerability, and in particular its relative 
dominance in the workers' involvement in disputes is overwhelming. 

However, in one respect, the public sector fares better than the private sector. If 
we calculate man-days lost per worker, we will see that the picture is far better 
in the public sector. This probably indicates that disputes in the public sector don't 
last very long, as compared to the private sector. 

32.4.2 Causes 

What causes more disputes? Typically disputes occur on issues like wages and 
allowance, bonus, personnel and retrenchment, discipline, breach of agreement etc. 
Of course most important are likely to be the first three. Interestingly there has not 
been a major shift in their importance over the last forty years. More than 50 per 
cent of the disputes are due to these three causes, although there are variations 



Ind~rstrial Relations within themselves. In 1995, 30.9 per cent disputes were caused by demands/ 
grievances concerning wages and allowances, 7.6 percent by bonus, 20.2 per cent 
by personnel and retrenchment. Over the years the relative share of the personnel 
issue has slightly reduced. 

32.4.3 Outcome 

Who wins and who loses? Whenever a dispute ends, we may like to know who has 
won. Barring the instances where everybody loses (because of excessively long 
disputes with no result), we may classify the disputes (that have ended) in terms 
of the outcome whether it is favourable to the worker or not. Here four classifications 
are usually made: successful (workers have got what they wanted), partially 
successful, unsuccessful and indefinite (which means the resumption of work with 
a decision pending). 

We see in Table 32.6 that the share of successful outcomes has not changed much. 
But there have been two major changes. The share of indefinite outcomes has 
drastically fallen (25.4 per cent in 1960 to 3.7 per cent in 1990), and simultaneously 
the share of the unsuccessful outcomes has greatly increased (from 30.5 per cent 
in 1960 to 50.4 per cent in 1990). This shift is noticeable since the mid-seventies. 
One may aptly argue based on these figures that the worker's bargaining power, 
or ability to extract favourable settlements has significantly eroded. 

Table 32.6: Percentage distribufion of disputes in terms of outcomes from the workers' point . 
of view 

Successful Unsuccessful Indefinite 

30.5 25.4 

15.2 

44.6 4.5 

50.4 3.7 

45.7 2.7 

~ource! Indian Labour Statistics 

32.4.4 Duration 
I 

The last issue we discuss is the duration of disputes. Do we have inordinately long 
disputes? There are famous cases of very long and costly disputes. The Bombay 
textile mills strike lasted more than one and a half year resulting in permanent 
closure of several mills. In the early seventies, railway workers went on historic 
strikes for nearly three weeks bringing the nation to a complete halt. More recently, 
a tyre factory in West Bengal owned by the Dunlop group has been locked out for 
over five years. But such instances are few. 

Nearly fifty percent of our disputes do not last beyond five days. In fact, one fourth 
of the disputes last only a day or less. Another one fourth lasts between one and 
five days. This structure is remarkably stable over the last thirty years, with some 
minor variations. However, the othe! side of the coin is that a sizable proportion of 
the disputes lasts very long (over 30 days), and this proportion has been growing. 
In 1960 the proportion of disputes lasting beyond 30 days was 7.9 per cent. But in 
1970, it rose to 13.2 per cent, then to 18.1 per cent in 1980 and farther to 24 per 
cent in 1990. In 1995 it marginally fell to 21.9 pet cent. 

So this can be seen as an undesirable phenomenon. While the short duration 
disputes are holding their shares intact, a substitution is taking place between the 

- 



Industrial Labour moderate duration and the long duration disputes. This may indicate some weakness 
of the dispute resolving institutions. Letting a dispute snowball into a prolonged one 
will undermine the Pareto optimality principle we discussed at the beginning. 

Check Your Progress 3 

1) Discuss the growing importance of public sector in disputes with respect to two 
important dimensions. 

.................................................................................................................... 

................................................................................................................... 

.................................................................................................................... 

..................................................................................................................... 
2) What are the main causes of disputes? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
3) Discuss whether over the years how the composition of settled disputes has 

changed with respect to outcomes favourable or unfavourable to the workers. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

4) Mark T for True and F for False 

a) The share of public sector in the number of disputes was less ( ) 

than 10 per cent in the 1990s. 

b) Most workers involved in strikes over the last decade came from ( ) 
the private sector. 

c) One fourth to one third of our disputes are due to demands 
relating to wages and allowances. 

d) The percentage of disputes lasting beyond 30 days has significantly ( ) 
increased over the years. 

e) Most disputes occur in the private sector. 

32.5 LET US SUM UP 

Industrial disputes in India seem to have completed a circle, rising from a moderate 
level in the late 1960s to new heights in the mid-seventies and early eighties, and 
then gradually falling back to its earlier low levels. This fifty-year cycle has two 
distinct break points, 1976, the sudden trough year and 1982, the peak year (in 
terms of abnormally high man-days lost). The much improved disputes scenario is, 
however, entirely due to a strongly declining trend in strikes, which has effectively 
counteracted the rising trend in lockouts. The divergence in the trends of strikes and 
lockouts has occurred in the early eighties. A negative feature shared by both 
strikes and lockouts is that on an average each type of dispute is causing greater 
loss in terms of man-days. 



Certain other dimensions of the disputes are noteworthy. Although most of the 
disputes occur in the private sector, the public sector's share in disputes is steadily 
increasing. More importantly, the majority of the workers involved in disputes come 
from the public sector, and their share is rapidly growing. Workers in general are 
experiencing many more unfavourable settlements of disputes, probably an evidence 
of their loss in bargaining power. While disputes have become fewer, the proportion 
of prolonged disputes has substantially risen, which should be a concern for the 
dispute resolving machinery of the government. 

R e h a r k s  

In this unit, we have mainly reviewed the industrial dispute scenario in India, and 
refrained from asking the question: what macroeconomic factors have played key 
roles in shaping the trend and pattern of disputes. This is a very important question, 
but the present research is inadequate to provide a satisfactory answer. 

Here, we can emphasise the coincidence of the decline in strikes with the rise of 
a new policy regime, which may not be accidental, although admittedly not perfectly 
explainable either. After the disastrous experience of the Bombay textile mills, trade 
unions revised their approach to collective bargaining, and the fear of losing jobs 
became more real, despite the explicit job security provisions made out in 1976 and 
1982, in the Industrial Disputes Act. The realisation that none of the government 
measures can prevent bankruptcy, and nor will the government take over an ailing 
unit, made workers cautious before forcing a strike. Simultaneously, the economy 
was liberalised, and though certain industries were hit hard, the net effect has been 
growth augmenting leading to greater income opportunities (though employment 
grew marginally). This probably led to a cooperative attitude from the workers. 

The same positive effect should have been seen with the employers also. But we 
know that the employers are forcing many more lockouts. This is a puzzle. There 
are some explanations. One explanation is that lockouts are often disguised closures. 
Because of the restrictions on closure mandated by the Industrial Disputes Act, 
(since 1982), employers are taking the route of lockouts when they face bankruptcy. 
After liberalisation many inefficient industries experienced a great deal of sickness, 
but due to the well-known problem of exit barriers ( d i f  culties of closing down and 
liquidating a unit), they simply locked out. However, this is just one explanation and 
cannot probably account for the growing incidence of lockouts. Its answer lies in 
future research. 

32.6 KEY WORDS 

Pareto Optimality . : A concept of collective optimality based on no wastage 
or efficiency 

: Deliberate, large scale and organised absenteeism 
practiced by the workers either to express grievance, 
or to gain advantage in collective bargaining. 

Lockouts : Temporary closures declared by the employers in order 
to preempt ,some demands of the workers, or to 
improve their bargaining position, or to reduce losses. 

Man-days Lost : Man-days lost are a measure of a cost of strike (or 
lockouts). If a factory employs 100 workers per shift 
and operate on two shifts daily, then a one-day strike 
will lead to a loss of 200 man-days. 
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32.8 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

Check Your Progress 1 

1) Strikes are not Pareto optimal because workers consciously waste potential 
surplus. 

2) Two reasons are: (1) Strikes and lockouts are weapons, (2j Asymmetric 
information leads workers (or employers) to expect (or deny) high wage. For 
details read Section 32.1. 

3) Read Section 32.1. 

Check Your Progress 2 

1) Read the first paragraph in the concluding section 32.4 where the dispute trend 
has been summarised. 

2) Strikes and lockouts both followed the same trend till early eighties. After that 
strikes began to decline and lockouts stayed on its rising path. For details read 
Section 32.2. 

3) In the year 1976, because of Emergency, the number of disputes as well as 
man-days lost in disputes both had sudden falls. In contrast, 1982 witnessed 
abnormally high and also the maximum man-days lost in disputes, because of 
the Bombay textile strikes. 

4) a) F, b) T, c) T, d) F, e) T 

Check Your Progress 3 

1)  Read Section 32.3. 

2) Wages and allowance, bonus, personnel and retrenchment 

3) Read Section 32.3. 

4) a) F, F c) T, d) T, e) T 
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33.7 Key Words 
33.8 Some Useful Books and References 
33.9 Answers or Hints to Check Your Progress Exercises 

33.0 OBJECTIVES 

This unit discusses the problem of industrial sickness and exit. After going through 
this, you should be able to: 

learn the importance of free exit; 

know the trends in industrial sickness; 

study the legislative barriers to exit; 

understand the government regulation of exit; and 

find out the feasible policies and the difficulties of implementing them. 

33.1 INTRODUCTION 
I 

In the early 1980s, it was noticed that there was an overwhelmingly large number 
of firms, either fully bankrupt or heading toward bankruptcy, and more strangely 
many of these firms were not able to get out of the industry. The normal exit routes 
proved to be full of obstacles that were inadvertently created by conflicting legislations 
(mainly passed in the 1970s), and a set of policies adopted during the hey day of 
protectionism. To address the first problem the government passed a new law (Sick 
Industrial Companies (Special Provisions) Act, 1985, or SICA) requiring such firms 
to be directly monitored through a single regulatory body (the Board of Industrial 
and Financial Reconstruction, or BIFR). One central objective was to assist these 
firms to get back to their previous health largely through non-market means such 
as subsidies, market protection and administered improvement in technology. 

The second problem, though linked with the first one, did not receive adequate 
attention until 1991. There were wide spread demands from domestic and foreign 
investors to remove the exit bamers, which were not only causing problems to firms 
already in crisis, but also discouraging future investment. 

In response, the Ministry of Finance instituted in 1993 a committee called the 
Committee on Industrial Sickness and Corporate Restructuring (in short, CISCR), 45 



Industrial Labour to re-examine the entire framework for restructuring and liquidation. In its report 
the committee pointed out several factors, starting from the inefficiency of the 
BlFR to legal obstacles, and recommended substantial reform. This report instantly 
provided a basis of academic debate and new policy initiatives, which unfortunately 
did not materialise, and the task of forming or reforming an exit policy remained 
incomplete to date. 

Given this background, we may begin with two simple questions: Why is exit so 
important? And what exactly is an exit policy? The first question is theoretical, and 
the second one is mainly operational. 

To gauge the importance of exit, we need to understand the role of the free market 
in the production and distribution of goods and services, which Adam Smith called 
invisible hand. The invisible hand organises ugly battles called competition between 
firms, and rewards the winners and forces the losers to leave empty-handed. 
Therefore, for the play of free market it is necessary that losers (meaning bankrupt 
firms) must leave. In economists' jargons, entry and exit of firms to and from the 
market have to be free. This is the theoretical reason of why exit is important. 

In one decade of reform the government has removed capacity restrictions and 
administrative entry barriers from almost all the industries. Even foreign investment 
is welcome in most areas. But these measures have been directed only to entry and 
market access, with very little done for exit. The exit policy has been long overdue. 

But what exactly is meant by the 'exit policy'? Ideally it should refer to a set of 
mutually consistent policies that deal with a range of issues, mainly industrial sickness, 
retrenchment, restructuring of ailing firms and liquidation of closed units. At present, 
the old policies and legislations that had complicated the exit process are still in 
place, and the search for the right exit policy continues. 

"In this unit we are going to discuss the exit problem with some of its key dimensions, 
and hopefully you will be able to understand what options government has and what 
dilemma it must face, in formulating an effective exit policy. 

Check Your Progress 1 

1) Explain why exit is important for the free market? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

2) Explain why an exit policy is urgently needed? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

33.2 INDUSTRIAL SICKNESS 

33.2.1 Industrial Sickness at a Glance 

You have already read about industrial sickness in detail in Unit 21, Block 6 .  Here 
we shall see the relationship of exit policy and industrial sickness. In fact, at the 



core of the exit controversy is the problem of industrial 'sickness', which refers to 
the financial health of a firm. By the 1992 amendment of SICA a production unit 
will be called sick, if (a) the unit is registered for five years, and (b) it has 
accumulated losses in excess of its net worth. Net worth is the value of assets 
minus outstanding liabilities. 

Exit Policy and 
Social Security 

The trend and magnitude of industrial sickness can be read from Table 33.1. There 
are two sources from which one can collect data on sickness: the Resewe Bank 
of India and BIFR. Here we are referring to the RBI data. 

In the twenty years since 1980, the number of small-scale (SS) units fallen sick 
increased to a level 13 times higher, and the number of medium and large-scale 
units (non-SS) fallen sick almost doubled. The trend in both types of firms is 
increasing. But what is of greater concern is the amount of bank credit locked in 
these units. Though the total amount of credit is increasing in both cases, on the 
per unit basis, each non-SS unit was blocking more than 5 crores of rupees as of 
1999. This was five times higher than the 1980 figure. In contrast, the amount of 
credit blocked in an average sick small unit remained almost constant around Rs. 
1.40 lakh during this period. 

It is to be kept in mind that earlier (before 1992) data on 'sick' companies did not 
include public sector units. Therefore, some separate observations should be made 
about the public sector. It was mentioned in the CISCR report that in 1989-90 there 
were 98 loss-making central PSU, each on average causing an annual loss of Rs. 
20 crore rupees. In 1999 this figure rose to 263 units each having on average Rs. 
1 117.49 crores bank credit outstanding to them. In comparison to this massive debt, 
private sector figures would look insignificant. 

Table 33.1: Cumulative Figures for Sick Units and Outstanding Credit 

Units 1980 1986 1992 1999 

Non-SS unit 1401 1964 2427 2,792 

Outstanding credit per sick non-SS 107.03 181.55 380.75 542.62 
unit (Rs. Lakh) 

SS unit 23,149 1,45,776 2,33,441 3,06,221 

Outstanding credit per sick SS unit 1.32 0.89 1.43 1.41 
(Rs. Lakh) 

Sources: Economic Survey, 1994-95 and 2000-01, and Centre for Monitoring 
the Indian Economy (CMIE) publications 

32.2.2 Causes of Sickness 

Making loss is nothing unusual in the world of business. As we have argued in the 
beginning, market place is like a battlefield where firms fight on each possible front, 
be it product, technology or cost of production. So some firms will lose at the end, 
and by our definition they will be called sick. 

Existing research has identified several factors contributing to sickness that vary 
across industries: (a) competition from other products, or decline in demand (example: 
jute industry), (b) firm-specific factors like technological obsolescence (example: 
textile industry), (c) small scale resewation policy, and (d) public sector irrationality 
(examples: NTC mills, IISCO, Hindustan Fertilisers etc.), and (e) unsound practices 
of nationalised banks have probably contributed to sickness. 

Of the five reasons listed, the first two are somewhat endogenous largely determined 



Industrial ~ a b o u r  by the economic forces, and therefore, can be considered standard. The last three, 
on the other hand, are results of government policies. The small-scale industry 
policy of the government for long included a long list of product reserved exclusively 
for the small-scale sector. But there was a catch; to avail the advantage of this 
policy, a firm must remain small (by capital amount). This led to a choice of small 
capacity and backward technology, which often led to inefficiency. 

Public sector policy of the government also has been irrational in many industries. 
For instance, in the textile industry, government nationalised and converted many 
private textile mills (which were very old) into public sector units, known as NTC 
mills. But subsequently these mills were not modernised. Another type of irrationality 
is starting a project on social interests disregarding its economic viability. For instance. 
Vayudoot, now known as Alliance Air, a subsidiary of Indian Airlines, was created 
ostensibly to serve social purposes, when its economic future was doubtful. 

The nationalised banks and term lending institutions have been criticised in the 
CISCR report, for financing economically unsound projects. The committee also 
questioned their methods of project evaluation. 

Check Your Progress 2 

1) What is the definition of a sick unit? 

.................................................................................................................... 
2) Discuss the trends in industrial sickness. 

.................................................................................................................... 
3) Briefly discuss some of the causes of sickness. 

......................................................................................... ........................... 

4 )  Mark T for True and F for False 

a) By the sick companies act SICA any loss-making unit is calle'd a ( ) 
sick unit. 

b) The number of sick unjts has been rising. ( 1 
c) The amount of outstanding bank credit per sick unit has fallen for ( ) 

large and medium size firms. 

d) Industrial sickness is mainly a private sector problem. ( 1 

33.3 THE EXIT BARRIERS 

33.3.1 Review of Issues 

To relate the problem of industrial sickness with exit, we should separate out three 
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issues: (a) industrial sickness, (b) restructuring of sick units, and (c) liquidation (or 
exit). To use a medical analogy, the first issue relates to maintenance of health, the 
second one is about the course of treatment after falling sick, and the final 'issue 
is about preparing for the last rite, when the treatment fails. Having seen the rising 
trend in industrial sickness, it is quite clear why restructuring and liquidation are to 
be taken up on urgent basis. 

In this section, we discuss some conceptual issues concerning liquidation, and some 
legal obstacles to restructuring, while the role of BIFR is discussed in the next 

33.3.2 Liquidation 

Why should we worry about liquidation? There are several reasons. First, the 
unpaid debt is a direct loss to the financial institutions, both in terms of current 
income loss and in terms of alternative investment forgone. Workers also lose in 
terms of their current and future income. Second, any subsidies provided to a sick 
unit are a burden to the public exchequer. In comparison, the corresponding welfare 
gains (such as saving jobs) are fairly minimal. Third, once a production unit is 
closed down (as in the private sector), but not liquidated, its assets are likely to 
depreciate reducing its future salvage value. Typically, plants and machineries 
depreciate faster, (in old firms these might have depreciated already) and workers 
may lose their skill and motivation. The only asset that may gain value is the real 
estate. Finally, allowing a sick unit to survive on subsidies has a more serious 
consequence of spreading the sickness among other firms in the industry. If we 
think of an industry in terms of demand and supply curves, then it is clear that 
allowing an extra firm (who otherwise cannot survive in the equilibrium) will cause 
the supply curve shift out causing the market price to fall. But then this lower price 
may make some healthy firms at the margin unviable. So paradoxically, the policy 
of allowing sick firms to operate can increase the number of firms falling sick. 

33.3.3 Restructuring 

It turns out that even if all the causes were absent, still restructuring of sick units 
would have been a problem. There are several obstacles that stand in the way of 
restructuring. First is the trade union opposition to any major changes. Second sort 
of problems come from the legal side. There are two important laws with respect 
to labour and land that have made restructuring difficult. Third problem comes from 
the government itself and its apex regulatory body BIFR, which will be made clear 

33.3.4 Legal Barriers to Restructuring 

Among various ways a firm can restructure itself, are three important options: 
restructure the labour force (downsizing, retraining etc.), upgrade technology and 
sell idle assets like land to raise resources. Apart from union resistance to the first 
two options, which can be overcome through persuasion and negotiation, there are 
two legislations that explicitly prevent downsizing and sale of land. Downsizing is 
almost impossible because of the job-security prdvision in the Industrial Disputes 
Act, and sale of land is not possible .because of the Urban Land Ceiling Act, both 
passed in 1976. 

33.3.5 Job-Security Provision 

By the two important sections added in 1976, to the Industrial Disputes Act, 1947, 
Ch. V-B, large firms (currently with a size of 100 or more regular workers) are 
not allowed to retrench or lay off any workers, or close down the unit without the 



Industrial Labour permission of the state government. There are very few countries in the world that 
have such explicit restrictions. 

Although the law aims to monitor unfair retrenchment and lay off, it has effectively 
become a provision for job-security, because in practice the government does not 
grant permission to retrench or close down. 

The legal 'safeguard' has turned into a barrier at least in two ways. First, a law- 
abiding employer cannot undertake labour-oriented restructuring (because of the 
peculiar practice of the governmerft), and thereby has to seek costly alternatives, 
which may not be equally effective. Second, a way to get around this regulation 
is to impose lockout and force workers to quit, which will be doubly profitable 
through a saving on severance pay. Severance pay'applies to retrenchments, but not 
quits. Many employets are believed to have taken this route and deprived workers 
of their fair compensation. Some researchers have shown that such legislation has 
also reduced employment. 

Land-use law: The Urban Land (Ceiling and Regulation) Act of 1976 specifies an 
upper limit on the size of landed property that a company can own. Any amount 
of land, in excess of the ceiling, must be sold to the government at some pre- 
specified rate. Since firms find these-rates much lower than the market rate, they 
do not want to sell it to the government and, in effect, remain fund constrained, 
despite having resources. This problem has been particularly acute for many textile 
and jute mills in Mumbai, Ahrnedabad and Calcutta. 

Check Your Progress 3 

1) Explain how many issues are to be dealt with in the context of exit p;oblem? 

.................................................................................................................... 

.................................................................................................................... 

..................................................................................................................... 

.................................................................................................................... 
2) What are the key legal barriers to restructuring? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
3) Explain theoretically what harms can be caused by keeping a sick unit I 

operational?. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

4) Mark T for True and F for False 

a) A sick unit operating on subsidies can cause sickness to other ( ) I 

healthy firm. 

b) Restrictive labour laws do not pose any problem for restructuring. ( ) 

c) The land-use law is irrelevant for sick units. - - 

d) If a firm cannot be restructured, it should be quickly liquidated. ( ) 
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33.4 THE ROLE OF BIFR 

The Board of Industrial and Financial Reconstruction, a quasi-judicial body, was set 
up in 1987 to act as a 'single-window' facility for reorganising sick units within the 
framework of SICA. According to SICA, a unit, which has fallen sick, must be 

I 

referred to BIFR, and can be restructured only if BIFR approves it. 

Typically the BIFR process is time consuming involving several steps, such as 
reference, registration, primary enquiry, restructuring etc. If a restructuring plan is 
approved, BIFR arranges funds from nationalised banks necessary to carry out 
restructuring. On the other hand, if the BIFR finds that the firm is beyond 
rehabilitation, it will inform the high court to start the process of liquidation. Subsequent, 
the court will supervise the process of selling the assets and settling the claims in 
terms of priority in accordance with the Companies Act of 1956. 

Primafacie there is nothing wrong with the BIFR process, nothing unusual compared 
to similar regulatory bodies in other countries. But there is a general feeling that 
BIFR failed to accomplish what it was meant for- to intervene in the right time in 

The CISCR report was particularly critical of BIFR. The report commented that 
BIFR had been excessively conservative in recommending liquidation, and its success 
rate in rehabilitation was dismal. Delay has also been a factor. 

The CISCR report claimed that 62 percent of the BIFR schemes sanctioned between 
1987 and 1992 had failed, a point indirectly admitted by BIFR itself. Yet this 
apparently did not affect the tendency of BIFR to recommend restructuring rather 

,than liquidation. Considering that liquidation is the last resort, and one primary 
responsibility of H F R  is to help revival, its bias in favour of rehabilitation is 
understandable. But what is of greater concern is the inordinate delay that a sick 
firm has to undergo before it is put to rehabilitation. The CISCR committee reported 
that I5 percent of the cases registered in 1987 were found to be still undecided 
even after five years in 1992. Like in all cases of medical illness, here also time 
is of utmost importance. Delay reduces the firm's chance of survival. 

Three points can be made in which the BIFR can improve or change its policy. 
First, mandatory reference to BIFR is not very desirable. This effectively eliminates 
the firm's own initiative, unless it is routed through BIFR. Voluntary reference will 
be a better option. It is also to be noted that mandatory reference has led to a huge 
increase in the number of cases before BIFR, which is also a reason for inordinate 
delay. Second, BIFR prefers to use a consensus approach, which no doubt has the 
merit of greater acceptability (between workers, employer and financiers). But 
consensus not only is time consuming, but also rules out the first or even the second 
best solutions. Instead, decisions to rehabilitate or liquidate should be made in the 
best interest of the firm, and then a balance should be sought in terms of its 
acceptability. Third, because of the consensus, not only is there a bias in favour 
of restructuring, but also there is a preference for certain schemes, which may not 
necessarily be the best ones. In practice, schemes floated by existing promoters are 
given first consideration. There seems to be a bias against proposals from outsiders. 

While criticising BIFR, we must keep in mind that BIFR is only a quasi-judicial 
body, and has to act within certain limitations. With the formation of the BIFR, we 

1 have at least a clear picture of industrial sickness, and we know where the exit 
' problem lies. The latest report shows that the performance of BIFR has improved. 

In Table 33.2, we compare the number of BIFR cases for two years 1994 and 
2000. These figures are cumulative from the year 1987. Note that from 1994 to 
2000 the numbers of both references and registration have nearly doubled, a sign 

5 1 



Industrial Labour of increased sickness in the post-liberalisation period. At the end of 2000, the 
disposal rate (2 104 cases disposed of out of 3296 registered, cases) stands at 63 per 
cent, slightly lower than the 1994 level. But there has been a marked improvement 
in some key respects. In 1994 the percentage of cases sanctioned for rehabilitation 
in the total number of cases disposed of was 40 per cent, whereas in 2000 it fell 
to 26 per cent. Simultaneously, the percentage of cases recommended for liquidation 
has increased from 30 per cent in 1994 to 40 per cent in 2000. It is also noteworthy 
that rehabilitation schemes were most effective in the private sector than in the 
public sector. By 2000, in the public sector only in the 17 per cent cases (8 out of 
45) the rehabilitation scheme was success~ l ,  whereas in the private sector this 
percentage was 47 per cent (241 out of 5 12). So the performance of BIFR appears 
to have improved significantly over the years. 

Table 33.2: BIFR cases (Cumulative figures since 1987) 

Up to 1994 Up to 2000 
Total Total Private Public* 

a. References 

b. Registered 

c. Disposal 

c. 1. Rehabilitation 
scheme sanctioned 

Declared 'no longer 

c.2. Winding up 
recommended 

Source: Economic Survey, 1994-95 and 2000-0 1 
Note: *Figures include both state and centre public sector units. 

Role of the court: Our analysis will remain incomplete, if we do not mention the 
role of the court, which comes into play at the stage of liquidation. When a sick 
unit is declared to be beyond rehabilitation, it passed on to the hand of the court 
to begin the legal process of liquidation. What is crucial at this stage is the 
determination of who will get how much, after the assets are sold. Since the net 
value of the firm is negative, all liabilities cannot be paid. Here comes the question 
of prioritisation. That is, who is secured creditor and who is not? The court has to 
sort out these problems. 

This process is cumbersome as it involves a sequence of procedures: (a) The high 
court has to pass a winding up order, and (b) appoint an official liquidator. (c) The 
liquidator is to take the physical custody of the unit, and (d) collect all financial and 
transactional records. (e) Subsequently, the liquidator prepares an account of the 
available assets. (f) Next, a major task is sending notices to the debtors of the 
company. (g) If debtors do not pay, a decree on selling company assets has to be 
obtained from the court to begin recovery proceedings. (h) The proceeding, then, 
goes through rounds of bidding, claims and counter-claims. (i) Finally, comes the 
most contentious step of distributing the proceeds among various claimants. 

Here the sluggishness of the judiciary plays havoc with the firm. In the independent 
survey of the CISCR, it was found that in 42 percent of cases (out of a sample 
of 1,857 units), the process of liquidation was completed in 10 years, and for 12 per 
cent cases total time taken was more than 30 years. This is indeed extra-ordinary. 



But that is not so uncommon in our judicial system, which is always found to be 
overburdened and slow. 

Check Your Progress 4 

1) Briefly describe the process by which the BIFR deals with sick companies. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

2) What are the main features of the BIFR that are subject of criticism?" 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

3) Discuss the procedure followed by the court to liquidate a sick unit. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
4) Mark T for True and F for False 

a) The referral of a sick unit is voluntary. ( 1 
b) BIFR can recommend liquidation. ( 1 
c) BIFR traditionally has relied on consensus in seeking the right ( ) 

restructuring plan. 

d) The performance of BIFR has recently improved in some key respects.( ) 

e) Delay in the process of liquidation reduces the firm's salvage value.( ) 

33.5 NATIONAL RENEWAL FUND 

Closure of unviable firms is in the best interest of the economy and the society. But 
some groups of individuals may stand to lose. Existing workers of such firms will 
face the agony of joblessness and it is in this respect, the problem has a human 
dimension that we cannot ignore. Therefore, exit policy must offer a safety net of 
the workers. Our labour legislation does provide for compensation and severance 
pay in the event of retrenchment. But that provision is useless if a firm is under 
lockout, or closed down due to sickness. How can workers claim compensation in 
these firms? 

To address the concerns of the workers, government has started in 1992 a fund 
called National Renewal Fund. Though mainly it is for the public sector workers, 
some part of it is also available to the private sector. The fund is to be used for 
some specific objectives such as paying voluntary retirement benefits in public 
sector undertakings, and for retraining and redeployment of workers both in the 
private and public sector. 

Erit Policy and 
Social Security 



Industrial Labour Initially, the response of the workers was lukewarm; but their attitude has changed 
to some extent, and the number of workers taking advantage of the voluntary 
retirement schemes (VRS) is increasing. By 1997, over 1 lakh workers in the public 
sector had accepted VRS, which has been nicknamed 'golden handshake', justifiably 
so, because of the bilateral nature of the offers and substantially high compensation 
figures. 

But it is important to note that VRS has a flip side. While it is effective in reducing 
the manpower, it does so by losing more efficient workers and retaining the less 
efficient ones. If a worker is more skilled or efficient compared to his colleagues, 
his chance of getting a similar job outside is much higher than his colleagues'. 
Therefore, the acceptability of any given VRS amount is much higher to him than 
to his colleagues. That is why VRS induces better workers more than the inefficient 
workers to leave, a problem known as the adverse selection problem, which is 
difficult to solve. 

Check Your Progress 5 

1) Discuss the objective of the National Renewal Fund. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

2) What is the negative aspect of voluntary retirement schemes? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

3) Mark T for True and F for False 

a) VRS is an instrument to reduce excess manpower. 

b) VRS may encourage more efficient workers to leave. 

c) Retraining and redeployment of workers are not desirable. 

d) Workers are adversely affected in sick units. 

33.6 LET US SUM UP 

After learning the important issues of the exit problem it should be clear to you that 
forming an exit policy means carrying out reforms in a number of areas. The 
legislative part of it, changing the labour and land-use laws, has been fraught with 
opposition from trade unions, social workers and several political parties. An overhaul 
in the functioning of the nationalised binks, BIFR and the judiciary can be done only 
if administrative reforms are carried out within the government bureaucracy. 

These options are clear, but the fact that they have not been accomplished so far 
indicates that there are real hurdles. These hurdles are not just opposition from 
various interest groups, but there are also genuine dilemmas. If labour laws are 
made liberal, there are bound to be large-scale retrenchments along with rampant 
violations of the severance pay obligations. Who will the workers then turn to? The 
courts are notoriously sluggish. The bureaucracy, unless drastically reformed, is not 
going to function any better. 



Therefore, unless government itself is reformed, it will not be able'to enforce its 
laws and regulations in a more liberalised environment. Until it cannot do that, it is 
better off with stricter labour laws, by directly ruling out retrenchments. This is just 

-one example where the government is in a bind. Similar problems occur with 
respect to land, and financial restructuring. By assuming a promotional role (by 
providing subsidy, cheap land etc.) the state has entitled itself to regulate exit, to see 
that subsidies are not misused. But then the regulation itself complicates the exit 

It is only over time with sustained growth in income and employment opportunities 
that some of the problems will go away. Already labour relations are changing 

I allowing more bilateral contracts than blanket collective agreements. Hiring on 
contracts gives a leeway to employer to bypass the rigid labour law, and new 

' generation workers are also accepting this trend, as long as pays are competitive. 
Public sector banks are now asked to make profits and to be self-reliant. So the 
emergence of new contractual relations between the firms and the workers, and the 
financial institutions are going to play crucial roles in easing out the exit problems 

33.7 KEY WORDS 

Invisible Hand : This term coined by the great British economist of 
late eighteenth century Adam Smith refers to the free 
play of the market, which helps to produce and 
distribute goods by fiatching demand with supply. The 
impersonal nature of this process is described by the 
term 'invisible'. 

Restructuring : A firm can be restructured in several ways by 
changing its technology, manpower, pfoduct line and 
financial arrangement. 

Industrial Sickness : A unit is called sick by the act SICA, if it has been 
registered over five years and its net worth has been 
negative. 

: Liquidation is the final act of exit. The company's 
assets will be sold off, and the proceeds will be 
allocated to meet the outstanding liabilities to the extent 
possible. 
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Industrial Labour 33.9 ANSWERS QR HINTS TQ CHECK YQUR 
PRQGRESS EXERCISES 

Check Your Progress 1 

1) Read section 33.1 

2) It is urgent because the number of sick firms is increasing and many firms who 
are beyond rehabilitation cannot exit presently. 

Check Your Progress 2 

1) Read the keyword section. 

2) Industrial sickness has been increasing both in the SS units and the non-SS 
units, in terms of the number of sick firms. However, there is some difference 
in the outstanding credit athount per sick unit between the two sectors. For 
details read Section 33.2. 

3) Competition from other products, old technology, and government policies. Read 
Section 33.2. 

4) a) F, b) T, c) F, d) F 
# 

Check Your Progress 3 

1) Mainly three issues: sickness, restructuring and liquidation. 

2) Job-security provision in the Industrial Disputes Act and land-use law in the 
Urban  and (Ceiling and Regulation) Act, both passed in 1976. 

3) Read Section 33.3 

4) a) T, b) F, c) F, d) T 

Check Your Progress 5 

I)  To finance voluntary retirement schemes in the public sector and to retrain and 
re-deploy workers affected in the process of restructuring. 

2) The negative aspect is that the more efficient workers are likely to accept the 
VRS and leave earlier than the less efficient workers. 

3) a) T, b) T, c) F, d) T 



UNIT 34 WAGES AND PROBLEMS OF 
BONUS 

34.0 Objectives 
34.1 Introduction 
34.2 Wages and Bonus in the Manufacturing Sector 

34 2.1 Disaggregate View / 

34 2.2 Bonus 

34.3 Wages in the Public Sector 
34.4 Let Us Sum Up - 
34.5 Key Words 
34.6 Some Useful Books and References 
34.7 Answers or Hints to Check Your Progress Exercises 

34.0 OBJECTIVES 

This unit discusses the trends in wages for different sectors of the economy. After 
going through this, you will be able to: 

learn whether the average industrial wage has been rising or not; 

a know the average wage of the industrial workers has risen or fallen relative to 
salary-earners after liberalisation; and 

find out the difference in the public and private sector wages. 

34.1 INTRODUCTION 

India, permanently known as a labour-surplus economy, has the largest number of 
poor in the world. Our policy makers had believed earlier that poverty could be 
eradicated by creating employment, and therefore, they laid great emphasis on 
employment generation. But it was found that employment alone is not an insurance 
against poverty, as the vast majority of the poor continued to earn shamehlly low 
wages froin what appeared to be gainful employments. So the level of wage 
matters, and in this unit we will study wages and earnings of Indian workers in the 
industrial sector. 

You may ask why wages are so low and what can be done about it. Using the 
standard labour demand and supply curves, we can argue that wage is determined 
in the equilibrium. The level of wage (high or low) crucially depends on two things: 
opportunity cost of labour (i.e. the alternative a worker can do), and the marginal 
productivity of the workers (i.e. how much output a worker can produce by working 
one extra hour). 

First, take the opportunity cost of labour. Imagine a poor man in a village contemplating 
a trip to his nearby town in search of a job that may give him a monthly wage of 
Rs. 2000. If his current earning is less and is not expected to get better, he will 
leave the v~llage. So the opportunity cost of supplying his labour in the nearby town 
is Rs. 2000 (ignoring other associated costs of making this trip). Now it is not 
difficult to see that if this village had a poor agriculture (no rains, infertile land, only 
one crop etc.), Rs. 2000 would be a great inducement to leave the village. On the 
other hand, if agriculture were prosperous, the worker would probably stay back. 
You can apply similar reasoning in many other contexts to underqtand why wages 
in different regions and for different kinds of labour are difrcicnt. 



Industrial Labour Now consider productivity. Workers differ in terms of their productivity. In many 
cases this is obvious. In railway stations, younger and healthier porters are likely 
to earn more, simply because they are hired more frequently. Physical strength is 
an obvious determinant of productivity in many professions such as agricultural 
work, canying and moving things, iron foundry and the like. Next to physical 
strength comes skill, such as the skill of a goldsmith, of a barber, of a carpenter and 
so on, which are probably learned from family sources and years of training. But 
the most important source of productivity in modem industries is education, which 
imparts the knowledge of technology, business, accounting, management and so on. 
There are various ways one can measure productivity. But we can agree on a basic 
fact that a worker who is capable of producing better or more form an extra hour 
of work compared to other workers, is likely to earn more. 

So the main argument made here is that both or one of the two factors - opportunity 
cost and marginal productivity, - can explain high or low levels of wage. There 
are, of course, several other factors that can influence the wage, such as 
government's policy to force a high wage and the role of trade unions. In particular, 
it is a universal governmental practice to restrict wages from falling below a floor 
level, called minimum wage. Though such intervention is likely to cause unemployment 
in some regions or in some industries, the gains in terms of better stitndard of living 
for the employed workers are believed to be large enough to compensate for the 
loss in employment. 

Though India is abundantly rich in labour, and most of the workers do have traditional 
skills along their caste lines, these skills have limited market in modem industrial 
society, where formal education is the main vehicle of transferring skills suitable for 
factories and modem professions. Since most of the workers have very little education, 
their skill level is also low, which means that they are likely to be less productive 
compared to more educated segment of the society. Therefore, we can say that the 
poor people of India are cursed in both ways - low opportunity cost of their labour 
and low productivity. This is the broad reason why wages are low, and why many 
people remain poor, even when they are employed. 

Having said that it is important to look into individual sectors of the economy - 
agriculture, industry and so on - to have a better view. In this unit, we will look 
at mainly the organised industry. First we will consider the manufacturing sector, 
and then we will pick out the public sector, and in both cases we will mainly focus 
on the trends in real wages and some related issues. The questions relating to 
productivity, opportunity cost and trade unions are somewhat deeper, which we may 
briefly comment on. 

There are multiple sources to provide data on wage and employment. 

i) The first and foremost is the Annual Survey of India (ASI), which collects 
employment, wage and production statistics at the plant level for the entire 
manufacturing sector. So aggregate figures for individual industries are 
available from this source. 

ii) The Labour Ministry publications also reproduce these data. 

iii) Within the manufacturing sector, public sector enterprises (PSE) are surveyed 
independently, and their wage and employment figures are reported in the 
Public Enterprise Surveys. 

iv) There are the Occupational Wage Surveys conducted by the Labour Bureau in 
selected manufacturing, mining and plantation industries. One drawback of this 
survey is that the surveys have not been conducted on regular intervals. 

5 8 Neverthelrqs. researchers find it very useful in many respects. 
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v) Yet another source of wage and employment data with the National Sample 
Survey Organisation, which has been conducting household surveys on wage, 
employment and education in five-year intervals. 

vi) Finally, there are census reports every ten years, which also contain wage 
data across the entire economy. 

For our purpose, we will use largely the AS1 and PSE data. 

Check Your Progress 1 

1 )  Discuss two main determinants of wage? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
2) Draw aside a pair of labour demand and supply curves, and answer the 

following (True or False) questions? 

a) An increase in the opportunity cost of labour will shift the labour ( ) 
supply curve up. 

b) An increase in the opportunity cost of labour will reduce the ( ) 
equilibrium wage. 

c) An impr&ement in the marginal productivity of labour will ( 1 
reduce the equilibrium wage. 

d) An improvement in the marginal productivity of labour will lead ( ) 
' to greater employment. 

34.2 WAGES AND BONUS IN THE MANUFACTURING 
SECTOR 

In theory we focus more on the wage rate and if we determine employment, we 
will be able to calculate wage earnings of a worker per unit of time (day, month 
or year). But in reality we seldom have data on the wage rate. In a factory, if a 
statistician had to collect data on the wage rate (per hour, for example), he would 
need to consider all types of workers, such as mechanic, electrician, sweeper, 
material handler, foreman, supervisor, clerks and so on. This is impractical, and 
therefore, the normal practice is to collect data on total wage bill of all workers 
(which may be classified under some broad heads such as skilled-unskilled, or blue- 
collar and white-collar etc.) over some given unit of time (again month or year), and 
simultaneously record total employment. Then by dividing the total wage bill by 
employment we can derive average wage earnings (per month or year) of a typical 
worker. This figure will be something similar to, but not exactly, the wage rate. 
Simply for the fact that some workers might have worked overtime, and there are 
so many different types of workers, the average earnings figure may tell us very 
little about the wage rates. Therefore, in empirical analysis, we should be careful 
in interpreting the data. 

From the AS1 data we can calculate average annual earnings of industrial workers 
both over time and across industries. Further, the data can be classified for two 
types of employees: workers and non-worker employees. The first category refers 
to the employees involved in the process of production; which are often called shop- 
floor workers, or blue-collar workers. We will simply call them' workers. The 
second category refers to supervisors and higher order employees who manage 

f 

1 



Industrial Labour production,'or provide peripheral services (such as an accountant, sales people 
etc.). We will refer to them as salary-earners. First we will discuss the trends in 
annual real wage (average earnings of a worker) and annual real salary (average 
earnings of a salary-earner). The figures are expressed in real terms, in order to 
compare them over time, and the conversion of the nominal figures into real figures 
has been done with the help of Consumer Price Index for the industrial workers 
for general goods with 1982 as the base year. 

A small but important point is that the earnings figures include all types of payments 1 
such as basic wages, bonus and cash allowances for which we do not make any I 
distinction at this stage, and simply we call it wage or salary, But later on we will 
distinguish between them. 

Table 34.1 givks a brief overview of the wage and salary trends from 1967 onwards. 
Both the trends are uniformly increasing with a few minor dips, as are clearly 
shown in Figure 34.1 with more continuous data, Both the curves have risen and 
fallen around the same time, and clearly this is a story of clear gains of both types 
of employees. However, the salary has grown mainly between 1970 and 1980. 
Between 1960 and 1970, there were both sharp rises and steep falls thus maintaining 
a stable average, whereas from 1970 onwards the rise was steadier. In comparison, 
the wage series had less erratic ups and downs, producing an increase in the 
average at the end of the decade. It also rebistered greater growth between 1970 
and 1980. 

figures in Table 34.1, which show a significant decline from 2.36 in 1973 to 1.85 

and the salary-wage ratio bounced back. 

Table 34.1: Real Wage and Salary 

Year Annual 

1967 

1970 

1973 

1976 

1979 15282 8293 1.84 

1982 17075 8155 .2.09 

1985 

1988 18958 10227 1.85 ..', 

1991 

1 994 

1997 

Source: Annual Survey of Industries and Indian Labour Yearbook, various issues 
' 

Note: The real wage has been caieulated by using the Consumer Price Index for 

,o industrial workers for general goods with 1982 as the base year. 
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/ For many reasons, these' observations are important. First, the steadily increasing VBges and Problem 

trends in wage and salary are somewhat in contrast to employment and industrial of Bonus 

dispute figures. Employment series shows no increase between 1980 and 1990, 
suggesting a drastic change in the s, employment pattern or practice. Similarly drastic 
changes have been noticed in the industrial disputes series also. But the wage series 
is surprisingly well behaved indicating no major changes in the levels of earnings 
of an employed worker. The growth in wage and salary continued throughout the 

and salary continues even after liberalisation, which is a welcome feature and in 
contradiction to what many critics had claimed. 

Third, it is intriguing that in the post liberalisation period salary has grown at a 
faster rate than wage, as the difference between the two widened recently. Economic 
theory predicts that with greater trade (liberalisation means more foreign trade) a 
developing country should gain in labour-intensive products resulting in greater 
wage gains for workers, especially unskilled workers. Empirical evidence on this is 
mixed, and there are new explanations for resdts that are otherwise. In the Indian 
context, though our classification of workers and salary earners is not exactly on 
the basis of skill, an increase in the salary-wage differential in favour of the former 
does not indeed provide a support of the traditional view. Therefore, this phenomenon 
requires some careful explanation. 

Figure 34.1: Annual real wage and salary 
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34.2.1 Disaggregate View 

The next important question is: Did this growth take place across all industries? 
Was the pace of growth uniform or divergent across the industries? Since the wage 
and salary trends we have looked at are only averages, variance of the growth is 
to bc separately studied to understand whether there were any industries that lost 
out in the growth rally. - 

6 1 



Industrial Labour 

Industry 1970 1980 1990 

Tobacco 2,68 1 2,639 3,410 

Textiles 7,626 10,004 11,418 

Cement 8,389 10,871 12209 

Chemicals 8,673 11,000 12,209 

Iron & Steel 9,924 12,303 15,823 

Motor vehicles 11,176 12,796 18,996 

Petroleum refineries 19,614 14,970 29,163 

All industry average 6,839 8,247 11,245' 

This question can be answered by looking into disaggregate data (at two or three 
digit levels) and considering all 'industries. But one can economise and yet pick up 
some key aspects. Here we try to do that by examining some industries that had 
shown very divergent patterns. Seven industries, namely, Tobacco, Textiles, Cement, 
Iron & Steel, Petroleum refineries and Motor vehicles, are compared with respect 
to real annual wages and salary. A birds' eye view of this comparison is presented 
in Tables 34.2 and 34.3 for wage and salary respectively, while a more detailed 
year-by-year comparison is shown in Figures 34.2 and 34.3. 

Table 34.2: Inter-industry annual real wages (Rs. at 1982 prices) 

Source: Annual Survey of Industries 

As far as wage is concerned, the growth trend was common to almost all of the 
seven industries (except Tobacco), as was the case with the entire manufacturing 
sector. But the purpose of this table is to illustrate the differences between industries, 
rather than the commonalities. First, notice the huge difference between extremely 
low paying Tobacco industry and extremely,well paying Petroleum refineries industry. 
Tobacco seems to be notoriously below all other industries. Wage in this industry 
persisted at a very low level and modestly increased only after 1980. High intensity 
of unskilled labour particularly in the bidi making industry may be a cause of this 
persistently low wage. Contrastingly, in another labour intensive industry, Textiles, 
the wage grew substantially between 1970 and 1980, but then subsequently lost 
momentum, possibly owing to severe industrial disputes that plagued this industry in 
the early part of the 1980s. 

On the other end of the spectrum are the modem and capital-intensive industries 
such as Motor vehicles and Petroleum refineries. The levels of wage are very high 
in these industries, particularly in the latter, and both had exceptional growth in the 
1980s. Petroleum refineries industry had a special situation in early 1980s, when its 
employment suddenly surged and remained high for three years in a row, relative 
to its wage payments. So the wage nose-dived after 1979 and picked up again after 
a few years, as shown by Figure 34.2. Thus we see a picture of enormous inter- 
industry disparity in wages, both at a given year and across years. Their growth 
phases also vary. All these suggest that despite a common macro economic 
environment their individual market conditions and labour productivities mattered 
significantly in the determination of wage. 

Unlike the real wage, real salary gained a long-term increase only in two industries, 
Motor Vehicles and Iron & Steel, and that too quite modestly. In the remaining five 
industries, salary either did not grow or declined. This may give a wrong impression 
that salary did not grow at all. On the contrary, we know that for the entire 
manufacturing sector salary didgrow and when comparing between 1970 and 1990, 



there is a visible long term increase, though as we mentioned earlier, between 1970 
and 1980 the overall growth was insignificant. 

The industries that we have listed here do not show a particularly significant break 
in the post 1990 phase from their individual trend of stagnant salaries. That means 
that high growth in salaries during this time must have occurred elsewhere, in 
industries that we have not included. 

As we said before, we wanted to emphasise the disparities between industries, and 
these industries have been selected to highlight the fact that while wage did grow 
steadily, salary could stagnate. Industries such as Petroleum refineries, Textiles and 
cement fall in this category, although in the Petroleum refineries salary did fall for 
a brief period in early 1980s. Tobacco and Chemicals provide another case where 
salary actually declined. Only in Iron & Steel and Motor Vehicles salaries grew 
very much like wages. Thus we can conclude that inter-industry variations in 
salaries are of more diverse nature, and require careful analysis. 

Table 34.3: Inter-industry annual real salaries (Rs. at 1982 prices) 

1970 1980 1990 

Chemicals 34,832 22,692 26,845 

Iron & Steel 2 1,246 19,543 24,204 

Motor Vehicles 22,364 22,934 27,873 

Petroleum Refineries 40,196 . 42,257* 40,120 

All industry average 16,169 16,307 20,910 

Source: Annual Survey of Industries, * 1979 figure 

Figure 34.2: Real annual wage across industries 

YL Motor Vehicles -o- Petroleum Refineries 

- Tobacco 

62 6% 2' 2% 2% 2' 2% 0' 0% 0% 0% 9' 9% \. \!? \% @ \% \. \. \$ @ \!? \. \. \. \!? 
Year 

Wages ar~d Problem 
of Bonus 



Industrial Labour 
Figure 34.3: Real annual salary across industries 
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34.2.2 Bonus 

So far we lumped all payments into one single category 'wage' or 'salary'. But in 
practice payments to employees include basic wage, bonus and various types of 
allowances (for medical expenses, house rents, travelling and children's education, 
for example). These components have different income tax implications especially 
for high-income earners. But also from a theoretical point of view this decomposition 
is important, because basic wage is thought to be the most important determinant 
of employment, while other components influence the existing employees' decision 
to stay with the existing employer, or incentive to work hard etc. 

In the following table, we show how this decomposition has changed over time 
(from 1960 t c  1995). Here we do not distinguish between workers and salary- 
earners, and the data refers to all employees. We notice that the bonus component 
has maintained a fairly stable proportion of 6 per cent all through. But there has 
been a noticeable substitution between basic wages and cash allowance, after 1990. 
While the share of basic wages has gone up drastically at the expense of the share 
of cash allowances in the 1990s, these two shares remained fairly stable over two 
earlier decaies. In 1995 the share of basic wages was 75.37 per cent compared 
to 60.90 per cent in 1965. On the other hand, the share of cash allowances was 
as low as 14.35 per cent in 1995 compared to 34.13 per cent in 1965. 

Thus, the trend suggests an increasing dominance in the share of the basic wages. 

Table 34.4: Percentage share of basic wages, cash allowances and bonus in average annual 
earnings of an industrial employee 

Year Basic Wages Cash Allowances Bonus 

1965 60.90 34.13 

1975 70.44 

1990s 

1992 92.48 

1995 75 37 

1996 88.60 

64 - - -- 

- - - 



Check Your Progress 2 Wages and Problem 
of Bonus 

1)  Compare the wage and salary trends? 

................................................................................................................... 

.................................................................................................................... 

.................................................................................................................. 

................................................................................................................... 

2) Do you think that wages grew uniformly across all industries? 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

................................................................................................................... 

3) Examine how salary has grown over the last few decades in any two industries 
discussed in the text. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
/ 

4) Mark T for True and F for False 

a) Inter-industry variations in wage growth are negligible. 

b) The difference between real salary and real wage has widened ( ) 
recently after liberalisation. 

c) The real wage in the Tobacco industry did not grow until 1980. ( ) 

d) The Motor Vehicles industry showed no long-term improvement in salary.( ) 

d) The share of basic wages in the total wage bill has drastically risen ( ) 
in the 1990s. 

34.3 WAGES IN THE PUBLIC SECTOR 

It is perhaps a universal phenomenon that govemment tries to create employment 
in areas over which it has direct jurisdiction. General administration, armed forces 
and state owned enterprises are some of the important sectors where a large 
number of people are employed by the government, and the salaries and benefits 
paid to them are on average better than a large part of the private sector. Since 
the government provides many public goods (or services of the nature of public 
goods), the output of individual employees is often hard to measure, and their tenure 
is also protected from business cycle shocks. Thus there is an element of insurance 
in public sector employment. 

Wages for the same reason are also protected compared to the rest of the economy. 
Of course, public sector wages and employment are directly linked with the budgetary 
allocation that in turn depends on the state of the economy. Nevertheless, a critical 
point is that these decisions are not guided by immediate conditions of the economy, 
and can be influenced by the political ideoiogy of the govemment. In developing 
countries government may be tempted to increase hiring in the public sector just to 
ease the pressure -of unemployment and maintain a stable or even attractive wage 



lndustriar Labour Cross-country studies show that the general administration and armed services tend 
to swallow a big chunk of GDP to pay for salaries and benefits. This is particularly 

' true for developing countries. According to some notable studies, in early 1990s the 
proportion of India's GDP paid as salary in this sector was 4.2 per cent (Sri Lanka 
5.1 per cent, Bangladesh 3.7 per cent and China 3.8 per cent during the same 
period), while it was 2.3 per cent for the USA and 3 per cent for Sweden. The 
developing countries are also marked by greater disparity in wages between the 
government sector and the rest of the economy. Perhaps for this very reason 
developing country governments are able to hire fewer people relative to their 
population, and also offer fewer public goods than the developed countries. In India, 
average salaries in the government sector (general administration and armed services) 
were estimated to be 4 times higher than the per capita GDP in early 1990s. 

Next. to general administration, the major providers of employment within the 
government are public sector enterprises (PSEs), which have played an important 
role in creating and maintaining jobs for millions that are viewed as life long security. 
Although there is no explicit legislation to make jobs permanently secure, the 
government has taken measures to protect a section of the workers (employed in 
the government sector or large private sector firms) from lay offs and retrenchments. 
This has been done through legislative interventions in 1976 and 1982, by prohibiting 
large firms to close down the unit, or lay off workers without prior permission of 
the government. Government also has followed liberal policies towards trade unions. 

In its drive for promoting and protecting employment, government set up new 
enterprises on a continued basis till the eighties, and also took over many bankrupt 
private firms. The number of central PSE increased from 5 in 1951 to 245 in 1995, 
and t ~ t a l  employment in these units also rose steadily till mid 1980s, and then from 
1991 onward has been declining. 

In contrast, average wage (average annual emolument of PSE employees) in PSEs 
has been increasing both in nominal and real terms, more prominently so since the 
late 1980s (see Figure 4). Part of it is due to the simple arithmetic of declining 
employment. But the pressure of strong trade unions, and possible effects of high 
output growth of the 1980s and early 1990s should not be ignored. In all counts, it 
is obvious that PSE employees are increasingly better off. 

Table 34.5: PSE Employment and Wages 

Source: Public Enterprise Survey 
*This figure corresponds to 1993. 

# Non-wage benefits refer to government's net expenditures on the maintenance 
of houses, township, health and educational facilities. The net figure is calculated 
from the gross expenditure minus receipts such as rents, fees etc. Capital expenditure 

/ 

No. of Average Average PSE Wage PSE Wage 
PSEs Annual Real Annual Real as Multiple as Multiple 

Wage in PSEs Non-wage of Per Capita of Average 
(1980 Rs) Benefits# GDP Industrial 

(1980 Rs) Sector Wage 

1980 168 14239 7.9 1.83 . 

1985 215 16605 2269 8.4 1.75 

1990 244 20939 2695 8.6 1.95 

1995 245 29575 3442 9.9 2.19* 



Wages and Problem 
or B O ~ U S  

. - 

- Sevcl-al fcaturcs of thc PSE wagc profile arc important. First, if we take the share 
of PSE wage bill in GDP, it is secn that the share has been stable (over 2 percent) 
sincc 1980. This in itself is an indicator of how protected PSE workers are. While 
wagcs arc coliipared with the share of PSE profits in GDP, it is found that the nct 
(after tax) profit share of PSEs has remained less than 1 percent. 

Second, PSE wagc has becn increasing in real terms, and it is increasing ahead 
of per capita GDP, and more importantly ahead of thc average industrial wagc. A 
PSE eiiiployee is likely to earn nearly nine times to his individual share in GDP, and 
ncarly two tinies to what would bc the average industrial wage in the economy. The 
wagc diffcrclitial bctwcen thc public sector and the rest of tlic economy has also 
grown over time (see Figurcs 34.4 and 34.5). 

Third, there is a substantial amount of non-wage (mostly in kind) benefit in PSE 
remuneration. This comes in the form of housing facilities in the PSE towns, and 
assurcd access to educational, medical and other facilities, which in India means a 
grcat dcal of insurance. There may be sonie nominal fees and rents that uscrs have 
to pay to use such facilities. But the nct annual outflow from the governnient on 
this account is vcry large. This net annual expenditure can be seen as a collective 
non-wage benefit enjoyed by the entire workforce of thc PSEs. Very rarely do we 
scc prfvate sector eniployers offering this array of benefits. 

Figure 34.4: Annual real wage in PSE and organised 
industries 

Figure 34.5: PSE wage as multiple of per capita 
GDP 



Industrial Labour Check Your Progress 3 

1) Discuss the trend in PSE wage in comparison to average industrial wage. 

..................................................................................................................... 

.............................................................e...................................................... 

.................................................................................................................... 

2.) Do you agree that PSE workers are protected in many ways that private sector 
workers are not? 

I 

.................................................................................................................... 
\ 

.................................................................................................................... 

.................................................................................................................... 

3) Discuss how PSE wage has grown relative to the per capita GDP. 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 

.................................................................................................................... 
- 5y Mark T for True and, F for False 

1 

a) PSE wage has been falling since 1980. 

b) According to recent data, an average PSH worker earns twice at 
least as much as an average non-PSE industrial, worker. 

- d) Employment protection has been an important objective of the 
government 

34.4 LET US SUM UP 

To sum up, average annual earning of an employee in the manufacturing sector has 
slowly, but steadily, increased. In real terms between 1967 and 1997, the average 
earnings of a worker have doubled; the same is true for non-worker employees 
(salary -earners) as well. The main phase of the growth occurred after 1980, which 
also coincides with a high industrial and GDP growth regime (but low growth in 
employment). However, there were great deal of variations within the industrial 
sector, and in particular, wages were consistently higher in the public sector 
enterprises. 

You may ask what led to this steady growth in the economy-wide wage. If we 
were to think in terms of the demand and supply curves, then the right way to think ; 
is to imagine that this pair of curves is moving through time. Now consider the 
opportunity cost of labour that determines the labour supply curve. It is possible that 
the opportunity cost of labour has increased over time primarily because of growth 
in agriculture. Green revolution has permanently shifted the production frontier; 

. shorter crop cycles have given rise to multiple crop productions, and government 
welfare activities have improved the living conditions of the poor. All these must 
have raised the agricultural wage rate, which in turn should affect the labour supply 
curve resulting in increases in the industrial wage as well. There are other possible 
forces that may have worked for or against wages - Trade unions, expansion of the 



market for industrial products, and labour productivity. Wagez and Problem 
of Bonus 

Of these forces, productivity is an important and fundamental determinant. But 
what can we say about labour productivity? Do higher wages reflect higher 
productivity? One co~n~nonly used measure of average labour productivity - "slued 
added industrial ontpnt per worker - has risen substantially over this period and this 
has bekn cited by many as a force behind wage growth. But this measure of 
productivity is crude. The true measure of productivity improvement requires more . 

complex methods, primarily to disentangle various competing forces on wages. 
Some important studies argued that the apparent increase in the average labour 
productivity is largely because of improvement in technology and increase in capital 
'deepening'. and not so much d t m o  significant gain in the efficiency of labour use. 
This view, though open to challenges, is not inconsistent with cross-country studies 
that have found Indian worhers less productive than East Asian workers. 
Nevertheless, this remains an open question. 

34.5 KEY WRODS 

Opportunity Cost : The opportunity cost of doing some work is the money 
value of the next best alternative work that a person 
could have done, but had to give up to do this work. 

Marginal Productivity : This is a measure of worker's productivity. It is given 
by the additional amount of output produced by a 
worker from an additional unit of labour (which may 
be measured in hours or day). 
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34.7 ANSWERS OR HINTS TO CHECK YOUR 
PROGRESS EXERCISES 

Check Your Progress 1 

1 )  Two main determinants are opportunity cost and marginal productivity of labour. 
For more details read section 34.1 and Keywords. 

2) a) True. b) False c) False d) True 
69 

- 



Industrial Labour Check Your Progress 2 

1) Both grew slowly but steadily with greater momentum in the 1980s. For details 
read Section 34.2. 

2) Wage grew in all (or most of them) industries. But the pace varied and the 
levels were vastly different. This point can be stressed by citing some of the 
industries discussed in the text. 

3) Read Section 34.2. 

Check Your Progress 3 

1) Average PSE wage is nearly double the average industrial wage in real terms, 
and it is growing further. You may discuss Figure 34.4. 

2) Best answer is 'Agree'. Many PSEs supply critical inputs, which assume 
strategic importance in the government's long-term economic plans. Therefore, 
as a policy PSEs are sought to be protected form business cycle shocks as 
much as possible, and the workers also get the benefit of it. Thus there is an 
element of insurance in public sector employment. For more read Section 34.3. 

3) Discuss Figure 34.5. 

4) a) F, b) T, c) T, d) T 


