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FOREIGN DIRECT INVESTMENTS IN THE POST-LIBEUALISA'I'ION 
PERIOD: AN OVERVIEW 

K.S. Chalapati Rao, M.R. Murthy and K.V:K. Kanganathan 

For n lnrlg tinzr India's upproncl7 torvar(1s joreigil direct investr~lerlt rv~1.s goverizr~l 1.1y tlzr 
nl~iltiple objecrive.~ of self-reliarzce, protection of rlntiotlnl industt:y (inn ewtreprerzelt KS, i~ i~por t  ofselect 
~echrzologies and export pronlotion. As a part ofthe Strllctuml An'justw~ent PI-ogrclnl~~le, alot~g cvitl? 
virtually ~lisnz~~nrling tlte irldlistrial regulatory system, Irzdi~1 .soliglit to attrcict FDI~vith .s/)ecialjilv0~1r.~ 
and pers~msiow. While the new regime places heavy ernphasis oil uttlactbzg Large ~l~ilolirlt of  FDf,  
there is very little discussion on the various facets of actual inz/)lenzenmtion. Tl7i.s paper seeks to 
provide empirical content to the developments dl~rirlg the first seven years of LiDzrrrlisc~tiot~. 

Introductiorl rent, produce poor quality goods and services. 
gave high profits with no obligation or  concern 

For more than three decades after indepen- for the average consumer. From a position of 
dencc, India maintained a selective approach selectivity, the transition to ~ h e ' ~ r e s e n t  posi~ion 
towards foreign direct investment (FDI) [Kidron, is one o f  welcolne toFD[ nncltrcating with special 
1965; Goyal, 1979; India, 19691. The approach favoursand persuasion, Drasticchangcs in Indian 
was governed by lnultiple objcctivcs of self- have heen initiated to 
reliance, protection of national industry and entry foreign c a p i t a l  and free f l o w  intc,-na- 
entrepreneurs, import of select technologies and tional trade, 
export promotion. The emphasis was on tech- 
nology imports without financial participation by Beginning with July 199 1 ,  the government 
thetechnology supplier. This was intended to give introduced a of changes i n  country 
the much ]Ieeded to devcl- regulatory under the genera] acceptilnce 
opment as the recipients of foreign technology of the policy known widely 
wcse expected to absorb the technology and Structural Adjustment Programme (SAP). The 
modify and develop further with the help of their itnportant depart~tre From the past was in the form 
own R&D. It was believed that this could help 

of: revision of the Industrial Policy Resolution, 
India move on the road to technological self- 

1956 and Schedules A & B, resulting in the 
reliance. Foreign investment in low technology 

opening upofmany a public sector reserved area;' areas was not encouraged in order to shelter local 
industry and to conserve foreign exchange. The drastic revision of IDRA with the objective of 

policy since 1991 has heen vltemdand the removing a nllljor entry point hurdle' [GO[, par:, 

for restrictions on and of 231, doing away with the registration require- 
investments in ~ ~ d i ~  that made l,,dia a ments under MRTPA: retnoval of the general 

partially closed have heen given up, 1, ceiling of 40 percent on foreign-held equity under 
was (hat on Foreign Direct Foreign Exchange Regulation Act (FERA); lift- 

Investment (FDI) and imports and internal ing of the restrictions on use o f  foreign brand 

regulations Monopoly and Restrictive Trade names in the local market; removal of the 

Practices Act (MRTpA) and LIndustries (Devel- restrictions on FDI entry into low technology 

opment and Regulation) Act. 195 1 ,  (IDRA)], consumer goods; abandonment of the phased 
enabled local manufactures to exploit monopoly manitfacturing programme (PMP); dilution of the 

K.S. Chalapali Rao, M.K. Murthy and K.V.K. Ranganathan are Principal Researchers in Institute for Studies in lntlustrial 
I)evcloprnent, Narendra Nikctan, lndraprastha Estate. New Delhi - 110 002. 

This s t~dy  is an outcome of the prqject Global Capital Flows ant1 the Indian Stock Market sponsoretl hy the Indo-1)utch 
Progran~rne on Alternatives in Developnlent (IDPAD). The authors wish to thank S.K. Coynl, the Project Director, for his 
support andguidance, Thanks arealsodue toBiswajit Dhnrand Vinish Kathuria forthe~r critical remarks and useful suggcstlons 
The usual disclairners apply. 
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dividend balancing condition and export obliga- flows is through participation in risk capital and 
tions; liberalisation of the terms for import of gaining a say in management and control of' the 
technology and royalty payments; permission to host country enterprise. In contrast, l'oreign 
invest upto24percent in the equity of small scale portfolio investments are not associated with 
units: reduction in tax rates; etc. In the new policy management control and are basically aimed at 
regime, proposalsfor foreign investment need not benefitting from capital appreciation and share in 
necessarily be accompanied by foreign techno- profits in the form o f  dividends. Financial par- 
logy agreements. ticipation is generally accompanied by the foreign 

partner providing technology support as well. 
The new regime placed special emphasis on This may be by way of process know-how, design 

attracting a large amount of foreign capital. To and drawings of equipment or responsibility to 
understand the significance of the change, one provide managerial skills or evolve new mar- 
neecls to examine the number, the size and the 

keting skills. Generally, there are no agreements 
nature of the newly approved investments, actual 

which can bl  strictly classified as financial or capital in flows, take-over of local companies by 
FDI and performance in terms of net foreign technical. In select industries governmen1 

exchange earnings by F-,I enterprises. ~h~~~ approvals are automatic and subject to general 

issues are interrelated, very often in the policy limits on foreign equity levels ant1 the size of 

making and in  the general discussion on payments for technology. The liberalisation of 

the state ofthe economy, concern is expressed at industrial policy in 1991 introduced a two-way 

the wide gap between foreign investment appro- approval process for foreign direct investment. 
vals and actual inflows. This study makes an First is the automatic approval route which is 
attempt to obtain empirical content to these applicable to the industries listed in Annexui-e-I11 
questions. The paper draws extensively from the of the Industrial Policy Statement of July I991 
studies completed as also under progress at the and is subject to limits on foreign equity partici- 
Institute for Studies in Industrial Development pation. The initial limit on foreign investnlent was 
[Goyai et al., 1994 and 19951. We make use of 51 per cent. Those seeking to invest under the 

the aggregate data and information on individual automalic approval process, were required to 
by the Secretariat for Indus- formally inform the Reserve Bank ofIndia (RBI), 

trial Assistance (SIA); Indian Investment Centre This requirement has since with 
and other official agencies. Our attempt is a and companies need only to informthe RBI after 
limited one, i.e., to provide a broad picture of the issue of shaires to a foreign The upper 
flow of FDI and indicate the possible factors at 

limit for foreign equity participation under auto- 
play. We hope the insights into the operations of 

matic approval was raised from 5 1 to 74 per cent the new policy regime would help promote 
informed debate on the subject. of the equity capital (and 100 per cent in case of 

Non-residential Indian (NRI)) in select industries 

FDI refers to the of a foreign in January 1997. The list of industries open for 

investor in the risk capital of an existing or a new "tomatic approval was also expanded. In the 

undertaking. FDI does not always imply holding Budget Speech 1999-2000 it was announced that 
of the entire risk capital by a foreign undertaking the scope o f  automatic approval would be 

though this used to be true when Foreign Corn- expanded further. If the foreign investors wish to 
pany Branches operated in India and held a enter other industries or feel the need to secure 
dominant position in tea, coffeer*and rubber higher percentage of foreign equity for them- 
plantations. The most common system of FDI selves, they need to go through a formal process 
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of case by case approval, with the Foreign 
Investment Promotion Board (FIPB) playing the 
main role. 

As a result of the policy changes in 1991 and 
active promotion of India as a destination, the 
amount of FDI approved and received rose 
sharply. The total number of technical and 
financial collaborations approved during 1995, 
1996 and 1997 did not appear to change but there 
is a clear trend for more financial collaborations 
and a decline in pure technical collaborations. 
(See Table- 1). In terms of the amounts approved, 
the FIPB occupies' a more important position 
corr~pared to the RBI. While the RBI gave auto- 
matic approval in nearly one-fourth of the 
financial collaboration cases, the foreign 
investment associated with these proposals was 
only six per cent of the total investments 
approved. But for the change in policy in January 
1997. RBI approvals would have accounted for 
even a still lesser share. In the context of the 
liberalisation of industrial policy, il  is thus sig- 
nificant that much of the investment approved 
went through a formal procedure of approval 
unlike the automatic approval case where the 
investors might not have been so  serious. During 
the initial period, equity hikes undertaken by 
many of the companies already under foreign 
control were approved automatically. After a 
sharp public criticism of the manner in which the 
hikcs in the extent of foreign-held equity were. 
affected at ridiculously low prices as compared 
to the prevailing market prices, the terms of issue 
were tightened' [Goyal, 19971. 

The automatic procedure is, however, more 
effective in technical collaboration agreements. 
O L I ~  01' the 5,791 technical 'collaborations 
approvetl up to August 1998, the RBI granted 
3.248 approvals, i.e., nearly 56 per cent. The 
rclativc significanceof financial collaborations in 
the total nppl.ovals has increased rapidly during 
thc ' ninclics. From about I0 to 15 per cent of  thc 
total collaborations approved during the latter 

haIf of the 'seventies, the financial ,collaborations 
(FCs) accounted for a little less than one-third of 
the total towards the end of the 'eighties. The 
share of the FCs increased further after liberali- 
sation of industrial policy and exceeded half of 
the total since 1993. During 1997 financial 
collaborations accounted for nearly two-thirds of 
the total, i.e., double of their share in the late 
'eighties. (Table 1)  

Approved Foreign Investment 

The overall value of  the investment proposals 
and their approval by the government increased 
substantially since the adoption of new economic : 

policies in 1991 (Table 1 and Figure I ) .  The size 
of foreign investments approved in 198 1 was 
nearly Rs 10.9 crore. The peak year during the 
'eighties was 1989 when the approvals aggre- 
gated Rs  3 16.7 crore. During the first year after 
adoption of the SAP, i.e., 199 I ,  size of approved 
foreign investment shot up to Rs 534.1 crore from 
the low of Rs 128.3 crore in 1990. Till August 
1998, i.e., during the seven years since adoption 
of the SAP package, official estimates place the 
gross value of the approvals at Rs 1,73,5 10 crore. 
This amounts to nearly Rs 25,000 crore per year. 
Out of this as much as Rs 1,46,040 &ore or more 
than four-fifths was approved during 1995 to 
August 1998. Approvals since 1994 include GDR 
issues and Foreign Currency Convertible ~ o n d s . '  
GDRissues are portfolio investments andlack the 
essential criteria of control over the enterprise; 
strictly speaking GDRs should not be treated a s  
direct investment except for purpose of reporting5 
[UNCTAD, 19971. If the GDR amount of about 
RS'I 8,729 crore is taken out. the size of approved 
investments works out to Rs 1,54,781 ct-ore for 
the seven years. There is a possibility of some 
other approvals also being included asFDI though 
these would not strictly qualify as direct invcst- 
ments since they lack the essential charactcristic 
of control." The appt-ovn!s have grown 
significantly over the past seven years. Yet,  
India's share in total global inflows continues to 
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Table I .  Financial and Technical Collaborations: 1981 to August 1998 

Year No. of Approved Collaborations Relative Share lnveslrnent Approved 
of Financial (Rs Crore j 

Financial Technical Total Collaborations 
Col2  as 9'0 of Col4) 

!up ro August) 
1991 -Aup '98 8,227 5.79 1 14,018 58.69 1.73.5 10.0 

Note: Foreign invcst~nent includes GlobnVAmcrican Depository Reccipts (GDRs) and FCCBs amounting to Rs 18.729 crore. 
Source: (i) India. L)epartnient o f  Scientific &Industrial Research, Ministry of Science B Technology, Forrigrr G)II(~Dorrrrior,.r: 
.A Coi~?/?i/trrioir. (ii) India. Ministry of Industry, H(rilribook ~ f ' b l c / ~ t , ~ r r i ~ ~ l  Srtrti.sric.s, and ( ~ i i )  1991 onwards: Indin. Ministry of 
Industry. SIA Nr,csletrer, September 1998. 

Figure 1. Share of Financial Collaborations in Approvals 

Years 
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remain small. Even within South. East and 
South-East Asla, India's share was only 2.27 per 
cent. It is, however a significant improvement 
over the earlier level of 1.37 per cent during 
1985- 1990 [UNCTAD,. 19971. 

Extent.of Foreign Ownership 

As mentioned earlier, restrictions on the 
maximum percentage share of equity normally 
allowed to foreign investors (40 per cent. as 
stlpulatccl under thc FERA) were seen as a 
deterrent to foreign companies to invest in India. 
Removal of FERA restrictions on holding of 
majority stake should thus be expected to 
encourage foreign direct investment inflows, 
especially from large transnational corporations 
(TNCs). It should, therefore, be a justifiable 
expectation that the distribution of companies in 
different shareholding ranges would undergo 
changcx. One may recall that a number of 
branclics and subsidiaries of foreign companies 
WCI-c. operating in India prior to the enactment of 
FERA. The number of foreign subsidiaries came 
down substantially due to the implementation of 
FERA' [Goyal, 19901. This was in spite of the 
fact that majority foreign equity was not banned 
i n  cases ol' high technology and export-oriented 
companies. Solnc ofthe companies. notably those 
i n  thc drugs and pharmaceutical sector, volun- 
tarily tliluted thcir foreign equity to 40 per cent 
[Goyal, 1982j."n the liberalised industrial policy 
environment the preference for gaining higher 
stake in equity becomes visible both in the case 
ol' new entrants and also lor those which had 
earlier optcd for equity dilution and shed thc 
foreign subsidiary status. Thc extent of foreign 
cquity shares in an enterprise would also rctlcct 
thc l'orcign investor's perception of the nced for 
a local partncr. Foreign investors would nor~nally 
prefer to have an Inciian counterpart instead of 
going alone in a nationally rcgi~lated environ- 
mcnt. The political sensitivities d o  not permit full 

foreign ownership. But, by having a national 
collaborator one can find easy and convenient 
routes to administrative patronage This would he 
particularly true for new foreign investors. By 
associating Indian cc~llaborators. foreign inves- 
tors also obtain access to the local network of 
contacts, political support, business and a variety 
of operational advantages [Goyal, 19791. 
Avoiding discrimination at the administrative 
level could be another motive for associating a 
local, preferably a large industrial house. 

Table 2 provides the pattcrn of the  distribution 
of approvals over the seven-year period 1991 to 
1998 as compared to the threc years 1981 to 1983. 
The shift in the pattern of approvals is only too 
obvious. In [he early 'eighties, the distribution 
was overwhelmingly in favour o f  the percentage 
ranges up to 40 per cent. Out of the total amount 
ofRs 218 crore, asmuchas  89percent fell in this 
category. The share of 100 per cent subsidiaries 
i n  the approvecl investment was a mcre 0.02 per 
cent. In contrast, 100 per cent forcign-owned 
subsidiaries accounted for more than one-third of 
the approved investment during the 'ninctics, the 
post-liberalisation period. Subsidiaries of foreign 
companies accounted for nearly 65 percent of the 
total approved investment during I99 1-97. Those 
settling for up to 40 pcr cent foreign share 
accounted for nearly 13 per cent of the new 
investments." 

Table 3 shows that out of the 7,694 approval 
cases, 1,334 were for proposals with I00 per c e n ~  
Soreign ownership. Nearly three-fourths of these 
were approved (luring thc post- I995 period. 
Furthcr, the proportion of approvals for majority 
ownership (subsidiary status) increased gradually 
over the pcriod. From a little less than one-third 
duringthc firstone and ahalf'yenrs to 37.17during 
the mitldle period ( 1993 to 1995) and to 58.77 per 
cent in the last two anct a half years. In the last 
period, one-fourth of thc approvals are h r  100 per 
cent foreign owned enterprises. 
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Table 2. Distribution of Approved Investments According to Foreign Share 

Foreign Equity Share Offered No. of Percentage Approved Percentage in 
(Per cent) Approvals in Nos. A~nount (Rs  Cr.) Amount 

( 1 )  (2) (3) (4)  (5) 

A: August 199 1 to August 1998 
Lesb that1 I 0 per cent 324 4.2 1 547.08 0.37 
10 to 24.99 869 I I .29 4.856.58 3.75 
25 to 40  1,229 15.97 14.768.54 9.87 

40.01 to 50 
50.01 to 73.99 
74 to 99.99 
'100 per cent 

All Cases' 

H :  1981 to 1983 
I,ess than 10 
10.0 to 15.0 
25 .O to 40.0 

All Crtscs 

Ifi Excludes GDR Issues and cases for which information on roreign sharelinvestment was not available. 
Sou~.ce: A :  Generated from a database developed at  the Institute using collaboration approvals reported in Indian Invest~ncnt 
Centre. Mor~rklr' Ne\v.r/errer and Ministry of Industry, SIA Ne,r.rlertel: various issues. 
H :  IGoynl. et 01.. 19941. 

Tahle 3. Increasing Share of Foreign Suhsidiaries in FC Approvals 

Period Total No. of Of Whlch Fore~gn Ownership Percentage In Total 
Approvals 

Above 50 100 per ccnt Above 50 I00 per cent 
per cent Owned per cent Owned 

(1)  (2 )  (3)  (4) (5) ( 6 )  

Aug~tst 1991 to 1992 810 249 33 30.74 1 07 
1993 to 1995 3,045 1.138 135 37.37 1 1 .OO 
1996 to August 1998 3,839 2,256 966 58.77 35.16 
Total Since 1991 7,694 3,643 1.334 47.35 17.34 

Note. Excludes GDRs and cases where fore~gn share or amount of investment were not available 

[ridustry-wise Pattern of Ap[~rovals channelise foreign investrncnts into prihr~ty 
areas. Even while retaining the basic concept of 

FERA was enacted with multiple objectives in selectiveness, the post-July 199 I phase enlarged 
mlnd. In the scheme to permit higher equity share the scope for foreign investment. Ai the end of 
in high technology and export-oriented enter- 1989-90, the manufacturing sector accounted 1-01, 

prises it was implied that mRA would help 85 percent ofthe total FDI stock ofRs 2.705 crore 
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[RBI, 1993a, Pp. 1,03 1-5 1 1. Plantations hat1 a 
share of 9.5 per cent. Within the manufacturing 
sector, Chemicals & Allied Products stood at the 
top followed by Machinery 8r MachineTools, and 
Electrical Goods &L Machinery in that order. 
Liberalisation of industrial licensing in the form 
of freeing public sector reserved areas has been 
the single most important policy decision that 
influerlced the sectoral pattern of FDI. It also 
appears that to generate a demonstrative cffect, 
ccrtain high profile collaborations IikeCoca-Cola 
had to be approved initially. With the emphasis 
on non-traditional exports and those hitherto 
treated as low-technology based industries, the 
change in industry composition of foreign 

investment was hound to take place. A major 
policy change in the new regime is with regard to 
drastic contraction in the public sector reserved 
areas, notably power and tcleconiniunications. 

Industrial policy changes, especially with 
regard to public sector led to a dramatic upsurge 
in approvals for new projects in power. oil and 
telecommunications. Nearly half of the total 
approved foreign capital was proposed i n  these 
sectors"' [Table 4). I f  Iron & Steel and Air 
Transport are also taken into consideration, ncai-ly 
half of the new investment proposals approved 
happen to be in areas formerly reserved fot- 
development i n  the public sector. 

Ta1)le 4. Shares of Different Sectors in Approved Foreign Direct Investment (August 1991 to August 1998) 

No. of A~>vrovetl Share r n 
Approvals 1nvestr;~ent (Ks Cr.) Total I pcr cent) 

(2) 13) (4)  

Powcr M Fuels 
Teleconimunicatio~is 
Chcrnicals (other than Fertilizers) 
Metallurgical Industries 
Service Sector 

-Tr:~nsj>orlat~on Scclol. 
Elcclrical Eclu~prnents (incl. Softw;ll.c) 
Foot1 Proccss~ng Industr~es 
tlotcl & Touris111 
Texliles (include Dyetl. Printed) 

Puper & Pulp (rncl. Paper Products) 
Industr~al Mnchuicry 
Ferrncntation Industries - 
Sugar 
Othcrs 

Source: Hasctl on data provitled in Ministry of 1ndustt.y. SIA Nrtr~.rlr/tet~. September 1998. 

I>urinp thc initial two years of the adoption of However. since most of the investnlcnt in the 
thc liberalisation package. I'uel and power proj- telecommunications scctor was directcd at cel- 
ccts accounrccl for 40  per cent of the npprovecl 1itlar niohilc and basic phone serviccs, this 
investments [Goyill et al., 1994). But by 1996, investment could as well be treated as a part of 
tclccotnmunications was at the top position with the services sector. I f  the servicc sector is 
23.55 per cent in  total lSIA Newletter, 19961. regrouped taking into account the other service 
Next in importance is the 'Servicc Sector'. categories likc Hotels & Tourism. the service 



would to occupy the top position with of consumer goocis industries lnay look to be 
;ts much as one-third share of the total investment. small, in volume terms it is big enough to cause 
A rcgrol1piny in case of Footl and Agro products significant changes in the strcicture of many 
brings its share to 6.33 per cent." This sector is products. While food processing sector occupies 
clo~i~inatcd by TNCs like Coca-Cola, Pcpsi, Kel- the seventh position with less than six per cent 
logg, Hcinz and Seagram. share, the total approvals amount t o  Rs 7.500 

erore of investment. Coca-Cola alone received 
Intlustrial machinery accounted for 1 . 1  1 per approvals o f  nearly Rs 2,700 crore and approvals 

cent only of the approved investment. The set- on account of Pepsi and its group companies work 
toral invcstments also include increase due to to more than 1,000 cr0l.e. The changes that 
cnhancccl foreign ecluity stake in the existing in the Indian soft industry sinct. 
I 'OI -~ ign~on t r~ l l ec lc~mpan ie~ .  In this background. jiberaljsation are of significant ilnportance," A 
ncw I'orcign Invcstment leading 10 expansion o f  numbcrofconsumergoods b rc ign  companies arc 
production capabilities in the machinery sector up holding companies  in ~ ~ d i ~ ,  rrl,c 
co~lld be cvcn lower. It has also been observed approved foreign investment ~ . i ~ ~ , - ~ ~  (lo 
that thc sector is not receiving much attention the f u l l  potent,al ol. [llc investnlcnts 
cven in technical collaborations. Compared to the involved in approvals influel,cin, t~ ~n ar- 
1986- I990 period, the avcrtlge number of kct structures. For instance. most of'the takeovers. 
approved techniciil collaborations declined by joint vcnlu,.es ilnd alliances Of Unilever 
5.95 per cent for the Industrial Machincry grou in India do not figure in the appt-ovcd list: take 
and by 38.84percent for the MachincToolssector 

over of Tata Oil Mills and its s~ibsidiaries, 
(luring 199 1-  1995 [Murthy and Ranganathan, 

Kwality ice cream. Kissan, Laknx and other 
1997, Pp. 3-91, 

enterprises does not get reflected in thc s i ~ e  of' 
new t'ot-eign invcstmen~s. These were cases of  Due to thc inclusion of GDR issues, official 

tabulations at titnes tend to be misleading. Thc Hindustan Lcvcr (incl. rhe ~nerged Brookcbond 
Lipton) alone, which is a subsidiarius ol' Dutch- urtelnpt at adjusting the official sectoral totals for 

GDR i~pprovals could not be carrier1 f u r t l p  duc British Unilever. This holds 11-uc of Inany other 

to the vagueness in the product classification of existing large foreign controlled companies. 

some GDR issues as also to thc non-standard 
of. [he official classification itself, ~f the A point that remains very in-odequ;~lcly 

industry distribution is adjusted for GDR appro- debated is whether i t  is essential to relax thc FDI 

to the extent possible, the ranking policy with regard tu consutner goods inciustr~cx 

(i()cs not gel affected in any significant manner if the purpose of inviting FDI  is 10 develop thc 

within the top scctors. " core and infrastructure sectors with l'orcign par- 
ticipation. The character of inft-astructurc and 

Discussion on foreign investments in India scrvice sectors is such that the forcign investors 
genet-ally I-ctlects the concern about tlleil. i n  have to physically set up their opcrations in the 
consumer goods industries. The Econor7ljc SLII.- country if [hey wish to cxtcntl their opcrations to 
ves, 1996-97 placed the share of  consumer goods the country . In contrast, in the manulicturing 
sector at 15.3 1 per cent and that of capital goods sector, bc they consumer goods or  othcrs. thc 
and nrachinet-y at 13.14 per cent and that ol'core investor has the option o f  exporting I C I  India 
and infrastructure sectors a1 49.13 per cent in  thc insleiid of taking up loci\l 11ianut'acturc. Duc IO the 
FDI approved during August 1991 to Octohci- rapitlly falling tradc barriers, t h i s  possibili~y has 
1996. However, while in relalive terms the share become more real. 'The possibility oftreating rhc 



two broad spheres, namely, the manufacturing 5 ,  it can besecn that the proposals with Rs 500.00 
sector and others independently for policy pur- crore and higher investment each were only 58 
poses is obvious. out of 7,694, i.e., less than I per cent. But these 

Size-distribution of Approvuls 

We have seen in the abovc that approved 
investmentis concentrated in Power & Fuel and 
Tclccommunications. These being hcavy 
invcstn~ent sectors, their share in the number of 
approvals is small compared to the share in the 
overall investment approvals. The two sectors 
together accounted for 685 approvals or a little 
more than 8 per cent of the total approvals. 
Understandably, this sectoral character- of Lhc 
approvals will have its I-ellection in the sizc 

claimed 38 per cent of the approvccl investments. 
It' the approvals in the Rs 100 -- 500 crorc range 
are also included, 296 approvals accoun~cd for 

-more than 72 per cent ol'the total investment. At 
the other extrernc are the projects in the less than 
Rs 1 cr. bmckct, which. while constituting a little 
less than half of the approvals, accounted For less 
than 1 percent ofthe total investmcnt. The pattern 
ol'thc approvals makes i t  clc:u that the success or 
failure of the  expectations with regard to inflow 
of Ibreign investmcnt would be tleterniincd hy a 
limited nuniheroflargc psc).jcc~s and thcir industry . . 

distribution of investments as well. From Table charactcristics, 

Tah le  5. Distribution of FCs According to Sizc ol1;orcign Invcstn~cnt (August 1991 to Ac~gust 1998) 
( A r ~ ~ o u n t  in [Is Crorc) 

Investlncnt Range No. of A~nount Per cent Per cem 

t Rt, Crorc) Approvals Approved ol'col. 3 of Cot 3 
( 1 )  ( 3 )  (3) 15) ( 5 )  

0 to I C I  3,678 1 .092.?7 47.80 0 .71  
I LO i cr, 11,074 4.770.43 26.96 3.1') 
5 tu 15 cr. 1.175 13.150.37 15.27 8.79 
15 t o  50 CI-. 28Ii 10.141.58 3.74 6.78 

50 to  100 cr 
I 00  lo 500 CI-. 

iOO cr .  Lcc abovc 

All C;lseh 7,604 l,49,570.63 1 00.00 100.00 

Note: Excludes GURs and cases whcle thc jovcslrnent figures arid foreign shares arc not nvail.ablc 

Givcn thc rclative freedom now offered to 
foreign investors, one should expect that the 
sources of foreign investments would get further 
divcrsil'ied. At the same time, since many large 
TNCs arc basctl in the USA, the country may gain 
even a hettcr l'ootholcl in India. At the ctld of 
1989-90, US occupied thc highest position with 
nearly half of thc FDI stock. UK wasin thesecond 
position with I9 percent share followed by West 
Germany and ~ a ~ a n . " '  The four countries had a 

combined sharc of 83 per cent [RBI, 1993al. As 
better o r  higher technology does not appear to he 
a special consideration for pe~mitt ing new 
investments, one might witness a diversification 
of sources ol' investment. From Table 6 it can be 
seen that while USAstands at the top with a27.48 
pcr cent, sharc o l  thc li~rmcr top four countries 
(USA, UK. Germany and Japan) came down 
substan~ially t o  44 per cent. Europe takes thc 
second position with a24.4 1 percent sharc. In all. 
the developed countries account Ibr two-third5 of 
the investmcnt. 
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Tahle 6. Sorirccs of Approved FDI (August 1991 to August 1998) 

CountrylGroup Amount (Rs Cr.) Per cent Share i n  Total 

( 1 )  (2) ( 3 )  

USA 42,029.72 27.48 
Europe 37,340.48 24.4 1 
- U.K. 1 1,980.65 7.83 
- Germany 6,460.80 4.22 
- Belgiu~n 3,904.68 2.55 

- Netherlands 
- Francc 
- Italy 
- Switzerland 
- Sweden 

Other I)eveloped Countries 
- Japan 
- Isr:1cl 
- Austrnlia 
- Cnnodn 
.. South Afr~ca 

South. East CG South East Asia 
- Korea (South) 
- Malaysin 
- S~ngapore 
- Thailand 
- Hongkong 

Tax Shelters 
- Mauritius 
- Cay~nan Island 
- Pananla 
- Her~nuda 
- Luxe~nbourg 
- Isle of Man 

NRls 
West Asia 
- Saudi Arabia 
- U.A.E. 
- Kuwait 
- Ornan 
- Haharin 

Erstwhile Social~st Bloc 
- C h ~ n a  
- Kuss~a 
- Slovakia 
- Byelorussia 
- Vietnam 

Latin Anlerica 
W e s t  lndies 
- Mexico 
- Argentma 
- Jarnaica 
- Brazil 
- Uruguay 

Negl. 
Negl. 
Negl. 

0.52 
0.34 
0.17 
0.01 
Negl. 
Ncgl. 
Ncgl. 

Africa 147.89 0.10 
- Nigeria 147.54 0.10 
Others 2.05 0.00 
Total 152.957.37 100.00 
Euro Issue (GI)Ks/FCCBs) IX.748.X.1 

Tot nl 173.5OX.3 1 
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A notable feature of the country-wise distri- 
bution is that Korea took the lead over Japan 
which played an important role in the 'eighties. 
Next'important category is that of South, East and 
South-East Asian countries led by South Korea. 
These ~ountr ies  contributed nearly 13 pcr cent to 
the approved investment representing diversifi- 
cation of sources of FDI. A surprising case is that 
ot' small countries led by Mauritius, which are 
known as tax havens or tax shelters.'' Many of 
the investments routed through Mauritius can be 
traced to US companies. Similarly, some of the 
invcstmcnts from Mauritius as also Switzerland 
were I'ound to have NRI association. Notable 
among thesc are the Rs 600 crorc investment by 
Parmars whose proposal was approved in thc 
name ofInternational Petrolcum, Switzerlandand 
LL prqject with Rs 300 crore investment approval 
for Chattel-jee Petrochem (Mauritius). This is in 
addition to the officially reported Rs 5,900 crore 
investment by other NRIs. In the past too, certain 
TNCs li-om advanced countries invested in India 
through their subsidiaries and associates in 
locations other than their home country. For 
instance, foreign equity in Nestle India was held 
Sronl Bahamas Islands and in Pf'izer it was froin 
Panama though their respective parent companies 
belong to Switzerland and USA respectively 
[Goyal, 19791. If these factors are taken into 
account, the share of USA and NRIs could turn 
out to be niorc substantial. 

The substantial share of NRIs in the total 
investment approved may resemble the experi- 
ence of China. A significant portion of the huge 
invcstmcnt in China is reported to have been 
contributed, over the years, by peoplc of Chinese 
origin. Does it happen to be the case in Inclia too'? 
It remains an open question for further cnqt~iry. 

context and in the cuntcxt of wide inter-state 
disparities in industrialisation, location of proj- 
ects with foreign investments has assulncd sig- 
nificance. Given the nature of approvals, 
however, the available information has serious 
limitations in reflccting the actual amounts that 
are likely to flow to different states. It' one goes 
by the official figures, Delhi will he receiving the 
maximum arnount of' foreign Investment 101- 
lowed by Maharashtra (Table 7 ) .  Mor-c irnpor- 
tantly, in about 30 per cent of thc cases, location 
was not indicalcd at thc lime of the approval. 
Thcsc projects account l'or upproximately one- 
third of thc total invcstmcnt. While Delhi stancls 
at the top, i t  is obvious thar most of the 
con-csponding 458 prc),jccts will not be locatecl in 
Delhi. Deihi, in all probability, must be repre- 
senting the neighbouring states or the foreign 
investors might have usctl the services of local 
agents for communicationant1 for doing the initial 
spadework. Depending upon the nature of the 
project thc actual location could be somewhere 
else in the country. Also, in case ol' thc serviccs 
sector, location will not carry t h c  same meaning 
and equal significance when compared to ~ h c  
~nanufacturing ventures. Incidentally, niostof'the 
approvals for Cellular and Basic Phone servlces 
carry Delhi, Bom bi~y. Bangalore ant1 Madras ;is 
the locations for these approvals. For all practical 
purposes Delhi should also bc clubbed with the 
others (un-indicated) category. It, therel'orc, 
means that for almost half of the investment. the 
location is not known in advance. In view of the 
importance o fa  few large projccts in the approved 
.investment, even a coiiple of projects can rnakc a 
large difference to a state's share. And if for any 
reason, the projects do not rnatcrialise, the share 

Srrlre-wiLse LoccLtio,, oJNew ~ ; c j , . ~ ~ ~ ~ ~  ,,l,,esr,,lenrs in actui~Is could slump significantly. For instance. 
i n  the case of Orissa, the number of approvals is 

States have been showing inter- quite small and its high position is mainly due to 
cst in  attracting foreign invcstmcnts. In this a few major projects. 
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While the investn~ent approvals show a 
promising picture, at least in comparison lo 

India's past experience, considerable anxiety is 
expressed in different quarters over the slow pace 
ol' intlows.'%iven that the inflows d o  not start 
flowing immediately after the approval, one 
should expect a time lag between approvals and 
inllows. especially for large and long gestation 

projects. In thdsc cases it is reasonable to assume 
that actual flows of capital would be gradual and 
vary with the project's progress. The number of 
approvals against which inflows have been 
recol-ded would, probably, give a better indication 
of the extent of likely implementation ofapprov.ed 
foreign investment projects. This infbrmation is 
not, however, available. Official figures indicate 
that inflows constitute about one-fifth of the 
approvals [Economic Siirvty, 1999, p. 871. 

'Pable 7. State-wise Distribution of Approved Foreign Investment (August 190 1 t o  .lanoary l 9 W )  

Statc No. of Amount Sharc in Total 
Approvals (Its Cr.) Invzst~l~et~t  (pcr cent) 

( I  ( 2 )  (3) (4 

Oclhi 
hlolia~xshtru 
Karnntakn 

Tn~nil Nadu 
Mndhya Pradesh 
West Hong;ll 

Orissn ' 

Giljarat 
Andhra Pradesh 

I<:qnsthun 128 605.47 0.60 
01 hcr Slates 424 3.11655 3 -07 
Others (statc not ~ndicatetl) 1.752 32.592.67 32.12 

Total 5.8 14 1.0 1.494.02 100.00 

Source: B;ised on Ministry of Industry, SIA Ne\c.rlerrer, February 1997. 

Instead of thc aggrcgate-level comparisons, a 
sector-wise comparison could give a better pic- 
ture of inflows and project itnplementation. This 
is. however, possiblc il' FD1 inflqw data is 
available for the industry groupings similar to the 
oncs followed in the case of approvals. Unf'ortu- 
nnlely, RBI for some reasons, followed its own 
classification and level of aggregation. It is 
difficult t o  understand why investment figures are 
not being made available in astandardised format, 
which would enable meaningful comparisons. In 

spite of these problems of comparison, the lhct 
that infrastructure sectors receivcd very little 
investment becomes cvident from the inflow data 
released by the RBI for the past Sour years 
( 1994-95 to 1997-98). The top n ~ o s ~  position was 
occupied by Enpineering(23.5 per cent) l'ollowcd 
by Electronics cYr Electrical Ecli~ipmcnts ( 13.7 pel- 

cent), Chcmicals & Allied Products ( 1  1.5 pel- 
cent), Finance (10 per cent) ant1 Services (7.4 pcr 
cent) (Table 8). Power, Fuel and 'Telccom~nuni- 
cationsdonot figure in thedctailsoffered hy RBI. 
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Table 8. Industry-wise Inflow of Foreign Investment: 
1994-95 to 1997-98 

- - 

Industry/Sector Amount Percentage 

Eng~neering 
Electronics & Electrical 
Equipment 
Chernical & Allied Products 

Finance 
Serv~ces 
Food & Dairy Products 

Computers 
Do~nestic Appliances 
Pharmaceuticals 

Others 

Total 

Nore: Exclude rnflows underthe NRI direct ~nvestrnents route 
through the RBI. 
Source: Rescrvc Bank of India. At~nurrl Rel~or.~.~ for 1996.97 
and 1997-98. 

Another way of looking at the inflows is by the 
country of origin. In a scenario of slow rate of 
inflows, knowledge of better project implemen- 
tation by investors of certaincountriesmay enable 
then1 to Corm more realistic future expectations. 
However, as noticed earlier, the increasingly 
important role played by tax shelters has further 
distorted the country distribution to suchan extent 
that during the past three years, Mauritius reached 
the top position in inflows with a one-third share. 
USA was adistant second with a share ofless than 
one-Sifth! (Table 9). 

Three factors should be noted in a discussion 
on inflows. Firsti!,, approvals have picked up 
significantly during the last two and a half years 
and account for two-thirds of the approved 
investment. Sec.owtlly, a few approvals (2961 
account for a substantial portion (72 per cent) or 
thc total inves[ment. And, lustl~: industry com- 
position is such that Power, Fuel and Tclecom- 
munications sectors dominate the approvals to a 
large extent. The policy fortnulation in respect of 
these sectors has becn very slow. Some of these 
pr-o,jccts are also surrounded by national contro- 
vcrsics. The Enron and Cogentrix are cases i n  

poinl. Telecom sector witnessed a major scam. 
Slow pace of implementation of large infra- 
structure projects is thus a major reason fol- the 
poor rate of inflows. 

Table 9. Country-wise Inflows of FDI 
(1994-95 to 1997-98) 

Country Inflow (Rs Cr. j Share rn Total 
(per cent I 

( 1 )  ( 2 )  ( 3  j 
- - - -  

Maur~tlus 8.666 31 62 
USA 4,700 18 21 
Germany 1,595 6 19 
Korea 1,56 1 6 05 

UK 
Netherlands 
Others 5,212 19.86 

Total 25.779 100.00 
-- - - 

Note F~gures do not ~nclude NRI d~rect tnvestlnent routed 
through RBI 
Source RBI, At~r~~rtrl Keporw 1996-97 and 1997-98 

On the other hand, implementation appears to 
be quick in consumer goods industries [Cheema, 
19971." The official approvals enabled many 
consumer goods TNCs to hike their shares 
reversing thc impact of the FERA. This probably 
explains the near 50 per cent realisation of the 
approved investments within a year. Inflows 
during the year 199 1 were reported to be Rs 35 1. 
crorc out of the approved alnount of Rs 739 crore. 
In some cases, TNCs preferred to follow the 
take-over route (especially in consumer goods) to 
makea quick entry or toconsolidate their position 
in the Indian market. In a few cases, the take-over 
Factor was hidden. For instance, Heinz started its 
operations by taking over the food business of  
Glaxo and Modi-RJR's Sorny into manufacturing 
was through the take-over of a small cigarette 
manuf~icturcr in Anclhra Pradesh. CCI-lain existing 
units were transferred to new joint venturc com- 
panies while the original Indian colnpanies con- 
tinue to exist. We shall discuss this aspect further 
in the section on take-ovcrs. The iniplenientation 
also appears quick if i t  inlplics getting the prod- 
ucts inanufactirred by local units and the foreign 
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colnpany marketing them under its own brand collaborators to ensure quick approval. Indeed, 
ntlmes (e.g., Laboratories Garnier promoted by such a practice suited the government's strategy 
L' Oreal of France). also as it wished to project large amount of FDI 

approvals as a measure of the success of its 
There is a view prevailing that the sluggish policies. Had sectoral policies preceded appro- 

pace of capital inflows is largely due to the slow vals, the rate of implementation could in all 
lnoving and hurdle creating bureaucracy and its probability havc been faster.'Also, incases where 
I'ailure to free itself from the old mind set. The the lndian partners or state governments trietl to 
fact, however, is that this view need not neces- protect the local interests (e.g., Indian Oil Corp 
sarily be relevant in all the cases of clelc~y. The in case of East Coast ~ e f i n e r ~ , ? ! '  Madhya Pradesh 
invcstors c o ~ ~ l d  also be responsible for the delays government in case of diamond mining in the 
i n  a rlurnber ol' projects [RBI, 1985]. '~  A long- state," Industrial Develop~nent Bank of India 

37 

term invcstmcnt de~iiands close study of the (IDBI) in the case of' steel plant in 0rissa;- 
nlarkct. This is perhaps the reason thal McDonald Cujarat Government in the case of Parniar 
look almost five years to open its First outlet. ~ e f i n e r ~ " )  which resulted in ctelays, or even 
Inability to tlecide on the local partners is yet abandonmentofaproject, officialmachinery may 
another reason for delays or even abandonment not be faulted. When it comes to extracting the 
in some cases. For instance, since 1991, BMW maximum out of thc ventures for themselves. 
tried dil'fcrent partners but till now one is not sure NRIs did not seem to lag bchind  other^.'^ Tikoos 
whether the company will go ahead with the and Balsarus are the other prominent NRls apart 
projects (motor cycles and passenger cars). from Hindujas and Pauls who promised large 
Similarly, LC Electronics' attempt at joining investments but delivered too little. 
hancls witheither RPG orBirlasdid not meet with 
any success. Finally, it seems to have opted for a Toke-overs ~iticl l t~~p len~e t~ t~~ t in t z  oj'FCs 
100 per cent owned unit. This is also related to 
the foreign investors' perception of the Indian Significantly, in spiteofthe low levelofcapital 
market. The continuing sluggishness of the inflows, the structure of many consumer goods 
economy can beexpected to lead todelays or even industries has got altered in a substantial manner. 
abandonment ol' certain proposals. In certain In the liberalised policy environment, thc lndian 
cascs, even though the product is available in the entrepreneur seems to have lost his bargaining 
Indian markel, the operations may havc not have power and well-known Indian brands havc been 
becn sct up f ~ ~ l l y .  For instance, the automobile taken over by TNCs providing them a ready 
manufacturers' insistence on importing CKDs market with lesser competition from local 
and SKDs (completely knocked down and semi industry. The process is continuing. Take-overs 
knockeci down) kits implies that full manufac- have the additional implication that they do not 
luring operations have not yet becn established. add to new production capacities or  c~nployment 
This may also imply that the companies might be opportunities." On the contrary, these can add to 
keeping the escape routcs open.'" the growing outflow of foreign exchange. A 

survey conducted by us in 1993-94 revealed that 
Since project location is not always specified the major considcration of the Indian partich in 

in a large number of cases location studies and entering intoacollaborution agreement was togct 
negotiations with state governments for better supcrior technology. 'Access to foreign funds' 
terms might take time. One also suspects that in was way below i n  thc ranking ['Goyal, et  al., 
the initial period there was a strong possibility o f  19941. One implication of these observations is 
inflating the investment figures by the foreign that had the official policy not been Iiberaliscd, 
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the Indian promoter could have refused foreign 
stake taking advantage of the Sact that the policy 
prohibited foreign investment in many areas. This 
may be understandable because for many small 
and medium projects, raising funds from the 
public was not a problem given the promising 
stock market. As we shall see in the following, i n  
a number of companies with foreign equity, the 
relative significance of foreign investment was 
quite small. 

Thc controversy over ICI's (UK) attempted 
entry into Asian Paints, its major competitor in  
India, bro~~ght  into sharp lbcus the phenomena of 

TNC take-over of Indian companics. When Par- 
Ic's brands were sold to Coca-Cola not much 
debate was generated. Similar was the case when 
TOMCO was taken over by Hindustan Lever. One 
reason for this could be that in thelatter two cases, 
theIndian promoters withdrew on theirown while 
in the former, the promoters resisted the TNC's 
entry. The fact, however, is that in  many other 
cases the ownership of Indian companies changed 
hands affecting market structures significantly. In 
this process, probably what has not attracted much 
attention is the transfer of units as dislinct from 
take-over or merger of a wholc company (Table 
I0 for an illustrative list). This route was adopted 

Table 10. Illustrative List of UnitIDivision '~ransfers  to Joint Ventures 

Unit to he TransferredITransferred Keriiark 
( 1 )  (2) 

Apar Lighting Division TransTerred to the joint venture CE-Apar Lighting Ltd. 
Co~npressor unit of Kirloskar Brothers Transferred to Kirloskar Copeland 
Compressor units of SIEL and Kelvinator Taken over by Tccuniseh Venture 
Eng~ne Valves Division of Kirloskar Oil Engines Proposed to be transferred to a J V  with MWP. .\ubsidiary of Mahlc. 

Gerinany 
Halol Plant of Hindustan Motors Being used by the joint venture with General Motors. 

tlinditron Equiprnents Mfg Co. Ltd. and Hinditron Acquired by Digital Equipment (India) Ltd.. a JV between Hinditron 
Computers Pvt Ltd. (certainassetsand know-how)and Group and Digital Eq~i~p~nent .  
all the shares of Hinditron Information Technologies 
Ltd. 

India Linoleum Unit of Birla Jute Transferred to Birla DLW Ltd.. a 50:SO JV with DLW of Gerruany 
.Kalyani Plant of Premier Automobiles Ltd. Transferred to Pal-Peugeot Ltd.. a JV with Peugcot, France 
K~rloskar Filters Division of Kirloskar Oil Engines To be transferred to a JV with Knecht of Germany 
Kurla Plant of Premier Automobiles Ltd. To be transferred ton  JV with FIAT. 

Luxor Pen manuracturing facilities Transferred to Luxor Writing Instruments India Pvt Ltd. ajoint vcnture 
with Cillette 

Electr~c Metres Division of VXL Ltd. Transferred to VXL Landys Gyr Ltd. 
Motor Cycle Division of Escorts Transferred to Escorts Yamaha Ltd. 
Motor Cycle Engine Division of Hero Motors Proposed to be hived offtoa 50:SOjoint venture w ~ t h  Rotax of Austria 
Oral Care Divn, of P~trle Acquired by Gillette 

Refrigerator Division of Godrej & Boyce Mfg Transferred to the JV. Godrcj-GE Appliances (with General Electr~c. 
USA) 

Speciality Che~nicals Divn. of Max India Transferred to Max Atotech a 50:SO JV between Max and Atotech BV 
Stabiliser Bar Ilivision of Jamna Auto To be taken over by NHK Jai Suspensions Ltd., a new Jo~nt  venture ~n 

which the Japanese company will hold 74  per cent shore. 

Sugar Machinery Ilivision of KCP Ltd. To FCB-KCP Ltd., a JV with FCR of France 
Two ;uld Three Whccicr tyre plant of Ceat Transferred to South Asian Tyres Ltd. a JV ~ y ~ t h  Gootiycar, USA 
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for entry into consumer durables and machinery Some other relevant cascs arc: Mercedcs Bcnz 

sectors. For instance, after the transfer of  two getting approval for increasing its sharc to 76 per 
planls Premier Automobiles is a pale reflection of cent in its venture with Telco; Bridgestone 
its original self, even though it might r e ~ l a i n  a planning to increase its stakc 10 from 5 1 to 74  per 
company .owned by Indians3. In a broader sense, cent in its joint venture with ACC; Bnusch 
hike in foreign share and entry of the hundred per Lomb increasing its share in thc Indian vcnturc to 
cent foreign-owned companies, setting up of 69 per cent; and Henkel hiking its share to 70  per 
palallel Opel-ations by T N C ~  and even crowding cent in Henkel Spic. It [nay be interesting torccall 
ofthe Indian lnarketwith foreigncornpanics (with that Pepsi was started as a joint venture of' Voltas, 

in  number and size of Punjab A~gro Industries Corp and Pepsico, USA. 

locally companies) could also be ThetwoIndian partners arc nowhere in thc picrut-e 

interpreted as leading to diminishing role now. Blue Star got edged out of Motorola Blue 

Indian entrcprcneurs and general investors and Star and Hewlett Packard India. Similar was the 

consolidat~on of TNC control ovcr Indian mar- cxpcriencc of Hinditron group i n  Hintlitron 

kcts. Similar is the case with alliances whereby Tektronix and Digital Equipment, and Shrira~ns 
the competitors are turned into allies (e.g., transfer in SRF Nippondenso. Shrirams' sharc also got 

ol' Lakme's bl-ands to a 50:50 joint vcnturc wirh reduced in Shriram Honda Power.'" One reason 
for these devclopnlcnts is that some o f  thc joint the Lcvcrs) followed by thc purchase of 1,nkrnc's 
ventures were l'ormcd cither througl~ transl'cr of stake in the joint venture. 
units and hcncc did not involve any cash invcst- 

Had the Indian partners not resisted the foreign 
companies' attempts at consolidating their posi- 
tlon, mc?re joint ventures would have passed in to 
thc latter's hands. TVS-Suzuki, Hcro-Hondu and 
Godre.1-GE Appliances are the cases in point. 
While Honda raised its slake in Kinetic Honda to 
5 1 per cent, it  could not achieve the same in Hero 
Honda. GE i sona  spree toconsolidate its position 
in its joint ventures. It has already received 
approval for converting GE-Elpro Medical Sys- 
tems into a wholly-owned one by acquiring 
Elpro's 49 pel- cent s~ake.  It is also reported that 
CE is increasing its share in its joint venture with 
IPCL. A f  el- initial resistance, Birlas seem to have 
yielded to thc pressure from their Swedish part- 
ners to allow majority stake in VXL Landys Gyr. 
Birlas are also at the receiving end in Birla 3M 
and Birla Kent Taylor. Whirlpool took over TVS 
Whirlpool and Fuller Intl took over Fuller-KCP. 
Suzuki's attempts at gaining majority control 
ovcr Maruti Udyog are well known. 

ments by local partners or they were l'ormecl prior 
to 1991 when restrictions on foreign stake 
prevailed. If the Indian partners initially obtained 
shares in lieu 01' the transferred units, they lnay 
not be in a position to provide ncccssary funds for 
expansion or bring in additional nioncy to sustain 
the venture if it runs into trouble. On the other 
hand, after gainingexperience, thc foreign partnct- 
may find the local partner ro be dispensable. For 
a joint venture to be meaningful. both pnrrncrs 
should have somestrengths to offer to thc vcnturc. 

Atone level, the takc-overphenomenon sccnls 
inevitable because the worldwide boom i n  foreign 
direct investment is fuelled by rncrgcl-s and 
acquisitions. Indian cxpericnce probably should 
not come as a surprise since take-ovcl-s anci 
privatisation we gaining importance as a fortn o f 
capital flows. For instance, in USA, accli~isitions 
represented 85 per ccnr of Ib.cipn inves~lncnt in 
1995 with new cstahlishrncnts contributing only 
15 per cent [OECD, 1997, p. 21 1. According to 
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UNCTAD, cross-border mergers and acquisi- the turnover of the major consulncr goods TNCs 
lions ~nvolving majority control accounted for operating in India (luring the past two decadcs. 
almost half of'global FDI flows in 1996. For some (Also see Figure 2). 
of the developing countries FDI from privatisa- 

Table 11. IIlustrativc 1,ist of Financial Collaborations 
tlon was an important component of the total FDI for Consumcr <;nods Approved in the 

received by them during 1970-95 -- forty per cent Post-Liherulisation Periods 

of tola1 FDI in Eastern Europe and Central Asia 
C,J,,sunler. Eleclr.,,,lil.,s~ 

and 21 per cent in the case of Latin America Akai Otlie, Foocl: 
Grundig [Bouton and Sumlinkski, 19971. This shows that LG Electronics 

Ilanone 
tleinz 

FDI has bccn substituting local ownership. One Natiorlal Panasonic KFC 
(Matsnshita) might thus say that FDI inflows could have been Salnsu,lg McDonald 

Pizza Hut 
probably fastel- for India if there was a greater Shivaki Ounker Oats 

degree of privatisalion and freer take-overs. Sony I)un!icn Uon~lt 
Tho~nson Kandos 

Bask111 Ilobb~nh 

Public attention gets attracted more to hap- 
Alllol j,o,,,,e,T: f)otne,srii. Al)/)litri~c.cs: 

pcnings in the consumer goods sector. The HMW 1)newoo 

illustrative list of consumer product companies Onewoo 
Fiat 

givcn in Table 1 1 might help in understanding the ~ o r t l  

popular perception ol'TNC takeover of the mar- 
Gel ,e l t l lMoro~~s 

k e ~ s . ~ '  These cases illustrate the extent of new Honda 

i~ rc ign  entr-y i n  different consumer produc~s. ~'~~~s ecl,z 

Visibility of TNC products increased i n  the Volkswagen 

market both through entry of dew TNCs as also VolVO 
Yarnahu 

new brandslproducts rntrod~~ced by the older 

Elec(rolux 
General Elcctric 
1.G Elccrronics 
Samsring 
Whirlpool 

Lncostc 
Levistrarrss 
Mexx 

FERA, instead of being a hurdle to business lntl Cadhury Schweppcs 
Brown &Foreman Corp COC:I-Cola 

expansion, operationally speaking, came handy VougtasLaing 

for foreign curPorations to obtain state patronage ~ ~ ? ~ g ~ ~ ~ ~ '  amup  Cos~~irric~.~. ~rr./~~irre.s. rlc 
Avon Products 

and access to ins~itutional support that was denied Hiram Walker B:~ccal.osc 

to them as  Soreign subsidiaries. The re~noval of lnternationa' rlistil'ers Cusso~ls Group 
Macdonald & Muir L' Oreal 

entry barriers in the post-SAP period has seagram Max~rn Cosrnetrc 

opcncd-up new opportunities for foreign corpo- United distil1ers 
White & Mackay 

rations. most of whom already operate in India, 
t o  engage themselves in take-overs and mergers Cor!fecliO"":'.. 

Agrolirnen 
of Indian entcrpriscs. The scope for such cxpan- ChuppaChup 

MI.S(,</ / ( I~I~OL~.S: 
Black & I>ecke~ 
Gillctrr 

sion did not exist with Chapter- I11 of' MRTPA L"tli"chOcoiat" Kiriiberley Clark 
Mars llecbok 

being on the statute. Take-overs by existing pcrl.ctti Sara Lee 
I'orcign-conlrolled corporations is possiblc with- Mcl lc  Tit~ics 

Wriggley C;c~rcral Electric 
out any fresh capital being b r o ~ ~ g h t  in from 

$ Excludes FCs for the cx~st ing forcig~l affiliates and suh- 
abroacl. Toblc 12 shows the trends in the value o f  sidiarlcs, 
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Figure 2. Showing Growth in Sales of Major TNCs: 1977-78 to 1996-97 

Nestle India Philips India 

Colgate Pairnolive 
- - - - . - - . - - - .- - 

1 

Hindustan Lever 

Based on data provided in  Bottrbtry Stock Exchange Oflcitrl I ) ~ I  t . ,  /or!. Net stiles of Hindustan Lever include sales of Lipton 
and Brook Bond for earlier years. 

Table 12. Showing the Increase in Turnover of Select TNCs (1977-78 t o  1996-97) 

Name of the ~ o r n ~ j n ~  Net Sales at Current Prices (Rs Cr.) Ratio of Sales 

1977:78 1990-91 1996-97 1996-97 over 1996-97 over 
1990-9 1 1977-78 

( 1 )  (2) (3)  (4) (5) ( 6 )  

Nestle India Ltd. 2 1 312 1.205 3.86 57.94 
Colgate Palmolive ( I )  Ltd. 39s 405 96 1 2.37 74.64 
Philips India Ltd. 82 565 1.487 2.63 20.29 
ITC Ltd. 384 2,286 5,863 7.56 15.28 
Siemens Ltd. 78 383 1,168 3.05 15.02 
Hindustan Lever Ltd .0  51 1 2.65 1 7.120 2.68 13.93 
Glaxo India Ltd.# 56 364 7 02 1.93 111.42 

$ Data refers to 1978-79. 
Q Figures prior to 1996-97 include sales of Lipton and Brooke Bond. 
# Glaxo sold its food products division to Heinz lndia Pvt. Ltd., during 1994-95. 
Source: S .K.  Goyal, 'Policy Processes', in Alternative Survey Croup, Alterrrriti~>e Ero)rot~~ic Slr~.vry: 1991-1998 1908. 
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It is also observed that in this process, product 
monopolies are getting established, especially in 
the area of' consumer goods and soft technology 
manuthcturing. The cases in point are ice cream, 
soft drinks, soups, common salt, biscuits and the 
like. Since foreign corporations have world-wide 
experience at administering advertisement tech- 
nologies, it is no surprise that within the last few 
years more than two-thirds of the national 
advertiscnlcnt space is commanded by TNCs 
(Table 1.1 for a list of Top TNC advel-tisers). This 
1s true of print as well as of the electronic mass 
media. The Indian co~nmercial scene when 
ludgccl In tcrnis of advertisements appears as 
much under foreign influence as is true of the 
industrially advanced markets. 

Table 13. Showing Top TNCs Advertisers during 1997 

Name of the Company Advertisement and 
Other Prolnotional 

Expend~ture (Rs  Cr.) 
( 1 )  ( 2 )  

through world-wide subsidiaries and affiliates. 
wereexpectcd tobe in a better position to promote 
host country exports. Inclecd, a num her of studies 
in India focused on this aspect of TNCs [Goyal, 
1979; Kumar, 1994; Subrahmanian et  al., 1978; 
Dijck .and Chalapati Rao, 1 9941. The general 
finding of these studies was that either foreign 
controlled companies were not significantiy 
better export-oriented than Indian companies 
and/or that their operations have had a negative 
direct impact on the overall balance of payments. 
I n  certain cases, the apparent better performance 
was mainly due to trading (often in unrelated 
products). In a somewhat recent instance of this 
nature i t  was found that Coca-Cola's exports from 
India included green coffee, black pepper, white 
hulled sesame and granite [Ecarzoniic Titnes, 
19951. The export baskets of large trading houses 
have many things in common: commodities, 
garments, leather products, handicrafts and 
marine products. 

H~ntlustan Lever Lid. 443.11 
ITC Ltd. 172.60 
Colgare-Pal~tiolive (India) Ltd. 13.75 
Ncstlc India Ltcl. 79.89 
Pond's (India) Ltd. 47.04 

Castrol India Ltd. 42.87 
Philips Inclia Lid. 41.49 
licckitt & Collnan of India Ltd. 40.83 
S i ~ i ~ t h  Kline Heechnrn Consumer 
Healthcare Ltd. 31.91 

Cndbury India Ltd. 29.62 
Hr~tann~n  Industries Ltd. 29.04 
Proctcr & ~ j r n b l e  India Ltd. 25.64 

The list is confined to Stock Exchange listed TNCs only. 
Source: IDSS Corporatc Database. 

Thc carlicr policy on foreign investments 
placed special emphasis on export promotion. 
Foreign companies (FCs) with their knowledge 
of international markets, estahlishcd brand 
niuncs. superior technology and product accep- 
tancc. closc association with thc consumers 

The present policy, however. places very littlc 
restriction on this count. In a sense, exports are 
now a voluntary activity. Inanearlierstudy it was 
observed that during 1991 -92 to 1995-96, export 
orientation of 100 largest TNC affiliateslsubsi- 
diaries in India increased marginally from 8.07 to 
8.64 per cent while the import dependence 
(imports as a percentage of sales) nearly doubled 
froni 6.86 per cent to 12.94 per cent. As a result, 
these conipanies turned net losers of' foreign 
exchange: from a positive balance of Rs270 crore 
toadeficit ofRs 1,600crol-e. Anothermajor factor 
that contributed significantly to this developn~cnt 
was the steep increase in payments in foreign 
exchange for technology, dividends, travel. ctc., 
from Rs 120 crore to almost Rs 500 crore IGoyal, 
1997 1. 

Given the composition of investments. with 
emphasis on infrastructure sectors, it is too carly 
to say to what extent the other sectors will take 
advantage of the improved inSl.astructure and 
generate exports. To form some opinion in this 
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respect, howsoever tentative, wc made an attempt 
tictanalyse the export projections made by foreign 
collaboration projects during a year and a half 
(tluring 1996 and 1997). The projections are 
reported to the press but do not form part of the 
basic collaboration details reported regularly by 
the SIA and the Indian Investment Centre. We 
could procure a good number of the FIPB press 
releases for thc period. The available releases 
covcr tun invcstment o f  Rs 25,000 crore and 
shoulcl, thercforc, reasonably be representative of' 
thc rcccnt position. From a study of the  releases 
i t  emerges that the 1,239 approvals project total 
cxports ofthe magnitude of Rs 52,335 crore over 
a I'ivc ycarpcriod. Wc are conscious that since the 
2tpprovals include large investments in infra- 
structure sectors, acomparison ofinvestnlcnt and 
cxports may not be fully justified. A comparison 
of nu~nbcr of projccts may give a bcttcr idea ol' 
the l'uturc scenario. It was noticed that out of thc  
I .239 approvals, less than 400 prnjcctcd any 
cxports. However, even among these, as Inany as 
164 anticipated exports are of less than Rs 5 crorc 
per annum. Table 14 gives an illustrative list of 
FCs projecting exports of Rs 250 crorc or more 
over a five year period. It is interesting to find that 
the very First case, KRC colour Monitor Tubes 
projccts, cxports worth more than Rs 16,000 
crore. That this was not a printcr's dcvil is 
confirmed by the fact that the corresponding press 
release gave the total projections at Rs 21,000 
crore. The third largest projection was by Archana 
Telccom which is planning to set up a technology 
and resource park. The projected exports ol' Rs 
1760 crore cannot obviously be on account ofthc 
company. The scctoral characteristics of thc 
proposals and thc amounts of cxport earnings 
projectedrevcal that textiles, trading anti sol'twarc 
conipanics stand at the top. Quite a few othcrs are 
also in the computer software development. A 
number of textile units were approved under thc 
I 0 0  pcr ccnt EOU scheme. 

Since these are only projections, one may not 
read much into these figurcs except drawing some 
broad conclusions that two-thirds of the projects 
do not have immediate plans for exports. The 
cxport areas and collaborators are such that in 
many cases these are not associatetl with largc 
foreign investors. Some of them are NRIs. In 
some cases given the small sizc of the pro$cct, i t  
is doubtful if the projected exports woultl matc- 
rialise. It appears that there is no strong dircct 
relationship betwccn sizc of forcign investment 
and export projections. Onc implication of this is 
that if stepping up of cxports is an  ilnportant 
objective, foreign investment policy could be 
more selective. 

FDI rrrlcl the  I~ldiarl Stock Mni-ker 

Implc~nentation of FERA made it obligatory 
for blanches of fol-cign companies operating in 
India to register the~nselvcs i n  India with forcign 
ccluity ofnot rnorc than 40percent. Thoscnlrcady 
registered but having more than 40 per ccnt equity 
held abroad wcl-e also to bring down the I'orcign 
sharc to 4 0  pcr c c n ~ . ' % ~ u i t ~  tiilution through 
issue of adtlitionnl shares to Indiana turned out to 
be the 11iost popular way of' diluting forcign 
equity. For instance, out of thc 36 compnnics 
studicd only seven dilutcd ccluity solely through 
disinvcs!mcnt anti i n  another four a part ol' the 
forcign sharc was divested but simultnncously 
fresh shares wcrc issucd [Chnudhul-i. 1979. Pp. 
734-441. The FERA strategy of conserving I'ol-- 
cign cxchange thl-ough foreign equity cfilution 
was flawetl because dividend pyrnents 
constituted only about 4 per cent of the total 
cxpenciiture on I'orcign cxchange by thc I'orc~gn 
subsidiaries i n  India. Raw materials imports was 
the sinplc largcst iten1 accounting I'or 85 per ccnt 
of the lotal forcign exchange outgo. It was. 
thcrel'orc, forcsecn that the in~poct of ccluity 
dilution under the FERA 'co~~lcl  only he marginill, 
evcn if all the subsidiaries are forced to bring 
down their foreign equity to 40  per ccnt levul 
/Goyal, 1979, Pp. 43-44], Indian investors wet-c 
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Table 14. Illustrative List of Financial Collaboration Approvals Projecting m o r e  than Rs 250 Crore 
Exports each Over  Five Years 

Name of the Corn- Foreign Collaborator Product MontVYear Foreign 5-Year 
 any Approved Equ~ty Exports 

(Rs Cr.) 
( 1 )  ( 2 )  (3) (4) (5) (6) 

KRC Colour Monitor Winny Electronic Colour Monitor Picture Tubes Nov. 96 70.00 16438 .OO 
Tubes Enterprises. Taiwan for Computer Monitors 

South Asian Petro- EMS lnventa Ag, Bottle Grade Polyester Chip Sept. 96 41.25 3487.70 
chem Ltd. Switzerland 

Archana Telecorn Universal Holding For setting up of an internation- Jan. 97 97.98 1760.00 
Services Ltd. Ltd.. West lndies ally compatible technology and 

resource park at Bangalore 

ED&F Man Nether- For setting up 100 per cent April 97 3.50 1 102.50 
lands BV,  Nether- wholly owned subsidiary in 
lands India to conduct international 

trade in Sugar, Molasses 
Alcohol, Nuts and Spices, Cocoa 
and other de-regulated Gootls 

Tata Industries Ltd. IBM World Trade Providing Infor~nation May 97 72.00 806.40 
and Tata Inforrn;ltior~ Corporation. USA Technology Services 
S y s e ~ n s  

ST1 India Ltd. Co~nmonwealth Dev. Cotton Yarn. Polyester/Cotton Feb. 97 9.7 1 7 3 3 . V  
Corporation, UK Yarn, Cotton Knitted Fabrics 

Klinkenberg India E Klinkenberg RV, Export of Agro Produce viz., July 97 0.01 694.63 
Pvt. Ltd. Netherlands Cashew Kernels, Groundnut 

Kernels. Seasarne Seeds. 
Walnuts, Spices (Black Pepper, 
Cardamom, Red Chilli. Cumin 
Seeds. etc.). Tea 8i Coffee 

Sumitorno Corpn., To establish wholly owned Nov. 9 6  14.00 654.50 
Japan subsidiaries in field of 

general trading 

Ki~nbiry soft war^' ( I )  Kanbay (Asia) Ltd.. Co~nputer software Feb. 97 5.32 593.50 
Lttl. Mauritius 

Gabriel Indi:~ L1d.o Arvin Exhaust Inti.. For rnanuhcturt: and sale of Aug. 96 11.84 563.00 
Netherlands exhaust syste~nlcatalyst 

Mandv~ 1ntcl.nntlonal NRI 
Export 

April 0 7  0.40 530.55 

TM7' ( 1) Ltd. Agro Advies Huro. Cut Flowers Oct. 96 160.00 518.00 
Ncthcrlvnds 

(Contd. I 
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Table 14. (&ntd.) 

Narne of the Com- Foreign Collaborator Product MonthIYear Foreign 5-Year 
PanY Approved Equity Exports (Rs Cr.) 

(1) (2) (3 )  (4) (5) (6) 

Makharia Organics NRI Manufacture of Para Sept. 96 32.00 480.00 
Ltd. Nitroaniline, other Aniline 

Derivatives &their Salts, Odho 
Chloro Paranitroanilines, etc. 

Fabworth India Ltd. NRl All wool Worsted Fabrics April 96 2.50 

Nortel Mauritius Ltd. Nortel Mauritius Ltd. To Set up a Wholly Owned . Nov. 96 157.50 
Mauritius Subsidiary in India which will 

participate in the developrnent of 
the Telecorn Industry in lndia by 
bringing in its latest technology 
into India and sup. 

Che~nplast Sanrnar Euro issues, Euro Issue of FCCBs to part finance Aug. 96 17.50 400.00 
Ltd. issues an export oriented Textile 

Project 

Devarshi Cements Enderlien Project Cement; Portland Clinker and Feb. 97 16.00 399.16 
Ltd. Engg. Germany Power (for captive consumption) 

Bondex India Ltd. Kobe Steel Ltd. Japan Manufacture and Marketing of Sept. 96 3.60 364.85 
Spun-bonded Noa-woven 
Fabrics 

KB+T Ltd. Thakral Invest.. Men's Suitings 
Singapore 

Nov. 96 10.93 359.90 

Sritech information NRI For the Manufacture of Profes- March 97 1.76 354 24 
Tech. sional Integrated Receiver 

Decoders 

SHV Makro NV, To set up a Wholly Owned Sub- Dec. 96 140.00 350.00 
Netherlands sidiary in India which would 

involve opening several whole 
sale stores in the main cities in 
lndia to introduce cash and carry 
distribution 

LG Electronics Inc., To set up a 100 per cent Owned Jan. 97 204.75 350.00 
Korea (S) Subsidiary company in India for 

the manufacture, marketing and 
sale of electrical and electronic 
appliances such as Washing 
Machines, Refrigerators, Air 
Conditioners 
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Table 14. (Concld.) 

Name of the Corn- Foreign Collaborator Product Month Foreign 5-Year 
PanY Approved Equity Exports 

(Rs Cr.) 
(1) (2) (3) (4) ( 5 )  ( 6 )  

lncab Industries Ltd. Leader Universal Manufacture of Power and Nov. 96 16.00 348.72 
(Mauritius) Co.. Telecom cables involved in 
Mauritius project engineering jobs on 

contract basis 

Man~sh Jain Han~l  Synthetic Fiber Acrylic blanket, cotton yarn. poly- Sept. 96 7.88 338.18 
Co.. Korea (S) ester cotton yarn, cotton acrylic 

yarn, wool acrylic yarn 

S Kumars Synfabs,Ltd. Allied Textiles For manufacture of pure wool and Sept. 96 5.00 330.29 
Machinery, UK woollpolyster/viscose blended fab- 

rlcs 

Texmaeo Ltd. Howa Machinery Ltd.. For tnanufacture of advanced spin- Sept. 96 10.20 307.00 
Japan ning Mlc 

Dyna~nix pairy Iudus- NRI Schreiber Interna- T o  manufacture ri full range of Jan. 96 7.56 300.00 
trles Ltd. tional Inc.. NRI value-added dairy products, such 

as Lactose Casein Cheese Baby 
Food Mineral Salts Butter and 
Ghee 

Assoc~ated Cement Tele Quarz GMBH Quartz Crystals of various Nov. 96 19.1 I 
C0.s specification 

Marquip Asia Pacific Marquip Asia Pacific Paper-pulplpaper-board making July 97 . 2.95 
Ltd., Ltd. machinery including cutting 
Mr. Senthil Kurnar Mauritius machines of all kinds 

Intel Services Inc.. Toestablish a wholly owned sub- Feb. 97 42.00 
USA sidiary in India with two hus~ncss 

organisations under two separiite 
divisions 

Haidyannth Entrrpr~ses Yusung Co. Ltd. Korea Worsted wolen yarn Oct. 96 I .79 282.65 
Ltd. (S)  

R ~ t s p ~ n  Synthet~cs Ltd. NRI Polyester V~scose Blended Yarn Sept. 96 12.00 ?XO.OO 

Kolhapur Steel Ltd. Intl. Meehan~te Meta. Ductile Iron Pipe (I00 Mm to  700 Dec. 96 2.80 280.00 
UK Mrn ID) 

Ace Tech India Pvt Nova Techt~ology Inc. Integrated C~rcuits 
1.td. USA 

Nov. 96 26.94 277.55 

Mor~nugao Meritma Marubeoi Corpn.. T o  provide support services to June 97 5.40 266.05 
l ~ d .  Japan water transport operation; rnainte- 

nance of pler Ioadtng 

M Fabr~knnt & Sons M. Fabrikant &Sons Exports and domcstic sides of Jan. 97 0.35 262.50 
Inc. USA loose diamond 

Sarda I'lywood Indus- Poly~ner Group Inc.. For maoufacture of Non-woven Sepr. 96 43.75 254.63 
tries I.td. , USA Fabrics 

I.ottex Manage~llcnt For setting up 8 wholly owned sub- Jan. 97 17.50 252.00 
Inc..Canada sidinry in India which will estab- 

lish and operate a 
maoufactlcr~~lg facility for 
computer ter~iiinals 

Based on  official Press Iteleases released through Press Infor~nation Bureau of the Governtnent of India. 



;~ttractccl to FERA companies' public issues in 
a big way ancl the issues were oversubscribed 
many times. 'The prevailing capital issue guide- 
lines ensured wi~lcdispcrsal of shareholding after 
equity dilution, it was, therefore, suggested that 
thc FEKA proved to be a blessing for TNCs as 
they gained nnt~onal acceptability not only wilh 
consumers but also with Indian government and 
policy makers r~:ifhout un!l 6o.s.s cf,frecdor~~ or 
i~)irtr.ol ovr1. tlleii. ii11~e.stnrent.s [Coyal, 1979, Pp. 
43-441. Due to the cntry o f  such cornpanies with 
suhstanlial foreign equity -- then popularly 
known as FERA companies -- l'orcign collabo- 
1.21tion. cspcci:illy participalion i n  equity capital. 
was pcrccivccl as a qualification by the investors. 
Iyf;RA ixsi~cs thus increased investors' awarcncss 
ol t 1 . 1 ~  stock market ;IS a ~ n e d i u ~ n  of savings and 

thus helped mobilise resources. 

Primary market is the main route through 
which new companies enter the stock market. A 
compilation of the public issues by unlisted 
companies during the post-liberalisation period 
may, therefore, provide leads for figuring out the 
future role of FDI in the stock market.'" While 
rights and further issues by the already listed 
companies also form part of the primary market, 
we will not be considel-ingthcsc here because they 
do not reflect entry of new conipanies. For pur- 
pose o f  this exercise companies prornotcdlcon- 
trolled by non-rcsiclcnts Inclians INKIS) arc 
treatcd as 21 spccial category :~nt l  havc hccn kept 
out ol' the analysis. 

'L'ahle 15. Foreign 1':quity l'articipntion in 11'0s 

- -- - -~ - -- - 

Y cnr No, of IPOs Total Eqtiity or No. o f  lPOs with Total Equity of Percel~tngc. ol'lPO\ wi th  
IPO Cos ( l i s  Cr.) Forcign Equity IPO with Fo~.cig~l Eq~ttty i n  

Foreign Eqllily ~. . 

(Rs Cr. ) Nu~nhel.> Eclutty 
( I t  ( 2 )  (3)  (4) (51 ih l  ( 7 )  

I <I9 1 -1Y2 140 1,117.71 2 1 11593 14.3s 1') <2 
1902.93 468 7.47 1.32 3 1 502. 32 h.02 1-1 47 
I c)l)?-')-I 68 1 S , l06 , l6  50 60 1.28 7 43 1 1.57 

l'l~ial 4.804 33,937.42 268 3,979.7-2 5.58 1 1.73 

So~lrcc: Gcnc~.:klctl on the basis ol'dara ovuilahle in  Pt,irrr~ A t ~ t l ~ r c ~ l  Reporr, various issues. 

Even though the number of initial public offers distribution of companies with I'orcign invcsc- 
c IPOs) with hrcign equity as also the amount of  ment is nlore skewed with as many as 235 ~0111- 

ft,rcign ccpity increased somewhat till 1994-95, panieU88 per cent of the total) having foreign 
their share in the corresponding total was investment of RS 5 crore or lcss ('rablc 16). 
The overall share of lPOs with foreign ecluity is 
less than six per cent and the share declined 
gradually over the ycars cxcepl for 1993-94 
('Table 15). The sharc in the risk capital is 
sontcwhat higher at about 12 pcrccnt. The sharc 
i n  ccluity also dcclincd over the period. Size-wise 
distri hut ion of IPOs with foreign ccluity suggcsts 

Since Rs 5 crore is ecluivolcnl to about US$ 
I .5rnillion,"'it can bcsecn that the lcvclol'l'orcign 
ecjuity is extremely small i n  an ovcrwhcl~ning 
number of cases. Notwithstanding thc snrall s i /c  
of~heinvcstmcnts in inclivitlual prolccts. itic S ~ ; L I . C  

of the foreign collaborator which intlicatcs tlic 
extent of the risk shared bv him anrl liis 

that in two-thll-~is O f  the cases [he total equity was inyolvcment as also the contributioll lo the 
rclni~vcly sm~tll ill less than Rs 10 crore. The coming intobcing ofthe new project, which nlipht 
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no1 havc been taken up in their absence, is also 
relevant in the present context. In this respect too, 
projects with substantial forcign shares (25 per 
cent or more for Foreign Controlled Company 
(FCCs)) constitute only one-fifth of the total. 
(Table 17) Out of the total 55, in 35 cases the 
foreign investment involved was not more than 
Ks 5 crore implying that during the period 
199 1-92 to 1996-97 only 20 FCCs with forcign 
cquity o f  US$ 1.5 mn. or more entered the stock 
market. 

Tablc 16. Sizc-wise Distribntion of Financial 
Collaborations in IPOs$ (Number of Conlpanies) 

Equity Range Total Foreign 
(11s Cr ) Equity Ecluity 

( 1 )  ( 2 )  (3 )  

Lchs 111:111 l<s 5 Cr (7 h 235 
5 10 10 cr. 112 17 
10 10 25 cr (I 6 X 
25 10 .50 cr 0 6 
50 C r  & lllore I5 2 

,411 Casch 268 268 

%Only issues w i ~ h  forcign financialcollaboration are analyscd 
here. Exclutlcs 14 cascs for which foreign equity dctails are 
no1 av:lil;~hle Tllc nlnounls irrvolvcd in these i s s ~ ~ c s  wcrc 
\111;111. 

For-c~gn Share 111 Ecll~ity No, of Pcrcc~llagc I n  
I l'cr cent I<;IIISC) ISSIICS Total 
( I )  ( 2 )  ( 3 )  

Less than I 3 1.12 
I 10 5 46 17.16 
-5 1 0  10 65 14.25 
10 l o 2 4  90 36.94 
25 to 40 3 6 13.43 
40 lo SO 1 I 4.1 1 
50 HL : I ~ O V C  X 2.99 

All Cascs 168 100.00 

From rhc i'orcgoing i t  appcors that FCCs arc 
n o t  1"-on~incnt i n  thc primary markel i n  the post- 
liberalisation period. Slow pacc of implcmcnta- 
[ i o n  of collaboration PI-o,jcc[s docs not seem 10 hc 
responsible for this phenomenon us the trends at 
setting up parallel - often wholly-ownecl - sub- 
sidiaries by large TNCs (Tablc 1 $), and increasing 
sharc of forcign majority cascs indicatc a gcncral 
tcnclcncy t o  avoici the stock markct. Compared to 

the pre-liberalisation period. the niunbcr orcascs 
where majority foreign ccluity is sought and 
approved has increasccl substantially (Tablc 6). 
Many joint ventures (JVs) prel'crred 5 0 5 0  o r  
51:49 form or other combinations in which both 
the partners together Imld 100 percent ownel-ship 
of the JV to the exclusion of ordinary Indian 
shareholders. These include the ventures of CE. 
IBM, General Motors. Daimlcr-Ben~ and Coca- 
Cola. The parallel opcl-ations of' large TNCs are 
likely to havc direct iniplications I'or ~ h c  future 
growth of their listed affiliates. 

T e l ~ l e  18. Illustrative 1,ist of .I'NCs h;~ving 1,istetl 
.4ffiliatcs which Obtained Approval for Setting t lp  

Wholly-orvncd Suhsit1i;rrics 

ABH 
.4l11cl-lc;l11 (-y:lil;1illt~l 
Asrra 
HASF 
13aycr 
Cntlbury Schwcppez 
Cibn-Ceigy 
Coats Viycll;~ 
Fcrotlo 
Croul)c I)n~ronc 
Hoccllst 
l-l~~l'frr~;un 1.2-llochc 
K ~ ~ o l l  
klc~.cA 
R/lonsarllo 
P&G 
Phillip klorr~s 
Sondo/ 
Sn~ltlvlk 
Srr~rtli Klrlle Kccch;~~n 
Tirneu 
Ull~lcver 
W;lrncr 1.nrllbcrt 
Xcrox C01p 

As of now inclicalions arc that nos t  ol' the 
major new vcntures in thc automobile scctol- (lo 
not have plans to of'l'cr shal-cs to Ihc Indian 

An illustralivc list ol' FCCs which huvc 
set up operations in the post-libel-:~lisation pel-iod 
and which have n o t  cornc to  llic public is given 
in Tablc 19. Indeed. tlic [I-cncl is In the reverst, 
direction. An important casc is that of Fullcr 
International which has got clclistccl ai'tcr thc 
I'orcign sharcholdcr accluircd 100 per cent own- 
ership of what was initially startctl as joint vcn- 
turc. In casc ofTcktronix India. tlice~ulier attempt 
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toclclist is rcportctl to have h i ledand  the company 
wiis keen to buyback the public shareholding 
I f;inancirrl Eq)i.e.s.s, 1997; H~lsirress Stnrzdard, 
19981. In Daewoo Motors local shareholders have 
iilrci~tly been rnarginalised. In Nalco Chemicals 
the foreign holding has reached 80 per cent 
[ F'irrrrrrc~inl E,~pr-ess. 1998 Similar is the case 
with Carrier Aircon in which the foreign financial 
collaborator's stake reached 88 per cent [Eco- 

troilric Times, 19981. Ricoh was reported to  bc  
planning to buy the entire shareholding of 
l'inancial institutions and thc public in Ricoh 
India. It already holds 76 pcr cent of the latter's 
equity [Firznrrcial Expi-ess. 19981:" 'rhc share 
buyback provision introduced in the Companics 
Act rcccntly and the proposed buy out facility in 
the Companics Bill may enable larger numhcr of 
FCCs to opt for delisting. 

'ral)le 19. Illustrative List of 'PNCs which have set u p  Operations in India 
During the Post-liberalisation I'eriod and had uot I3ntered the Stock Market 

Transnatio~iul Corporation 
12) 

A~ilo~i~obiles & All~ctl Products Geucrtll Motors, Ford. Mercetles Benz, Honda. t lyu~id :~~.  F~al .  
Toyota. Volvo. Yamahn. Cu~nn~ins ,  Goodyerrr 

Coca-Cola. C:~dhury Schwepl~es. Kellogs, Heinz. Scagr:~m. H i r ~ n i  
Walker. Unitcd Distillers. Pcrfe'elti. Wripglcy. KFC. Mc13on:lld 

While Goods. Consurlicr Electronics arid Do~nestic Ilaewoo, Sa~rlsung. Soiiy, General Electric, LC Elecll.on~cs. Rlnck 
Appl~ance> bi Ilecker, Ki~nberiey Clark 

Personal Care Prodtrc~s lievlon, L'Orenl, Cussons. Unilever 

FDI is sicle-stcpping stock markct in yet Teclrilicrrl Co1l~lhomtiorr.s 
another manner. S o m e  o f  the FCCs in the phar- 
InaceLttical indLlstrv have attcmDted to seII-off the The official policy emphasis during the nine- 

uni ts  and Wholly Owneci t ieshas been on attracting large atnolint of Foreign 

Subs id i~~r ics  (WOS) o r  to  transfer ccrtain divi- invcstnicnt. It is, therefore, not surprising that 
whilethe nuniherofforeign investment approvals 

sionslpl-oduc~s t o  wholly owned subsidiaries of 
~ncreased horn 1,355 in I995 to 1.559 in 1996. 

[hc p:~rcnt company.  For cxamplc, Pfizer Ltci., is and further to i n  , C)97, the number  
" c ~ o r l c d  to  h c  ~lannin:! t o  sell 5 1  per cent of its approved technical collaborations (TCs)  g a d u -  
stake in Duchem. a 100per  cent  subsidiary, to its ;illy declined fl-*rn 982 in 1995 to 660 i n  1997 
parcnt Pfi~cl- ~ n c . ' ~  This is expected to help the which is almost equal to the figure for I90 I ('Tahlc 
f'(7rcign parent t o  garner a larger portion o f  tllc 1 ). T h e  rcportctl technical collahol-otion agree- 

profits f'rom the ~~~~~~~j~~ vitamin Inuits :arc an und~l-cst inlak hccausc, a numbcrol '  
Pf.i/.cr L td .3s  top brand, ~ ~ ~ ~ ~ ~ , l ~ ~  i s  rcpOrtcd to finiuicial co l l ;~bos~t ion  ugt.ecnicnrs arc 

accompanied by paynlcnts I'or technology in thc hc among the highest-selling brands in the 1ndi:ui 
form ol'lulnp ~11111 ancltoi- ~.c,yalty payments. S u c f ~  

phartuaceutical industry. Some of rhc wholly- 
~ipprovals can he classil'ictl ;is 1'inanci;ii-c11t11- 

owned ~1hsidi;il-its (WOS) specify conil~ictin: 
tcchnic.ll, (jll otllcr ,,kl l ,c ls  s i l i , lg il , ~ o l . , l l ~ l l  

K&D s s  one o i t h e i r  ob.jcctivcs. This implies lha1 c ~ ) ~ ~ ~ l ~ O r ~ l t ~ o n  ;l,,l.ec , e ~ O l l i e  llcccssilt.y ~ l l l l y  

rhc local IISICCI silbsidiitry fnily not come to 'olvn' when paymcl,[s have to ho Ill ; tc lc  ;lhrc,,ltl . - 
rhc outcontc o f  thc rcscnrch. exanlinatton 01' thc tcchn~cal  c o l i a h o r ~ i i ~ ~ ) ~ ~  
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approvals reveals that a significant nulnbcr of 
these wcre in fact entered into by the very joint 
venture companies that were approved in the new 
policy pct-iod. A few others could also be traced 
LO the older/carlier JVs. It was also noticed that 
sonic of the foreign co~npanies  that initially 
entered into only technology licensing agree- 
ments havc latcr on accluirect cquity shares in such 
collaboration projects. In other words, a purely 
technology transfer arrangement was later con- 
verted into a financial collaboration. 

If these factors arc taken into account, the 
actual number of independent technical collabo- 
ration agrccmcnts in thc new policy rcgime may 
Lurn OLII to bc t'ewcr than during the 'eighties. 
Thcsc obsct-v;~tions tend to indicate thc decrcas- 
ing importance of arms-length transfcr of tech- 
nology which is giving way to technology transfer 
among af'filiates. Technology may then remain 
closely held by foreign conlpanies with little 
chance o f  further local development. 

Some o f t h e  technical collaborations approved 
In the case ol ' large T N C s  shed doubts about the 
I-ea1 purpose of the agreement as  also the possible 
bchaviour o f  T N C  subsicliaries. Some of thcse 
collahorntions involve coinpanics which havc 
becn operating in the country for lnany years. For 
inslance, there is a collaboration involving Ncstle 
India and  Nestec ( a  subsidiary of Nestlc) for thc 
manufhcturc 01' i n h n t  weaning food. What is 
notcwurthy here is not that Nestle India is man- 
ul'i~cturing i n l i ~ n ~  foot1 -- i t  has becn doing that for 
a long tirrtc -- but the Indian subsidiary has been 
allowcd to pay royalty (3.5 per cent on domestic 
sulcs, unci 5 pcr cent on  extcrnal sales) [Goyal e t  
al. ,  IV'liC]. At~othcr  interesting case is that o f  
C:olgarc. 'I'hc list o f  collaboration approvals 
shows I'i\ic 'I'Cs and one I T  agair~st Colgatc 
L'all~rolivc USA. 'l'hc financial collaboralion was 
i n  rchpcct 01' increasing thc I'orcign cquity Sroru 
40 to 5 1 1 7 ~ 1 -  ccnl in Colgntc P;il~nolivc 1ncli:i. One 
of' thc 'I'('5 was to intpat.~ tcchnology for thc 

manufacture of toilet soaps to thc 1ntlia11 suhsicl- 
iary. O L I ~  O F  the remaining four TCs iavolving 
I-oyalty payments to thc US company,  at least 
thrce wet-c Sor ~oothpostc. Incitlcntally, Colgatc 
Palmolive (India) markcts thc toothpaste rnan- 
ufact~u-ed by at least thrce 01' the four Indian 
parties seeking lechnology from Colgatc 
Pallr,olivc USA [Goyal ct al., 1'1941. 

Thus, technology and brand namcs are s o  
closely controlled by the foreign parent cum-  
panies that the local subsidiaries in spite o f  
proclucing thc items for years cannot pass on  the 
tcchnology horizontally. l'he fhct [hat companies 
with substantial foreign holdings are likely to 
continue to look towartls thcir f o r e i p  parcnt 
companies and follow in thcir foo ts~eps  is evidcnt 
from thc following observations o f  Glaxo India 
Chairman: 

7'Re parent company, Glaxo Holclings. had 
divestetl its milk based pi-oducts more than a 
clecadc ago to concentrate on phar~naceuticals 
and had achievecl great success. Thercforc. 
tlzere rvas no support for Family Products 
Division (FPD) either in proclucts or in mar- 
keting TI-om the parent. F o r  at!?. s i i h ~ i ~ l i ~ i r ; ~ .  it 
is 1 , e y  risky to g o  out orl a litr~h otl its on*rr. 
(emphasis added) [Glaxo (India) Ltd., 1996 1. 

Payment of royalties in  casc ol' fully owned 
subsidiaries was another point of debate. In cer- 
tain cases the government allowcd sucli paymcnts 
with the hopcofencou~-aging K&D by TNCs.  B L I ~  
it leaves the question as towhowould benefit from 
such K&D. 

Technology import has siyaificant direct costs 
associatctl with i t .  The main forms in which 
payments arc tnadc Sol- impor~ct l  tcchnology arc 
tht.ough prc-dctcrmincd l u n ~ p  sum payments ; ~ n d  
roy;ilties on sales. Tha t  thc approved collabora- 
tions imply an increasing ;~ntl large foreign 
exchange o t ~ t g o  is I-cflccted i n  thc t'igurcs givcrt 
in Tnhlc 20. T l ~ e  1u1np sum pnylncnts i.or purchasc 
of' tcchnology i ~ > c ~ v a s c ~ l  ~l lnrc  t l t i in  scvcr~ tllncs 



(luring the period 1991 to 1995, Far too rapidly resultcd in either consoliclation of control by 
compared to the increase in the number of col- T N C s  in thcir affiliates or in acquiring control 
Iaborations. I'rorn Rs 9 8 0  crore in 199 1, the ovcr I n d i a ~ ~  companies o r  thcir operations. 
aplx-ovccl payment increascd to Rs 7,198 crore by 
1995. TO get II more realistic picture, one has to s teep increase in the approved Lllnount 
atld thc outgoings on  account of royalties but this since 1995, cspccially during 1997, i s  a rcflcclion 

cannot he given here, as royalties arc dependent offurtller relaxal,on i n  t he  official po l icy  towarcls 
o n  actual sales -- both ciomcstic and exports. foreign investment. The logic and rationale 

I'ahlc 20. Approved 1,omp Sum I'ayments (1081-1995) 

Year Approvctl Lu~np Sum 
Pay~nenls ( R h  Cr.) 

( 1 ,  ( 3 )  

108 1 56 
1082 142 
I UX.7 150 
19x4 300 
1085 41 1 

Sor~rcc: (R/lu~.lliy ;ilid IZat~g:inutl~nr~. 1007. Pp. 3-91 

In the ncw era whcn  he cmpliasis is on 
:utlaclinp i t  large amount of foreign investment, 
approvals 1-01. Soreign clircct invcstlncnt ~rrarkcd a 
sig11il'ic:lnt rise c o ~ n p a r c d  to the immediately 
PI-occtling phasc. The approval data rcvcals that 
while infrastructure sectors attracted maximurn 
investment, consumer gootls sectors also had an 
important place in the approvals. Thc  broad 
category of scrvices accountcd for almost onc- 
thircl of the totnl.'The main sac to^-s behind the large 
ap lm~vcd  amount appear to he the dcrescrvation 
of' public sector- rescrvcd areas. tle-licensing, 
a l l ( ~ w i n s  largcr shku-c I'or foreign investors, and 
thc general hooln in global invcstlncnt flows.?'hc 
actual inflows while consiclcrably srnall corn- 
parcel to approvals, many a time did not go  into 
creation of  immediate additional production 
capabilities. A good part of the new investment 

behind FIPB approvals is notclcar.  H o w  t h e ~ c r m s  
were negotiated with the foscign collabor-arol-5 is 
not p~rblic knowlcclpe?' T h e  largeritmount sccrns 
to  have bccn oblaincd by concutling control -- 

often absolute -- to foreign investors. In contrast. 
the expcricncc on the technology import front 
indicates that the scope ('or inclcpendcnt tsanslcl- 
ol'tcchnology has recluccd drast~cally. One Illiun 
i~nplicalion is that purchasing technology on 
market rcrnrs nlay become lncrcasingly clil'ficult. 
In the liberal policy ~nvironrl ic~i t .  thc f'orcig~i 
investors arc opting f o r  sole o r  joint ventures 10 

one time sale of technology. A corollary is that 
once I'orcign cornpanics acquire control. thcir 
local i~l'l 'ilia~cs may ncilher havc the frccdorn nor 
the inccntivc to invest in R&D. 'Thcv will continuc 
to  look towards thcir- parent conlpanies !'or tcch- 
nology impl-ovemcnts. Even il' they conciuct any 
R&D, it is difficult to visualisc that the local 
s~~bsi t l iar ics  will bc given the r i ~ h t  ovcr  thcir 
innovations. l'his will cntail continuous o~rtt'low 
on  account ol'royalties and lump sum pay nlcnts. 
'The trends on  the technology acquisition l'sont. 
thcrcforc, warrant a careful review. 

S i ~ e  and sector-wise distribution of the 
approvals suggests t h a ~  rclativcly small numbcr 
ol' proposals Falling under powcr. I'ucl and tclc- 
co~llmuniciltions sectors account for ~i lmost  half' 
oi'thc approved invcsinlcnt. t lowcvcr, in vicw 01' 
thc large i n v e s t ~ ~ ~ c n t s  and i~nportance ol' the 
infraslruct~irc sector, pricing woulcl reniain a 

crucial factor. Consitlerable sums can be 
siphoned-off both at the impicmcntation stage 
and after thc pro,jects g o  onstream. Downwartl 
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revision of  cost estimates by power sector pro;- 
ects. in response to sevcre public criticism, sug- 
gests the nccd !'or a cau t io~~s  and transparent 
approach in caac of lasgc projects. Bcsides 
dividends, in case of inl'rastructurc projects Sor- 
cign companies would focus on equipment 
imports, technology payments and long term file1 
supply. Sincc the infrastrncture ventures are 
gcncl.ally majoritylwholly foreign owned, divi- 
dends would have lesser significance compared 
to the long term assured flows to parents and 
affiliates o n  other heads. Hence, an approach that 
foreign investol-s should be best left to themselves 
since they bear [he entire risk, may not be prudcnt. 

Further, the high share of inSrastructurc and 
scrvicc sectors in approvals implies huge scr- 
vicing hu~-de~i :~s  tllcse (except a few like software) 

ci~nnot gcllcr-ate tlirect forcign exchangc earnings 
o n  their own. Indications arc that the scope for 
subsrantial export earnings through new FDI is 
rather lirnitcd. I t  is, thcrct'orc, impcrativc that i l '  
only ccrtuin scctors a-e going to contribute to 
cxport earnings, such sectors can be dealt with on 
adifkrcnt I'ooting for attracting FDI .  A point also 
arises whcthcr- i t  is essential to sclax the FDI 
policy with rcgasd to consumer goods industries 
i f  thc purpose of inviting FDI is to develop core 
and i n1.1-astructul-e scctors. In frastsucturc ;mil 
scrvicc sectors arc such that the foreign investors 
have to pllysically set up their operations in the 
country ifthcy wish to extend their operations to 
;he country. National policy may seek to exploit 
this compulsion to its advantage. 

Thc fact is that FDI approvals in the post- 
libcralisation period arc i~~crcasingly for setting 
up of' subsidinries. It may. thcrcfore, be not 
surprising t h a ~  very few companies w i ~ h  sub- 
slantial Iol-eign ecli~ily cntcred the stock market 
clurirlg the post-liberalisatio~i period. This is in  
contrast to the post-FERA expcriencc when illany 
I~uyc ancl well-known FCCs carne to be listcd. 
Rccent cxpcric~lce indicates tllnt no nla~jor FCC is 
going to be listccl on the Intlian stock exchanges. 

FCCs may. therel'orc, remain o~ltsidc thc rcgu- 
Intory li-amcwork which listing rcclulrelncnts 
impose on the companies; locirl invcstoss will be 
avoided from sharing the bcncf'its which they 
might if large TNCs' shal-cs arc listccl. l'hc 
development of stock market may get affcctetl 
adversely with large and well-known FCCs 
staying away lium i t  and limiting the ~ L I ~ L I ~ C '  

growth p r o ~ p ~ c l s  01' listctl i ~ l ' f i l i ; ~ ~ ~ ~ .  

The sector-wise distribution of appl-ovals 
enabled the government lo clairn that FDI is 
coming into infrastl-ucture scctors in a big way 
ancl to undcl-play its role i n  consilnicr goods 
sec~ors. Pattern of inflows, however. give a cli1'- 
fcl-cnt picture with inl'r~thtr~~cture no1 I'iguring 
pro~ninently. Increasing tlon~inancc of foreign 
corllpanics i n  consunler goocls scctors is a reality. 
Take-over ol' Indian cornpanics has hecn going 
on in  as~lbtlc and gradual manner. Take-over ncctl 
not always reflcct tlic weakness o f  Inilia11 coni- 
paniesnnd brantls."' The M R r P  Act was rcntlcrctl 
ineffective in tllc initial days of libcl.alisation ancl 
the need Tor sctting LIP a wa~cliclog 1'01- ovcrs~cing 
competition i n  the tlorncstic intlu.\tly tiah been 
ignol-cd t i l l  recently. 

The High Lcvcl Committee on Balance of. 
Payments, in thc initial stages ot' libcralisation. 
felt that: 

( i )  Our growth process is substantially dctcr- 
mined by domestic savings and invcstmcnt; 
forcign investtnent playscluantitativcly very 
snl~lll but qualitatively a significant part (in 
ternls of' foreign tsatlc, technology. compc- 
tition inducements). Thestratcgy, policy and 
proccd~~rcs shoultl rcint'oroe the clualitativc 
aspects; 

(ii) Government policy towards direct foreign 
investments has to be cliscr~rninating. A n  
open door policy is no1 likely 10 produce 
opti~nuni r c s~~ l t s  ~ ~ n l e s s  supportctl by chccks 
nncl balances; 
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( i i i )  Government should maxiriiise the benefits 
l'ro~n the technology brought in by foreign 
investors. This can be done by identifying 
the thrust areas/sectors for foreign invest- 
ments, and working out the linkages so  that 
technology gets absorbed at the earliest; and 

( iv)  A National Investment Law should be seri- 
o ~ ~ s l y  considered cotlifying the exisling 
policy and practices relating to dividend 
repatriation, disinvestment, non- 
discrimination s~tbjecttoconditions that may 
be specified, employment of foreign 
nat~onals, non-expropriation, and sanction 
and servicing of external commercial bor- 
rowings [RBI, Bulletin, 1993b, August, Pp. 
1,139-80). 

It is tlcbatablc iftheexperienceofthe past eight 
years matches these expectations of ,the Com- 
mittee. 

NOTES 

I .  O~i ly  five areas remain reserved for the public sector. 
There is notable revision regarding: generation and distribu- 
tion of electricity; nlinitig of metalic ores, gypsum, sulphur 
and diamonds: irons and steel: ship building; aircrafts and air 
transport, and telephones and telephone cables. 

2.  Industrial licensing is now confined t o  industries with 
'security and strategic concerns, social reasons, proble~ns 
related to safety and over-riding environ~nental issues. 
~nanutacture of products of hazardous nature and articles of 
elitist consu~nption'. 

3. For instance, against the ruling market price of Rs 700 
Colgate allotted shares to ~ t s  parent company at Rs 60. The 
total amount gained by the parent company in the process was 
about Rs 720 crore. Similarly, in  the case of Castrol, the 
corresponding figures were Rs 1.050. 1 I0 and Rs 330 crore 
respectively. 

4 For the sake of cunveniencc, here after we shall refer 
tu thesc as GDll issues. 

5 .  UNCTAD defines foreign direct investrncnt as an 
investment involving a long-term relationship and reflecting 
a lasting interest and control of a resident entity in one 
economy ... in an enterprise resident in aneconomy other than 
that of the foreign direct investor ... Foreigndirect investrnent 
impl~es that the investor exerts a significan~ degree of influ- 
ence on the management of the enterprise resident in the other 
economy. 

6. It is not possible to classify eachFC approval ;IS portfolio 
investrnent or  otherwise. 

7. Thenumber of lndian subsidiaries of foreign companies 
carne down from 202 in 1973 to 66 by March 1988. The 
numberof foreignbranches had reduced to nearly 300 by I98 I 
compared to 54 1 in 1972. 

8. These companies could, however, retain full control 
over thcir Indian affiliates through restrictive clauses In the 
Articles of Association of the affiliates. 

9. These results hold good even i f  one excludes cases 
involving equity hike. 

10. Industry classificatioii for ~ndividual approvals was 
not available. This restricts the possibility of cross- 
tabulat~ons. 

I 1 .  Also included are: Sugar (0.58 percent): Fermentation 
Industries (0.65 percent): Vegetable Oils and Vanaspati (0.1 1 
per cent); tlorticulture (0.07 per cent): Agriculture (0.07 per 
cent); and Floriculture (0.16 per cent). 

12. The large GDR issues include: VSNL (fls 2,625 crore) 
and SBI (Rs 1.750~1-ore). 

13. Sirnilarly. in the advertising sector, the approvals do 
not indicate any significant amounts -we  could trace approvals 
for less than 15 crores - but it is well known that the sector is 
now dornlnated by foreign advertising agencies. 

14. At the time of Independence three quarters of the 
foreign capital was owned by the British. For understanding 
the role of colonial rule by the British in t h ~ s  process. (see 
Kidron, 1965). 

15. Indeed, even Singapore and Hong Kong are used for 
tax saving purposes. This might explain why some of the US 
TNCs anti NRls sought approvals through these countries. 

16. It  is reported that the government was planning to 
associate an Anlerican consultant with the foreign investrnent 
approval machinery to help improve the sitrtat~on! 

17. Rased on a reply In the Parlialnent it was estimated 
that consulner Goods accounted for 28.5 per cent of the 
Inflows till March 1996. In addition. automobiles accounted 
foranother7.1 per centoftheus 10,000crore inflows recorded 
till that time. 

18. Past experience also indicates that factors other than 
bureaucratic delays could seriously affect imple~nentation of 
foreign collaboration approvals. For instance. during 1977-8 1 
inlructuous collabontion proposals forn~etl 43 per ccnt of thc 
effective agreelnents. Inability of' the parties to agree on thc 
terms of collaboration, Failure of the coll;~borators to Fulfil 
theirco~n~nitincnts and etncrgencc ~~Eu~~f;ivo~~riihl~:cc~nclitions 
such as itnposition ofeinergcncy, financictl stringelicy and raw 
inaterial difticulties weru the ~na in  reaso~~scitctl in thisrcg;~rd. 

19. Even though. Sony Iins set up tts operations in the 
country, its Managing 1)irector said $11 an interview that 'It 
will makesense to tnanufactiire in Itidi;~ only ~i wo ~nnkc  ~ i o t  
less than half a million sets in Intlia. which will I;& tiinc' 
[Indian Express. 1997). 
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20. The points of contention were: (i) demand for higher 
share by Hindujas, (ii) tying up crude purchases with private 
promoters' group companies, and (iii) using the joint venture 
tor rnarketlng the protlucts of prlvate promoters. 

21 De Beers. which was initially tipped to get the 
uslgnrnent, is known to market all the produce under their 
control through thelr London-based Central Selling Organi- 
sation for which they earn a commission. The cornpany 
controls over 70 per cent of world rough diamond supply. 
They regulate supply of roughs and in the process are known 
to delay development ofnew mines and tocutback production. 
Russia has becn having a tough time in arriving at an 
;Iprcenicnt with the group and has decided for open tenders 
for sonle of ~ t s  ]nines. 

22. Caparo group was unhappy with IDBI for not agreeing 
to the higher debt-equity ratio (3: I )  suggested by them for 
linanclng the project. 

23. Press reports ( 1  993) on the project reflect the hol- 
lowness of  the clairns of the promoters. 

24. For a few instances of unfavourable terms of 
collaborations involving NKls. see (Goyal, et al., 1994). 
Indeed, one tends to be circumspect about the production 
buyback agreements and expoit cominitments reported in 
issue prospectuses involving NRls. 

2.5. This. however, does not mean that the taken over 
co~npanies would not get new technology and production 
capabi l~t~es In the future. 

76. The proble~ns in dealing with large TNCs are high- 
l~ghted hy a recent case. Dabur India entered into a joint 
venture agreement with Oseni of Israel. Osern agreed to take 
up a ~ n ~ n o r ~ t y  stake of 40 per cent leavtng the remaining to 
Dabur and also to allow the joint venture to make all the 
products ~nanufactured by itself. In the meantime Osem was 
taken over by Nestle. Nestle was reported to be insisting for 
a majority stake in the joint venture (Excelsia Foods). (see 
Economic Times. 1997) 

27. At one time Pepsi's entry into hlutjitr marketing was 
seen as  stepping on the traditional Indian terrain. But when 
Nestle entered pickles and sweets (advertised heavily during 
the current festive season asMithrri tnir,yrc) no adversereaction 
was noticed probably because Nestle refrained from using 
Bandar Mitlrcli o r  Betrgtrli Sweets unlike Pepsi which called 
11s product Biktrt~eri Bli~rjicl after a place in Rajasthan fa~nous 
for thc iten). 

28. Higher levels of foreign shares were to be allowed 
depending upon the ;Iren of operation and export orientation. 
Forcign ztirlincs and shipping cornpanics were treated on a 
rcc~lwoc~ty hasis. 

25). /'i.it~rc, iltrttrrcrl Rr/~orts which are compiled by Praxis 
(~o~lsultlrlg tuid Inlor~nntion Scrvlces Pvt. Ltd., are a 11l:jol 
sourcc of tlctzrilctl data on the prlrnary 1n;lrket. 

30 .  'Thi'c 1s hasod on an exchange ratc of Rs 32 which 
preva~lotl for rllosr part of the period under study. 

3 1 .  Even though some of them have been set up as joint 
ventures of listed companies (which gives an option for the 
local investors to indirectly take advantage of the benefit), the 
listed co~npanies have been gradually losing control over the 
JVs. 

32. On being asked by the shareholders, the chairman of 
the company clarified that '(T)here is no proposal at present 
to delist our securities'. 

33. This report was, however. contradicted by the com- 
pany rnanagernent later on. 

34. It was expected that the approval for a 100 per cent 
subsidiary by Pfizer would hit the share price of Pfizer India 
[Fitrtrncial Express. 1999a and 1999bl. 

35. Nor are the reporting systems streamlined. 
36. A case which seems to have important ramifications 

is the reported move of Novartis to take over Althrocin. the 
main brand of Alembic Chem~cals and also the second-highest 
selling brand in the country. This case, coupled with Coca- 
cola's failure to 'kill' Thums-Up. indicates that it is not the 
weakness of the productlbrand per s e  but the Indian 
entreprenueir's fear that hc rnay not survive in the new 
environ~nentand thelureof largeinoney which are responsible 
for handing over their companies/brands to foreign cornpan- 
les. 

FCC 
FCs 
FCs 
FDI 
FER A 
FIPB 
FPD 
GDR 
IDBI 
IDRA 

I PO 
MRTPA 
NRI 
PMP 
RBI 
SAP 
S IA 
T C  
TNC 
UNCTAD 

UNCTC 

WOS 

Foreign Collabornt~on Coinpany 
Financial Collabo~ations 
Foreign Companies 
Foreign Direct Investrnent 
Foreign Exchange Regulation Act 
Foreign Investment Promotion Board 
Family Products Division 
GlobaVArnerican Depository Receipts 
Industrial Development Bank of lndia 
Industries (Development and Regulation) Act, 
1951. 
Initial Public Offer 
Monopoly and Restrictive Trade Practices Act 
Non-residential lndian 
Phased Manofact~~rlng Programme 
Reserve Bank of India 
Structural A~Ijustment Prograrn~ne 
Secret~uiat for Industrinl Assistance 
Technical Collaborations 
Transnational Corporation 
United Nntions Co~nniittee for Trade and 
Ilevclop~ncnt 
Unitcd Nations Centre on Tra~isnational Corpo- 
mtions 
Wholly Owned Subsidiary 
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INTRA-INDUSTRY TRADE UNDER ECONOMIC LIBERALISATION: 
THE CASE OF INDIAN CAPITAL GOODS INDUSTRIES 

C. Viraniani 

This paperatl(l1yses the structure oflnrlia's foreign tmde in capital goo(ls tvitlrin the cotrceptlial 
jiriiniewot-k oj ' lntm-ltrd~~stry Trcicie (IIT). It i s f o ~ ~ ~ z d  that the libet-alisetl policy e~~virotrnzetzt biases 
tr-adr expcinsiotr fobvard.~ IIT. The arlal?~sis c?f'bilaternl trade betbveen Ir~dici arrcl USA supl~orts the 
Il~pothesis tlrar the North-South IIT is yredorwincintl~, vertical in niltrlre, thut is, rlle sii~zu1tutreou.s 
esclzatrgr of con~nzodities d~jferentiateci by yunliiy. In rrlost oftlze itrdustries, Indin exports cheup 
v~uietiesto,  crnrl imports the expensive varieties fi-onz, the USA. Tlze grorvitlg inlportcince oflzorizontcd 
IlT - tlze sin7.ultatleous exchange of cornr~zodities rlifferenticited by attrib~ites escluditzg quality - is 
also observecl. The inzplications of the findings suggest that the export proniotiorr strategies should 
~zinz at tlze exploitation njcornparative advantage at  tlze,finer inrliistq level. 

INTKODUCI'ION Intra-Industry Trade (henceforth IIT), which 
means the simultaneous occurrence ol' exports 

Undcr- the inward orientation strategy of and imports within the industry, 
development, the domes~ic industry in India was 
protected under thc umbrella of various controls Empirical research o n  the structure of India's 
kind thc commod~ty pattern oS trade was shaped foreign trade within the conceptual framework of 
nlainly by thenaturcand biasof protection policy. IIT is, however, scarce [Panchamukhi, 1997, p. 

*owever, the liberalisation process 2861. This is somewhat surprising as cvidcnces' 

was i n  early 98Ds and got intensif ied suggest that IIT is not a phenomenon restricted to 
advanced industrialised countries. The present in the carly 1990s.' It is held that liberalisation 
study analyses the trends, nature and quality of 

would enhancc growth by creating an environ- IIT in Indian capital goods industries during the 
mcnt in which production units respond to market Dost economic liberaiisation While trends 
signals. An important aspect of this restructuring 
process is the reallocation of productive resources 
l'rorn import competing activities to export acti- 
vities. The opportunities and challenges ema- 
nating from greater international integration 
ncccssitateexploitation ofeconomies of scale and 
narrow specialisation in production. In other 
words. production and export of all varieties in a 
specific product spectrum become impossible if 
economies of scale in production are to be reaped. 
In this context. it becomes important to analyse 
thc structure of exports in  its relation to imports. 
For understanding this dimension of trade pattern, 
trade theorists have evolved the concept of 

in the level of IIT are examined in the multilateral 
(India versus the rest of the world) and bilateral 
(India versus the United States of America 
[USA]) contexts, the nature and cluality of IIT are 
analyscd only in the bilateral context. The period 
covercd in the study includes the years 1987-88, 
1994-95 and 1995-96 (henceforth 1988,1995 and 
1996). The rationale for the selection (of indus- 
tries, countries and years) will be spelt out later 
in the paper. 

Section I discusses the conceptual and mea- 
surement aspects of IIT. It alsodelineates the link 
between trade liberalisation and IIT. Section I1 
focuses on the trends i n  the level of IIT, alony 
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with n br~cf discussion of the state of India's 
forcign tradc i n  capital goods. Section 111 looks at 
the nature and quality of IIT i n  bilateral trade. 
Section IV concludes and draws some implica- 
tions of the findings. 

I CONCEIYI'IJ~\I. FRAMEWORK AND MFTtIOUOI.OGY 

Theory  

Thc IIT is essentially a conceptual formulation 
cvolved by trade theorists to understand the 
simultaneous cxport and import of products, 
which are very close substitutes to each other in 
terms of factor inputs and consumption. It is 
generally held that the Ricardian and the 
Hcckschcr-Ohlin-Samualson (H-O-S) models 
cannot provide a proper understanding of IIT. 
This called f'or new thcorctical ~brniulations." 
While the earlier attempts were aimed at 
explaining horizontal IIT (exchange of commo- 
dities differentiated by attributes excluding 
quality), analytical interest on vertical IIT 
(cxchangc of commodities differentiated by 
cluolity) is rather recent.' 

Hal-izontal IIT is cxplaincd by economies of 
scale in the presence of product differentiation 
and irnpcrfcct competition. The essence of the 
argunlcnt is, that given the existence of demand 
for a large variety of a particular product in any 
two countries, each country can not produce all 
the varieties, if economies of scale in production 
are to be reaped. Under such circumstances, 
intra-industry specialisation and trade will 
develop between countries to meet the overlap- 
ping demand. 

Vertical IIT is explained without recourse to 
economics of scale. Shaked and Sutton [ 19841 
examine theeffects ofthc opening of international 
trade in a situation whcl-c firms in two diffcrcnt 
countries produce different qualiiics of vertically 
dil'fcrentiated goods. The precisc cffect of tradc 
depends, in particular, on thc distribution of 

incomcs in the two trading economics and tech- 
nological conditions. Differences in incomc dis- 
tribution result i n  an ecluilibriunl statc, in which 
the higher incomc country specialises in a range 
of highcr quality products and thc lower income 
country specialises in lower quality products. 
With the assumption that a higher capital-labour 
ratio results in highcr quality, Falvey and Kierz- 
kowski [ 19871 establish that the capital abundant 
country exports relatively high quality PI-oducts. 
whilst the labour-abundant country expol-ta {-cia- 
tively low quality products. Similarly. Falrn and 
Helpman [1987, Pp. 8 10-221, developed a motlcl 
of North-South IIT, in which the North exports 
high quality and the South exports low cluality 
industrial PI-oducts. 

Transit~on towards a niarkct-based economy 
implies inter-sectoral resource reallocation 
guided by price signals. Convcnlional wisdom 
suggests inter-industry spccialisation as a nec- 
essary outcome of this restructuring. Howevcl-, 
this has been questioned on the ground that thc 
product and factor markets are far from perfect: 
therefore a smooth inter-sectoral resource real- 
location is unlikcly. On thc other hand, it has been 
argucd that adjustment would be easier, and thc 
associatedcost of transition less whenadjustment 
takesplacewithin the industry [Balassn. 1966. Pp. 
466-73; Aquino, 1978, Pp. 275-961. This in~plius 
an increasingly fine division of labour within 
industries rather than the sectoral specialisation 
assumed in classical discussions of' comparative 
advantage. Under such cil-curnstanccs, trutlc 
expansion takes the f'orm of an incl-casc in intra- 
industry as opposed to inter-incl~~stl-y tradc. 

This apart, competitive prcssurcs associ:ucd 
with tradc liberalisation anci thc wiclcning 0 1  
~narkcts due to opentng of the cconorny Icads to 
grcater exploitation 01' sculc cconolnics. Also. 
competition is said to induce firmsto diffct-cntiatc 
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thc~rproducts? The interaction between these two C [(Xi + Mi) - (Xi - Mi)]  
forces - scale econon~ics and product difscrenti- C L  = x 100 
atlon - in turn leads to IIT. C(Xi + Mi) 

As regards the nature of IIT. relative unit 
Another factor which causes an increase in IIT values of industry and ilrC COTTI- 

in a liberalised policy regime is the increases in manly utilised to distinguish vertical and hori- 
foreign direct investment because a part of the IIT zontal I IT ,~  as well as to judge the relative cluality 
may be intra-firm trade. A multinational firm that of exports of one country vis-a-vis another, 
specialises by concentrating on the production of ~ ~ h i ~ d  the use of relative values is 
a InaJor product line for export may purchase assulnption that quality difference is captured in 
minor lines Sro~n other specialised producers in p r i c , , ~  ~ ~ l ~ ~ i ~ ~  u n i t  values are i n  the 
the industry at home o r  abroad. This allows a following way: 
spccialising firm to  continue offering a complete 
procluct range to its customers and give risc to IIT. UVi = UVXi / UVMi 

UVXi(Mi) = Xi(Mi) 1 Qi 
In short, trade liberalisation has an in-built 

tcndcncy to promotc IIT. Available cvidcnces where. UVi is the t.clativc unit valuc in industry 
I'ronl many dcvcloped as well as  dcvcloping i ,  UVXi is the unit valuc of export in inclustry i ,  
countries also support the view that trade lihcr- UVMi is the unit valuc of import i n  industry i. 
alisation pronlotcs IIT." and Qi is the physical units o~ t r adc . " '  

M ~ C I S I I T ~ J ~ I ~ P I ~  Aheci-el-Rahman ( I99 1 ,  p. 88 I and Crecn- 
away. ct al [ 1994, p. 821 defined horizontal IIT to 

I n  this stucly, the products grouped under thc occul- when UVi lies in thc rangc 0.85-1.15. 

4-dizlt lcvcl 01' the lnctian Tracic Classil.ication Horizontal IIT co~~lc l  bc measurctl L I S ~ I ~ ~  ;1lte1.11;1- 
(ITC) arc considcrec[ an indus[ry. And the well tive mcasurcs wherein UVi lie i n  the range 0.75 
known index (GLj), developed by Grubel and' - 1.25 01- 0.65 - 1.35. When UVi is outside the 
~ l ~ ~ d  1 1  975, p, 2 11, is used to measure the 1cvel defined range, any IIT is considered to be vertical 

of IlT. in nature. Note that the narrower the range the 
smaller is the value of' horizontal IIT. When UVi 

(Xi + Mi) - (Xi - Mi) 
CL, = ---- x 100 

(Xi + Mi) 

whcrc. X = cxpol-1. M = import, i = industry 

.l'hc valuc of GLi ranges fro111 O t o  100. I f  there 
is no IIT (i.c. onc o f  Xi 01- Mi is ~ c r o )  GLi takes 
a valuc of0 .  11'all trade is IIT (i.c. Xi =Mi) ,  GLi 
takcs nval~ic 01' 100. Grubel and Lloyd aggregated 
thc GL.i across industries, taking account of their 
d~t'lcr-cnt wcigllts (proxicd by the share of tach 
inclustry ' 3  trndc i n  the total value of track). to gct 
an averiyc Incasurc ( C L ) .  .Fliis measurc is also 
used i n  tlic prcscnt study.' 

excccds some critical point above unity (say 
1.25). we will say that the country's export5 arc 
of a higher quality vis-a-vis its t~-;tding partner. 
Thc converse is the case when UVI is under sonic 
critical point below unlty (say 0.75); thnr is, (he 
country's exports arc ol'a lower quality vis-a-vis 
its trading partncr. 

The study covcl-s 171 capital goods industries 
in niultilatcral trade ancl I63 industries in hilatcral 
u-aclc." An obvious qucstiott I-cgarding the c o ~  - 

cragc of the stucly is: why capital zoods ~ n ~ i u s -  
tries?. 



4.58 JOUKNAI. 0 F I N I ) I A N  SCHOOI, 01;' PO1,ITICAL ECONOMY JULY-SEPT 1999 

'The capital goods sector has been given stra- 
tcgic importance in Indian industrialisation since 
the Second Five-Year Plan. This helped in 
building up a capital goobs base for the economy 
and exports of capital goods gradually started to 
pick up.'> At the same time, capital goods con- 
stitute a significant part of the total import bill of 
India. Moreover, these industries have got distinct 
significance in the recent trade policy package. 
Most of these industries are included in the list of 
industries for automatic approval of foreign 
technology agreements and for 5 1 percent foreign 
equity approvals, and they account for a signifi- 
cant share of the total foreign direct investment 
in 1ndia.l' 

A separate analysis of India-USA, IIT is 
relevant for thc following reasons. First, USA is 
the leading trade partner of India and accounts for 
the largest share of total foreign direct investment 
in India. Second, it provides a good case for 
North-South 1 1 ~ , ' h h e  analytical interest on its 
various aspects is rather recent.15 

Another aspect to be spelt out here relates to 
thedata and period ofthe study. The present study 

makes use of the Monthly Statistics of theForeign 
Trade of India (March issucs), published by the 
Directorate General of Commercial Intelligence 
and Statistics (DGCI&S). A new commodity 
classification system, known as the Harmonised 
System (HS), has been adopted by DGCI&S from 
April 1987 whichmakes the selection of any year 
prior to 1987 difficult for the purpose. Apart from 
the constraint imposed by data, the selcction of 
the time period for the analysis is also guided by 
the changes i n  the trade policy environment in 
India.'' Keeping these factors in mind, and con- 
sidering the suggestion that a judicial selection of 
the time point is important for a study of IIT 
[Greenaway and Milner, 19861, the period cov- 
ered in this study includes the years 1988, 1995 
and 1996. All are normal years, i.e., free from any 
major shocks. 

11. TRENDS IN THE LEVEL OF IIT: 
M1JL.TILATERAI. AND BIIAATERAL 

As a background, we start with a brief dis- 
cussion of the state of India's multilateral and 
bilateral trade in capital goods (Table 1). Major 
observations from the table may be stated as 

Table 1. State of India's Foreign T r a d e  in Capital Goods 
(In $ rnillions ) 

- - -- 

a Mult~lateral 
India's total exports of capital goods (to the rest of the world) 761 35 1,993 9 0  2.526 85 

(161 9)  (26  7 )  

India's total irnports of capital goods (from the rest of the 3.586.13 5.390.42 7.417.9d 
world) (50.3 1 (37.8) 

b: Bilateral 
Ind~a's total expons of  capital goods (to the USA) 4 1.34 140.10 390 00 

,480 8 )  (62.4) 

India's total irnports of capital goods (from the USA) 602.79 1.189.75 I .36X.?O 
197.4) ( 15.0) 

Ratio of export to i~nport 0.07 0.20 0.29 

Share of USA in India's total exports of capital goods 5.40 12.00 15.40 
(in per cent) 

Share of USA in India's total imports of capital goods 16.80 22.10 I X 4 0  
(in per cent) 

Note: Figures In paren~heses represenl percentage growth over the specified preceding year. 
Source: Dlrector General of Commercial Intelligence and Statistics. Motrthl\. Slati.rrics (I/ Foreih.11 Trcc~lr ( I /  Jr~dtlt. v;:rlnus ~ssucx 
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follows: (i) a substantial increase in the dollar 
value of exports and imports (both multilateral 
and bilateral) during the period under consider- 
ation is evident; (ii) in both multilateral and 
bilateral cases the growth of export in 1995 (over 
1988) was higher than that ofimport, and this was 
also the si tuation in 1996 over 1995 in the bilateral 
case, but not in the multilateral case;" (iii) with 
the exception of imports in 1996, growth was 
higher in the bilateral case; (iv) a substantial 
improvement in the ratio of export to import can 
be noted and this is faster in the bilateral case; and 
(v )  a consistent and considerable increase in the 
share of USA in India's total exports of capital 
goods can be noted. 

In order to place India's position in a com- 
parative perspective, Table 3 reports the level of 

Table 3. Level of IIT in Capital Goods Industries 
in Selected Countries: 

(Average of 3-digit GLi indices) 

Author Country Year . GL 
(1) (2) ( 3 )  (4) 

Grubel and Belgium- 1967 
Lloyd [I9751 Luxembourg 8 l 

France 8 1 
Canada 74 
Netherlands 72 
Italy 
US 
UK 
Germany 
Japan 
Australia 

Bano [I99 I ]  Canada 1980 47 
The fostered trade, as evident from the above Canada vs India 7 

observations, raises a question regarding the type ~ ~ ~ ~ l ~ ~ , , ~ ~  A~~~~~ N l ~ s  I968 29 

of trade, that is, whether the trade expansion "dcivan 1978 39 
[198S] 

occurred between the industries (inter-industry 
trade) or within the industries (IIT). It is important S~h~m"her Germany vs I978 I8 

119831 Developing 
to understand this, as the adjustment and welfare Countries 
implications of the two types of trade are differ- 
ent. The values of the GL index are given in Table 
2. Regarding IIT in multilateral trade, the GL 
index increased by about 5 percentage points in 
1995 over 1988 and remained unchanged in 1996. 
In the bilateral trade, the increase in the GL index 
was 10 percentage points in 1995 and it increased 
by another 7 percentage points in 1996. It may 
also be noted that the increase in the values of the 
GL index are accompanied by aconsistent decline 
in the coefficient of variations, indicating the 
narrowing down of differences in the values of 
GLi index across industries. 

Tahle 2. Level of IIT in India's Capital Goods Industries 
(Weighted Average of 4-digit GLi indices) 

Years Multilateral Bilateral 
( 1 )  (2) (3) 

1988 29 ( 1.0) 12 (1.8) 
1995 3 4  (0.9) 22 (1.3) 
1996 3 4  (0.8) 29 (1.0) 

- 

Note F~gules In parentheses are coefficients of vanatlon 
Source Estrmated from DGCI&S data, ctted In source to 
Table I 

Brulhart and Ireland 1967 17 
Mc Alcese 1972 24 
[I 9951 1990 48 

lnd~a 1995 34 

IIT in capital goods industries in selected coun- 
tries. The values of the GL index provided in the 
table are compiled from different studies. The 
caveat is to be added that these values are not 
strictly comparable mainly because of the dif- 
ferences in the level of aggregation in measure- 
ment. Most studies employed 3-digit of Standard 
International Trade Classification (SITC). which 
is highly aggregated than the4-digitofITC. Thus. 
any positivemargins in India's GL index over that 
of other countries should be considered robust. 
while meagre negative margin should not be 
emphasised. It is clear from the table that the level 
of India's IIT in multilateral trade (in 1995) is 
much higher than that for Australia in 1967, 
Ireland in 1972. Germany versus Developing 
countries in 1978, and among NICs in 1968. 



\;ulthcr, (;L index is comparable with that The growing empirical significance of India's 
ol. (jcrnlany i n  1967, Japan i n  1967, and among IIT is further cviclent i.rom Table 4 which provides 

N I C ~  i n  1978, ~ h ~ ~ ~ h ~ ~ ,  i t  is that IIT is the freclucncy distribution of the values of GLI 

not ir phenomenon restricted to trade among 
indcx at 4-digit level (see Tables A1 and A2 in 
Appendix for the values of GLi indcx at 4-digit 

highly industrialised countries, and the observed level). The proportion of industries falling in the 
vslluc of India's CL index is  comparable to that higher classes ofGLi (A,  B, and C)  registered a 
of many countries, though not for the same time substantial increase in j y y j  particularly i n  ,he 
point. bilateral case. 

Table 4. Distribution of G1,i Indices across Industries 
(111 per ccrlt 

Clas:. Multilate~,al Hil;~te~xl 
(;[.I Ind~ccs -- . - -- - - -. .- - - - - -. - . - - 

I'JX8 I995 I996 1088 IVC)5 I <)')(I 

I I )  (2) ( 3 )  (4 )  ( 5 )  16) (71 

A 2 X o ?  I00 8.8 11.7 9,9 2.6 8.8 '7.2 
I s .  > 00 2 X O  9.9 10.5 11.1 3.1 8 .  I 12.1 
(' > 30 2 00 14.6 19.3 13.3 6.6 I I 9 9 .2 
I ) .  2 3 0  2 *iO 18.1 25.7 78.7 15.9 13.8 17 6 
1: > 0 > 20 18.0  23.4 28.7 41.7 43.8 30 .O  

F. 0 10.5 9 9 9.4 29.8 13.8 13.7 

Source. S n r ~ ~ c  as lor Table 3. 

11 is to be nokcd that most of the industries 
rccol-ded a positive growth in trade in 1995 over 
1988 (see Appendix). Thus, a proportionately 
higher growth in export (import), compared to 
impor~ (export) in the trade dcficit (surplus) 
industries can cause an increase i n  the CLi indcx. 
Most of the industries in our sample registered 
deficitthroughout thestudy period. It follows that 
the increased intensity of IIT is predominantly 
cxport-led (i.c.. caused by a faster growth in 
cxport than in import). This argument obtains 
further support froin Table 5, which shows the 
Spcarnian' s rank correlation coefficients between 
thc growth of export/import and the growth ol'the 
values of GLi index across industries. While the 
correlation coefficients between the growth of 
export and growth of GLi are generally high and 
positive, that between the growth of import and 
growth ol' CLi are less and negative. This indi- 
cures a direct and strong relationship between ~ h c  
growth of cxport and GLi, and an inverse (but 
relatively weak) relationship between the growth 
ol' import and CLi. Moreover, when the expol-ts 
and imports are ranked separately in terms of their 
value, the GLi indices are generally found highcr 

in those industl-ics with high cxport than in rllosc 
with high import (see Tahlc 6 ) .  This observation 
also suggests that industries exporting highly 21-c 

generally import inkcnsive. In thc light ol' thc 
above obscrvntions, tlle fincling oI' H~IVI.YIYSIIYII 
and Civan 11985, p. 2631 while analysing I I T  . . 

among NICs is worth noling '.....successful 
export expansion brings i n  its train an increi~sc in 
the amount of intra-industry trade'. 

Table 5. Spci~rrnan's Rank Correlation coefficients 
between Growth of Export (Import) 

and Growth of (i1.i Indca 

Year Growth o f  Expr~rt and G~.owth 01' Ilnport arlcl 
GLi CLI 

- 

Multilateral Hilciterill Mullilatcral H~latc~.:~l 
( 1 )  (2)  (3) (4)  ( 5 )  

1 9  0 .5  1 0 . 6 6  -0.30 -0.37 
9 0.45 0.7 1 -0 3 3  -0 2(> 

Notc: I )  Pcrcrntagt gl-owlh are c;~lcul;ucd t'ol. ~ h c  I ~ C > I I C C ~ I V C  

YCill.6 Over 1988 ' ~ ~ O S C  I I I ( I U S I ~ I C S  which r ~ g ~ s l c r ~ d  /,tro 
values of cxport I11llpo11) ill rhc base or current yeor arc 
cxcltrdcd. 
2) All corrclation coet'fic~enrs arc signif~cnnt at I per 
cent level 

Source: Salllc ns for Tablc 2 



1'al,le 6. Value of  1Sxport (Import) and Intensity of II'I' A s  regarcis the pallern (11' 11'1' at  2-cliyil lcvcl.  

the values o l ' thc  (31, index a r c  generally I'ound I O  
Y c ; ~ r  High Export and High lti11~ort and 

High G1.i Hlgh GLi be  higher in the  first f o ~ ~ r  procluct g r o ~ ~ p s  listed 111 (Nulnber o f  Indus!rics) (Nuinher of Industries) 
. . -- - Tab le  7 ( ITCs  8 4 . 8 5  86 and 87) .  ;mtI l owcr  in thc  
Multilarcrnl Bilateral Multilntcral Hi1;itcral 

I 1 r (? I (3)  (4) ( 5 )  lasl t w o  product  g roups  (ITCs 8 8  and 891 .  1t 

IL)Xx 25 9 10 3 should a l so  b e  noted tha t  the  first  l'our product 
I 71 2 1 IS  1.5 
1 9  70  2 1 10 15 groups  together account for m o r e  than 8 0  per- 

Note.\: I )  40 I:lrgest export (ilnport) indust~.~cs ;ire considuretl centage o f  the total  va lue  o f  t r adc  ( b o t h  mitlti- 
as high cspo11 (ilnpol-t) tlldustries. 
2 )  [l.lllc vnltrc of(ilcGLi llldcx is grcalcr Illan orcqua! lateral a n d  bilateral)  i n  ali  yc~u-5. a n d  within this 
to 40 pcr  cent. 11 is col~\~tle~.cd h~gh. 

Source: Sa~nc a< l i l r  Table 2. I'FC 84 and 8 5  d o n e  c o ~ i s t i t i ~ t c  about 75 pcr ccnt.  

'l'aljle 7. 1,evel o f  11's Across 2-digit Groups (Wcigl~tcd Average of 4-digit Gl,i indices) 

Produc t  G ~ I ) L I ~ S  M~1ltilnte111 I3ilntcrnl 
.- - -- - -. -- -. . - .-. . -. - -~ - . 

Notc: I)c\cript~o~~a 111'Codcs arc a\ follows: 
Y-i -- Nuclc:~~. rc;iclors. hu~lers. ~i~nchiliery ulid r~rcchariical ;~pl)l~ancus.  parts there01 
X.5 = F-Iccrrical machinery and eqoiplrienls and parls, s o l l l ~ d  :~nrl 1'V rccordcrs 31111 I . C J ) ~ O ~ U C C ~ S  :111d 11;irts. 
X h  = lia~lway/lrn~~tway loco~~~otivcs. ~r.ucks. eclt~iplnents ;und piirts. 
87 = l io ;~d  \,ch~clcr : I I I ~  p;ui-ts. 
XX = Aircr;~Il. s~)ltcccrall 2nd palis. 
89 = Sh~p .  h o n ~  and Ilontil~g structure. 
Source. Same ;IS for T:thlc 2. 

111 X,YI'I ' R I ;  .\xu Q U A I . I . ~ Y  01: IIT I~II.A'I 'I;R,\I, We have calculated U V i  !or t hosc  industries. 
where  the  vu l~ tc s  o Sthc G L i  inclcx a rc  greatcr tllan 

A n  impel-tan1 aspect  01' the 1itcl.ature on cent i n  , 988 1995. lqn 9 8 8 ,  on ly  96 
North-South  1IT is thaI it i s  I-elated t o  vertical industries (1.e. 22 pel- cent ol' the t o ~ ; ~ l  n u m h c r  01' 
pi-oduct d i f fcrcnt ia t ion .  T h i s  is  in contrast  10 thc  industries)registci*cd the  value ol 'GLi indcx m o r e  

literature on 1IT in product than 40 per  ccn t ,  whc rcas  i n  1995.  it incrcascci I(! 

d i f ~ l . c n , i a t i o n  is to bc horizon,a~ 60 (i .c.? 43 per ccnt  of the total  n u m b e r  ol' 
indust r ics) .  

than vcrtical in na ture .  It is appropr ia te  t o  t ake  u p  

thc cusc  o f  I n d i a - U S A  bilateral t radc  t o  tesI thc 'I'ablc 8 providcsstrnig11tSorw:ud suppor t  to the  
hypothes is  o n  thc  nature o f  N o l ~ h - S o u t h  I IT a s  hypothesis on t\,c o { - ~ o r t ~ - ~ v u t ~ ,  1l.y (,.,., 

thc t w o  countr ies  a r c  profoundly  diflcrcnt in vertical I y r ) ,  and :liso sl lows s o n i c  changes  in tllc 
t e rms  ol' factor c n d o w m c n t s .  p a t t u n  in  1905.  Even i l ' h o r ~ ~ o n l a l  I I T  is dcf'ined 



at the widest range (F), more than 90 per cent of 
~otnl inclustries in 1988, and more than 65 per cent 
of the industries in 1995 showed vertical IIT. In 
1988, no single industry showed horizontal IIT 
when i t  is defined at the narrowest ranges of UVi 
(A and B), whereas, 5 per cent of the total number 
of' industries at the range 'A' and 8.3 per cent of 
the total number of industries at the range 'B' 
showed horizontal IIT in 1995. While there were 
only 3.9 per ccnt of industries at the range 'C' in 
1988. it was as high as 21.6 per cent in 1995. 
Despite these changes, and even if horizontal IIT 
is defined at the widest range 'F', vertical IIT 
remained predominant in 1995. 

TaBlc 8. l'ype and Quality of IIT 

U V I  Per cent of Industries 

Source: Same as forTablt: 2 

Turning now to the examination of the quality 
ofIIT, i t  isevident that Indialargely cxportscheap 
varieties to USA and imports the expensive 
varieties, confirming the hypothesis on the pattern 
ol'North-South vertical IIT. A s  nlep ~oned earlier, 
~f UVi is less than 0.75 (see 'I '  in Table 8) India's 
export is considered t o  be inferior i n  quality 
vts-a-v~s USA. On the other hand. if UVi excccds 

However, the differences between the quality 
of exports and the quality of imports seem to be 
coming down, in 1995, as evident from the 
following observations. First, the per cent of 
industries falling in the range ' G ' .  which repre- 
sents extremely low quality exports of' India, has 
come down from 80.8 per cent in 1988 to 60 per 
cent in 1995. Second, even though the per cent of 
industries in which India has an absolute cluali- 
tative edge has come down marginally (as the 
range 'J' indicates), it should be noted that there 
was no single industry showing horizontal IIT 
defined by the range 'A' and 'B' in 1988. But in 
1995, a considerable number of industries fall in 
these two ranges, which implies narrowing dif- 
ference between the quality of' exports and 
Imports. 

In sum. the observed pattern I-eveals that 
India-USA IITis predo~ninantly ve r t i~  .a 1 ~n ' nature 
and India largely exports cheap varieties to. and 
impel-ts the expensive varieties from, the USA.") 
These are in conformity with the general 
hypothesis. Nevertheless. horizontal IIT sccms to 
bc gaining i~npol-tance in India-USAlradc and the 
diffel-cnces between the quality of' exports ancl 
imports seem to be coming down. 

The analysis in this paper highlighted thc 
increasing significance ol'thc phcnonienon olI1'T 
in hotli multilateral and bilatcr~ll trade in Indian 
capital goocls industries. It also higlilishtcd the 
following aspects of India's IIT: ( a )  IIT is larycly 
export-led in nlost of' the inciustries: ( b )  the level 
of IITis ~cncra l ly  high i n  thc industrics with high 
export than the ones with high i~nport: ;~ntl ( c )  

highly exporting industries arc gcrlul.ally ~norc 
i~npol-I in~ensivc. 

1.25 (see 'J ' i  India has the qualitativc etigc. .I.tlcse I.il,Jings Ilavc ~rrlplj~atic)tl~ in  1()rflling 
Following this criterion, In 88.5 pcr ccnt o P  the cxp01-t pronlotion stmtcplcs. 111 ~,;lrtlclil;il., (lie 

industrics in 1988 and 81.7 per cent of thc :ibovc findings suggcht tllc ['c;\.;ihili[l, 01' the 
industries in 1995, India has qualitativc disad- strategy of' r~tising export, hy spcci;tlising i n  
\';in tuge. specit'ic protluct Iincs ol'a hroatl procluc~ spectruni 
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which may enable the country to meet the import 
requirements 01' the other varieties belonging to 
the sarne product spectrum. This would mean that 
the export promotion strategies should aim at the 
exploitation of comparative advantages at the 
finer industry level rather than attempting to 
promote export in particular sectors. The study 
noticed, that despite being inferior in quality, 
India's exports of capital goods showed an 
in~prcssive growth. Viewed in a long term per- 
spective, this should not give much room for 
complacency I'or two reasons. First, the growth 
rate may not be sustainable in thelong run since 
i t  might have been achieved mainly on account 
ol'a favourablc exchangerate. Second, it has been 
generally argued, that as world income grows so 
does the demand for better quality prociucts. 
These aspects substantiate the necessity of 
~~pgrading product quality and enhancing com- 
pctitiveness to attain better gains from trade. 

The observed growth of IIT has also implica- 
tiona on industrial restructuring costs (or adjust- 
rnent cost). Cost of industrial restructuring has 
been one of the central subjects in  the debate on 
the impact of structural adjustment policies. 
Appropriate policies have been often called for 
soothing the adjustment problems. These are 
~nostly in the form of unemployment benefit 
progranlmcs, rcmoval and transfer allowances. 
adjustment assistance to finns, etc. However. thc 
cost of industrial restructuring would be com- 
paratively sn~aller  if resource reallocation takes 
place within the industry (which results in IIT); 
in such sectors less adjustment assistance could 
be justified. 

The analysis o f the  pattern o f  TIT i n  bilatel-al 
wade conl'irmetl the hypothesis thnr thc North- 
South IIT is largely vertical in naturc, i.c. the 
cxchar~gc of co~ntnoditics ciiffcrentiated by 
quality. In nearly 90 per cent or  the high 1IT 
industries. India exports cheap varieties to, and 
it~iports the expensive varieties from. thc USA. 
Flowever, horizontal IIT seemed to be gaining 

importance in the bil:ttcral trade. And the dil'fer- 
ence between the cli~ality of cxports and imports 
appeared to be coming down. 

I .  A n ~ ~ n i b e r  of st~rdies suggested that the inward looking 
policy fr;unework led to  resource niis-allocation and eco- 
nomic inefiic~ency and outwartl looking policies were seen as 
the panxcea [Singh, 1964: Hhnpwati atid Deal .  1970: 
Bhagwati and Srinivasin. 1975; Wolf, 1982; Ahluwalia. 11)X5. 
;ind Panchalnukhi. 19871. 

2. Tharakiin 11984. Pp. 3-13-27: 1986. Pp. 131-491. 
Havrylyshyn and Civan [1985). 

3. Grubel and Lloyd [ 19751: Krugman 1 1979, Pp. 469-79. 
1980, Pp. 950-59; 1981. Pp. 959.731; Lnncasler [1980. Pp. 
15 1-75]: Helprnan [I  98 I ,  Pp. 304-401; u~id Ethicr 11982. Pp. 
389-4051, 

4. Shnked and Sutton IIC)84]; Fal~n and Helpman [l987]: 
Fnlvey alitl Kierzkowski 1 19871 provrdc theorcticnl basis for 
the emergence of vertrcal 117'. Torsterisson I 1991J; Hallnnce 
et a1 [ 1992, Pp. 330-381: Grccnaw;iy ct  a1 1 19941; and 
Tharakan and Kerstens [ 1995. Pp. 86- 105) prov~dc er~ipirical 
support. 

5 The 'variety hypothes~s' /K;irker. 1977. Pp. 157-721 
states that BS per capitalncorne grows soclocs the dc~n;iod for 
v~lricty Trndc libcralisation could encourage 17u)d11ct d~ffer- 
entiation ifit causes anlncrcase in percapita inco~nc ;inti hencc 
the taste for variely. 

6. See Bal;issa 11986) for evidence Howcver. as Cloh- 
erninn and Dcnn [I990.  p. 271 pointed out. one must hc 
c~iutious ingeneralising th:~t tndelibelxlisntion leadsto higher 
]IT, for n convincing theoret~cal arylnent  linking incrensctl 
IIT to trade liberalisation per s c  has yet to he made. 

7. Gruhel and Lloyd 11975. p. 3-31. ohscrved thar CL 1s a 
biased clownw;~rd Ineasurc of I1T i i  the country's tot;rl CUII I -  

~nodity trade is i11ib;ilanced or i t  tlic lnenn is an nvcr;lgc 01- 
sonre subset of all ~ndustl.ics for w h ~ c h  exports ;ire 1101 ccluul 
to i~n lx)~ l s  They con.\~dercd this a11 i~ndeslr;lblc Icuture of a 
rucasure ofavcrage 1IT :lad suggested the nccd torcorroct~on 
tortrc~dc inibalance. OF 1st. the corl.ectlol1 argulnerit ha5 been 
subjected to criticism on various grounds (Crren;iwu~y and 
Milner [ 19861; Kol nntl Mennes IOX'). Pp. 703-171. Vona 
[ 109 1. Pp, 678-7001, The prcscnt s t ~ d y  uses the unadjusted 
nicasirrc (GL). following the conclusion ol Vonn 1 1')') 1. p. 
690) that ' ..... .co~.rcctic,n l'or tratlc holn11ce r a w s  111ol.c 
crtipiricnl prohle~ns tha11 i t  solve\ ..... the 1111~0rr~ctcd (iL 
Ine;i\ure is the hest avnilahle onc and 011 the LL Irole. posscsscs 
desirnhlc propel-tics' 

8. Thamkn~l and Kcrstcos [i')')i). class~ty protlucts 111to 
c;ltcgones that arc ~)ronc to vertic;rl or lior~/ontal produc~ 
differentiation. hascd ulr expert ~nlbrn>nr~on pro\~dc<l  h) 
industry spokesr~~eri. 
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9. SCC I 'O~S~CIISS~II I I991 ] ll)rasummary of the thcorctical 
;~rgu~ncnt:, for uaing price ns 3 proxy for quality Thc referee 
111'th1s jour11;\1, r~ghtly pointed out, that price may not reflect 
quality in those intlu~trics where multinationals indulge 111 

~ n t r a - f ~ r ~ n  trade. I t  IS  hcyond our scopc toadjust for intra-firm 
trade. because a detailed industry wise ~nforrnation on the 
~nagnitude of such trade is not nvailahlc. 

10. 'The operationalisation of thc rnc:lsurc. UVi, posed 
.\OIIIC difficulties in t h ~ s  study First, at 4-digit level of ITC, 
p:lns and f111a1 co~n~llodities :ire g~-ouped together in some 
cases. This makes the cornparison ofthc unit vali~es ofexports 
and 1lllpons difficult It  is possihle thnt in u  articular 4-digit 
prouping, Indin is cxporti~lp the p;u-t\ and co~nponcnts and 
i~npo~tingth~.  l i ~ ~ ~ s h c d  ones, wh~chnntl~rally results inn higher 
un~t  v;ilue for i~npoi.ts. Second, t h ~ s  problem heco~~ics  all the 
nlorc serlous when pans and lillal products arc expressed In 
tl~fScrent units, say, linnl products in kilogm~ns or toolles ;uid 
thc 11:lrts t n  n"umhers. We solved the latter problem by 
~;llculating unit values separately In those crises whcrc the 
crn~ts of tneasurellient are different under a 4-diglt clitegory. 
As in Intltly cases fi~iished items and the p:111s are given 111 

;I ccrtilill cx1c11t. 
I I .  T h ~ s  tliffcrc~lcc anscs because the nu~nherof ii~dustrich 

cntcrlilg into the bilateral trade baskcr is less as compared to 
the I ~ ~ I I I I ~ C I .  01' 11ld~stries entering into the n1l1ltilateral trade 
buskct. 

I?. The sharc of gross output of the capital goods sectoi 
111 total ~n;~nl~lacturi~)g (f;lctory) sector ranges ll-otn I6 to 1 X 
1)cr Lent. the sli;ire ol net valuc added ranges frorn 20 to 32 
per ccnr. Ihc sliarr 01 111l)ut ranges  fro^^^ 15 to  17 per ccnt :lnd 

cent du1.111g the IU80-Ol pcrtod iSourcc. Airrr~rcil .Slr~.i.r!. o/ 
l ~ i ~ I r r . \ ~ ~ - r c , ~  ). The 5ha1-c 01 capit;ll glodb In Indi:l's total export 
rricrcosctl fro111 1 22 ~ C I -  cellt iii 106.5-Oh to X.0') per ee~lt in 
108 1-XZ (S~rlIialxy 1 IOOI. 11. 631). 

I!. The capital goods industries togethcr constitute nearly 
38 pcrccnt oftc)ral FD1 nctudl inllow into Intliufroln 1.4.199 1 
to 3 I .  1. I995 IS~hrha~l i ; ln i :~~~  et a1 1996. p. 931. 

IJ. 7 1 11er ccnt of the North's trnde with the South i n  
inan\lthct\irc pl.odtrct was IIT il l  1970. The similar tlg~rre Si)l 
1 OX5 w;i\ I5 1 H:iII:~nec e l  31. 1002. p. 3301. 

I5 The :111:11ysi\ o f  Nortli-So~~tli IIT has got p;~rt~c~rl;lr 
.~:n~l~c.;incc In ~ h c  ctuirext of Ind~a .  ah the couniry dcvclopetl 
s O l l 1 ~ ~  hi11 d~l'fcrcllt llT relatro11 T ~ I S  IS cIt:~r fro111 the S I L I ~ ~  

I-,! Hav~-yly\hy~l anclCivan II9X5j. which noted th:~t. contrary 
to II I ; I I I>  o thcrdevcl~p~iig couIitr1es. India showed the hlghcst 
II'I w t h  the cIebc1ol)cd cou~~lrres .  Inlcrc~tingly. while the 
rn\\.;trd Iooki~lg ~ . : I I I I I  A111er1c;ln NICs have h ~ ~ h e r  IIT w ~ t h  
othc~.NIC\ than 111 IOI:II ~ I . ; I ~ c .  India. which. . .  . j ) c r~e iv~d  very 

~i~trcll of 311 i111po11-suhstit~~tion case, hclics this sin~plc cor- 
relation .... ' [Ihid, p. 2611. 

16. It may he noted th:~t sig~lificant changes in the trade 
policies were initiated with the declarl~tion of the Long Ter~rr 
Expon Ilnport Policy in 1985. 

17. It is hcyond the scope of the present paper to all;rlyse 
the factors bchind the observed growth pattern. The h~gher  
growth in export, howevcr. niay be viewed in the I~gh t  of the 
argurncnt that the incentive to export increased froin 198.5 on 
nccountofexchnnge rate depreciation and varlotrs othercxport 
incentives (Joshi and Little [ 1994. p. 83l .011 the ilnport side. 
onc tnay arguc that the specific measures undertaken to 
enhance thc ;lccessibility of exporters to i~nported capital 
goods ~ i l i f h t  have led to the high growth Such rncusurcs 
~nclude: (a )  w i t l c ~ l i ~ i ~  of the covcnige of the p r ~ d u c t s  L I I I ~ ~ I -  

Opcn Genenil License (OGL) to ~ncludc a nurnhcr of c;lpitnl 
gootls, (b )  the ;~n~rouncenlcnt in 19L11 that the new urlits and 
unit< undergoillg suhstantinl espilnslon woulif al~to~nuticnlly 
he granted licenses for Ilnport of ca111taI g000s W I I ~ C I L I ~  

~ccltiiriag :~ny clcal-ancc li-on) the ~ ~ ~ c l i g c ~ l o ~ ~ \  av;~il,ihility 
aliple, (c) perlllisslon gr;intetl to I I I ~ I ) I , I - I  \econtl hantl capital 
pootls. ( d )  thc ~ ~ ~ t r o d ! l c ~ ~ o ~ i  of Export Prornot~oi~ ('~1)it:il 
Good:, IEPCC) Schc~lic i n  1002 to crllia~lce the ; I C C S S ~ I ~ I ~ I I ~  

of cnl>ortcn to i~nportctl c;lpit;~l good\. I t  I I I : I ~  ;rIso he noted 
that tlic 1111polt wcighttd ayerage tnrit'f rate for capital pootlh 
was reduced fro111 97 per cent 111 1000-91 to 38 pcr cent in 
19L)4-95 2nd fIr~.thcr to 3 0  per cent In 1995-06 (1Vorlcl Hnnh. 
1995. p. 3 11. 

18. This threshold Icvcl IS lisetl :irhitl.;ir~ly. The tilnc 
consu~ninp :ind difficult ~ I ~ o c ~ ~ u ~ L '  o S  C ; I I C I I I ~ I ~ I I ~  tlic L I ~ I I ~  

v;llucs fro111 the ol'fic131 d:~ta \DLITCC C O I I I ~ C ~ S  i i r  t o  I I I I I I I  the 
analysts in thls sectton to a Icw ~~lduatrlc\ \vl~erc the level 0 1  
ll'r is h~gli .  There IS, howevcr. n o  re:lso~~ t o e x ~ ) e c ~  :I :,I:III~IC;IIII 

cliiinge in the result ~i ' thc a~lillys~s 15 cxtcntled 11) all illdus~r~es 
1'). In this context ; lq~icst~on nlny ;u.isc. thnt dehprtcs hrrng 

inferior In qt~ality, why should the I I I ~ I : I I I  expo~is  display a 
highexport growth rate between 1988 and 109.5 ,?. As already 
pointed out. the exchange rate policy played a cruu1:ll role. I t  
inny be notctl t h ~ t  during t h ~ s  period India achitvcd the h~ghcst 
exchange rate dcprecratron :IS con1p;ired to other t\sI:l~r 
co~intries(;~ll o r s c ~ n ~ c  ofthein are prc.su111cd to he  hi. 5upl)l1cr\ 
of ino!.eor lcss the \arnccluality prntlt~cts~. Hct\\.ccn Ii)XS ailil 
1995. 111(11:111 I.LIPCC depi-cc~;~t~'d ;Igiiinst dollar 11) 1-12 0 0  11cr 
C C I I ~  I ) L I ~ I I I : L  the <;IIIIC 11cr111d. the chii~ipc\ i 111 P C I . ~ ~ I I ~ )  111 t hc 
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(F igure  III R A  Lakll) 

I988 1995 1996 
- -- . - - -- - .. - - . - . - - -. - - - - - - - .- - - -- - . 

CODE Expo11 lrnport GLI Export 1rnpol.t GLI Expo11 1111po1.t GLi 
1 1 )  (31 (3) 14) ( 5 )  16)  ( 7 )  ( 8 )  1')) ( 101 

I JK. I 
552 i 
' 3-1 L) -. 

(10 5 
3.5 

183.8 
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Table A l .  (Contd.) 

1988 1995 1996 

CODE Export Import GLi Export lmpon GLi Export l~nport GLi 
(1) (2) (3) (4) (5) (6) (7 )  (8) (9) (10) 

8442 95.7 1.226.5 14.5 634.4 2.1 19.5 46.1 477.9 3,036.3 27.2 
8443 914.4 8,285.3 19.9 3.613.4 24.048.8 26.1 5.771.4 47.638.4 21.6 
8444 143.0 301.9 64.3 759.3 5,039.3 26.2 49.5 3,097.1 3. I 
8445 2.152.8 2,754.1 87.7 10.695.5 86.286.4 22.1 7.463.9 99.263.8 14.0 
8446 375.7 2.072.9 30.7 398.1 21,778.6 3.6 201.5 35.254.8 1.1 

8447 24 1 . 1  586.9 58.2 665.0 9,952.1 12.5 1,066.6 28.868.5 7.1 
8448 2,478.2 10,140.6 39.3 5,890.8 41,397.3 24.9 10,840.3 49.01 8.3 36.2 
8449 24.6 120.9 33 .X 72.4 385.3 3 1.6 45.3 688.7 L3.3 
84.50 2.0 231.9 1.7 229.1 317.1 83.9 400.4 736.2 70. 4 
845 1 352.6 856.9 58.3 2.18 1.7 17,622.2 2 . 0  1.987.8 18,252.8 19.6 

8452 387.8 2.581.5 26.1 2.31 8.7 18.091.1 22.7 1,775.8 30.5 17.4 15.9 
8453 47.8 2.260.8 4.1 101.4 9.819.3 2.0 232.5 11.376.7- 50 
8454 4 9  1,286.4 7.4 1.539.5 5.152.9 46.0 7 19.7 6.426.9 20.  I 
8455 154.4 3.805.0 7.8 1,515.7 10,777.1 24.7 3.512.0 17.017.5 34.2 
8456 88.4 148.3 74.7 164.0 1.748.2 17.2 378.1 3.414.1 19.8 

8457 12.8 304.3 8. I 2 1.1 4.170.') 1 .O 55.9 13,343.4 0.8 
8458 1,612.7 691.2 60.0 2.01 2.4 3.069.0 79.2 2.248.1 7.486.2 46.2 
8459 97 1.4 3,682.8 41.7 1.421.7 8.512.0 28.6 1.41 5 7 17.954.4 14.6 
8460 1,014.3 2,409.0 59.3 897.6 7.987.9 20.2 997.4 14.705.3 12.6 
846 1 314.6 1.346.7 37.9 1.967.4 4.243.4 63.4 1.142.8 12.755.8 16.4 

8462 66 1.2 1,738.4 55.1 1,270.6 17.721.5 13.4 1,888.5 20.181 .2 17.1 
8463 501.7 265.9 69.3 929.3 97 1.6 97.8 1.827.0 -1,160.2 61.0 
8464 15.5 318.5 9.3 256.3 5.662.7 8.7 197.9 9.SY2. I 3.9 
8465 132.4 321.5 58.3 1,363.0 1,285.7 97.1 862.1 2.7511 47 7 
8466 2.234.0 9.937.9 36.7 4.347.0 11.688.7 54.2 5.264.2 17.602. 1 45.9 
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Table A l .  (Contd.) 

CODE Expori lrnpo~i GLi Export Import GLi Export Impor( GLI 
( 1 )  (21 (3) (4) ( 5 )  (6) (7) (8) (9) (10) 
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Table Al. (Concld.) 

~ -- 

1988 1995 1906 

COL)E Export Import GLi Export Import GLi Export irnport GLi 
( 1 1  (2 )  (3) (4') ( 5 )  (6) ( 7 )  r 8) (V  ( 1 0 )  

860 I 0.0 I .9 0.0 0.0 18.2 0.0 0 0 12.696.2 0.0  

8602 0.0 659.0 0.0 3,520.0 0.0 0.0 0.0 46.1 0.0 

8ho.x 0.0 0.0 0.0 15.3 0.0 0.0 0.0 0.0 U.O 

8004 0.0 369.6 0.0 1.8 1.805.3 0.2 0.0 0.0 0.0 
8605 163.3 0.0 0.0 330.2 0.0 0.0 1.161.9 0.0 0.0 

Source: Salue as for Table 1 



Tahle A2. Intensity of In t ra  Industry 'rrade Across Capital Goods I i~dustr ies :  13ilateral 
(Figures in Ks Thoc~sands) 

1988 1995 I996 
-- - 

COI>E X M GLi X M GLI X M CLI 
( 1 1  ( 2 )  ( 3 )  (4) ( 5 )  (6 )  ( 7 )  ( 8 )  ( 0 )  ( l o )  

8401 183.5 87.0 0.64 0.0 0.0 0.00 0.0 0.0 0.00 
8402 13.5 4 6 . 4 4  0.00 3.227.8 3.194.8 0 . 9  1 .SO 1.7 16392.0 0. 17 
8403 235.0 99.301.7 0.00 2.8 198.2 0.03 15 I .  15.172.') 0.08 
8404 0.0 34.366.6 0.00 21.9 1.567.4 0.03 10 1 3 8.8 10.3 0.02 
8405 77.3 16.805.6 0.01 28.5 11,221.4 0.01 7.869.9 17.795.5 0.2k 
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Table A2. (Contd.) 

1988 1995 1996 

X M GLi X M GLi X M GLi 
(2) (3) (4) (5) (6) (7) (8) (9) (10) 

0.0 324.4 0.00 317.6 2,829.6 0.20 412.4 58,874.7 0.01 
1,638.2 10,900.6 0.26 23,578.2 296,321.7 0.15 19,849.6 259,062.0 0.14 
4.888.7 805.4 0.28 0.0 9,901.7 0.00 0.0 94,832.3 0.00 

4.9 986.7 0.01 3,522.4 19,163.6 0.3 1 2,184.7 198,773.7 0.02 
7,702.7 44,469.8 0.30 21,193.6 131,835.2 0.28 51,270.6 232,764.5 0.36 

CODE 
( 1 )  
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Table A2. (Contd.) 

1988 1995 1996 

CODE X M GLi X M GLi X M GLi 
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Table A2. (Concld.) 

1988 1995 I 90 h 

CODE X M GLI X M GLI X M GLI 
( 1 )  (2 )  ( 3 )  (4 )  (5 )  (6) (7) (8 )  (9) 110) 

8903 0.0 0.0 0.00 0.0 5.035.3 0.00 0.0 9.506.7 0 00 
8905 0 0 0.0 0.00 0.0 9.652.2 0.00 0.0 0.0 0.00 
8907 0.0 0.0 0.00 335.1 0.0 0.00 0 .0  0 0 0.00 
8908 0.0 0.0 0.00 0.0 63.603.5 0.00 0.0 0.0 0.00 

Source: Salnc as lor Table 1. 
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UNITARY ELEMENTS IN A FEDERAL CONSTITUTION* 

V.M. Dandekar 

The Indian constitution is in the words of Ambedkar, 'both unitary as well as federal according 
to the requirerrients of time and circumstances'. The unitary bias became gradually clear in the 
legislative provisions about the state and the concurrent lists. The creation of the Planning Com- 
nzission and its control over and direction of funds for the state plan exacerbated these tendencies 
further. Whatever their justifications a t  the time the constitution was framed, they appear to have 
Lost their relevance now. The plan models have been used to  enforce discipline on the states as well 
as the Centre. This hegemony of model builders and sophisticated statisticians is not confined to the 
Planning Commission, but also appears in the reports of the Finance Commissions, as illustrated 
by the poverty exercise in the report of the Seventh Finance Commission and the normative approach 
in the report of the Ninth Finance Commission. It is  necessary to be aware of the pigalls and dangers 
of such exercises and rethink the basic approach. 

The Indian constitution does not explicitly use 
the term 'federation'. Instead, Article 1 declares 
that India that is Bharat shall be a Union of states. 
B. R. Ambedkarexplained that in this, thedrafting 
committee had merely followed the usage in the 
preamble to the British North America Act, 1867. 
Of course, that does not make India a unitary state. 
The basic difference between a unitary system 
and a federal system is that, while in the former 
the demarcation of powers between the national 
and the sub-national governments is made by the 
national government, in the latter this demarca- 
tion is made by a written constitution which is the 
source of authority of the national and the 
sub-national governments both. This is true of the 
Indian constitution. In its Seventh Schedule, the 
constitution lays down in great detail, in three 
lists, namely, the union list, the state list, and the 
concurrent list, the distribution of legislative 
powers between the union and the states. More- 
over, i t  recognises that the division of the legis- 
lative powers must be supported by a division of 
financial powers and demarcates the spheres of 
taxation into three lists. a union list and a state 
list, to be exploited independently and exclusively 
by the union and states. 

Further, anticipating that the revenues of the 
states from taxes in the state list may fall short of 
the states' expenditure on functions assigned to 
them, the constitution provides a comprehensive 
arrangement for sharing between the union and 
the states the revenues from some of the taxes in 
the union list. For this purpose, it requires that an 
independent Finance Commission shall be 
appointed at the end of every fifth year or earlier 
if the president considers i t  necessary. Over the 
years, the transfer of revenue resources from the 
union to the states under the recommendations of 
the successive Finance Commissions has 
increased. 

But the Constitution did not anticipate that the 
country would soon adopt the strategy of planned 
development and did not provide for the 
appointment of a Planning Commission with well 
defined powers and functions. The Planning 
Commissions subsequently appointed are not 
statutory bodies as are the Finance Commissions 
and, not being creation of the constitution, they 
do not suffer any constitutional limitations on 
their powers. They are appointed by the Union 
government and essentially are organs of that 
government. A Planning Commission by the 
nature of its functions and objectives is inherently 
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* Late Professor V.M. Dandekar was engaged in editing and to a certain extent updating his writings for publication 

when he died at the end of July 1995. A large part of his writings, thus completed, have been published in two volu~ncs by 
Sage Publications. New Delhi. He had nearly completed only threechapters of the third and final volume when hc died. This 
is one of these three chapters. It is being published here partly because ofthe cumnt reievanceof the issues discused in it .  - 
Editor. 
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Llnitary and not federal in 11s intentions 2nd Even in matters in  the concurrent list, the Con- 

operations and successive Planning Comnlis- stitution provides that the union government shall 
in the name of real or needs of prevail. Commercial and industrial policy. 

dcvelopnlen(, have tended to expand and production, supply and distribution ofloodstuf1S. 

the o f  the Union government price control, tradc unions, industrial ~und labour 

oftcn in  total disregard of the federal intentions disputes, employment and uncmploymcnt and 
ol.the ~ ~ ~ ~ ~ t i t ~ t i ~ ~ , ~ h ~   late^. N. ~ ~ ~ ~ d ~ ~ ~ i ,  then aboveall cconomic and social planningarc placed 

chicl.minister o f ~ a m i l  ~ ~ d ~ .  had sensed (his. in the concurrent list and the Union has the final 

While presenting the budget to the state legis- S2ly in all these IllattcSS. 

laturc on June 17, 1967 he said, 'There has been 
considcrablcchange in n , a t r i x u f ~ e n t r e - ~ t a t c  Thc state list is impressive: agriculture. irri- 

relations provisions oi. tl,e gation. industries. lahoul-. tradc itnd cornnicrcc. 
i n  ,his were ~l~~~~ production, distribution and s ~ ~ p p l y  of goods. 

l lavc a trends develop- education and public hcalth all appear in thc state 

ll,cnts which nOtllnvc visualiscd wllcn list. But, in almost each case, thcrc arc provisos 

thc Indian constitution was framed. i~nd cxccptions. For instance. industries arc in t l~c  

Constitution had already provided for consider- state list but thcy arc subject to the provisions ol' 
entry 52 of the Union list, namely. 'industsics the ablc concentration of powers in the hands of the 
control of which by thc Uniun is declared by Ccntrnl govcrnmcnt. Through a ncw institution. 
Parliament by law to he expcdicnt in public 

which was beyond the ken ol' the architects ol'thc , 

~ntcrcst'. Besides, Articlc 239 cmpowcl-s tho 
constitution. the Centre has accluircd still largcr 

parliament to makc laws with respect to any 
powcrs causlng conccrn about the posit~on of'thc 

matter i n  the sratc lisr. if the Council o f  State5 
st;ltcs. 'This new development rclates to cconon~ic 

(RqjyaSabha) declares by at-csolutlon, suppor~cd 
planning. Thc powers which the ccntral govcrn- 

by at least two-thirds ol.thc mcmbcrs prcscnt and 
mcnt has assumed i n  rcgard to ~nobilisation, 

voting, that i t  is necessary or expc~iicnt in the 
allocation, and pattern o f  utilisation of'rcsourccs 

national interest. Thus, i n  spite ol' its written 
f'or thc plan hnvc reduced the states to thc status 

clnaraclcr, the Constitution has imparted it grcal 
o f  supplicimts f'or aid from the Centre' [M(irlmi deal o,. to tllc dii,isiOn O f .  g,wcrs 
Lr,~i .s lat i~~cAs.sr~i~b!\~ Ilehclte. 1967. p. 1381. The the Union and with a hiah 
protest hiis gone unhcedcd l'or over 28 years but in l.avour Of Unir,n enahlinf it to 
l t  may not be possible any longer to do so and thc and extend i t s  autl,or,ty as and wllcn i t  
states will have to be given an appropriate plncc necessary. perceptively, Anlhcdkar l12,d said ,hat 
in the process of planning. 'the Indian constitution was both unitary as well 

as federal according to thc rcquircmcnts of tilnc 
U~tir[i~:\, Bi~t.s (#the Cot~stit~~tioi~ and circums~ances' (Co~~stir~rc.~~t A.ssrrrib1~ 

llehntes. VII. I ,  Pp. 31-34 1. 
It must he admittcd that such unitary tcnden- 

cics have bccn I'acilitated by a ccrtain underlying ~ h ,  hislor.ici1l circumslanccs i n  wllicll ,hc 
thcmc of subordination of the states which runs country bccanlc indcpcndcnt ncccpccd 
right through the Constitution. For instance, after strategy planned economic dcvclopmcnr 
distributing thc legisiativc powers in three lists, also helpcti to elnphasisc the utljlary rather ,I lLln  
the union list. thestatc list, and the concurrent list. the federal clcnlenls In 111~ constitution, ~ ~ ~ ~ j ~ -  

residual subjects. that is those not covered by thc pcndct~t India inherited war-shattered iund f;)otl- 
three lists, are unavoidably left with thc Union. short economy and warti~nc food and price 
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controls stresscd the need for central action. 
Foreign exchange and ilnportcontrol,distribution 
of scarce commodities such as coal, steel. and 
cement. and regulation of inter-state trade and 
commerce necessary for price control could all be 
entrusted only to the Union government. There 
prcvailcd and cxists even today wide popular 
support for thc concept of planned development 
so that n o t  just the Planning Con~mission but also 
the National Development Council and even the 
states have all along supported cntliusiastically an 
;un~hitious plan. Planned dcvclopment requires 
l iccnsln~ ol' industries to conserve capital 
resources. to prcvcnt their diversion into wasteful 
channels. and to ensure industrial dispersal into 
all rcgions; only the Union government could 
itdlninistcr the requisite licensing systcm. 
Socialist emphasis o n  the public secwr increased 
imnicnsely tlie powers of the union. Though the 
public sector was not confined to the Union, the 
higpet- industt-ial cot-porations and cven niol-e so 
the financial institutions such as the Lifc Insur- 
ance Corporation, tlic cotnlncrcial and tlic 
dcvclopn~cnt banks, all camc to be ~ i i ~ i l c d  ant1 
controlled by tlic Union governtncnl.The concept 
that a ccrtuin ~iiinimum needs of the people must 
hc satisl'ied all ovcr the country gave the Union 
polrernmcnt a mandatc to lay down national 
tat-pcts. inclutling those in thc state scctor such as 
irrig:~tioti. 1-oiids. I'oodgrains pro(luction. cduc~i- 
tion, public health, ctc.. and t o  freely cxerctsc 
Union authol-ity to achieve them. Occasional 
voicing of conccrn for the stales' autonomy 
wlthtn the ledcral constitution was branded as 
parochial. 

'I'lic Planning Colnniission was set up in March 
I950 by u liesolution ol'thc Govcrnmcnt of India 
ancl has n o w  grown into a large body with the 
Prime Minister nz tlic Chairman, thc Dcputy 
Chairman. several I'ull-titnc mctnhcrs :~nd the 
Ministers o f  Human Rcsourcc Dcvclopmcnt. of 

Finance, and of Agriculture ns ex-ot'l'icio men)- 
hers. Besides, there is a Minister of State i'or 
Planning.Thc day to day workoftlicCommission 
is looked after by the Deputy Chairman. The 
Conimisston has a collective responsibility but. 
for convenicncc. each member has charge of a 
group of subjects. In short, i t  is a parallel mini 
cabinet under tlie Prime Minister. It has a large 
secretarial consisting of a number of divisions 
(presently as many as 30 i n  number) which may 
be classil'ied into four types: ( i )  general divisions 
concerned with certain aspects of the entire 
economy, ( i i j  s~tb.ject divisions concerned with 
specific sub.jects. (iii) service divisionsconccrned 
with administration, Liccounta. and general ser- 
vices, and (iv) area divisions. called the Stateplan 
Divisions, where state plans arc Pormulated and 
monitored. By end of March 1993. it Iiad a total 
staff strength of 5,3 15. It is one o f  the very few 
government agencies which curry a large rcscal-ch 
staff. consisting ol' experts froln all ficlds ol' 
development. Ncvcrthelcss. Dr. Guptn ~ncntions. 
thecomposition ol'thc sti~fl'is solnewhat wciglitcd 
towards civil scrvanrs and bureaucrats, and ~nuch  
of' its work, ill  cffcct. is a duplication o f  the johs 
oSdifferent ministries [(Gupta, 198G. p. 71 ). 1 1 . ~ 0 .  
it is advisable to avoid this cluplication. 

The setting up oi thc  Planning Commission to 
look aftcr plan finance and rccomnic.ncl plan 
assistance for thc states ncccssitatcd a clcm~u-ca- 
tion between non-plan and plan cxpcnditurc and 
it became customary to limit the ternls ol' 
reference of the Finance Commissions to non- 
plan expenditure only. To  sec the effect of this 
change, we should note that the purpose of tlie 
grants which tlic Finance Comniission givcs 
under Articlc 275 is to cover the non-plan rc \ tnuc  
deficits aftcr the distribution 01' the states' 
shareable pool. Since the non-plan surplus is 
regarded as an item ol' plan resources. the Finr~nsc 
Commission's tax-sharing also conics indircctl), 
within Ihc purview ol' tlic Plianing Colnmiss~ot~.  
'The Finnncc Conmission strives to Iea\jc as n\an) 
stares as possible with a surplu5 in tlic~r lion-plan 
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revenue accounts hoping that the states may then 
be free to use this surplus to finance planned 
development of their own conception. But the 
statcs have no freedom to use their non-plan 
revenue surpluses any more than they have to use 
the plan assistance from the Union. The two are 
put together along with any additional financial 
resources a state may be expected to raise and the 
expenditure of it all is subject to an overall plan 
approved by the Planning Commission. That is it. 
A state may have a non-plan surplus. It may be 
willing to raise additional resources. It will accept 
plan assistance of which alarger part is in the form 
ol' loans which must be repaid. But it has no 
freedom, no autonomy in deciding the pattern of 
its development. Such are thc compulsions of a 
national plan. 

Moreover, a large part of the states' plans is in 
the form o f  central and centrally sponsored 
schemes. The result is that the ministries and 
departments of the Union government, with their 
enthusiasm and capacity to  get more funds from 
their government, and the corresponding depart- 
ments of the state governments, with equal 
enthusiasm but less ability to get funds from their 
governments, have in collusion managed to 
unduly increase the number of such schemes. The 
issue was examined in the Fourth Plan and out of 
about 125 such schemes 36  were transferred to 
the statcs. The Study Team on Financial 
Administration [Report, 1967, Vol. I, Pp. 86-87] 
of the Administrative Reforms Commission felt 
that many more could be s o  transferred. In 1969, 
the National Development Council laid down 
guidelines for such schemes and put a ceiling of 
one-seventh to one-sixth, say about 15 per cent, 
ot'the total block plan assistance to the states. But 
all this was ignored. The central and centrally 
sponsored schemes continue to dominate the plan 
assistance to the states. In 1992-93, according to 
revised budget estimates the central and centrally 
sponsored schemes accounted for 30.95 per cent 
ofthe total plan assistance to thestatcs amounting 
to Rs 22,589.12 crore. If we confine attention t o  

plan grants only, the central and centrally spon- 
sored schemes accounted for 45.02 percent of the 
total plan grants amounting to Rs 15,155.73 crore. 
According to the budget estimates for 1993-94, 
the central and centrally sponsored schemes 
accounted for 35.49 per cent in total plan assis- 
tance and 48.9 1 per cent in plan grants. 

One wonders how the Planning Commission 
handles this awesome burden. To  appreciate how 
it functions, it will be useful to recapitulate, even 
if briefly, the planning process and how it moves 
through the labyrinth of the Planning Commis- 
sion. The following account is taken from 
Plarzrlitzg arid Development in Inrlia ( in  
particular, its chapter 2) by S.P. Gupta, who 
himself was the Advisor and Head of the Per- 
spective Planning Division of the Planning 
Commission during the Sixth and Seventh Plan 
formulations. Of course, the material is suitably 
abridged and edited, hopefully, without distor- 
tion. 

Platvti~lg Process 

The first step in Plan making is to prepare an 
'Approach Paper' on the basis of estimates of 
likely long-term changes in the major parameters 
of growth as well as during the five-year plan 
period. These are based on the experience ot'the 
past, projected requirements in future and likely 
availability of resources for the next plan worked 
out by various working groups consisting of 
officials in the Planning Commission. Central 
ministries, other institutions. State governments. 
and experts in the field. As many as  126 working 
groupswcre set up in connection with the Seventh 
Plan. 

While initiating workon the 'Approach' at the 
national level, stategovernments are also advised 
to take preliminary steps for formulating their 
'Approach' and set up working groups whcrevcr 
considered necessary. After the Approach Paper 
is approved by the National Developn\ent 
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Council, the Planning Commission addresses the 
Central ministries and State governments to for- 
mulate detailed proposals of their plans. When the 
States submit their plan proposals, these are 
discussed in different working groups, 

In the case of Central plan, the concerned 
division prepares a Status Paper taking into 
account the recommendations of the concerned 
working groups, proposals of the relevant min- 
istries, and its own assessment. The Status Paper 
constitutes the basis of discussion between the 
Planning Commission and the Secretary of the 
concerned Central ministryldepartment. In the 
light of the discussions with the ministries and the 
anticipated total resources for the Central plan, 
the Commission takes a view on the development 
programme of each ministryldepartment. 

The recommendations of all the working 
groups on the proposals of a state are considered 
hy the concerned State Plan Adviser. This report 
fornis the basis of discussions between the 
Planning Commission and the Statc governments 
for finalising the plan foreach State and its targets 
of additional resources mobilization. 

'The Project Appraisal Division makes an 
appraisal of Cent]-a\ Government projccts costing 
rnorc than Rs 2 crore before they are considered 
by the Public Investment Board or the Expendi- 
ture Finance Committee (EFC). In appraising a 
project, the Division examines the need for the 
project, its linkages with the plan, technical and 
organisational aspects as well as the economic 
and financial viability of theproject. The Division 
also appraises revised cost estimates of major 
Ccntral projccts when these exceed 20 per cent of 
the sanctioned cost. 

The projccts, forwarded for appraisal, are 
broadly divided into three categories: (i) indus- 
trial and non-basic sectors; (ii) infrastructure 
projects; and (iii) social projects. The appraisal 
approach differs among them. 

For the public sector projects covering non- 
basic sectors, like watches, drugs, certain chcm- 
icals, etc., the criteria for accepting or  rejecting a 
projcct is mainly based on an assumed economic 
rate of return of 12 per cent per annum. and 
whether their production is within the targeted 
demand for the product. The anticipated output is 
valued at c.i.f. prices to determine the 'make it or 
buy it' decision. 

For the infrastructure projects, the proposed 
investment project is recommended if it is found 
to be the least cost option available to meet the 
targeted demand. In practice, however. lever the 
alternatives are hardly available for appraisal. 
These projects are not constrained in their 
selection by the economic rates of return criteria 
of 12 per cent per annum hut on the basis ot'social 
rates of return which are difficult to estimate both 
on conceptual and data considerations. Hencc, in 
effect, they are mostly calculated in qualitative 
terms. The social pro-jects aim mainly to benefit 
the poorest of the poor and reduce income dis- 
parity. The appraisal report i n  these cases makes 
an attempt to investigatc their benefits in 
qualitative terms. 

The weakest clement in the present practice of 
appraisal of projects is that usually one prc)ject is 
submitted at a time fori~ppraisal and selection. s o  
that i t  is not possible to rnakc a choice from 
alternative projects. This creates a special prob- 
lem in the core sector. The rejection of a proposed 
projcct often becomes impossible since it might 
mean a shortage in the infrastructure facilities 
stipulated in the plan and preparation of another 
proposal from the Secretariat takes time. More- 
over, quite often, the proposed location of many 
projects cannot be changed because i t  is decided 
mainly on p!)litical grounds. Often, t l~c  initial 
project reports are so  bad and based on such scanty 
data that, while passing through the various 
bureaucratic stages of approval, they have to bc 
reported back time and again causing delay in 
approval [Gupta, 1989, p. 737. 



'The idcntifict~lion and presentation of the 
pro.jccts arc tlic prerogatives o f  iniplcmcnting 
ministries ant1 pilblic sector undertakings. The 
appraisal is donc mainly by the Planning Cotn- 
mission and erncrges as rccommcndations. 
However, the L'inal approval comes from the 
Public Invcstnient Board (PIB). The PIB is the 
committee ol' secretaries entrusted with the 
invcstmcnt clecisions of' public sector projects 
tnvolving an investment outlay of above Rs 5 
crorc. Invcstmcnts worth Rs. I to 5 crorc go to the 
EFC. The cabinet generally accepts the rccom- 
mendations and implcmcntations as pcrapprovetl 
pl'o.jec1. 

Thc statcs, a s  also the several working groups. 
~ ~ c p o r c  thcir plans within broad benchmarks 
supplied by thc Planning Commission which arc 
mostly in brc~ad aggregates and usually at very 
general levels so that they can be diffcrcntly 
interpreled hy various working groups. As a 
result. thc working groups often prepare their 
rcports on the basis of mulually inconsistent 
assumptions. Moreover, the working groups' 
reports usually come so latc that many of thcir 
views cannot get incorporated into the plan 
1 Guptn. 1989. p. 721. 

At this stage, the workinp groups, both in the 
Centre and the statcs, makc their rccomlncnda- 
tions pritnarily on the basis of nccds and l'casi- 
bility ol'prograr~imcs and projects, since they d o  
no1 have a clcal- idea ofthe rcsoul-ces likely to be 
~~vailablc for dcvclopmcnt programmes in tlicir 
rcspcctivc arcits. The total of the outlays recon>- 
nicndctl by thcm. thcreforc, ofrcn turn out to be 
I.arincxccss ofwhatcan beaccommodated within 
thc total cstiriiatcd resources. As a rcsult, i t  
hccomcs necessary to prune tlic recori~mcntla- 
i r o n s  01' the working groups i n  thc process ol' 
I'inalistng thc Ccntt-al and Statc plans. 

'l'lic estimates of resources ol' the Ccntrc for 
ttic plan arc prepared by the Working Group on 
Financial Resources, which includes, i i ~ t p t .  alin, 

the representatives ot' the Planning Commtssion. 
the Ministry of Finance. and the Reserve Bank ol' 
India. At the same timc. the Financial Rcsourccs 
Division ol' the Planning Comlnission rcqucsts 
thestate governments to furnish estimates oCthcir 
resources for the plan. Detailed discussions arc 
held with each state government to prepare 
mutually agreed upon estimates ofresources. The 
rive-yearplan. after incorporating the Central and 
starc plans, together with thcir financingschemcs. 
as finally ttpprovcd by the Planning Conimission. 
is considered by the Union Cabinet. After its 
approval, the plan is placcd hcfore the National 
Dcvclopmcnt Council and. al'tcr thc C o ~ ~ n c i l  
approves, it is placed bcfi)rc the two Houses of 
Parliament. 

Thc procedures for the formulation oL'annual 
plans is broadly the same as that actopted f o r  the 
five-year plan. However, in the case ofthc Ccntrc. 
therc is a slight variation. First. thc estimatcs ol' 
Central resources arc c;illed for fro111 the Ministry 
ofFinance and finalised in consultation with tlictn 
since therc is no Resources Working Group o n  
central resources Ihr the annual pl:u~. Secondly. 
discussions with Central Ministries arc held on 
tlic plan proposals sent as drafts by thcm. All 
niectings for this purpose at-c convcncd by the 
Secretary, Plrinning Comniission. with the scc- 
rctary of the concerned niinistryldcpartmcnt. 
Furthcr, sincc the annuul plan IS I ol,mulatcd 
within the l'ramcwot-k of a five-!car plan. the 
discussions with outsitlc organizations and 
experts are on a limited scale. 

The annual plan exercises have been incrcas- 
ingly conl'incd almost cxclusivcly to rcsoul.cc- 
availability. ancl the acljustmcnts in invcstnient 
allocations bclwccn sectors itrc being donc 111ostl y 
o n  a 1)l.o r.trtcr basis which ha?, no scicntlfic basc: 
ralhcr i t  conics out as a 'compromise' Iortllttla 
bctwccn the contending rcciplcnts [Guptn. 1989. 
p. 721. Worse still, physical targcts arc olicn nor 
revi scd alongside. The mid-tcrn~ appraisal conlcs 



sonlc time in the third year of the plan. A cor- 
I -cct~on ro 'plan priorities' presented in this 
ilppra~sal docunicnt has sonietimcs proved t o  bc 
\,c~-y :rcadcmic as  it comes too late in  the plan 
pu-iod. In any case. most ol' the public sector 
enterprises attach very little importance to post- 
cvuluation studies. 

Let us  next see the Inanncr in  which, the 
Planning Commission, in trying to impose a 
r ~ a t ~ o n a l  plan on the state govcrnmcnts. IS 

xu.aining the Fcdcral structure envisaged in thc 
Constitution. As mentionctl abovc, the rccom- 
nicndations of  all the working groups on the 
1~opos;1ls  01' a state arc considered hy the 
conccr~icd State Plan Adviscr and liisrcport l 'or~ns 
tlic basis of  ciiscuss~ons bctwccn tlic Planning 
(:oii~niission ancl the state g o v c r ~ l ~ ~ i c n t s  I'or 
I ' I I I L L ~ I S I I I ~  tlic plitn for each stc~rc and its targcts 01' 
:riltlil~on~il r.csources mohili/.ation. It is si~nl,ly 
Ill.cl~oslcl,oua that u s ~ n g l c  ol'l'iccr in thc P l a n n ~ n g  
C ~ O I I I I I I I ~ S I L ) I ~  \ i io~~lcl  sit i n  ~ j i ~ c l g e ~ i ~ c n ~  011 the pl;t~i 
l ) rop)s;~Is  corning l'ro~n t l ~ e  govcrnmcnt o l ' ;~  s t ;~tc .  
I t  1s surlxising ho\v this has hccn swallowed I'or 
l'oi~r tlccndcs. 'The reasons arc liistorical. They 
IIILI! I IO l o i ~ g c ~ .  I>c valid. 

I'rior to tllc 1;ourtli Plan, plan assislance was 
t>ascd on statcs' needs and ability to implcnicnt 
111c 1pl;111 ;I> ,ludgcd by t l ~ c  I'litnn~ng Con~mission.  
Vlorco\c~..  11 wna 111ainly sclicn~ntic in nature ond 
ciunc In l h c  lo1.111 ol' a strlny o l  conditional grants. 
Ucpinninp wit11 tlic Fourth Plan, t l ~ c  Cadgil fur- 
~ n u l n  ~ ~ n d  Iatcr its subsequcnl modifications did 
not c1ii1n;c thc situation materially becausc the 
whole plan assistance depended on  thc approval 
hy llic Planning Cornmission of' the state's plan 

a wliolc. l'he assistance would bc rcduccd i n  
pro port^ on 1 1 )  tlic shortage in thc agreed plan 
o~rrlay. On s o ~ ~ ~ c  i t cn~s .  tlic nsslstuncc was tietl so 
that a shortl'ull in cxpenditurc on  these ltclns 
would invile a cut in cal-niarkcd assistance. 
Bcsidcs, there was a detailcd technical appraisal 

of all irrigation, power, kuntl ugricu1tu1-a1 s c l ~ c n ~ c s  
costing more than Rs 5 crorc and a prolor~uir 
cxarninationofall sclicn~cscosting Ks I t o 5  csorc 
by the Central Wotcr Comn~ission,  the Ccnrral 
Electricity Authority, and the Indian Coi~nci l  01'  
Agricultural Research. 

Thc statcs in Indin have widcly dil'fcrcnt 
resources anci arc at widcly different stages ol' 
dcvclop~nent as mcasurctl by their per c:q>itu 
incomes. For instuncc, in 1989-90. the pcr C:IPII;I 

net domestic product w a s  Rs  7 ,121  in Bihar ancl 
Rs7.08 I in Pun.jnb [CSO. I99 I. Starcmcnt5]. 'T'li~ 
gap is widening. 'Thc Planti~rig Cornmiasion 
prepares a national plan with sccroral allocations 
brokcn up inlo central plan ant1 statcs' p1:uis. Tlic 
statcs I'aII in line bccausc the centre holds the 
linnncinl strings. But it is unlikely that the plans 
for dil'l'crcn~ statcs arc the molrt appropri;rtc I'or 
their S ~ S O L I ~ C C S  and t11c s t ;~gcs 01' tlicir clcvclop- 
Incnt, l'liis is no rcllcctron o n  tlic conlpctcncc ol' 
the Planning Commission. The country is ju~ too 
big iuid vitricd and n o  one nccd be  ol'l'endctl hy 
that I'act. Al '~cr  lorly years ol pl;~nning c x p c ~ . ~ c ~ ~ c c ,  
one should now adopt a more 111otlcst 1)ox111rc ; ~ n d  
allow [he statcs grcnter 1.1-ccdo~n and aiitollo~ny in 
the planning of tllcir dc\ lc lop~ncnt .  

Clearly. there arc sectors ol'wliich the dcvcl- 
opnlent lnust he largcly with tlic Ccntrc. ;IS l'or 
instance. large incluatry. rail and air tri~nsport. 
comniunicutions. and science iund technology. 
Bcsiclcs, a s  we suggest. rcciuct~on 01' clispur~tica 
hclwccn st:itcs niusr also he the Ccncrc's 
responsibilj~y. But, thcrc arc  sccrors ~ h c  tlcvcl- 
oplnent of which must largely rest with tlic statcs 
kccping thc Centre's role to the niinim:lI. 'Thcsc 
arc agricullurc, rural tlcvclopmcnt, spccial ;trc;t 
programmes. village ancl sniall intlustrics. and 
many ol'thcsocial scr-vices such a s  ccluca~ion and 
hcrtltli. These scclors arc essentially clcccnual~/,cd 
;~nd  tlic proccss 01' thcil- dcvclopmcnr h i ~ s  lo he 
docenti-aliscd. Ncvcrthclcss. in the Eight11 Fivc- 
Year Plan ( 1992-97). the Centre 's  sh~irc  In rlie 
p ~ ~ b l i c  sector outlay i n  ; ~ g ~ - i e ~ l t u ~ - e  is 23.38 per 
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cent; in rural development 70.33 per cent; in 
village and small industry 39.96 per cent; in 
general education 42.86 per cent; in medical and 
public health 29.94 percent; and in family welfare 
100.00 per cent. If the ground for this is a 
presumption that the centre has greater compe- 
tence even in these areas, it is simply not true any 
more if it ever was. 

Froin the very beginning of planning in India, 
~r distinction has been made between the public 
and the private sector. The plan targets are pre- 
scriptive for the public sector, the Planning 
Commission acting as a clearing house for many 
cruc~al economic decisions taken at different 
institutional and regional levels, for ensuring 
inter-sectoral and inter-tcmporal consistencies by 
thc use 01' a formal 'economic model'. For the 
private sector, the plan targetsare only indicative. 
Hence, the governments in India have little con- 
trol over a large part of the economy. Even in the 
matter of investment, of the total estimated 
investment during the Seventh Five-Year Plan 
period ( 1985-90) amounting to Rs 3,48,148 crore, 
investment worth only Rs 1,80,000 crore, which 
is 5 1.70 per cent of the total, was planned to be 
made in the public sector. The remaining was 
expected to occur in the private corporate and 
household sectors. The investment in these sec- 
tors is, in  general, in response to market expec- 
tations rather than the expectations of the 
Planning Commission. Even in the public sector, 
the plan succeeds at best in respect of investment 
but not so much in respect of output. There is. 
besides, the variable weather which affects agri- 
culture producing one-third of the national 
product. Under the circumstance, what the 
Planning Commission can a t  best do is to 
promptly respond to what actually happens in  the 
economy and annually revise and adjust its own 
sectoral plan allocations s o  a s  to regain and retain 
the sectoral balance in the economy. Presumably, 
this is what the Planning Commission does in its 

annual plan exercises. We have already com- 
mented upon the nature of this sectoral inter- 
consistency and, particularly, the manner i n  
which i t  gets distorted in the annual plans. 

Unhealthy Patentnlisn~ 

What is involved is not the technicality of 
planning but the central attitude towards gover- 
nance of India. In a paper presented to the 
National Convention on Union-State Relations 
held in New Delhi in April 1970. K. Santhanam 
made the point succinctly : 'I am emphatically of 
the opinion that by taking upon itself too many 
obligations in relalion to the vast population 
spread over the length and breadth of India, the 
Centre will become incurably weak. It is only 
through concentration on essential all lndia 
mattersand by refusing toshare the responsibility 
in such matters with the states while giving 
complete autonomy to the states in the rest of thc 
field of government, the parlia~iient and the ccn- 
tral government can be really strong. The ten- 
dency towards vague unhealthy paternalism 
which has come to envelop Indian Federalism as  
a result of the dominance of ;I single parry during 
the first two decades of indcpcndcnce is as had 
for the centre as it is unpleasant and provocative 
to the states' [Santhanam, 1972, Pp. 75-76]. 
Unfortunately, the tendency has continued 
unabated. 

At the time the constitution was made. there 
was probably sufficientjustification for including 
all the suhjects that are included in these lists. 
Probably, there were not enough men with ability 
and experience in the states to handle some of 
these subjects. In the initial years, there was also 
a need toestablish common norms, standards, and 
procedures. The functions were also limited in 
their overall scope and size. Over the years, these 
functions have grown enormously. Fortunately, 
common norms, standards, and procedures are 
now well established to permit some dcparrure 
and variation. Above all, there are now in the 
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States, men with equal knowledge, ability, and 
experience to  handle many of these subjects. The 
continuance of central jurisdiction over these 
subjects now results only in rigidity, delay and 
waste on the onehand andneglect andhumiliation 
ofable men in the states on the other. Agriculture. 
rural development, health, and family welfare are 
a case in point. Practically the entire establish- 
ments in these subjects at  the centre could be 
dismantled with little harm. 

The tendency towards vague unhealthy 
paternalism to which K. Santhanam refers pre- 
vails not only i n  the Union-States relations but 
also within the borders of large states. If the Union 
is burdened with too much power and authority, 
some of the states are burdened with too large a 
population and territory. Broadly speaking, the 
present non-Hindi states are organised on lin- 
guistic lines no matter how large. TheHindi states 
are mostly a legacy of the past. In consequence, 
some statcs are just too big for a chief minister to 
manage, howsoever competent he might be. A 
state with about 10 districts and a population of 
between 10 and 2 0  million is a good size to 
govern. The size of the state cabinets could and 
should be regulated by the constitution. Such 
smaller states will be managed better than the 
present large ones. The chief ministers will havc 
fewer proble~ns of balancing regional interests. 
Most importantly, central assistance will reach 
the more deserving and needy regions more 
directly. A second state's reorganisation com- 
mission should be appointed to look into the 
details. 

There i s  much room and need for devolution 
of the power of the states to  the panchayati raj 
institutions at the district level to begin with. 
These institutions have generally failed because 
genuine devolution of power has not been tried. 
Unfortunately, there is much resistance both from 
the political leadership and the bureaucracy in the 
states to any attempt at  devolution of power and 
authority. This has frustrated the will, initiative, 

and self-reliance among the local people and the 
old habit of looking at the state capital and Delhi 
for every little local problem continues. The 
situation is the same as it  prevails in the Centrc- 
State relations. 

There are semi-governmental authorities such 
as the university grants commission which need 
similar scrutiny. The commission has been 
presided over generally by able chairpersons. But 
the task is simply too big. One wonders how the 
commission oversees the functioning of a couple 
of hundred universities in the country and why 
one single body must do it .  Below thc commis- 
sion, there are the universities managing several 
hundredcolleges each. In the name ofmaintaining 
uniform standards. we have erected an enor- 
mously centralised apparatus for higher educa- 
tion. It grinds slowly and turnsout, year after year, 
product of nondescript character in large 
numbers. 

There are the Public Sector Corporations such 
as the Life Insurance Corporat~on which again 
have grown too big. Except for the vested interests 
of the present incumbents, which include thc 
management and the union leadership both, there 
is no good reason for keeping them i n  one unit. 
There are the nationalised banks extending 
themselves across the country in the name of 
offering competitive service involving so much 
waste. It ]nay be desirable to reorganise them on 
a regional basis. These are only illustrations of 
the centralising tendencies which pervade the 
Indian polity. It isobvious that each case will have 
to be examined on merits. In each case, the 
question to ask is: Must it remain centralised as  
at present or can some of its functions, powers. 
and authority be decentralised? 

Let us remember that the country is large and 
diverse but that there is also enough political, 
administrative, and technical talent around. What 
is needed is an opportunity for greater participa- 
tion of larger numbers in its affairs. Denial of such 
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opportunity is breeding widespread frustration the cerrtru/ uflcl Stelre goVer71117e~~~s, their' 11lifli.s- 

and resentment causing so waste of pre- tries, ~le~artnzerits, nnd ~tfldef-tclkijlgs. A 1)rief' 

c ious  hulnan material. ~ h ~ t  makes thecountry not clescriytion of'the nloclel used ill the Sevetlth PIUII 

stronger hut weaker. trlc~y be useful. 

ECONOMIC M0VEI.S 
Hrgerrrotr~ oJ'tlze Morlul Brtilrlers m l ~ i  

Sq)histiccctecl Stntistic,iarts Planning in India began with the First Five 
Year Plan ( 195 1-56). The plannine modcls in the 

TIle ~ / r r r r r l i l l R  ~ ~ ~ ~ ~ ~ ~ r i ~ ~ ~ ~ n  e l~z /~~ )d ieLs  the curl- First and Second Plans were fOcuss~d nlainly on 

rm/  crttitLldc~ rf,cvarc/s go\,ernLlllce (?f [ltdia. the growth potential determined by the savings 

H ~ . , ; ( / ~ , ~ ,  plntulitlg ~ ~ ~ , ~ ~ ~ i ~ ~ i ~ ~  itsew is potential of the economy and incremental capi- 

rlolll i l lated by t710&l buillIers who hnve tr ied L"/~L'~Pu'  ratio. They belonged lo the 

I> l l r  ' I le  ~ v ~ o l r l ~ / c l l ~  irl astvait-jacket, A s r ~ l c t 7 t i ~ ) r l e r ~  Doma' and Fe'dman-Mahalanohis fn l a i l~  
comprising a single sector with no foreign made. trhove, uttder./?ling tlze ylnttnitlg in the public 
Hence, their denland and supply equations wcre 

.sector is ,fi)rrrxrl ' rconor i~ ic rrzodei' ~vlzich is 
the same. Since the lh i rd  Plan and until tlic enil 

e.~/)ec.te~el to rrlsiire i~lter-sectonrl utrd inter- 
of the Fifth Plan, (he input-output rnodcls basi- 

tn~r l )or( l l  cort.si.ste~icie.s. For t l~ose ,lor fc~rrli l iar cally belonging t o  the Lconticf group were used 
1.1itl7 till' 111~ l t l le l t l~ t ic~  ~f ~llollellirtg m d  tl7e i n  order ensure inter-sectOral L.onsi stcncic.s 
.vrirri.sric~cll or~f(rct~iuifouti.~l~rtiot~s qfthese rrzorleis, between production production 

/>larrniril: r>zodels rlre n greut r?lystev und that is were mainly es,,rnatcd fl.Om tl,e demLlnd 
tllcir. s t~ r j g t l z .  'Like /?lost eco~lomic nzodels, the side without taking in lo  accounr con- 
/ ~ / ( l l l l l l t l ~  lllo&l.s arc? ~ l lS0  Clc! l~tr~i~tiOtl.~ Of tY~ l i t ! ' .  straints except indirect] y. for a few spcci fit see. 
TIIPJ f l ] '  t0 L'll/2tLlYC t h ~  Oc!lJective.~ (ltld qffbr.t.s tors. by the use of nlaterial balances, During the 
rteet/eef ill p k u ~ n e d d e v e ! q ~ n i e ~ ~ t .  TI1ei1~~tsejillrre.s.s FourtIl and the Fifth Plans, the input-(,ulput 
l i i ~ s  ill hrll1i11,q to l~~tdersttrricl the cnni/?lex eco- models were articulated by making them -closed' 
~ro~r r ic  1iirkc~go.s it1 a l t e r r ~ a t i l ~  polic:)' deci.sio~is, first by cndogcnizing imports and then con- 
r lr~t l  to hel l )  /~lerrlrlc.r.s devise rvoys at~r l  1rie~111.s ro sumption in the final demand. Thc Sixth Plan tried 
Ircrci tlic~ ~ ( . o ~ I o I ~ ~ J  i l l  the rle.sirc.dclirectiorl. Nous- 10 integrate the Harrod-Dornar and the 
rrler: ir is t 1 ~ ) 1 1  a/q>recia/etl that there e1w I I I ~ ~ I I ? .  input-output approaches in  a demand-supply 
heli~rviourerl relations arill i r l . s t i t ~ i t i o r ~ r ~ l , f i l c f ~ l : \  rrlilne. An investmen1 planning nlodcl was 

l l~/r ic.h fjjfli.crllt rt, CLlptl lr~ ill L1 I.~SoiU1,Sji~r,.,l~l~ dcvelopeci and integrated with the input-oulpul 
~r~odrl. f i .rrwr~, r~ l t l ro r~gh t/7ejp IIICIJ /!P inrpor- system and the demand-supply balances were 
tcrrlt to tlip c o ~ i ~ l t r y ' ~  ~ / e ~ e l o ~ ~ r ~ r e r r t .  T l i r r r jore,  rr~r?. chcckedovcr time, not only in the commodity and 
l~c~.srl/l /)(I.sP(/ f ~ t ~ , f i ~ n l r e r ~  I I I O ( / C ~ ~ ~ I I X  .s/101i~cl be li.ser/ services market but also in the markets dealing 

with primary inputs like labour ;und capital and n,itlr rrcc~e.s.strr,v (.crirrior~. Brit tr totcrl ribserrce c!f'crr~y 
othcr important non-renewable resources [Plan- 

f01.111t11 rtio(Ii~1 .strli~.tl/t.e flrlrj, result ill itrcorrsi.s- . 
ning Con~mission, 1980. p. I]. 

rrnci~., ~ l r d  Io/)sic/ed priosities irr a l i o c v r t i ~ ~ ~  

re.sollr-c.r.s. Ir~clercl, j~r~~rcrl izerl t~roc~ell i~rg is j'orlncl I n  basic model 
to  be rrrr uffectivr di.sr.ii71inir~g drv icr  ill rlrr {llc same as in [he s ix th  Pliln cOmpr,scd 
v . \ . e r ~ i s ~  qf'clloice of 'pol icy nrukcrs crrttl ~i.sc.r,s' modc]' consisting o~( i )amacr t ,economic  
/C;llptll. 1989. I?. 61. Itlflec'tl. tllnt is i t s  plcr/?o.se: (ii) an input-output model. (iii) an invcs tn lcn ,  
the /2/~111 /l/()tkcl is  l/l i2 tlr13ic*r \~vhic.lr t/le P l t r r ~ ~ r i i l ~  model and scvcn major ~suh-lllodclsq . nan ,c ly ,  
C ' ~ ~ l t l i ~ . ~ . ~ i O l i  flus ll.Se(/ 10 el!fi)l-fY 't/i.sc~il>/irle' 011 agriculture, inclus[l.y, consun lp t ion ,  p o ~ c r t y .  
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export and import, financial resources, and 
demography and employment. The core model 
and all the sub-models have two distinctive parts 
( i )  thc model structure is presented in the form of 
a systcm of equations which involve a number of 
parameters and which postulate certain inter- 
relationships between all major variables, like 
consumption, investment, export, import, and 
different policy instruments of the Government; 
and (ii ) appropriate estimation procedures to 
cstimate the various parameters either based on 
observed behaviour or technology. 

To begin with, estimates are made of the 
requirements of the economy (demand) in the 
light of certain basic objectives of growth, equity 
andself-reliance as recommended by the National 
Development Council (NDC). This is done in the 
'core model'. The demand is decomposed into 
four main groups (i) consumption, both public 
and private, (ii) investment again separated into 
public and private, (iii) exports, and (iv) inter- 
mediate goods. 

The macro economic model consists of a 
number of national income and expendittire 
identities and this, in combination with input- 
output model, determines investment in the ter- 
minal year endogenously. Given a target rate of 
growth and base year GDP, saving and 
consumption decisions of public and private 
sectors and certain other exogenous variables, 
macro-economic model determines resources 
available for investment. A crucial link between 
the macro-economic model and the input-output 
model is provided by the value of total imports. 
Iterative process between macro-economic 
model and input-output model ends when the 
value of investable resources in the terminal year 
converge to the same value in successive runs. 

Investment model is then started. Investment 
model derives investment requirements at broad 
aggregate sector levels and converts investment 
by destination into that by origin. In case of a 

mismatch between available resources and 
required resources for investment, the latter is 
adjusted by moderating on the post-terminal rates 
of growth. At the end of a run of investment 
model, investment by type of assets (construction, 
machinery and equipment, and changes in stock) 
is obtained and this in turn is fed into the input- 
output model for a re-run. Iterative process for the 
core model concludes when investment level and 
its asset composition remains the same in 
successive iterations. 

Sub-models are constructed to go  into details 
of certain phenomena that are complementary to 
the core input-output model. Some of these sub- 
models are percussive to the main model, like 
demographic projections and assumptions of 
saving behaviour of different institutions in the 
economy. Certain other sub-mgdels are recursive 
like the employment. By its very specification, 
the core model excludes certain variables like 
land and water, aggregates certain commodity 
production activities like in petrolatum sectors; 
assumes somevariables as given exogenously, for 
example export vector. Sub-models are con- 
structed to pay attention which is technically 
necessary but which is not at present integrated 
in the main input-output model. 

The model system runs on the basis of a set of 
lagged endogenous variables, a set of relevant 
parameters and selected exogenoys variables 
including the policy variables. The basic set of 
parametersin thecore models are the input-output 
coefficient matrix and the capital output ratios. 
Besides, there are other parameters relating to 
different sub-models. They refer mainly to con- 
sumption propensities1 expenditure elasticities, 
all demography related parameters, functions 
relating to costs and use of natural resources, 
transport coefficients, etc. The basic parameters 
of the input-output (YO) table are based on 
1973-74 I10 table of 1 15 sectors prepared by the 
Central Statistical Organization (CSO) duly 
updated and revised. Import use coefficients are 
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es[imated by using information obtained from the machinery, machine tools, office computing and 
cso regarding destination and imports and accounting machinery and other nOn-electrical 
allocations in proportion to total input use,flows machinery. With such aggregated sectors, I10 
among identified destination sectors. Capital coefficients have little meaning and inter-sectoral 
Coefficient Matrix and ICORs (incremental consistency allows more of wheat compensated 
capital output ratios) are based on econometric by less of tea; or more of hydrogenated oil 
estirr~ation of the past dataon capital output ratios by less of processed tea: or more of' 
worked out by the Working Group constituted for tractors by fewer machine tools. 
the purpose. [Planning Commission, 1985, 
Chapter 1, p. 1.5, duly edited and abridged]. Moreover, thedata base ofthe Indian economy 

is probably adequate for estimating the Cross 
This is an imposing ~nathematical structure ~~~~~~i~ product but cluite unsatisfactory for 

and its purpose is to ensure inter-sectoral con- estimating coefficients, capital  coef'ficient or 
sistcncy between production targets set by the incremental capital,outpu, ratios, ~ ~ ~ ~ h ~ ~ .  many 
plan. Without wanting to derogate the pursuit of of the mathematical models pure 
the mathematical model builders to represent the guesswork or politic.,l prOnounccnlents called 
economy as a mathematical system consisting of policy variables. Finally, with n o  more than 

large number of inter-related equations, we indicative planning for the private sector. onc 
should note the following: (i) Inevitably, it is a 

must ask what is thc meaning of inter-sectoral 
highly aggregated model. The 110 table for 
1973-74 originally prepared by the CSO con- 

co'nsistency which the plan model is supposed to 

ceived the economy as having 115 sectors, that ensure. 

is, 1 15 groups of commoditiesand services. Later, Sllch hegenzony of the Bllilders Llrld 
this was aggregated into 60sectors. TheCSO Sophisticated Staristiciatls is *lot corlfi,led to the 
has updated this table and published a 60-sector Plclrlrlitlg ~ ~ ~ ~ z n ~ i s ~ i ~ n ~ .  l t  appear:\. pvell ill r/?p 
1'0 table for 1978-79 and also for 1983-84. Reports of the Firrnr~ce Coninzi,ssior~.s. This is ( 1 1 ~ ~  

Presumably, for purposes of the Seventh Plan, the to sorlze of the acaden~ic rnenrbers arid c,or~.sril- 
Planning Commission has used the last men- tants, who tlzrolrgh their stntisticcll sopllist,c,rr- 
tioned table but has further aggregated it intoonly tioii, b~itnboozle the nzen1bers cf the Fincirrce 
50  groups. For instance, one of the 50 sectors Comnlissions into accepting their forr7l~ilri to 
consists of sugarcane (including gur), groundnut, determine the shares of the states it1 the divisible 
rubber, coconut, tobacco, and crops other than pool. For instance, u s  nleritionec/ in the previolls 
paddy (including rice milling), wheat (including chapter, in determirzing the stares' shares it1 the 
flour milling), jawar, bajra, maize, gram, pulses divisible pool ofthe excisr, the Severrtli Firlance 
(milled and jute, tea, and cof- Conlmission h~ld used, C I S  one of thefi)r~rJ(ictors, 

fee. *nother sector consists of oils (hy- the percentrrge of the poor it1 encl~ state r~retrslirrtl 

drogenated or otherwise), tea and coffee by a n~ethod which Pro/: Kcij Krishna hcid evol~wcl 
processing, miscellaneous food products, for the Comnlission. There ~~cl.s czrr e1er1ter1rcir-j 

beverages, and tobacco products. One more sec- error in this method The  tho^ 1)irector. 01 
Ecorlomics and Statistics cf the Covernnlent uf 

lor consists of heavy (organic and Mahnrashtrri hrorrght !hi$ to niy notice orld a y -  
inorganic). paints, varnishes, and lacquefi, drugs pesteel Lor I rhould bv,.itu srlUecr, rile 
and medicines$ cosmetics$ glycerine$ and follorvilrg is the text ptrper plr/~(ishl.tl i,l t/le 
other chemicals (excluding synthetic fibres and ~~~~~~i~ ancl ~~l~~~~~~ Week( (Fehrl,a,~, ,  
resins). Yet another sector consists of tractors and 1979). ~ ~ ~ d l ~ ~ ~  to ,lo   is re spec, is  ; l l t e r l ~ e r ~  
other agricultural implements, industrial to the /ate Pro$ ~ ~ j l j ' ~ r i . s h ~ ~ ~ ~ ,  bvho ( 1  c,lnsc~ 



,jrie~rcl oj'nlirle atld,for whoni I had gre-ent respect 
~lrltl~ijfcctiotr. E-ort~itrntely, Ize rvcrs still (dive rvl.rm 
the p~iper  LL'C~S pc~blisl~ed. 

BEI.OW THE POVERTY LINE 

In order t o  determine the shares of the states 
in the divisible pool of excise, the Seventh 
Finance Commission (1978) decided to give 
equal weight to (a)  population, (b) inverse of the 
percaplta State Domestic Product, (c) percentage 
01' the poor. and (d)  a formula of revenue 
eclualisation. Direct cognizance of the poor is a 
particular innovation of the present Finance 
Commission. Reportedly, the Planning Com- 
mission also intends to incorporate it in its for- 
mula l'or distribution of block plan, assistance to 
states. Thus the estimates of the number of poor 
which have received s o  much academic attention 
since 1970, have suddenly become alive and 
operational. It is impor~ant therefore to examine 
a little carefully how the Finance Commission 
estimated the number of poor in dil'fcrent states. 
In this matter, the Finance Commission was 
advised by one of its members, Raj Krishna, who 
is also a member of the Planning Commission. 
The method evolved by him is given in Appendix 
IV. 9 o f  the Debate of the Seventh Finallee 
Cor~~t~ri.s.siot~'s Report (Pp. 209-22 l ). 

Partly bccause of differences in consumer 
behav~our and partly because of differences in the 
prices of essential consumer goods and services 
in different states, the poverty line, however 
defined, differs in different states. Hence, the 
starting point of the exercise is the determination 
01' the state-specific poverty lines. Raj Krishna 
chooses to determine them for the year 1960-61 
and then bring then1 up for 1970-7 1. Here, we 
shall primarily concern ourselves with the pro- 
cedures by which Raj Krishna determines the 
state-specific poverty lines for 1960-61. Raj 
KI-ishna does this in two steps: (a) choosing an 
all-India poverty line; and (b) converting the 
all-India poverty line into state-specific poverty 
lines for different states. For (a) Raj Krishna 

adopts the Dandekar-Rath all-lndia norm of Rs 
15 per capita per month for the rural areas and Rs 
22.5 per capita per month for the urban areas at 
1960-6 1 prices. We might note that Dandekar- 
Ratharrived at their national normson an analysis 
of the consumer expenditure data from the 16th 
Round of the National Sample Survey (July 1960- 
August 1961 )showingthat it was at the percapita 
monthly consumer expenditure of about Rs 15 in 
rural areas and Rs 22.5 in urban areas that 
households, on an average, seemed to have a diet 
adequate in calories, namely, 2.250 calories per 
capita per day. On thc basis of similar data from 
the 17th Round of the National Sample Survey 
(Scptembcr 1961-July 1962) they had also indi- 
cated that corresponding levels of per capita 
monthly consumer expenditure were different in 
different states (Dandekar-Rath. Poverzyin I t~~ i ia .  
Tables 1.5 and 1.6). A little additional work on 
thcse results of Dandekar-Rath could have given 
Riij Krishna the state-specific rural and urban 
poverty lines For 1960-6 1 which he was seeking. 
He could have also applied similar methods to 
consumer expenditure data from the later rounds 
of the National Survey such as the 25th Round 
(1970-71), the 26th Round (1971-72). the 27th 
Round (1972-73). or the 28th Round (1973-74) 
and obtained directly the state-specific rural and 
urban poverty lines for these later ycars. But, for 
reasons which are not clear, Raj Krishnachose to 
adopt more round-about methods. He employed 
two different procedures, one Sol- the rural areas 
and the other for the urban areas. We  shall first 
examine his procedure for determining the 
state-specific rural poverty lines for the year 
1 960-6 1. 

In order to convert the all-India rural nor111 of 
Rs 15 per capita per month at 1960-6 I prices. Raj 
Krishna utilises the state index of rural consumer 
prices in 1960-61 prepared by Bardhan [Bardhan, 
1974, Pp. 264-801 on the basis of' a study by 
Chatterjee Bhattacharya [Chatterjee-Bhatta- 
charya, Sarzkhya, 1974, Series C, Vol. 36, Pp. 
275-279 and Pp. 337-3671. The latter is a study 
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in  inter-state variation in consumer prices. It is 
based on the 1 8th Round of the National Sample 
Survey (February 1963-January 1964) rural 
household consumer expenditure data. 
Chatterjee-Bhattacharya utilise these data both 
for ( i )  estimating the average prices of 56 con- 
sumption items in different states, and (ii) for 
obtaining the corresponding weighting diagrams, 
that is, the commodity composition of the con- 
su~ner  expenditure in different states, and then 
proceed to construct, for each state, a consumer 
price Fisher index with all-India prices taken as 
base = 100. A special feature of the Chatterjee- 
t3hattacharyustudy is that they construct the index 
numbcrs for inter-state comparison of consumer 
prices not only for the entire rural population bur 
for its quintiles, that is 20 per cent sections, when 
arranged in an ascending order of per capita 
consumer expenditure; thus the first quintile 
comprises the bottom 20per cent rural population 
in each state. Bardhan in his 'Study on Incidence 
of  Poverty in Rural India' [Bardhan, 19741 uses 
the Chatterjce-Bhattacharya indices for the two 
bottom quintiles that is the bottom 40 per cent of 
the rural population in each state. He  averages the 
two index numbers for the two bottom quintiles 
as constructed by Chatterjee-Bhattacharya on the 
basis of the 18th Round of the NSS (February 
1963-January 1964) and regards them as valid for 
1960-6 1. Then taking 'Rs 15 at all-India rural 
prices and multiplying by the corresponding 
index for each state' Bardhan gets 'the cost ineach 
state of the consumption basket represented by Rs 
15 at 1960-6 1 all-India prices'. Bardhan raises 
them by the consumer price index numbers for 
agricultural labour (July 1960-June 196 1 as base) 
for different states issued by the Labour Bureau. 

Raj Krishna follows Bardhan. He borrows 
From Bardhan's study the 'costs of consumption 
basket represented by Rs 15 at all-India rural 
consumer prices in different states in 1960-6 I ', 
adopts them as the state-specific rural poverty 
lines at 1960-6 1 prices, and raises them by the 
consumer price index numbers of agricultural 

labour for different states in 1970-7 1 to obtain the 
state- specific poverty lines at 1970-7 1 prices. The 
Chatterjee-Bhattacharya study is a careful piece 
of work and the authors are aware of the limita- 
tions of the index for inter-state comparison of 
consumer prices. For instance, they observe: 
'Inter-regional comparisons such as those carried 
out here are of obvious interest, but there are 
well-known methodological problems which can 
hardly be overcome with satisfaction [Beckcr- 
man, 19661. Thus, no attempt has been made in 
the present study to allow for variation in 
consumer preferences arising due to climatic and 
other environmental factors' [Chattarjee and 
Bhattacharya, 1974, para 1.4, p. 3381. Further: 
'The first point to note .... is the appreciable 
divergence between Laspeyres and Paasche 
indices in a large number of cases .... the cliver- 
gence tends to be wide when the budget pattern 
of the state considered is very different from the 
over-all pattern in rural India and fairly small 
when the state budget pattern is not so different 
from the pattern observed in rural India. Glaring 
instances of this effect are visible .... This is. of 
course, understandable. While we may quote the 
Fisher indices for measuring inter-regional price 
differentials, the measurement is far from precise 
when the two regions have markedly different 
household budget patterns' [Chattai-jee and 
Bhattacharya, 1974, para 3.2 p.  3433. 

This indeed is the essence of the index number 
problem, namely, the inherent difficulties of 
making a comparison between price differentials. 
whether temporal or spatial. when the consumer 
budget patterns are different. When index num- 
bers are used for comparison over timc, as is more 
commonly thecase, the base period is periodically 
brought forward so  that the difference between 
the consumption hudgct patterns in the hase ycar 
and the 'current' year are not too large. This is not 
possible when the indcx numbers arc uscd for 
inter-regional comparisons. It is neither possible 
to reduce the differences in the budget patterns o f  
two regions, when they exist, nor is i t  possible t o  
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allow for them in the index number. It is best to Chatterjee-Bhattacharya also make a refer- 
recognise, as Chatterjee-Bhattacharyado, that the ence to an earlier study by Rath ( 1  973. Pp. 
inter-regional comparison by index number is not 337-352) which employed broadly similar data 
satisfactory when there are large differences in  and similar method as their own. They make the 
the consumption budget patterns of two regions. following comments: 'Rath employed NSS 17th 

Round (September 1961-August 1962) budget 
Bardhan does not show equal awareness of results including estimates of average price and 

these problems. Indeed, he seems to believe that per capita consumption (quantity) of 44 items for 
'taking Rs l 5  at rural prices and the rural areas of different states [Rath, 1973, 
liplying b~thecOrres~ondingindexforeachstate' Arfhovijnana, Pp. 337-3521. Laspeyres and 
derived from Chatterjee-Bhattacharya study, he Paasche indices were computed for comparing 
gets 'the cost in each state of the consumption 

the price levels for the general population in every 
basket represented by Rs 15 at 1960-61 all-India 
rural prices'. Strictly speaking, the phrase 'the pair of states. The indices with different states as 

cost in  each state of the consumption basket base were then averaged to get an overall picture. .. 

represenled by Rs 15 at 1960-61 all-India rural There are striking differences between these 

is not because g~~ 15 at results of Rath and those obtained in the present 

1960-61 all-~ndia rural prices can any study, although the two studies utilised data from 

number of consumption baskets many of them two consecutive rounds of the NSS' [Chatterjee 

widely different in their commodity composi- and Bhattacharya, 1974, para 6.3, p. 3661. 

tion'. Presumably, what Bardhan means is 'con- 
sumption basket with a commodity composition It seems that, in the judgment of Chatterjee- 
as it obtained on an average in the 40 per cent Bhattacharya, the following circumstancc was 
hottorn all-India rural population in 1963 (Feb responsible for the differences in the results of 
1963-Jan 1964) and valued at Rs 15 at 1960-61 Rath and their own results. They say: 'A crucial 
all-Ind~a rural prices'. Thus interpreted, Bardhan step taken by Rath was the treatment of each o f  
is not quite right in his belief that what he has is the following groups of commodities as 
thecost in each state of such a fixed consumption items: (i) cereals and products, (ii pulses and 
basket a t  1960-6 1 rural prices. This would be true products, (iii) oils and vanaspati ,  ( i v )  
il' he were using Laspcyres index number. With meat, and egg, and (v )  tea and cot.kc. (The 
Fisher index, the consumption basket is not fixetl. number of items representing these groups in our 
It is some kind of an average of the consumption calculations are, respectivcly. 8.5,5.5, and 3). 
basket as it obtained at the all-India average and Rath took this step primarily because some of the 
in the respective state. The basket of comparison 

constituent items did not feature at all in the 
is thus not the same for all the states. Of course, 
i t  should not be the same. In determining poverty family budget of a number of states, so that all the 

lines in difl'erent states, it is necessary to make 44 prices were not availablc for every stale. To 

due allowance for the differences in the con- our mind, this problem is not as serious us made 

sumption baskcts in the different states. ~h~ out by Rath; and our method of substitution was 
Fisher index and for that matter any index, cannot not "plied too frequently to overcome this 
do this. In short. by to this roundabout problem. On the whole, Rath seems to have 

lnethod of determining the state- specific poverty exaggerated the relative price levels in the rice- 
lines, while one may display a great deal of and wheat-consuming states and understated the 
slatistical sophistication, onedoes not know what relative levels of average PCE (per capita con- 
one is in fact doing. sumer expenditure) in real terms in thcse states. 
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His picturc of regional variation in the 'poverty 
linc' also seems to be exaggerated' [Chatterjee 
and Bhattacharya, 19743. 

It is not the intcntion herc to go into a detailed 
enquiry into the differences between the results 
of Rath and Chatterjee-Bhattacharya. The 
important point to note is that competent analysts, 
such as Chatterjee-Bhattacharya and Rath, 
working on comparable sets o f  data and with 
niethods basically not dissimilar and, in any case, 
methods which pri~na facie appear reasonable and 
which can he justified on one or the other ana- 
lytical ground, come out with results with strik- 
ingly large differences. Evidently. the method is 

Tosum up, in spite of the impressive statistical 
sophistication borrowed from Burdhan, the 
state-specific rural povel-ry lines derived hy Raj 
Krishna are devoid of any clear meaning and 
moreover are susceptible to minor changes in the 
method so that one could produce quite dil'krent 
results by adopting methods which are only 
slightly diffcrcnt and are equally j~~stif iable.  One 
wonders why he adoptcd this procedure when. 
following Dandekar-Rath. he could have derived 
the state-specific povcrty lines for 1970-71 01- 

even for a later year such as 1972-73 or 1973-74 
directly from the corresponding data from the 
National Sample Survey. 

- 

susceptible to minor changes i n  the choice of' 
But all this is excusable, or even pel-missible, 

commodities, their groupings or substitutions. 
when we compare it with the procedurc Iiaj 

Wc might make one final comment. Having Krishna resorts to for detcrrnining the stake- 
state-specific poverty lines at specific urban poverty lines. Chatterjee- 

]960-(jl in  order to bring up to Bhattacharya did not extcnd their study of 
1970-71 ~~j ~ ~ i ~ h ~ ~ ,  following interstate price differentials to urban consumer 

raises them by the consumer price index of pricesand hence Bardhan did not extend his study 

agricultural labour issued by the Labour Bureau. of the Incidence of Poverty to urban India. Con- 
We might note that, thoughthis indexhas 1960-61 seclucntly, when it came to determining rhc 
as base, its weightingdiagram is derivcd from the state-spccific urban poverty lines. Raj Krislina 
family budget data of the Second Agricultural had to rely on his own resources which, ;IS khc 
Labour Enquiry (August 1956 - August 1957). results show, proved inadccluatc. 

St ate Consunler Price Index for State-IZelative Urban Price State-Sprcilic 
Working Classes Index with All India P o ~ e r t y  Line 
( 1960-6 1 = 100) Average = 100 1')60-h I Urhan 

Average for 1961 -63 
i l )  (2) ( Z )  ( 4 )  

Madhya Pradesh I 10.45 103.72 23.2'1 
M:lharashtm 103.62 36.84 2 I 70  
All-lndra 107.00 100.00 22.50 

Raj Krishna notes: 'For converting the urban runs its follows: Thc Consurner Price Index Sor 
all-India norm, no state-relative pricc indcx is working classes shows that while the avcrasc 
available'. Hence, hcproccedstoutilise 'the thrcc all-India urban pricc lcvcl in 1961 -63 was 107.00 
year ( 1  96 1-63) average of the working class per cent of 1960, the same in Maharashtra was 
consumer price index'. The data given i n  Table 103.62 per cent and in Madhya Pradcsh 110.45 
A illustrate the procedure. The implicit argument per cent (col. 2). Hcnce. in 196 1-63, thc urban 



VOI.. I I NO. 3 UNIT1112 Y ELEMENT7 IN A FEDERAI. C O N S T l ' ~ U l ' I 0 N  40 1 

consumer prices in Maharashtra were 3.16 per and reportedly may enter the plan allocation to 
cent below the all-India prices and in Madhya states being made by the Planning Commission 
Pradesh they were 3.22 per cent above the all- involving crores of rupees. We hope Raj Krishna 
India prices (col. 3). NOW, Bardhan had treated will take immediate steps to rectify the error. 
results based on the 18th Round of the National 
Sample Survey (Feb. 1963 - Jan. 1964) valid for 
1960-6 1 .  Hence, the above results may certainly 
be regarded valid for the period 1961-63. It 
follows that, following Dandekar-Rath, if we 
place the all-India urban poverty line at  Rs 22.5 
in 1960-61 urban prices, the cost of the same 
consumer basket and hence the urban poverty line 
would be Rs 21.79 (3.16 per cent below the 
all-Indianorm) in Maharashtra andRs23.22 (3.22 
per cent above the all-India norm) in Madhya 
Pradesh (col. 4) .  

Clcarly, the secondstep in theabove argument. 
leading from column (2) to column (3) is a bad 
slip. What we have in column (2) is a comparison 
over time of urban consumer prices in each state 
and all-India average of 1961 -63 compared with 
averagcof 1960-6 1 in each state and all-India. Raj 
Krishna slips into believing that it also gives an 
inter-state comparison of urban consumer prices 
in 196 1-63. In the next half-step, when he regards 
this inter-state comparison also valid for 1960-6 1. 
a moment's reflection would have suggested to 
him another equally valid procedure leading to 
quite another yet equally valid result; he could as 
well have made such an inter-state comparison of 
urban consulncr prices in 1960-6 I directly on the 
basis o f  the consumer price index in that year and 
conic to the conclusion that the urban consumer 
prices in 1960-61 were the same i n  all the states. 
How? Because the consumer price index in that 
year was the same = 100 in all the statis! Raj 
Krishna docs not see that, this indeed is the 
implication of h i s  second step. 

There is a larger question involved: how much 
academic sophistication to permit in operative 
decisions of government. On closer examination. 
it is found that most often neither the underlying 
concept such as poverty nor the data such as 
coming from the National Sample Survey can 
bear much of the academic sophistication in 
which academicians often indulge. Nevertheless. 
such sophistication is legitimate in academic 
exercises which in their nature are exploratory. 
But it is clearly dangerous when academicians 
enter the field of operative decision-making 
without realising the exploratory and speculative 
character oFmuch of their past academic work on 
which their present reputation often rests. With 
increasing computer facility, the danger today is 
real. In the particular case, we should be grateful 
that the exercise was simple and the error could 
be easily seen. But suppose Raj Krishna had 
erected a simulation model of the Indian econ- 
omy, which he is undoubtedly capable of, with v 

variables, p parameters, s sectors, I linear and ni 
non-linear constraints, interfaced with an inde- 
pendent technological-choice model subject to 
certain environmental optima, dynamiscd to 
oscillate stochastically between a finite and an 
infinite horizon and, with inputs from the 
National Sample Survey and other relevant 
sources, had fed it into the computer that now rests 
in the Planning Commission, we wot~ld have bcen 
all awed by its output and surrendered to its 
decisions on distribution of the divisible pool of 

I T  it mcrcly one of ~~j ~ ~ i ~ h ~ ~ l ~  aca- the excise and the block plan assistancc to thc 
dcn1ic i n  tl,e error had we states. Ifacadcmicians are not to lose so~ncoftheir 

Would lcavc  [hc nlatter (here. Unfortunately, the reputation in t h ~  FinanceComn~ission andthcrcs~ 
matter is a little more serious. The error has in the Planning Commission, they must wake up 
entcrcd the Report of the Finance Commission to this danger. 
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Another inst~ltlce i s  available in tlze report of 
the Ninth Finance Conznzissiori. In the Presi- 
detztial orcler appointing the Ninth Fitaance 
Comnzission, the Conimission was specifically 
directed that, in making its reconznzendations, 
'the Conlmission shall adopt a normative 
approach in assessing the receipts and expendi- 
ture on the revenue account of the States and the 
Centre and, in doing so, keep in view the special 
problen~s of each state, if any, and special 
re~luirements of the Centre for defence, security, 
debt servicing and other conzmitted expenditure 
or liabilities' [Ninth Finarrce Commission, First 
Report, 1988, para 4(i) : I I. 

The Nornlative Approach 

The justification or need of a normative 
approach to assess the revenue receipts and 
expenditure of states is succinctly described by 
Justice A.S. Qureshi, who was a member of the 
Commission, in his Note of Dissent and General 
Observations: 

At the outset, I must make it'clear that the 
Presidential Order requiring this Commission 
to adopt a normative approach in assessing the 
receipts and expenditure on the revenue 
account of'the states and the Centre is a step 
in the right direction. It is indeed the need of 
the hour. The Centre, as well as the states, have 
been indulging in uncontrolled profligacy and 
are living beyond their respective means for 
quite sometime. Their performance on the 
revenue and the expenditure fronts is dismal. 
Neither the Centre nor the states practise any 
kind of financial discipline. In these circum- 
stances, it is necessary that their performance 
should be judged on the basis of what it 
reasonably ought to be and not on the basis of 
what it actually is. In the prevailingconditions, 
pertaining to public finance, it is an imperative 
need to adopt the normative approach for both 
the Centre and the states. Anyone who has 
conceived this notion of normative approach 
has done a great service to the country in the 
prevailing financial chaos. ... Neither the 

Centre nor the states wanted the normative 
approach to be applied by the Finance Com- 
mission all of a sudden. They wanted this 
Commission to apply the normative approach 
gradually giving them chance to adapt them- 
selves to the normative standards. In the cir- 
cumstances, and on practical grounds. this 
Commission felt that the request was 
reasonable. We, therefore, decided to apply the 
normative approach gradually to enable the 
Centre and the states to trim their fiscal sails 
according to the needs of normative standards. 
In our First Report, we had applied normative 
standards to the states somewhat rigorously. 
Consequently, some states, especially the 
special category states suffered heavily. We 
have reversed our policy on this point and now 
have watered down normative standards con- 
siderably in our Second Report. Although the 
normative approach is in itself a very 
beneficial thing, there is a practical difficulty 
in its application. Normative standards can be 
appliedtostateseasily andeffectively, but they 
cannot be applied to the Centre with the same 
rigour. It is difficult to set normative standard 
to certain items, such as, defence expenditure, 
debts, etc. It would, therefore, always be the 
grouse of the states that the normative 
approach is applied only to the states and not 
to the Centre. Such an objection is justified in 
the prevailing situation. However. ways and 
means have to be devised to lay down nor- 
mative standards for the Centre also (Ninth 
Finance Conznzissio?i Second Report, 1 989, 
para 6.1, p. 54). 

Norniative Assesstlzent of the Revenue Receipts 

Normative assessment of the revenue receipts 
involves the estimation of revenue capacity, 
which in turn requires the estimation of taxable 
and non-tax revenuecapacities. While the non-tax 
revenue capacity was assessed normatively even 
in the past, tax revenues were generally assessed 
by the previous Commissions on the basis of 
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historical trends or  some assumed growth rates A major problem with this approach is that 
over the base year. In this process, the levels of variation in tax revenue on account of tax effort 
relative under-taxation and over-taxation by the factors cannot be separated from the variance due 
different states was not taken into account. to randorn errors. To overcomc this problem, the 

cross- section observations were pooled with time 

~h~~~ are two main approaches to series ti-om 1980-8 1 to 1984-85, and endogeni/.ed 

[he taxable capacities of the states, ~h~ the effort factors by specifying dummy variables 

'Representative Tax System' (RTS) approach for each of the states. In order to standardisc the 

estimates the taxable capacity by applying a dummy variables specified for the states, their 
coefficients were restricted to sum up to unity. 'standard tax system' to the tax bases in the 
The shifts in the tax function over time were 

different states. The standard (or representative) 
quantified by specifying time dummy variables. 

tax systcm is built up by working out the average 
effective tax rates which are ratios of the  sums of 
the actual revenue from the different taxes levied 
by the states to the sums of their respective 
estimated bases. By aggregating the capacities in 
respect of' individual taxes levied by a state, the 
total taxable capacity of that state is derived. 
However, estimating taxable capacities on the 
basis ofRTS rcquires compilation of voluminous 
data on tax bases and their proxies. Hence, the 
Commission entrusted this study to the National 
Institute o f  Public Finance and Policy (NIPFP). 
But. because of the complexity in the tax systems 
prevailing in different states and the non- 
availability of data on tax bases at the required 
level of disaggregation, the NIPFP was obliged 
to give up the exercise in RTS. 

An alternative method of estimating taxable 
capacity is thc rcgression approach (RA). Given 
that differences in tax revenues among the states 
arc attributable to differences in factors affecting 
taxable capacity on the one hand, and differences 
in tax effort on the other, taxable capacity is 
estimated by regressing per capita tax revcnucs 
or tax/SDP ratios of different States on taxabie 
capacity variables. By substituting the actual 
values of' the capacity variab1.e~ in the equation, 
the estimate of taxable capacity is obtained. The 
Conimission estimated taxable capacity for 14 
rnajol- states by using the regression approach 
with some modifications. 

The states, being at different levels of devel- 
opment. are not all struc~urally homogeneous. 
Hence. the 14 major states were grouped into 
three categories, namely. high income. middle 
income, and low income, on the basis of their 
average per capita SDP during the three years 
1982-83 to 1984-85. After experimenting with a 
number of laxable capacity variables, the fol- 
lowing variables were finally included in the 
regression equations: the per capita SDP. thc 
proportion of non-primary sectoral SDP to total 
SDP and the Lorenz Ratios of consumel- cxpcn- 
diture distribution, con~putcd on the basis of NSS 
consumer expenditure data lor the 32nd Round 
(1977-78) and 38th Round (1983-84), interpo- 
lated for the relevant years in the equations. Of 
the various specifications, the log-linear form 
provided the best fit for all the thrcc categories of 
the states. Also, the regression coefl'icients had 
the expected signs, and there was no significant 
serial correlation. Thercforc, the normative pro- 
jections of tax revenues were based on these 
equations. 

By substituting the actual values of thc 
explanatory variables for thc year 1984-85 and 
the average values of the states' dummies (Ifn),  
where n is the total number of states in the group, 
an estimate of taxable capacity was derived for 
the year 1984-85. Taking this as the base, pro- 
jections were made l i ~ r  1989-90. For this purpose. 
the growth rate O F  tax revenues for each ol the 



states clcrivcd by multiplying the income these form a substantial proportion o f  the total 
elasticity tax revenues for the relc- expenditure; (ii) items of revenue cxpcnditurc 

vant group of states with thc rate of growth of which depend primarily upon the cxisting stock. 
SDP i n  the slate concerned. Elasticities estimated physical and financial; (iii) items of expenditurc 
for the period from 1974-75 to 1984-85 were 1.10 which cannot be assessed on the basis of statis- 
for high income and middle income states and tical analysis orengineering norms but have 10 be 
0.92 for the low income states. For the period reckoned on actual basis or broad judgment. 
1 L )c )o -~  j, state tax revenues were normatively Hence, normative expenditure can be determined 
projected to grow at 1 1.5 percent keeping in view on the basis of cost functions only for the first 
the targeted SDP growth rate of 6 per cent and category. This is what was done. 
;\llowing for a price rise of 5 per cent per annum. 
Thc rate of increase in the yield of different taxes There is a short section, titled Concepfitnl 
was derived fronl the above projection of Issues, explaining the basis of the cost functions. 
aggregate tax revenues, using as a basc their It uses some mathematical notation which we 
rcspcctivc growth rates in the past which werepro shall try to deliver in simple prose. Total cxpcn- 
rura adjusted. diture on given services in a state, is the number 

of units of services provided, multiplied by the 
unit cost oi'the services. The unit cost depends on 

Non~lutive As.s~,s.st?retit of the Kevcrlue Expetldi- many factors which may be classified into two 
f ir  re categories: ( i )  those within the control and ( i i )  

those beyond the control of the statc government. 
The principles ofesti~natingnon-plan and plan Then, the normative expenditure on general ser- 

expenditure have to be diffcrent. The normative vices in a state is defined as all states' average 
assessment was confined to non-plan expenditure standard of the service nzr~lri/~lic~d by (all states' 
only. Thc non-plan expenditure again has to be average cost within the control of the states p1rl.s 
distinguished into two categories, namely, unit cost beyond the control of the particular 
rlcvclopmental and non-developmental. Expen- state). On the other hand, the normative expen- 
cl~ture needs under administrative services are to diture on social and economic services In a statc 
hc asscsscd on  the basis of justifiable costs of is defined as the part~cularstate's standard ol'thc 
providing the average standards ofthcsc services. service ri~r~ltil>liecl by (all states' averagc cost 
Expenditure on social and economic services are within the control of the states pl~ts unit cost 
to he determined on the basis of the justifiable beyond the control of thc particular state). We 
costs of provision of the physical standards of suspect that there are some printing errors in thc 
services already attained in the states; probably notation used in the original text. However, we 
what is ~ncant is provision of the physical stan- hope that the above account is reasonably correct. 
ctards of services already attaincd in the respective 
StalCS; otherwise, it is difficult to sec the For fear that this {night bc all too clear to the 
cli.slinction being made between the two catego- Finance Comnlission, lhc I'ollowlng was 
rich o1'~erviccs. 'However, ... the mcnsurc~nent of cluantiiy 01. 

public services has to be through the reckoning 
For the pul-pose of  assessment, the non-plan of inputs requirccl fill. thctr provision. Similarly. 

revenue expenditures are further classified into the several cost faciors have to bc rcprcsentcd hy 
three categories: (i) regular and recurring items variousproxics' [ S e c ~ ~ ~ ~ l R ~ ~ ~ o i - t ,  I 989,Appcndix 
ot'revenuc expcnditure in which interdependence 5, para B.5.7. p. I 131; conscqucntly. thc norma- 
bctwccn capital and rcvcnuccxpenditure is weak; tive cxpenditure on social and econonlic 
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In different states depends upon a .stoclrn.stic 
relation involving vectors of proxies of units or 
quantities of services provided, unit costs within 
and beyond the control of the statc governments. 
For the uninitiated, we may add that, all that i t  
means is that all the proxies are liable to random 
errors. 

We have extracted the above in a summary 
form from thc First and Second Reports of the 
N~nth  Finance Conimission and we hope that our 
xurnmary IS sufficiently accurale. However, those 
with greater interest should refer to Appendix 5 
of the Second Report of the Colnmission. 

Evidently, a majority of the members of the 
Commission were not quite satisfied with the 
cstilnates arrived at by the normative approach 
and hence cstirnntes were got worked out through 
an alternative melhod and col-r~pared with the 
normative estimates. As there was divergence 
between the two estimates. 'moderation' was 
carried out in the normative estimates to bring 
thcln closer to the alternative estimates. But, one 
rnen1hc1-, Justice A.S. Qurcshi thought it neces- 
sary to I-egistcr his objections in a minute of 
dissent. As already mentioned, he showed 
appreciation o f  the nonnative approach and gave 
good reasons for the same. But, he had an 
ohicction ' to  the results arrivcd at by adopting the 
nonnative approach in assessing the receipts and 
cxpenditurcs on the revenue account of the states 
and the Centre' : 

6.3 I havc an objection to the results arrived at 
by adopting the normative approach in 
assessing the receip~s and expendikure on the 
revenue account of the states and the Ccntrc. 
I t  is on the ground that t h e y  have been worked 
out on the basis ofcconometric models rely ing 
or1 proxics, dummies, variables, ctc.. in the 
absence of accurate or reliable data. Moreover, 
certain considcra~ions havc been built in to 
arrive at the desired results. I am really 
rloubtful about the efficacy of such a 
mechanical approach towards normative 

assessment of receipts and cxpenditurcs of 
states in such a vast country with widely 
varying social and economic conditions and 
historical background. After all. life is not all 
law or logic. I t  is not susceptible to algebraic 
equations, econometric models, or any other 
theoretical formula. Life is full of contradic- 
tions. conflicts and compulsions. Hence. 
things have to be seen realistically and not 
theoretically. Though efforts have been made 
to impart some realism to the ecdnometric 
normative estimates by 'moderating' thcm 
considerably with reference to the figures 
arrived at by thealternative traditional method, 
this, in my view, is not a very happy statc of 
affairs. 

6.4 Relying on the nonnative approach. as a 
means of assessment of rcceipts and expcn- 
ditures of states, the Commission (lid not call 
upon the states to furnish their l'orecasts, as was 
done in the past, until nearly thc end of thc 
Commission's work. The forecasts when 
received were not in proper form. The dialogue 
thereon with some of thc state represcntutives 
at that late stage was a mere Sorrnality. ?'his 
was quite wrong i n  my opinion. A propel- 
Sorecast and detailed discussions with the s t ak  
rcprescntatlves could have provided a lot of 
information useful for the formulation 01' 
realistic estimates for thc sake of comparison 

with the normative asscssmcnt. 

6.5 The normative cstimatcs derived from the 
econometric modcls rcrnain more or less a 
mystery. How these have heen formulated. 
what factors havc gone into thcm, what 
weights have heen assigned to varioi~s f'actors. 
and what are the disabilities taken into account 
and provided for in the case of different states. 
are not known. On nly enquiry, I was told that 
there were too many details in\/olvcd In thc 
proccss and i t  was diSlicult to cxpiain or chcc k 
thcm. I was also told that only some kind of 
random salnple check could hc clone. As i t  was 
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now too late to check them, or work out the 
estimates through an alternativemethod, I had 
no choice but to accept the estimates as arrived 
at  through the so-called econometric models. 
However. I am doing so with considerable 
mental reservations. Even my other esteemed 
colleagues do not appear to have been satisfied 
with these estimates arrived at through the 
econometric models. That is why the estimates 
were got worked out through an alternative 
method and compared with the normative 
estimates. As there was divergence between 
the two estimates, 'moderation' was carried 
out in the estimates derived from the econo- 
metric models to bring them closer to the 
altertiativc estimates. 

6.6 Let me in the end repeat that I am all for 
normative approach in assessing the revenue 
receipts and expenditures of the Centre and the 
states. What I am really doubtful is about the 
reliability of the data used and the mechanical 
manner in which the normative assessment has 
been done. In such a vast country as ours, with 
widely varying social and economic condi- 
tions and historical background, no theoretical 
model would work. Hence, things have to be 
seen realistically. The 'moderation' done in 
the normative estimates to impart some real- 
ism is not a very satisfactory solution. I wish 
that more thorough study of the subject had 
been done and more broad-based and accurate 
datatinformation collected before this 
approach was put to practical application. It 
would have been immensely useful if the state 
governments and the subject specialists had 
been more actively involved in evolving nor- 
mative approach towards different items of 

receipts and expenditures. [Ninth Finance 
Commission, Second Report, 1989, Pp. 
54-55]. 

Evidently, there have been second thoughts. 
The Presidential order appointing the Tenth 
Finance Commission does not direct the Com- 
mission to adopt a normative approach in 
assessing the receipts and expenditure on the 
revenue account of the states and the Centre. 
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DOCUMENTATION 

The purpose of this section is to make available to the 
readers official documents such as reports of commit- 
tees, commissions, working groups, task forces, etc., 
appointed by various ministries, departments, and 
agencies of central and state governments which are not 
readily accessible either because they are old, or because 
of the usual problems of acquiring governmental pub- 
lications, or because they were printed but not published, 
or because they were not printed and remained in 
mimeographed form. It will be difficult and probably 
not worthwhile to publish the documents entirely. We 
shall publish only such parts of them as we think will 
interest our readers. The readers are requested to send 
their suggestions regarding official documents or parts 
thereof for inclusion in this section. 

In the present section we publish: 

I. Industrial Policy Resolutions of the Government of 
India, from 1956 to 1999. 
1 .  Industrial Policy Resolution, April 30, 1956. 
2. Statement on Industrial Policy, July 24, 1991 . 
3. Press Note No. 2 (1 997 Series) Expansion of List 

of Industries for Automatic Approval for Foreign 
Equity. 

4. Annexures I, 11, 111 from the Industrial Policy 
Manual, Eighth Edition, Ministry of Industry, 
Government of India, May, 1999. 

11. Report of the Study Group on Corporate Taxation, 
Government of India, Planning Commission, 1984 
(Not published till now). 



INDUSTRIAL POLICY RESOLUTION 
New Delhi, 30 April, 1956 

The Govcrnmcnt of India set out in their 'JUSTICE. Social, economic and political; 
Resolution dated the 6th April, 1948, the policy LIBER'TY ofthought,expression, belief, t'a~th 

which they proposed to pursue in the industrial and worship; 

field. The Resolution emphasised the importance EQUALITY of status and of opportunity; and 

to the economy of securing a continuous increase to promote among them all: 

in production and its ecluitable distribution, and FRATERNITY assuring the dignity of the 

pointed out that the State must play progres- individual and the unity of the Nation', 

s i v e l y  role in the development of indus- In its Directive Principles of State Policy, it is 

tries. It laid down that besides arms and statedthat- 
tunmunition. atomic energy and railway 'The State shall strive to promote the welfare 

would be [hc monopoly of ,he of the people by securing and protecting as 
central ~;Ovcrnment, the state would be exclu- effectively as it may a social order in which 

sivcly rcspollsible for the of justice, social, economic and politic;~l. shall 

ill basic industries-exccpt where, inforni all the institutions ol the nation;il life'. 

in the national interest, thc State itself found it 
ncccssary to secure the co-operation of private 
enterprise. 'The rest of the industrial field was left 
open to private enterprise though it was made 
clei~r that the State would also progressively 
participate in this field. 

2. Eight years have passed since this declara- 
lion on industry policy. These eight years have 
witnessed many important changes and 
developments in India. The Constitution of India 
has been enacted, guaranteeing certain Funda- 
mental Rights and enunciating Directive Princi- 
ples of State Policy. Planning has proceeded on 
an organised basis, and the first Five Year Plan 
has recently been completed. Parliament has 
acceptcd the socialist pattcrn of society as the 
objective of social and economic policy. These 
important developments necessitate a fi-esh 
statement ol' industrial policy, Inore particularly 
as the sccond Five Year Plan will soon be placed 
before the country. This policy must be governed 
by the principles laid down in the Constitution, 
the objective of socialism, and the experience 
gained during these years. 

Further that - 
'The State shall, in pal-ticular. disect its policy 
towards securing - 

( a )  that the citizens, lncn and womcn equally. 
have the right to an adecluate means of 
livelihood; 

(b) that the ownership and control of thc 
inaterial resources ol' the community arc so 
distributed as best to subserve the common 
good; 

(c)  that the operation, of the economic system 
doesnot I-esultin theconcentration of wealth 
and means of production to the common 
detriment: 

(d) that there is equal pay for equal work for 
both men and women: 

(e) that the health and strength of workers. rncn 
and women, and the tender age of children 
are not abused and the citizens are not forced 
by economic necessity to enter vocations 
unsuited to their aye or strength; 

(f)  that childhood and youth are protected 
against exploitation and against moral and 
material ah~~ndonnlcnt' .  

4. These basic and general principlcs were 
3. The Constitution of India, in its preamble, given a Inore precise direclion when Parliament 

has dcclal-ed that it aims at securing for all its accepted in December, 1954, the socialist pattern 
citizens- of society as thcobjectivc ol'social and economic 



policy. Industrial Policy, as other policies, must 
thcl-elbre bc governctl by these principles and 
d~rections. 

5. In order to realise this objective, it is 
essential to accelerate the rate of economic 
growth and to speed up industrialisation and, in 
particular, to develop heavy industries and 
machine making industries, to expand the public 
sector, and to build up a large and growing 
cooperative sector. These provide the economic 
foundattons for increasing opportunities for 
gainful employment and improving living stan- 
dal-ds and working conditions for the mass of the 
people. Equally, it is urgent, to reduce disparities 
in income and wealth which exist today, to 
prevent private monopolies and the concentration 
ofcconomic power in different fields in the hands 
ufsmall numbers o f  individuals. Accordingly, the 
Slate will progressively assume a predominant 
and dircct responsibility for setting LIP new 
industrial undel-takings and for developing 
transport facilities. It will also undertake State 
Trading on an increasing scale. At the same tirnc, 
as an agency for planned national development, 
in the context of the country's expanding econ- 
omy, the private sector will have the opportunity 
to develop and expand. The principle of 
co-operation should be applied wherever possible 
and a steadily increasing propol-tion of the acti- 
vities of the private sector developed along co- 
opcratlvc lines. 

h. The adoption of the socialist pattern of 
society as the national objective, as well as the 
need for planned and rapid development, require 
that all industries of basic and strategic impor- 
tance, o r  in the nature of public utility services, 
should be in the public sector. Other industries 
which are essential and require investment on a 
scale which only the State, in present circum- 
stances, could provide, have also to be in the 
public sector-. The State has therefore to assume 
direct responsibility for the future development 
of industries over a wider area. Nevertheless, 

there are limiting factors which make it necessary 
at this stage for the State to define the field in 
which i t  will undertake sole responsibility for 
further development, and to make a selection of 
industries in thedevelopment of which it  will play 
a dominant role. After considering all aspects of 
the problem, in consultation with the Planning 
Commission, the Government o f  India have 
decided to classify industries into three catego- 
ries, having regard to the part which the Stale 
would play in each of them. These categories will 
inevitably overlap to some extent and too great a 
rigidity might defezlt the purpose in view. But the 
basic principles and objectives have always to be 
kept in view and the general directions hereafter 
referred to be followed. It  should also be 
relnembered that i t  is always open 10 the State to 
undertake any type of industrial production. 

7. In the first category will be industries the 
futuredevelopment of which will be thecxclusive 
responsibility o r  the State. The second category 
will consist ofindustries, which will be progres- 
sively State-owned and in which the Stale will 
therefore generally take the initiative in 
establishing new undertakings, but in which pri- 
vate enterprise will also be expected to supple- 
ment the effort of the State. The ~hird category 
will include all the remaining industries, and their 
future development will, in gcncral, be left to the 
initiative and enterprise of the private sector. 

8. Industries in the first category have been 
listed in Schedule A o f  this Resolution. All new 
units in these industries, save where their estab- 
lishment in the private sector has already been 
approved, will he set up only hy the State. This 
does not preclude the expansion of the existing 
privately owned units, or the possibtlity of the 
State securing the co-operation o f  private entet-- 
prise in the establishment of new units when the 
national interests so require. Railways and air 
transport, arms and ammunition and atomic 
energy will, however, be developed as Central 
Government monopolies. Whenever co- 
operation with private enterprise is necessary. the 
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State will ensure, either through majority 
participation in thecapital or otherwise, that it has 
the requisite powers to guide the policy and 
control the operations of the undertakings. 

9. Industries in the second category will be 
those listed in Schedule B. With a view to 
accelerating their future development, the State 
will increasingly establish new undertakings in 
these industries. At the same time private enter- 
prise will also have the opportunity to develop in 
this field, either on its own or with Statc 
participation. 

10. All the remaining industries will fall in the 
third category; and it is expected that their 
development will be undertaken ordinarily 
through the initiative and enterprise of the private 
sector, though it will be open to the State to slart 
any industry even i n  this category. It will be the 
policy of the State to facilitate and encourage the 
development of these industries in the private 
sector in accordance with the programmes for- 
mulated in successive Five Year Plans, by ensu- 
ing the development oftransport, power and other 
services, and by appropriate fiscal and other 
measures. The State will continue to foster 
institutions to provide financial aid to these 
industries, and special assistance will be given to 
enterprises organised on co-operative lines for 
industrial and agricultural purposes. In suitable 
cases, the State may also grant financial assistance 
to the private sector. Such assistance, especially 
when the amount involved is substantial, will 
preferably be in the Form of participation in equity 
capital. though it may also be i n  part in the form 
01- debenture capital. 

I I .  Industrial undertakings in the private sec- 
tor have necessarily to fit into the framework of 
the social and economic policy of the State and 
will be subject to control and regulation in terms 
of the Industries (Development and Regulation) 
Act and other relevant legislation. The Govern- 
ment of India, however, recognise that i t  would, 
in general, be desirable to allow such 
undertakings to develop with asmuch freedom as 
possible, consistent with the targets and objec- 
tives of the national plan. When there exist in the 

same industry both privately and publicly owned 
units, it would continue to be the policy of the 
State to give fair and non-discriminatory treat- 
ment to both of them. 

12. The division of industries into separate 
categories does not imply that they are being 
placed in water-tight compartments. Inevitably, 
there will not only be an area of overlapping bul 
also a great deal of dove-tailing between indus- 
tries in the private and the public sectors. It will 
be open to the State to start any industry not 
included in Schedule A and Schedule B when the 
needs of planning so  require or there are other 
important reasons for it. In appropriate cases, 
privately owned units may be permitted to pro- 
duce an item falling within Schedule A for 
meeting their own requirements 01- as 
by-products. There will be ordinarily no bar to 
small privately owned units undertaking pro- 
duction, such as the making of launches and other 
light- craft, generation of power for local needs 
and small scale mining. Further, heavy industries 
in the public sector may obtain somc of thcir  
requirements of lighter components from the 
private sector, while the private sector in turn 
would rely for many of its needs on the public 
sector. The same principle would apply with even 
greater force to the relationship between large 
scale and small scale industries. 

13. The Government of India would. in this 
context, stress the role of cottage and village and 
small scale industries in the developn~ent, of the 
national economy. In relation to some of the 
problems that need urgent solutions, they offer 
some distinct advantages. They provide imme- 
diate large scaleemployment; they offer a method 
of ensuring a more equitable distribution of the 
national income and they facilitate iln cfTcctivc 
mobilisation of resources of capital and skill 
which might otherwise remain unutiliscd. Some 
of the problems that unplanned urhanisatim tends 
to create will be avoided by the establishment of' 
small centresof industrial production all over the 
country. 



14. The Statc has been following a policy of 
supporting cottage and village and small scale 
industries by restricting the volume of production 
in the large scale sector, by differential taxation, 
or by direct subsidies. While such measures will 
continue to be taken, wllencvernccessary, the aim 
ot' the State policy will to ensure that the decen- 
tralised sector acquires sufficient vitality to be 
self-supporting and its development is integrated 
with that of large scale industry. The State will, 
therefore, concentrate on measures designed to 
improve the competitive strength of the small 
scale producer. For this i t  is essential that the 
tcchniclue of production should be constantly 
improved and modernised, the pace of transfor- 
mation being regulated s o  as to avoid, as far as 
possible. technological unemployment. Lack of 
tcchriical and financial assistance, of suitable 
workinp accon~modation and inadequacy of 
hcilities I'or repair and maintenance are among 
thc serious handicaps of small scale producers. A 
start has been made with the establishment of 
industrial estates and rural community workshops 
to makc good these deficiencies. The extension 
of' rural electrification and the availability of 
power at prices which the workers can afford will 
also be of considerable help. Many of the acli- 
vitics relating to small scale production will be 
greatly helped by the organisation of industrial 
co-operatives. Such co-operatives should be 
encouraged in every way and the State should give 
constant attention to the development of cottage 
and villagc and small scale industry. 

15. In order that industrialisation may benefit 
the economy of the country as a whole. i t  is 
important that disparities in lcvcls of develop- 
ment between different regions should be pro- 
grcss~vely reduced. The lack of industries in  
different parts of the country is very often 
t le~emincd by factors such as the availability of 
the necessary raw materials or other natural 
resources. A concentration of industries in certain 
areas has'illso been due to the ready availability 
ol' powcr, water supply and transport facilities 
which has been developed there. It is one of the 
aims of national planning LO ensure that these 
fr~cilities are steadily made available to areas 
which are at present lagging behind industrially 

or where there is greater need for providing 
opportunities for employment, provided thc 
location is otherwise suitable. Only by securinp 
a balanced and co-ordinated development of the 
industrial and the agricultural economy in each 
region, can the entire country attain higher stan- 
dards of living. 

16. This programme of industrial development 
will make large demands on the country's 
resources of technical and managerial personnel. 
To meet these rapidly growing needs for the 
expansion of the public sector and for thc devcl- 
opment of village and small scale industl-ies, 
proper managerial and technical cadres in the 
public services are being established. Steps are 
also being taken to meet shortages at supervisory 
levels, to organisc apprenticeship schcn~cs of' 
training on a large scalc both in public and in 
private enterprises, and to extend training I'ucili- 
tics i n  business managelnent i n  ~~niversities and 
other institutions. 

17. It is necessary that proper amcnitich uncl 
incentives should be provided for all thosc 
engaged i n  industry. The living and work~ng 
conditions of workers should bc improved and 
their standard of efficiency raised. 'The mainte- 
nance of industrial peace is one o! thc prime 
requisites of industrial progress. In a socialist 
denlocracy labour is a partner in thc common task 
of development and should participate in i t  with 
enthusiasm. Some laws governing industrial 
relations have been enacted and a broad colnlnon 
approach has developed with the growing rec- 
ognition of the obligations of both mana, ~ e m e n t  
and labour. There should be joint consul tation ancl 
workers and technicians should, wherever pos- 
sible be associated progl-essively in management. 
Enterprises in the public sector have to get an  
example in this respect. 

18. With the growing participation ofthc Statc 
in industry and trade, the manner in wh~ch  thcsc 
activities should be conducted ant1 ~nanugcd 
assumes considerable importance. Specdy dcci- 
sions and a willingness to assulnc I-esponsibility 
are essential if these cnierprlscs itre to succeed. 
For this, wherever possible, thcrc should be 
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decentralisation of authority and their manage- 
ment should be along business lines. It is to be 
expected that public enterprises will augment the 
revenues o f  the State and provide resources for 
further development in fresh fields. But such 
enterprises may sometimes incur losses. Public 
enrcrprises have to be judged by their total results 
and in their working they should have the largest 
possible measure of freedom. 

19. The Industrial Policy Resolution of 1948 
dealt with a number of other subjects which have 
since been covered by suitable legislation or by 
a~~tl~oritat ivc statements of policy. The division 
of' responsibility between the Central Govern- 
ment and thc State Governments in regard to 
industries has been set out in the Industries 
(Dcvclopmcnt and Regulation) Act. The Prime 
Minister, in his statement in Parliament on the 6th 
April 1949, has enunciated the policy of the State 
in regard to foreign capital. It is, therefore, not 
necessary to deal with these subjects in this 
resolution. 

20. The Government of' India trust that this 
restatement of their Industrial Policy will receive 
the support of all sections of the people and 
promote the rapid industrialisation of the country. 

SCHEDULE A 

1 .  Arms and ammunition and allied items of 
defence equipment. 

2. Atomic energy. 
3. Iron and Steel. 
4. Heavy castings and forgings of iron and 

steel. 
5. Heavy plant and machinery required for, 

iron and steel production, for mining, for 
machine tool manufacture and for such 
other basic industries as may be specified 
by the Central Government. 

6. Heavy electrical plant including large 
hydraulic and steam turbines. 

7. Coal and lignite. 
Mineral oils. 

9. Mining of iron ore, manganese ore, chrome 
ore, gypsum, sulphur, gold and diamond. 

10. Mining and processing of copper, lead, zinc, 
tin, molybdenum and wolfram. 

11. Minerals specified in the Schedule to the 
Atomic Energy (Control of Production and 
Use) Order, 1953. 

12. Aircraft 
13. Air transport. 
14. Railway transport. 
15. Shipbuilding. 
16. Telephones and telephone cablcs, telegraph 

and wireless apparatus (excluding radio 
receiving sets). 

17. Generation and distribution of electricity. 

SCHEDULE B 

1. All other minerals except 'minor minerals' 
as defined in Section 3 of the Minerals 
Concession Rules, 1949. 

2. Aluminium and other non-ferrous metals 
not included in Schedule 'A ' .  

3. Machine tools. 
4. Ferro alloys and tool steels. 
5. Basic and intermediate products required by 

chemical industries such as the manufacture 
of drugs, dyestuffs and plasticb. 

6. Antibiotics and other essential drugs. 
7. Fertilizers. 
8. Synthetic rubber. 
9. Carbonisation of coal. 

10. Chemical pulp. 
1 1. Road transport. 
12. 12. Sea transport. 



STATEMENT ON INDUSTRIAL POLICY, JULY 24,1991 

Pandit Jawaharlal Nehru laid the foundations 
of modem India. His vision and determination 
have left a lasting impression on every facet of 
national endeavour since Independence. It is due 
to his initlalive that India now has a strong and 
diversified industrial base and is a major indus- 
trial nation of the world. The goals and objectives 
set out for the nation by Pandit Nehru on the eve 
of Indepcndence, namely, the rapid agricultural 
and industrial development of our country, rapid 
cxpansivn of opportunities fbr gainful employ- 
nient, progressive reduction of social and eco- 
nomic disparities, removal of poverty and 
attainment of self-reliance remain as valid today 
as at thc t i n e  Pandit Nehru first set them out 
before [he nation. Any industrial policy must 
contribute to the rcalisation of thesc goals and 
okjcctives at an accelerated pace. The present 
statement o f  industrial policy is inspired by these 
very concerns. andrepresents arcnewed initiative 
towards consolidating the gains of national 
reconstruction at this crucial stage. 

2. In 1948. irnmcdiately after Indepcndence, 
Government introduced the Industrial Policy 
Rcsolution. This outlined the approach to indus- 
trial growth and dcvclopment. It eniphasiscd the 
importance LO the economy of securing a 
continuous increase in production and ensuring 
its equitabledistribution. Aftertheadoption ofthe 
Constitution and the socio-economic goals, the 
Industrial Policy was comprehensively revised 
and adopted in 1956. To meet new challenges, 
from time to time, it was modified through 
statements in 1973, 1977 and 1980. 

enough. Hence, the I956 Industrial Policy Kcs- 
olution gave primacy to the role of tho State to 
assume a predominant and direct responsibility 
for industrial devclopnient. 

4. The Industrial Policy Statement of 1973. 
inter aliu, identified high-priority industries 
where investment from large industrial houses 
and foreign companies would be permitted. 

5. The Industrial Policy Statement of 1977 laid 
emphasis on dccentralisation and on the role of 
small-scale, tiny and cottage industries. 

6. The Industrial Policy Statement of 1980 
focussed attention on the need for promoting 
competition in the domcstic market, technologi- 
cal upgradation and modernisation. The policy 
laid the foundation for an incrcasinply 
competitive export base and for encouraging 
foreign investment in high-technology areas.This 
found expression in thc Sixth Fivc Year Plan 
which borc the distinct stamp of Smt. Indira 
Gandhi. It was Smt. Indira Candhi who cmphn- 
sised the need for productivity to be the central 
concern in all economic and production act~vities. 

7. Thcsc policies created a cliniatc for rapid 
industrial growth in the country. Thus on the cvc 
of thc Seventh Five Year Plan, a broad-based 
infrastructure had been built up. Basic industries 
had been established. A high degree of self- 
reliance in a large numbcrof items raw materials, 
intermediates, finished goods had been achieved. 
New growth centres of industrial activity had 
emerged, as had a new generation of entrepre- 
neurs. A large number of engineers. technic~ans 
and skilled workers had also been trained. 

8. The Seventh Plan recognised the need to 
3. The Industrial Policy Resolution of 1948 consolidate on these strengtlls and to take initia- 

was followed by the Industrial Policy Resolution tives l,,dian industry to respond 
of 1956 which hadas its objective theacceleration cffectivcly to the elnerging challenges, A number 
of the rate of economic growth and the speeding of policy and procedural changes were introduced 
up of industrialisation as a means of achieving a in 1985 and 1986 under the leadership of  Shri 
socialist pattern of society. In 19.56, capital was Rajiv Gandhi aimed at increasing productivity. 
scarceand the baseofentrepreneurship not strong reducing costs and improving quality. The acccnt 
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was on opening the domestic market to increased 
competition and rc:idy ing our industry to stand on 
its own i n  the face of international competition. 
The public sector was freed from a number of 
constraints and given a litrgcr measure of auton- 
omy. The technological and managerial moder- 
nisation of industry was pursued as the key 
Instrument for incrcasing productivity and 
improving our competitiveness in the world. The 
net result o f  all these changes was that Indian 
~nclusrry grew by an impressive average annual 
growth ratc of 8.5 per cent in thc Seventh Plan 
pcriod. 

0. Government is plcdged to launching a 
re invigorated strugglc for social and economic 
,justice. to end povcrly and unemployment and to 
build a modern, democratic, socialist, prosperous 
and forward-looking India. Such a society can be 
built if India grows as part of the world economy 
and not in isolation. 

10. While Government will continue to follow 
the policy of self- reliancc, there would be greater 
emphasis placed on building up our ability to pay 
for i~nports through our own foreign exchange 
carnlngs. Government is also committed to 
development and utilization of indigenous capa- 
bilities in  technology and manufacturing as well 
as its upgradation to world standards. 

1 I. Government will continue to pursue a 
sound policy framework encompassing encour- 

12. Government will provide enhanced sup- 
port to the small-scale sector so that it flourishes 
in an environment of economic efficiency and 
continuous technological upgradation. 

13. Foreign investment and technology col- 
laboration will he welcomed to obtain higher 
technology, to increase exports and to expand the 
production base. 

14. Government will endeavour to abolish the 
monopoly of any sector or any individual enter- 
prise in any field of manufacture. except on 
strategic or military considerations and open all 
manufacturing activity to competition. 

15.The Government will ensure that the public 
sector plays its rightful role in thc evolving 
socio-economic scenario of the country. Gov- 
ernment will ensure that the public sector is run 
on business lines as envisaged in thc Industrial 
Policy Resolution of 1956 and would continue to 
innovate and lead in strategic areas of  national 
importance. In the 1950s and 1960s. the principal 
instrumcnt for controlling thc comnlandinp 
heights of the economy was investment in thc 
capital of key industries. Today, the State has 
other instruments of intervention, particularly 
fiscal and monetary instruments. The State also 
commands the bulk of the nation's savings. Banks 
and financial institutions are under State control. 
Where State intervention is necessary, these 
instruments will prove more effective and deci- 
sive. 

agelnent of entrepreneurship, development of 16. Government will fully protect the intercsts 
indigenous techno log^ through investment in of labour. enh,mce their welhre and tlirIll 
research and development, bringing in new in all  deal the i n e v , t a ~ , i i t y  ol 
technology, the regulatory system, technological change, Government believes [ha! 
dcvelopmcnt of the capital markets and increas- no small section of society can corner 
ing competitiveness for the benefit of the common of growth, leaving workers to bear its pains, 

man. The spread ofindu~trial i~ation 10 backward Labour will be made an equal partner in progress 
arcas of' the country will be actively promoted and prosperity. Workers9 participation in man- 
through appropriate incentives, institutions and agement will bepromoted. ~orke r scoo~erc? t ives  
infrastructure investments. will he encouraged to participate in packages 



designed to turn around sickcompanies. Intensive 
training, skill development and upgradation 
programmes will he launched. 

17. Govcrnment will continue to visu a 1'.  iae new 
horizons. The major objectives of the new 
industrial policy package will be to build on the 
gains already made, correct the distortions or 
weaknesses that may have crept in, maintain a 
sustained growth in productivity and gainful 
cmploymcnt and attain international competi- 
tiveness. The pursuit of these objectives will be 
tempel-ed by the need to preserve the environ~nent 
and ensure the efficient use of available resources. 
All sectors of industry whether small, medium or 
largc, belonging to the public, private or  coop- 
erative sector will be encouraged to grow and 
improve on their past performance. 

18. Government's policy will be continuity 
with change. 

19. In pursuit of the above ob.jectives, Cov- 
crnment havcdccidcd to takeaseries of initiatives 
i n  respect of the policies rclating to the following 
arcas. 

A. Industrial Licensing 
B. Foreign Investment 
C. Forcign Technology Agreements 
D. Public Sector Policy 
E. MKTP Act. 

A package for the Small and Tiny Sectors of 
intiustry is being announced separately. 

20. Industrial Licensing is governed by the 
industrich (Development &L Regulation) Act. 
I95 1. The Inti ustrial Policy Resolution of 1956 
idonti f'ied thc I'ollowing three categories of 
industries: those that would be reserved for 
dcvelopmcntin the public sector, those that would 
be permitted for dcveloprnent through private 
cnterprisewith or without State participation, and 

those in which investment initiatives woultl 
ordinarily crnnnate horn private entrepreneurs. 
Over the years, keeping in view the changing 
industrial scene in the country, the policy has 
undergone modifications. Industrial licensing 
policy and procedures have also been liberalised 
from time to time. A full realisation of the 
industrial potential of the country calls for a 
continuation of this process of change. 

21. In order to achieve the objectives of the 
strategy for the industrial sector for the 1990s and 
beyond it is necessary to make a number of 
changes in the system of industrial approvals. 
Major policy initiatives and procedural reforms 
are called for in order to actively encourage and 
assist Indian entrepreneurs to exploit and meet the 
emerging domestic and global opportunities and 
challenges. The bcdrock of any such package of' 
measures must be to let the cntrcpreneurs make 
investment decisions on thc basis of their own 
commercial judgement. Thc attainment of tech- 
nological dynamism and international compcti- 
tivcness requires that enterprises must bc enabled 
to swiftly respond to fast changing external 
conditions that have become charactelistic of 
today's industrial ~ ( ~ r l d .  Government policy and 
procedures must be geared to assisting cntrepre- 
ncurs in their efforts. This can be done only if the 
role played by the Government were to he 
changed from that of only exercising control to 
one of providing help and guidance by making 
essential procedures fully transparent and by 
climinating delays. 

22. The winds of changc have been with us for 
some time. The industrial licensing system has 
been gradually moving away from the concept of 
capacity licensing. The system of reservations for 
public sector undertakings has been evolving 
towards an ethos of greater flexibility and private 
sector enterprise has been gradually allowed to 
enter into many of these areas on a case by case 
basis. Further impetus must be provided to these 
changes which alone can push this country 
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towards the attainment of its entrepreneurial and 
industrial potential. This calls for bold an! 
imaginative decisions designed to remove 
restraints on capacity creation, while at the same 
time, ensuring that over-riding national interests 
are not jcopardised. 

23. In the above context, industrial licens~ng 
will henceforth be abolished for all industries 
cxccp~ those specified, irrespective of levels of 
invest men^. These specified .industries 
(Annex-II), will continue to be subject to com- 
pulsory licensing for reasons related to security 
and strategic concerns, social reasons, problems 
rclatecl t o  safcty and over-riding environmental 
issues, manufacture of products of hazardous 
nature and articles of elitist consumption. The 
exemption from licensing will be particularly 
helpful to the many dynamic small and medium 
entrepreneurs who have been unnecessarily 
hampered by thc licensing system. As  a whole the 
Indian economy will benefit by becoming morc 
competitive. more efficient and modern and will 
rake its rightful place in the world of industrial 
progress. 

24. While freeinglndian industry fromofficial 
controls, opportunities for promoting foreign 
investments in India should also bc fully 
exploited. In view of the significant development 
of India's industrial economy in the last 40 years, 
the general resilience, size and level of sophis- 
tication achieved, and the significant changes that 
have also taken place in the world industrial 
economy, thc relationship between domestic and 
f'orcign industry needs t o  be much more dynamic 
than it has been in the past in terms of both 
technology and investment. Foreign investment 
would bring attendant advantages of technology 
transfer. marketing expertise, introduction of 
modern managerial techniques and new possihi- 
lilies forpromotionofexports. This isparlicularly 
necessary in the changing global scenario of 

industrial and econo~nic cooperation marked by 
mobility of capital. The government will thcrc- 
fore welcome foreign investment which is i n  the 
interest of the country s industrial development. 

25.Inorderto invite foreign investment inhigh 
priority industries requiring large investments 
and advanced technology, it has been dccided t o  
provide approval for direct Ihreign inveslmcnt 
upto 51 per cent forcign ecluity in  such industries. 
There shall be no bottlenecks of any kind in this 
process. This group of industries has generally 
been known as the 'Appendix I industries' and 
are areas in which FERA companies have already 
been allowed to invest on a discretionary basis. 
This change will go a long way in making Indian 
policy on foreign investment transparent. Such a 
framework will make it attractive for companies 
abroad to invest in India. 

26. Promorion of' exports of Indian products 
calls for a systematic exploration of world mar- 
kets possible only through intcnsive and highly 
professional marketing activities. To the cxrcnt 
that expertise of'this nature is not well dcvelopcd 
so  far in India, Government will encourage for- 
eign trading companies to assist us in our export 
activities. Attraction of substantial invcsrnienr 
and access to high technology. often closely held. 
and to world markets, involves interaction with 
some of the world's largest international man- 
ufacturing and marketing firms. The Govcrnrnen~ 
will appoint aspccial board to negotiate with such 
firms so that we can engage in purposive nego- 
tiation with such largc firms, and provide the 
avenues for large invcstrnents in the development 
of industries and technology in the national 
interesl. 

C. Forrigti Trchnology Agreements 

27. There is a great need f o r  promoting an 
industrial environment where the acquisition of 
technological capability receives priority. In the 
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Sast changing world of technology the relation- 
ship between the suppliers and users of 
technology must be a continuous one. Such a 
relationship becomes difficult to achieve when 
the approval process includes unnecessary 
governmental interference on a case to case basis 
involving endemic delays and fostering uncer- 
tainty. The Indian entrepreneur has now come of 
age so that he no longer needs such bureaucratic 
clearances of his commercial technology rela- 
tionships with foreign technology suppliers. 
Indian industry can scarcely be competitive with 
the rest of the world if it is to operate within such 
a regulatory environment. 

28. With a view to injecting the desired level 
ol' technologic;il dynamism in Indian industry, 
Government will provide automatic approval for 
technology agreements related to high priority 
industries within specified parameters. Similar 
facilities will be available for other industries as 
well if such agreements do not require the 
cxpcnditure of free foreign exchange. Indian 
companies will be free to negotiate the terms of 
technology transfer with their foreign counter- 
parts according to their own commercial judge- 
ment. The predictability and independence of 
action that this measure is providing to Indian 
industry will induce them to develop indigenous 
competence for the efficient absorption of foreign 
technology. Greater competitive pressure will 
also induce our industry to invest much more in 
rcscarch and development than they have been 
doing in the past. In order to help this process, the 
hiring of Foreign technicians and foreign testing 
of indigenously developed technologies, will also 
not require prior clearance as prescribed so far. 
individually or as  a part of industrial or  investment 
ni7provals. 

I ) .  P~rhlic Srctor Policy 

29. The public sector has bccn central to our 
philosophy ofdcvelopment. In the pursuit of our 
development objectives, public ownership and 

control i n  critical sectors of the economy has 
played an important role in preventing the con- 
centration of economic power, reducing regional 
disparities and ensuring that planned 
development serves the common good. 

30. The Industrial Policy Resolution of 1956 
gave the public sector a strategic role in the 
economy. Massive investments have been made 
over the past four decades to build a public sector 
which has a commanding role in the economy. 
Today key sectors of the economy are dominated 
by mature public enterprises that have success- 
fully expanded production, opened up new areas 
of technology and built up a reserve of technical 
competence in a number of areas. 

3 1. After the initial exuberance of the public 
sector entering new areas of industrial and tech- 
nical competence, a number of problems havc 
begun to manifest themselves in many of the 
public enterprises. Serious problems are observed 
in the insufficient growth in productivity, poor 
project management, over-manning, lack o f  
continuous technological upgradation, and inad- 
equate attention to R&D and human resource 
development. In addition, public enterprises have 
shown a very low rate of return on the capital 
invested. This has inhibited their ability to 
regenerate themselves in terrns of new invest- 
ments as well its in technology developmcn~. Thc 
result is that many of the public enterprises havc 
become a burden rather than being an asset to the 
Government. The original concept of the puhlic 
sector has also undergone considerable dilution. 
The most striking example is the take over of sick 
units from the private sector. This category of 
public sector units accounts for almost one third 
of the total losses of central puhlic enterprises. 
Another category of public enterprises, which 
does not fit  into the original idea of the public 
sector being at  the cornmanding heights of the 
economy, is the plethora of public cntcrpriscs 
which are in the consunicr goods and scrviccs 
sectors. 
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32. It is time thcrcfore that the Government 
adopt a new approach to public enterprises. There 
must bc a grcatcr commitment to the support of 
public enterprises which are essential for the 
operation of the industrial econorny. Measures 
must be taken to make these enterprises morc 
growth or~entcd and technically dynamic. Units 
which may be faltering at present but are poten- 
trally viable i nu st be restructured and given a new 
lease ol' life. The priority areas for gr-owth of 
public cntcrprises in the future will be the fol- 
lowing: 

:k Essential infrastructure goods and services. 
'"xploration and cxploitation of oil and 

mineral rcsourccs. 
:k 'Technology developrncnt and building of 

nianuPacturing capabilities in areas which arc 
crucial In the long term develop~nenl of thc 
economy and where private sector invest- 
ment is inadequate. 

Wanufacture  of products where strategic 
considerations predominate such as defencc 
ecluipmcnt. At the same timethe public sector 
will not bc barred from entering areas not 
specifically I-cscrved Ibl- it. 

33. In vicw of these considerations, Govcrn- 
ment will rcview the existing portfolio o f  public 
invcstrnents with greatcl- realism. This review 
will be in respect of' industries based on low 
technology small scale and non-strategic areas, 
incfficient and unproductive areas, areas with low 
or n i l  social considerations or public purposc, and 
arcas where the private sector has developed 
sufficient cxpcrtise and resources. 

34. Covern~nent will strengthen those public 
cnterpriscs which fall in thc reservcd areas of 
opcration or arc in high priority areas or are 
generating good or reasonable profits. Such 
entei-priscs will be providcd a much greater 
dcgrec of management autonomy through the 
system of memoranda o f  understanding. Com- 
pclition will also be induced i n  these areas by 
inviting private sector participation. In the case 

of selected enterpriscs, pall of Government 
holdings in the equity share capital of these 
enterpriscs will be disinvested in order t o  provide 
further market discipline to the performance of 
public cnterprises. There are a large number of 
chronically sick public enterpriscs incursing 
heavy losses. operating in a competitive market 
and serve little or  no public purposc. These need 
to be attended to. The country must be proud of 
the public sector that it owns and it must operatc 
in the public interest. 

E. Monopo1ie.s nrtd Restrictive Trcitle Practices 
Act ( M R T P  ACT) 

35. The principal objectives sought to bc 
achicved through the MRTP Act are as follows:- 

(i) Prevention of concentration of economic 
power to thc common dctrimenr, control of 
monopolies, and 

(ii) Prohibition of' monopolistic and restrictive 
and unfair trade practices. 

36. The MRTP Act became cf'fectivc in Junc 
1970. With thc emphasis placed on productivity 
In theSixthPlan. nia~joramendmcnts to the MRTP 
Act were carried out in 1982 and 1984 in order t o  
removc impediments to industrial growth and 
expansion. This proccss of change was givcn a 
new momentum i n  I985 by an increasc of 
threshold limit of assets. 

37. With the growing co~nplexity of industrial 
structure and the need for achieving ceconomics 
of' scale lbr ensuring higher productivity and 
competitive advantage In the international mar- 
ket, the interference o f  the Government through 
the MRTP Act in investmcnt decisions of large 
companies has bccomc dclctcrious in its effects 
on Indian industrial growth. ?'he prc-entry scru- 
tiny ol' investmcnt decisions by so  called MR'TP 
conlpanies will no longer be required. Instead. 
emphasis will be on controlling and regulating 
monopolistic, restrictive and unfair trade prac- 
tices rather than making it necessary for the 
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monopoly houses to obtain prior approval of 
Central Government for expansion, establish- 
nlcnt of new undertakings, merger, an~algan~ation 
and takeover and appointment of certain 
directors. The thrust of policy will be Inore on 
contt-olling unfair or restrictive business prac- 
tices. The MRTP Act will be restructured by 
eliminating the legal requirement for prior 
govcrnlnental approval for expansion of present 
undertakings and establishment of new under- 
tak~ngs. The provisions relating to merger. 
i~tualgamation and takeover will also be repealed. 
Siniilarly. tlie provisions rcgardiqg restrictions on 
acquisition of and transfer of shares will be 
appropriately incorporated in thecompanies Act. 

38. Si~nultaneously, provisions of the MRTP 
Act will bc strengthened in'order to enable the 
MRTP ~ o n ~ m i s s i o n  to take appropriate action in 
rcspcct ol'thc monopolistic, restrictive and unfair 
trade practices. The newly enipowered MRTP 
Commission will he encouraged to require 
invcst~gation suo moto or on complaints received 
honl individual consumers or  classes of con- 
sumers. 

39. In vicw of the considel-ations outlined 
above govern men^ have decided to take a series 
o f  nicasures to unshackle the Indian industrial 
economy li-om the cobwebs of unnecessary 
bureaucratic control. These measures comple- 
mcnt the other series of measures being taken by 
Government in the areas oftrade policy, exchangc 
rate management, fiscal policy, financial sector 
rerorm and overall macro economic management. 

ci. Ir~rl~tstr-iril Lic.erz.sing Policy 

i )  Industrial Licensing will be abolished for 
all projects except for a short list of indus- 
tries related to security and strategic con- 
cerns, social reasons, hazardous chcmicitls 
and overriding cnvironmcnlal reasons, and 

items of elitist consumption (list attached 
as Annex 11). Industries reserved for the 
small scale sector will continue to be so 
reserved. 

ii) Areas wherc security and strategic con- 
cerns predominate, will continue to be 
reserved for the public sector (list attached 
as Annex I). 

iii) In projects wherc imported capital goods 
are required, automatic clearance will bc 
given. 
a )  in cascs where foreign exchangc avail- 

ability is ensured through li)rcign equity. 
or 

b) i f  thcCIF value ofi~nported capital goods 
required is less than 25 per cent of total 
value (net of [axes) of plant and equip- 
ment, upto a nlaxin-ium value o f  Iis 2 
crore. In vicw of thc cuncnt difficult 
foreign excl~angc situnt~on. this schcme 
(i.e.. (iii) b) will conic into forcc f'rom 
April. 1992. 

I n  other cases. imports o f  capital goods will 
require clearance from tlie Secretariat of 
Industrial Approvals (SIA)  in the Depart- 
men1 of Industrial Development according 
to availability of foreign exchange 
resources. 

i v )  In locations other than cities of morc than 
I million population, there will be no 
recluircnlent of obtaining industrial appro- 
vals honi the Ccntral Government except 
Ibr industries sub,ject to co~np~~lsol-y 
licensing. In respect ol'cities with popula- 
tion greater than 1 million, industries othcr 
than those o f a  non-polluting nature such as 
electronics. computcrsoltware and printing 
will be located outsidc 25 Kms. of ' thc 
periphery, except In prior designated 
industrial areas. 
A flexible location policy would be adopted 
in respect of such c~tics (with p~pulittion 
greater than I million) which rcclulrc 
industrial re-gencration. 
Zoning and Land Usc Regulation and 
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Environmental Legislation will continue to 
regulate industrial locations. 
Appropriate incentives and the design of 
investments in infrastructure development 
will be used to promote the dispersal of 
industry particularly to rural and backward 
areas and to reduce congestion in cities. 

V )  The system of phased manufacturing pro- 
grammes run on an administrative case by 
case basis will not be applicable to new 
projects. Existing projects with such pro- 
grammes will continue to be governed by 
them. 

v i )  Existing units will be provideda new broad 
handing facility to enablc them to produce 
any article without additional investment. 

vii) 'The exeniption from licensing will apply to 
all substantial expansions of existing units. 

viii ) Thc mandatory convertibi lity clause will no 
longcr bc applicable fbr term loans from the 
I'inancial institutions for new projects. 

Proeeclulal Consequences 

~ x )  All cxisting registration scheines (Deli- 
ccnccd Registration, Exempted Industries 
Registration, DGTD registration) will bc 
abolished. 

x )  Entrcprcneurs will henceforth only he 
required to file an information memoran- 
dum on new projects and substantial 
expansions. 

xi) The lists a! Annex I1 and Annex 111 will be 
notificd in the Indian Trade Classification 
(Harmonised System). 

i )  Approval will he given for direct foreign 
investment upto 5 1 per cent foreign equity 
in high priority industries (Annex 111). 
Thcrc shall be no bo~tlenecks of any kind 
in this process. Such clearance will hc 

available if foreign equity covers the for- 
eign exchange requirement for imported 
capital goods. Consequential amendments 
to the Foreign Exchange Regulation Act 
(1973) shall be carried out. 

ii) While the import of components, raw 
materials and intermediate goods, and 
payment of knowhow fees and royalties 
will be governed by the general policy 
applicable to other domestic units, the 
payment of dividends would be monitored 
through the Reserve Bank of India s o  as to 
ensure that outflows on account of dividend 
payments are balanced by export earnings 
over a period of time. 

iii) Other foreign equity proposals, including 
proposals involving 5 1 per cent forcign 
equity which do not lnect the criteria under 
(i) above, will continue to nccd prior 
clearance. Foreign equity proposals need 
not necessarily be accompanied by tbrcign 
technology agreements. 

iv)  T o  provide access ro international markets. 
majority foreign equity holding upto 5 1 pcr 
cent equity will be allowed for trading 
companies primarily engaged in expol-t 
activities. While the thrust would be on 
export activities, such trading houses shall 
be at par with domestic trading and export 
houses in accordance with the Import- 
Export Policy. 

v) A Special Empowered Board would be 
constituted to negotiate with a number of 
large international firms and approve direct 
toreign investment in select areas. This 
would be a special programme to attract 
substantial investment that would provide 
access to high technology and world mar- 
kets. The Investment programmes 01' such 
firms would be considered in totality, free 
horn predetermined parameters or  proce- 
dures. 
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i) Automatic permission will be given for 
foreign technology agreements in high 
priority industries (Annex 111) upto a 
lumpsum payment of Rs 1 crore, 5 per cent 
royalty for domestic sales and 8 percent for 
exports, subject to total payments of 8 per 
cent of sales over a 10 year period from 
date of agreement or 7 years from com- 
mencement of production. The prescribed 
I-oyalty rates are net of taxes and will be 
calculated according to standard proce- 
dures. 

i i )  In respect of industries other than those in 
Annex 111, automatic permission will be 
given subject to the same guidelines as 
~tbovc if no free foreign exchange is 
required for any payments. 

i i i )  All other proposals will need specific 
approval under the general procedures in 
forcc. 

iv) N o  permission will be necessary for hiring 
of' foreign technicians, foreign testing of 
indigenously developed technologies. 
Payment may he made from blanket pcr- 
rnits o r  free foreign exchange according to 
RBI guidelines. 

d P~ll)lic Sector 

i )  Portfolio of public sector investments will 
be reviewed with a view to focus the public 
sector on strategic, high-tech and essential 
infrastructure. Whereas some reservation 
for thc public sector is being retained there 
would be no bar for areas of exclusivity to 
be opened up to the private sector selec- 
t~vely.  Similarly the public sector will also 
be allowed entry in areas n o t  reserved for 
It. 

ii) Public enterprises which are chronically 
sick and which are unlikely to be turned 
around will, for the formulation of reviv- 
al/schabilitntion schemes. he referred io the 

Board for Industrial and Financial 
Reconstruction (BIFR), or other similar 
high level institutions created I'or the pur- 
pose. A social security mechanism will be 
created to protect the interests of workers 
likely to be affected by such rehabilitation 
packages. 

iii) In order to raise resources and encourage 
wider public participation, a part of the 
government's shareholding in the public 
sector would be offered to mutual funds. 
financial institutions, general public and 
workers. 

i v )  Boards of public sector companies would 
be made more prokssional and glven 
greater powers. 

V )  There will be a grcatcr thrust on perforni- 
ance improvenicnt through the Mcmorandu 
of Understanding (MOU) system through 
which managements would be granted 
greater autonomy and will be held 
accountable. Technical expertise on the 
part of the Government would bc upgraded 
to make thc MOU negotiations and irnplc- 
mentation more effective. 

vi) To  facilitate a fuller discussion on pcr- 
formancc. Ihc MOU signcd hetwccn Gov- 
ernment and the public entcrprise would be 
placed in Parliament. While l'ocussing on 
major management issues, this woultl iilso 
help place matters on clay to day opcrations 
of public enterprises in their correct pcr- 
spectivc. 

e. M K T P  Act 

i )  The MRTP Act will bc amended t o  senlove 
the threshold litnits of assets in respect of 
MRTP companies and dominant undcr- 
takings. This eli~ninates the requirement of 
prior approval of Central Govcrnment I'or 
establishment 01' new undertakings, 
expansion o f  undertakings. mergcr. nrnal- 
garnation and takeover and appoin~mcnt of 
Di~rctors under certain circLlrnstan~cs. 



i i )  Emphasis will be placed on controlling and sumers in regard to monopolistic, restric- 
regulating monopolistic, restrictive and tive and unfair trade practices. 
unfair trade practices. Simultaneously, the iii) Necessary comprehensive amendments 
newly empowered MRTP Commission will bemadein the MRTP Act in this regard 
will be authorised to initiate investigations and for enabling the MRTPCommission to 
suo moto or on complaints received from exercise puni t iv~ and compensatory pow- 
individual consumers or classes of con- ers. 

Annex I. Proposed List of Industries To be Reserved for The Public Sector 

1. Arms and ammunition and allied items of dcfcnce cquipment. Dcfencc aircraft and war- 
ships. 

2. Atornic Energy. 
3. Coal and lignite. 
4. Mincral oils. 
5. Mining of iron ore, manganese ore, chromc orc, gypsum, sulphu~.. goltl and diatnonci. 
6. Mining of copper. lead, zinc. tin. molybdenum and wolfram. 
7. Minerals spccil'icd in the Schcdulc to thc Atomic Energy (Control ol' Produc~ion and Usc) 

Ordcr. 1953. 
8. Railway transport. 

Annex 11. List of Industries in Respect of Which 
Industrial Licensing will be Compulsory 

I. Coal and Lignite. 
2. Petroleum (other than crude) and its distillation products. 
3. Distillation and brewing of alcoholic drinks. 
4. Sugar. 
5. Animal fats and oils. 
6. Cigars and cigarettes of tobacco and manulactured tob;~cco substitutes. 
7. Asbustos and asbestos-based products. 
8 .  Plywood, decoralive veneers, and other wood bascd products such as pnrtrclc hoard. 

medium density fibre board, block board. 
9. Raw hides and skins, leather, chamois lcather and patent Icathcr. 

10. Tanncd or dressed furskins. 
I 1 .  Motor cars. 
12. Paper and Newsprint except bagasse-based units. 
13. Elcc~rc>nic aerospace and tlefcncc ccluipmcnt: All types. 
14. Indusuial cxplosivcs. including detonating fuse, safety fuse, gun powdur. nitroccllulosc 

and rnatchcs. 
15. Hazardous chemicals. 
16. Drugs and Pharmaceuticals (according to Drug Policy 1. 
17. Entcnaintncnt Elcctronics ( V C R s ,  Colour 'TVs. C.D. players, Tapc Rccorclcrst. 
18. White Goods (Domestic Rcfligcraiors, Domestic Dishwashing m:\chincs, I-'~*ogramniahlc 

Domcstic Washing Machines, Micl owave ovens, Airconditioners). 

Yotc Thc c r ) ~ n p u l w ~ y  licensing provisions would no1 apply in rcspecl of thc s111all-scale u~lirs taking up thc I I ~ ~ I ~ ( I ( . : ~ E I ~ I I . ~ '  ( > I '  
any t ~ f  thu ahovc items ~.cse~.vcd Ihr c.xch~sivc ~itanufac~urcr ill vnaII-scale sector. 
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Annex 111. List of Industries for Automatic Approval of Foreign Technology Agreenlents 
and for 51 Per cent Foreign Equity Approvals 

1 .  Metallurgical Industries 
(i) Fcrro alloys. 

(ii) Castings and forgings. 
(iii) Non-ferrous metals and their alloys. 
( iv)  Sponge iron and pelletisation. 
( v )  Large diameter stecl welded pipes of over 300 mrn diameter and stainless stcel pipes. 

0 Iron. (v i )  Pie 

7. Boilers anit Steam Generating Plants. 

3. Pnmc Movers (other than electrical generators) 
( i )  Industrial turbines. 

(ii) Internal combustion engines. 
(iii) Alternate energy systems like solar wind, ctc., and equipment therefor. 
(iv) Gas/l~ydro/steam turbines upto 60 MW. 

4. Electl-~cal Equipment 
( i )  Equipment I'or transmission and distribution of electricity including power and clisui- 

bution transformcrs, power relays, HT-switch gear synchronous condcnscrs. 
( i i )  Electrical motors. 

(iii) Electrical furnaces, industrial furnaces and induction heating equipment. 
(iv) X-ray equipment. 
(v) Electronic cquipment, components including subscribers' end telccornniunication 

equipments. 
(vi) Co~nponcnt wires for rnanufhcturc of lead-in wires. 

(vii) Hydrolsteamlgas generating sets uplo 60 MW. 
[viii) Generating sets and pumping sets based on internal combustion engines. 

(ix ) Jelly-filled telecomnlunication cables. 
(x) Optic fibre. 

(xi ) Energy efficient lamps and 
xii) Midget carbon electrodes. 

5. Transportation 
( i )  Mcchanised sailing vessels upto 10.000 DWT including fishing trawlers. 

(ii) Ship ancillaries. 
(iii) ( a )  Commercial vehicles, public transport vehiclcs, including automotive uomnlercial 

three wheeler, jccp type vehicles. industrial locomo~ives. 
(h) Automotive two wheelers and thrcc whcelers. 
(c)  Automotive components/spares and ancillaries. 

( iv) Shock absorbers for railway equipment: and 
( v )  Brake system for railway stock and locomotives. 
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Annex 111. (Contd.) 

6. Industrial Machinery 
(i)  Industrial machinery and equipment. 

7.  ( i )  Machine tools and industrial robots and their controls and accessories. 
(ii) Jigs, fixtures, tools and dies of specialised types and cross land tooling, and 
(iii) Engineering production aids such as cutting and forming tools, patterns and dies and tools. 

8. Agricultural Machinery 
( i )  Tractors. 

( i i )  Scll-propelled Harvestor Combines. 
( i i i )  Iiicc transplanters. 

9. Earth Moving Machinery 
( i )  Earth moving ~nachincry and construction machinery and components thereol' 

10. Industrial Instruments 
( I )  Indicating, recording and regulating dcviccs for pressure, temperature, rate o f  Ilow 

wcights levels and the like. 

I I .  Scientific and Electromedical Instru~nents and Laboratory Equipment. 

17. Nitrogenous & Phosphatic Fertili~ers falling under 
( i )  Inorganic fertilizers under 18-Fertilisers'in the First Schedule to IDR Act. 195 i 

13. Chemicals (other than fertilizers) 
(i) Heavy organic chemicals including pctrochemicals. 

(ii) Heavy inorganic chemicals. 
(iii) Organic fine chemicals. 
( iv) Synthetic resins and plastics. 
( v )  Man made fibres. 

(v i )  Synthetic rubber. 
(vii) Industrial, explosives. 

!viii) Technical grade insecticides, fungicides, weedicides, and the like. 
( i x )  Synthetics detergents. 
( X )  Miscellaneous chemicals (for industrial use only) 

(a)  Catalysts and catalyst supports. 
(b) Photogl-aphic chemicals. 
(c) Rubber chemicals. 
(d) Polyols. 
(c) Isocyanates, urethanes, etc. 
(1) Speciality chemicals for enhanccd oil recovery. 
(g) Heating fluids. 

( col l l~ l .  ) 
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Annex 111. (Contd.) 

(h) Coal tar distillation and products therefrom. 
( i )  Tonnage plants for the manufacture of industrial gases. 
(j) High altitude breathing oxygentmedical oxygen. 
( k )  Nitrous oxide. 
(I) Refrigerant gases like liquid nitrogen, carbondioxide. etc., in  large volunies 
(m) Argon and other rare gases. 
(n)  Alkalilacid resisting cement compound. 
(0)  Leather chemicals and auxiliaries. 

14. Drugs and Pharmaceuticals According to Drug Policy. 

I S .  ( i )  Paper and pulp including paper products. 
(ii) Industrial laminates. 

16. ( i  ) Automobile tyres and tubes. 
(ii) Kubberised heavy duty industrial beltings of all types 

( iii) Rubberised conveyor he1 tings. 
(iv) Rubber reinforced and lined [ire fighting hose pipes. 
( v )  High pressure braided hoses. 

(vi) Engineering and industrial plastic products. 

17. Plate Glass 
( i )  Glass shells for television tubes. 
(ii) Float glass and plate glass. 

(iii) H.T. insulators. 
(iv) Glass fibres of all types. 

18. Ceramics 
( i )  Ceramics for industrial uses. 

19. Cement Products 
(i) Portland cement. 
(ii) Gypsum boards, wall boards and the like. 

20. High Technology Reproduction and Multiplication Equipment. 

2 1 .  Carbon and Carbon Products 
(i)  Graphite electrodes and anodes. 
(ii) Impervious graphite blocks and sheets. 

r Coatcl. ) 
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Annex 111. (Concld.) 

22. Pretensioned High Pressure RCC Pipes. 

23. Rubber Machinery. 

24. Printing Machinery 
( i )  Web-fed high speed off-set rotary printing machine having output oS30,000 or more 

impressions per hour. 
(ii) Photo composingltype setting machines. 

( i i i )  Multi-colour sheet-fed off-set printing machines of sizes of 18" x 25" and above. 
( i v )  High speed rotograture printing machines having output of 30,000 or more impressions 

per hour. 

25. Wclding Electrodes other than those for Welding Mild Steel. 

26. Industrial Synthetic Diamonds. 

27. ( i )  Photosynthesis improvers. 
( i i )  Genetically modified free living symbiotics nitrogen fixer 

( i i i )  Pheromones. 
! iv )  Bio-insecticides. 

78. Extraction and Upgrading of Minor Oils. 

29. Prc-fabricated Building Material. 

30. Soya Products 
( i )  Soya texture proteins. 

( i i )  Soya protein isolates. 
( i i i )  Soya protein concentrates. 
( I V )  Other specialised products of soyabean. 
( v )  Winterised and deodourised refined soyabean oil. 

31. (a) Ccrtified high yielding hybrid seeds and synthetic seed, and 
(b) Certified high yielding plantlets developed through plant tissue culture. 

32. All l'ood processing industries other than milk bod.  maltcd foods, and (lour, but excluding the 
items reserved for small scale sector. 

33. All items of packaging for food processing industries cxciuding the items reserved t'or s~nall-scale 
sector. 

34. Hotels and tourism-related industry. 



PRESS NOTE NO. 2 (1997 Series) 
Expansion of List of Industries for Automatic Approval for Foreign Equity 

17th January. I997 

Under the liberalised polices and procedures 3. No automatic approval shall be granted by 
governing foreign investment and foreign tcch- the RBI for any item reservcd for the small scale 
nology and transfer agreements as per the State- sector or for any other item which requires 
rnent ol' Industrial Policy, 199 1 ,  the list of 35 industrial licence under the policy, ~h~ 
industries eligible for Autoniatic Approval by applicant shall have to necessal-ily state in 
Kcserve Bank of India (RBI) for foreign equity 
up to 5 1 per cent was published as ANNEX- I11 application to RBI whether helshe proposes to 

lo this Ministry , s  Press Note No, (1992 Series, manufacture any item reserved for the small scale 

dated 24.6.1992. sector or not. 

2. On a review of the policy on foreign direct 
investment, it has been dccided to include 3 
catcgories of industrieslitems relating to mining 
activities for foreign cquity LIP to 50 per cent, 13 
actditional categories of industries/items fol- for- 
eign equity upto 51 per cent and 9 catcgories of 
~nciustries equity upto 74 per cent in  the list of 
~ndustriesliterns eligible for automatic approval 
by the Kescrve Bank of India. These industries 
arc listed under the heading 'Part 'A', Part 'B' 
and Past 'C' of ANNEXURE-111' appended tothis 
Press Note. These lists would be a supplement to 
 lie existing lisc o f35  industries (presently listed 
under Annex-111 of the Industrial Policy) which 
clualily 1'0s autoiliatic clpproval for foreign direct 

4. The foreign equity limits for automatic 
approval as per the attached lists would also be 
applicable to all proposals for Units in the Elec- 
tronics Hardware Technology Park Schemes 
(EHTPs) and units under the Software 
Technology Park Schemes (STPs), whcrever 
such proposals contain request for approval for 
foreign direct investment as well. The other 
parameters of eligibility with respect to these 
specific schemes (EHTPs, STPs) would be 
applicable i n  the same manner as they are appli- 
cable for proposals not containing any clement of 
lbrcign investment under these schcmcs. 

investment. In case any specific item now shown 5. The attached are based on the National 
in Part B or Part C of Annex-111, already features Industrial Classification of all Economic Activi- 
in the 35 sectors included in the existing 
Annexure-111 of Press Note No. 10 (1992 Series) ties (NIC), 1987. The entrepreneurslinvestors 

dated 24.6.92, the status of [hat item for should henceforth give description of their 

for automatic approval  foreign q u i t y  up to 5 1 per activities in this classification system while sub- 
cent OR 74 per cent would be determined in terms mitting their application to the RBI/ Government 
ofthe instant Prrss Note. for various industrial approvals. 

[Annexure 111 appended to this Press Note is not reproduced here - Editor1 

Note: Besides the changes irl Atznexure Illappended to the above Press nore, the follo~ving c11crrrge.v 
itr Arlrtexrire.~ I, I1 llrld Ill have tuken place so jbr: 

1. The list of itertzs reserved for the public sectot- (Arrrtesure I )  were prr~rred. vide Press 
Note tzo. 3 of Marc/? 26, 1993, whet1 rxitzing of' iron ore, copper ore, etc.. cvere ~ieleted 
from this list. 

2. The list o f  itirerlzs reserveelfor the pirblic sector rverefiirther pt-rined, vide Press Note 1 of 
Jutze 8, 1998, when coal, lignite, petr-oleun~, etc., were deleted from this list (Antze.nire 

1) 
3. Follol-ving the chclriges it1 Atznexiire Ill, vide Press Note 2 qf J~~nrlaq 17. 1997 (gi\reri 

above), the Atrnexnre was fiirther revised in October. 1997, vide PI-ess Note 14 rl~rted 
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October 8, I997 (not reproduced here). A Part D of Annexlire I l l  was created by deleting 
certain itenis from Part C of Annexure Ill, and putting those in Part D, vide Press Note 
no. 2 ofJune 13, 1998 Jnot reproduced here). A further delition front Part C and addition 
of it to Part D was mhde, vide Press Note no. I at 1999, dated January 4,  1999 (not 
reproduced here). 

4. The following Annexures I ,  I1 and I11 are the latest positiorz incorporclted in the Eighth 
Edition o f  the Industrial Policy Manual, incorporating all changes ~ p t o  May 1999. which 
is the latest position. 

5. ( a )  The items starred (*) in the following Anr~exlire III, did not feature in the Attnexure 
111 appended to the January 17, 1997 Press Note (reproduced above) 

(6) The itenis with two stars (**)are items which were taken out of the Part C ofAnnexure 
III of January 1 7, 1997, and constituted into a Part D of this A nnexure, vide Press 
Note no. 2 of June 8, 1998. 

( c )  The item with triple stars (***)was added to Part D of Annexure Ill, vide Press Note 
no. 1, datedJanuary4,1999, by shifting 'Ports and Hurbolirs'frotn C-6 in Annaure 
Ill, appendedto Press Note no. 2 ofJanuary 17, 1997, and adding 'roads highcvays, 
vehicular bridges, toll roads, vehicular tunnels' to it. 

From this, it should be easy to deduce the Annexure I l l  appended to Press Note no. 2 of January 
17, 1997, and therefore it is not reproduced here. 

- Editor 

ANNEXURE-I 

LIST OF INDUSTRIES RESERVED FOR THE PUBLIC SECTOR 

1.  Arms and ammunition and allied items of defence equipment, defence aircraft and war- 
ships. 

2. Atomic Energy 
3. Substances specified in the schedule to the Department of Atomic Energy. 
4. Railway transport. 

ANNEXURE-I1 

LIST OF INDUSTRIES FOR WHICH INDUSTRIAL LICENSING IS COMPULSORY 

1. Distillation and brewing of alcoholic drinks. 
2. Cigars and cigarettes of tobacco and manufactured tobacco substitutes. 
3. Electronic Aerospace and defence equipment: all types. 
4. Industrial explosives including detonating fuses, safety fuses, gun powder, nitrocellulose 

and matches. 
5. Hazardous chemicals. 
6. Drugs and Pharmaceuticals (according to modified Drug Policy issued in September, 

1 994). 

Note: The compulsory licensing provisions would not apply in respect of the small scale units taking up the manufacture 
of any of the above items reserved for exclusive manufacture in small-scale sector. 
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ANNEXURE-I11 
CONSOLIDATED I J S T  OF INDUSTRIES FOR AUTOMATIC 

APPROVAL FOR FOREIGN EQUITY AND FOREIGN TECHNOLOGY AGRISISMENT 

Notes: I .  This is based on NIC Code, 1987. 
2. Wherever the description in the attached list varies from the description against itsassigned 

NIC codc, the description as given in the list shall be treated as authentic and shall prevail over the 
standard description for the given NIC code. Where the description relates to agroup of articles, all 
sub-classifications under this Group shall be taken as inclusive unless specifically mentioned 
otherwise. 

PART 'A' 
List of Inclustriesntems for Automatic .4pproval for Foreign Equity up to 50 per cent 

DESCRIPTION 

(5) 

MINING OF lRON ORE 

Mining of iron ore. 

MINING OF METAL ORES OTHER THAN IRON ORE(Mining of 
Uranii~rn Group ores is not covered) 

Mining of Manganese ore. 

Chroniite. 

Bauxite. 

Copper Ore. 

Mining of Lead and Zinc Ores. 

MINING OF NON-METALLIC MINERALS NOT ELSEWHERE 
CLASSIFIED 

Mining and quarrying of rock aggregates. sand and clays. 

Mininglquarrying of minerals for construction other than rock aggre- 
gates, sand and clays. 

Mining of fertilizer and chemical minerals. 

Mining of ceramic, refractory and glass minerals. 

Salt rnioing and quarrying including crushing. screening and evaporat- 
ing in pans. 

Mining of mica. 

Mining of other non-metallic minerals. 

Sl. N o .  

( 1 )  

A- l 

A-2 

A-3 

Cl~rss 

(4) 

I>ivision 

(2) 

12 

13 

15 

N IC CODE 

Group 

(3)  

120 

130 

13 1 

I32 

134 

135 

I50 

151 

152 

153 

154 

155 

159 
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PART 'B' 
List of Additional Industriesntems for Automatic Approval for Foreign Equity up to 51 per cent 

DESCRIPTION 

(5) 

AGRICULTURAL PRODUCTION 

Agricultural production n.e.c. 

009.9 Certified high yielding hybrid seeds and synthetic secds. 

PLANTATIONS 

Plantations, n.e.c. 019.9 
Certified high yielding plantations developed through plant [Issue cul- 
ture. 

MANUFACTURE OF FOOD PRODUCTS 

Preservation of rneats except by canning. 

Processing and canning of meat. 

Manufacture of dairy products. 

Manufacture of milk powder, ice-cream powder and condensed rnrlk 
except baby milk foods. 

Manufacture of baby milk foods. 

Manufacture of butter. crearn, ghee, cheese and khoyu. etc. 

Manufacture of Pasteurised milk whether or not in bottleslpolythene 
packs etc. (Plain or flavoured). 

Manufacture of other dairy products n.e.c. 

Canning and preservation of fruits and vegetables. 

Sun-drying of fruits and vegetables. 

Artificial dehydration of fruits and vegetables. 

Radiation preservation of fruits and vegetables. 

Manufacture of fruiUvegetablejuices and their concci1tmtcs. scluashcs 
and powders. 

Manufacture of sauces, jams. jell~es, and marmalades,etc, 

SI. No. 

( 1 )  

B- l 

R-2 

B-3 

Division 

(2) 

20,2 1 

NIC CODE 

Group 

(31 

00 * 

01 * 

200 

20 1 

202 

Class 

(4) 

009 

019 

200.5 

200.6 

201.1 

201.2 

201.3 

201.4 

201.9 

202.1 

202.2 

202.3 

202.4 

202.5 
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PART 'B' (Contd.) 

SI. No. 

( 1 )  

8-4 

8-5  

8-6 

DESCRIPTION 

(5) 

Canning of fruits and vegetables. 

Fruit and vegetable preservation n.e.c. 

Processing, canning, and preserving of fish, crustacea and similar foods. 

Grain milling. 

Flour milling by power machine. 

Other grain milling and processing activities n.e.c. 

Production of common salt. 

Manufacture of cocoa products and sugar confectionery (including 
sweetmeats). 

Manufacture of cocoa products. 

Manufacture of starch and its derivatives. 

Manufacture of food products n.e.c. 

Soya texture proteins, soya protein isolates. soya protein concentrates, 
other specified products of soya bean, winterised and deodo~ised refined 
soyabean oil. 

MANUFACTURE OF COTTON TEXTILES 

Cotton spinning. weaving and processing in integrated mills. 

MANUFACTURE OF WOOL, SILK & MAN-MADE FIBRE TEX- 
TILES 

Wool spinning, weaving & processing in integrated mills. 

Spinning, weaving & processing of silk (textile) in integrated mills. 

Spinning, weaving & processing of man-made textiles fibres in inte- 
grated mills. 

Spinning of staple fibres in ~nills. 

Spinning of staple fibres and weaving of artificiallsynthctic textile fab- 
rics In ~nilis. 

Weaving and processing (bleaching, dying and printing) of artjficiall 
synthetic textile fabrics in mills. 

Composite art~ficial textile fibre rnills (spinning. weaving, and process- 
ing). 

MANUFACTURE OF TEXTILE PRODUCTS 

Manufacture of water-proof textile fabrics. 

Division 

(2)  

23 

24 

26 

NIC CODE 

Group 

(3) 

203 

204 

208 

209 

218 

2 19* 

235 

242 

245 

247 

268 

Class 

(4) 

202.7 

202.9 

204.1 

204.9 

209.1 

219.9 

247.1 

247.7- 

247.3 

247.4 
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PART 'B' (Contd.) 

DESCRIPTION 

(5) 

MANUFACTURE OF PAPER AND PAPER PRODUCTS AND 
PRINTING, PUBLISHING B ALLIED INDUSTRIES 

Manufacture of pulp, paper and paper board including rnaniifiicture of 
newsprint. 

MANUFACTURE O F  BASIC CHEMICALS B CHEMICALS PIIOD- 
UCTS (EXCEPT PRODUCTS OF PETROLEUM & COAL) 

Manufacture of industrial organic & inorganic chemicals. 

Manufacture of fertilizers and pesticides. 

Manufacture o f  plastics in primary forrns: ~nanufactute of synthetic 
rubber. 

Manufacture of paints, varnishes, and related prodt~cts: artists' colours 
and ink. 

Manufacture of drugs, medicines and allied products. 

Manufacture of man-made fibres. 

Manufacture of chemical products n.e.c. 

MANUFACTURE O F  RUBBER. PLASTIC. PETROLEUM AND 
COAL PRODUCTS 

Tyre and tube industries. 

Manufacture of rubber products n.e.c. 

Manufacture of plastic products n.e.1:. 

Manufacture of  coke oven products. 

Manufacture of other coal and coal-tar products n.e.c 

MANUFACTURE OF NON-METALLIC MINERAL PRODUCTS 

Manufacture o f  non-refractory ceramlc pipes. conduits, guttering and 
pipe fittings. 

Manufacture of non-refractory flooring blocks, support or filler tiles and 
roofing tiles. 

Manufacture of glass and glass products. 

Manufacture of glass in primary or Semi-manufactured forms (such as 
sheet and plate glass) including mirror sheets. 

Manufacture of glass fibre (including glass wool) and products there- 
from. 

Manufacture of  glass shells for television picture tubes. 

SI. No. 

(1) 

8-7 

8 - 8  

B-9 

-- ~ 

B- I0 

L 

Class 

(4) 

320.7 

320.8 

321.1 

32 1.2 

32 1.9 

Division 

(2 

28 * 

30 

31 

32* 

NIC CODE 

Group 

(3) 

280 

300 

301 

302 

303 

304 

306 

309 

310 

3 12 

313 

318 

319 

32 1 
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PA.RT 'B' (Contd.) 

DE$CRIPTION 

( 5 )  

Manufacture of non-structural ceramic ware. 

Manufacture of ceramic insulators and insulating fittings for electrical 
machines,.appliances and equipment. 

~anufactur'of cement, lime and plaster. 

MinuFacture of portlnnd cement, aluminous cement slag cement and 
similar hydraulic cements, except in the form of clinkers, 

Manufacture of miscellaneous non-metallic mineral products n.e.c. 

Manufacture of hume pipes and other pre-fabricated structural compo- 
nents of cement. 

Manufacture of gypsum boards. 

Midget carbon electrodes. graphite electrodes and anodes and impervi- 
ous graphite blocks and sheets. 

Manufacture of industrial synthetic diamonds. 

MANUFACTURE O F  METAL PRODUCTS & PARTS. EXCEPT 
MACHINERY AND EQUIPMENT 

Manufacture of fabricated metal products. 

Manufacture of railway and ship containers used in container-traffic. 

Manufacture of gas-cylinders (industrial or house-hold). 

Manufacture of tanks, reservoirs and containers of metals n.e.c. 

Manufacture of reinforced safes, vaults, strongroom doors and gates and 
the likes (manufacture of almirahs and filling cabinets etc. is classified 
in Group 342). 

Manufacture of steel trunks. 

Manufacture of sanitary and plumbing fixtures and fitting of metals. 

Manufacture of other fabricated metal products n.e.c. 

Forgings, prcssings. stampings and roll- forming of metal, power metal- 
lurgy. 

Manufacture of metal products (except machinery and equipment) 1l.e.c. 

Iron and steel pipesltubes and fittings; welding electrodes other than 
those for welding mild steel. 

MANUFACTURE OF MACHINERY AND EQUIPMENT OTHER 
THAN TRANSPORT EQUIPMENT 

Manufacture of agricultural machinery and equipment and parts thereof. 

SI. No. 

(1)  

B-ll 

8 -12  

Class 

(4)  

323.3 

324.2 

329.3 

329.4 

329.7 

329.9 

341.1 

341.2 

341.3 

34  1.4 

341.5 

341.6 

341.9 

349.9 

Division 

(2) 

34 

3 5 8 ~ 3 6  

NIC CODE 

Group 

(3 

323 

324 

329 

34 1 

344 

349 * 

350 



.IUL Y-SEI'T 1909 

DESCRIPTION 

( 5 )  

Manufacture of machinery and equipment used by construction and 
rnining industries. 

Manufacture of prime movers. boilers. 

Manufacture of industrial machinery for food and textile industries On- 
cluding bottling and filling ~nnchincry ). 

Manufwture of industrial ~n;lchieery for other th;un food and tcxtile 
industries. 

Manufacture of refrigerators. air-conditioners and lire-fighting equip- 
ment and their parts and accessories. 

M;~nufacturt: of general purpose non- electrical inachinery equlprnent. 
their components and acccssories n.e.c 

Manufacture of llvachine rools, their parts and accessones. 

Manuf'acture of office. computing and accounting machinery and parts. 

Manufacture of special purpose ~nach~neryl  equipment: thew cornpo- 
nents and accessories n.c.c. 

Manufacture of aewing and knitting machines. 

Manufacture of weighing machinery. 

Manufacture ofwashing and laundry~ng machines (including centrifugal 
clothes driers). 

Manulhcture of filtering and purifying machincry for  I~qutds and gascs. 

Manufxture of distilling and rectifying plants (~ncluding heat exchnng- 
ers). 

Manufacture of parts and accessories n.e.c. for special purpose non- 
electrical ~nachinerylequipment n.e.c. 

Manufacture of other special purpose non- electrical 1nachinery1cqui11- 
ment n.c.c. 

Mantifacture of electrical industrial ~nach~ncry appal.;~rus ;~nd p ~ r t s  
thereof. 

Manufacture of insulated wires and cables. ~ncludrng rnanulacturc o l  
opt~cal fibre cables. 

Mantlfhcturc of nccutnulators. p r ~ ~ n a r y  cells and pri~nary battzrlcs. 

Manufacture of electric lamps. 

Manufac~ure of  ultra-violet o r  infra-red la~nps. 

S1. No. 

( 1 )  

Class 

(4) 

359.1 

359.2 

359.3 

359.5 

359.6 

359.8 

359.9 

363.2 

Division 

( 2 )  

NIC CODE 

Group 

(3)  

351 

352 

353 

354 

355 

356 

357 

35% 

3 59 

360 

361 

362 

363 



V01.. I l N O .  Z 

I'AHT 'B' (Contd.) 

DESCRIPTION 

( 5 )  

Manufacture of discharge lamps, fluorescent, Ihot-cathode or  othcr dis- 
charge lamps. 

Manufacture of arc la~iips. 

Manufacture of flash bulbs used in photography. 

Manufacture of electronic valves and tubes and other electronic ~0111pc~- 
nents n.e.c. 

Manuf~cture of radiogmphic X-ray npp:~ratus. X - I Y I ~  tubes and parls i~ntl 
manufacture of electrical equipment ~ ~ . c . c .  

MANUFACTUllE OF TRANSPOIIT EQUIPMENT AND PARTS 

Ship ant1 hoat building. 

Making of ships and other vessels drawn by power upto 10.000 DWT. 

Mnnuf;rcture of parts and accessories n.c.c. for ships and boats. 

Manilfacture of industrial loco~notivcs and parts. 

Man~~Pdcture of industrial diesel loco~noti\.es. 

Manufacture of p;lrts and accessories n.e.c for locon~ot~vc.\.  

Manufacture of railway 01. tramway wagons [uid conches :~nd other 
railroad equiprneot n.e.c. 

Manufacture of railway or trarnwny ~.olling stock. not self-propt'llctl. 
other than passenger conchcs. 

Manufacture of 11hechlrnic;il and clcc~ro-~i~cch;mical signalling. safety c>r 
traffic control cqulpriletlt for r;lilw;~ys. Ir;uIiw:iys. ctc. 

M:ui~~f;ictu~e of parts of railway roll~ng stock 

Manufncture of hcavy tilotor vehicles. ~.oach work. 

Manufacture of nir~tor cars and other ]nolor vehicles pr~nc~pully 
designed for the transport of less tlia~i I0 persons. 

M;lnufacture of jeeps and statioo wagons. 

Manufacture of internal conlbustion piston cngincs and othcrparts ant1 
accessorres n.e.c. for motor vehicles classilied il l  this group cxcloding 
for 374.1 . 

Man~rl:,~c~ure of rr~otor-cycles and scooters ant1 p;~ns (including thrcc. 
wheelers). 

Manufacture of ri~otor-cycles 

Manufaclure of scooters and scootercttcs. 

S1 No. 

( 1 )  

U- 13 

Division 

(2)  

37:" 

NIC CODE 

Group 

(3) 

36X* 

369" 

370 

37 1 

372 

373 

374 

375 

Class 

(4) 

363.1 

363.4 

363.5 

370.1 

370.8 

37 1 . 1  

371 . X  

372.7 

371.5 

372.8 

373.2 

374.8 

375.1 

375.2 
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PART 'B' (Contd.) 

DESCRIPTION 

( 5 )  

Manufacture of three-whgelers. 

Manufacture of internal coinbustion piston engines and other parts and 
accessories n.e.c. for motor cycles, scooters and three-wheelers. 

RESTAURANTS AND HOTELS 

Hotels, rooming houses. camps and other lodging places. 

LAND TRANSPORT (SUPPORT SERVICES) 

Supporting services to land transport, like operat~on of highway bridges. 
toll roads, vehicular tunnels. 

WATER TRANSPORT (SUPPORT SERVICES) 

Support services to water-transpoit like operation and maintenance of 
piers, loading &discharging of vessels. 

SERVICES INCIDENTAL TO TRANSPORT NOT ELSEWHERE 
CLASSIFIED 

Cargo handling incidental to land transport. 

Cargo handling incidental to water transport. 

Cargo handling incidental to air transport. 

Renting and leasing (except financial leasing) of motor vehicles. with- 
out operator, for passenger transport. 

Renting and leasing (except financial leasing) of motor vehicles, with- 
out operator, for freight transport. 

Renting & lcasing of refrigerated/cold transport. 

RENTING AND LEASING NOT ELSEWHERE CLASSIFIEI) 

Rentlng of transport equiplnent without operator. 

Renting of other [ransport cquiprnent n.c.c. 

Renting of office accounting and computing inachinery and equlplncnt. 
without operator. 

Renting of other industrial iirachinery and eqoipinent. 

BUSINESS SERVICES NOT ELSEWHERE CLASSIFIEI) 

Data Processing. softwarc developlnent and conlputcr constiltancy ser- 
vices. 

Software supply services. 

SI. No. 

i 1 )  

B-I4 

H-15 

B-16 

H-17 

H- 18 

R-19 

Division 

(2) 

69" 

70 

7 1 

73 

XS 

89 

NIC CODE 

Group 

(3) 

69 1 

708 

712 

730 

73 1 

732 

733 

734 

739 

850 

852 

853 

892% 

Class 

(4) 

375.3 

375.8 

850.9 

892.2 
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PART 'B' (Concld.) 

PART 'C' 
List of Industries/ltems fo r  Automatic Approval for Foreign Equity u p  to 74 per  cent. 

SI. No. 

( 1 )  

H -20  

B-2 l 

L- 

SI. No. 

( 1 )  

C- l 

C-2 

- -~ 

DESCRIPTION 

(5) 

Business and management consultancy activities. 

Market research services. 

Technical testing & analysis services. 

Research 8( Development Services (excluding basic research and setting 
up of R&D/acadernic institutions which would award degreesldiplo~nnsl 
certificates). 

HEALTH AND MEDICAL SERVICES 

SERVICES NOT ELSEWHERE CLASSIFIED 

Tourism related industry. 

N1C CODE 

D~vision 

(2 )  

9 3 

99" 

DESCRIPTION 

(5) 

MINING SERVICES 

Oil & Gas field services. except Exploration and protluct~on serv~ccs 

Services ~ncidental to lnlnlng vlz. drilling, shnfi~ng, recl:un;ntion of 
mines, surveysl~napping - cxcludlng servlccs rclatcd to gold. silver iind 
preciouslsemi precious stones. 

BASIC METALS & ALLOYS INDUSTRIES 

Manufacture of Iron ore pellets. pig iron, sponge iron and steel in 
Pri~narylselni- finishedlfinishcd forms. 

Manufacture of se~ni-finishetl Iron (G Stcel products in re-rolling ~nills. 
cold-rolling ~n i l l s  and wire draw~ng mills. 

Manufacture of t'en.0-alkys. 

Copper ~nanufi~cturing. 

Brass ~nanufaciuring. 

Aluminium ~nanuf;~cturing. 

Zinc rnanufi~cturing. 

Division 

( 2 )  

19 

3 3 

~ 

Group 

(3)  

893 

895 

899 

990 

Class 

(4) 

893.2 

NIC CODE 

Group 

(3) 

190 

191 

310 

33 1 

332 

333 

334 

335 

316 

Class 

(4) 
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PART 'C' (Contd.) 

DESCRIPTION 

( 5 )  

Casting of  rnetal. 

Other non-ferrous metal industries. excludi~ig Gold. Silver & Platinu~n. 

OTHER MANUFACTURING INDUSTRIES 

Manufacture of niedical. surgical, scientific and measuring equipnient 
except optical equipment. 

Manufacture of ~nedical/surgical cquiprnent and orthopaedic appliances 
(~nanufacture of apparatus based on the use of X-Ray or othcr radiators 
is classified in Class 369.1). 

Manufactl~rc of industrial process control equipnlent (this class incli~tles 
~nanufacture of apparatus used for continuous rneasurernent and control 
or variable such as temperature, pressure, viscosity etc. of  ~iiaterials and 
products as they are being manufactured o r  otherwise processed). 

Manutacture of regulating or  controlling instruments and apparatus. 
except industr~al proccss control equipment. 

Manufacture of supply meters for electricity, water orgus.  

Manufacture of sensitive balance and ~nathcrnatical calculating inslrll- 
nients. 

Manufacture of laboratory and scientific Instriunents n.e.c. (includcs 
rrianufacturc of non-optical microscopes, diffractio~i cquip~nents; app:l- 
ratus for measuring or  checking electrical quantities, e.g., oscilloscopes, 
spectrum analysers, voltmeters. with or  without recording dev~ce .  
apparatus for measuring non- electrical quantities e.g.. radiation detec- 
tors and counters, cross-talk meters and other Instruments specially 
designed Ibr telecorn~nun~cations; apparatus for testing the phys~cal 
properties o l  materials. e.g., apparatus for testlng hartincss and other 
propel-ties of ~netals, for resting the wear and tear and other propcrtics o f  
textiles and for testing the physical propcl-ties of papcr. linoleum, pins- 
tic. rubber, wood. concrete and so forth: apparatus for carryins out 
physical o r  chemical analysis, c.g., polarinieters. refracto~~ieters. 
calorimeters. Orsob's apparalus, Ph-~netcrs. visco~netcrs. surPacc tenslon 
instrutncnts and so f o ~ i h  and instruments and apparatus for ~neasurinp o r  
checking the flow. level, prcssure o r  other variables ~)l'Ilcluids o r  gascb. 
Inanorncters. heatmeters. and so fo~ili. except industrtnl proccss control 
equlprncnt j .  

ManuPacture of parts and accessories n.e.c. for insrru~ncnts ;lnd appal.:~. 
tus ~ncluded rn this group. 

SI. No. 

( I )  

C-3 

Class 

(4) 

380.1 

380.2 

380.3 

380.4 

380.5 

380.6 

380.8 

I>ivision 

( 3 )  

3 8 

NIC CODE 

Group 

(3) 

337 

339 

380 



V01.. I I NO. 3 I'I(IXS N07'L NO. 2, 19'17 

PAW 'C' (Contd.) 

SI Nu 

( 1 ,  

C-4 

C - 5  . 

C-6 

C-7 

C- X 

C - 9  

DESCRIPTION 

(5)  

Manufacture of other rnedical si~rgical, scientific and rncasuring c q ~ ~ l p -  
Inen1 1i.e.c. (includes ~nanufacturz of hydl-o~netcrs. thcrri~o~ncters. 
pedonleter. tacho~neters, balancing rl~achines, test benchcs. comparators 
(~ncludc optical comparators and other o1)tical type ~nensurinp and 
checking appliances and instrurncnts): instru~ner~ts for chccking watches 
or watch parts and so forth). 

Manufacture of photographic, cinc~natogrnphlc :inti opt~cal goods and 
equipment (excluding photo che~nicals. sens~tised paper and filrn). - 
Manufacture oriterns based on solarencrgy likc solar cella. cookcrs. air 
and water heat~ng systems and other rclatctl items. 

DELETE11 

NON-CONVENTIONAL ENERGY GENERATION AND LIISTRIBU- 
TION 

CONSTRUCTION 

Construction and lnalntenance of rail beds. non-veh~culnr bridges, nun- 
vehicular tunnels, ropeways, pons, harbours, and runways. 

Construction & Maintenance of waterways and water reservoirs. 

Construction & Maintenance of hydroelectric projects. 

Construction & Maintenance of power plants. 

Construction & Maintenance of industrial plants. 

LAND TRANSPORT 

Pipeline transport excluding Crude Oil, petroleum products and natural 
gas pipelines. 

WATER TRANSPOliT 

Ocean and water transport. 

Inland water transport. 

STORAGE AND WAREHOUSING SERVICES 

Warehous~ng of agricultural products with rcfnger~rtio~i (cold storages ). 

Divis~on 

( 2 )  

43 

50 

70 

7 1 

74 

NIC CODE 

Group 

(3) 

381 

388 

50  1 

503 

504 

SO5 

506* 

707 

710 

71 1 

74 1 

Class 

(4) 

380.9 
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PART 'D' 
List of Industriesfltems for AutomaticApproval for Foreign Equity up to 100 per cent 

NOTES: 
1 Foreign equity in projects under this category should not exceed Rs 15 billion. 
2. Proposals involving generation, transmission and distribution of electric energy produced in atomic reactor power plants 
are not eligible fbr automatic approval. 

Editor's Foott~otes 

DESClllPTION 

(5) 

ELECTRIC GENERATION AND TRANSMISSION 

Generation and trans~nission of electric energy. 

Generation and transmission of electric energy produced in hydro- 
electric power plants. 

Generation and transmission of electric energy produced in  coal based 
therrnal power plants. 

Generat~on and transmission of electric energy produced in oil based 
thermal power plants. 

Generation and transm~ssion of electric energy produced in gas based 
therrnal power plants. 

Distribution of electric energy to households. industrial, comrnercial and 
other users. 

CONSTRUCTION 

Construction and ~naintenance of roads, highways, vehicular bridges. 
toll roads. vehicular tunnels, ports and harbours. 

SI. No. 

( 1 )  

D- l 

D-2 

* These are Items that did not feature in Annexure 111 attached to Press Note No. 2 of January 17. 1997. and have been added 
to Annexure I11 now. 
** These Items that Featured in Part C of  Annexure 111 in  the Press Note No. 2 of January 17. 1997. and are now transferred 
to Part D of Annexure 111. 
3. The following notes were given below Annexure 111 to the Press Note No. 2. of January 17, 1997 and don't feature in  that 
Annexure now. 
Ite~rrs for which approval for foreign investment and/or foreign technology agreements is not covered by autornatic approval 
are: 

l i )  Items reserved for the small scale sector; 
(ii! Items which require licence under existing policy: 

(iiif All iterns of aerospace and defence equipment whether specially mentioned or not; and 
I I V )  All iterns related to production or use of atomicenergy including cmyingout of any process preparatory orancillary 

to such production or use. under the Atomic Energy Act. 1962. 

Division 

(2)  

40 

5 0 

NIC CODE 

Group 

(3)  

400* * 

401" 

50 1 

Class 

(4) 

400.1 

400.2 

400.3 

400.4 



REPORT OF THE STUDY GROUP ON CORPORATE TAXATION 
Government of India, Planning Commission, 1984 

FOREWORD 

The Study Group on Corporate Taxqt'  on was 
set up by the Planning Commission in July 1983 
with the following membership: 

I .  Dr. I.S. Gulati, Chairman 
2. Shri M.P. Chitale, Member 
3. Dr, Amaresh Bagchi, Convenor 
The terms of reference of the Group were as 

under: 

(i) To examine the present system of taxation 
of business profits particularly with regard to: 

(a) the computation of profits for taxation, and 
(b) the various deductions and allowances 

provided in the existing law in arriving at the tax 
base, 

(ii)Toevaluatealternative bases and structures 

5. Somc of the mectings of the Group were 
held in Bombay. The Group received valuable 
assistance from the Reservc Bank of India in 
holding its meetings in Bombay. 

6. The Group had also informal discussions 
with the senior officials of the ICICI in Bombay 
and also some leading experts in company 
finance. 

7. The Group also wishes to acknowledge the 
help received from National Institute of Public 
Finance and Policy, Delhi, and Centre for 
Development Studies, Trivandrum. 'The Group 
wishes to mention in particular the work done for 
the Group by Dr. Tapas Sen of the National 
Institute of Public Finance and Policy. Mrs. N. 
Shanta of the Centre for Development Studies, 
Trivandrum also did valuable work for the Croup. 

for taxation of business profits and their suit- 
ability in the Indian context. 8. The Group also wishes to acknowledge the 

valuable secretarial help it received from the 
(iii) To suggest lines of reform. personal staff of Dr. A, Bagchi in  the Economic 
A copy of the Notification dated the 23rd July, Division of the Department of ~~~~~~i~ *sfairs. 

1983 constituting the Group is appended below. 

2. The Study Group was originally required to 
submit its report within a period of 4 months. The 
life of the Study Group has been subsequently 
extended. 

3. Dr. Nitin Desai, Secretary to the Economic 
Advisory Council, was closely associated with 
the deliberations of the Study Group and partic- 
ipated in most of the meetings. The Study Group 
is extremely grateful to him for his valuable 
contributions. 

4. The chairman of the Central Board of Direct 
Taxes was kind enough to nominate Shri V.U. 
Eradi, Commissioner of Income Tax, Delhi, who 
also participated in the discussions of the Group. 
The Group wishes to place on record its gratitude 
to Shri Eradi for his contributions to its deliber- 
ations. The Group also wishes to thank the 
chairman, Central Board. 

No. A. 1202417183-Adm.1 
Government of India, 
Planning Commiss'ion, 

Yojana Bhavan, Parliament Street, 
New Delhi, the 23 rd July, 1983. 

Notification 

S.O. It has been decided to set 
up a Study Group on Corporate Taxation in India. 
The composition of the Group will be as under:- 

1 .  Dr. I.S. Gulati. Chairman 
2. Shri M.P. Chitale, Member 
3. Dr. Amaresh Bagchi. Convenor. 

2. The terms of the Study Group will be as 
follows:- 
(i) To examine the present system of taxation of 
business profits, particularly with regardto (a)  the 
computation of profits for taxation, and (b) the 
various deductions and allowances provided in 

This paper subrliitted to the Planning Cornlnission in 1984. is being published for the first time here 
- Editor. 
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the existing law i n  arriving at the tax base. 
(ii) To  evaluate alternative bases and structures 
for taxation of business profits and their suit- 
ability in the Indian context. 
(iii) To suggest appropriate lines of reform. 

3. The members of the Study Group will be 
entitled to travel by air at their discretion. Orders 
regarding their daily allowance will be issued 
separately. 

4. The Study Group will submit its Report Lo the 
Economic Advisory Council within a period of 
four months. 

5 .  The expenditure of the Study Group on T.A. 
and D.A. will be met from within the Budget 
Grant of the Planning Commission for the year 
1983-84. 

Sd/- N.K. Aggarwal, 
Deputy Secy, to the Govt. of India, 

No.A. 12034/7/83-Admn.1 New Delhi, 
the 23rd July, 1983. 

ORDER 
Ordered that a copy of thc Notification be 

published in the Gazette of India for general 
~nformation. 

Ordered also that a copy of the Notification be 
communicated to each Member of the Study 
Group. 

Sdl- N.K. Aggarwal, 
Deputy Secy. to the Govt, of India. 

I. 
THE CORPORATE SECTOR IN INDIA - 

AN OVERVIEW 

I .  I The-total number of compnies registered 
under the compnies Act in India at present (as of 
1982-83) i s  in the region of 83,000 with paid up 
capital of about Rs 30,000 crocre. In 1970-7 1 the 
number was 30,4 12 and the paid up capital stood 
at, Rs 4.301 crore (Table 1.1). This implies a 
growth rate 8.7 per cent peranmm in the number 
of companies and 13.6 per cent in their paid up 
capital in the course of twelve years. 

1.2 The private corporate sector, that is, non- 
government companies have, recorded a lower 
growth rate than that of the corporate sector as a 
whole. While the number of 'companies in the 

private sector has gone up from 30,098 in 
1970-71 to8  1,960in 1982-83 (i.e., by 8.7percent 
per annum) the volume of paid up capital in the 
private corporate sector stood at Rs 5,186 crore 
in 1982-83 as compared to Rs 2.237 crore in 
1970-7 I ,  showing a growth, of 7.2 per cent. The 
Average size of paid up capital in the private 
corporate sector has registered a decline from Rs 
7.4 lakh in 1970-7 1 to Rs 6.32 lakh in 1980-8 1. 

1.3 Much of the growth of the corporate sector 
in terms of paid up capital is attributable to the 
public sector. The paid up capital of the govern- 
ment compnies constituted 48 per cent of the total 
paid up capital ofthe corporate sector in 1970-7 1 . 
In 1982-83 government companies accounted for 
nearly 74 per cent. 

1.4 Within the non-government corporate sector 
again, the number of functioning companies is 
much less than the number registered. A census 
carried out by the Reserve Bank of India (RBI) 
for 1976-77 showed that of the non-government 
non-financial public limited coinpanics regis- 
tered upto that year less than 2/3rds (4,572 out of 
about 7,500) were operating. W-e do not have 
similar information regarding non-government 
private limited companies. From Income tax data 
it would appear that, as of 1980-81. widely held 
companies (which are necessarily public limited 
in character) accounted for the bulk of the cor- 
porate income assessed (roughly 79 per cent) and 
tax demanded (78 per cent) although, in number, 
they constituted only about 2.6 per cent (2,860 
outof 1 1,105) of the total assessments (Table 1.2). 
It should be added that the coveragc of income 
tax statistics is incomplete and the number of 
companies actually assessed for income tax is 
largerthat what is reported in the All IndiaIncome 
Tax Statistics. According to the report of thc 
Comptroller & Auditor General t h e  number of 
company assessees on the regism 01' thc Incomc 
Tax Department was 44,125 in 1YKO-81. How- 
ever, if income tax statistics can be regarded as 
representative. it may still not be wrong to 
presume that the public limited companies 
account for the bulk of the income generated in 
the non-government corporate sector and their 
number has remained stagnant for many years. 
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This seems to be corroborated also by the findings 
of the Census of public limited companiescarried 
out by the Reserve Bank of India for 1976-77 to 
which reference has been made earlier. 

1.5 According to available estimates, taking 
government and non-government companies 
together, the proportion of value added by the 
non-financial corporate sector in the GDP has 
remained almost at the same level, viz., 9-10 per 
cent, in the last two decades. It was over 9 per 
cent in 1960-61, increased to 1 1 per cent in 
1965-66 but came down to the  earlier level 
subsequently and stood at 10 per cent in 1977-78.' 
The share of the private corporate sector (i.e., 
excluding government companies) in  value added 
in the cconomy registered an almost steady 
decline. 

1.6 The share of non-financial non-government 
companies in the net value added in the economy 
has also undergone a decline in the last two 
decades. It was 7.5 per cent in 1960-61, 6.6 per 
cent in 1970-7 1 and 6.5 per cent in 1979-80. Of. 
thc total nct valuc added in manufacturing (or- 
ganised and unorganised), the private (non- 
financial) corporate sector accounted for a little 
ovcr 30 pcr cent in 1979-80, as compared to 40 
pcr cent in  1960-61. In the net value added of the 
'organised' manufacturing sector, the share of 
non-financial private companies was 49.5 per 
cenl in 1979-80 as against 69.8 per cent in  
1960-61 and 63.9 per cent in 1970-7 1 .' Clearly, 
there has heen a decline in the role of non- 
governmcnt corporate sector in  the economy and 
the decline is particularly marked i n  
manufacturing. 

1.7 Non-corporate enterprises on the other hand 
have expanded their share in net value added i n  
the private manufacturing sector substantially 
during the last two decades. Their share has 
increased from 24 per cent in 1960-61 to 36 per 
cent in 1979-80. This trend is clearly noticeable 
also in the operating surplus and profits and 
dividends' 

1.8 In 1960-61 the share of the corporate sector 
in net value added in the registered manufacturing 
sector stood at 70 per cent, that of non-corporate 
sector at 23 per cent and the rest, i.e., 7 per cent 
came from the public sector. In 1977-78, the 
respective proportions were 48 per cent, 27 per 
cent and 25 per cent.' The share of non- 
government companies i n  gross value added by 
the non-financial corporate sector which stood at 
96 per cent in 1960-6 1 had come down to 74 per 
cent (as of 1977-78) and that of government 
companies increased from 4 per cent to 26 per 
cont." 

1.9 The growth of non-corporate business 
enterprises relatively to that of the corporate 
sector is evident also from the enormous 
increase in the number of income tax payers 
in the status of 'registered firm' as compared 
to that of companies. Reports of the Comptroller 
& Auditor General show that in 1975-76 while 
the number of company assessees was 40,327 the 
number of firms was 5 19,344. In 1982-83. the  
respective numbers were 48,597 and 77 1,146. 
The figures for the years 1975-76 to 1982-83 are 
given below: 

Companies 40.327 41.878 41,531 35.982 42.58 I 44.115 46,335 48,597 
Firms 519,344 566,091 584,815 508.196 672,817 753,718 786,321 77 1.146 

I .  'Shifts in the Factor lncorne Shares CornpamtiveStudy of the Public and Private Indian Corporate Sector. 1960-61 tct 
1977-78', by Kripa Shankar and T.G. Nayak, RBI Occctsio~ttrl P ~ I ~ I ~ I - . T .  June 1985, p. 83. 

2. 'Trends in Private Corporate savings' by N .  Shanta in Ero~~or~iic & Politirc~l W e e k l ~ .  November 6. 1982. Figures for 
1979-80 computed later for this study. 

3. N. Shanta, op.cit. 
4. N. Shanta. op.cit. 
5. Kripa Shankar & T.G. Nayak, op. cit .  
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Despite their incomplete coverage Income Tax in 1978-79 the proportion came down to 38.2 per 
Statistics too bear evidence of the faster growth cent though in 1980-81 it had gone up to 40.3 per 
of the unincorporated business sector as com- cent. Companies with after tax profitability of 20 
pared to that of the corporate sector (Table 1.3). per cent or more constituted barely 15 pet cent of 

the total in 1970-7 1 and 19 per cent in 1977-78. 
1-10 The private corporate sector's share in gross In 1979-80, the proportion was 27 per cent and in 
domestic savings has remained almost stagnant 1980-81 it was 26.4 per cent. So in  nominal terms 
since 1960-6 1 ,  fluctuating between 1.5 per cent there is no evidence that profitability of 
and 1.8 per cent of GDP. Only in two years 
(1961-62 and 1962-63) the proportion exceeded P anies has declined in recent years. However, it 

2 per cent. Capital formation in the private cor- IS difficult to judge from these trends how the 
sector as a proportion of GDP has also corporate sector profitability compared with that 

remained stagnant at about 2-3 per cent in the last of the non-corporate sector, which, as noted, has 
thirty years. It exceeded 3 per cent for a few years expanded fast in recent, Years. 
but declined to 2.5 per cent again in the late 
seventies. Generation of gross savings in the 1.1 3 It should also not be overlooked that the 
private corporate sector has consistently fallen profitability measures mentioned above are in 
short of capital formation indicating anet transfer nominal terms and take no account of the inlpac, 
of  savings from other sectors (mainly household) of inflation. ~f allowance is nlade for inflat ion.  
of the economy .h profitability of medium and large public limited 

companies in  real terms docs not appear to have 
Prqfit~rbility Trends in the Corporate Sector improved, 

1 . I  I For large and medium public limited com- 
panics the ratio of profit before tax to net worth 
has increased from 19.9 per cent in 1970-7 1 to 
25.9 percent in  1980-81 (Table 1.4A). Profit after 
tax (PAT) as a proportion of net worth has also 
gone up from 1 1.6 per cent in 1970-7 1 to 14.9 per 
cent in 1980-8 1. Ratio of  gross profits to capital 
employed hasincreased from 19.9 percent to 3 1.6 
per cent during the period. In the case of medium 
and large private limited companies also, profit- 
ability ratios have registeredimprovement (Table 
1.4B). 

1 . I  2 Frequency distribution of selected medium 
and large public limited companies according to 
profitability ratios for the years 1978-79 to 
1980-81 is given in Table 1.5. In the three years 
1978-79, 1979-80 and 1980-81, profitability of 
medium and large companies has shown a rising 
trend. In 1970-71, the proportion of companies 
with profit after tax to net worth ratio below I5 
percent constitutednearly 50 per centofthe total; 

1.14 According to a recent study. profits workcd 
out for a sample of companies on current cost 
basis appear to be much smaller than historical 
cost accounting profit,' that is, if adjustments are 
made for depreciation of fixed assets and cost of 
sales. In fact if such adjustments were made, a 
large number of manufacturing companies would 
have little profits. Profitability m a y  improve if 
derived on the basis of a thoroughgoing inflation 
accounting, that is, if the adjustments are 
extended to net monetary liabilities as well. 
Whether this would be the position in most cases, 
however, cannot be asserted without further 
empirical work. 

Ejjective Tax Rates 

I .  15 Effective Tax Rates (ETR) for cornpanics 
have been consistently lower than statutory rates 
and what is more, therc is widc variation across 
companies, the tax burden being generally and 

6. Vide Repor-t o f  the Working Group on Sc~vings (Chairman: K.N. Raj), RBI .  
7 .  1111pc1ct qfI~?fl(rritm on Ttrxrrrion (f Cornpcrnv Prof i'u by Tapas Sen, National Institute of Public Finance bZ Policy 1084. 

(Mirt~eo). 
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significantly lower for companies withlargerpaid 
up capital (part 2 of Table 1.6). In 1980-8 1, for 
companies with paid up capital of Rs 5-10 lakh, 
the ETR exceeded 100 per cent while for com-' 
panies with paid up capital of more than Rs 5 
crores, the ETR was only 39 per cent. This has 
been the pattern in almost all years from 1970-71 
lo 1980-8 1 .  Wide variation in effective tax rate 
among companies was taken note of by the 
Economic Administrative Reforms Commission 
(EARC) also and the EARC observed that 'Given 
the pattern of frequency distribution it  would be 
obviously misleading to proceed on the basis of 
an average effective tax rate of tax for the private 
corporate scctor as a whole'. 

limited companies had gone down to 3 1.2 per cent 
in 1977-78. I t  improved to 33.5 per cent in 
1980-81 but is way below its level obtaining in 
1960-61. The share of interest increased from a 
bare 4.7 per cent i n  1960-61 to 14.3 per cent in 
1980-81. Profits after tax registered a steep 
decline from 16.6 per cent in 1960-61 to 7.5 per 
cent in 1977-78. PAT'S share in the factor 
incomes increased to 12.6 per cent in 1980-8 1 ,  
partly on account of an improvement in the share 
of gross profits and partly as a result of a fall in 
the share of the corporate tax. The same trend, 
viz., decline in the share of PAT accompanied by 
a rise in the share of interest is noticeable among 
private limited companies as well a s  government 
companies. 

Cot zclusion 
I .  I6 I t  should also be noted that the proportion of 
Curporation tax in the tax revenues of the Gov- 
ernment has not increased over the years (Table 
I .7); rather i t  has gone down since the mid-sixties. 
Between 196 1-62 and 1966-67 corporation tax 
formed about 10- 12 per cent of the total revenuc 
of the Government taking the Centre, Statc and 
Unlon Territories. The proportion has varied 
between 7 to 8 per cent since then (col. 7 of Table 
1.7). If the tax rcalised from public sector 
undertakings is left out, collections from corpo- 
ration tax have remained virtually stationary since 
1977-78 (col. 1.16 of Table 1.7). 

1.17 Studies on elasticity of the corporate income 
tax show that during the fifties the tax on company 
profits was elastic (i.e., elasticity more than unity) 
with respect to national income; in the sixties the 
elasticity went down while in the seventies there 
has been an improvement. 

1.18 While the nominal profitability ratio as such 
does not seem to have declined there has been a 
sharp fall in the proportion of profits in the factor 
incomes in the corporate sector (Table 1.8). From 
39. I per cent in 1960-6 1 ,  the share of gross profits 
in factor inconles in the non-government public 

1.19 The striking facts regarding the Indian 
Corporate Sector which emerge out of the pre- 
ceding analysis may be summed up as follows: 

(i) Both in the GDP as well as in the value added 
in manufacturing, the share of the private cor- 
porate sector has suffered n decline over the last 
two decades. The decline, which has been 
particularly sharp for the non-government private 
limited companies, is attributable partly to the 
entry of the public sector with large investment 
in many key areas and partly to the growth of 
non-corporate enterprises. There has been a tre- 
mendous growth of the non-corporate sector in 
India in the last two decades both in terms of 
number as well as in terms of income generated. 
Although the number of new registrations of 
companies has gone up, the number of function- 
ing companies has remained small. 
(ii) The contribution of the private corporate 
sector to the savings of the community has been 
even smaller than its share in the  value added in 
the economy. 
(iii) The share of profits in the value added in the 
corporate sector has also suffered a sharp fall 
while that of interest has increased. 
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?'able 1.3. Companies and  Registered Firms Assessed to Income Tax - Number, Incon~e  Assessed and Tax thereon 

(Ks crores) 

Year Total No. of Income Tax Total No of Income Tax 
Compan~es* Assessed Regd. F~rms Assessed 

(1) (2) (3) (4) (5) (6) (71 

11.929 

12,818 

12.801 

14.174 

1 1 .Oh3 

N.A. 
13,045 

10,106 

N.A. 
10.237 

13.304 

389.1 

497.9 

532.9 

548.8 

518.1 

N.A. 
1,083.0 

630.1 

N.A. 
657.1 

8 47 

186.6 
(48.0) 
250.6 
(50.3) 
265.1 
(49.7) 
292.7 
(53.3) 
277.3 
(53.5) 

N.A. 
606.2 
(56.0) 
355.2 
(56.4) 

N.A. 
381.5 
(58.1 ) 

496 

45.905 

59.273 

65.149 

86,676 

94,149 

N.A. 
98,274 

170.235 

N.A. 
21 1,804 

246,035 

388.7 

382.4 

329.3 

570.4 

604.3 

N.A. 
675.4 

710.9 

N.A. 
888.4 

1.1 16 

15.0 
(5.1) 
23.0 
(6.0) 
17.6 
(6.41 
38.5 
(6.7) 
46.1 
(7.6) 

N.A. 
68.4 
t10.1) 
68.3 
19.01 
N.A 
86.0 
(9.7) 

113 

(52.7) ( 1  1.3) 
Compound 

Growth Rate@ 
( 1 960-6 1 to 

198 1-82) +0.7 +9.9 + I  3.6 +I I .O 
- -- 

Note: Figures in brackets indicate percentage of tax to total income assessed. 
" excluding Foreign Companies, 
@ = Growth rate has been worked out by taking the end points, and not by fitting any trend line. 



Tahle 1.4A. l'rofitahility and Allocation of Profits: Private Corporate Sector 
(Large and Medium Puhlic Lin~ited Con~panies) 

2 .  I'rohts After 
TaxiNet Woltli 11.6 10.8 10.4 11.6 17.7 8.2 7.9 8.8 11.5 14.5 14.9 

4.  D~v~tlendsINet 
Wortli 5.4 5.4 5.5 4.7 4.0 4.7 5.1 5.2 5.5 5.5 5.4 

7 Tax 1'1-ov~s~otil 
1'1-uf~tsBeforeX~x 41.8 45.3 46.8 47.9 48.5 58.5 60.5 57.5 51.1 46.7 42.7 

k. l)eht/Equ~ty 43.0 420  41.7 41.1 37.8 45.1 40.8 4 8 7  48.0 51.1 57.1 

Source: ItHI St~rdics on  Co~npany Fina~ices. (RBI B ~ r l l e t i t ~ ,  various issues). 

Table 1.4B. Profitahility and Allocation of Profits: Private Corporate Sector 
(Large and Medium Private Limited Companies) 

- - 

1970-7 1 107 1-72 1972-73 1973-74 1974-75 1975-76 1976-77 1977-78 1978-79 107')-KO I ')XO-XI 
! I )  (2) ( 3 )  (4)  (5 )  (6) (7 )  ( 8 )  ('9) i101 ( I  I )  \ I ? '  

I . 1'1-oiit s I3elore 
Tax/N el Worth 18.15 19.25 20.16 25.81 25.82 18.69 20.28 21.74 21.41 i 3 . A  N A 

2 I'r-of~ts After TnxiNet 
Wol.tli 6.2 6.6 7.6 11.4 4 4.8 5 15.7 6 N.A. N.A 

2. Cr1.o~~ Profit/Capital 
Employed 32.19 33.64 31.51 37.91 41.02 33.51 38.12 37.17 35.94 N.A. N.A. 

4 I>iv~dends/Net 
W ort I1 3 9  3.6 3.3 3.2 2.7 3.0 3.8 4.3 4.1 N.A. N.A. 

5 Ordlriary I)ividci~d.\l 
01-d~;inry PUC' 6 6.1 6.1 6.2 5.6 6.0 7.6 10.1 <).h N.A. N.A 

0. R r ~ a ~ n e d  b:ariiii~gs/ 
I'rofits Aftcr T.lx 37.9 45.4 56.3 71.6 72.4 37.6 25.8 7 2 8  74.8 N.A. N.A 

7 Tax Provision1 Prof- 
its Before Tax 65.8 65.9 62.5 56.0 61.7 74.1 70.7 51.3 51.4 N.A. N.A. 

X Ucht/Equity 26.0 28.6 27.6 28.6 29.6 34.5 35.7 39.1 47.7 N.A. N.A 

Source: RBI Studies on Company Finances. (RBI B t r l l e f i ~ ~ ,  various issues). 
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Tahlc 1.7. Rcvcnuc From Corporation Tax as Proportion of Total Tax Revenue of Government and of GDP 
(lis Crc~re) 

Year Revenue Of Which. Tax Reve- G.D.P. at Total Tax Rev- Col.(2) as Col.(l) as Col.(2) as 

from Corpo- from Cen- nue of the Market cnue of the per cent 01- per cent of per cent of 

rntlon tax trill Public Centre Prices at Centre. States Co1.(4) Co1.(5) Col.(6) 

Sector (gross) Current and UTs 

Under- Prices 

takings 

1980-XI 13 10.80 

1981-82 1969.97 

Icj87-83 31 84.50 

IL)XZ-84 (RE) 2565.00 

1984-85 (HE) 2568.00 

.s = Qu~ck E S I ~ I I ~ ~ I L ' S .  
@ = Kcviscd Esli~nurcs. 
@) @J = Budget Estimates 



Til,lc 1.8.Pactor Income Shares  in Gross a n d  Net Value Added (a t  current Price) hy Type  of Con~panics  
(Per cent) 

Type o f  Corn- Year Compensation Interesr Gross Profits of which 
pany to E~nployees .- 

Depreciation Corporate Profit> After 
.T:lx Tax 

(1) (2) (3) (4) ( 5 )  (6)  (7)  (8)  

A.  Nori-Govt'" 
Cos. 

I .  Public 1960-6 I 56.2 4.7 39.1 12.2 10.3 16.6 
Li~nitcd (64.0) (5.4) (30.6) i I 1.8) ( 1 x 8 )  

- ~--p 

F~gurcs in bmckcts rclatc to factor Iiicolne shares in 'net value added'. 
' Computed froin llKl data on Finances of Mediuni ant1 Large Public Lirllilcd Conlpnn~ca. RUB. July 1083. 
Sot~rcc: S/ I ! / ' / ,S  I I I  / / I ( ,  fi.(r(,!or, I I ICOIII(,  S / I ( I IY .S - A c o ~ ~ ~ / > ( t r ( ~ f ~ ~ , e  . S ~ I I C / ~  I / I ~  / ' I I / I / IC  ( I I I ~  I ' ~ I I , ( ~ I v  I I I(~I(I I I  C ' O I ~ O I . ( ~ I ( >  .Stq.to~,, 1960.6 I 
lo IL)7'-78 1 ) ~  Krrptr Shtr~rktrr  & 7',C;. Ntr!trk RBI. Occasional Papers. June 1983 
(Fot.dara relat~np to 1980-8 I. Re.rrr.ve Htrtrk R l ~ l l e / i i ~ .  July 19x3). 

CHAPTER I1 
Structure of Corporation Tax and  I ts  Dcficiencics 

2. I Comp;tnies arc assessed i n  India as separate 
critirics almost since rlic inccp~ion of the income 
lax 111 [hc counll-y. At firsl the tax on corporate 
pi-ofits was lcviccl at a flat ratc only in the hands 
ol'tlic colnpitnics. Dividends were not [axed in the 

hands of shareholders' This systen~ wol-lied wcll 
as long as the tax was proportional and both 
cotiipunies and individuals were raxcd at a flat 
rate. Complications set in with the introduction 
o f  super-tax alltl progression. TIlc flat ratc was 

replaced by a slab syslern i n  11)1(1 and the rates 
were raised. Refund ol' incott~c-tax on clividcnds 
was then allowett to sharc11oldcl.s as small income 
relief. Super-tax was levied i n  I9 I7 in addition ro 

I .  This W ~ I S  the 5na1ige1nenc unclcr thc Act ol' 1880 which laid thc foundatioiis of incortlc tax i n  Intlia 
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the income tax. Companies were required to pay payment on behalf of its shareholders, the 

super-tax at the same rate as applicable to indi- super-tax paid by companies stood on a different 
viduals and HUFs. Incomes above Rs 50,000 footing and thercfore was not refundable. 

alone were subjected to super-tax. In the case of 
companies the super-tax was charged only on 2.4 The discrimination against corporate business 
undistributed profits. Share-holders were also which was inherent in the taxation of company 
required to pay super-tax on dividends regardless profits to super-tax and again of the dividend 
of the tax borne by the company. distributed out of taxed profits in the hands of 

shareholders was brought up before the Taxation, 
2.2 The levy of super-tax on undistributed profits Enquiry Commission (TEC) of 1953-54. The 
created a disinclination to accumulate profits. In TEC rejected the plea for giving some relief to 
I920 changes were made to neutralise the bias shareholders for the corporation tax paid on the 
i~gainst retention. First, super-tax on companies dividends on the reasoning that a company is a 
was payable on the entire profit less Rs 50,000 separate entity. The TEC howcver, did not feel 
and secondly it was charged at a flat rate of '  one inclined to recommend the withdrawal o f  the 
anna in thc rupee and not on a graduated basis as relief given to shareholders for the income tiix 
in the case of other taxpayers. Shareholders were paid by companies when the ctistributed profits 
nut given any credit for the super-tax paid by the were taxed in the hands of shareholders. Hencc 
company and it is this portion of the tax on thesystem of grossing up dividend to allow credit 
company prot'its which came to be known as the for the income tax paid by the company in the 
corporation tax, that is. a tax ievicd upon corpo- assessment of the shareholder continued. This 
ratc cntitics as such. Morc or  less the same system was given up in 1959 becausc of' the 
position continued when the Indian income Tax complexities involved in 'grossing up' entailing 
Acl. 1922 replaced the earlier legislation rclating the reopening of assessments of hundreds of 
to income taxation in thc country. shareholders after the effective rate of income tax 

borne by the company was determined. Finally. 
1.3 Since it was meant to be a corporation tax, the thc income-tax and the super-tax wcrc merged. 
prescription of an exemption limit of R s  50,000 Since 1959-60 the tax on company profits is 
Sor super-tax looked anomalous in the case of levied as an 'absolute' tax without any imputation 
companies. The Taxation Enquiry Committee of or  credit to shareholders. Dividends arc included 
1924-25 (the Todhunter Committee) recorn- in the taxable income of shareholders (subject to 
mcndcd the abolition o f  thc exemption limit for a deduction upto specified limit) 2nd taxed 
corporation tax on the ground that 'small accordingly. In the case of' inter-corporate divi- 
companies derive relatively as much advantage dend, a deduction o f 6 0  per cent is allowed i n  the 
as largc ones from the privilege of incorporation, assessment oS the recipient col1>pany. Currently 
andthcarnount ofprofit made by iicompany bears dividend received from an Indian company is 
no necessary rclation to the wealth and poverty cxcmpt in the hands of Individuals and Hindu 
of its shareholders'. Neverthelcss. the exemption Undivided Families along with income 
litnit wascontinued up to 1938-39. Whcn the Act interest on bank deposits. etc., upto Rs 7,000. 
of 1922 was amended in 1939, the exemption 
limit for super-tax in the case of companies was Ta.x Bast 
withdrawn and super-tax was made payable by 
companicsata flat rate on the whole oftheirprofit. 2.5 The corporation tax is levied on profits 
it was also made clear that while incomc tax paid determined on the basis of conventional 
by a company on its profit was treated as a accounting practices, that is. historical cost 
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accounting. Numerous deductions are, however, 
allowed to provide incentives for various pur- 
poses likc promotion of investment, exports and 
so on, so much s o  that several companies have 
managed lo avoid paying any tax for years. T o  
counter this, the law has been amended this year 
to ensure that profit-making companies pay the 
tax on at least 30 per cent of their gross total 
income (that is, before allowing for the incentive 
dcductions). There are also several restrictions 
( 'disallowances' ) to curb wasteful spending of 

2.8 In addition ro the inconic tax, closecompanics 
are rcqulred to pay an additional income tax 
(ranglng froni 25 to 55  per ccnt) o n  their 'undis- 
tributed income' if distribution falls short of the 
specified level. With effect froni 1978-79. 
industrial companies have been taken out of the 
purview of these provisions. 

2.9 In addition to corporation tax there is a 
surcharge of 5 per cent in lieu o f  which a deposit 
can be made with IDBI. 

corporate funds and prevent siphoning off of 
corpol-ate through payments to 2.10 There is also a surtax on profits exceeding 

directors and their relatives. specified level ( 1.5 pur cent of owned capital or 
Rs 2 lakh whichever is less) at rates varying from 

Rates 25 per cent to 40 per cent. 

2.6 When the system of grossing up was abol- Deficie/lcies oj'rhe P r e s ~ n t  Sy.sttr~r 

ishcd, the general rate of corporation tax was 5 1.5 
per cent. With the withdrawal or the credit to 2.1 1 A priori the present system of raxation of 

corporate profits appears to put a premium on 
shareholders for the income tax paid by the, 

inefficiency and waste, and inhibit the growth of 
company, the rate was brought down to 45 per 

the corporate sector. Deficiencies of the present 
cent. The rates were however raised in the sub- 

system arise primarily from two factors: (i) the 
sequent years. At present the general rate of the nature of the base, viz., historical cost profits after 

tax as applicable lo tor 
domestic colnpanies is 55 per cent  There is a relief investment in 
variation in the rates as between domestic and (without any explicit alloWancC for inklaion),  and 
f'orelgn companies and between widely-held and (i i)  double taxation of 
'close' companies. Closely- helddomestic corn- from the .classical system., 
panies are taxed at  the rate of 6 0  per cent if they 
come within thecategory of 'industrial' company, 2.12 A major ofdistortion and dcficicncy 
otherwise at 65 per cent. Foreign companies are is the profit base itself which is arrived at after 
taxed on their trading profits at the rate of 70 per allowing for all current costs,  he line between 
cent while certain categories of income in the case final consumption and intermediate consulllption 
of foreign companies (e.g., royalties) are taxed at being difficult to draw - the business expense 
a rate varying from 20 to 4 0  Per cent on gross deduction rule has not helped much in kccping 
basis. out non-business expense from the purview of 

deductible costs - attempts have been made to 
2.7 until 1983-84 the rate of tax on domestic in~pose restriction. in various I b m s  on the 
companies was graduated also with reference to deductibility of certain categories of expenditure. 
the size of the profits. Such differentiation has The latest in the series of such restrictions are 
been done away with through the Budget for those relating to expenditure on advertisements. 
1983-84. (Rate structure of the corporation tax etc. Whether and if, to what extent. these 
since 1965-66 given in the Appendix). restrictions have had any perceptible impact on 
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expense account spending in the corporate sector 
is difficult to specify. However, the tendency to 
overstate expenses is to be expected as a tax on 
net profits serves to subsidise costs and puts a 
premium on inefficiency and waste. Partly to 
defeat the anti-avoidance measures and partly to 
benefit the controlling group and their associates, 
there is a widespread tendency for the manage- 
ment LO divert a part of the company profits to 
themselves or their associates to the detriment sf 
common shareholders. The management also 
rends to spend lavishly out of corporatefunds.The 
tax systcrri provides strong impetus for this ten- 
dcncy. 

2.13 The classical system of corporate profits 
taxation based on historical cost accounting has 
come in I'or criticism on the ground that i t  is 
distortionary and causes serious liquidity prob- 
Icnl especially u&er conditions of inflation. 
'Corporate Tax distorts the way that companies 
choose to spcnd their capital, it also distorts the 
way they raise it', it i s  argued.' The deduction 
allowed from the tax base for interest paid on 
borrowings creates a bias against equity capital 
as against borrowing; while unrelieved taxation 
of company profits in the hands of shareholders, 
whcn distributed, creates a bias against the cor- 
porate form of enterprise itself. 

2.14 That the system of taxation of Profits 
determined after deducting all payment for 
interest on borrowed capital tends to create a bias 
in favour of borrowings as against equity capital 
needs no demonstration. It can be easily seen that 
forthesamc rate ofafter-tax return, the gross yield 
on equity capital has to be much higher than in 
the case of borrowed capital. For instances, with 
a tax rate of 60 per cent, for a net return of 10 per 
cent. earnings on equity capital should be  25 per 
cent. It is, therefore, not surprising that there has 
been a steady rise in the debt-equity ratio and the 

share of interest in value added in the corporate 
sector has gone up sharply. The present system 
has also handicapped entrepreneurs in obtaining 
subscription for equity capital in new ventures 
and favours well-established large concerns. 

2.15 The tax on corporate profits in its present 
form distorts the way investors in  general and 
companies in particular use their resources. This 
distortion arises partly from the fact that the post 
tax rate of return on a given investment which a 
saver can get varies widely. depending on a 
variety of factors, such as the type of saver and 
the marginal rate at which his income is taxed. 
whether the savings are used by a company or  an 
unincorporated business, the tax allowance 
available on the asset in which the savings are 
invested, whether the investment is financed 
through equity or borrowing, and whether the 
income from ihc investment is distributed or  
retained, and so on.' As noted in chapter I ,  there 
is wide variation in the incidence o f  tax among 
different companies and this lends support to the 
criticism of  the corporation tax as a source of 
distortion. 

2.16 The restriction on the overall scale of 
deduction for various incentives now imposed In 
order to secure a 'minimum tax' from profit 
making companies would possibly bring down 
the disparities in the efl'ective tax rate among the 
companies. Even whh the imposition of such a 
tax considerable variations would still remain in 
the tax burden a s  between companies, depending 
on the category to which they belong, the nature 
of their activity and the extent to which they are 
able to avail of the various incentives. While 
interference in the investnicnt pattern may not 
always be undesirable - and the tax instrument 
can be legitimately used in a planned economy to 
influence the flow of resources into desircd 

3. &cononlis/. September 17 to October 1, 1983. 
3. For an idea or how these factors distort the post tax rate- of return on investment, see Meade Cornrrlittez Report, Tire 

S~rl lci l rre rrird K r f o n ~ ~  cfDir-ect Tuxes i l l  U.K.,  Institute for Fiscal Studies. London, 1978. 
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channels - distortions resulting from variations in 
effective tax incidence resulting from factors like 
the marginal rate of tax on corporate and unin- 
corporate enterprises, and so on, can scarcely be 
considered desirable. 

2.17 The classical system of corporation tax 
involving double taxation of distributed profits 
discriminates against the corporate form of 
enterprise. It also discourages distribution of 
profits. Whether the bias in favour of retention of 
corporate profits is desirable or not is a matter on 
which opinions differ. In the Indian co.ntext a bias 
i n  favour of saving may not be undesirable. 

2.1 8 Apart from [he distortions resulting from 
unintended variations in the incidence of the tax 
and the discrimination against ccluity vis-a-vis 
dcbr capital and against corporate vis-a-vis 
unincorporated enterprises, under intlationary 
conditions taxation of profits based on historical 
cost accounting leads to a drain on corporate 
resources a s  it results in overstatement of profits 
and thereby ovcrtilxation and also creates pres- 
sures for d is~r ibu~ion in the form of dividend, 
bonus, etc. The real rate of return on corporate 
investment has tended to be low in most countries 
which experienced rapid inflation in recent years. 
This, it  is believed, has depleted the productive 
capacity of the companies and prolonged the 
recession in several countries. While this argu- 
ment may not be entirely valid in the Indian 
context, it cannot altogether be denied that 
taxation based on historical cost accounting 
affects the real capital base of manufacturing 
enterprises, and accentuates their dependence on 
financial institutions for expansion or even for 
modernisation or renovation. 

2.19 In sum, the deficiencies of the existing 
system ofcorporation tax which are of concern in 
the Indian context are: (i) it subsidises ineffi- 
ciency and waste and leads to inefficient use of 
investable funds; (ii) it  discriminates against 

equity capital, and, together with reliefs given in 
personal incon~e tax under Section 80L, dis- 
courages risk-taking by investors; (iii) discrinii- 
nates against the corporate form of business 
enterprise; (iv) it undermines the productive 
capacity of manufacturing enterprises by failing 
to take account of current costs and causes 
liquidity problems reinforcing the tendency to 
borrow from banks and financial institutions. 
These deficiencies arise partly from the nature of 
the base itself (i.e., historical cost accounting 
profit) and partly from the lack of any integration 
with the personal income tax borne by sharc- 
holders on their dividend incotne 

2.20 Recent discussions on corporation tax 
reform abroad seem to suggest that thcrc is no 
practicable way of removing the deficiencies of 
the base so long as the tax continues to be levied 
on profits. The distortions arising from the taxa- 
tion of profits on the one hand and the classical 
system of taxing companies on the other are 
compounded by inflation. The capital allowances 
and othcr reliefs designed to alleviate the impact 
of inflation in effect tend to aggravate them. It is 
suggested that the only remedy lies in moving 
towards a flow-of-funds base.' It is argued that 
the flow-of-funds base would help to remove the 
distortions and also get round the problems of 
inflation and liquidly. 

2.2 1 The distortions caused by the present system 
of corporate taxation do not admit of any simple 
solution. Whether it would be desirable in the 
Indian context to move towards a flow-of-funds 
base needs careful consideration. Moreover, 
flow-of-funds base corporation tax would 
require, as its complement, the expenditure base 
for personal taxation. That again involves a basic 
reform ofthc system of direct taxation. This along 
with other suggestions are considered in the next 
chapter. 

4. For n brief description of the flow-of-funds based lax. vide Appendix to Chapter 111 
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Appendix to Chapter I1 

Rate Structure of Corporation Tax 1965-66 to 1984-85 

per cent 

1965-66 1966-67 1984-85 Rernarks 
( 1 )  (2) (3) (4) ( 5 )  

I)ornest~c cornpanles I .  A tax @ 7.5% was charged o n  dividend 
I .  Widely-hcld distribution by wrdely-held corr~panirs 

( i )  small" 42.5 45 55 between 1965-66 and 1968-69. 
i i ~ )  large 50 55I 

2. Closely-held 2. A tax 0 12.5% on bonus shares was 
(i) Industrial levied in 1965-66. 

(a) small** 50 55) 
(b) large 60  60) 60  

(ii) Other 60  65 65 

3. Foreign Companies 3. A surcharge @ 5% of incoine-tax is 
( i )  ordinary ~ n c o ~ n c  65 70 70  levied since 1972-73. Thc surcharge 
(ii) on royalties 50 50 rate was brought down to 2.5% for 

sometime. but has been rarsed to 5 4  
again. The surcharge can be aet off 
against equivalent amount of deposit 
in IDBl for 1985-86. 

."sil~nll' I~cre means:- 
( i )  from 1965-66 to 1966-67 companies with total incorne of not more than Rs 25,000. 
( i i )  from 1967-68 to 1972-73 companies with total incorne of not rnore than Rs 50,000 
(iii) Since 1973-74 companies with total income of not rnore than Ks 1.00,000. 
:&:' 'slnall' in this context means:- 
( i )  from 1965-66 to 1972-73 companies with total income of not Inore than Rs 1 lakh. 
( ~ i )  Sincc 1973-74 cornparlies with total incorneof not more than Rs 2 lakh. 

CHAPTER I11 
Lines of Reform 

3.1 The discussion in the proceeding chapter 
brings out that the system of corporate taxation 
contains clemcnts which may have impeded the 
growth ol' the corporate form of enterprise, cor- 
porate invcstrnent and saving, and acted as a 
source of bias against efficiency. The present 
system, despite alleviating features in the shape 
of incentives, isdistortionary and puts apremium 
on debt against equity capital and discriminates 
against small and new enterprises. The distortions 
are exacerbated under inflationary conditions. 
Solutions suggested for remedying these defi- 
ciencies and removing the distortions fall broadly 
under two groups: 

A. Suggestions for reform of the base. 
B. Those designed to reform the structure. 

3.2 Suggestion for reform of the base may be 
considered under the following heads: 
(i) Changing the present system of accounting by 
moving over from historical cost to current cost 
basis. 
ii) A radical departure from the existing income 
or profit base towards an 'expenditure' or flow- 
of-funds base. 
(iii) Widening the existing base and reducing t h e  
rates. 
(iv) Modifying the profit base by excluding funds 
set apart for investment or other specified pur- 
poses. 
3.3 Proposals for reforming the structure aim 
principally at relieving double taxation and 
removing or alleviating the inequity involved in 
independent taxation of company profits and 
dividends. Two alternative routes are suggested 
for avoiding ormitigatingdouble taxation. These, 
are: (i) integration of corporate and personal 
taxation-partial or total, and (ii) provision of 
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d~vidend relief - partial or total. The point for consideration of proposals for switching over to 
consideration is whether in our situation there is current cost profits as the base for taxation has to 
any case for reforming the existing structure in await the formulation of a system of inflation 
either of the Iwo ways or whether the present accounting acceptable to business and the 
classical system should continue. accounting profession. 

A. Suggestions for Base Reform 

(i) Inj?rrtion Accour7ting 

3.4 Inflation accounting has been the subject of 
intense debate in countries which experienced 
high rates of inflation in recent years. In personal 
income tax indexation in some form has been 
introduced in several countries to ensure that 
progressive taxation does not act harshly on 
taxpayers simply because of inflation. However, 
in business taxation, although the problem, posed 
by inflation in the matter of taxatjon of profits 
based on historical costs i s  recognised, there is no 
unanimity yet about the modality ol' moving over 
to inflat~on accounting. A central issue in the 
dcbotc ovcr inflation accounting is the treatment 
of' nel monetary liabilities. Adjustment for 
depreciation and cost of sales would in all prob- 
ability bring down, in lnost cases, the profit 
figures derived on the basis of historical cost. As 
already noted, a recent study shows that this is 
generally true of Indian companies.' However, i t  
is riot at all certain that historical cost profit would 
in all cases exceed current cost accounting profit 
if adjustments were made also for monetary assets 
and liabilities. Equity demands that if inflation 
accounting is to be adopted as the basis for 
taxation, adjustments should be  carried out all 
along the line for changes in the real value of 
assets as well as liabilities. Recent experience 
with attempts in this direction in some developed 
countries has not been very encouraging,' and 
met with resistance from the corporate sector as 
well as the accounting profession. Any serious 

( i i)  'Expenditure' Base 

3.5 The liquidity and replacement problems 
caused by taxation of historical cost profits under 
conditions of inflation are however real and need 
to be attended to. Ideally, the tax system has to bc 
so  devised that business enterprises are not put to 
any disadvantage for lack of liquidity in meeting 
their genuine business expenditures, whether 
current or capital and the tax is levied only on 
funds which {low out of the company, for pur- 
poses other than the company's business. This 
would be the counterpart of a tax on 'expenditure' 
or  consumption in the case o f  individuals. 

3.6 The flow-of-funds base which has figured in 
current discussion of business tax reform essen- 
tially seeks to translate the concept of 'expendi- 
ture tax' for taxation of business enterprises. The 
basic ingredients of a flow-of-funds base and their 
inter-relation are outlined in the Appendix to this 
chapter. The central idea in moving over to a 
flow-of-funds base is to allow for all business 
expenditures, both current and capital, and rax 
only the residue of receipts which accrue lo an 
enterprise from all its business transactions. 
Under this scheme the tax will fall on all dis- 
tributions and share disposals to shareholders 
whether in the form of dividend or reduction of 
share capital or on liquidation. The effect would 
be to put a 'ring fence' around the company so 
that no tax would be levied so  long as funds were 
kept inside the ring but tax would be charged 'the 
moment they crossed this ring fence and became 

1 .  Tapas Sen, Op. cit.  
2. e.g.. in U.K., The Statement of Standard Accounting Practice (SSAP) 16 formulated by the Accounting StandardsT 

Committee to introduce a consistent format for current cost accounting was reported to have been ignored by more than half 
the public companies (vide Ecolror~ris!. June 3 0  -July 6, 1984). 
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personal or institutional income'.' One variant of shift in the tax base which may necessitate raising 
the flow-of-funds base would include not only the tax rate way above the present rates if the same 
distributions to shareholders but also outflows in amount ofrevenue is to be secured. Also, however 
the form of investment in other domestic corpo- rational the base, high rates of tax can be self- 
rate bodies.' As noted earlier, such a tax would defeating. Nevertheless, the idea of a tax on 
be a complement to a personal expenditure tax 'expenditure' or outflow of funds of business 

although the two can work independently. enterprises for non-business purposes which the 
flow-of-funds base essentially seeks to imple- 

3.7 The chief merit forthe f l ~ w - ~ f - f ~ n d s  ment, has its merits and is worth pursuing. As 

base is that it wouldremove the distortions create. indicated in paragraphs 3.13- 18 below i t  is 

by theexisting systemo~corporate tax, ofcourse, possible to capture some of the merits of an 

the distortions can be avoided also with a better expenditure tax on business enterprises indirectly 
measure of by making i t  and without encountering some of the problem which 
bringing i t  in alignment with the comprehensive a flow-of-funds base seems to give rise to. 

income concept, but it is not easy to formulate 
operational rules for deriving a better measure of (iii) W i ~ k r l i t ~ g  lhe Brrse atrd Ratiotrulisit~g the 

profit in  this way. For, such reform would require R~l tes  

valuing assets periodically on a notional basis and 
computing depreciation on the basis of replace- 
ment cost of assets. As is well known, these are 
fraught with insuperable practical difficulties. A 
special attraction of the flow-of-funds base is the 
total exemption of all spending in business, 
whether current or capital. Exclusion of all capital 
expenditure, from the base might serve to clear 
thc way for investment or ploughing back of 
incomes which currently go underground. 

3.9According to many, much of the distortions 
and deficiencies of the existing form of taxation 
of profits can be avoided if the present base is 
reformed to make it wider and conform closely to 
the economic concept of 'income'. that is, net 
realised increment in wealth. This will entail a 
drastic reduction in the existing incentives 
allowed in the form of deductions and exemptions 
as well as a review of the 'disallowances' cur- 
rently in operation in the computation of business 
profits in general and corporate profits in 

3.8 For all its acclaimed merits, the flow-of-funds panicular. ~~~~h~~ suggestion 
put 

base has not found acceptance in any of the forwardforinducingthebase is to includeinteresr 
countried where company profits are subjected in taxable income. 
lo tax.s Though the idea is apparently simple, a 
number of questions need to be answered before 3-10 The Economic Administrative Reforms 
the proposal can be considered for implements- Commission recently reviewed the system of 
tion. First, the baseof the tax would be very much corporate taxation including the base and the rate 
narrower than the profit base since deduction will structure and made anumber of recommendations 
be allowed for all outgo, not rmre ly  for current for reform. Rejecting the argument that the rates 
purposes but also for capital expenditure. More- of corporation tax are in effect brought down by 
over. misgivings have been expressed about the the incentive provisions, the EARC recom- 
likely reactions of companies to such a radical mendedreview of the incentives in order to widen 

3. Corl~orcltiorl T ~ I X  (Cmnd 8456, HMSO, 1982). Chapter 7. 
4. See the formulation of  the flow-of-funds base by the Meade Committee in T l~e  Strrlcillr-e t r r ~ d  Rrfor?rl c ~ j  D I I . P C ~  Tlc.rr.s 

Report of a Committee Chaired by Prof. J.E. Meade, Ch. 12 (Institute for Fiscal Studies, 1978). 
5. The liberal capital allowances often providedin profits taxation constitute asomewhat clumsy, half way house between 

a pure profit base and the flow-of-funds base. 



the base and bring about a reduction in the 
statutory rates. However, they did not favour 
widening of the base to include interest payments. 
They also did not recommend withdrawal of the 
investment allowance which constitutes the 
s~ngle  most important incentive in the tax system 
in terms of revenue. Some of the recommenda- 
tions of the EARC for the withdrawal of other 
incentives have been implemented. There has, 
however, been no reduction in the corporate tax 
rate except for the relief provided in the form of 
set-off of the surcharge against deposits with 
IDBI. 

3.11 The Study Group is also not in favour of 
widening the tax base by including interest paid. 
Such a change would cause difficulty to loss 
making companies and strain their liquidity. It 
would also upset the calculus of project evalu- 
ation as the real effective tax burden will increase. 
As regards incentives, while the need for 
reviewing the incentives periodically and weed- 
ing out those which have outlived their utility 
cannot be denied, it has to be recognised that a 
major incentive like the investment allowance 
cannot bedispensed with unless asuitable system 
of business taxation is devised which takes 
account of the needs of business enterprises for 
funds to meet their investment and working 
capital requirements. The investment allowance 
goes some way to meet this requirements. 

3.12 But the investment allowance suffers from 
several drawbacks: 
( i )  Its availability is tied to actual investment 

in new plant and machinery. This can lead 
to creation of excess capacity. 

(ii) The  allowance cannot be availed of by a 
company which is not in a position to raise 
funds necessary for investment. 

(iii) The allowance is related to the cost of the 
plant and equipment, regardless of whether 
the funds are self-generated or borrowed. 
This distorts the investment pattern and 
leads to wasteful capacity creation. 

(iv) The fact that the investment allowance can 
be availed of even in respect of funds bor- 
rowed for purposes of investrncnt and not 
merely for funds obtained by equity confers 
an undue benefit on equity holders, intro- 
duces inequity and also puts a premium on 
debt finance. 

(v) In practice, the provision for investment 
allowance tends to discriminate in favour of 
established profit making companies, who 
are in a position to set off investment 
allowance reserve against profits of old 
established units. For a new company it  is 
not possible to absorb depreciation as also 
investment reserve from the profits of a new 
venture. Even if the new venture happens to 
be (SO very) successful, the new company 
can declare a dividend only after deprcci- 
ation and investment allowance rescrvcs arc 
setoffagainst the profits ofthe ncw unit and 
there remains a surplus for distribution. 
Payment of dividend is thercforcdclayecl for 
an inordinately long time in the case of a 
new company, affecting adversely the 
marketability of its shares. It is this factor of 
investment allowance which has possibly 
helped well established largc concerns to 
bring down their effective tax rates nearly 
to zero, year after year, even while making 
huge profits and distributing them. 

(vi) The investment allowance cnables an 
industry to claim deduction of 125 pcr ccnt 
or 135 per cent of thecost of new machinery. 
This includes excise duty and sales tax on 
indigenous machinery or import duty in the 
case of imported machinery. Levying dutlcs 
on the one hand and increasing the capital 
cost per unit of output and grant of invest- 
ment allowance on the other hand, seeking 
to diminish the cost of capital, is mutually 
contradictory and incompatible. 

(vii) While the tax loss to Government for grant 
of investment allowance makes it difficult 
for Government to reduce the high lcvel of 
nominal tax rates, the burden of the high 
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nominal tax rate falls on companies which plant and machinery and certain capital expen- 
have no access to financial institutions or diture like development of bushes in tea planta- 
whose profitability is low or marginal and tions, housing for workers, etc.. In order to guard 
turns them into sick units. against abuse it may be stipulated that plant and 

(viii) Under the conditions of fast changing machinery acquired with the help of withdrawal 
technology i t  may be desirable for a com- from funded profits will not be transferred within 
pany to discard items of existing plant and a period of 8 years unless the salc proceeds are 
rnachinery and replace those with a reinvested in new plant and machinery. Any 
modernised plant. Conditions governing withdrawal from funded profits except for spe- 
investment allowance such as that the cified purposes within a period of 8 years of the 
equipment cannot be disposed of within a year of funding would be brought back into the 
period of 10 years tend to discourage the tax base of the year of withdrawal. Since the 
mobility of capital equipment and force scheme would operate on the basis of certificate 
investors to hang on to existing items of provided by the IDBI or the designated financial 
plant and machinery. institutions it would cast no extra burden on the 

tax administration. To facilitate compliance, it 
(iv) Funding of Profits may be stipulated that deposits under the scheme 

of funding may be made within 6 months from 
3.13 The Study Group is of the view that instead the end of the accounting year by which time the 
of linking the relief in taxation to actual invest- profit position of the company for the year will 
ment in plant and lnachinery it would be prefer- be known. 
able to permit a deduction from taxable profits for 
amounts set apart by an enterprise from current 3.15 With a provision for tax free funding there 
profit and kept in a separate fund which can be would be no need to provide for investment 
drawn upon by the enterprise for the business allowance as such. However, when a company 
needs. The amount should be deposited with the makes any investment in plant and machinery out 
IDBI or other specified institutions and allowed ofborrowed funds, the payment of the borrowings 
the same rate of intcrest as is allowed at present in subsequent years by drawing on profits with 
for deposits in  lieu of the surcharge. Profits IDBI, etc., should be treated as coming within the 
funded in this way should be allowed to be approved uses of funded profits. Needless to add, 
withdrawn for specified capital expenditure like withdrawals from funded profits should not be 
investment in plant and machinery, replantation available for financing any investment or for any 
and development of new plantation of tea, etc.. other approved use before thedate of introduction 
Such a system would permit business enterprises of the scheme. 
to build up funds out of  their profits and plan out 
their investment. It would create an incentive to 3.16 On revenue considerations, it is felt that the 
generate their own funds. It should also serve to deduction for funding under the scheme con- 
neutralise the bias against efficiency and reduce templated here may be permitted upto 50 per cent 
the premium on wasteful spending and evasion. of the taxable profits arrived at after allowing for 

all expenses and also applying thc provisions ill' 
3.14 For administrative reasons witl~drawals Chapter VIA of thc Income Tax Act including 
under the funding schcmc would have to be section 80 VVA which impose certain limits to 
restricted to certain specified purposes and sub- the deductions available on account of various 
Ject to certain conditions. As  indicated above, the incentives. In other words, the deduction for 
specified purposes may include investment in funding should be subject to thc minimum tax 
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provisions. The Group is of the view that with the loss if the facility of funding is extended of the 
introduction of funding, the investment allow- non-corporate sector as the required data are not 
ance will no longer be required and all other available. At same time, for reasons mentioned 
incentive provisions except those relating to tax in the preceding paragraph, there would be net 
holiday, exports and backward areas develop- accretion of fund% to the financial institutions 
ment may be abolished. which should make up for the revenue loss. 

3.17 Funding'would no doubt involve substantial Related Issues 
revenue loss. From RBI data on finances of 
medium and large companies it is seen that in, 3.19 Closely allied to the question of base reform 
1980-8 1 ,  out of profits before tax amounting to is the scope of other capital allowances currently 
Rs 1,524 crore, investment allowance came to available, viz., ordinary depreciation allowance 
about Rs 120 crore which implies an investment and theadditional depreciation allowance. EARC 
of the order of Rs 480 crore. The revenue loss on has examined thedepreciation allowance at some 
account of the investment allowance availed of length and has suggested some drastic change in 
by medium and large companies would thus the schemeof depreciation allowance by reducing 
appcar to be of the order of Rs 65-70 crore. For the rates to two (a  general rate of 33.3 per cent 
thc corporate sector as a whole the revenue loss and 50 per cent) while retaining the investment 
on account o f  the investment allowance atpresent allowance. As part of the measures suggested in 
may be put at about Rs 150 crore and the amount this regard, EARC has recomended doing away 
ilualit'ying for the allowance (is. .  the quantum of with extra shift allowance. 
investment) would be about Rs 800-900 crore. A 
good part of this investment is financed out of 3.20 In order to simplify the deprccialion provi- 
borrowing, and depreciation accruals. About sions, i t  would certainly be useful to reduce the 
30-40 per cent is financed out of profit. Hence, it rates to two or three. While the need for 
is unlikely that the deduction on account of simplification will be readily acknowledged, the 
funding would exceed Rs 300-400 crore. The case for the abolition of all extra shift allowances 
revenue loss would thus be no more than Rs 200 isnot persuasive. A higher rate of depreciation on 
to 250 crore and the additional revenue cost of plant and machinery used on extra shifts is not 
lunding unlikcly to exceed Rs 100 crore As only equitable but also serves an important eco- 
against a revenue loss of this order. there will be nomic objectivc. namely, promoting intensive 
un additional accretion of Rs 300 to 400 crore to use of existing capital equipment and generation 
thc public financial institutions and their depen- of additional employment. Hence, the Group 
dencc on the Government for funds would be recommends that the provision of extra-shift 
correspondingly reduced. Thus, there can be no allowance as at present should continue (i.e.. 50 
clucstion that the net impact on the Government's per cent of the normal for double shi f t  and 100 
budget would be on the positive side. per cent for triple shift). In the Group's vicw the 

extra shift allowance should be applicable to 
3. I X  The group also considered the question of machinery and plant only for Ihc unit which has 
cxtcnding facility of  funding to the non-corporate worked extra shift. 
business scctor and came to the conclusion that 
the benefit of funding should be available to 3.21 With the continuation of extra-shift allow- 
non-corporate business enterprises and invest- ances, it would not be expedient to raise the 
mcnt allowance discontinued. The Group is general rate of depreciation to 33.3 per cent 
uneblc t o  offer any estimate of the likely revenue recomended by EARC. The Group rcconiniends 
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a general rate o f  20 pcr cent. The special rate of  Rs 10 lakh. There is a case for prescribing a lower 
40 per cent now available for certain categories rate of tax for small companies defined in this 
of assets mily continue. The Group does not way. This will serve to reduce the tax disad- 
consider it necessary to require assessees claim- vantage of small companies as compared to 
ing depreciation to create any depreciation unincorporated enterprises. 
reserves. 

3.25 The rate differentiation between widely held 
3.22 With the proposals put forward above, there closely held companies may, however, be 
would be no need to revise the tax rates down- ~h~~~ was a valid rationale for a higher 
ward. The EARC had recommended a downward rate of closely held companies so long as the 
rcvision on the consideration that the tax base marginal tax rates for personal income tax in the 
could be widened by withdrawal of the various 

highest brackets were significantly higher than 
incentives. But as noted already, the scope for any 

the general corporate tax rates. This is no longer significant widening of the base is rather limited. 
The Study Group would like to point out that the the case. 
proposal for funding and the availability of the B. Reform of the Tax Structure 
option for funding to all business enterprises 
should serve to reduce effective tax rates on a 3.26 noted in  the preceding chapter, [he 
broad spectrum of business enterprises and pro- corporate tax system in India at present follows 
mote the of inducing larger the c,assical pdtern, th;ll is, companies are taxed 
saving out of business profits, while also independently of the shareholders. Dividend 
strengthening the Government Budget. 

income is exempt from tax only upto a specified 

3.23 The EAKC had also made several sug- 
gestlons for rationalizing the rates of corporation 
tax, e.g., by raising the income limit for the 
concessional rate available for 'small' compan- 
ies. The differential rate for 'small' companies 
has however been withdrawn and all widely held 
domestic conlpanies are now taxed at a uniform 
rate o f  55 per cent. The differential is now 
maintained only between (a) domestic and for- 
eign companies, (b) widely held and closely held 
domestic companies and (c) industrial aqd 
non-industrial companies within the closely held 
category. EARC suggested somc modification of 
the criteria for distinguishing between widely 
held and closely-held companies. 

limit. 

3.27 In principle, according to many, there is no 
case for separate taxation of companies. On this 
view corporate profits should be imputed to 
shareholder. However, notional imputation of 
profits to shareholders presents acute practical 
difficulties. Hence a separate tax on company 
profits is expedient and necessary. The question 
is whether shareholders should be given somc 
relief in the tax on dividend over and above the 
exemption currently available. The Group 
examined the question and also the various 
methods employed for providing relief for the tax 
on distributed profits. In this contcxt the Group 

3,24 The recognises the noted the recommendation of EARC for a sepa- 

involved i n  defining a small company. yhe dis- rate exemption for dividend income in the hands 
tinction based size of profits is not very of shaseholders under section 80L of the Income 
satisfactory. It would be more rational to treat a Tax Act. The Group is not in favour ofextending 
company as 'small' if its own funds, that is equity the scope of Section 80L further as i t  is regressive 
and reserves d o  not exceed a specified limit, say, in character. The benefit i s  larger for shareholders 
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i n  higher income brackets. Also the provision 
could act as a deterrent to investment in risk 
bearing ventures. 

3.28 The Group is also not in favour of reintro- 
ducing any system of imputation which was in 
operation till 1959-60. Imputation in any form is 
cumbersome and the benefit is not commensurate 
with the cost and effort involved. 

3.29 While imputation in the case of all com- 
panies does not seem to be necessary, one way in 
which the structure of corporate taxation can be 
reformed to help to neutralise the bias against the 
corporate form of business enterprise is to allow 
'small' companies, as defined 'here, an option to 
be taxed like registered firm subject to their 
fulfilling certain conditions. At present there is an 
appreciable disparity in the tax incidence on a 
registered firm with say 10 partners and a com- 
pany with 10 shareholders but having the same 
size of capital employed.' The result is that there 
is a tax barrier for partnerships or proprietary 
firms to graduate into the incorporated form. This 
is undesirable as i t  stands i n  the way of dynamic 
firms growing into large entities and gaining 
access to the capital market. 

3.30 For administrative reason, the option for 
taxation as registered firm should be open only to 
asmall conlpany with the number of shareholders 
not exceeding the maximum permissible for a 
partnership. provided the company furnishes 
particulars of shareholding during the year in the 
same manner as a registered firm furnishes 
information regarding distribution of profit 
among partners. Also, the discipline applying to 
a firm for obtaining registration under the Income 
Tax Act should be observed by a company pre- 
ferring to exercise the option. Such facility is 
available to certain category of companies in 
some other countries too (e.g., USA). Given this 

option it may be expected that the tax factor will 
no longer act as an inhibitory influence against 
incorporation. The revenue implication of this 
reform is not likely to be significant. 

3.31 Although, as indicated in pare 3.22, the 
effective rate of tax on companies and on business 
profits should come down with the introduction 
of the proposed funding scheme, any reduction in 
the statutory rate of company tax will have rev- 
enue implications and can be given consideration 
provided a suitable alternative could be devised 
to make up for the revenue loss without giving 
rise to any ill-effects. In this context the Group 
examined the proposals for a wealth tax on 
companies. 

3.32 A tax on company assets has several merits. 
One major merit of such a tax would be that it 
would enforce some discipline in the deployment 
of corporate funds and induce the optimal use of 
company assets by penalising inefficiency. 
Rough calculations show that a 112 per cent tax 
on company assets might provide an adequate 
revenue cover for a 2 percentage point reduction 
in the corporate profits tax rate. A tax on certain 
assets of closely held companies is at present 
subjected to tax. However, a tax on all assets of 
companies would involve determination of mar- 
ket value of the assets regularly and this may pose 
formidable practical problems. The Group is. 
therefore, not inclined to recommend the levy of 
a general wealth tax on company assets. Wealth 
tax based on book value of company assets would 
be, in the Group's opinion, an irrational and 
incquitous measure. 

3.33 The treatment accorded under the existing 
tax structure to dividend paid on preference shares 
is not rational. As dividend on shares is required 
to be paid out of company profits remaining after 
payment of corporation tax, cost to the company 
of issuing preference shares is much higher than 

6. Of course. the disparity varies with the quantum of the total income of the cornpanylfirm and the shareholders1 partner. 
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that of ordinary shares. If interest on secured should help to create a climate for disclosure of 

debentures fetching ayield of  15 percent remains business profits in greater measure and curb 
eligible for deduction, it seems illogical not to wasteful spending. 

treat the dividend on preference shares which is 
a contractual payment like interest on debentures, 
as eligible for deduction in computing a com- 
pany's taxable profits. 

3.34 One reason for not allowing deduction of New ,,elhi, 
dividends on preference shares in the computa- December 10, 
tion of taxable profits may be that dividend on 1984. 

prcference shares enjoys exemption from tax upto 
a specified amount under Section 80L of thc 
Income-tax Act. The benefit of Section, 80L 
remains available, however, only to individual 
investors whose income is  liable to tax. In the case 
of nun-taxpayers, the exemption under Section 
XOL has no significance. 

3.35 The Study Group is of' the view that i f  the 
exemption under Section SOL is made inappli- 
cable to dividend on preference share, there would 
be no objection to permitting deduction of 
preference dividend in the computation oftaxable 

Sdl- xxx 
(1.S. Culati) 

Sdl- xxx 
(M.P. Chitale) 

Sdl- xxx 
(A. Bagchi) 

Appendix to Chapter 111 

FLOW-OF-FUNDS RASE - A N  OUTI.INE* 

Essentially, the flow-of-funds base envisages 
taxation on the basis of the net inflow of funds 
into an enterprise, that is, the excess of what tlows 
in over what flows out on business account. The 
starting point of the flow-of-funds base is the 
classification of cash flows under four categories. 

1 .  Purchase and sales of real goods and services 
( 'R flows'); 
2. Financial transactions, e.g., interest payments 
and receipts and new loans extended or repaid 
('F flows'): 

profits of companies. 3. Purchases and sales of shares and dividend 
payments and receipts ( ' S  flows'); and 

3.36 With this benefit, it would be possible for a 4.T" PVments ('T flows'). 
company to issue participating preference shares 
and enable company's staff, workers and othcrs 
whose career is linked to the company's per- 
formance to share in the improvement of the 
company's profitability. A direct financial stake 
on the part of the company's workers and staff 
through investment in participating preference 
shares of the employer company would help to 
promote healthy relations between workers and 
management in the company. 

3.37 The proposals in the preceding paragraphs 
should go a long way to promote the generation 
of funds in business enterprises, and encourage 
risk taking. The proposal for funding in particular 

Therc are alternative ways of defining a 
flow-of-funds base. First, the tax may, be lcvied 
on the excess of inflows to an enterprise from sale 
of real goods and services over outflows on 
account of its purchases of real goods and ser- 
vices, whether these arc on current or capital 
account, which means receipts on sale of capital 
assets will go into the base while all cxpenditurc 
on acquisition of capital assets will be excluded. 
This would constitute what is called the 'R' base. 
An 'R' base would not include tlows on account 
of financial transactions and would, therefore, not 
be appropriate for linancial institutions in whose 
case financial transactions are more important 
than the transactions in real goods and services. 
Acomprehensive flow-of-funds base would have 
to comprise both real and financial transactions, 
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i.e., net inflow of cash on real as well as financial 
transactions, viz.. excess of loans received over 
loans given. This is designated as the R+F base. 

Lockcd at from another angle, since the total 
inflow o f a  firm 111ust beequal to its total outflow, 
the ner I-eccipts from real and financial business 
transactions must go either to the shareholder or 
in investment in other enterprises or in tax pay- 
ment. The latter is designated as StT outflows. 
One variant of the flow-of-funds envisages taxing 
only those net cash outflows which go to share- 
holders or the personal sector while under another 
variant all net outilows from an enterprise 
whcther to the personal sector or  in the equity of 
other domestic companies would come under thc 
flow-of-funds base. 

The components of the R+F and StT flows and 
the identity of R+T base and StT base can be seen 
more clearly ti-om the schematic version of the 
flow-of-funds given below: 

I .  Operating Profit 
2. Other Income 
3. Prior Ycar adjustments 
3. Other Reccipts (e.g., investment grants, written 
current liabilities) 

A. Heal itlj'lo,~: = 1+2+3+4 

5. Bank CI-cdit. Received 
6. Trade and Other Credit Receivcd 
7. Issues of Long Term Loans 
8. Interest Reccived 

9. Dividends Received 
10. Issues of Ordinary and Prcfcrencc Sharcs 
I 1 .  Incrcasc in Liability to Minority interests 

C. Share Iilflo~~v = 9+10+11 

Use of Funds 

12. Net expenditure on Tangiblc.Fixed Assets 
13. Net expenditure on Intangible Fixcd Assets 
14. Increase in value of Stocks 
15. Sundry expenditure (e.g.. writtcn of current 
assets, expenditure out of provisions) 
16. Consolidation Adjustment 

D. Real Outflows = 1 2 t  /3+14+15+16 

17. Change in Cash and Tax Reserve Ccrtificalcs 
18. Increase in Trade and other Debtors 
19. Increase in Debt Investments 
20. Loan Interest 
2 1.  Proportion of Loan Interest Unpaid 

22. Increase in Equity Invcstmcnts 
23. Dividends (Ordinary and Preference) 
24. Proportion of Dividends Unpaid 
25. Investments in Subsidiaries. 

26. Taxation Payments 

The R Base = A - D 
The S Base = F-C+G (tax inclusive) 
Since Sources of funds must be equal to uses of 
funds. 
S Base =Net  Real and Financial Inflows (tax 

inclusive) 
= the R Base + Net Financial Inllows. 

Wnsased on ~cade~ommit tee  lieport. 1978, 'The Structure of Corporation Tax in UK'. by Colin Mnyer in Fi.sc,c~l Stt,rlies. 
July 1982, and'Hevalnping Colnpany Tax' i n  the series 'Tax Refor~n i n  Britain' in fico~rorrrisr. Septe~nher 17 to October I I .  
1983. 



REVIEW ARTICLE* 

DAIRY REVOLUTION: INFLATED CLAIMS AND MODEST GAINS 

B.S. Baviskar 

During 1970-76 the National Dairy Develop- In this article I propose to describe, first. the 
ment Board (NDDB) of India implemented the main features of the OF programme and the 
world's largest dairy development programme Bank's contribution to it. I shall then comment 

called Operation Flood (OF). The world Bank Upon the report itself - on its substantive as well 

provided substantial funding for it. In line with " aspects. 
the Bank's practice, this study is published by its 
Operations Evaluation Department. The study 
records the achievements of OF, notes the Bank's 
contribution, makes recommendations for the 
future, and draws out lessons to be learnt. 
Although written from the limited perspective of 
the Bank's involvement in the programme, it says 
a great deal about the programme itself and about 
the dilemmas faced by the donor. 

The draft of this report was discussed in a 
workshop at the Institute of Rural Management, 
Anand, in March 1997. The participants, 
including this reviewer, were mostly academics, 
development specialists and managers of coop- 
eratives. However, the known critics of the pro- 
grammes such as  Martin Doornbos and Shanti 
George were conspicuously absent. A suggestion 
to invite them was reportedly ignored by the 
organisers. 

It is not easy to review Candler and Kumar's 
study. It raises more questions than it answers. Is 
it  a scholarly/academic exercise? Or, is it pri- 
marily For internal consumption within the Bank 
andits allied organisations? If it is the latter, then 

why is it published and publicly distributed'? 
Inspite of these questions in mind, I am reviewing 
it because it provides on opportunity to discuss 
vital issues concerning India's dairy develop- 
m c n l .  

To grasp the significance of OF, it is necessary 
to understand the milk situation in the country 
prior to its launch. The 1950s - 60s were an era 
of milk shortages and government milk supply 
schemes. The country imported over 60,000 
tonnes of milk powder anually to keep the 
schemes going. The government schemes were 
subsidised, consumer prices were kept artificially 
low, and milk supply had to be almost rationed as 
the demand far exceeded supply. The schemes 
protected the consumers but worked against the 
indigenous milk producers. The avai-lability of 
cheaper imports depressed the domestic producer 
prices. 

In October 1964, the then Prime Minister Lal 
Bahadur Shastri visited Anand in Gujarat and was 
so impressed by the dairy co-operatives in thearea 
that he proposed the creation of a national level 
organisation to replicate the Anand Pattern of 
dairy co-operatives in other parts of the country. 
In the following yeara parastatal organisation, the 
NDDB, was set up for this purpose. Dr. V. Kurien. 
the General Manager of the Amul Dairy, becanic 
its first chairman. Initially NDDB, located at 
Anand, was a quiet, low profile organisation. 
However, the launching of O F  in 1970 changed 
all that. 

As is well-known, the Anand Pattern is a 
three-tier co-operative structure composed of the 
village, district and regional levels, owned and 
controlled by rural milk producers. employing 

B.S. Rnviskaris retired Professor. Department of Sociology. University o f  Delhi. 
* l~rtlro: 7'11r I)triv Revolirtioir: T l ~ e  1111/)(icf 0f1Itiir.v De~~elo/~~rrerrfirr Iirditr colt1 [he Worlrl /ltrrrk'.s Coirt~.ih~rrior~, hy Wilfred 

Cnndlernrld Nalini Ku~nar, The World Bank. Washington. DC. 1998. (World Bank Opcr;~tions Evaluation 1)cpartlnent). 
Pp. xxii+72. 

The author is grateful to A.M. Shah and An~ila Baviskar for valuable cornlnenls on the earher draft 
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professional technicians and managers. The co- 
operatives help producers by supplying inputs 
such as cattle feed and veterinary services, and by 
processing and marketing milkand milk products. 
Thc aim is to enable producers to escape 
exploitation by middlemen, to increase milk 
yields. and to obtain higher returns for their 
produce, while keeping ownership and control of 
dairy co-operatives in their own hands. 

During the 1960s the European Economic 
Community (EEC) faced a problem of the over- 
production of milk and milk products. Encour- 
aged by various incentives and subsidies, 
Europcan I'arniers were over-producing milk 
resulting in the much talked about mountains of 
butter. The EEC had four options before it: ( 1 )  To 
sell the produce in Europe and abroad, with the 
attendant h a ~ a r d  of depressing the prices and 
ultimately ruining the farmers. (2) To  destroy the 
excess production and maintain the price Icvel by 
achieving a right balance between demand and 
supply. This was not feasible in the prevailing 
international climate. It would have appeared 
anti-humanitarian given the hunger and malnu- 
trition in many parts of the world. (3) To stop 
supporting dairying through subsidies and 
~nccntives allowing supply to reduce. Given the 
clout of the powerful dairy farmers' lobby, this 
was not considered politically feasible. (4) T o  
donate the surplus commodity to a country with 
a large lactose-tolerant population facing a 
shortage ol'domcstic supply of milk which could 
absorb the surplus. This could earn goodwill for 
the European conlmunity for its humanitarian act 
and safeguard the market interests of its milk 
producers. Given its large population and per- 
sistent shortage of milk, India was identified as 
the most suitable recipient for such a gift. The 
critics of thisdairy initiativehave also pointed out 
that EEC generosity may have been motivated by 
the hope that the aid might pave the way for trade 
in the future. Once thc urban consumers in India 
get used to regular and adequate supplies of milk, 

there would be discontent if the supply discon- 
tinued. In such a situation, the government would 
have to import milk on payment when aid 
stopped. 

The NDDB, as a big player in the field, saw 
the potential threat in the European gift to its 
enterprise of helping the domestic milk produ- 
cers. If the old practice of distributing the donated 
commodity free or at a lower price to all or  to 
certain sections of the population (the poor, 
children, lactating mothers, etc.) was followed, it 
would depress the domestic prices of milk and 
harm the interests of indigenous milk producers. 
The country would continue to faceshortage once 
the donation phase ended which was bound to 
happen after a while. 

Dr. Kurien and the NDDB hit upon an ingc- 
nious and innovative alternative strategy and 
persuaded the donors and the government of India 
to accept it. According to their proposal, the 
donated skimmed milk powder (SMP) and buttcr 
oil (BO) were to be sold i n  India on commercial 
basis. The products were to be combined with 
domestic milk and sold in the b u r  metropolitan 
citiesand later in smaller urban centres. The funds 
generated from suchsales were to be used through 
the NDDB for dairy development work in the 
country, which would include setting up ofvillage 
level dairy co-operatives, district level milk 
unions for processing milk, and regional levcl 
federations for marketing purposes. 'The funds 
would be useful to train farmers in organizing 
co-operatives, to supply inputs such as  cattle feed 
and veterinary services including artificial 
insemination (AI) to increase milk output, and to 
create an urban marketing network t o  ensure 
profitable return to the local milk producers. In 
brief. the idea was to achieve multiple objectives 
lo benefit the milk producer by replicating the 
Anand Pattern all over the country, the purpose 
for which the NDDB was set up in the first 
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instance. At the same time, the proposal aimed at Operation Flood-I1 (OF-11) was launched in 
pleaslng the consumer by supplying good quality October 1979 even before the OF-1 officially 
milk i n  adequate quantity at a.reasonable price. came to a close. The OF-I1 was even more 

ambitious. It involved an investment of Rs 485 
Thus, the NDDB sought to kill several birds crore generated through the sale of EEC donated 

with one stone (i.e., OF). It aimed at increasing SMPand BO. This time the NDDB was to receive 
milk production in the country, toensure adequate the donatedcommoditiesdirectly and not through 
supply of milk and milk products of reliable the WFP. The objective again was to replicate the 
quality at reasonable cost to the country's pop- Anand Pattern co-operative structure to covcr I0 
ulation, and to enable the milk producer to million rural milk producing households. by 
improve his production, efficiency and income. organizing them through 40,000 village level 
By inslsting on replicating Anand Pattern co- co-operative societies and 155 district level 
operatives, it also tried to ensure that the levers unions in I8 states and union territories. About 
of the dairy industry would not be hijacked by six or more district level unions were to be 
bureaucrats, businessmen or politicians, but organized into a regional or state level marketing 
would remain in the hands of farmers and their federation. The milk procured and processed 
leaders. through these co-operatives was to be supplied to 

153 major urban centres, each having apopulation 
The Operation Flood - Phase I (OF-I) was over 1,00,000. Phase I1 of the programme ended 

launched in 1970 and ended in March 1981. I t  in 1985. 
involved an investment of Rs 1 16 crore generated 
through the sale of SMP and BO donated by the Following a visit to Anand in 1978 by the 
EEC through the World Food Programme (WFP). Bank's then President, Robert McNamara, the 
The aim of the programme was to acquire a Bank decided to offer US $ 150 million for the 
commanding share in the milk markets of the four implementation of the overall programme under 
metropolitan cities of Bombay, Delhi, Calcutta OF-11. 
and Madras. The objective was to cover one 
million milk producing households and I .9 mil- The Bank was much impressed by the objec- 
lion milch animals. The milk producers were to tives of the programme and the institutional 
be organized into 12,000 dairy co-operative mechanism through which it was be~ng 
societies (DCSs) and ten district level milk pro- implemented. This commitment on the part of the 
ducers' unions (MPUs) in ten states, all on the Bank continued through the third and the final 
lines of the Anand Pattern dairy co-operatives in phase which ended in March 1996. The Bank's 
Gujarat. contribution.tothis phase was US $321.2million. 

In all, the Bank contributed US $ 690 million (at 
The World Bank was watching the Anand (or 1996prices) to the entire OF- a huge contribution 

Amul) experiment since 1968 with periodic visits indeed. The Bank's assistance proved to be cru- 
by its senior officials. However, i t  was only in cial i n  accelerating both the scale and the speed 
1974 that the Bank decided to participate in the with which OF was carried out. The total project 
ongoing OF-I programme to a limited extent. In cost of OF was U S  $ 2.7 billion including US !Ti 
that year the Bank contributed US $74. I million 1 .I billion worth of food aid from the EEC. The 
for dairy development activities in the three states remaining amount came from the central gov- 
ol' Karnataka, Madhya Pradesh and Rajasthan. ernment. 
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Operation Flood was truly the World's largest OF was collected from the two leading 'co- 

dairy development programme in every sense of operative' states of Gujarat and Maharashtra. 
the term. In 1996 the programme involved 9.3 Moreover, Gujarat alone received 40 per cent of 
million farmers. Out of these, 6.3 million were the funds invested under OF schemes. Granting 
regularly supplying 10,900tonnes of milk per day that Gujarat was the major producer and supplier 
through 55,042 functional dairy co-operative of milk in the country, its per member share of 
societies. (Over 20,000 other societies were investment as also the share of investment per kg, 
non-functional or defunct). The milk was pro- of milk produced and per kg, of milk procured 
cessed and marketed through 170 district level turned out to be much higher than the average for 
milk producers' unions, 16 state level federations the country as a whole. 
and 9 Apex level unions. The OF operated 
nationwide in 22 states. By contributing arelatively big amount for the 

implementation of OF, the Bank has earned a 
I f  the organizational dimensions of OF were share both in its achievements and failures. since 

impressive, some of its achievements were the volume under review is an assessment of. [he 
equally so. According to the authors of the report B a n k ~ s c o n t r i b u t i o n  to dairy development i n  India 
under review, the country's annual production of by one of its own departments (Operations 
milk incrcased from 22 million tonnes in 1970 to Evaluation Department) i t  may be too much to 
66 million tonnes in 1996 (p. 48). The per capita expect to be ful ly  objective or openly 
consumption of milk increased from 107 gms in There is also an inbuilt bias to support and justify 
1970 to 193 gms in 1994. The authors believe that the Bank.s actions and programme assisted. 
without OF the country's milk production would 

since the failures of the programme would reflect 
have increased only marginally if not remained 

unfavourably on the Bank's judgment to select 
stagnant. 

such a project for assistance. 

The authors point out that 6,000 of the DCSs 
were exclusively for women where they were 
members and elected office-bearers running the 
co-operatives. Through these co-operatives over 
3,00,000 women were organized in their own 
collective activity i n  rural areas - not a small 
achievement. 

Candler and Kumar admit that OF represented 
only 6.3 per cent of the total milk production and 
22 per cent of the entire milk marketed in India. 
Thus OF was asmall part of the total milk activity 
in the country. but according to the calculations 
by the authors which are not entirely convincing, 
OF is assumed to have an indirect but positive 
influence on the overall production. 

The OF also reflected a lopsided development. 
Forty six per cent of the  total milk procured under 

It appears that the Bank offered funding for OF 
on itsown initiative whichis rather rare. It offered 
assistance to an ongoing programme without 
insisting on any preconditions or policy changes 
- again a rarity in the Bank's history of lending. 
Why did the Bank do this? Candler and Kumar 
provide an answer. The Bank was attracted 
towards the programme mainly because of the 
policy changes it signified. First, the Indian 
Government's earlier emphasis on public sector 
involvement i n  dairy development was now given 
up. Second, the dairy aid food products (SMP and 
BO) donated by the European Community (EC) 
were to be sold in theIndian market at commercial 
prices to generate funds for dairy development. 
Third, a major rationale for the Bank's support 
was the objective of replicating Anand Pattern 
co-operatives owned and controlled by farmers. 
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Fourth, O F  appeared to be consistent with the aim 
of helping the poorer sections of the population. 
To quote, 

'This was not policy based lending in the 
sense of an operation rich in policy condi- 
tionality. The Bank saw an ongoing policy 
that it felt was promising and could usefully 
be supported. The policy was promising 
because of its probable production impact, 
but even more because of its capacity to 
reach the poor' (p. xv). 

contribution of these programmes cannot be 
ignored by assigning all credit for growth to OF. 
Moreover, there is also a market-driven process 
at work here - with private firms playing a role in 
improving cattle feed, providing better transpor- 
tation and processing (an incentive to produce 
more milk because there is a market with better 
prices). That is, there has generally been a boom 
in urban and rural middle class consumption 
which can't be attributed only to OF or govern- 
ment programmes. 

The organizers of O F  have claimed several ~h~ authorst with regard lo incomes 
achievements to its credit. Increasing milk pro- to milk producers needs to be rigorously 
duction more than three times within 25 years or examined. It is stated that (he annual  payment by 
so was mentioned earlier. India has not only the cooperative system to dairy has 
overcome deficit and become self-sufficient in increased from Rs 2,1 billion i n  972 to Rs 34,0 
milk supply, but as the largest producer of milk billion in 1995 (p, 48). Converting [he amount 
in the world, it is now in a position to export milk into US dollars, it  to US $ billion per 
products.Assurning that this iscorrect, how much annum. According to Candler and Kumar, US $ 
of this increase should be attributed to OF, or 250million per annum would be the net increased 
particularly to the World Bank which contributed income to m i l k  producers, The ilrgue thilt 
to only a part of the total investment'? The authors since 70 per cent of the milk producers are likely 
claim that O F  contributed 38.5 million tonnes to 

to be small and marginal farmers. the bulk of the 
the total milk production of 63.3 million tonnes 

increased income f-om OF goes into t h e  hands of 
in 1994-95 (Pp. 40-41). At another place (p. 38) 

the poor (p. 55). 
they claim annual O F  contribution to milk pro- 
duction at 43 million tonnes. These claims are 
obviously exaggerated and the assumptions 
underlying their calculations could be challenged. 
After all, O F  was producing only 6.3 per cent of 
the country's milk production (p. 48). They are 
clearly usurping to O F  the progress madc in 
non-OF areas too. W e  should not ignore the fact 
that the governments at the centre and the states 
were implementing a variety of programmes 
(perhaps less glamourous than OF) such as the 
Integrated Rural Development Programme 
(IRDP). Intensive Cattle Development Pro- 
grammc (ICDP) and other animal husbandry 
programmes from the First Five Year Plan 
onwards. The green revolution in different parts 
of the country was also contributing to this pro- 
cess through greater availability of fodder and 
increasing prosperity in rural areas. The 

There are two other claims which appear, for 
want of hard data, to be exaggerated. It is stated 
that the increase in household income from milk 
enabled parents to send their children (both boys 
and girls) to school. One may accept this as one 
of the indirect effects of OF. It is also claimed that 
OF contributed to more girls attending schools. 
How'? The argument is somewhat circuitous. 
Among the landless and other poor households 
women went out as agricultural labourers forcing 
their young daughters to stay at home to look after 
younger siblings. Now dairying enables women 
to stay at home and supplement their income. The 
young daughters are now free to go to school. 
How simple! The authors admit that there are no 
direct quantitative dataonextraschool attendance 
(p. 52). Their speculation substitutes for data. 
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Even more enlightening is their claim that the realized that the same was not happening, i t  made 
effective use ol' A1 contributes to knowledge and it a condition. for the release o f  funds during 
practice of fi~mily planning. To quote: OF-111. The situation did not change cvcn after 

'And the thorough understanding of the stipulating such a condition. The condition had to 
cow's reproductive cycle, which is part and be waived in order to achieve the target levels of 
parcel of the effective use of AI, provides a funds utilization. 
compulsory tutorial on possibilities of 
family planning' (p. 50). To quote: 

'With hindsight, the design was unreal- 
This is similar to another myth spread by Dr. istic.' 

Kurien that dairy co-operatives helped reduce '---- It is now evident that thc amount of 

caste dil'l:rences in villages because people of money provided could not be productively 
high and low castes supplying milk do so by invested instates willing to implement the Anand 
waiting in the samc queue, and pouring milk in principles in full. Entrenched political and 
thc samc container. What an easy way to reduce bureaucratic interests were extremely reluctant to 
caste conflict in rural India! Ironically, during the relinquish their influence over the industry. In 
anti-reservation agitation serious violent caste practice, in order to achieve target levets of 
conflicts erupted in the same villages in (3u.jarat disbursement, in many cases, it has proved nec- 
where dalry co-operatives were flourishing. Both essary to waive these conditions' (p .  12). 
these examples are Dr. Kurien's contribution to 
India's dairy mythology. The report admits that the 'state don-rination of 

the apex co-operatives is still widespread' (p. I I ). 
Along with achievements, the authors also It further states that 'the Anand model clearly 

rccordone glaring failure: non-implementation of started from the ground up. Despite attempting to 
Anand Pattern outside Gujarat. One of the main follow this model, the Operation Flood and the 
objectives of O F  was that of replicating Anand Bank projects were 'top down' .... In the event, 
Pattern co-operatives with farmer control. Except the apex federations and MPUs were less inde- 
in Gujarat. dairy co-operatives set up under OF pendent of government than the Anand model 
remained under the control of bureaucrats and stipulates ....' (p. 1 1  ). 
their political masters inspite of the NDDB efforts 
and World Bank pressures. At the most, the It is not as  if the NDDB and the Bank were n o t  
village level DCSs showed some evidence of forewarned about the 'top down' approach and 
participation and control by local milk producers unrealistic design of the project. Shanti George 
although bureaucratic and political interference (1985) and others had sounded a warning right 
was not totally absent. At thedistrict level MPUs from the beginning that the Anand Pattern was 
and state level federations there was no pretence embedded in the social structure and culture of 
o f  farmer control. These bodies functioned like the clzarorar area of Gujarat and that i t  could not 
wings of state governments. Here the naivety of be replicated in other parts of the counuy by 
the Bank's understanding of social and political imposition from above (see also George, 1994). 
forces operating on the ground and the li~nitations 
o f  its own influence were evident. Since the As stated earlier, the study under review pri- 
replication of Anand Pattern co-operatives fig- marily attempts to evaluate OF and specifically 
ured prominently as a major objective of the the World Bank's contribution to it. But in the 
programme, the Bank assumed that it would be process it reveals a great deal about the Bank 
implemented in the normal course. When it itself, its objectives and method of functioning. 
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There are thinly concealed attempts at white- 
washing and window-dressing. The authors seem 
to say, if the things have not worked the way they 
were expected to, it is not the Bank's fault. It is 
the notorious Indian bureaucracy and the politi- 
cians who should be blamed. The NDDB which 
led the Bank along the garden path is not blamed. 
Perhaps the Bank wants to continue its relation- 
ship with an organisation that, in its perspective, 
represents the desired shape of India's rural 
economy. The Bank has to stepcautiously around 
the NDDB because Kurien has effectively man- 
aged its public image. Its 'brand equity', its clout 
with the middle class, its reach in the media 
through sophisticated PR and advertising are 
extensive. Management of good impression on 
Kurien's part has made NDDB a force for the 
Bank to reckon with. 

What is perhaps more shocking is the sloppi- 
nessevident all over the study. Factually incorrect 
and logically ahsurd statements are made in a 
casual manner. A streak of arrogance could be 
seen at  many places. The authors assume a high 
level of gullibility on the part of the readers. Let 
me illustrate, with examples, some of these 
observations. 

Delibercdte Distortions by Suppressing 
or Twisting Facts. 

While reviewing the literature on OF, the 
authors make an invidious distinction between 
Indo-Dutch authors and indigenous authors (p. 4). 
The former are presented as the critics of OF, 
while the latter are identified as the supporters of 
OF. There are several layers of distortion in this 
caricature. The main thrust of the literature review 
is that the critics are foreign funded and foreign 
inspired while the supporters are indigenous. 
(Vi~le.shi and Svvadeshi in today's discourse on 
development). Nothing could be further from the 
truth. The Indo-Dutch Programme on Alterna- 
tives in Development (IDPAD) is stated to be 
'sponsored by Dutch Aid' (p. 4). In reality it is a 

collaborative programme between the Indian 
Council of Social Science Research (ICSSR) and 
its counterpart in the Netherlands, jointly funded 
by the Indian and Dutch governments. In the 
'References' (Pp. 67-72) all Indo-Dutch studies 
on Development Alternatives are mentioned as 
Dutch studies on Development Alternatives 
(dropping 'Indo' from Indo-Dutch) to create the 
impression that the criticism of O F  comes from 
the Dutch (foreigners) while the Indians (indig- 
enes) are supporters of OF. This is a blatant 
distortion. Twelve of the 16 authors in the 
Indo-Dutch studies are Indians (not only by origin 
but by citizenship). Only four of them are Dutch 
citizens. On the other hand, the authors overlook 
the fact that three of their four 'indigenous' 
authors are no longer Indian citizens. They are 
Indians only by origin. The authors should have 
concentrated on the substantive arguments put 
forward by the critics instead of tnaligning them 
by labels, 'Dutch' and 'indigenous'. 

It is clear that the authors do not want to engage 
in serious debate with the critics. Among the 
critics of OF, Shanti George is by far the most 
serious, consistent, sharp and prolific. She was 
the first to publish a full length scholarly critique 
of Operation Flood (1985). That seminal work is 
nowhere mentioned in this study. George pub- 
lished another book (1994) and many papers 
dealing withdifferent aspects of OF. They are also 
missing here. Only one of her papers figures under 
'References' and that too without full biblio- 
graphical details. 

The tendency to suppress facts is clearly evi- 
dentin the way the authors treat D.W. Attwood's 
work. The well-known expert on sugar and other 
cooperatives in India was commissioned by the 
World Bank in 1985 to study and report on the 
progress of O F  in Madhya Pradesh. Accordingly. 
Attwood began his fieldwork in the rural areas of 
that state. Being opposed to any independent 
evaluation of OF, the NDDB sent its men to 
Madhya Pradesh to prevent Attwood from doing 
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any research and brought tremendous pressure on benefit of the reader. Similarly, the study fre- 
dairy officials in Bhopal to ensure that Attwood quently refers to the publication 'World Bank 
abandoned his study immediately. Attwood's 1996~ '  while mentioning a major shift in the 
plea to the Bank officials in Washington to protect Bank's policy with regard to dairy cooperatives 
him from the NDDB onslaught were of no avail. (p. 12). Surprisingly, there is no entry as 'World 
(See Baviskar 1983 and 1984, and Baviskar and Bank 1996c' either in the 'References' or under 
Attwood 1995 on NDDB hostility to independent 'World Bank Reports' or under 'Further 
research). Reading'. Again, is it a case of convenient 

forgetfulness or sheer incompetence'? 
On return to Washington Attwood submitted 

two documents to the Bank: one, reporting on the Logical Fallacies and Post-factunz 
working of DCSs and MPUs in the state, and the Generalizations 
other, on the treatment he received from the 
agents of NDDB preventing him from completing The study is weak on logical reasoning and 
his research. The authorsdo notreferto thesecond strong on post-factum generalization. Take the 
document at all, and quote convenient passages case of Madhya Pradesh. The three village-level 
only from the first one. Attwood's report is shown studies in that state show little difference in 
as apublication of McGill University suppressing matters of dairy development between OF and 
the fact that it was commissioned by the Bank. non-OF villages. The authors are not surprised or 

disturbed by these findings. They have a ready 
Initially (in 1974) the World Bank had funded explanation: 'The easiest escape from this 

OF related projects in Karnataka, Madhya Pra- apparent paradox is the likelihood that dairying 
desh and Rajasthan. Rajasthan was given US $ was growing vigorously in both Operation Flood 
27.7 million, while Madhya Pradesh received US and non-Operation Flood villages' (p. 17 1. How 
$ 16.4 million only (p. 1).  Surprisingly, the report wonderful! If dairying can grow without OF, then 
discusses the projects in Karnataka and Madhya why bother to have OF at all? The authors do not 
Pradesh in reasonable detail but does not discuss pause and think about such questions. They can 
Rajasthan even in passing. My guess is that explainanythingandeverything. They found that 
Rajasthan was perhaps a dismal failure in the the defunct Flood villages (villages where O F  
Bank's operations, hence this silence about its programme had ceased to operate) were reported 
activities in that state. to be the most developed in terms of educational 

and income levels, agricultural land owned and 
The authors also seem to specialize in teasing irrigated, numbers of milch animals owned, and 

the reader. They promise something to the reader, milk sold. These curious facts seem to suggest 
but fail to fulfil that promise. They refer to the that there may be n o  link between dairy devel- 
extensive comments on the earlier draft of their opment and OF in this case. This should make us 
report received from the South Asia Regional question the justification for promoting OF. 
office of the Bank and say: 'However, three areas However, the authors conjure up an ingenious 
of disagreement remain; these are footnoted in the explanation for the anomaly. They state: 'This 
text' (p. xi). Again they say: "The South Asia suggests that these villages were close to town 
Regional Office has reservations about some and thus able to capitalize on their locational 
aspects of the report's coverage. These reserva- advantage to get high milk prices from dudhiyas 
tions are also noted" (p. xxi). I could not locate even in the absence of a DCS' (p. 31). How did 
these disagreements/reservations in the report. It an important variable like 'locational advantage' 
is strange that these are not highlighted for the arrive out of the blue onto the scene? 
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Candlcr and Kumar are least disturbed by 
contradictory findings i n  their study, since they 
have a ready explanation for every thing. In 
Madhya Pradesh they found a positive corelation 
between dairying and education (p. 17). This is 
easily explained as a result of higher income from 
dairying enabling the households to send their 
children to school. But in Karnataka they found 
that households without milch animals (meaning 
without dairy incomes) have increased their 
educational levels faster than the dairy house- 
holds. Any normal researcher would be puzzled 
by such a finding in the light of an earlier positive 
corelation between dairy income and children's 
education. But not our authors. They are ready 
with an explanation. 'This (higher educational 
levels in non-dairy households) may reflect the 
reliance of non-dairy households on non-farm 
jobs that require education at higher levels' (p. 
31). This is a perfect text book example of 
post-factum generalization. No matter what the 
empirical finding is, our authors have a ready 
made explanation for it. 

Appurent Factual Errors in the Study 

The authors say, 'Operation Flood reflected 
the political/developmental insight in 1964 of Lal 
Bahadur Shastri, a farm boy who rose to be Prime 
Minister' (p. 56). 

'The magic of La1 Bahadur Shastri's decision 
to endorse Operation Flood was that this same 
policy protected the whole dairy industry from 
dumped imports of dairy products and arrested 
the proliferation of government schemes 
designed to develop the industry' (p. 57). 

First, La1 Bahadur Shastri, although born in a 
poor family, was not a farm boy. He was a 
Kayasthc? - a caste of scribes. Second, Operation 
Flood was launched in 1970. Shastri had died in 
January 1966. Although NDDB was set up due to 
his initiative, there was no talk about OF during 
his lifetime. Operation Flood was conceived by 

V. Kurien in response to the availability of free 
donation of dairy products from the EEC. Shastri 
was no doubt a great leader and Prime Minister. 
But he was not the father of OF. Why do the 
authors go out of their way to assign to Shastri 
OF'S paternity ? Perhaps they want to show a 
greater legitimacy to the programme than is 
required. 

The authors indulge in another howler. While 
pointing out even hardheaded fieldworkers' 
inability to quantify separately supply and 
demand side effects (p. 56), they are suddenly 
inspired to quote J.M. Keynes saying 'Those (i.e., 
fieldworkers) Keynes so unkindly described as 
'slaves of long dead philosophers" (p. 65). This 
is wrong and inappropriate. Keynes was referring 
to practical men 'who are usually the slaves of 
some defunct economist' (Keynes 1957: 383). 

There is a discrepancy in calculating the total 
cost of Operation Flood. According to the Bank's 
Livestock Sector Review in 1996, the cost was 
US $ 5.06 billion while Candler and Kumar 
estimate it to be US $2.98 billion, a difference of 
US $ 2.08 billion (p. 12). If the estimates by the 
Bank's own studies differ with such a wide 
margin, whom should we believe? 

The annual payment by the co-operative sys- 
tem to dairy farmers was estimated to be Rs 34.0 
billion in 1995 (p. 48). But in the next chapter we 
are told that it was about Rs 34.5 billion (p. 55). 
What is the correct figure? Perhaps it doesn't 
matter much. What is Rs 0.5 billion for the World 
Bank? Not even worth chatni as an Indian would 
say. 

The processing margin for the chilling centres 
should be 18 per cent and not 19 per cent as 
mentioned in the study (p. 28). 

The authors admit that they have no 'before 
project' baseline data. They cannot tell whether 
the difference in milk production should be 
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attributed to Operation Flood, or to a sampling 
error (p. 15). According to them, the 'increase' in 
milk production reported in Karnataka could 
reflect sampling error. Such statements raise 
doubts about the estimates of huge increase in 
milk production attributed to OF by the authors 
in other parts bf the study (see note 1 on p. 62). 

Conclusion: World Bank's Real Aenda 

Why did the World Bank support Operation 
Flood, and that too on its own initiative? Let us 
recall the 1970s. Robert McNamara, Bank's then 
President, had raised the slogan to fight against 
poverty. He wanted to use the Bank's resources 
to help the poorest sections of the people in the 
poorest countries. However, there were not many 
programmes in the world which seemed to work 
in favour of the poor. V. Kurien and the NDDB 
had created the widespread impression that the 
Anand Pattern co-operatives were successful in 
helping the poor and in bringing other social 

If OF was such a great success as this study makes 
it out to be, then why is the Bank distancing itself 
from i t  now'? 

Perhaps raising all these questions is futile in 
this case. The study is more of a formality. The 
Bank has spent US $ 690 million on OF. The 
procedures require an evaluation at the end of the 
project. Once it is done, it will be filed and !ha1 
will be the end of it. The ex.perts will move on to 
other projects and other evaluations. That the 
Bank is not serious about such studies is evident 
from the warning it  has printed at the beginning 
of this report: 'The World Bank does not guar- 
antee the accuracy of the data included in this 
publication and accepts no responsibility 
whatsoever for any consequence of their use' (p. 
ii). 

Does one need to say anything more'? 
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BOOK REVIEWS 

Islam, M. Mufakharul, Irrigation, Agriculture The book under review emphasizes the role of 
and the Raj: Punjab, 1887-1947, Manohar the state in the development of irrigation 
Publishers, Delhi, 1997, Pp. 180. resources in Punjab. The author goes into the 

motivation of the British in constructing canals in 
Irrigation plays a crucial role in agricultural the province and comes out with the view that the 

development: ' in addition to being the major motivation Was as much developmental as 
supplementary source of moisture in cultivated imperia1istic. But that later. 
land, it has a decisive influence on land use and 
the choice of crops. In areas with plentiful rainfall, 
well distributed over the whole year, irrigation is 
not very relevant. But, whererainfall is scanty and 
uncertain, irrigation becomes absolutely neces- 
sary. The state can play an important role in 
providing irrigation besides other infrastructural 
facilities like regulated markets and an institu- 
tional base for development of agriculture. Punjab 
is one such region. The uncertain and erratic 
behaviour of monsoons over this area has made 
it an ideal place for development of artificial 
irrigation. As a result, agriculture in Punjab 
contributes 44 per cent of the state's GDP and the 
state in  turn contributes the maximum to the 
Central Pool of foodgrains, making it virtually the 
granary of the country. The substantially higher 
rate of growth of agriculture in the Punjab can be 
attributed to the vastly superior infrastructural 
provisions by the State in the form of irrigation, 
power, road length, etc. 

The role of the State in development of agri- 
culturein thecase of Punjab began with the British 
Raj. With land available in plenty and with great 
scope for bringing additional areas under culti- 
vation, provided water for irrigation could be 
made available, the British laid the foundation of 
the canal system in the Punjab in the eighties of 
the last century. Subsequently further efforts by 
the Government of India after independence 
madc the canal system of irrigation in Punjab 
(East Punjab and West Punjab in Pakistan taken 
together) one of the largest in the world. This 
createdconditions enabling accelerated growth of 
agriculture i n  the state. 

In the first chapter the author describes and 
discusses certain aspects of irrigation system, 
with special reference to Punjab. He gives an 
outline of the different types of irrigation used in 
Punjab in the late nineteenth century, like private 
and public canals and liftwells, and goes on to 
discuss the technological progress achieved in the 
irrigational field. Reference is also made to land 
grants and water management in the canal colo- ., - 
nies. Chapter two gives a statistical account of the 
annual rates of change in the total area irrigated 
and the area irrigated from different sources of 
water supply - government canals, wells, mis- 
cellaneous sources, etc., including the cultivators' 
preference for a particular source in particular 
regions of the province. In the third chapter the 
study discusses the impact of the assured water 
supply on the crop pattern and crop production. 
For this, farm level data are used. In the fourth 
chapter the impact of irrigation on the incidence 
of tenancy and in the fifth chapter its impact on 
land transfers are studied. In the sixth chapter the 
study discusses the financial results of public 
investment in canal construction. 

According to the'author, Punjab is an excellent 
example of successful state intervention in irri- 
gation development which, assisted by engineers' 
skill, rendered the water of five rivers a valuable 
asset. Not only that, it also changed the socio- 
economic pattern as irrigation projects in Punjab 
were undertaken on waste lands belonging to the 
Crown which were by and large uninhabited. 
Along with increase in irrigation. it led to colo- 
nisation of these lands - even allowing members 
of commercial and trading classes, hitherto barred 
from buying land, to do so. This created a class 
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of rich peasants who were soon given proprietary 
rights by the government. This led to a new 
politico-socio-economic set up in the province. 

Large scale government intervention, 
according to the author, was not for prevention of 
famine, or for reduction in population density in 
the older districts, or for creation of villages of a 
superior kind or dynamism, and for sense of duty 
of the Punjab school of Administration, or for the 
paternalistic ethos of British rule - as claimed by 
the imperialists. It was mainly for the sake of 
expanding the tax base and for increasing agri- 
cultural productivity in order to be able to provide 
more agricultural raw materials to pay for the 
imports from Britain and earn an export surplus. 
At the heart of the whole exercise was the desire 
of the colonial rulers to extract economic surplus 
from a colony. The author, unfortunately, beats 
about the bush and does not bring this simple fact 
into relief in a straight forward way. 

However, the author goes on to show that the 
contribution of irrigation is that it imparted a 
certain dynamism to crop production sector - it 
extended the cultivation to areas which were 
likely to remain uncultivated but for the con- 
struction of canals, increased the yield per acre 
and ensured greater crop security and indirectly 
created favourable conditions for the use of 
improved seeds. 

The improvement in agricultural yields and 
production made possible the fast pace of com- 
mercialization of the province's agriculture 
making it the most market oriented in Asia. 

Development of canal colonies helped devel- 
opment of agricuIture within the larger frame- 
work of strengthening the imperialistic hold in 
India. The author emphasizes that agricultural 
development in Punjab was market oriented. 

Actually, it had to be so; for, agricultural devel- 
opment in Punjab was designed to provide 
foodgrains and raw materials, specially cotton, to 
Britain. In fact when the East India Company got 
the Dewani of Bengal in 1765 after the Battle of 
Buxor, the agricultural surplus consisting of 
cotton, indigo, and opium served to finance the 
East India CompanyIBritish establishment in 
India. Even as late as 1862, Bengal and Bihar were 
the principal exporters of cotton to Lancanshire. 
The construction and opening of the Suez canal 
had important implications for the state of Punjab 
which the author misses to point out. This canal 
reduced the distance between India and Europe; 
the time of travel was reduced from 35 days to 15 
days and the introduction of steam vessels, 
instead of sailing vessels, in the 1870s reduced 
the transport and shipping costs making it pos- 
sible to carry commodities having more bulk than 
value and bringing them into trading stream. This 
made possible export of agricultural produce 
which, in turn, paved the way for development of 
agriculture as part of the imperialistic exploita- 
tion of India by the colonial power, England. The 
development of cotton cultivation in Punjab and 
Sind made this part of British India a rich source 
of supply of these needed raw materials to the 
Manchester mills. The author makes no reference 
to this development. Again he sadly misses a 
reference to Dadabhai Naoroji's Drain Theory. 
Economists have long discussed drain in mone- 
tary terms, the payment of which was called 
"home charges". It was the measurement of drain 
in  monetary terms because payment was made in 
Sterling. But, measured in real terms thedrain was 
of resources of India in which the agricultural 
resources were the most important, i.e., food grain 
surplus. By implication, the main drain was from 
Punjab. Was it not acase of India starving its own 
children and suffering severe famine for the sake 
of supplying surplus grain from canal-irrigated 
Punjab to its colonial masters'? 
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A close nexus existed between British impe- 
rialism and economic exploitation of India on the 
one hand and the development of agriculture in 
Punjab aided by irrigation on the other. Unless 
that nexus is brought out, the real intention of the 
British in the development Punjab agriculture and 
irrigation is lost completely. This is a major 
deficiency of this book. 

Another shortcoming of the book is that it  
omits to discuss the fact that agricultural devel- 
opment and the establishment of canal colonies 
changed the socio-economic order of the state. 
For example, the dominant castes, till about the 
beginning of the twentieth century, amongst the 
Hindus were Khatris and Aroras who formed the 
premier economic class also. They were pushed 
to the background and their place was taken by 
the Sikh peasants as the dominant economic class. 
The Sikh peasants brought from Jallundhar and 
Hoshiarpur or the Doaba in East Punjab became 
the leaders of agricultural development in West 
Punjab and prospered after hard struggle. In the 
process, the entrepreneur class of Khatris.and 
Aroras lost their importance in the process of 
agricultural development. That itself is aseparate 
history which needs to be studied to which the 
author makes only a passing reference. Sadly 
enough socio-economic aspects of the effect of 
development of canals and the construction of 
canal colonies are completely missed by the 
author. 

Land Alienation Act of Punjab was directed 
mostly against Hindu moneylenders living out- 
side canal colony areas to save the peasantry that 
was poor in those areas. They were the people 
who were most indebted; the people of the canal 
colonies were not so indebted. Therefore the 
impression conveyed by Darling in his celebrated 
work "Punjab Peasant in Prosperity and Debt" is 
misleading because the section of peasantry that 
was prosperous was in the canal colonies whereas 
the section which was poor and indebted lay 

outside the canal colonies. It was to protect the 
latter that the Land Alienation Act was meant, not 
the people in the canal colonies. 

At certain places the author refers to the 
development of urban industry. Actually Punjab 
suffered from lack of industrialisation. Till today 
Punjab has prospered mainly because of agri- 
cultural development which has been the chief 
source of wealth and income of the people there. 
All the urban industries that developed in Punjab 
as a result were cotton ginning and a few cotton 
textiles mills, sugarmanufacturing, vanaspati oils 
and flour mills - all agro-based industries. By no 
means can this be called industrialisation. Punjab 
lacked mineral resources; hence basic industries 
requiring steel and coal could not be established 
in that state. At the same time, as noted earlier, 
the agricultural development pushed back the 
entrepreneurial class of Khatris and Aroras from 
making pioneering effort. They could have been 
the torch bearers of industrialisation in the 
province, but were kept back from doing so. 
Therefore, entrepreneurship for industrialisation 
was missing in Punjab. These factors led to 
unbalanced growth of Punjab economy, with 
much more emphasis on agriculture and little on 
industry and services. 

The author mentions the development of feu- 
dalism in Punjab. Actually, it was outside the 
canal colonies. It came intoexistence because big 
Jagirs were given to people like Tiwanas, Noons 
and others. These were big Jagirdars who could 
not cultivate the land themselves and had to give 
out lands on lease. That explains the development 
of tenancy in Punjab. But in the canal colonies 
peasant proprietorship was the dominant system 
and by and large feudalism did not develop there; 
it could not develop there because the land given 
there was in relatively small pieces which became 
smaller and smaller with t h e  increase in popula- 
tion and consequentia-1 subdivision through 
inheritance laws. 
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The problem of canal colonies was different Herman, Barry & Krishnan Sharma, (Eds.). 
from the non-canal areas. This should have been International Finance and Developing Coun- 
brought out. The author talks of the development tries In a year of Crisis, Vistar (Sage) Publi- 
of tenancy and feudalism in the whole of Punjab. cations, New Delhi, 1998, Pp. ix+ 143, Price 

In fact, it developed essentially in non-canal Rs 1651-. 
colony areas. 

This book is a collection of selected papers, 

In sum, in order to understand Punjab as a presented at the United Nation on financial issues 

whole it must be remembered that while devel- of global interest in the wake of the South East 
opment of canal colonies introduced modern Asian Crisis. These discussions were expected to 
technology, the structure of traditional Serve as platform for discussing pertinent eco- 
agricultural relations and the traditional methods nomic and social issues with experts and officials 
ofcultivation continued. l-herefore, by focussing outside the United Nations. The purpose of this 
oncanalcoloniesbut generalising theconclusions volume is to examine the financial crisis, review 

for the wholeofpunjab islike missing [he woods the results of the Assembly's deliberation on 

for the trees. The author would have been well in  1997 and to make 

advised to keep his focus on the development of available to a wider group of readers the per- 

canals, their impact on agricultural development ceptions and analysis of the external experts who 

in the canal colonies, the finances of canals and contributed to the General Assembly's work. 

the role of British Raj in these developments. These papers have the benefit of the pragmatic 

Thereby the book would have served a useful ideas based on the experience of the practical 
policy makers and academics. 

purpose, though there is no dearth of books on the 
gr'owth of Punjab agriculture and related prob- 
lems. 

The introductory analysis of the South East 
Asian Crisis by the Editors discusses the build-up 

The author is to be complimented for the 
indepth study of the subject he has taken up and 
commended for taking such pains and making a 
laborious exercise. Nevertheless, the book suffers 
more from acts of omissions than commissions, 
and the end result does not justify the period of 
twelve years of research spent on it. Further, the 
effect is spoilt and the flow of thought disrupted 
by several mistakes spelling, grammatical and 
statistical, which could easily have been avoided 
by careful editing and proof reading. A good 
effort so far as it goes, but unfortunately it does 
not go far. 

Sitesh Bhatia, 
Lecturer in Economics, 

New Delhi. 

of pressure and the eventual collapse of the Thai 
bhat. Evaluating the outward looking policies 
adopted by developing countries that made 
investment from abroad and consequently global 
financial integration possible, they stress that 
such integration needs proper sequencing and 
timing without which the technological advance 
and consequent increase in the availability of 
financial instruments can only quicken the crisis. 
The article points out that while the debt crisis in 
the 1980s saw theexodus of funds from emerging 
markets, the 1990 saw their return reflecting a 
new sense of confidence in these countries and 
theeconomic consideration ofbetter returns. The 
capital flows in the 1990s showed a distinct 
decline in the flows on official account and a more 
than offsetting rise in the private account that were 
primarily of a short-term nature and thus subject 
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to volatility that resulted in large outflows after 
the waning of confidence in these countries. 
Analyzing the  cause and spread of the crisis, the 
authors have divided the oft-discussed concept of 
contagion into two categories. The first was the 
result of the investors' concern regarding 
unsound fundamentals, this contagion affected 
the South East Asian countries to start with and 
later spread to other countries outside Asia with 
weak fundamentals. The second contagion 
affected countries in the South East Asian group 
that exported similar products as Thailand or 
exported to it. The currencies of these countries 
like Singapore, Hong Kong, etc., were targeted as 
their exports were expected to shrink. However, 
these countries emerged almost unscratched from 
this due to their strong economic fundamentals. 

The article expresses concern that economies 
undergoing stabilization programmes may be 
caught in a vicious downward spiral in their 
incomes. This may be caused by a loss of confi- 
dence and capital flight feeding into currency 
depreciation which leads to a rise in foreign debt 
servicing and import costs resulting in a rise in 
bankruptcies and a further loss of confidence! 
The authors highlighted the need for quick res- 
toration of market confidencc because if the IMF 
programmes fail it would be difficult to 
disentangle the economic difficulties caused by 
the initial problems and those associated with the 
IMF programmes which may reduce the credi- 
bility of these programmes. The impact on the 
developed world of the Asian crisis highlighted 
the potential dangers from the volatility of 
short-term private capital flows. It underscored 
the need for a well functioning financial system, 
which is a Sine qua non for development. 
Governments need to strike a delicate balance 
between better regulation and lesser controls. 
Premature liberalization, without adequate pre- 
requisites like a broad and wide bond market 
being available had led to the funds into 

speculative and real estate activities i n  Southeast 
Asia. Greater rigidity like that in exchange rates 
is at the root of the most imbalances that result 
from the absence of the automatic leverage 
effected through the market. The governments 
have the role of overseeing the implementation of 
the prudential regulation and their efficiency in 
wake of offshore financing and financial inno- 
vation. The international community should also 
wake towards development of common standards 
for prudential regulation of national banking 
system and the financial systein that includes a 
proper risk management information disclosure 
system in order to work towards increasing the 
confidence of the international financial inves- 
tors. Discussing how the role of the IMF was put 
to severe test during 1997 they underscored its 
constraints and the need to supplenlent its 
resources to enable effective bailouts for affected 
countries. Such bailouts would require a contin- 
gency fund but the existence of such a fund may 
entail the 'moral hazard' problem whercin these 
countries could turn towards riskier options. 

The authors do not bring out the rolc of early 
warning signals and the need for transparency i n  
the foreign exchange transactions including the 
forward commitment of reserves, the lack of 
which was one of the prirne causes of the crisis 
in  Thailand. Such transparency along with sound 
policies can make the country's exchange rate 
management credible, ruling out all arbitrage 
opportunities that lead to speculation. 

The paper by Ambassador Oscar de Ro-jas 
explains how the United Nations Organisatlons 
have arole in international financial matters. The 
UN is concerned with finance for development, 
especially inthe wakeofthevolatility of financial 
flows that makc developingcountries susceptible. 
He stressed the role of initiation of a high level 
dialogue between the inter-governmental con>- 
mittees of Bretton Wood institutions and the 
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Economic and Social Council of the United 
Nations. The 1998 spring meeting that he has 
referred to has since taken place. It was during 
this meeting that the idea of International 
Financial Architecture was put forth. The IMF 
has launched an initiative to instill transparency 
in member countries' economy to promote 
international standards against agreed bench- 
marks of good practices that minimize asymme- 
tries in information. 

While Ambassador Rojas talks of the duty of 
those who have more towards those who have less 

the IMF article) for smooth functioning of mar- 
kets. The Fund should try to create safeguards to 
ensure that the liberalization is neither premature 
nor delayed. Thirdly, the Fund should emphasis 
that all countries should be transparent about their 
economic performance by improving the dis- 
semination of economic and financial data. Lastly 
and most importantly the Fund should work in 
close collaboration with the World Bank and 
United Nations institutions for promoting second 
generation reforms. 

Kev financial issues in ca~i tal  flows to 
the Managing Director of the IMF Michel Cam- emerging markets are analysed by Ariel Buira 
dessus discusses the 'national responsibility' of is a member of the ~~~~d of G~~~~~~~~ of 
countries to ensure that their policy fundamentals theMexican Central Bank, H~ starts by analyzing 
are sound and work towards reducing the risk. domestic impact and international aspeck of 
Next, Camdessus stressed the need of getting the capital and their role in enhancing the 
priorities right and correcting imbalances welfare of the economy. He points out that 
promptly to avoid a crisis from building up. He 

countries that have experienced private capital 
emphasizes the proper mix of monetary and fiscal 

flows (after a crisis) are countries that have had 
policies along with structural reform, especially , 

Important structural transformation that have 
if the domestic policy makers are concerned about 

enhanced their absorptive capacities. He under- 
the vulnerable sections in the society which suffer 

scores the paradoxical situation wherein growth themost in the wake of acrisis. Thirdly, he pleads 
that the countries should deal with private capital enhancing capital inflows require an 

flows in a responsible manner by maintaining accommodating current account deficit, which in 

greater transparency in order to to retain inves- turn make the country vulnerable to the reversal 

tors3 confidence. He advocates the need for of such flows and consequent increase in vola- 

international and development of &club tility. He pleads that the national government and 
through which the neighbouring countries international community should be better 

can encourage one another and also exert peer equipped to manage such volatility. Relating the 

pressure for surveillance. Healso remarks experience of the confidence crisis faced by 

that the advanced countries should bear the Mexico in 1994 he blames the policies that 

responsibility to help in the process of integration fostered the build UP of 'hot money' flows. 
ol'the poorest countries into the global economy. Discussing the asymmetry between the investor 

and host country, he expresses the view that the 
Regarding the much discussed issue of the shorter term flows may be discouraged and 

IMF's response to crisis situations, he says the stresses the importance of immediate adjustment 
first task is to detect the financial tension as early in the wake of increased financial integration that 
as possible so that early corrective action can be is subject to systemic risks. H e  stresses the need 
taken. Secondly, he thinks the Fund can help to for measures to prevent the crisis situation I'rom 
create conditions (with suitable amendments in developing rather than measures to improve the 
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situation after the crisis has already occurred. of how to attract private flows, the second 
Such support should be available to countries that involves the adjustment in monetary. fiscal and 
adopt improved policies and corrective measures. exchange rate policies of the recipient countries 

in order to absorb these flows and the third is the 
Linda Lim of the University of Michigan issue of sustaining the capital flows in face of 

Business School analyzes the capital market exogenous unforeseen developments, H~ 
liberalization and the role of capital flows in the reviews the macro-economic and institutional 
process of of the Asian elements that are essential for ade- 
countries Examining the crisis 

1997, she quate returns from foreign capital. The returns on 
mentions the pegged exchange rate, addiction to 

investment in infrastructure are not realizable 
high growth rate on the part of government that 

evenif marginal product of capital is high because 
took no corrective measures for overheating and 

of lack of other complementary services. Such the consequent ballooning current account deficit 
as the major causes of the crisis. She noted that investment was traditionally in the public sector 
although the susceptibility of the Thai bhat was and he illustrates how the private sector can be 

evident as early 1995 after the crash of the in its The author 

~~~i~~~ peso i t  is surprising that the examines the Thai crisis to review the inter-action 

investors and international lenders did not between the structural issues in trade and pro- 

draw Early corrective action by the duction with the financial fragility. He advocated 

government could have averted these problems. the setting up of a contingency financing facility 
The policy implications of the crisis are that the at the IMF that would be able to ward off the 
countries should strive to maintain strong eco- 
nomic fundamental? She was of the view that 
capital markets can function efficiently only if 
there is adequate regulation, supervision of and 
disclosure by financial sector actors. The trans- 
parency in operation regarding the companies 
would reduce the uncertainty in capital markets. 
She cautioned that the remedy lies not in turning 
away from the world but in greater liberalisation 
which should follow measures for restructuring 
the weak financial sector and improving the 
public and financial management. 

speculative attacks on currencies. The eligibility 
of such facility would be available to members 
whose policies are found to be strong at the time 
of the annual surveillance. One could, however, 
take the position that such an annual examination 
may be inadequate for gauging the country's 
commitment to maintain strong economic fun- 
damentals. The author puts forth the idea of 
leveraging official development assistance with 
private external finance, which would be an 
appropriate way to finance low-income countries. 

The foreign aid would be to provide a capital 
subsidy to private foreign investors to make 

Arjun Sengupta, member of Planning Com- 
mission ol' India spells out the goals of the 

placement in developing countries. The design of 

dcvcloping countries and international the capital subsidy would aim at deriving maxi- 

commun,ty as the of social and eco- mum leveragc out of each dollar of foreign aid. 
nomic development b y  attracting financial The end of the cold war has removed the poii tical 

resources to developing countriesand deploying motivation behind foreign aid and new cost 
them productively. The privatecapital flows are effectiveness of aid Should become a crucial 
very dynamic and there are three issues that need dcterminant of aid commitments, which is 
to be addressed in this context. Firstly, the issue expected to bring greater aid to developing 
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countries. The  article is well structured and offers 
practical solutions to problems like lower 
investment in infrastructure. 

Gerald Helleiner considers the UN Conference 
as stating that this is potentially an important 
initiative. He is of theview that the current system 
of global government does not represent the 
developing countries adequately. Even viewed 
from the symbiotic point of view, the G-7 
countries form a small and declining proportion 
of the world's population and their own economic 
and political security rests upon theevents in 
the rest of the world. In governing the global 
economy, therefore, there is a compulsion that it 
must begin in the area of global finances where 
the risks are maximum and the payoff from 
improved arrangements the greatest. The author 
expresses the view that there is a need to recon- 
stitute thc IMF and the World Bank in order to 
represent the global membership more 
appropriately. However, this does not seem 
possible as he has remarked that he urged that the 
Second Committee of the United Nations General 
Assembly has little alternative but to take keen 
interest in the current state of multi-lateral gov- 
ernment in monetary and fiscal matters particu- 
larly a s  they affect development. This 
Committee, he hopes, would consider possible 
avenues for broader progress in the sphere of 
global economic governance as they had debated 
themerits ofthe proposed co-finance on financing 
of development. 

This collected volume makes useful reading 
and is relevant a s  it offers solutions to the global 
financial problems with a practical orientation of 
the policy maker. The issues discussed here are 
of interest to a broad audience and especially to 
developing countries. Although the papers in this 
volume are by 3 distinct streams, Economists, 
Institute officials and Ambassadors, through all 
these papers there a general consensus regarding 

the need for regulatory action and dissemination 
of information, relaxation of controls and proper 
sequencing of reforms. Some of the articles 
highlight the need for a contingency fund to bail 
out the country facing problems. Only one of 
them hints at the 'moral hazard' involved in it. 
The tone is to ensure international co-operation 
to reinforce market discipline by dissemination 
of data and by exerting peer pressure as suggested 
by Michel Camdessus. The institutional 
arrangements for developing a new International 
Financial Architecture with developing countries 
receiving their due weightage is hinted at. 

Most of the articles do not discuss the limita- 
tions of  International Co-ordination, since much 
of what is feasible remains to be accompl~shed. 
The issue of banking sector unsoundness that was 
an important ingredient of the South East Asia 
crisis has received attention in Arjun Sengupta's 
paper. Asset-Liability mismatches and over 
exposure to real estate of the Asian banks tipped 
the balance of the inherently fragile banking 
sector in Asia. In fact an unstable banking system 
can severely disrupt macro-economic perform- 
ance of the industrial and developing countries 
alike. There has been widespread awareness of 
these problems, and concerted international 
action like the acceptance of the Basle core 
principles, for effective banking supervision to  
promote the soundness and stability of the 
banking systems. International co-ordination is  
not yet sufficiently developed to offset the dif- 
ferences in operating environment regulation and 
supervision procedures across jurisdictions. 
Consequently, a graded system of prudential 
horms should be worked out accounting for these 
differences that contribute to differences in 
country risks. 

The next important imperative is t o  develop 
early warning signals for crisis prevention at 
micro and macro levels in  the economy because 
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averting a crisis i s  better than managing a crisis; 
sustained efforts need to be made in order to 
devise workable early warning signals that will 
help the vulnerable countries steer clear of crisis 
by taking prompt corrective action. Only one of 
the authors touched upon this issue. On the whole, 
the Book has achieved its objective of facilitating 
better understanding of the whole gamut of issues 
that the crisis brought to the fore. 

among the academicians and policy-makers all 
over the world and various paths for achieving a 
rapid growth have becn suggested. 

The book under discussion constitutes a 
significant contribution to the ongoing debate 
about the right path for future industrial devel- 
opment in India, and focuses on decentralised 
production, especially in small and medium firms 
and on employment opportunities in general. It 
has been written in the wider context of the 

Nishita Raje*, 
international debate.on newly emerging ideas 

Reserve Bank of India, 
about flexible specialisation, networks and 

Mumbai. . ~ndustrial districts. 

Cadene Philippe and Mark Holmstrom (Eds.); 
Decentrulized Production In India : lrzdu,striut 
Districts, Fle.xible Speciulizution, and 
Enlploymet~t, Sage Publications, New Delhi. 
1998, Pp. 41 2, Price Rs 52%. 

Edited by two Professors, one from the 
Geography Department and the other from the 
Anthropology Department, the contributors of the 
Articles in this book come from varied back- 
grounds and specialisations in different disci- 
plines. Its approach, consequently, is 
multi-disciplinary and not restricted to only an 
economic analysis. For instance, one of its find- 
ings is that economic relations between firms are 
embedded in social relations. A few studies on 
small firm clusters in LDCs report the presence 
of local social values and socio-cultural charac- 

In the words of Mark Holmstrom, one of the 
editors, 'This book is intended to suggcst answcrs 
to some questions about the direction of industrial 
growth in India generally, about the kinds of 
industrial development which appear to offer the 
best prospects, and about dead ends'. 

The book first discusses the concept of . 
decentralized production in industrialised and 
industrialising countries. This is followed by case 
studies of such clusters in different countries as 
well as of some of the Indian industrial districts 
which are in the making. It also br~ngs out the 
politics of industrial districts. Thc casc studies 
cover a wide canvas comprising traditional a s  
well as new generation industries. In the end, it 
suggests the possibility ofdesigning a new model 
for Indian industry. 

teristics that impact directly upon inter-firm Finding that some form of 
relations. or more generally influence the local is emerging in many parts of the wor~,d, the book 
industrial atmosphere. maintains that the old 'fordist' mass production 

model is now either gone or is on its way out. It 
'The subject of forcing the pace of industrial is being replaced, i n  successful industrial 

growth in the developing countries has been high economies, by flexible specialisation, decen- 
on the agenda of current economic discussion. tralised production and less hierarchical 
Alter India launched its liberalisation pro- management. In a sense, Marshall had used the 
gramme. it has excited tremendous interest same concept when he described a sort of 
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industrial district. In research on small-enterprise The thrust of the analysis is on suggesting how 

development in LDCs A deliberate focus on clusters or efficient networks of small technically 
clustering is however, relatively recent. The and economically interdependent firms can pro- 
empirical case studies of European industria[ vide more jobs and help achieve economic 
districts demonstrates that such clusters are a growth. The authors claim that clustering opens 
recent development and have prospered mainly up efficiency gains which individual producers 

in the 1970s and 1980s. can rarely attain. Further, the small and medium 
enterprises are vulnerable if they stand alone, and 
the new conditions created by liberalisation and 

The authors describe these concepts, which are 
globalisation are bound to make them even more 

relatively new. 'The unit of analysis we focus 
vulnerable. Hence the importance of clustering. 

upon is the cluster, defined as the geographical 
and sectoral concentration of firms. We tend to The authors vividly bring out the close inter- 
use the term cluster rather than industrial district dependence between industries of various levels 

because the definition of the latter has come to - small, medium and large, and find that the 
include attributes which in themselves must be district is at the same the of the most 
subjected to empirical research. Geographical lively competition, as well as the realm of 
and sectoral concentration is the basic foundation cooperation, custom and informal institutions. 
or  the industrial district model; other attributes So, the whole industrial district acts almost as a 
such as inter-firm cooperation or a conducive single large firm, with its own presence and 
social milieu may or may not arise'. reputation in the market. The network of social 

and economic relations within the industrial dis- 
A broader, more inclusive term, 'networks' , trict gives the workers and their employers most 

covers social, economic and moral relations of the advantages of a large firm, without many 
which may be confined to a local area but tend to of its disadvantages. 

be more far-flung. 
The contributors of the articles feel that it is 

Flexible specialisation is a strategy of possible that efficient networks of technically and 

permanent innovation: accommodation to economically interdependent firms may be geo- 
graphically dispersed, but they are more likely to ceaseless change, rather than an effort to control 
develop when clustered in an irldccstrial district, 

it. The 'flexibly-specialised' large f i rm is like a 
often around a city with special strengths in a 

federation of small firms, with centralised 
range of complementary products. Their impor- 

arrangements for marketing, research and 
tance lies in the fact that they serve, not just the 

and investment firms existing units but also induce a growth promoting 
achieve similar economies of scale through in 
cooperation. dividing up the stages of manufac- 
turingand marketing among themselves, sharing Large firms are broken down inlo smaller 
services and forming consortia: so the whole decision-rnaking units, while o f  smaller 
industrial district sometimes acts almost as a firms, often but not always concentrated in 
single large firm, with its own presence and industrial districts, achieve collective efficiency 
reputation in the market. by working together. 
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Highlighting the role of the business associ- There is a wide variety of inter-firm relations 
ations, it is pointed out that small producers within clusters - vertical production relations 

cannot spare the time, effort and money to lobby between small firms; large-small firm production 

with the government. But through their associ- relations; producer-trader interrelations; hori- 
ations, they can share the costs and benefits of. ~ 0 n t d  looperation. But their ~ ~ c i o - ~ l l ~ t l l r a ~  net- 

collective representation. works can change with time. 

Flexible specialisation in a large firm means, Most developing countries have embarked on 
changes in their economic policies and structures, 

among other things, that decision making is 
which include easy imports, competition, priva- 

decentralised, not just to the managers, but to 
tisation, deregulated labour markets, etc. The 

workers who constantly discuss quality and 
problem is how to pick and choose the most 

innovation with managers informally, without relevant among these, and to adapt and combine 
hierarchical harriers to the free exchange of ideas. policies in  order to achieve certain objectives, in  

the conditions of a particular country, region or 
According to the book, conditions now exist citv, 

in parts of India for the emergence of industrial 
districts, with the potential to achieve at least ~ h ,  authors, on the basis of the case studies of  
somc of the objectives such as industrial growth, similar clusters in other countries draw lessons 
high quality products, and creative well-paid and suggest a model of development for deve- 
work for many people. Already these clusters, loping countries like India. 
which could loosely be termed as industrial dis- 
tricts, have a long history in places like Bangalore While the State has an important role to play 

and Ludhiana. in economic development, there are limitations 
on the State's capacity to produce a given result 

The authors concede that just as clustering or growth. 

brings certain advantages, it is also not free from 
problems. Where clustering results in firrns The book devotes considerable space to the 

becoming highly interdependent on each other, discussion of the small scale sector about which 
there prevail certain beliefs. This analysis should 

the consequences of their vulnerability to external 
be of tremendous value to the Indian policy- 

shocks can be acute and wide ranging. At the same 
makers, especially those connected with the SSI 

time, while a more diversified local economy is sector. Despite the claims about the SSI sector, 
less vulnerable to external shocks. it is also less its employment generation capacity, its efbct in 

likely to reap the efficiency gains which come terms of decentralisatio,i, and its importance in 
withclustering. Clusteringalsoraisesthecapacity general, precious little is actually done for this 

to respond to  crisis and opportunity. sector. Government somehow seems to have 

persuaded itself that assistance to these units can 
Social relations can have also negative effects be ,,tended mainly through reservation of certain 

on a clustcr's growth prospects, as in the case of items for exclusive production in the small scale 
foot-wear industry in Agra where the caste dis- sector. An NCAER study has found out that even 
tinction between the traders and producers this benefit is availed of by a very small per- 
created social divisions. centage of the SSI units. 
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There are other benefits which also hardly ever 
reach them. The description of the industrial 
districts would suggest that rather than a restric- 
tive policy of protecting the sector (in effect, 
protecting employees therein), the policy should 
have a more positive content. Its focus should 
really be  on 'promotion', not on just shielding it 
against the medium and large industries. No 
doubt, many small firms are innovative, make 
quality products at  competitive prices, and teach 
useful skills to their workers. They have good 
potential, but the small scale policy militates 
against the small firms growing beyond the 
stipulated investment size, with certain harmful 
consequences. 

They caution that the cxperience of other 
countries cannot be mechanically replicated. The 
different kinds of decentralisation need not go 
together, and can even pull in different directions. 
Withauthors drawn from differentdisciplines, the 
book suggests that the social, political, historical 
and cultural background of the different areas will 
influence the pattern of their industrial develop- 
ment. 

The proposition put forward is certainly 
interesting; but one is not sure of its efficacy. The 
emphasis in the book seems to be on development 
of clusters primarily of small industries. How- 
ever, if our experience of something similhr 
attempted through the medium of large scale 
public sector units is any guide, it is not clear that 
even with such colossal investments, industrial 
growth in such areas has got any significant boost. 
Clustersof only small units would have even more 
limitations. 

Although the authors have pointed out the 
limitations on government's ability to force the 
pace of development, the fact still remains that 
government has to play an active role. The only 
difference is that the nature of government 

intervention will have to be different - instead of 
its being an entrepreneur itself, its role will have 
to be that of a facilitator, promoter. This is more 
likely to succeed thanefforts to promoteindustrial 
clusters, by whatever name you call it. 

The concept of the public sector was informed 
with the same expectation, viz., that the large 
complexes will generate around them clusters of 
small scale units achieve a spread effect. That 
strategy did not really succeed. It is even less 
likelythat the autonomous growth of small scale 
industrial clusters, built around some traditional 
product, will, on their own and automatically, 
lead to spreading industrialisation. 

The book is in the nature of an exploration of 
anew approach by several researchers. They have 
only opened up new possibilities without making 
a firm prescription. No doubt, some of the ideas 
are still nebulous, but they could be firmed up 
after more research. Basically, the collection of 
articles is intended to bc an invitation tocontinue 
the debate further. They expect the interest of 
researchers belonging to the economic field and 
further debate and research on this idea. 

P.S. Palande, 
Formerly of I.A.S., 

and retired Director, 
National Insurance Academy, Pune. 

Sathe S.P., Adl?tini.stmrive  lab^,. Sixth Edition, 
1998, Butterworth. New Dclhi. Pp. 555. Price 
RS 6951-. 

The Chief Constable of Brighton, England. 
had been tried and acquitted of a charge of 
criminal conspiracy to obstruct the course of 
justice by a judgement, in which, however, 
adverse comments of the Chief Constable's 
leadership in the police force had been made. The 
law allowed the authority to  dismiss a member of 
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the force whom they thought to be 'negligent in administrative functions. After 1964, however, 
the discharge of his duty' and the authority did the distinction became less relevant in view of the 
this but without giving a hearing to the Chief high pedestal on which rules of natural justice 
Constable. were placed. 

The order of dismissal was challenged and the This is not to suggest that the different faces 
case went up to the House of Lords which held of administrative action have become blurred or 
that the dismissal was illegal in as much as the have become irrelevant. This is the reason why 
Chief Constable had not been given a hearing. Sathe has devoted an entire chapter (Chapter 4) 
Failure to give an opportunity of being heard in of over 40 pages to 'Classification of Adminis- 
the first instance is not curable by offering an trative Action'. The discussion is in sufficient 
opportunity at the appellate stage. This was the details and Sathe is not satisfied with merely 
famous case of Ridge vs Baldwin, 1964, A.C. 40. enumerating the principles. Theory must be 
The judgement was delivered by Lord Reid who, illustrated with facts as indeed facts must be 
as  pointed out by Sir William Wade (Public Law illustrated with theory. 
in Hritairl nilcl India, Tripathi, 1992, p. 43), gave 
impetus to the renaissance of administrative law. This twin exercise has been attempted in the 

chapter on the classification of administrative 
The importance of Ridge vs Baldwin cannot action. It is not enough to say that when a party's 

be overestimated. This case, S.P. Sathe rightly right is affected by an administrative action, that 
points out in his classic Administrative Law, action must be regarded as judicial or quasi- 
'stands as a watershed between judicial restraint judicial. Rules of natural justice are not fixed, 
of the post Second World War years when courts immutable rules to be applied rigidly or in  a 
showed maximum deference towards the deci- uniform manner. Application of rules of natural 
sions of the executive and the period of judicial justice becomes in several situations a matter of 
activism, which commenced thereafter and is still art rather than of science. This has been well 
continuing' (p. 126). brought out, albeit less elaborately in the 

reviewer's view, in the latter part of Chapter 4. 
Normally the judges do not, publicly at any Cases arising out of proceedings as diverse as 

rate, talk of their judgements. On one rare occa- issue of caste certificates, concession in tariffs, 
sion Lord Reid has publicly stated that Ridge vs impeachment, and preventive detention have 
Baldwin, of all his many decisions, ' was been discussed. 
remembered by him with the greatest satisfaction. 
Lord Diplock, in 1982, described Ridge vs That a person should not be a judge in his own 
Baldwin as t h e  greatest achievement of the case and that a party likely to be affected by any 
English courts in his life time. action must be heard are the twin principles of 

administrative justice. These fundamental prin- 
Prior to Ridge vs Baldwin, the judges were ciples constituting the core of fair hearing have 

reluctant to countenance the arguments based several ramifications in practice. Collecting, 
upon the right to be heard in challenges to collating and the classifying principles that 
administrative action. There were scores of emerge in practice as well as from the plethora of 
decisions, both in England and India, trying to case-law is a lawyer's night-mare whether the 
distinguish between judicial, quasi-judicial and lawyer is an advocate, judge, or an academic. 



Sathe's first book on administrative law came out imported into administrative law. Every admin- 
in 1970. Subsequent editions have appeared istrative action is in a sense voidable because it  is 
regularly and the book under review is the sixth valid until it is struck down by court' (p. 215). 1s 
edition and theexpected uptodateness at the hands there a code of rules of natural justice'? Are rules 
of a scholar of Sathe's standing is there. o f  natural justice known today exhaustive or  

complete?The author's answer is very refreshing. 

Whenever administrative law is mentioned, 'Therulesof natural justice are open-textured and 
the first thing that leaps to mind is natural justice. they are bound to acquire new dimensions as well 
1s it fair? This change in the expectation has been as new meanings as the vistas of the due process 
brought about by Ridge vs Bal~lwin. Prior to that of law and human rights widen' (p. 21 5) .  
decision law about procedural fairness was in a 
nebulous, if not in a chaotic, state. That decision I am tempted to digress a little. One rule ol' 
came at  a time when vast expansion of govern- natural justice is that no authority, while taking a 
mental power and consequently more interven- decision, can rely upon information, whether oral 
tion and regulation by the government started or documentary, without disclosing the same in 
taking place. The government was in effect told advance to the party likely to be affected. This is 
that people may some times endure a harsh not strictly 'right to information' about which 
governmental decision if it  is fairly administered discussion has been taking place and on which 
but procedural injustice would not be tolerated. Sathe has written a book earlier. That a party is 

entitled to know the material to be used against 
Returnihg to the practical application of the him is such an elementary rule of natural justice 

rules of natural justice, it should be mentioned that it does not require elaborate discussion. Sathe 
that this topic has been dealt with in Chapter 5 has dealt with this (Pp. 196-97). 
under the heading: 'Fair Hearing and Rules of 
Natural Justice'. One could theoretically discuss It is being suggested elsewhere that right to 
natural justice as the 'Gangotri' from which information is a fundamental right which can be 
various rules of fairness flow. As I mentioned spelt out from the right to freedom of speech and 
earlier Sathe has preferred the method of illus- expression. This proposition is of doubtful 
trating the theory with facts. Different principles validity. Then, with probably no dissent, it may 
such as interest or bias, audi alteram partem, duty be suggested that right to information sho~ild be 
to give reasons have been dealt with separately made a fundamental right. It should be regarded 
though contextually. as axiomatic that administrative action should be 

taken on the basis of proper material which if 
What is the effect of the violation o f  rules of given to others becomes information. In a court 

natural justice? Ridge vs Baldwirl laid down that of law, if privilege is claimed in respect of a 
a decision taken without hearing the party likely document, the court insists upon knowing 
to be affected is invalid. The legal position is not whether there are valid reasons for withholding 
as straight forward as this and Sathe has discussed the documents from the courts, whether injustice 
this question elaborately (Pp. 209-215) with will not result by such withholding and whether 
obvious benefit to the reader. The author con- justice will not be furthered by the disclosure of 
cludes: 'It is, therefore, quite clear that 'void' the documents. Ends of justice - that is the test in 
'voidable' dichotomy is needless and need not be judicial proceedings. 



VOI,. / l NO. 3 BOOK REVIEWS 583 

Is i t  not indisputable that the end object of all 
administrative action is public good? Every 
power conferred upon a public authority is con- 
ferred on the condition that it will be used for 
public good and in public interest. Quite often it 
becomes necessary to know the material and the 
reasons which form the basis of adecision. Shelter 
is regularly taken behind the need for confiden- 
tiality and discretionary power. In the first place, 
the need for confidentiality cannot be justified 
without taking into account the need todojustice. 
Sccundly, discretionary power cannot be unlim- 
~tetl. 'If government departments are given a 
blank cheque. the day will certainly comc when 
they will overdraw' (Prof. Sir William Wade, op. 

Thirdly, the whole state is neck-deep in scams 
of various types and dimensions. The secretive 
nature of the governmental activities facilitates 
large-scale corruption. The possibility of vigilant 
citizens and groups asking for information and 
the compulsion to part with information would 
act as some deterrent. 

Though all this is not a part of administrative 
law, Sathe has discussed this subject in Chapter 
9 under the heading: 'Suits Against the 
Administration: State Liability'. This Chapter 
and Chapter 10, 'Public Enterprises', deal with 
subjects which traditionally have not formed a 
part administrative law. 

cit., p. 33). 
Returning to the right to information, Sathe has 

discussed the present position on the subject (p. I would advance at least three strong reasons 
for establishing right to information as a statutory 502 et seq) in India and the USA.  The need for a 

comprehensive law on the subject has been 
r~ght. 

rccognised and valuable suggestions on what that 
law should contain have been made. 

In the first place, the activities of the govern- 
nlcnt have become so  numerous that a reasonable 

It is well-known that the governments do 
check on their correctness ought to be kept. 

perform legislative functions (as they perform 
Moreover, the possibility of public scrutiny of quasi-judicial These tunaions have 
i~dministrative action leads to decisions better been examined The legislative functions are, 
informed and so better in quality. It is in the however, performed in  exercise of power dele- 
interests of the executive itself that Ihe informa- gated to the government, N ~ ~ ~ ~ ~ ~ ~ ~ ,  
tion should be shared with the public. power has to be exercised within limits. Control 

Secondly, nowadays the level of parliamen- 
tary debate is not of the requisite standard. For- 
merly there were members of the Parliament who, 
on the basis of information they got and the study 
they made, examined and exposed in the Parlia- 
ment the weaknesses, the failures, and the 
incompetence o f  the ministers and their 
mandarins. Today this task has to be performed 
and can be pcrformcd by vigilant citizens who 
cannol fight elections and get into the Parliament. 

of delegated legislation is vital. These two inter- 
connected topics have been dealt with in great 
detail in Chapters 2 and 3. 

Discussion of judicial control of adminis- 
trative action is mandatory i n  any book on 
administrative law. What distinguishcs Sathe's 
treatment of the subjcct is the separation of 
administrative action and administrative discre- 
tion. The two areas overlap to some extent and 
one passes into the other over a thin line of' 
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distinction. Nevertheless, in my view, a distinct they will know it abundantly. The book by a 
and detailed treatment of administrative discre- scholar of Sathe's eminence does not require a 
tion is not only desirable but is necessary. reviewer's recommendation. 

Abuses of power in the name of discretion on 
a large scale take place and it is often difficult to 
detect such abuses. How is one to determine the 
extent of proper discretion in various fields, such 
as acceptance of tenders, appointments, bestowal 
of grants? One has to determine this not only on 
the basis of the nature of the action to be taken 
but .also the purpose of that action. The powers 
that are conferred by the Parliament on public 
authorities are conferred as if it were on trust that 
the powers will be utilised for public benefit. The 
concept of unfettered discretion is foreign to rule 
of law. The inclusion of a long Chapter of nearly 
60 pages on judicial review of administrative 
discretion is fully justified. 

Returning to the earlier chapter - Chapter 9, on 
judicial review of administrative action, it is 
noticed that in this chapter are included the 
description of the constitution, powers and 
functions of several tribunals. This has been done 
in the latter part of the chapter after the treatment 
of judicial review. This appears somewhat 
incongruent. A reader will find it more natural to 
glide into the discussion of judicial review after 
first learning about the tribunals and administra- 
tive bodies. A separate chapter on the latter after 
the chapter on rules of nature would be 
appropriate. 

It has been said, somewhat unkindly, that 
judicial review has become a thriving industry - 
public interest litigation, more so. Sathe has 
extensively written on these subject elsewhere. 
However, inclusion of these subjects in a book on 
administrative law of India - which this is - is 
inevitable. It is essentially meant for those - 
including non-Indians - who want to know about 
administrative law in India and through this book 

R.A. Jahagirdar, 
Retired Judge. 

Bombay High Court. 
Mumbai. 

Pathak Bindeshwar (Ed.), Rural Viole~lce in 
Bihar, Concept Publishing Co., New Delhi, 
1993, Pp. 151, Price Rs 1801-. 

Bindeshwar Pathak, a sociologist and a noted 
social reformer from Bihar, has in this small book 
presented a study of the rural violence in Bihar in 
the hope that it will provide a clear understanding 
and fresh insight into that phenomenon. 

The first 25 pagesof the book go towards a 
preface, an introduction giving some information 
about Bihar's past and a delineation of the prob- 
lem. The last 35 pages go towards various tables 
depicting the educational and economic 
conditions of the various castes on a national and 
regional basis and a topic-index. The rest of the 
book is devoted to the description and analysis of 
27 cases of serious violence (listed in Annexure 
2) which occurred in Bihar between the years 
1977 to 1992. The incidents have been grouped 
into 6 categories, each category being considered 
under a separate chapter. Material for this study 
has been obtained by interviewing people and by 
culling out information from different reports, 
periodicals, magazines, etc. (p. 5). 

Caste wars have continued in all their ferocity 
in Bihar and recently there was a move to dismiss 
the state government for its failure to maintain 
law and order. The subject of violence in Bihar is 
thus very alive and Pathak's book is welcome for 
giving us an insight into the causes of this vio- 
lence. Though Pathak has split up the incidents 
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into six categories, they all form part of one actually put into their possession, a network of 
continuum. The picture which emerges from small industries is created to provide employment 
Pathak's study is that in Bihar 'the ideal-typical to the youth and to organise peace camps and 
convergence of caste, class and power is still 
intact' (p. 63), feudalism 'still governs the rela- 
tionship between the landed and the landless' (p. 
70), the 'ascendance of the middle range castes 
in the wake of programmes for agricultural 
development and political mobilisation have led 
them to challenge the multi-stranded dominance 
of the upper castes, (Pp. 22-23), and lastly that 
both the upper castes and the middle castes were 
furious at the lower castes, who are largely tillers 
of the land and are claiming their just share of 
development in  the shape of better wages (p. 26). 

constructive activities through voluntary agen- 
cies. He has also emphasised the need to improve 
the road and communication network to facilitate 
the maintenance of law and order. 

These are very valid suggestions. The most 
important one seems to be to create small indus- 
tries, which will attract people from various castes 
and break the segregation of each 
caste-cum-occupation group from another. So 
long as agriculture is the only occupation, land is 
the only asset. If the economy is diversified, there 
will be other assets which individuals can build 

The lhuS seems lo be three up, The diversification of the economy will also 
sional. Firstly, development of agriculture create a system, something which cannot be 
through green revolution doesnot by itselfchange 

captured as land can, and will need the coopera- 
the traditional agricultural character and feudal 

tion of several people engaged in several trades. 
relations of the rural society, it does nothing to 

Organising peace camps by voluntary agencies 
break the traditional convergence of caste and 

and maintenance of law and order by the state are 
occupation and therefore entrenches the caste 

also important but they can only be looked as 
identities of the people. Secondly, traditional 

supplements the diversification of the economy. 
societies being 'holistic' rather than 'individual- 
istic', an economic conflict turns out to be a 
contlict between communities rather than However, as Kumudini Dandekar has 

between individuals. Thirdly, armies are orga- observed in this Journal (Vol. 1 1, No. I ,  p. 2 12) 

nised on both sides as if they are totally different 'the question far it is possible start 
entities rather than part of the same society. manufacturing ventures in rural areas is not easy 
cruelty on such avast scale as witnessed in ~ i h ~ ~  to answer ... Attempts have been made but with 
must be theresult ofa total alienation ofone group no success'. Thus, the circumstances in which the 

from another, Communal at the time of v a r i 0 ~ ~  ~ a ~ t e - ~ ~ m - ~ ~ ~ ~ p a t i ~ n  groups in villages 

partition were no less cruel. Neither was the remainsegregatedand totally alienatedfrom one 

anti-Sikh pogrom in 1984 any less cruel. other are not easy to change in a backward state, 
like Bihar. With the upsurge of backward classes 

While summing up the study, Pathak has towards securing social justice. violence unfor- 
emphasised the need to get land reforms tunately appears to remain a fixed feature of the 
implemented in the right spirit, to ensure that the Bihar social situation for a long time to come. 
minimum wages are actually paid. the land which 
has been settled i n  favour of the Harijans is B.P. Patankar. 
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Pathak Bindeshwar (Ed), Corttirruitj and Charlge 
in Irlclicrrt Society, Concept Publishing Co., 
New Delhi, 1998, Pp. 390, Price Rs 5001-. 

This is a collection of 26 articles on various 
aspects of the continuity and change in Indian 
society during the last two centuries in general 
and the post-independence period in particular. 
Indian society has been undergoing change under 
the impact of colonial exploitation, change-over 
to the capitalistic mode ofproduction, thestruggle 
for independence and the concerted efforts to 
change it into a modern, egalitarian, secular 
soclety. The book sceks to add to the available 
literature on the theme of continuity and change 
in order to provide understanding of the factors 
cither facilitating or opposing change (p. 13). The 
unspoken axiom underlying all the articles in the 
book is of course that a change towards moder- 
nisation and towards an egalitarian society is 
necessary. 

These articles can be classified into three 
groups: (i) those that are purely theoretical or 
methodological articles, with very little discus- 
sion of the Indian situation, (ii) those that deal 
with relatively small topics, and (iii) those which 
deal with wider topics, having a more important 
bearing on the issues of modernisation and 
progress. 

Thus, Satyendra Tripathi's article is a purely 
theoretical one on theconcept of Social Indicators 
designed to measure the quality and direction of 
social change. He recognises that these indicators 
are not very dependable for assessing policies and 
programmes (p. 42). 

S.N. Chaudhary's article is also a purely 
theoretical one on the issues involved in the study 
of community power structure in village India (p. 
146). He has discussed the models of power 
structure developed abroad and two models 

developed in India- the dominant caste   nod el and 
the rich peasant model. He is not satisfied with 
these two models and calls for either an integra- 
tion between them or a search for an alternative 
paradigm (p. 161 ). 

Yet another theoretical article is R.R. Singh's, 
on the types of research and ficld study. He has 
also done an assessment of one research project. 

Then we have the following articles on rela- 
tively small topics: Hetukar Jha traces the caste- 
based movements in Bihar since the latc 
nineteenth century. Shyam La1 has written about 
the phenomenon observed in Ra.jasthan, of upper 
caste people going in for conversion to lower 
castes. Valunjkar has written about the first dalit 
lcaders of Maharashtra who lived almost a cen- 
tury ago and the caste structure in Maharashtra at 
that timc. A.C. Sinha has writtcn about the need 
for making a fuller sociological study of Ihc 
soc~eties inhabiting the Himalayan regions. 
Makhan Jha has written about the life 01' the 
Muslim tribes of Lakshadweep. S.P. Srivastava 
has written about thc Sulabh Movement (the 
founder of which. is the editor of this book), 
which seeks to popularisc cheap, environment- 
friendly toilets, so  that the practice of nlanual 
removal of human excreta hy scavengers i s  
abolished. A.K. La1 has presented a study of the 
slums of Patna city. K.K. Ver~na has asscssed the 
existing delivery system of health care in a tribal 
area of Bihar and argues for giving morc scope to 
the traditional medicine of the tribals. 

We then come to slightly widcr topics. Here 
we find some authors rccognising that a lot of 
desirable change has come ovcr Indian society 
and other authors feeling the opposite. Thus S.L. 
Sharnla recognlscs that India has n~odernised 
herself under thc dynamic Icadership of Nehru. 
Indira Gandhi and Rajiv Gandh~ (p.  77). Yogcn- 
dra Singh also says that 'there is niuch to he 
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counted', like new social structures and systems 
of authority, technological, scientific and mana- 
gerial growth, commitment to democracy, etc. 
(Pp. 93-94). S.K. Srivastava, however, laments 
that thoughtheconstitution of Indiashows agood 
amalgam of the old and new in thought and ideals, 
there have been 'aberrations and anomalies', 
which have made the people 'completely disil- 
Iusionedand frustrated' (Pp. 67-68). Vijay Kumar 
begins his article with a strong indictment of the 
existing development set up, it having been 
hi,jacked by contractors, businessmen and corrupt 
politicians. He puts his hope in mass movements 
which he sees already arising in the country (p. 
133). Archana Sinha dwells on the inadequacy of 
the presently developed socio-political struc- 
tures, like communism and democracy, in 
securing the good of the common man and says, 
'The ....p erformance of democracy in India has 
been sombre, and in some respects diabolical' (p. 
168). She, however, feels that the quest for an 
alternative has begun in the form of the Sarvodaya 
Movement of Jayprakash Narayan and the moral 
re-armament movement of Frank Buchman. 

We now come to the articles with a wider 
perspective and deeper analysis. 

M.N. Srinivas talks mainly about work ethics. 
He finds that as a part of cultural heritage, 
agriculture does not lack in work ethics nor does 
the urban family life, whereas, in theurban public 
space, there is no such cultural heritage, and work 
ethics is lacking. He also observes that trade 
unions, while asking for more wages, do not 
exhort their flock to do a fair day's work (p. 18). 

S.L,. Sharma first defines modernisation as a 
process of socio-cultural transformation gener- 
ated and marked by (i) technological progression, 
(ii) institu~ional innovation, (iii) rational value 
reorientation. and (iv) psychic and physical 
mohilisation o f the  people driven by heightened 

aspirations (p. 72). He then finds that the process 
of modernisation in India has proceeded under 
two main phases: colonial and post- 
independence, with sub-phases under each. He 
says that while modernisation progressed in the 
west 'from within' as a 'culmination of a series 
of cumulative historical sequences' and with 
resources exploited from the colonies (p. 78). in 
India the progress of modernisation was difficult 
because, 'it had no roots in our socio-historical 
tradition' and had, unlike in the West, no 
resources. Her resources having been exploited 
by the British, she had to borrow for her own 
development and risk 'falling a victim to the debt 
trap'. As a consequence, says Sharma, 'society in 
India is still'reeling under the weight of unre- 
solved structural contradictions and cultural 
tensions' (Pp. 78-79). 

As for the modernisation which has already 
taken place, Sharma has posed the question: 'is it 
a case of adaptive transformation of Indian tra- 
dition or of identity assertive resilience?' (p. 70). 
His own answer to the question is that India has 
not passively accepted the institutions and mores 
of modernity but has bent them to suit her own 
tradition so that ultimately real modernisation has 
not taken place. Thus, our caste structure, while 
losing its ritual aspects, is growing strong in its 
associational aspects, affecting the democratic 
institutions. Similar is the case with kinship ties, 
whichcontinue tospread intomodern institutions 
like business houses, political parties, profes- 
sional groups and even educational institutions 
and universities. Even the western concept of 
secularism has changed in the Indian context (Pp. 
8 1-83). 

Therc is a good deal of substance in what 
Sharma says, but it is perhaps only natural for a 
large andancient civilization like Indiato take the 
path of what Sharma has termed as identity- 
assertive rcsilicncc. 
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Yogendra Singh, while acknowledging, as As regards economic policies, Yogendra 
stated above, that there has been much progress, Singh recognises that the extension of the state 
finds India in a crisis which is manifested in the into trade and industry, beyond a point, breeds 
persistence of poverty and the growth of class- inefficiency and corruption; but he also argues 
castemethnic tensions which are sought to be that an unchecked market economy wouldn't do 
resolved through violence (Pp, 95-96). He finds and that Indianconditionscall for an emphasis on 

the roots of this crisis in the unbalanced devel- equality and social justice for the weakersections 

opment of rural India, where only the middle of the society (p. 105). 

castes have prospered through agrarian reforms 
Rajani Kothari sees two different mobilisa- 

and left the dalits, tribals, etc., in a sullen mood, 
tions in the Indian society. One is that of Hin- 

leading to violent movements on the one hand 
dutva, which is 'throwing the political system that 

and, on the other, transfer of these tensions to was designed to be multi-centred, multi-ethnic 
urban "'as through migration. "gendra and multi-caste out of gear'. The other rnobi]i- 
Singh, 'The crisis is that villages have not been ,,(ion is that ofthedeprived sections ofthe rndian 
able to evolve the new institutional framework society, who, having been disappointed with the 

through which the changing relationships ~ o u l d  Indian state, have mobilised themselves around 
be integrated. The villages in India have ceased caste, sub-caste, tribe ethno-regional and such 
to be social communities that they once were. other identities (p. 106). He generally welcomes 
They have been transformed into political com- the latter type of mobilisation, since, with all its 
munities, but without an institutional set-up drawbacks, it can, 'under certain circumstances, 
whose legitimacy all groups could recognise' (p. prove to be secular ..... (and he) able to counter 
97). Control of population is perceived as the 'key communal parties and ideologies' (p. 107). He 
to most pl*oblems', which we have not been able recognises that the Dalit movement has also its 
to manage because of our 'monumental failure' dangers - it can be brutalised and result in the 

in eradicating illiteracy (p. 98). 'dalitisation of the entire social terrain below the 
privileged upper castes' (p. 109), i t  is based on 

yogendra s ingh  has further analysed the de- demands for jobs, it is internally divided (Pp. 

legitimation of state-sponsored institutionsin this I 1 I -  112) and, moreover, it is liable to be weak- 

atmosphere and even a disenchantment with the ened by the cooption of its leaders (p. 1 15). But 
it is here, Kothari says, that the 'sensitive and ideology of nation-state and the model of 
committed people in castesand classes occupying 

development, each segment of the people seeing 
the middle spaces in the country' can help the 

something in that model working to its disad- 
Dalit movement in as a movement for 

vantage (Pp. 97-98). He finds that this has led to emancipation (p, , 
a sharp decline in the values of social 
responsibility, an unprincipled go-getter utili- 

J, Narayan writes about communal anggo- 
tarianism, misuse of political connections, cor- ,i,,, and riots. ~i~ finding is (hat Hindu-Muslim 
rupt appropriation of public K ~ ~ U ~ c e s  and 'has antagonism has been there since the pre-British 
deeply affected the work ethic in our society'. period, that the British exploited the communal 
communal thinking has also grown out of this differences through organisation of the army on 
situation (p. 102). sectarian lines, separate electorates, etc., and that 
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in the post-independence period, the constitu- 
tional provisions made for the protection of 
minorities are being misused, provoking a 
majority intolerance, a situation which the poli- 
ticians are exploiting for their own purposes. 
Narayan wants us to fight both, the minority 
communalism as well as the majority commu- 
nalism. 

A.R. Desai's essay is on 'sociology of the 
under-privileged' (p. 178). He has classified the 
underprivileged in 5 categories and then 
described the 'upsurge' which has occurred in 
each class of the underprivileged. He regrets that 
sociologistshave not paid enough attention to the 
study of these phenomena. He wants sociologists 
to study these phenomena not by the 'path 
demanded by therulers' (p. 186) but by the 'risky' 
path of 'conscientizing approach ..... a humane 
respectful approach7 towards these underprivi- 
leged classes. 

While it is true that India's development 
strategy has benefited largely the propertied and 
the empowered classes, there is no evidence to 
suggest that the rulers have demanded the 
sociologists to adopt any particular approach or 
that the rulers are putting the sociologists to any 
'risks' ifthe latter express any dissent. The trouble 
i s  that sociologists have not been able to put up a 
concrete model for an alternative strategy of 
development. 

A.K. La1 has surveyed the position of land 
reforms and of the landless in Bihar. He has 
vividly narrated how the land laws, in themselves 
well designed, were sabotaged by the land- 
owners with the connivance of the state 
machinery. Hc has also vividly described the 
indign ities and privations suffered by the rural 
poor, especially the women folk. 

Lal has brought up the question of distribution 
of land among the landless. It is not clear how 
much land is available for redistribution as of 
today. With about one million heirs being born in 
rural Indiaevery year, large holdings have already 
broken up. It is impossible to provide land to new 
entrants to the population. They will have to shift 
to other occupations. What can be done for those 
continuing to work on land is  to  reform and 
regulate agrarian relations. But regulating 
agrarian reforms and opening avenues of 
employment outside agriculture will be success- 
ful when people become literate, acquire occu- 
pational skills and become able to organise 
themselves for collective and cooperative action. 
The state singly cannot solve the problem. 

P.C. Pathak, writing about the Scheduled 
Castes of Bihar, gives the history of the enu- 
meration of these castes, to total population of 
each, the occupations pursued by various castes, 
etc. He has also extracted from the census reports 
of 1981 information showing that all castes arc 
largely clinging to their traditional occupations. 
This information is almost two decadcs old. 
Employment opportunities have diversified 
considerably during this period. Further study 
would therefore be necessary to ascertain the 
present position of the occupational mobility of 
these people. 

R.P. Sinha's article is entitled 'light at the 
tunnel's end'. What he means is that for the rural 
poor, the light is at the fur end of the tunnel - a 
tunnel which has yet to be crossed. Sinha argues 
that though social justice has been a policy 
objective of the government, the institutional 
arrangements within the bureaucratic fabric and 
the system of social interaction are such that they 
facilitate usurpation of development gains by 
people in higher status (Pp. 303-304). He has put 
forward a hypothesis that 'policy constraints' also 



result in a skewed distribution of 'rewards'. The 
article does not clarify what these policy con- 
straints are. 

Rajeshwar Prasad has dealt with the effects of 
contemporary changes on family support struc- 
tures in traditional societies. He has noted that the 
institution of family has suffered a lot in the 
devclopedcountries whether capitalist or socialist 
or simply welfarist, and is in danger in traditional 
societies also. The writer recognises that the 
pre-industrialisation character of the family 
cannot be restored and that there is therefore a 
need for an alternative support mechanism for the 
individual. Hc has not put forward any ideas as to 
what such a mechanism could be like. 

A.K. Sinha deals with the co-relation between 
social alienation and job satisfaction. He first 
analyses the concept of alienation and settles on 
the definition that it is a state of mind resulting 
from normlessness, powerlessness and isolation 
in relation to society at large. He argues with the 
support of some evidence that social alienation 
and job satisfaction are negatively related. i.e., a 
more alienated individual is likely to be a more 
dissatisfied worker. He hasnotexamined how this 
hypothesis has worked in Indian conditions and 
what necds to todone to improve our work ethics. 

All in all, the book presents us with a wide 
spectrum of perceptions about the changes that 
have come about or failed to come about in India. 
The book set out to provide understanding of the 
factorseither facilitating oropposingchange. The 
factors obstructing change have been wcll iden- 
tificd; but what can facilitate change has not been 
well brought out. Vijay Kumar puts his hope in 
mass movements, Archana Sinha in the Sarvo- 
daya movement, Kothari wants the sensitive and 
comlnitted peoplc among the dalits to give the 
dalit movement a proper orientation, J. Narayan 
calls for a fight against communalism of' the 

minorities as well as majorities, Desai wants 
sociologists to undertake research on the right 
lines, etc. Most of the authors have been content 
to describe the prevailing situation and con- 
structing a theoretical model for its description. 
Change can come from mass movements or 
through NGOs. It can come through the efforts of 
intellectuals, not only the dalit intellectuals 
alluded to by Kothari, but by intellectuals in 
general. Change also comes through mass media. 
But changes would come faster if the biggest 
social organisation, namely the state, is recog- 
nised as an instrument of change and a climate 
created for acting in partnership with it. Emphasis 
needs to be given to a partnership between the 
state, the intelligentsia, activist organisations and 
the mass media. 

B.P. Patankar, 
3-4-208, Kachiguda, 
Hyderabad 500 027. 

Salvi, Gouri, ~evel&t?,nrei~r Retold: Voices  Fronr 
the  Field. Concept Publishing Company. New 
Dclhi. 1999. Pp. xxi+ 167. Rs 275/-. 

This is the story o f  the Indian Cooperative 
Union (ICU) of Delhi, told by 18 persons who 
were associated with the various activities of thc 
Union for nearly two decades from its beginning, 
which was also the beginning of India's inde- 
pendence. While the story of the ICU has been 
written separately in another book. this book 
contains the perception ot' its activists in retro- 
spect. The picture that emerges has three differcnt 
aspects to it. The first relates to thc forn~ation of 
a voluntary organisation at the dawn of inde- 
pendence: how it was formed and what type of 
people manned it. For, while the expression 
'co-operative' occurs i:n its name. it was essen- 
tially a voluntary organisation (these days called 
NGO, following the American or  the World Bank 
style, though the earlier nomenclature 'voluntary 
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organisation' is more appropriate), working as a 
catalyst in the organisation and initial manage- 
ment of two very notable co-operative organisa- 
tions in Delhi. The second relates to the 
participants' perception of the role of such 
voluntary agencies in promoting co-operatives of 
farmers, artisans and consumers. And, the third 
relates to the role of the state in the running of a 
co-operative, a role which became not only sig- 
nificant but also dominant from the middle of the 
1950s, thereby distinguishing the Indian 
co-operatives from the traditional co-operatives 
the world over, a role which is now sought to be 
undone - a difficult task in view of the vested 
interests and the ossified habit structure in this 
regard all-round. 

The men and women who joined the ICU were 
mostly ordinary mortals, not seeking a job in a 
foreign financed NGO, not go-getters trying to 
gathct moss in anewly urbanising and globalising 
economy; indeed, such ideas as well as expres- 
sions were not current in those days. Of course, 
there were a few like Fori Nehru and Kitty Siva 
Kao or even the young Devaki (later Devaki Jain) 
who came from privileged families, wanting to 
do something socially useful. Many of them were 
(!-om rcl'ugee l'amilies with school or collcge 
education. at loose ends like most of their I'cllow 
beings. Thc ideas and ideals slowly developed 
from their work and association in the refugee 
camps and related organisations. By the time 
things were accluiring some stability and shape, 
their values had been formed under the leadership 
of Kamaladcvi Chnttopadhyayn. Indeed, she was 
the founder and the moving spirit ofthis institu- 
tion. One ol'thc stalwarts ofthc independence and 
the socialist movements in India. an unflinching 
and uncompromising fighter f'or her values - hers 
was the lone hand raised against the resolution on 
partition in the AICC - Karnaladcvi founded, led 
and nurtured the Indian Co-operative Union t i l l  
her end. Thc memoirs i n  this little book arc in a 

sense a tribute to her leadership and the idea and 
ideals she helped these men and women acquire 
in course of their work. 

These memoirs tell the reader about the evo- 
lution of the farmers' co-operative in Faridabad, 
the Cottage Industries Emporium (which at one 
time became somewhat like a tourist centre !).and 
the Apna Bazar, as experienced by the young men 
and women who ran these in the early years. The 
story of the farmers' co-operative in Faridabad is 
both interesting and instructive. The landless 
refugees were to be organised to work on agri- 
cultural land abandoned by the migrated Muslim 
families. But it suddenly became clear that most 
of the land had been given over to the large 
HinduISikh landlords from the other side, as per 
the law relating to such resettlement. They were 
often big officers of the Government of India. 
Jawaharlal Nehru's visit to the camp and his 
learning about i t  resulted in Sardar Patel changing 
the law and the distribution of land. Thc voluntary 
workers started with the idea of co-operativejoint 
Ih~ming. But i t  soon became clear to them that 
this can nol bc sustained. They learnt, and the 
co-operative became a service co-operative. 

The Cottage Industries Emporium, i n  which 
most of the persons interviewed had worked, was 
achallenge and an opportunity to help lhc artlsans 
of India, in far llung places. The young nien and 
women lcarnt not only the business of collecting 
and marketing the products of the artisans. but 
also, in the process, came to sce first hand thc 
conditions in which they workcd. thc pittance 
they were receiving ant1 their ahil~ty to ptoducc 
different designs learnt from the feedback from 
the market through these workers. The ICI!' 
appears to have functioned as i f  i t  was running 
the artisans' co-operative. But gradually, the 
situation changed. 'The other workcl-s in the 
Enporiuni began toorganise as trade union, under 
powerful political Ieadcrship, deruanding wages 
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comparsible to those earned by similar persons in 
private establishments in the Connaught Place. 
The ICU's offer to the Union to take over the 
Emporium and manage it as their own co- 
operative, was declined: against whom will they 
struggle for higher wages, they sneered. The ICU 
learnt another lesson. 

The story is the same in case of Apna Bazar. 
It was a consumers' shop, buying directly from 
the producers, and selling with a lesser margin. 
thereby setting the prices for many commodities 
in the Dclhi area, But, that was not to be. 

'I'hc Apna Bazar and the Emporium were 
co-operatives, only operated by the ICU on behalf 
of the slate which had a major financial stake in 
them. The Indian model of the co-operative, in 
which the state is a major partner, and as such the 
co-operative is designed as a middle form of 
economic organisation between private and state 

in  question. But, catalytic institutions, like the 
ICU. are not meant to be and should not be, rooted. 
'They are transitory ones, to help the needy and 
then disappear. The main lesson is, they can and 
should help only the needy, not the state as its 
agent. 

The recollections are personal, and unavoid- 
ably tell sometimes the same things. But being 
personal, they make interesting reading. I n  order 
to get the spirit of it  all, the reader should read all 
the pieces, not only the longest one by L. C .  Jain. 
The total impression created is worthwhile for 
co-operators, voluntary workers as well as the 
policy makers. 

Nilakantha Rath, 
Hon. Fellow, 

Indian School of 
Political Economy, 

Pune. 

enterprise, began showing its real teeth. Instead Ganguly, Rajat, Kin State l~itervention in Ethnic 
of thc management being gradually handed over 

Conflicts, Sage Publications India Private 
to producers or  consumers, the state began 

Ltd., New Delhi, 1998, Pp. 266, PriceRs 3501- 
nominating directors, managers and even con- 
tractors. The ICU slowly withdrew. The now (cloth). 

not-so-young men and women activists of the 
ICU learnt another lesson: activist after activist 
states that i l '  co-operatives arc to survive and hc 
given a chnncc to succeed, they should be man- 
aged by the uscrs - producers or consumers, and 
the state should have no role. It is pointless t o  
bemoan the politicisation of the co-operatives; 
sooner or later, sooner than later one who pays 
the piper will call the tune. 

Can institutions like the ICU still play a useful 
role? Yes and No. As L. C. Jain, the young man 
who became Kamaladevi's most valued associate 
in this endeavour, says in his recollections in the 
book, if a similar situation arises, he and such 
institutions can play a role, but the role will 
depend on the circumstances and the community 

Indian leaders, even before India became 
intlepcndent, had consistently re-jected the theory 
that a territorial nation state must always he based 
on ethnicity, languageand religion. Such thinking 
was, in fact, well in advance of western ideas on 
national entities. Unfortunately the old ideas on 
nationality persist in the minds of a very large 
nunlber of peoplc all over the world. The modern 
concept is that national identity can only be built 
on an ai'firmation of the basic values of a free 
society as enshrined in the UN Charter with 
particular reference to Human Rights, mid that it 
should be firmly established as part of the 
emerging world order. This, one is proud to say, 
has been the most part of Indian 
political thinking. 
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The root cause of almost all past and present 
conflicts and wars was and is that the differences 
arising between two ethnic groups could not be 
bridged. The differences usually span a very 
broad and wide spectrum. But, ultimately, it all 
boilsdown tojust one fact namely that two groups 
accuse each other of limiting the freedom of the 
other. The involved parties rationalize their 
actions in terms of political, economic, religion 
o r  territorial considerations. 

The conflicts that have taken place in South 
Asia arc not unique. Similar conflicts have taken 
place in the past in other parts of the world and 
are also taking place there even to-day. 

Rajat Ganguly's slim volume on 'Kin State 
Intervention in Ethnic Conflict' is a very useful 
study of the ethnic conflicts that have taken place 
in South Asia since 1947. From the copious fool 
notes and the select bibliography it is clear that 
numerous studies have been carried out on the 
subject of ethnic conflicts. Ganguly's study is a 
welcome addition to those, Studies as he has 
focussed his book on only South Asia. 

The book comprises seven chapters. The 
opening chapter provides the frame work for 
analysing the causes which have led to the con- 
flicts. The following five chapters deal with the 
etiology of the secessionist movements in 

Kashmir, erstwhile East Pakistan, Baluchistan, 
Pakhtunistan and the Eelam movement in  Sri 
Lanka. These chapters give a valuable summary, 
an objective one from the author's point of view, 
of the manner in which the conflicts in these 
sensitive areas had developed and the role that has 
been played by the neighboring countries, or kin 
states as Ganguly prefers to refer to them. The 
problems of Baluchistan Pakhtunistan and East 
Bengal havebeen settled with the passageof lime. 
But the problems of Kashmir and Eelam continue 
to be very live issues and costly ones in terms of 
human casualties, violation of human rights, and 
wasteful expenditure on armaments. 

Rajat Ganguly has refrained from offerring 
any solutions but his concluding chapter sums up 
his findings admirably and states the lessons 
learnt from the last fifty years of conflict. It is 
most readable. 

The book is well edited and fully worth thc 
price. There is an unfortunate gaffe on pagc 184 
when the author asserts that Pakistan helped the 
Chinese to build the road in Aksai Chin. 

R.D. Sathe, 
Former Foreign Secretary 

to the Government of India, 
Koregaon Park, 
Pune -411 001. 
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